File: DEAN FOREWORD Base Macro.doc Created on: 2/28/2003 12:51 PM Last Printed:4/28/2003 11:29 AM

SYMPOSIUM

DO FINANCIAL SUPERMARKETS NEED
SUPER REGULATORS?

FOREWORD

Joan G. Wexler

ood Morning. I'm Dean Joan Wexler and I am delighted

to welcome all of you to Brooklyn Law School for our con-

ference that poses the question: “Do Financial Super-
markets Need Super Regulators?” I would especially like to
thank the Center for the Study of International Business Law,
and the Brooklyn Journal of International Law for sponsoring
the conference, and those individuals at the law school who
have made the conference possible, in particular, Professors
Roberta Karmel and Jim Fanto, Michelle Scotto of the Office of
Special Events and Je ssica Lubarsky of the Journal.

It gives me great pleasure to welcome such a distinguished
group of academics, and practitioners to our law school to study
and discuss a topic that is an important issue in the law and
policy of financial institutional regulation. Today we will con-
sider what is the best model for financial regulation — the sin-
gle regulator or functional regulation. This question has been
raised because financial institutions no longer fit neatly into
clear categories such as banks, insurance companies, and n-
vestment firms. Indeed, not only might a bank sell insurance
products or underwrite securities, but one financial institution
might have different divisions or subsidiaries that collectively
perform all financial functions. The latter, of course, is the fi-
nancial supermarket. This business development raises a key
policy question: what is the appropriate kind of financial regu-
lation in the new environment? Should one have a super regu-
lator that oversees all kinds of financial businesses, or should a
government maintain separate regulators for each kind of fi-
nancial business, perhaps with enhanced cooperation among
them? This inquiry is not just an academic one because some
countries have already settled upon different approaches. For
example, the United Kingdom has consolidated all financial
regulation into a new, single government agency: the Financial
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Services Authority. And other European countries have either
also done so or are considering adopting such a model. With the
passage of the Gramm-Leach-Bliley Act, the United States has
chosen functional regulation — so that financial institutions
can undertake a variety of financial services businesses and
there remain, as you know, separate financial regulators. 'Tb-
day’s theoretical discussion about what might we best do, what
is the best approach, will thus be complimented by reflecting
upon the preliminary experience and data that we already have
regarding different models of regulation.

Over the years, our Center for the Study of International
Business Law has sponsored conferences on current topics of
international business. These conferences have produced lively
debates here, and important scholarly contributions for our
journals and I know that this morning’s conference promises to
continue that tradition. Once again, I welcome you and I want
to let you get down to the work of the day.
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EXAMINING THE UNITED KINGDOM’S
EXPERIENCE IN ADOPTING THE
SINGLE FINANCIAL REGULATOR

MODEL

Eilis Ferran

I. INTRODUCTION

In major markets around the world there has been a grow-
ing trend towards unification of responsibility for the regu-

lation of banks, securities markets, and insurance compa-
nies.! Countries where a unified agency has recently assumed
regulatory responsibilities for all financial institutions include
the United Kingdom (“U.K.”), Japan, and Korea2 In May 2002,
Germany established a single financial regulator.? Ireland and
Switzerland are also in the process of moving towards the single
regulator model.4 The increasing popularity of the single regu-
lator model in Europe should be viewed against the background

* Kilis Ferran, Reader in Corporate Law and Financial Regulation and
Director of the Centre for Corporate and Commercial Law (3CL), University of
Cambridge, United Kingdom. E-mail: evf1000@cam.ac.uk.

I am grateful for comments from Kern Alexander, Chris Bates, Rod
Cantrill, James Fanto, Niamh Moloney, Tolek Petch, and participants at the
Brooklyn Law School Symposium Do Financial Supermarkets Need Super
Regulators?, September 20, 2002. This Article reflects the position as of Sep-
tember 2002, but with occasional references to more recent material.

1. Kenneth K. Mwenda & Alex Fleming, International Developments in
the Organizational Structure of Financial Services Supervision, Paper Pre-
sented at the World Bank Financial Sector Vice-Presidency Seminar, at 1
(Sept. 20, 2001), available at http://Inweb18.worldbank.org.

2. NEIL CourTis, How COUNTRIES SUPERVISE THEIR BANKS, INSURERS AND
SECURITIES MARKETS xiii (2d ed. 2002). Although Courtis classifies Australia
as a single regulator country, its approach is distinctive in that it divides be-
tween two agencies responsibility for prudential regulation (Australian Pru-
dential Regulation Authority) and for conduct of business (Australian Securi-
ties and Investment Commission). The Netherlands is considering the adop-
tion of a similar cross-sectoral, objective-driven model. See Annet Jonk et al.,
A New Dutch Model, 6 FIN. REG. 35 (2001).

3. Hugh Williamson, Boost for Germany’s Financial Role: Federal Agency
Three Regulatory Bodies to be Merged into Single Authority from May 1, FIN.
TIMES, Apr. 3, 2002, at 12.

4. Howard Davies, Foreword — The Importance of Getting Superuvision
Right, in COURTIS, supra note 2, at xi.
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of the policy objectives of the European Union (“EU”) in the es-
tablishment of a fully integrated financial market. The conver-
gence of national regulatory structures of member states has
been identified as a necessary step for the achievement of that
good 5

Scandinavian countries led the way in establishing unitary
financial regulators® Norway was the first country to establish
an integrated regulatory agency in 1986, followed by Denmark
in 1988, and Sweden in 1991.7 However, as the first major in-
ternational financial center to adopt the single regulator
model 8 changes made in the U.K. have attracted particular in-
ternational attention. For countries that are major financial
centers,? an important argument in favor of the single regulator
model is that it matches the nature of their markets — in that
the emergence of financial “supermarkets” and increased use of
sophisticated techniques, such as securitization and derivatives
trading, have broken down the traditional sectoral distinc-
tions.10 The trend towards the blurring of sectoral boundaries
intensified during the 1990s.11 The overhaul of the U.K.’s regu-
latory structure thus largely coincided with a period in which

5. THE COMMITTEE OF WISE MEN, FINAL REPORT OF THE COMMITTEE OF
WIsSE MEN ON THE REGULATION OF EUROPEAN SECURITIES MARKETS 42 (2001),
available at http://europa.eu.int/comm/internal_market/en/finances/general/
lamfalussyen.pdf.

6. Giorgio Di Giorgio & Carmine Di Noia, Financial Market Regulation
and Supervision: How Many Peaks for the Euro Area?, 28 BROOK. J. INT'L L.
463, 469-78 (2002) (providing a general survey of European regulatory frame-
works).

7. MICHAEL TAYLOR & ALEX FLEMING, INTEGRATED FINANCIAL S UPERVISION:
LESSONS FROM NORTHERN EUROPEAN EXPERIENCE 4—7 (World Bank, Working
Paper No. 2223, 1999), available at http://econ.worldbank.org/files/950_wps
2223.pdf. Banking supervision has never been a central bank function in
these countries so the Scandinavian experience has little guidance to offer on
this aspect of regulatory consolidation.

8. CLIVE BriauLt, THE RATIONALE FOR A SINGLE NATIONAL FINANCIAL
SERVICES REGULATOR 5 (FSA, Occasional Paper 2, 1999), available at
http://www.fsa.gov.uk/pubs/occpapers/index-1999.html [hereinafter BRIAULT,
THE RATIONALE].

9. This argument may be less significant for countries with smaller or
less mature markets. See RICHARD K. ABRAMS & MICHAEL W. TAYLOR, ISSUES
IN THE UNIFICATION OF FINANCIAL SECTOR SUPERVISION 10-14 (International
Monetary Fund, Working Paper No. 00/213, 2000), available at
http://www.imt.org/external/pubs/ft/wp/2000/wp00213.pdf.

10. BriauLT, THE RATIONALE, supra note 8, at 12—17.
11. Id.at 12-14.
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the need for changes to national regulatory arrangements, in
order to keep pace with the markets, was an issue for public
policy debate in many countries.!2

In addition to trends in the international financial markets,
changes to national financial regulatory structures are also
driven by country-specific factors.!3 This was certainly true in
the U.K., where some of the impetus for change came from local
financial scandals and collapses that were attributed, in part, to
failings in the old system.'* Throughout the world, there is
wide variety in the existing institutional arrangements and,
despite the current interest in the single regulator model, its
adoption in practice remains relatively rarel> The powerful
influence exerted by national historical roots and social, eco-
nomic, and political traditions'® means that this situation seems
likely to persist. To take the obvious example of the United
States, adoption of the single regulator model would face practi-
cal and political hurdles that currently appear insurmount-
ablel” The recognition that national institutional arrange-
ments evolve under the influence of local factors, as well as
global trends in financial markets, suggests that there is no one
ideal institutional model that is universally applicable.

While this Article makes no claim as to the superiority of the
single regulator model, it considers what other countries may
learn from the U.K.’s experience in adopting that structure. A
key feature is the extent of fundamental legal change that
accompanied the U.K.'s shift to the single regulator model.
Unlike some other countries, such as Korea which has a single
regulatory agency but separate sectorally-divided legal re-
gimes,!8 the U.K. has sought to match the unitary nature of its

12. CHARLES GOODHART ET AL., FINANCIAL REGULATION: WHY, HOW AND
WHERE Now? 181 (1998).

13. Id.

14. BRrIAULT, THE RATIONALE, supra note 8, at 8.

15. ABRAMS & TAYLOR, supra note 9, at 3. But others see “clear signs” of a
trend towards unified supervision, particularly for larger financial markets.
See, e.g., COURTIS, supra note 2, at xiii.

16. GOODHART ET AL., supra note 12, at 145.

17. According to Federal Reserve Chairman Alan Greenspan, the creation
of a single regulator would be “highly undesirable on both political and eco-
nomic grounds.” ROSA MARIE LASTRA, CENTRAL BANKING AND BANKING
REGULATION 147 (1996).

18. See generally Joon Soo Lee, Integrated Financial Supervision: The Ko-
rean Experience (Asian Development Bank Project, 2002) available at
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institutional arrangements for financial regulation with an in-
tegrated legal framework. This ambitious approach means that
the U.K. should be a particularly rich source of data on using
the law to respond to the challenges involved in the process of
regulatory consolidation. Part II of this Article sets out the his-
torical background of the transition to the single financial regu-
lator model in the U.K. Part III examines the key events in the
transitional period between the announcement of the mtended
switch and the effectuation of the new unitary regime in IDe-
cember 2001. Part IV looks at the main arguments — for and
against — the single regulator model; how the British legisla-
ture responded to these arguments in shaping the legislative
framework for the new regime; and at early indications of how
successfully that framework is beginning to operate in practice.
Part V offers one conclusion and some observations.

II. THE BACKGROUND TO THE ADOPTION OF THE SINGLE
REGULATOR MODEL IN THE U.K.

The 1980s were a period of regulatory upheaval in the U.K.
At that time the U.K. had a fragmented regulatory structure,
with different institutional arrangements and legal regimes in
place for banking, securities, and insurance business. This his-
torical survey examines key events in the period up to May
1997, when a new Labour government was elected in place of
the Conservative government that had been in power since
1979.

In the days immediately following the 1997 election, the new
Labour government moved with remarkable swiftness to start
the process of switching to the single regulator model. This was
one of the new government’s first major policy initiatives.!9
This begs the question: What had happened to put regulatory
reform so high on the new government’s list of priorities?

www.adb/org/projects/APEC/market_intermediaries/integrated_financial_supe
rvision_kor.pdf.

19. Eva Lomnicka, Reforming U.K. Financial Services Regulation: The
Creation of a Single Regulator, 1999 J. Bus. L. 480.
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A. Banking Regulation20

In the 1980s, regulatory responsibility for the U.K. banking
sector lay with the central bank — the Bank of England (“the
Bank”). Although the Bank’s informal involvement in the su-
pervision of banks dates back to the mid-nineteenth century, it
was only in 1979 that it acquired formal powers to grant or re-
fuse authorization to carry on a banking business in the U.K21
Catalysts for the changes made by the Banking Act 1979 were
the secondary banking crisis of 1973-1974 and the Banking Co-
ordination Directive of 1977, which was the first major step to-
wards European harmonization in the banking sector 22

Banking failures continued to influence change throughout
the following years. In 1984, the collapse of Johnson Matthey
Bankers Ltd. exposed defects in the framework established by
the Banking Act 1979.23 As a consequence, that structure was
replaced by a new legislative framework.2¢ The Banking Act
1987 confirmed the Bank in its role as bank regulator and
strengthened its supervisory powers.25 The 1987 Act introduced
a new “Board of Banking Supervision” to assist the Bank in its
supervisory functions.26

In 1991 another bank failure —the Bank of Credit and Com-
merce International (“BCCI”) — again put the U.K. banking
regulatory framework under scrutiny.2” Although international
supervisory action coordinated by the Bank had brought about
BCCT’s closure in 1991, the Bank was heavily criticized for not
intervening sooner to stop BCCI’s fraudulent operations.2s An

20. This section draws upon chapter 1 of the INQUIRY INTO THE SUPERVISION
OF THE BANK OF CREDIT AND COMMERCE INTERNATIONAL (HM Stationary Office,
1992) [hereinafter BINGHAM REPORT], which provides an excellent overview of
banking supervision in the U.K. in the period 1972—-1992.

21. Banking Act, 1979 (Eng.) (repealed 1987).

22. BINGHAM REPORT, supra note 20, § 1.15.

23. Id. 9 1.38.

24. Banking Act, 1987 (Eng.) (repealed 2001).

25. BINGHAM REPORT, supra note 20, §1.47.

26. Id.

27. See generally Ray P. Kinsella, Some Regulatory and Supervisory Les-
sons of the BCCI Collapse, in INSTITUTE OF EUROPEAN FINANCE, RESEARCH
PAPER NoO. 92/10, RESEARCH PAPERS IN BANKING AND FINANCE (1992); PETER
TRUELL & LARRY GURWIN, FALSE PROFITS: THE INSIDE STORY OF BCCI, THE
WORLD’S M0oST CORRUPT FINANCIAL EMPIRE (1992).

28. See generally Kinsella, supra note 27.
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official inquiry, chaired by Lord Justice Bingham, was con-
vened. The inquiry found weaknesses in the Bank’s approach
to coping with sophisticated fraud. Specifically, it was found
that the Bank relied too heavily on informal methods based on
trust and frankness.29 It also identified gaps in the Bank’s pow-
ers. In response, certain technical changes were made to the
Banking Act 1987, as well as changes to the Bank’s supervisory
practices.?®> On the more radical question — whether a reor-
ganization of regulatory responsibility was required — the in-
quiry produced a negative response3! The option of transfer-
ring banking regulatory responsibility from the central bank to
an independent body was specifically rejected32 The inquiry
found nothing in the history of BCCI to invalidate the judg-
ment, made prior to the Banking Act 1987, to continue to en-
trust this task to the Bank.33

The spectacular collapse of Barings in 1995 prompted another
official inquiry in the U.K., this time by the Board of Banking
Supervision.3¢ The Barings crisis had been triggered by mas-
sive unauthorized losses incurred by a single derivatives trader
employed by the Singaporean arm of the Barings groups5 The
official inquiry found that the main reasons for the collapse of
Barings were management failings within Barings and lack of
appropriate internal controls.3¢ In addition, it also found some
failings in the Bank’s performance as the lead supervisor of the

29. BINGHAM REPORT, supra note 20, 9 3.8.

30. MAXIMILIAN J.B. HALL, HANDBOOK OF BANKING REGULATION AND
SUPERVISION IN THE UNITED KINGDOM 133-34 (3d ed. 1999).

31. BINGHAM REPORT, supra note 20, 9 3.3.

32. Id. 99 3.4-3.5.

33. Id. Y 3.4-3.5. This issue had been carefully discussed in the WHITE
PAPER ON BANKING SUPERVISION, 1985, Cmnd. 9695, which had preceded the
Banking Act 1987. Brian Quinn, The Influence of the Banking Acts (1979 and
1987) on the Bank of England’s Traditional Style of Banking Supervision, in
BANK REGULATION AND SUPERVISION IN THE 1990s, at 1 (Joseph J. Norton ed.,
1991).

34. See REPORT OF THE BOARD OF BANKING SUPERVISION INQUIRY INTO THE
CIRCUMSTANCES OF THE COLLAPSE OF BARINGS (HM Stationary Office, 1995)
[hereinafter COLLAPSE OF BARINGS REPORT].

35. NICK LEESON & EDWARD WHITLEY, ROGUE TRADER How I BROUGHT
DowN BARINGS BANK AND SHOOK THE FINANCIAL WORLD (1996); LUKE HUNT &
KAREN HEINRICH, BARINGS LOST: NICK LEESON AND THE COLLAPSE OF BARINGS
PLc (1996).

36. COLLAPSE OF BARINGS REPORT, supra note 34, 9 13.10-13.12.
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Barings group.?” Like the previous BCCI collapse, Barings pro-
vided a graphic illustration of the difficult challenges facing na-
tional regulators attempting to supervise complex multinational
banking groups. It also illustrated the need within a frag-
mented regulatory system for close contact and cooperation be-
tween banking and securities regulators in order to achieve ef-
fective supervision of financial supermarkets, whose businesses
straddled the fuzzy boundaries between those sectors.3s

While bank failures were reflecting badly on the Bank in its
regulatory role, a growing consensus was emerging among poli-
ticians and economists in favor of giving the central bank mone-
tary policy independence3? Central bank independence is re-
garded as a practical consequence of the new economic ortho-
doxy in which monetary policy is the main instrument for deliv-
ering price stability.40

The connection between monetary policy independence and
the location of regulatory responsibility for the banking sector is
that if the two functions are combined, regulatory concerns may
create conflicts of interest that undermine policy independence.

37. 1d.99 13.57-13.61.

38. Id. Y 14.44. The earlier collapse of a smaller bank (British & Com-
monwealth) in 1990 had also demonstrated the need for close cooperation
between relevant regulatory bodies. In the light of subsequent events, Hall’s
comment on the British & Commonwealth situation was particularly percipi-
ent. Hall stated: “one can but wonder if institutional rather than functional
regulation would be a better way of dealing with the myriad public interest
considerations which arise in connection with the regulation and supervision
of highly diversified financial conglomerates.” HALL, supra note 30, at 189
n.134.

39. See generally LASTRA, supra note 17, at 10—-62. The issue of central
bank independence is also partly tied up with the euro-entry debate and entry
conditions because Article 108 of the Treaty of Amsterdam requires the mem-
ber state central banks which, along with the European Central Bank
(“ECB”), form the European System of Central Banks (‘ESCB”) to be inde-
pendent with regard to Treaty obligations. TREATY OF AMSTERDAM AMENDING
THE TREATY ON THE EUROPEAN UNION, THE TREATIES KESTABLISHING THE
EUROPEAN COMMUNITIES AND CERTAIN RELATED AcTS, Nov.10, 1997, art. 108,
0.J. (C 340) 1 (1997).

40. LASTRA, supra note 17, at 13-18; Michael Taylor, Central Bank Inde-
pendence: The Policy Background, in BLACKSTONE’S GUIDE TO THE BANK OF
ENGLAND AcT 1998, at 19-20 (Michael Blair et al. eds., 1998); Hossein Samiei
& Jan Kees Martijn, Operational Independence and the Conduct of Monetary
Policy in the United Kingdom, in HOSSEIN SAMIEI ET AL., INTERNATIONAL
MOoNETARY FUND: UNITED KINGDOM EXPERIENCE (IMF Staff Country Report
No. 99/44, 1999).
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Following Charles Goodhart and Dirk Schoenmakerg! Michael
Taylor hypothesizes that a central bank might not want to ad-
just interest rates if to do so might trigger a number of bank
failures for which it could be blamed. Separating the monetary
policy and regulatory roles would remove this conflict and leave
the central bank to determine monetary policy free from extra-
neous influences. But the arguments for and against separa-
tion of functions are finely balanced.#2 This view is not, how-
ever, universal. Arguments against separation include: the role
of the central bank as lender of last resort; its oversight func-
tion in relation to the payment system; the need for consistency
between monetary policy and banking supervision; and syner-
gistic advantages in concentration of functions.43 This debate
indicates that a central bank will inevitably have continuing
involvement in some aspects of the regulatory process because
of its role in ensuring financial stability and, further, that the
demarcation of its responsibilities and those of any other body
that assumes a banking supervisory role is an issue that must
be specifically addressed.

Practical events and the evolution of the public policy eco-
nomic agenda in the 1980s and early 1990s thus provided vari-
ous reasons for considering change in banking regulation. It
should also be noted that U.K. banking law and regulation was
significantly amended during this period in order to implement
various new Kuropean Community (“EC”) measures.#* These
changes — though very significant in their own right in that
they removed internal barriers to the free operation of banking
activities throughout the EU — did not have a major direct im-
pact on the institutional framework of regulation and so they,
and equivalent measures in securities and insurance law, do
not require detailed examination heres5 Their immediate rele-
vance to the present discussion is that piecemeal changes to

41. Charles A.E. Goodhart & Dirk Schoenmaker, Institutional Separation
Between Supervisory and Monetary Agencies, in CHARLES A.E. GOODHART, THE
EMERGING FRAMEWORK OF FINANCI AL REGULATION 133, 141 (1998).

42. Taylor, supra note 40, at 20.

43. LASTRA, supra note 17, at 148—49.

44. See HALL, supra note 30, at 36.

45. See generally id. (providing an in-depth view of the evolution of super-
visory practice and the structure of banking supervision in the U.K.);
CHRISTOS HADJIEMMANUIL, BANKING REGULATION AND THE BANK OF ENGLAND
(1996).
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existing legislation and the addition of extra layers of regula-
tion, such as those that took place in the 1980s and 1990s to
implement EU measures, added to the complexity of the
framework and to compliance costs. An advantage of a funda-
mental root-and-branch reform was that it would provide an
opportunity for a thorough, principled assessment of how best
to combine domestic and EU requirements into a coherent over-
all framework .46

B. Securities Regulationt

The history of the U.K. securities regulation in the 1980s and
early 1990s paralleled that of banking regulation; it is the story
of a system that was undermined by financial scandals that
badly affected consumer confidence. It was also a complex sys-
tem that exacerbated the problems involved in ensuring effec-
tive supervision of multi-function firms. The excessively frag-
mented regulatory infrastructure of the securities industry
meant that firms were often regulated by more than one regula-
tory agency, with the consequence that the system was heavily
dependent upon the quality and effectiveness of communica-
tions and cooperation between the regulators. To be sure, there
was strong industry dissatisfaction with the system, because
the presence of multiple regulators created an uncertainty as to
boundaries and created inefficiencies.#8 From its inception, the
regulatory regime was the target of persistent criticism. It was
seen to be unwieldy and bureaucratic. The extremely detailed,
legalistic style of early versions of regulatory rulebooks did little
to enhance the reputation of those responsible for the regime29
When even the head regulator acknowledged in 1993 that many

46. Alistair Darling, The Regulation of the U.K. Insurance Industry, 4 INT'L
INs. L. REV. 171, 173 (1996).

47. This section draws upon FINANCIAL SERVICES AND MARKETS BILL (House
of Commons Library Research Paper 99/68) June 24, 1999, available at
http://www.parliament.uk/commons/lib/research/rp99/rp99-068.pdf [hereinaf-
ter FINANCIAL SERVICES AND MARKETS BILL].

48. Amelia C. Fawcett, Examining the Objectives of Financial Regulation
— Will the New Regime Succeed? A Practitioner’s View, in REGULATING
FINANCIAL SERVICES AND MARKETS IN THE TWENTY FIRST CENTURY 37, 47 (Eilis
Ferran & Charles A. E. Goodhart eds., 2001) [hereinafter REGULATING IN THE
TWENTY FIRST CENTURY].

49. BEN PETTET, COMPANY LAW 340 (2001); Andrew M. Whittaker, Legal
Technique in City Regulation, 43 CURRENT LEGAL PROBS. 35, 42 (1990).
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of the criticisms were justified 5 it became indisputable that the
U.K'’s defective securities regulation system was in dire need of
reform.

The source of the problems was the institutional structure es-
tablished under the Financial Services Act 1986. Under the
Act, ultimate regulatory responsibility for the financial services
industry lay with a government department. However, most
regulatory powers were delegated to the Securities and Invest-
ments Board (“SIB”), a private company limited by guarantee
and financed by a levy on market participants.5! The SIB set
the overall framework of regulation but did not itself act as the
direct regulator of most investment firms. Second tier regula-
tors — of whom the self-regulatory organizations (“SROs”) were
the most prominent group — performed that function52 SROs
were funded, and partly managed, by investment firms. For
this reason the style of regulation established by the Financial
Services Act 1986, was sometimes described as “self-regulation
within a statutory framework.”3 Underlying the emphasis on
self-regulation in this description was a political compromise
designed to assuage the concerns of market participants. As
was noted by Professor Gower, whose studies of U.K. securities
regulation in the 1980s powerfully influenced the character of
the regime, the intellectually appealing full statutory model
could not be pursued at that time because it would have been
unacceptable in light of prevailing market conditions.5* The
extent to which the system established under the Financial
Services Act 1986 truly retained a self-regulatory character in
practice is debatables That it was presented in this way ho w-
ever, soon had unfortunate repercussions. Many observers

50. ANDREW LARGE, FINANCIAL SERVICES REGULATION: MAKING THE TwoO
TI1ER SYSTEM WORK 10 (1993).

51. Financial Services Act, 1986, c. 60, § 61 (Eng.).

52. LARGE, supra note 50, at 22, 45.

53. GUIDE TO FINANCIAL SERVICES REGULATION 27 (Barry A. K. Rider et al.
eds., 3d ed. 1997); AraN C. PAGE & ROBERT B. FERGUSON, INVESTOR
PROTECTION 78-105 (1992).

54. LAURENCE CECIL BARTLETT GOWER, REVIEW OF INVESTOR PROTECTION: A
DiscussioN DOCUMENT 75—-83 (1982).

55. Laurence Cecil Bartlett Gower, ‘Big Bang” and City Regulation, 51
Mopb. L. REv. 1 (1988); Iain MacNeil, The Future for Financial Regulation: The
Financial Services and Markets Bill, 62 Mob. L. REvV. 725 (1999); Eilis Ferran,
Dispute Resolution Mechanisms in the U.K. Financial Sector, 21 C1v. JUST. Q.
135, 137 (2002).
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latched onto the self-regulatory dimension as a key reason why
the regime failed to succeeds Yet, while growing mistrust of
self-regulation undoubtedly played a part in the events that
unfolded over the following years,5” the more potent seeds of the
regime’s destruction lay in the complex two-tier structure and
in the fragmentation at the SRO level.

At the outset, there were five SROs; however, by 1994, only
three remained — the Securities and Futures Authority
(“SFA”), the Investment Managers’ Regulatory Organisation
(“IMRO”), and the Personal Investment Authority (“PIA”).58
Some of the changes to the institutional arrangements at the
SRO level can be seen in a positive light, as being the dynamic
response of a flexible and market-sensitive system to develop-
ments in the industry.5® But it is also the case that much of the
change was driven by dissatisfaction about overlaps and possi-
ble gaps in the areas of responsibilities of the original SROs.60

There were persistent concerns about the effectiveness of the
SROs’ efforts to prevent fraud and misconduct. The SROs at-
tracted severe criticism for having failed to protect the interests
of consumers in a number of high-profile financial scandals.
These included the Maxwell affair, where the IMRO’s failure to
detect the theft of company pension fund assets by its control-
ler, Robert Maxwell, was the target of particular complaint.6
Another notorious problem that damaged the reputation of the
regulatory agencies in the early 1990s was that of pension mis-
selling, whereby investors were sold inappropriate pension in-
vestment products.$2 Julia Black and Richard Nobles describe
the pensions mis-selling episode as a manifestation of “a critical

56. GOWER, supra note 54 at 13—16.

57. Alistair Alcock, A Regulatory Monster, 1998 J. Bus. L. 371, 375.

58. Financial Services Act, 1986, c. 60, § 10(2) (Eng.).

59. 4 Fin. Serv. Rep. (Sweet & Maxwell) § 2-650 (Aug. 2000).

60. Id.

61. 2 SIR ROGER THOMAS ET AL., MIRROR GROUP NEWSPAPERS PLC.
INVESTIGATIONS UNDER SECTION 432 (2) AND 442 OF THE COMPANIES AcCT 1985
app. 9 (2001), provides a review of IMRO’s work in relation to Maxwell group
companies and of changes made at IMRO after the eventual discovery of
Maxwell’s fraudulent schemes. On the other hand, PETTET, supra note 49, at
341, presents a more positive assessment of the effectiveness of SRO discipli-
nary measures and the hard-hitting nature of their operations.

62. Gerard McMeel, The Consumer Dimension of Financial Services Law:
Lessons from the Pensions Mis-selling Scandal, 3 COMPANY FIN. & INSOLVENCY
L. REv. 29, 29 (1999).



File: FERRAN Base Macro Final.doc Created on: 4/2/2003 1:23 PM Last Printed:4/28/2003 11:29 AM

268 BROOK. J. INT'L L. [Vol. 28:2

failing in the regulatory structure” involving “regulatory blind-
ness,” “lack of awareness,” and “lack of communication and m-
operation between the different regulators.”ss

In a personal assessment published after the Maxwell affair,
the then Chairman of the SIB, Andrew Large, identified a num-
ber of problems that were thought to afflict the regime he
headed: lack of clarity about regulatory objectives; lack of confi-
dence that self-regulation was anything other than self-interest;
doubts about cost-effectiveness; and a feeling that fraud was
going undetected.t* Chairman Large’s acknowledgement that
many of these criticisms were justified set the agenda for policy
discussions and political debate in the following years.6> By the
end of 1995, it was a clearly articulated Labour Party policy,
then in opposition, to remove the last remnants of self-
regulation and the “unnecessary” distinction between the SIB
and the SROs.66 It seems likely that a Conservative govern-
ment would have traveled the same route had it remained in
power. However, there was no indication at this stage of quite
how radical the incoming Labour government would be. The
case for a single regulator for the whole of the financial sector
did not yet figure prominently in the discussions.

C. Insurances

The regulation of the insurance industry in the 1980s and
1990s was a complex affair, yet it attracted little attention from
policymakers (except in relation to the Lloyd’s insurance mar-
ket where there were particular problems). The prudential
regulation and authorization of insurance companies were the
responsibility of a government department under the Insurance

63. Julia Black & Richard Nobles, Personal Pensions Misselling: The
Causes and Lessons of Regulatory Failure, 61 Mob. L. REv. 789, 789, 815
(1998).

64. LARGE, supra note 50, at 8.

65. See, e.g., TREASURY AND CIVIL SERVICE COMMITTEE, THE SIXTH REPORT,
1995, cmt. 332, at vi.

66. See FINANCIAL SERVICES AND MARKETS BILL, supra note 47, at 17
(speech by Alistair Darling, the then Labour spokesman on the City). See also
Darling, supra note 46, at 172.

67. See generally JOHN BIRDS & NORMA J. HIRD, BIRDS, MODERN INSURANCE
Law ch. 2 (5th ed. 2001); JOHN P. LOWRY & PHILIP RAWLINGS, INSURANCE LAW:
DOCTRINES AND PRINCIPLES 348—66 (1999); Darling, supra note 46.
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Companies Act 1982.68 Long term insurance policies were
treated as investments for the purposes of the Financial Ser-
vices Act 1986 with the result that these aspects of insurance
companies’ business also fell within the scope of the regulatory
regime established under that Act.6® Insurance brokers were
also subject to another form of self-regulation within a statutory
framework?™ operated by a body known as the Insurance Bro-
kers Registration Council. By the 1990s, the continuance of
this degree of self-regulation was regarded as anomalous.” The
Lloyd’s insurance market had a special status under the Insur-
ance Companies Act 198272 and an exemption under the Finan-
cial Services Act 1986.73 Problems at Lloyd’s in the early 1990s
resulting from disastrous losses put its special regulatory status
under scrutiny. Some observers suggested that by not being
within the scope of the Financial Services Act 1986, Lloyd’s lost
out on access to the latest standards and methods of regulation
and that, if it had been better regulated, the impact of the
losses might have been less severe’ An internal review pub-
lished in early 1997 recommended that Lloyd’s should be

68. Insurance Companies Act, 1982 c. 50, § 3 (Eng.). See also Richard
Croly, The Regulatory Structure in the United Kingdom: The Role of the De-
partment of Trade and Industry, 1 INT'L INS. L. REV 349 (1993). Responsibility
for regulation of the insurance industry was assumed by another government
department, HM Treasury, in 1997 as a prelude to its transfer to the Finan-
cial Services Authority. Press Release, HM Treasury, Working Towards a
Single Financial Regulator (July 30, 1998) available at www.hm-
treasury.gov.uk/newsroom_and_speeches/press/1998/press_127_98.cfm.

69. See generally GUIDE TO FINANCIAL SERVICES REGULATION 370-86 (Barry
A. K. Rider et al. eds., 3d ed. 1997).

70. Insurance Brokers Registration Act, 1977, c. 46 (Eng.) (repealed 2001).

71. ANDREW MCGEE, THE MODERN LAW OF INSURANCE 21 (2001); Richard
Spiller, Insurance: Broker Regulation, 6 INT'L INS. L. REV N-67, at N-67 to N-
68 (1998).

72. Insurance Companies Act, 1982, c. 50, § 2(2)(a) (Eng.).

73. Financial Services Act, 1986, c. 60, Pt. I, c. IV, § 42 (Eng.).

74. David Gittings, Lloyd’s of London: The Regulation of an International
Insurance Market, 1 J. INT’L FIN. MARKETS 72, 74-75 (1999); Darling, supra
note 46, at 172. The U.K. government’s oversight of the Lloyd’s insurance
market during the 1980s is the subject of an ongoing investigation by the
European Commission. However, the investigation focuses more on whether
the system of regulation has been improved by the Financial Services and
Markets Act 2000, than on holding the U.K. to account for past mistakes.
Andrew Osborn, Court Hopes Dented for Lloyd’s Names, GUARDIAN (London),
Oct. 8, 2002, at 24.
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brought within the regulatory jurisdiction of the SIB.’ The
proposal was soon swept up into the radical new approach to

financial regulation announced by the new Labour government
in May 1997.

D. All Change

The new Labour government was elected on May 1, 1997. On
May 6, 1997 the Chancellor of the Exchequer, Gordon Brown,
announced that he was giving monetary policy ind ependence to
the Bank.’®6 This was followed on May 20 by a further -
nouncement from the Chancellor, in which he announced the
transfer of responsibility for banking regulation and supervi-
sion from the Bank of England to the SIB, as well as reform of
the regulatory structure introduced by the Financial Services
Act 1986. According to the Chancellor: “SIB will become the
single regulator underpinned by statute. The current system of
self-regulation will be replaced by a new and fully statutory sys-
tem, which will put the public interest first, and increase public
confidence in the system.” 77 The instigation of regulatory re-
form in itself was no surprise, but that it took the form of a
switch to a single regulator was unexpected and politically con-
tentious,? not least because the Governor of the Bank had not
been consulted about the proposals to strip the Bank of its regu-
latory role™ Previous statements from Labour Party spokes-
men had suggested more modest, incremental change concen-

75. See Gittings, supra note 74, at 75.

76. Gordon Brown, Statement by the Chancellor on the Central Economic
Objectives of the New Government (May 6, 1997), at http://www.hm-
treasury.gov.uk/Newsroom_and_Speeches/speeches/statement/speech_
statement_index.cfm? The background to this announcement and its conse-
quences are discussed generally in the House of Lords Select Committee Re-
port, MONETARY PoLICY COMMITTEE OF THE BANK OF ENGLAND REPORT, 1999,
available at http://www.publications.parliament.uk/pa/ld199899/1dselect/
1dmon/96/9601.htm (last visited Nov. 12, 2002).

77. Gordon Brown, The Chancellor’s Statement to the House of Commons
on the Bank of England (May 20, 1997), at http://www.hm-treasury.gov.uk/
Newsroom_and_Speeches/speeches/statement/speech_
statement_index.cfm? [hereinafter Chancellor’s Statement on the Bank of
England].

78. FINANCIAL SERVICES AND MARKETS BILL, supra note 47, at 20—-25.

79. On the political fallout of the decision, see ANDREW RAWNSLEY,
SERVANTS OF THE PEOPLE: THE INSIDE STORY OF NEW LABOUR 41-44 (2000).
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trating, in particular, on dismantling the two-tier structure un-
der the Financial Services Act 1986.80

According to the Chancellor’s statement, there were three key
reasons for the new approach: (1) The existing system was fail-
ing to deliver the standards of investor protection and supervi-
sion that the industry and the public had the right to expect; (2)
The two tier structure under the Financial Services Act 1986
was inefficient, confusing, and lacked accountability and a clear
allocation of responsibilities; and (3) The need for a regulatory
structure that would reflect the nature of the markets where
the old distinctions between banks, securities firms, and insur-
ance companies had become increasingly blurreds' The first
two reasons were predictable, given the local historical record.
The third reason had not previously enjoyed the same degree of
prominence. Although matching the nature of the national
regulator to the nature of the markets is now the familiar cen-
terpiece of discussions about the institutional framework of
regulation, in the political debates on financial regulation in the
U.K. in the 1990s it was not an issue that had attracted particu-
lar attention.

So why was the single market/single regulator argument
raised to such a prominent position by the British Chancellor?
The full answer to this question may well remain unknown un-
til current political figures publish their memoirs or until confi-
dential political records are finally released. Mark Boléat, who
was the then Director-General of the Association of British In-
surers, however, has put forward one plausible theory. Boléat
suggests that the decision to opt for a single regulator was
driven more by pragmatic considerations relating to pressures
on the parliamentary timetable than by principle:

The Treasury team had failed to secure in the first Queen’s
Speech legislation to abolish the two tier system under the Fi-
nancial Services and Markets Act. However, a separate deci-
sion had been taken to give the Bank of England independence
in respect of conducting monetary policy and this did require
legislation. It seems that an opportunist decision was taken at
this stage to move towards a single regulator because the leg-
islation to give the Bank of England independence in respect

80. Darling, supra note 46, at 172.
81. Chancellor’s Statement on the Bank of England, supra note 77.
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of monetary policy could be used for any other purpose rele-
vant to the Bank of England. 82

Initial proposals were very sketchy and important industry sec-
tors, including, for a brief time, insurance 3 and, for a much
longer time, mortgage lending?* were not part of the remit
originally envisaged for the new regulator$s This credits the
theory that the switch to a single regulator was a policy deci-
sion made “on the hoof” in response to political pressures un-
connected to the evolving nature of financial markets.s6 An-
other theory that has also been suggested is that personal
antagonism between the Chancellor of the Exchequer and the
Governor of the Bank also played a part in driving the decision
to divest the Governor of his institution’s regulatory powers.s?
For observers trying to discover what lessons can be learned
from the U.K. experience in adopting the single regulator
model, the clearest point that emerges from this brief historical
survey up to 1997 is confirmation of the influence of intensely
local, country-specific factors in decisions about institutional
structures. But May 1997 is too soon to leave the story. Al-
though the decision itself may have been taken opportunisti-

82. Mark Boléat, The New System of Financial Regulation, Speech at the
London Insurance Institute (Nov. 25, 1998).

83. The inclusion of insurance in the new structure was announced in July
1997. Press Release, Department of Trade and Industry, Future Regulation of
the Insurance Industry (July 23, 1997), available at http://www.newsrelease-
archive.net/coi/depts/GTI/coi1035d.0k.

84. JOINT COMMITTEE ON FINANCIAL SERVICES AND MARKETS, DRAFT
FINANCIAL SERVICES AND MARKETS BILL: FIRST REPORT 9§ 84 (HL Paper 50-I,
HC 328-1, 1999) [hereinafter JOINT COMMITTEE FIRST REPORT], recommended
that mortgages should be brought within the scope of the new regime. In
response, HM Treasury conducted a consultation exercise with the publication
of HM TREASURY, REGULATION OF MORTGAGES: A DiscussioN DocUMENT BY HM
TREASURY (July 20, 1999). Following this consultation exercise, the decision
was made to include mortgages, and power to extend the regime in this way
was included in the Financial Services and Markets Act 2000. However, so as
not to over burden the FSA in its early days, its assumption of powers in rela-
tion to mortgage business was postponed. The FSA currently expects to begin
regulating mortgage lenders and advisers by mid-2004. FINANCIAL SERVICES
AUTHORITY, TIMETABLE FOR THE REGULATION OF MORTGAGES AND GENERAL
INSURANCE (2003), available at http://www .fsa.gov.uk/mort_gen_ins/mgi_
timetable.pdf.

85. See also Alcock, supra note 57, at 372, 375.

86. Id.

87. RAWNSLEY, supra note 79, at 41-44.
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cally without full consideration of all of its implications, its an-
nouncement was a highly significant event. It intensified de-
bate amongst theorists, inside and outside the U.K., about dif-
ferent institutional structures for financial regulation.s8 At the
same time, the challenges involved in turning the single regula-
tor model into practical reality soon became a major preoccup a-
tion for industry participants.

IIT. PUTTING POLICY INTO EFFECT — CREATING A NATIONAL
SINGLE REGULATOR 89

The first stage in the reform process was the renaming of the
SIB as the Financial Services Authority (“FSA”) in October
1997.90 Thereafter, most of the existing regulatory agencies col-
lapsed themselves into the FSA structure on a largely informal
and ad hoc basis9 In effect, the FSA assumed the de facto role
of single regulator?2 But for a transitional period ending on
December 1, 2001, the FSA’s powers were mostly derived from
the old legislation under which the previous fragmented ie-
gimes had operated.?3 One important exception was in the bank-
ing field, where regulatory and supervisory responsibilities
were formally passed to the FSA in June 1998 under the Bank
of England Act 1998.9 However, the 1998 Act merely trans-
ferred existing powers without significant amendment. The
FSA, as the renamed SIB, was, and still remains, in form, a
company limited by guarantee?

88. For a general survey see GOODHART ET AL., supra note 12, at 142—88.

89 Lomnicka, supra note 19.

90. See FINANCIAL SERVICES AUTHORITY, CONSUMER INVOLVEMENT (1997),
available at http://www.fsa.gov.uk/pubs/cp/cp01.pdf, for a summary of ena-
bling legislation and background.

91. Howard Davies, Law and Regulation, 3 J. INT’L FIN. MARKETS 169, 169
(2001) [hereinafter Davies, Law and Regulation].

92. Formally, the FSA acted as the sub-delegate of existing regulatory
agencies. See FINANCIAL SERVICES AUTHORITY, CONSUMER INVOLVEMENT app. I
(1997), available at http://www.fsa.gov.uk/pubs/cp/cp01.pdf.

93. FINANCIAL SERVICES AUTHORITY, at http://www.fsa.gov.uk/history (last
visited Feb. 19, 2003).

94. Bank of England Act, 1998, § 3, sched. 4 (Eng.). See also Davies, Law
and Regulation, supra note 91, at 170; Heidi Mandanis Schooner & Michael
Taylor, Convergence and Competition: The Case of Bank Regulation in Britain
and the United States, 20 MICH. J. INT'L L. 595, 646 (1999).

95. Financial Services and Markets Act, 2000, c. 8, §§ 13-14, 17 (Eng.).
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The process of vesting full powers in the FSA as single regu-
lator began in July 1998 with the publication of the Financial
Services and Markets Bill in draft form.%6 A period of consulta-
tion with industry participants, consumer groups, and other
interested parties followed. The most significant part of the
public consultation process was the establishment in February
1999 of a Joint Committee of both Houses of Parliament to scru-
tinize the draft Bill — the first time a Joint Committee had
been charged with this task.” The Joint Committee, under the
Chairmanship of Lord Burns, a former chief civil servant at HM
Treasury (“Treasury”), opened paper submission on certain ma-
jor issues arising from the draft Bill98 In addition, the Joint
Committee held sessions of oral evidence. The witnesses at
these sessions included representatives from the government,
the FSA, investment and commercial banks, insurers, consumer
groups, and law firms.? A novel feature of the oral evidence
sessions was that they were run as discussions with fellow pan-
elists allowed to respond to each other's comments and sugge s-
tions rather than just responding to questions from members of
the Joint Committee. To facilitate discussion, the head of the
Treasury Bill team and the Deputy General Counsel of the FSA
attended all of the sessions.190 The Joint Committee’s method of
conducting its consultation process and the two reports which it
produced at the end of its deliberations attracted widespread
praise.l0l The Joint Committee was thought to have clarified a
number of key issues, in particular the impact of the European
Convention on Human Rights on the disciplinary and enforce-
ment procedures of the new regimel02 This issue was highly

96. Press Release, FSA, Publication of the Draft Bill (July 30, 1998).

97. JOINT COMMITTEE FIRST REPORT, supra note 84.

98. Joint Committee on Financial Services and Markets, Press Notice No.
2 of Session 1998-99 (Mar. 10, 1999).

99. JOINT COMMITTEE FIRST REPORT, supra note 84, 9§ 6, Minutes of Evi-
dence.

100. Joint Committee on Financial Services and Markets, Press Notice No.
3 of Session 1998-99 Mar. 19, 1999); JOINT COMMITTEE FIRST REPORT, supra
note 84, 9 6.

101. JoinT COMMITTEE FIRST REPORT, supra note 84. See also JOINT
COMMITTEE ON FINANCIAL SERVICES AND MARKETS, DRAFT FINANCIAL SERVICES
AND MARKETS BiILL, PARTS V, VI AND XII IN RELATION TO THE EUROPEAN
CONVENTION ON HUMAN RIGHTS, SECOND REPORT (1999).

102. Davies, Law and Regulation, supra note 91, at 170.
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topical because the Human Rights Act 1998 was about to bring
the Convention more fully into effect under British law. 103

Although it achieved some notable successes, the Joint Com-
mittee sat only for a couple of months and, in the limited time
period available, it was able to deal only with selected aspects of
the new legislation.10¢ The debate then moved into the main
chambers of both Houses of Parliament. After a laborious and
sometimes controversial passage through Parliament,05 the Bill
finally received Royal Assent in June 2000.106¢ However the Fi-
nancial Services and Markets Act 2000 (“FSMA”) provides only
the framework of the new regime. The elaborate and extensive
details of the regime are contained in secondary legislation,
statutory instruments made by the Treasury, and in rules made
by the FSA.107 The process of filling in the details occupied the
period from Royal Assent until December 1, 2001 (a date known
as “N27”), when the new regime finally came into effect.108

Thus, although the FSA has been de facto operational in some
form since 1997, it has enjoyed its full powers for only a rela-
tively brief period. This creates an unusual situation. On the
one hand, the FSA has had time to establish itself and to begin
to build its own identity and methods of operation. Industry,
consumers, and the media have had time to experience the real-
ity of dealing with the FSA as a quasi-single regulator and
views have formed on how it is shaping up to the task.109 On

103. Human Rights Act, 1998, c. 42 (Eng.).

104. See generally Davies, Law and Regulation, supra note 91; JOINT
COMMITTEE FIRST REPORT, supra note 84.

105. According to The Sunday Telegraph: “[TThe Bill to set up the super
regulator was one of the most tortuous pieces of legislation in Parliamentary
history.” Grant Ringshaw, Crackdown in the City Slapped Wrists or Heads on
Spikes?, SUNDAY TELEGRAPH, Nov. 25, 2001, at 5.

106. Financial Services and Markets Act, 2000, c¢.8, Enactment Clause
(Eng.).

107. See generally HM Treasury, Financial Services, at http://www.hm-
treasury.gov.uk/documents/financial_services (last visited Feb. 19, 2003); FSA
HANDBOOK, available at http://www.fsa.gov.uk/handbook (last modified Mar.
3, 2003).

108. Press Release, Financial Services Authority, FSA Consults on Proposed
Fees for New Regime (Sept. 21, 2001), at http://www .fsa.gov.uk/pubs/press/
2001/120.html; A Cut-Out-and-Keep Guide to the FSA, DAILY TELEGRAPH, Dec.
1, 2001, at 35.

109. Howard Davies has described the situation in these terms: ‘{E]ven
before it takes on its new powers, the FSA has acquired a reputation of sorts,
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the other hand, views on the performance of the FSA as a single
regulator must necessarily be qualified to take account of the
fact that it has had its full powers for only a short period of
time. The distorting effect of the process of preparing for the
new regime must also be considered. The massive task of put-
ting in place the detailed aspects of the regime in the transi-
tional period between 1997 and 2001 undoubtedly diverted re-
sources and attention away from the task of practical delivery
of regulation. This means that it would clearly be premature to
attempt to say whether the FSA is really delivering in practice
the benefits claimed for a single regulator while avoiding the
problems that this structure may create. But the U.K.’s experi-
ence of living with a quasi-single regulator and, at the same
time, making the transition to a formal single regulator is still
worth examining further. A remarkable combination of proc-
esses were occurring simultaneously: The development of theo-
retical arguments for and against a single regulator were evolv-
ing within the context of a market that was already waking up
to the reality of living with a de facto single regulator, and all of
these influences were feeding into the political processes
through which the new regime was to acquire its legal basis and
powers.110 The U.K. experience between 1997 and 2001 thus
provides a valuable case study for testing theoretical arguments
about the merits and drawbacks of the single regulator model
and for demonstrating how those positive and negative features
can be addressed in the legal framework by which the model is
introduced.

built on its performance as a caretaker, rather than as a principal.” Davies,
Law and Regulation, supra note 91, at 169.

110. See, e.g., BRIAULT, THE RATIONALE, supra note 8, at 6-9; Davies, Law
and Regulation, supra note 91, at 169-70.
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IV. How Is THE NEW REGIME SHAPING UP? USING THE U.K.
EXPERIENCE TO TEST AND EXAMINE THE LEGISLATIVE AND
PRACTICAL RESPONSES TO THEORETICAL CONCERNS

A. A Single Financial Regulator is Superior because it Mirrors
the Nature of the Participants and Products in Financial Mar-
kets

This is a prominent argument in favor of the single regulator
model.i1  The proposition that a single regulator is advanta-
geous because it mirrors the nature of modern financial mar-
kets, where old distinctions between different sectors and dif-
ferent products have broken down, certainly has logical superfi-
cial attraction. However, some commentators have cautioned
that the trend towards industry consolidation should not be ex-
aggerated.’2 Although some firms are genuine financial su-
permarkets with major areas of activity in more than one of the
main sectors of banking, securities, and insurance, many others
remain dominated by their “core” business, despite some diver-
sification into other sectors.3 For such firms, the risk that
concentration of regulatory responsibility will result in loss of
regulatory diversity and valuable sector-specific knowledge and
expertise, may not be counterbalanced in practice by a signifi-
cant reduction in the number of regulatory agencies with which
they have to deal.

Was the adoption of the single regulator model interpreted by
market participants as simplification of regulation for major
financial groups operating across sectors at the expense of more
sector-specialized firms and institutions? Or was it viewed by
consumer groups as a move driven by the demands of certain
sections of the financial services industry for a system of regu-
lation that would be more convenient for them rather than for

111. See Chancellor’s Statement on the Bank of England, supra note 77,
BriauLT, THE RATIONALE, supra note 8, at 12—17.

112. Alcock, supra note 57, at 376; GOODHART ET AL., supra note 12, at 153.

113. GOODHART ET AL., supra note 12, at 153. See also Arthur E. Wilmarth,
Jr., The Transformation of the U.S. Financial Services Industry, 1975-2000:
Competition, Consolidation and Increased Risks, 2002 U. ILL. L. REv. 215,
254-55 (pointing out that the U.S. banking industry has separated into two
sectors: the global sector involving a small group of very large banks providing
the services of financial supermarkets; and the community sector comprising
a few thousand smaller banks that provide personalized financial services to
small businesses and moderately affluent customers).
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the needs of consumers of financial services? It appears not.
According to a progress report published by the Treasury in
March 1999, the single statutory regulator proposal had -
tracted almost unanimous support.i4 The influential Joint
Committee on Financial Services and Markets supported the
principle of a single regulator on the basis of the written and
oral evidence presented to it.1’> The proposal also attracted fa-
vorable comment from the International Monetary Fund
(“IMF”).116  The comparative merits of alternative regulatory
structures that had generated some debate!17 were quickly side-
lined in the practical and political processes leading up to the
adoption of the single regulator model in the U.K 118

One key reason why there was no serious objection to the
principle of the single regulator may have been that it had the
great merit of simplicity. Many of the failings, real or per-
ceived, of the predecessor regimes flowed from their inherent
complexity. The switch to a single regulator marked a decisive
and radical break with the past. Moreover, in political terms it
was clear that adoption of the single regulator was “non-
negotiable” and that the Labour government’s large majority in
Parliament would ensure the safe passage of the relevant legis-
lation.119 Pragmatically, it made no sense for lobbying groups to
direct their efforts at challenging the basic idea of the single
regulator since that battle was already lost.120 From the con-

114. HM TREASURY, FINANCIAL SERVICES AND MARKETS BILL: PROGRESS
REPORT ch. 2 (1999), available at http://finaserv02.uuhost.uk.uu.net/
development/legal/fsma/data/progress_report/progress_report.htm (last visited
Nov. 13, 2002).

115. JoinT COMMITTEE FIRST REPORT, supra note 84, § 102.

116. IMF Concludes Article IV Consultation with the United Kingdom, IMF
Pub. Info. Notice No. 99/17 (Mar. 7, 1999), at http://www.imf.org/external/np/
sec/pn/1999/pn9917.htm.

117. See GOODHART ET AL., supra note 12, at 142-88; MICHAEL TAYLOR,
CENTRE FOR THE STUDY OF FINANCIAL INNOVATION, TWIN PEAKS: A REGULATORY
STRUCTURE FOR THE NEW CENTURY (1995) [hereinafter TAYLOR, TWIN PEAKS];
MICHAEL TAYLOR, CENTRE FOR THE STUDY OF FINANCIAL INNOVATION, PEAK
PracTICE: HOW TO REFORM THE U.K.’S REGULATORY SYSTEM (1996).

118. Howard Davies, Reforming Financial Regulation: Progress and Priori-
ties, in REGULATING IN THE TWENTY FIRST CENTURY, supra note 48, at 19 [here-
inafter Davies, Reforming Financial Regulation)].

119. Id.

120. Secondary battles about the scope of the regime, the powers of the sin-
gle regulator, and, in particular, the accountability of a single regulator were
waiting to be fought. See infra notes 145-243 and accompanying text.
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sumer perspective, the new system dfered the prospect of a
“one stop shop” for complaints and redress via a unified finan-
cial services ombudsman, and that had strong appeal.121

Does adoption of the single regulator model necessarily mean
that regulation will actually operate seamlessly unimpeded by
old sectoral boundaries? In part, this question is unanswerable
at this juncture because it involves an assessment that can only
be made with the benefit of data arising from practical experi-
ence. However, some observations arise from the processes
leading up to the formal establishment of the FSA and relating
to the arrangements as now in place.

At the policy level, the FSA has made considerable efforts to
establish its credentials as a single regulator in substance, as
well as in form, by emphasizing its new integrated approach to
regulation.’22 It has adopted a single risk-based approach for
use across all regulated sectors, markets, and firms. In this
context, “risk” has an unusual interpretation.i2s It used to mean
risk that the FSA will fail to achieve its statutory regulatory
objectives. The FSA’s standard risk assessment process in-
volves scoring the risk against a number of probability and im-
pact factors.i2¢ The systemic nature of the firm is a relevant
factor in the assessment process because maintaining confi-
dence in the financial system, which embraces systemic risk
concerns, is one of the statutory objectives.2s However, the
FSA has emphasized the “assessment of all risks has to be coor-
dinated, in order to gauge the overall threat to our objec-
tives.”126

121. JoiNT COMMITTEE FIRST REPORT, supra note 84, 49 282-96. See Ferran,
supra note 55, on the implementation of the unified ombudsman scheme and
some early assessment of its performance.

122. FINANCIAL SERVICES AUTHORITY, A NEW REGULATOR FOR A NEW
MILLENNIUM 29 (2000), available at http://www.fsa.gov.uk/pubs/policy/p29.pdf
[hereinafter NEW REGULATOR FOR A NEW MILLENNIUM]; FINANCIAL SERVICES
AUTHORITY, BUILDING THE NEW REGULATOR: PROGRESS REPORT 2, 9 59-63
(Feb. 2002), available at http://www.fsa.gov.uk/pubs/policy/bnr_progress2.pdf.

123. See Howell E. Jackson, Regulation in a Multi-Sectored Financial Ser-
vices Industry: An Exploratory Essay, 77 WASH. U. L.Q. 319, 332—-34 (1999)
(Part II.A. discusses more common interpretations of “risk” in the context of
financial regulation).

124. NEW REGULATOR FOR A NEW MILLENNIUM, supra note 122, at 15.

125. Id. at 15, 17.

126. Id.at 15.
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The new risk-based approach to regulation is currently being
phased in,127 so it is obviously too early to gauge whether the
FSA has the organizational capacity to deliver an integrated
regulatory approach. The signs are good for those financial
conglomerates that are regulated by the FSA’s Major Financial
Groups Division, because that division has been established
specifically to “take a coherent and integrated approach to the
supervision of these groups.”28 An integrated approach is less
obvious in other parts of the FSA’s internal departmental struc-
ture, which continue to be organized along broadly sectoral
lines.12 The FSA lead regulator model — inherent in the
predecessor regimes — is employed to deal with groups that
operate predominantly in one sector but with some entities op-
erating in other sectors.!30 This structure is sensible to the ex-
tent that, under the single regulator umbrella, it allows for sen-
sitive, differentiated regulation of businesses that are predomi-
nantly active only in one sector. In the transitional period, it
may have facilitated smooth implementation of the single regu-
lator model because it allowed the staff employed in the previ-
ous fragmented structure to continue to work in their area of
specialization which, in turn, gave comfort to regulated firms
about continuity in practical, day-to-day relationships with

127. The fact that the FSA had not completed the rolling out of its risk
based approach was at the center of its dispute with Fitch in June 2002 in
which the FSA stated that Fitch’s report to the effect that 25% of the U.K.’s
insurers had been placed in a higher risk category was a misinterpretation of
FSA data. Jill Treanor, Regulator Calls Fitch “Plain Wrong”: FSA Denies
Insurers are “Higher Risk,” GUARDIAN (London), June 14, 2002, at 25.

128. FINANCIAL SERVICES AUTHORITY, INTRODUCTION TO THE FINANCIAL
SERVICES AUTHORITY 13 (2001), available at http://www.fsa.gov.uk/pubs/other/
fsa_intro.pdf [hereinafter INTRODUCTION TO THE FSA]. A report commissioned
by the Centre of the Study of Financial Innovation and published in May 2001
indicated that the larger City institutions, particularly those classified as
major financial groups, expected to see the greatest benefit of the single regu-
lator structure and that some already were. See DAVID LASCELLES, CENTRE
FOR THE STUDY OF FINANCIAL INNOVATION, WAKING UP TO THE FSA: How THE
Crty VIEWS ITS NEW REGULATOR 13 (2001) [hereinafter CSFI, WAKING UP TO
THE FSA].

129. See INTRODUCTION TO THE FSA, supra note 128, at 24 (FSA Organisa-
tion Chart).

130. FINANCIAL SERVICES AUTHORITY, LEAD SUPERVISION: THE FSA’s NEw
APPROACH TO THE CO-ORDINATION OF ITS SUPERVISION OF GROUPS 5 (1999),
available at http://www.fsa.gov.uk/pubs/policy/p19.pdf.
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their regulators.131 But it could prove problematic in the longer
term, if it facilitates the continuation of ingrained methods and
practices that are, in principle, incompatible with the achieve-
ment of a truly integrated approach to regulation. Here, again,
there are some positive signs coming from FSA pronouncements
about insurance regulation, which emphasize that risk-based
assessment means a wholly new approach within its insurance
division.!32 However, it should be noted that the FSA is under
particular pressure to signal a fresh start in insurance regula-
tion because of recent crises in the insurance sector involving
both failing firms33 and defective products,'34 for which the FSA

131. Alcock, supra note 57, at 377.

132. FINANCIAL SERVICES AUTHORITY, THE FUTURE REGULATION OF
INSURANCE: A PROGRESS REPORT (Oct. 2002) at 19, available at
http://www.fsa.gov.uk/pubs/policy/bnr_progress3.pdf;  FINANCIAL  SERVICES
AUTHORITY, THE FUTURE REGULATION OF INSURANCE (Nov. 2001), available at
http://www.fsa.gov.uk/pubs/other/future-reg_insurance.pdf; Alex Brummer,
Spotlight Falls on Insurance, DAILY MAIL, Dec. 4, 2001, at 67 (reporting the
head of the FSA’s insurance side as taking the view that a whole new ap-
proach to insurance supervision based upon risk assessment is needed);
Robert Preston, City Watchdog Who Bites but Won't Bark, SUNDAY TIMES
(London), Mar. 17, 2002 (reporting Howard Davies, the Chairman of the FSA,
as identifying the imperative of modernizing insurance regulation, which was
“a generation behind banking supervision and securities regulation”).

133. Equitable Life, the world’s oldest mutual life assurance company closed
to new business in December 2000 following a court case, Equitable Life As-
surance Soc’y v. Hyman, [2002] 1 A.C. 408 (H.L.), in which the House of Lords
ruled against the company in its interpretation of certain of its pension poli-
cies thereby plunging the company into extreme financial difficulties. Inde-
pendent Insurance, a general insurance company, collapsed in June 2001 after
the failure of efforts to raise additional capital. These were headline-grabbing
major collapses but according to FSA data, as of January 2002, thirty-nine
general insurers were in formal insolvency proceedings in the U.K., with
quantified gross insurance liabilities of £12.5 billion. See generally Howard
Davies, “Rational Expectations” — What Should the Market, and Policyhold-
ers, Expect from Insurance Regulation?, AIRMIC Annual Lecture (Jan. 29,
2002), available at http://www.fsa.gov.uk/pubs/speeches/sp87.html.

134. In particular, the problem of mis-selling endowment policies, which
surfaced in the late 1990s (i.e., life assurance policies which were sold in con-
junction with mortgages as a mechanism for repayment of mortgage principal
at the end of its life but without clear disclosure to customers that there was
no guarantee that the policies would in fact generate an amount sufficient to
cover the mortgage debt). According to the FSA, by 2000 an estimated 60% of
the 11 million existing mortgages were no longer on track to repay the mort-
gage loan. FINANCIAL SERVICES AUTHORITY, PROGRESS REPORT ON MORTGAGE
ENDOWMENTS 9§ 2.18 (Oct., 2000), available at http://www.fsa.gov.uk/pubs/
policy/p19.pdf.
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has had to shoulder some blame!35 as well as attracting signifi-
cant criticism from politicians and the media.!36

Mis-selling allegations also surround another underperforming finan-
cial product — split capital trusts. See FINANCIAL SERVICES AUTHORITY, SPLIT
CapriTaL. CLoseD END Funbps 99 5.11, 5.15 (Dec. 2001), available at
http://www.fsa.gov.uk/pubs/discussion/dp10.pdf; FINANCIAL SERVICES
AUTHORITY, SPLIT CAPITAL INVESTMENT TRUSTS (SpLiTS) § 3.7 (May 202),
available at http://www.fsa.gov.uk/pubs/policy/pssplits/pdf; Ingrid Mansell,
FSA Launches Investigation into Mis-selling of Splits, TIMES (London), May
18, 2002, at 43.

135. The FSA’s internal audit of the regulator’s role in regulating Equitable
Life between 1999 and 2000 identified deficiencies in FSA regulation, in par-
ticular with regard to communication between prudential and conduct of
business regulators. REPORT OF THE FINANCIAL SERVICES AUTHORITY ON THE
REVIEW OF THE REGULATION OF THE EQUITABLE LIFE ASSURANCE SOCIETY FROM 1
JANUARY 1999 70 8 DECEMBER 2000, WHICH HER MAJESTY'S GOVERNMENT IS
SUBMITTING AS EVIDENCE TO THE INQUIRY CONDUCTED BY LORD PENROSE 9 6.2.5
(2001) [hereinafter BAIRD REPORT]; Press Release No. 57/01, Parliamentary
Ombudsman to Investigate Financial Services Authority’s Handling of Equi-
table Life (Oct. 29, 2001), available at http://ombudsman.org.uk/pca/press/
pn57-01.htm. Following this report, the government established its own inde-
pendent inquiry. See HM Treasury Press Release 113/01, Government Re-
sponse to FSA Report on the Regulation of Equitable Life, (Oct. 17, 2001),
available at http://www.hm-treasury.gov.uk/Newsroom_and_Speeches/Press/
2001/Press_113.01.cfm. The Parliamentary Ombudsman is also investigating
the FSA’s handling of the collapse. See James Moore, Ombudsman to Investi-
gate FSA Role at Equitable, TIMES (London), Oct. 30, 2001, at 24. If the Om-
budsman finds the FSA guilty of maladministration, the government could be
directed to compensate policyholders.

With regard to the Independent Insurance collapse, press reports indi-
cate that the FSA is to be sued by the company’s policyholders for its role in
the handling of the collapse. Gary Parkinson, Independent Holders Sue FSA,
DaiLy TELEGRAPH (London), Mar. 13, 2002, at 38.

136. In relation to endowment mis-selling, the FSA was criticized in the
press for not launching a full-scale review akin to that which had been con-
ducted previously in relation to pensions mis-selling. In some quarters this
was interpreted as the FSA bowing to industry pressure rather than champi-
oning consumer interests. The FSA’s attempts to diffuse the situation by
publishing guidance to firms on dealing with endowment-related complaints
and making redress to those with legitimate claims did not stem the flow of
critical press coverage. See, e.g., David Prosser & Neasa MacErlean, Cash:
Where'’s the Rest?: The Endowment Crisis Has Hit Millions Yet Regulators
Refuse a Full Review, OBSERVER, Sept. 2, 2001, at 2. Findings from a year-
long FSA review of the profits industry were also criticized by consumer
groups, with suggestions that the FSA had kowtowed to industry in its rec-
ommendations. Emma Simon, The Great With-profits Fudge: The FSA's Re-
port on its Investigation, SUNDAY TELEGRAPH, June 2, 2002, at 4.
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The flip-side of the argument that a single regulator will fail
in practice to deliver an integrated regulatory approach, is that
it will pursue integration over-enthusiastically thereby failing
to make appropriate differentiation between businesses that
mainly operate in different sectors, or between businesses
within the same sector but which have very different customer
bases. A single regulator is obviously vulnerable to attack on
this ground but, thus far, criticism of the FSA on the ground
that it 1s attempting to impose a “one -size-fits-all” approach has
been muted.3” The FSA has helped its own cause in this re-
spect by explicitly introducing a differentiated regime, which
uses the nature of the counterparty with whom a firm deals as
the basis for determining the applicable level of conduct for
business regulation.138 This approach allows for “light touch”
regulation of business between market professionals.3® It has
been welcomed as restoring “some of the differentiation that
was inherent in the City’s old regime.”140

B. A Single Regulator Should Be Able to Deliver Efficiency
Gains

There are several strands to the argument that the single
regulator model may be superior to alternative regulatory
structures on efficiency grounds.41 Efficiency in this context

137. See CSFI, WAKING UP TO THE FSA, supra note 128, at 4, 14—15 (report-
ing some fears about the growth of a mono-culture and excessive zeal for har-
monization but suggesting that any loss in regulatory diversity has been offset
by greater consistency).

138. FSA HANDBOOK, available at http://www.fsa.gov.uk/handbook (last
modified Mar. 3, 2003); Market Conduct Sourcebook available at
www.fsa.gov.uk/handbook/legal_instruments/2001/jun21_mar.pdf (last modi-
fied Sept. 24, 2002); The Inter-Professionals Code (FSA Consultation Paper
47, 2002) available at www.fsa.gov.UK/pubs/CP/47 (last modified July 25,
2002).

139. Edward Black & Emma Radmore, CP47 — The Inter-professionals
Code, 1 FIN. SERVICES BULL. 11 (2000).

140. CSFI, WaAKING Up 1O THE FSA, supra note 128, at 15.

141. See generally BRIAULT, THE RATIONALE, supra note 8, at 18-22; CLIVE
BRIAULT, REVISITING THE RATIONALE FOR A SINGLE NATIONAL FINANCIAL
SERVICES REGULATOR 14-15, 27-31 (FSA Occasional Paper No. 16, 2002),
available at http://www.fsa.gov.uk/pubs/occpapers/index-2002.html [hereinaf-
ter BRIAULT, REVISITING THE RATIONALE]; Leonardo Bartolini, The Financial
Services Authority: Structure, Mandate and Policy Issues, in HOSSEIN SAMIEI
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relates to the manner in which the regulator deploys its own
internal resources.’42 This is closely linked to the efficiency of
its regulation and supervision, which relates to the wider eco-
nomic impact of its activities, including compliance costs for
regulated firms.143

A single regulator’s position allows it to look across the entire
financial industry and devote regulatory resources to where
they are most needed. These include human, as well as finan-
cial, resources: the single regulator model should facilitate effi-
cient use of available expertise and experience, a factor that
may be particularly significant where such expertise and ex-
perience are in short supply. Economies of scale and scope
should be possible because the single regulator has a unified
management structure; can take advantage of unified central
support services; introduce single databases and reporting sys-
tems; develop a single set of rules; and adopt consistent policies
that are informed by its ability to take a market or industry-
wide perspectivel44 A single regulator should, in principle, be
able to avoid wasteful duplication and overlap. Economic lit-
erature, however, provides plenty of evidence to support
counter-arguments about the economics of scale offered by
mega-regulators.145 It is also pointed out in the literature that
the direct cost savings available by having a single institutional
infrastructure, may be “a comparatively small proportion of the
total costs of regulation.”46 With regard to the compliance cost
burden on regulated firms, in principle, firms may gain from
having to deal with only one regulator and one set of require-
ments. This is not guaranteed however, because a single regu-
lator’s regime might prove to be more burdensome than the
combined weight of the applicable parts of a fragmented regime.

The FSA is funded entirely by industry levy.147 With that in
mind, it is unsurprising that the likely efficiency of the new re-
gime was a major concern for industry participants in the pe-

ET AL., INTERNATIONAL MONETARY FUND: UNITED KINGDOM EXPERIENCE (IMF
Staff Country Report No. 99/44, 1999).

142. JoINT COMMITTEE FIRST REPORT, supra note 84, 9 103.

143. Id.

144. GOODHART ET AL., supra note 12, at 151-52.

145. For a summary, see GOODHART ET AL., supra note 12, at 152-55. See
also Mwenda & Fleming, supra note 1, at 3, 11.

146. GOODHART ET AL., supra note 12, at 152.

147. Financial Services and Markets Act, 2000, c. 8, § 12(6) (Eng.).
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riod leading up the passing of FSMA. Politically, these were
concerns that needed to be explicitly addressed in order to re-
tain industry confidence. Accordingly, clear provisions relating
to efficiency were built into the legislative framework.148 In dis-
charging its general functions, the FSA must have regard to a
series of statutory regulatory principles, the first-listed of which
is “the need to use its resources in the most efficient and eco-
nomic way.”149 Another of these principles is that burdens im-
posed must be “proportionate to the benefits . . . which are ex-
pected to result from the imposition.”50 This “proportionality
principle” provides a measure against which the FSA must
judge whether the costs of regulatory compliance that it im-
poses on an industry are justifiablel1s1 It is supplemented by
specific procedural obligations on the FSA to do, and to publish,
cost-benefit analysis as part of the process of consultation be-
fore it exercises certain of its lawmaking powers.152 The legal
obligation of the FSA to be mindful of the need to run an effi-
cient and economic regulatory regime is further reinforced by
other statutory regulatory principles that require it to consider,
first, “the international character” of the financial industry and
the desirability of maintaining the U.K.’s competitive position
and, second, “the need to minimize the adverse effects [of its
activities] on competition.”153

The FSMA gives the government power to commission and
publish independent value for money audits of the FSA.154
However, calls for the National Audit Office to have a direct

148. Id. § 2(2)—(3).

149. Id. § 2(3)(a).

150. Id. § 2(3)(c).

151. Id. § 4(2)(a).

152. In particular, its general rulemaking powers under Financial Services
and Markets Act, 2000, c. 8, § 155(1)(2)(a) (Eng.). Whether meaningful cost
benefit analysis can actually be achieved by the FSA is an issue that divides
commentators. Compare ISAAC ALFON & PETER ANDREWS, COST-BENEFIT
ANALYSIS IN FINANCIAL REGULATION — How TO Do 1T AND HOW IT ADDS VALUE
(FSA Occasional Paper No. 3, 1999), with Charles A. E. Goodhart, Regulating
the Regulator — An Economist’s Perspective on Accountability and Control, in
REGULATING IN THE TWENTY-FIRST CENTURY, supra note 48, at 151, 156-57.
See also DAVID SIMPSON ET AL., SOME COST BENEFIT ISSUES IN FINANCIAL
REcuLATION (FSA Occasional Paper No. 12, 2000), available at
http://www.fsa.gov.uk/pubs/policy/op12.pdf.

153. Financial Services and Markets Act, 2000, c. 8, § 2(3)(e)—(f) (Eng.).

154. Id.§ 12.
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role in relation to the FSA were resisted.55 As a company, the
FSA is subject to requirements of the companies’ legislation
with regard to the publication of its annual report and ac-
counts.’5¢ In addition, under the FSMA it must further make
an annual report to the Treasury.157

To date, how is the FSA’s performance measuring up on effi-
ciency and broader economic grounds? The risk-based approach
to regulation is the core of the FSA’s strategy for achieving
regulatory efficiency. The Chairman of the FSA has claimed
that: “It has already led to some significant shifts of resources
within the Authority, and to a change of emphasis in line su-
pervisory divisions, towards pro-active work intended to head
off emerging risks, and away from routine, box-checking exer-
cises focused on mechanical compliance with rule-based re-
quirements.” 158

The allocation of additional resources to upgrade insurance
regulation is the most obvious shift that has taken place. This
extra allocation has been achieved by diverting resources out of
banking supervision on the basis that banking business appears
to pose far fewer risks than insurance business.’?® This go-
proach to the allocation of resources does raise the specter of
the FSA being prone to shifting its resources around in -
sponse to short-term political pressures — insurance is cer-
tainly the obvious current weak link in the regulatory frame-
work but it was not that long ago when banking regulation was
in the spotlight as the problem area in the aftermath of various
bank failures. However, only time will tell whether this is a
real problem.

To date, the FSA has done a reasonable job in keeping its own
costs under control. According to an FSA comparative study of
the direct costs of regulation, the U.K. ranked second most in-
expensive, behind Sweden (another single regulator country),
with United States (“U.S.”) regulatory costs being some eight-

155. JoINT COMMITTEE FIRST REPORT, supra note 84, 9 108-11.

156. Financial Services and Markets Act, 2000, c. 8, §§ 10(1), 13, sched. 1
(Eng.).

157. Id. § 10.

158. Davies, Law and Regulation, supra note 91, at 172.

159. FINANCIAL SERVICES AUTHORITY, PLAN AND BUDGET 2002/2003, at 5
(2002), available at http://www.fsa.gov.uk/pubs/plan/pb2002_03.pdf [hereinaf-
ter PLAN AND BUDGET 2002/03].



File: FERRAN Base Macro Final.doc Created on:4/2/2003 1:23 PM Last Printed:4/28/2003 11:29 AM

2003] U.K.’S SINGLE FINANCIAL REGULATOR 287

een times greater than those in the U.K.160 However, there are
concerns that the FSA has only achieved this position at the
expense of regulated firms, which have faced a sharp increase
in compliance costs,!61 while the brunt of increased compliance
costs have been borne disproportionately by smaller firms.162
Addressing the issue of compliance costs, FSA Chairman How-
ard Davies has spoken of the aim of the new regime as being to
“reduce the overall costs of regulation, especially for well-
managed firms.”163 While an increase in compliance costs as
industry adapted to the new regime was only to be expected, in
the longer term, if the position falls far short of Davies’ aim,
this would be a major source of industry dissatisfaction. At
worst, it could result in firms engaging in “regulatory arbitrage”
and shifting their regulatory base to a lower cost jurisdiction.164
If that were to happen, the FSA would have difficulty convinc-
ing observers that it has properly observed the statutory regu-
latory principles an competitiveness within an international
market to which it is supposed to have regard.

Studies on whether the FSA has realized its potential in de-
ploying human resources more efficiently may be forthcoming.
Presently, the main concern relating to the FSA’s human re-
sources 1s whether it can attract, and retain in overall terms, a
sufficient number of well-qualified staff because of the large

160. Howard Davies, N2 Plus 3 Speech at the Worshipful Company of
Chartered Secretaries & Administrators Annual Lecture (Mar. 5, 2002),
available at http://www.fsa.gov.uk/pubs/speeches/sp93.html [hereinafter Da-
vies, N2 Plus 3]. For further analysis, see FSA, ANNUAL REPORT app. 10 at
133-38 (2001/2002), available at http://www.fsa.gov.uk/pubs/annual/ar01
_02.pdf; FSA, ANNUAL REPORT app. 5 at 79-83 (2000/2001), available at
http://www.fsa.gov.uk/pubs/annual/ar00_01.pdf.

161. Using the definition of compliance costs offered by ALFON & ANDREWS,
supra note 152, at 16, as being: the costs to firms and individuals of those
activities required by regulators that would not have been undertaken in the
absence of regulation. Davies notes that extensive comparative data on the
total costs of regulation is not available and that such data as exists is some-
what impressionistic. Davies, N2 Plus 3, supra note 160. See also Graham
Bannock, Financial Services Regulation: Controlling the Costs, 6 FIN. REG. 31,
32-33 (2002).

162. DAVID LASCELLES, CENTRE FOR THE STUDY OF FINANCIAL INNOVATIONS,
How THE CiTYy VIEWS ITS NEW REGULATOR 17-19 (2001); Michael Becket, FSA
Red Tape “Hits Small Businesses,” DAILY TELEGRAPH (London), May 18, 2001,
at 34.

163. PLAN AND BUDGET 2002/03, supra note 159.

164. JoINT COMMITTEE FIRST REPORT, supra note 84, 99 52-53.
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disparity in pay levels between the private and public sectors.165
Although the FSA has attracted some leading figures from the
professions into top-level positions,'66 this is not necessarily in-
dicative of success at all levels within its staffing structure.
Senior people who have already fulfilled many of their career
ambitions within the private sector are likely already to have
achieved a level of financial security that allows them to con-
sider a lifestyle change and/or enables them to appreciate the
opportunity to contribute to policy development in areas with
strong public interest implications.’6” Young, ambitious, and
skilled lawyers, accountants, economists, and other profession-
als who would be suited to careers in regulation, however, may
not (yet) have the luxury of financial security. Furthermore,
from their perspective, there is a particular disadvantage that
flows directly from the streamlined, unified structure of a single
regulator. Put simply, if the management system is unified
then there are fewer top positions to which they can aspire. On
the other hand, it may be argued that this narrowing of oppor-
tunity at the very top is counter-balanced by the greater power,
influence, and prestige that should attach to senior positions
below the very top level in an agency that is responsible for
regulating an entire industry, than to positions of an equivalent
level within a fragmented regulatory structure. The impact of
the narrowing of career opportunities that may result from the
adoption of the single regulator model, and the possible coun-
terbalancing effect of the enhancement in the quality of certain
positions just below the very top level, are issues that, to date,

165. This was a concern for the Joint Committee. Id. 9 249-53. There
continue to be newspaper reports about the FSA’s difficulties in retaining
staff. See, e.g., Chris Hughes, F'SA Aims to Stem Staff Exodus with 7.4% Pay
Rise, INDEP., Feb. 1, 2002, at 21.

166. In particular, the FSA has recruited a small team of senior executives
recently retired from banks and insurance companies (the “grey panthers”) to
keep in touch with the markets and advise the FSA staff on transactions.
Katherine Griffiths, FSA “Grey Panthers” to Hunt for Failures, INDEP., Dec.
4,2001, at 17.

167. For example, John Tiner, now a managing director at the FSA, was
recruited from the private sector (Arthur Andersen) in 2001 with a reported
drop of £750,000 in salary. Tiner has been quoted as explaining his switch on
the grounds that it gave him the opportunity to help shape a national indus-
try: “I've always known I would go into public service.” William Kay, The
Head of the FSA is a Man with a Mission to Succeed. But at What?, INDEP.,
May 25, 2002, at 2.
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have attracted little attention but they may merit closer exami-
nation.

Spending time at the FSA at an early stage in one’s career
might be attractive to young, skilled professionals if that were
to be seen as an especially good route into a lucrative career in
the private sector. Although the practice of people building ca-
reers in the financial industry in this way is not as well-
established in the U.K. as it is assumed to be in the U.S. 168
there are growing indications of FSA experience being used as a
springboard from which to launch a more lucrative private sec-
tor career.9 Therefore, there may be an increasing trend to-
wards this pattern of career development. Such a trend could
benefit the FSA because it could increase the size and quality of
the human resources available to it. However, there are also
potential drawbacks in that it could encourage industry capture
because junior regulators might be tempted to adopt lax prac-
tices with regard to the firms for which they are responsible in
order to enhance their own career opportunities. High turnover
of junior-level FSA staff could also prove costly for regulated
firms since they would, in effect, have to absorb costs involved
in dealing with inexperienced and untested regulators.

Generally speaking, although still a nascent organization, the
FSA regime does not show signs of having been captured by
industry. Criticisms from industry that the FSA is too con-
sumer-orientated!’0 and criticisms from consumer groups that
the FSA is too pro-industry, 171 largely balance each other out,
which overall, might be thought to be a reasonable state of af-
fairs.1”2 The FSA regime has broadly retained the confidence of
both industry and consumer associations. Its success in this
respect is widely attributed to the FSA’s first Chairman, How-

168. JoiNT COMMITTEE FIRST REPORT, supra note 84,  252.

169. See Hughes, supra note 165.

170. For example, Mary Francis, Director-General of the Association of Brit-
ish Insurers, has been quoted as describing the FSA as “the provisional wing
of the Consumers’ Association.” Liam Halligan, The FSA Must Put Its Own
House in Order, SUNDAY TELEGRAPH, July 29, 2001, at 4.

171. Particularly with regard to its stance on endowment mortgages and the
for profits industry more generally. See supra notes 134-37.

172. See, e.g., Chris Hughes, Three Years On, the FSA Finds Itself Under
Attack From All Sides, INDEP., July 20, 2001, at 21.
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ard Davies, who is thought to have had a benign influence on
the character of the new regime.173

C. The Single Regulator Model May Provide a More Effective
System of Regulation

Effectiveness is measured by whether a regulatory system
achieves its objectives.l’ Effectiveness overlaps with suitability
— a single regulator may be more effective than alternative
regulatory models because its structure is better suited to the
increasingly integrated nature of financial markets. Employing
current popular jargon, the single regulator is likely to be effec-
tive because it has a full regulatory “toolkit” at its disposal and
1s thus ideally placed to select the optimal regulatory responses
to any situation.l’s Effectiveness also overlaps with efficiency
because inefficient regulation is likely to produce results that
are inimical to a properly effective system of regulation.

An argument that merits separate attention is that a single
regulator may be more effective because of the coherence and
clarity of its mandate. Lack of coherence and clarity about
what an agency is supposed to do would be a major weakness of
any regulatory system, whether it involves a single regulator or
several agencies.!’ But a particular argument for the superior-
ity of the single regulator model in this respect is that the single
regulator may be ideally positioned to maintain coherence and
clarity of purpose because its unified management structure
provides an effective mechanism for resolution of conflicts le-
tween different regulatory objectives.l’”? However, commenta-
tors are sharply divided on this alleged benefit. Charles Good-
hart and his co-authors suggest that a single regulator may lack

173. George Trefgarne, When the FSA Pulls the Strings . . . There is a Ref-
uge from Sir Howard Davies’s Red Tape, DAILY TELEGRAPH, Dec. 1, 2001, at
35.

174. JoINT COMMITTEE FIRST REPORT, supra note 84, 9 103.

175. NEW REGULATOR FOR A NEW MILLENNIUM, supra note 122, at 25-32
(Chapter 3 outlines the FSA’s regulatory tools and considers how they may be
used in practice).

176. Alan Page, Regulating the Regulator — A Lawyer’s Perspective on Ac-
countability and Control, in REGULATING IN THE TWENTY-FIRST CENTURY, supra
note 48, at 127.

177. BRIAULT, THE RATIONALE, supra note 8, at 7, 21.
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“a clear focus on the objectives and rationale of regulation.”7s
So instead of facilitating coherence and clarity, the single regu-
lator model may result in self-contradiction and confusion. M-
chael Taylor argues that, rather than being a benefit, the ability
of a single regulator t resolve disputes about objectives inter-
nally is an undesirable feature because such disputes should be
resolved at the political level due to their public policy implica-
tions.17® Alternative regulatory models have been put forward
by these authors, in which regulatory responsibilities are di-
vided between agencies by reference to different regulatory ob-
jectives.180

Another theoretical argument for the greater effectiveness of
the single regulator model is with regard to consistency, com-
munication, and cooperation at operational levels.18! Individual
regulators may find it easier to communicate and cooperate
with each other on matters of common concern when they all
work for the same organization rather than when they are scat-
tered between different agencies. Moreover, they should all
have a shared cultural approach to their task and operate con-
sistently in accordance with the common policies set at man-
agement level.182 However, success is not guaranteed. Whether
these potential gains are realized is obviously dependent on
how well separate, specialized divisions within the single regu-
lator actually do cooperate and communicate with each other,
and how effectively a consistent cultural approach has perme-
ated throughout the organization.183

Law can play a key role in providing a clear and authoritative
statement of objectives and in providing an agency with powers
to enable it to operate in a consistent manner. The value of es-
tablishing a legal framework specifically designed to support
the effectiveness of the single regulator model was recognized in
the U.K. The “easy” option of simply piecing together the exist-
ing sectorally-based legal regimes and vesting all of those exist-

178. GOODHART ET AL., supra note 12, at 153. See also DANIEL GROS & KAREL
LaNNOoO, THE EURO CAPITAL MARKET 146-47 (1999) (arguing that regulation
by objective could result in excessive regulation of wholesale business because
of misplaced concerns about consumer protection).

179. TAYLOR, TWIN PEAKS, supra note 117.

180. GOODHART ET AL., supra note 12, at 156.

181. See BRIAULT, THE RATIONALE, supra note 8, at 17-19

182. Id.

183. GROS & LANNOO, supra note 178, at 145.
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ing powers in the FSA was ruled out in favor of the much more
ambitious approach of providing a fully integrated common k-
gal framework.18¢ Thus, the FSMA gives the FSA broad powers
to regulate across the financial sector. The Act also deepens the
regulatory regime in key respects including, in particular and
most controversially, a new market abuse regime that alows
the FSA to impose civil penalties on any person — not just
those within the regulated financial industry — who has en-
gaged in abusive conduct.185

The cornerstone of the FSMA is the statement of regulatory
objectives, which are: maintaining confidence in the financial
system; promoting public understanding of the financial sys-
tem; securing the appropriate degree of protection for consum-
ers; and reducing financial crimels6 The FSA is under a statu-
tory duty in discharging its general functions to act in a way
that is compatible with the regulatory objectives, but only so far
as 1s “reasonably possible.”187 Subject to the same qualification,
in the discharge of its general functions the FSA is also -
quired to act in a way that it “considers nost appropriate for
the purpose of meeting those objectives.”8 These duties are
supplemented by the obligation to consider specified regulatory
principles, as previously discussed.!8?

The inclusion of a statement of regulatory objectives in the
FSMA was generally welcomed during the passage of the legis-
lation, although there was, inevitably, some discussion about
whether the right objectives had been specified!®0 as well as a
more technical legal debate about the drafting of the relevant
provisions.1®1 The statutory statement of objectives represents
a brave attempt to distill the purposes of regulation across sec-

184. Prior to December 2001, the overhaul was not so radical at the second-
tier level (i.e., in the rules made by the FSA itself). There, the emphasis was
on changes necessary to achieve consistency and simplification, rather than
on re-assessment of fundamental principles. Davies, Law and Regulation,
supra note 91, at 169.

185. Financial Services and Markets Act, 2000, c. 8, pt. VIII (Eng.).

186. Id. at pt. I, §§ 3-6.

187. Id.atpt. I, § 2.

188. Id.

189. See supra notes 149—-53 and accompanying text.

190. In particular whether there should have been a further objective, also
requiring the FSA to promote competition.

191. See JOINT COMMITTEE FIRST REPORT, supra note 84, 49 18-62 (provid-
ing a helpful summary of the main aspects of the debate).
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tors that traditionally may have had different Hcuses.192 But
whether this statement, supplemented by the regulatory prin-
ciples, actually gives the FSA a clear idea of its purpose and
provides it with a workable basis on which to build a coherent
and consistent system of effective financial regulation, are ma-
jor questions that will be best examined through the lens of
practical experience. At this stage it would seem sensible to
have low expectations — the breadth of the objectives and the
FSA’s wide discretion with regard to their implementation, may
mean that the objectives will prove to have limited value in
pinpointing exactly what it is that the FSA is supposed to do
and, accordingly, whether it has achieved its mandate.

A key set of issues will be those relating to the objective of
maintaining confidence in the financial system and how the
FSA’s role in this respect relates to the Bank’s continuing re-
sponsibility for the overall stability of the financial system, es-
pecially the stability of the monetary and payment financial
systems.193 Will this arrangement prove to be robust in dealing
with systemic risks or will the U.K. model validate those who
argue that the ability of a central bank to perform its role as
overseer of the financial system is undermined if it is not also
the regulator of banks and other institutions that present sys-
temic concerns?9 For now, these are largely questions for the

192. Jackson, supra note 123, at 339-63 @t. III explores cross-sectoral
variation in U.S. financial regulation).

193. A memorandum of understanding between the FSA, the Bank of Eng-
land and HM Treasury sets out their respective obligations with regard to
financial regulation, details arrangements for Bank of England access to FSA
supervisory records and sets outs procedures, in the form of monthly meet-
ings, for cooperation between them. See Memorandum of Understanding Be-
tween HM Treasury, the Bank of England and the FSA (Oct. 28, 1997), avail-
able at http://www.hm -treasury.gov.uk/Documents/Financial_
Services/Regulating_Financial_Services/fin_rfs_mou.cfm.

194. See EUROPEAN CENTRAL BANK, THE ROLE OF CENTRAL BANKS IN
PRUDENTIAL SUPERVISION 7 (2001), available at http://www.ecb.int/pub/pdf/
prudentialsupcbrole_en.pdf [hereinafter ECB, THE ROLE OF CENTRAL BANKS]
(providing a recent restatement of the case for preservation of a fundamental
role in prudential supervision for national central banks, with particular ref-
erence to the eurosystem). See generally Leonardo Bartolini, The Financial
Services Authority: Structure, Mandate and Policy Issues, in HOSSEIN SAMIEI
ET AL., INTERNATIONAL MONETARY FUND: UNITED KINGDOM EXPERIENCE (IMF
Staff Country Report No. 99/44, 1999); GrRoS & LANNOO, supra note 178, at
140-43.
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future,'9 but it is interesting to note that some of those within
the U.K'’s financial industry who welcomed the original concept
of the single regulator in the U.K. are now beginning to revisit
the issue precisely because of concerns about the allocation of
responsibilities between the Bank and the FSA.19% The merits
of the U.K. approach with regard to the allocation of responsi-
bilities for financial stability have also been doubted by the
European Central Bank.197

The FSA has made an inauspicious start concerning claims
about the superiority of the single regulator model on the
grounds of greater consistency in institutional approach and
shorter and simpler lines of communication and cooperation
between individual regulators. An FSA internal report on its
handling of the crisis affecting a major insurance company in
1999 and 2000 specifically identified poor communication be-
tween regulators working within different departments of the
FSA as a deficiency in regulation.!s To date, this remains the
most prominent and embarrassing example of the FSA failing
to live up to its potential as an effective single regulator; how-
ever, there have been others. A more recent example is the
criticism by influential bodies within the banking sector of the
FSA’s proposed prudential rules that, in their view, showed all

195. BRIAULT, REVISITING THE RATIONALE, supra note 141, at 14-15, 27-31
(considering the practical operation of this arrangement). Briault suggests
that the tripartite arrangement between the Bank, the FSA, and the Treasury
works well, although he acknowledges that “the arrangements have not yet
been put to the test in a period of massive financial instability, or of the ‘fail-
ure’ of a firm (or firms) posing a significant systemic risk.” Id. at 15. Others
are more skeptical: “The memorandum created the impression they were
working together fine, but there’s still competition and jealousy of each other’s
turf. The Bank still considers itself to have some residual authority over the
FSA.” Faisal Islam, One of our Governors is Missing: But is the Treasury
Looking in the Wrong Place to Fill the Bank of England Job? OBSERVER, Sept.
1, 2002, at 5 (quoting Kern Alexander, Senior Fellow in International Law at
the Judge Institute, Cambridge).

196. Views of Ian Mullen, Chief Executive of the British Bankers’ Associa-
tion (“‘BBA”), as reported in BBA’s Unhelpful Criticism Of Financial Services
Authority — A Recent Speech By The Head of the British Bankers’ Association,
In Which He Lambasted The UK’s Financial Services Authority, Is Unfair On
The Super-regulator, BANKER, June 1, 2002.

197. See generally EUROPEAN CENTRAL BANK, THE ROLE OF CENTRAL BANKS
IN PRUDENTIAL SUPERVISION (2001), available at http://www.ecb.int/pub/pdf/
prudentialsupcbrole_en.pdf.

198. BAIRD REPORT, supra note 135, § 6.2.5.
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the signs of having been drafted by specialist teams with no one
taking overall responsibility to ensure a coherent and consistent
approach.19 In the short term, the FSA can use its youthful
status and inexperience as a single regulator as an excuse for
this type of regulatory shortcoming, but explanations of that
sort will become less convincing as the regime matures.

D. A Single Regulator May be More/Less Accountable

In its simplest terms, the argument for a single regulator
case on accountability grounds is that a single regulator has no
other regulatory body to which it can transfer blame for regula-
tory failure200 It is suggested that the fact that “the buck stops
here” provides the regulator with a strong incentive to establish
a clear mandate, to stick to it in its practical operations, and to
educate consumers of financial services on what protections
they can and cannot reasonably expect from the regulatory sys-
tem.2001 These features are connected with accountability be-
cause the more clearly the regulator’s mandate and areas of
responsibility are defined, the easier it should be for those who
are affected by its operations to hold it accountable202 How-
ever, commentators also identify major concerns about account-
ability in relation to single regulators because of the all-
embracing nature of their role and their concentrated and po-
tentially draconian powers.203 Can a single regulator be made
properly accountable to an industry while avoiding regulatory
capture? Can it be made properly accountable to consumers
without creating false perceptions and possible moral hazard
concerns about the extent to which the regulatory system will
protect them from financial risks? If the single regulator is in-
dependent of government, as is the case in the U.K., by what
mechanisms can it be held politically accountable in respect of

199. See Press Release, British Bankers’ Ass'n, BBA/LIBA Response to Con-
sultation Paper 97 — The Integrated Prudential Sourcebook (Jan. 17, 2002),
available at http://www.bba.org.uk/public/newsroom/35451/42733/45188?
version=1.

200. GOODHART ET AL., supra note 12, at 152; Chris Hughes, The Buck Stops
Here, INDEP., Oct. 3, 2001, at 1.

201. GOODHART ET AL, supra note 12, at 151-52

202. LARGE, supra note 50, at 82; JOINT COMMITTEE FIRST REPORT, supra
note 84, Y9 99-146; ROBERT BALDWIN & MARTIN CAVE, UNDERSTANDING
REGULATION: THEORY, STRATEGY, PRACTICE ch. 21 (1999).

203. GOODHART ET AL., supra note 12, at 153—54.
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its public interest functions? These questions are much debated
in the literature on regulation and the arguments are often
finely balanced. They were also major preoccupations in the
public debate in the U.K. leading up to the adoption of the sin-
gle regulator model.

Industry lobbying groups made extensive use of a nightmar-
ish vision of the FSA as an over-mighty, over-powerful bully in
their efforts to influence the content of the legislative frame-
work from which it would derive its powers.20¢ Particularly, in
relation to its disciplinary and enforcement powers, lurid im-
ages of the FSA as legislator, prosecutor, judge, jury, and execu-
tioner all rolled into one were frequently invoked205 The
FSMA, as finally enacted, does give the FSA very extensive
powers, but there are also broad legislative control mechanisms
which are intended to act as checks and balances against the
FSA in the use of these powers.

The regulatory objectives and principles lie at the core of the
accountability mechanisms. They are relevant to public a-
countability (i.e. accountability to industry and consumers), po-
litical accountability, and judicial accountability since they pro-
vide all interested parties with benchmarks against which to
judge the FSA’s performance. While the statutory statement of
objectives and principles is broadly welcome as an improvement
to the accountability framework, some of the more optimistic
statements about the significance of the objectives and princi-
ples need to be viewed with care. For example, it has been sug-
gested that the regulatory objectives and principles provide the
basis for legal accountability because the FSA could be chal-
lenged in the courts on the grounds that it has failed to pursue
its objectives or to take the principles into account.”06 While
this statement is certainly true, cases where legal challenges
against the FSA on these grounds actually succeed are likely to
be rare. This is because the FSMA gives the FSA considerable
discretion as to how best to meet its objectives. Its duty to act
in a way that is compatible with the objectives and, for the pur-
pose of meeting them, extends only “so far as is reasonably pos-

204. See Gary Parkinson, F'SA Bows to Criticisms of Being Judge and Jury
in Enforcement Regime, MONEY MARKETING, July 8, 1999, at 2.

205. Dan Atkinson, ‘Judge, Jury and Executioner” Claims Defeat City Su-
per-regulator, GUARDIAN, July 6, 1999, at 22; Parkinson, supra note 204, at 2.

206. BRIAULT, REVISITING THE RATIONALE, supra note 141, at 12.
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sible.”207 Tt is for the FSA itself to decide on the “most appropri-
ate” way in which to meet the objectives.208 Further, the obliga-
tions of the FSA with regard to the objectives only arise in rela-
tion to its “general functions” — its functions in making rules,
issuing codes, and giving general guidance considered as a
whole and its function of determining general policy and princi-
ples.209 Similarly, the FSA is only required to “have regard” to
the regulatory principles and, as with the objectives, this duty
only arises in relation to the discharge of its general func-
tions.210 This careful drafting ensures that there is no mecha-
nism for challenging individual rules or decisions on the
grounds that they are incompatible with the objectives or prin-
ciples. The qualified and self-referential nature of the duties
regarding the regulatory objectives and principles appears
likely to hamper the effectiveness of judicial review in practice.

Similar caution is appropriate at this stage in relation to
other, more detailed, accountability mechanisms provided for in
relation to the FSA because they have only been fully operative
for a short period of time. Some important aspects are largely
untested. For example the Financial Services and Markets Tri-
bunal (“Tribunal”), which is an independent review body to
which certain FSA decisions can be referred, has not yet heard
a case through to completion. The provisions for the Tribunal in
the legislative framework?!l are intended to assuage concerns
about the all-embracing role of the FSA as judge, jury, etc, and
to meet human rights-related concerns about the availability of
independent, fair trials.212 It has been envisaged that over time
this Tribunal will play a key role in relation to FSA accountabil-
ity.213 However, the public nature of the Tribunal proceedings
may in practice deter people from challenging FSA decisions via
this route because of fears about adverse reputational conse-
quences, even if the challenge 1s successful.

207. Financial Services and Markets Act, 2000, c. 8, § 2 (Eng.).

208. Id. § 2(1)(b).

209. Id. § 2(4).

210. Id. § 2(3)—(4).

211. Id. pt. IX.

212. Thomas A. Beazley, Holding the Balance — Effective Enforcement,
Procedural Fairness and Human Rights, in REGULATING IN THE TWENTY-FIRST
CENTURY, supra note 48, at 115-26.

213. FRESHFIELDS BRUCKHAUS DERINGER, FINANCIAL SERVICES:
INVESTIGATIONS AND ENFORCEMENT 255 (2001). [hereinafter FRESHFIELDS].
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The FSA Chairman has claimed that the “prime accountabil-
ity route” for the FSA will be through Ministers to Parlia-
ment,214 but some commentators have doubted how effective
political accountability will be in relation to the FSA215 The
FSA is an unusual hybrid. It is a private company limited by
guarantee and its operations are funded entirely by industry
levy.216 However, the government exercises control in that the
Treasury appoints the FSA board?!7 can order independent re-
views of its financial affairs,218 and can commission independent
inquiries into regulatory failures219 The Treasury, however,
cannot intervene directly in the affairs of the FSA, save in very
limited circumstances concerned with competition policy.220 The
FSA must make an annual report to the Treasury22t The
Treasury must put the FSA’s report before Parliament.222 FSA
officials can also be ordered to appear before a parliamentary
select committee in accordance with the usual procedures of the
Houses of Parliament.223 In practice, the Treasury Select Com-
mittee routinely takes evidence from the FSA twice a year, once
on its plan and budget for the coming year, and once on its an-
nual report for the previous year. It can also hold inquiries
from time to time as it sees fit.22¢ Views on whether the system
of appearing before the Treasury Select Committee is likely to
prove an effective form of accountability to Parliament, are
mixed. Although the IMF considers that appearances by finan-
cial agency officials before a designated public authority — such
as a parliamentary committee — promote accountability, espe-
cially when the agencies are granted a high degree of auton-

214. JoINT COMMITTEE FIRST REPORT, supra note 84, at Minutes of Evidence
9 2 (question 2, reply by Davies, Chairman FSA).

215. See, e.g., Page, supra note 176, at 132-33.

216. Financial Services and Markets Act, 2000, c. 8, §§ 13-14, 17 (Eng.).
217. Id.§ 1.

218. Id.§ 12.

219. Id.§ 14.

220. Id. § 308.

221. Id. sched. 1, § 10. The Treasury can direct the FSA with regard to the
contents of the report.

222. Id. § 10(3).

223. Id. §§ 4-5.

224, Id. § 14.
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omy,225 others doubt this.226 So far, the evidence indicates that
appearing before the Treasury Select Committee can be a very
uncomfortable short-term experience for FSA officials.22” But
long-term studies will be needed to establish whether this proc-
ess has meaningful impact.

With regard to public accountability, the FSMA provides for a
variety of consultation and disclosure requirements. The FSA
is required to engage in public consultations before exercising
rulemaking powers, including publication of rules in draft form
accompanied by cost-benefit analysis.228 The FSA has a general
obligation to establish and maintain arrangements for consulta-
tion with consumers and practitioners229 This gives statutory
backing to the arrangements that had previously gerated in
practice, whereby the FSA consulted with a Consumer Panel
and a Practitioner Panel.230 The FSA must have regard to any
representations made by either of the panels and, if it dis-
agrees, it must give a written statement of its reasons for doing
s0.231

Again, it is too early to test how well these requirements are
working. There are some indications of dissatisfaction with the
practical operation of the public consultation requirements,

225. INTERNATIONAL MONETARY FUND, CODE OF GOOD PRACTICES ON
TRANSPARENCY IN MONETARY AND FINANCIAL POLICIES: DECLARATION OF
PRINCIPLES 13 (Sept. 1999), available at http://www.imf.org/external/np/mae/
mft/code/eng/code2e.pdf.

226. Page, supra note 176, at 134—35.

227. As this selection of headlines from the press coverage of Davies’ ap-
pearances before the Select Committee with regard to the Equitable Life crisis
illustrates. Katherine Griffiths, MPs Attack Davies Over Equitable Life Cri-
sis, INDEP., Oct. 31, 2001, at 17; Nina Montagu-Smith, F'SA Role Puzzles Equi-
table Inquiry, DAILY TELEGRAPH, Nov. 14, 2001, at 36; FSA Denies Collusion
with Equitable, INDEP., Nov. 14, 2001, at 21; Davies to Face Second Grilling,
DAILY TELEGRAPH, Nov. 12, 2001, at 28.

228. Financial Services and Markets Act, 2000, c. 8, § 65 (Eng.) (guidelines
for drafting statements or codes that the Authority may issue describing con-
duct expected of approved persons); id. § 121 (guidelines for drafting codes
that the Authority must issue to give guidance for determining whether be-
havior amounts to market abuse); id. § 155 (guidelines for drafting rules un-
der the Authority’s general rule-making powers).

229. Id. §§ 8-9.

230. See id. §§ 9(1), 10(1); Press Release, FSA, Practitioner and Consumer
Panels Go Statutory (June 18, 2001), available at http://www.fsa.gov.uk/pubs/
press/2001/073.html.

231. Financial Services and Markets Act, 2000, ¢.8, § 11 (Eng.).
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largely because of the sheer bulk of consultation material that
the FSA has issued in the past few years, and the resources
that have gone into responding to it.232 Given the ambitious
nature of the single regulator project in the U.K., it is hard to
see how a large and costly consultation process could have been
avoided, though it undoubtedly did generate “consultation f-
tigue.”233 However, if discontent about the burdens on industry
and consumers, which are associated with the consultation re-
quirements, does not diminish as the regime becomes more es-
tablished, this could indicate a serious flaw within the system.
The system will also have failed if the FSA develops a reputa-
tion for not listening to the criticisms expressed by those who
respond to consultation exercises. The FSA will always be vul-
nerable to this charge, but time and experience will help to dis-
tinguish well-founded claims from exaggerated claims made to
garner media attention for the self-interested views of a par-
ticular group or sector 234

Is the independence of the practitioner and consumer panels
liable to be compromised because of their position within the
formal institutional framework? To be sure, these panels are
established by the FSA, the FSA board appoints the me mbers,
and it also funds their operation.2ss Moreover, the Consumer
Panel, which operates more formally and publicly than the
Practitioner Panel, is dependent on FSA staff for its secre-

232. Jill Treanor FSA “Less Effective” Than Predecessors GUARDIAN (Lon-
don), Nov. 29, 2002, at 30; BBC News, FSA World’s “Most Accountable Regula-
tor” (Dec. 3,2002), at http://news.bbe.co.uk/1/hi/business/2539001.stm.

233. INQUIRY INTO THE FINANCIAL SERVICES ASSOCIATION’S PRACTITIONER
PANEL BEFORE THE SELECT COMMITTEE ON TREASURY (2002), at
http://www.parliament.the-stationery-office.co.uk/pa/cm200102/cmselect/
cmtreasy/600/2020503.htm (statement of Donald Brydon, Chairman of the
Practitioner Panel & Chairman and Chief Executive of AXA Investment Man-
agers) [hereinafter INQUIRY INTO THE FSA’S PRACTITIONER PANEL].

234. CSFI, WakING Up 10 THE FSA, supra note 128, at 13 (noting complaints
from industry participants that their comments have been ignored by the FSA
but suggests that this criticism is not altogether fair). The Consumers Asso-
ciation has also accused the FSA of failing to listen to objections about FSA
proposals for new rules on the way financial products are sold to investors.
Teresa Hunter, Consumer Group Savages FSA Plans: CA Says Adviser Re-
forms will be Confusing and Add to Costs, SUNDAY TELEGRAPH, Apr. 28, 2002,
at 4; William Kay, Consumers Rip into FSA Proposals, INDEP., Apr. 27, 2002,
at 1.

235. Financial Services and Markets Act, 2000, c. 8, § 1(9)—(10) (Eng.).
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tariat.2s6  All of these features suggest that the panels may
struggle to achieve and maintain independence23” A report in
The Observer on the Consumer Panel’s annual report encapsu-
lates the issue neatly with the comment: “Brown [chair of the
Consumer Panel] remains confident and hopeful that the FSA
can clean up the financial services industry. His own job de-
pends on it, after all.”238 The counterargument is that the close
links should facilitate constructive and better-informed dia-
logue between the FSA and the panels. The structure is, then,
best viewed as a compromise between true arms-length inde-
pendence, and privileged access to FSA information and per-
sonnel. Whether the optimal trade-offs have been made will be
a question for future study.

V. A CONCLUSION AND SOME OBSERVATIONS

The U.K. embraced the single regulator concept in an ambi-
tious way. It decided to bring many different regulatory agen-
cies together into one single institution. Moreover, it decided to
place its single regulator within a new, properly-integrated, le-
gal framework, rather than simply giving it the powers that had
been previously enjoyed by former regimes, which were divided
by sector through a process of stitching together or consolidat-
ing existing legislation. Creating the new integrated legal
framework was a massive, complex, and time-consuming exer-
cise. Moreover, it was often highly controversial. But, in the
end, it was done23® and when the new system finally became
fully operational, it happened smoothly without disruption to
the markets.

Accordingly, one definite conclusion that can be drawn from
the U.K. experience is that, if the political will is present, major
reform of this type can actually be accomplished and e ffectuated

236. Id. Y 1(10).

237. The Treasury Select Committee has expressed some concerns about the
panel’s lack of financial independence and the FSA’s control over the selection
processes. INQUIRY INTO THE FSA’S PRACTITIONER PANEL, supra note 233
(Question by Mr. Tyrie, Question 15; Question by Mr. Mudie, Questions 45—
48; Question by Mr. Laws, Questions 89-90).

238. Maria Scott, Cash.: Incredible: “This Reckless Greed”: Watchdog Attacks
Industry Where “Consumer is a Dirty Word,” OBSERVER, May 19, 2002, at 2.

239. Although details of the new legal regime at the level of the FSA Hand-
book are still to be overhauled. Davies, Law and Regulation, supra note 91, at
171-72.
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within a mature, major international financial center. The U.K.
experience also provides support for the intuitive assessment
that political support for change will be greater where the exist-
ing system 1is, or is perceived to be, malfunctioning. Beyond
this, it 1s impossible to draw firm conclusions, because the new
regime 1is still in its infancy. Yet there are certainly many posi-
tive signs, in particular, the emphasis on an integrated -
proach to regulation across all parts of the financial services
industry.

One interesting feature of the recent British experience with
financial regulation is the extent to which the character of its
new regime has been associated with its first Chairman, How-
ard Davies. It is hard to tell whether, or to what extent, the
degree of identification of the new regime with a single individ-
ual is related to the unitary structure of the FSA, but there may
be a significant connection. Arguments for the adoption of the
single regulator model include economies of scale through uni-
fied management and staffing, and greater effectiveness
through the development of a single, institutionalized approach
to regulation. A corollary of these arguments is that manage-
rial power will be concentrated in relatively few individuals.
Thus, those at the very top of the structure should be in a par-
ticularly strong position to dominate the culture and institu-
tion. Questions about governance and structure are particu-
larly important because the single regulator model is character-
ized by a regulatory regime vulnerable to the personal influence
of a few individuals. Whether the FSA should have a separate
chairman and chief executive is an issue that was sidestepped
in relation to Davies because he was already in office by the
time the question became a topic for public debate240 However,
in a broad sense, the FSMA now requires the FSA to have re-
gard to corporate governance principles24 Although the sig-
nificance of the FSA’s status as a company should not be taken
too far, principles developed in the corporate sector to avoid the
potential adverse effects of domination by one individual could,
with suitable adaptation for the regulatory context, be useful as

240. JOINT COMMITTEE FIRST REPORT, supra note 84, 49 112—-13.

241. Financial Services and Markets Act, 2000, c. 8, § 7 (Eng.). The duty is
to have regard to such principles “as it is reasonable to regard as applicable to
it.” Id.
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a way of addressing the potential problem of concentration of
influence within the unitary FSA regime.

A potentially worrying sign emanating from the top of the
FSA is the continuing enthusiasm for further legal change.
Rather than giving its own staff, and everyone else, breathing
space in which to work with the new regime, the FSA has de-
clared itself to be a “reforming authority” and has announced “a
considerable programme of reform to many parts of our rule-
book.”242 This reforming zeal can be defended on the grounds
that the process of fundamental legal reform that began in 1997
with the announcement of the proposal to adopt the single regu-
lator model, is still incomplete because the review of the lower-
tier rules, 1.e. those in the FSA Handbook, that took place in the
transitional period, was intended to achieve consistency and
simplification rather than to re-think fundamental principles.
Furthermore, standing still for a long time is not a sensible
strategy in financial regulation because the system needs to
evolve 1if it 1s not to lag too far behind developments in the mar-
ket. But, while ossification of the system clearly would be in no -
one’s interests, the FSA needs to be careful not to act exces-
sively in the pursuit of the goal of integrated regulation.

In the sometimes-fevered debate that surrounded the enact-
ment of the FSMA, the prospect of the FSA using its discipli-
nary and enforcement powers excessively tended to attract the
most attention. Those fears have receded, partly, but not exclu-
sively 243 because of legal intervention in the form of procedural
safeguards and, in particular, the establishment of the Finan-
cial Services and Markets Tribunal. At present, there appears
to be a reasonable degree of confidence in the robustness of
these controls on the FSA’s disciplinary powers,24 although this
confidence has not yet been properly tested under the pressure
of practical, and perhaps controversial, experience. As a law-
maker, the FSA is subject to looser forms of control, principally
in the form of consultation and disclosure requirements, includ-

242. FINANCIAL SERVICES AUTHORITY, ANNUAL REPORT 5 (2001/2002), avail-
able at http://'www.fsa.gov.uk/pubs/annual/ar01_02.pdf.

243. Changes in personnel at the top of the FSA enforcement division have
also been thought to have played a part. In 2001, the head of the FSA’s en-
forcement division was switched to a different position within the organiza-
tion.

244. See, e.g., FRESHFIELDS, supra note 213, at 255.
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ing cost-benefit analysis, underpinned by its obligations with
regard to statutory regulatory principles and objectives. How
effective these controls will be is open to speculation, but it
seems unlikely that they would prevent a drift towards a more
legalistic and bureaucratic approach if that is the direction in
which those in charge of the maturing FSA choose to take it.
But how much freedom will the FSA actually have to shape
its own destiny as a rule-maker? A powerful constraint on the
FSA’s rule-making discretion is its obligation to give effect to
EC law24 Significant parts of the FSA Handbook already re-
flect EC rules on banking, insurance, and securities regula-
tion.246 And the EC influence is increasing as central EC insti-
tutions vigorously pursue the goal of full financial integra-
tion.247 There is a trend away from the established approach of
minimum harmonization — where the minimum requirements
are set at central EC level, but with discretion for me mber
states to impose stricter requirements (sometimes known as
“super-equivalence”) towards maximum harmonization, where
no deviation from the rules set by the central EC authorities is
permitted248 Current trends suggest that national regulatory
authorities of the EC member states will increasingly find their
autonomy with regard to rulemaking eroded by obligations to
give effect to requirements that have been set at EC level.
Their role seems likely to shift from that of direct legislator to
that of participant in the process whereby rules are developed
at EC level.249 The goal of ensuring consistency across member

245. Financial Services and Markets Act, 2000, c. 8, §§ 148, 410 (Eng.).

246. See FSA HANDBOOK, available at http://www .fsa.gov.uk/handbook (last
modified Mar. 3, 2003)

247. H. Onno Ruding, Vice Chairman, Citibank, Remarks at the Sixth
European Financial Markets Convention in Brussels (May 31, 2002), avail-
able at http://www.fese.be/initiatives/speeches/2002/efmc2002_ruding_
speech.htm.

248. FINANCIAL SERVICES AUTHORITY, REVIEW OF THE LISTING REGIME Y9 3.5—
3.25 (July 2002) (discussing European developments and the controversy that
the switch towards maximum harmonization has provoked with reference to
the ability of national regulatory authorities to impose corporate governance
or other qualitative standards beyond those that have been mandated at the
European level).

249. Under the Lamfalussy principles national regulators are involved in
standard-setting at Level 2 — i.e., filling in the technical details of framework
legislation that has been agreed (at Level 1) by the main EC legislative ar-
gans. For an overview of the Lamfalussy principles, see Guido Ferrarini, Pan-
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states would suggest that the EC rules are likely to be increas-
ingly prescriptive with little interpretative discretion or waiver
powers being allowed to individual national regulators.250 So,
even though the direct focus of the increasing EC activity is on
standard-setting, it seems also likely to affect the day-to-day
supervisory relationships between national regulators and
regulated firms with regard, for example, to questions of inter-
pretation of particular rules, and/or their application to particu-
lar facts, or to applications for rule-waivers in particular cir-
cumstances.

Some commentators go further and suggest that the EC is
moving inexorably towards the establishment of new pan-
European regulatory agencies that would perform the full range
of regulatory and supervisory functions, including enforce-
ment.251 This debate has been particularly active in the securi-
ties field where the prospect of a European-Securities and Ex-
change Commission (“Euro-SEC”) is much discussed.252 It
might be said that a shift of regulatory and supervisory powers
from national to regional agencies is the logical next stage be-
yond regulatory consolidation at the national level, as a step in
a process that would lead ultimately to the establishment of a
single worldwide regulator. Even within Europe, which leads
the world in the process of regional financial integration, it
seems unlikely in the short-to-medium term that the FSA, or
other national regulators, will be replaced by a single Euro-
regulator or even (since EC regulation is still largely con-
structed along sectoral lines) by a group of sectorally-divided
Euro-regulators. Banking might look like the most obvious
candidate for the assumption of a full regulatory and supervi-
sory role by European institutions but the European Central
Bank, which is responsible for monetary policy within the euro

European Securities Markets: Policy Issues and Regulatory Responses, 3 EUR.
Bus. OrG. L. REV. § 2.3 (2002).

250. Level 3 of the Lamfalussy principles aims to encourage cooperation and
networking between national regulators to ensure consistent and equivalent
application of the rules. The recently-established Committee of European
Securities Regulators (CESR) is to play a key role in issuing guidelines, joint
interpretative guidance and so forth. See id.

251. Ni1AMH MOLONEY, EC SECURITIES REGULATION 896-97 (Francis G. Ja-
cobs ed., 2002). Chapter 15 provides an admirable summary of the arguments
for and against EC centralized regulation and supervision.

252. Id. at 843-97.
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area, has recently affirmed that the division of responsibilities
between itself and national authorities ‘would seem appropri-
ate to tackle the changes triggered by the introduction of the
euro.”53 Public policy debate on fundamental questions about
the efficiency, effectiveness, and accountability of super-
European regulatory and supervisory agencies is starting but,
as yet, it is at an early stage 254

However things develop, it seems beyond doubt that in the
short-to-medium term, the drive for further regulatory changes
affecting the financial sector will come from Europe. It remains
to be seen whether the U.K. will be in a strong position to influ-
ence change at that level because it has already been through
radical upheaval domestically, or whether the U.K. will be
found to have made a major strategic mistake by being inward-
looking at a time when major reform initiatives were beginning
to take shape at the European level. Domestically, athough
political challenges to the existence of the FSA are always pos-
sible, no major political party is likely to espouse the case for
further radical, expensive, and disruptive change unless either
the FSA fails to deliver the benefits claimed for the single regu-
lator model or that model becomes wholly inappropriate le-
cause of changing market conditions. The latter point has par-
ticular current relevance because the general economic climate
and specific events such as WorldCom and Enron have high-
lighted the particularly acute conflict of interest problems that
can arise within financial supermarkets. These events have
added an extra dimension to the debate about the advantages of
the “universal banking” business model.255 “Deconglomeration”

253. ECB, THE ROLE OF CENTRAL BANKS, supra note 194, at 7.

254. See, e.g., Chris Bates, Models for European Regulation: Euro-SEC,
Euro-FSA or Lamfalussy?, 17 J. INT'L BANKING & FIN. Law 151 (2002); Jeroen
Kremers et al., Does Europe Need a Euro-wide Supervisor?, 6 FIN. REG. 50
(2001).

255. Thanks a Bundle — The Model of a Vast, Integrated Financial Firm is
Fast Going Out of Favour, ECONOMIST, Aug. 22, 2002, at 12; Wilmarth, supra
note 113, at 272—-312, 43744 (discussing disappointing results achieved by
banks resulting from big bank mergers). Wilmarth doubts the ability of big,
complex financial institutions to produce positive synergies of scale or scope.
Id. at 438. Further he suggests that arguments used in relation to disen-
chantment with conglomeration in the industrial sector (e.g., that managers
are motivated to build large companies for self interested reasons rather than
in pursuit of better returns for investors) are also applicable to the financial
sector. Id. at 284—-85.
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within the financial sector could occur as it did previously in the
industrial sector. If firms were to retreat back to the safety of
traditional sectorally-divided business, claims about the good
“fit” of the single regulator model to the nature of regulated
markets and firms would become increasingly hollow.

Time and experience should provide some answers to ques-
tions and concerns about the single regulator model that have
been raised in this article. The U.K. will now be a valuable
source of data on whether, or in what ways, the single regulator
model is superior to alternative models of regulation, in terms
of suitability, efficiency, effectiveness, and accountability. Prac-
tical operation of the new regime will also shed light on the ro-
bustness of an ambitious, tailor-made, legislative framework
that was designed expressly to help secure the potential bene-
fits of the single regulator model and avoid its possible draw-
backs.256

256. See BRIAULT, REVISITING THE RATIONALE, supra note 141, at 11 (identi-
fying the U.K’s integrated legislative framework as being a particular advan-
tage).



File: PANELI, pt. 1 Base Macro.doc Created on: 4/2/2003 5:34 PM Last Printed: 4/28/2003 11:31 AM

PANEL I (PART 1): DISCUSSION
TRANSCRIPT

PROFESSOR BERMAN: Now for our final speaker on the
panel, Professor Fanto.

PROFESSOR FANTO: I'm not really a speaker. I'm just a
commentator. And being an organizer of the program, I'm
acutely aware of the time. So I want to keep the conference on
schedule. So I'm just going to offer a few remarks and then
maybe a few people from the audience will and our main speak-
ers can respond to them, because I'm trying to slate a break in
about ten minutes. So really what I'm going to do is just offer a
few comments on really both the papers.

First comment would be, I think both of the speakers empha-
sized the highly contextual nature of the UK. change. And I
think implicit there is the highly contextual historical nature of
financial regulation there and here. And I think that’s an im-
portant point. We have to keep that in mind from a policy-
maker’s perspective, how we like the change, how much are we
unable to change, or what are the real cultural political con-
straints mnhibiting our change. So I think both speakers em-
phasized that. Dr. Ferran in her paper, she just mentioned it,
but it really comes out, the [highly contextual nature].

Nevertheless, countries do change. And I don't think we can
be too sanguine about how financial regulation . . . happens to
change. I think from a policy point of view we have to realize
that it’s likely not to happen due to our actions. And I think Dr.
Ferran makes that very clear. It’s almost fortuitous that the
change comes about.

I'm kind of a partisan of more a behavioral approach, which is
that change will happen when there’s a crisis in the system.
Now, maybe she shares that position too. ... [W]hen she out-
lines the various problems with U.K. regulation that push the
system to the point where people are willing to change, it’s the
common behavioral position that we all know because we all
follow it. We don’t really move off the status quo willingly. And
we do it reluctantly and only when we’re forced to do so.

So I think one of the messages that tell us — we’re not really
policy makers, but we're people who try to talk to policy makers,
as Professor Jackson does — is that you try to wait for the right
moment, and if that right moment comes upon you, you offer
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your policies. But those moments come. We see it now in the
United States with respect to corporate governance. I mean,
some people may disagree, well, we don’t really need to change.
But it’s a moment when change is possible and happens.

So that I think is one set of arguments, which is to recognize
how you’re bound into a position. But it doesn’t seem to me that
that should keep you from making normative arguments. And
it seems to me that in the two papers I found a bit of a reluc-
tance to make a normative argument about, well, in the simple
sense, well, what’s the best model to have. Again, we have to be
careful scholars and recognize that change comes about fortui-
tously. But nonetheless one might draw some inferences from
the data or simply stake out a theoretical position that one
model is better than the other or that it seems more convincing.

Now, I think that may be implicit there. I mean, it may be
implicit in Professor Jackson’s — I mean, he’s a careful scholar
and if you know his work, he likes to look at a lot of data, both
theoretical and empirical, and say, well, look, 'm going through
these regulatory costs and I may come to some conclusions
down the line. But it seems to me that maybe I'd push them
more to stake out a theoretical position. I mean, Dr. Ferran,
you're very careful, but one could see one there. One could just
look at the U.S. system and . . . take a normative position that
systems, despite the goals they try to accomplish, they get so
needlessly complex that one feels that you just simply have to
rearrange them. And even though you recognize it, it probably
can’t be done short of a crisis. It seems to me that . .. implicit
in Dr. Ferran’s talk, there’s probably a normative position that
having multiple regulators is simply too complex.

Now, I don't know what Howell Jackson . . . feel[s] about that,
but maybe you’d want to talk about that. But that’s a central
comment — and I'm trying to keep this brief for the time — that
I have about both papers. So maybe in a minute you would
want to talk about that.

Secondly — this you both could talk about too — I think it’s
very interesting . . . what Professor Jackson has already done in
his other work — lay out the regulatory goals and contrast the
regulatory goals of the two systems. In reading through that, it
seemed to me convincing, even though somewhat surprising. It
seems to me sometimes some of those goals — for example, the
financial innovation goal [was] certainly a goal for the FSA but
was a prominent goal for Gramm-Leach-Bliley as well.
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So to talk about financial innovation as being peculiar to the
U.K. — and I don’t mean to overstate your position or to push
the position of the city — I think we could say the same thing
here, the concern of the Congress and the federal regulators
when they were pushing Gramm-Leach-Bliley is something of
the same sort. So sometimes although you could get a different
order of priority, it may well be that all the goals really are
there.

The one that I found curious is this — and you might find
that interesting, too — i1s . . . our emphasis on redistribution,
consumer protection sort of thing. When you think of Commu-
nity Reinvestment Act, you started by talking about how it’s so
odd that those economists at Harvard lumped together the U.S.
and the U.K., even though U.S. and U.K. are very different.
But then — and maybe I'm stating it too strongly — then when
you say we have this emphasis on banking regulation, on redis-
tribution and the U.K. at least doesn’t, at least not nominally,
or less so, I don't know. It just strikes me as curious because it
would seem to me that on some of the data from The Economist
they would suggest that the U.K. is a little bit more social de-
mocratic than we are. So I'm wondering, is that kind of protec-
tion of consumers just somewhere else, maybe not in the FSA
and its enabling regulation. So maybe you want to talk about
that a bit.

The argument about cost — and I think you do it systemati-
cally Dr. Ferran, anecdotally, and you’re both doing it in a pre-
liminary way and I think that’s all we can take it [for]. I think
you articulate elsewhere in your work, Professor Jackson, that
it’s hard to quantify cost and so also it’s hard to quantify bene-
fits. I mean, that’s implicit. So I think we need the data, and
it’s good for people to take the data but one maybe overall ques-
tion is then how do we quantify the benefits. How do you quan-
tify a benefit such as consumer confidence or confidence in the
financial system. I think that’s part of what Congress has
struggled with in the recent legislation. So you've over-
regulated having CEO’s and CFO’s certify financial statements
and do all these silly things. But, you know, they’re struggling
with this notion of addressing confidence in a cost-benefit, that’s
a hard problem to deal with in a cost-benefit way.

So those are a few brief comments. Maybe you could talk
about them, then we could take some questions from the floor.
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PROFESSOR JACKSON: Well, let me jump into the norma-
tive breach for a second. I do have a normative angle. But it’s
more U.S.-oriented.

The reason I got into this project was my sense that people
are not aware of the costs of our regulatory structure. And
when an argument is made about separation of authority or
federalist arguments . . . the costs are not always apparent.
And I think from the United States perspective, one of the
things that’s very interesting about this study is how much
more we're spending on financial services regulation than other
countries are. Now, maybe we want to, maybe we don’t. But I
think it’s very important to be explicit about what the costs are,
and then, of course, proponents can make the case for the bene-
fits outweighing it. But I think at least having this on the table
— it’s not generally on the table — is valuable.

So here the FSA and I have this sort of happy marriage.
When they do the cost-benefit analysis, they're looking for a
jurisdiction that’s more costly than them that makes them look
cost efficient. And we are their jurisdiction. We make them
look good. The Europeans don’t make them look good because
they don’t regulate that much. And then they'd say, well, but
they’re not really doing it. So they need us in their tables. But
I think we need them in our tables too. Because I think a little
bit the burden is on the American political system to explain
why we're spending so much more on any normalized hasis,
particularly for banking, but also for securities.

So I do have a normative angle. And that’s it. I think it’s
valuable even though it’s methodologically really complex to
make inter-jurisdiction comparisons. It’s also very valuable,
and the reason I actually got into this initially, was [because]
developing countries need to have base lines to know how much
they should spend on regulation. And it’s nice for them to have
benchmarks to make some comparisons to know whether they
are up to some sort of snuff. Complicated to do, but valuable as
well.

As to the question of whether the British are more socialist
than we are, I think this is really complex. Go to National
Health. Yes, they’re more socialist than we are. Go to banking
regulation, we're more socialist than they are. You go to regula-
tion in general and I would say that we’re more intensive finan-
cial regulators than anyone else in the world, even though we're
common law and even though we’re the Wild West. When you
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actually get down to the nitty-gritty, we're more. You know, the
world is more complex than my economic colleagues often rec-
ognize. And thank goodness.

DR. FERRAN: On the normative agenda point, I think my
own perspective would be that in terms of the familiar argu-
ments about the benefits of the single regulator efficiency, effec-
tiveness, accountability, I do find the arguments quite finely
balanced. And I do feel it’s too early to say in terms of the U.K.
whether we have evidence to support a claim to superiority.

What I do think, though, and I didn’t have time to develop
this, i1s that in terms of European financial regulation more
generally, there are clear advantages in individual member
states of the European Union, simplifying and reducing the
number of their regulatory agencies so as to facilitate more ease
of relationships at the European level. And I think that is an
infinitely preferable way to develop European regulation gener-
ally as opposed to the development, say, of a Euro SEC or even
a Euro FSA.

PROFESSOR BERMAN: Five minutes? Let’s try to get a
couple questions from the floor. The gentlemen in the back
there.

QUESTION FROM AUDIENCE: [Unintelligible]

PROFESSOR JACKSON: To use the framework that Dr.
Ferran offered about the pros and cons. If you just said a con-
solidated supervisor, if we did what the U.K. did and got an in-
stitution with roughly 50,000 employees and a budget of $4.5
billion doing consolidated supervision in the United States, I
personally think that would be a bad idea. I think the problems
of inefficiencies of scope, I think the massive political concerns
about getting everybody in the same place would really be
paramount. And in that way I just think the United States sys-
tem is really quite different.

It’s not totally clear to me whether we should be comparing
ourselves with the U.K. or the E.U. as the right method of com-
parison. We're doing this country to country thing lecause
that’s what we’ve traditionally done. But in fact it’s compli-
cated. And if you look at the E.U. you'll see this two level sys-
tem, much lighter touch at the top, very thin in terms of per-
sonnel and strong national system. But that is another model.

I think that if we were going to go, if you’d ask my druthers, I
would have more consolidation at the federal level, bringing
some insurance stuff up. There’s a whole bunch of things that
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one might do. But I have to say, the politics make me despair
so much that I quickly move to second best, which is coordina-
tion strategies as opposed to consolidation strategies. Which is
what we've done in the SWAPS area, task forces that coordi-
nate, and other kinds of memoranda of understanding. I think
that’s the practical route for us in the near term.

QUESTION FROM AUDIENCE: Professor Jackson, one
thing which struck me about your $4.5 billion was how little it
1s. I mean, I assume that the people at Enron and WorldCom
probably stole more than that [laughter] isn’t it fair to conclude
that what we do is tiny and what France and Germany will do
1s zero.

PROFESSOR JACKSON: Right.

QUESTION FROM AUDIENCE: So why are we so concerned
about cost. The cost is nothing. What’s $4.5 billion in this
country?

PROFESSOR JACKSON: I like the way you think. But
that’s the question. I mean, the suggestion of the data that I
put out is that someone’s got it wrong. France and Germany
are the cases. And the FSA is an intermediate case. And I
guess what I would say back to you is, what’s so bad about
France and Germany? What are we getting that they’re not
getting? We got Enron. They didn’t. So what do we buy ex-
actly —

[CROSS-TALK]

PROFESSOR JACKSON: I think this is a great point to de-
bate. But I also agree — compared to our economy, $4.5 billion
is not what it used to be.

QUESTION FROM AUDIENCE: Professor Jackson, have
you done anything to divide that $4.5 billion at the federal level
and the state level? . . .

PROFESSOR JACKSON: Right. That’s a good question. To
get the $4.5 billion we had to start with the states. But I have
not done that kind of analysis. But what I've given you here is
just a little piece of a bigger or longer term project. That’s
something we will definitely look at and I haven’'t done yet.

PROFESSOR BERMAN: 1 think we’re going to wrap it up
here. The only thing I'd like to add as a final word is that the
most recent exercise in governmental regulatory consolidation
in the United States, the creation of the Department of Home-
land Security, has not exactly been a model of anything. And
gives one pause as to whether, for a variety of political and
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structural reasons, this could be done in as coherent a fashion
in the United States as it was done in Britain.
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SUPER REGULATOR: A COMPARATIVE
ANALYSIS OF SECURITIES AND
DERIVATIVES REGULATION IN THE
UNITED STATES, THE UNITED
KINGDOM, AND JAPAN

Jerry W. Markham'

I. INTRODUCTION

he value of competition among regulators has been the

subject of debate in the United Sates (“U.S.”) for some

time.! On the one hand, its advocates contend that com-
peting regulatory bodies will not only govern less, but also more
efficiently.2 Proponents of centralized regulation, on the other
hand, argue that overlapping regulation is costly, inefficient,
and allows exploitation and abuses along regulatory seams.3 In
supporting their arguments, however, both sides of this debate
rely largely on intuitive arguments or anecdotal evidence. This
1s due to a lack of regulatory models that would provide a more
substantive measure of the efficacy of a monolithic regulator
over that of a more dispersed and competitive regulatory sys-
tem. The Financial Services Authority in the United Kingdom

* Professor of Law, University of North Carolina at Chapel Hill. The
author would like to thank Scot J. Halvorsen for his research assistance at the
law school and Elly Baxter for her research work in Japan.

1. See generally BLUEPRINT FOR REFORM: THE REPORT OF THE TASK GROUP
ON REGULATION OF FINANCIAL SERVICES 8 (1984) [hereinafter BLUEPRINT FOR
REFORM] (study considering effects of multiple regulators). The concept of
competitive regulation is often referred to as “functional” regulation. See, e.g.,
Melanie L. Fein, Functional Regulation: A Concept for Glass-Steagall Reform,
2 StaN. J. L. Bus. & FIN. 89, 90 (1995) (“According to its history, functional
regulation seeks to promote competitive equality, regulatory efficiency, and
investor/consumer protection.”).

2. See generally Jonathan R. Macy, The Business of Banking: Before and
After Gramm-Leach-Bliley, 25 J. Corp. L. 691, 713 (2000) (discussing why
regulatory competition can be beneficial).

3. See generally Heidi Mandanis Schooner, Regulating Risk Not Function,
66 U. CIN. L. REV. 441, 459 (1998) (arguing for regulation of risk rather than
function); Bert Ely, Functional Regulation Flunks: It Disregards Category
Blurring, AMER. BANKER, Feb. 21, 1997, at 4 (criticizing competitive regula-
tion).
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(“FSA-UK”) and the Financial Services Agency in Japan (“FSA-
Japan”) are two agencies of recent vintage with a unified regu-
latory structure that should provide a basis of comparison with
the competitive regulatory approaches of the U.S.

Part II of this Article first describes the development of com-
peting U.S. regulatory bodies for banking, insurance, securities,
and derivatives. Part III focuses on the regulatory roles of the
Securities and Exchange Commission (“SEC”) and the Commod-
ity Futures Trading Commission (“CFTC”) and Part IV de-
scribes the competition between these two agencies and its ef-
fects. Part V discusses the changes within the structure of the
financial markets that affected the regulatory climate. After
that review, Parts VI and VII examine the roles of the FSA-UK
and FSA-Japan. Finally, Part VIII discusses the arguments for
and against competitive regulation and attempts to discern
whether a unified regulatory structure such as those in Japan
and the United Kingdom (“U.K.’) is preferable to the competi-
tive approach of the SEC and CFTC.

II. FUNCTIONAL OR COMPETITIVE REGULATION IN THE U.S.

A. Banking

While the regulation of the financial services industry has
been widely dispersed among a number of regulators, this de-
centralization is a reflection of history rather than design.
Banking regulation is illustratives The federal government
exercised an indirect role in the regulation of banking through
the First and Second Banks of the U.S., until President Andrew
Jackson crushed that institution in the fight over the renewal of
its charter leaving a regulatory vacuum that the states filled
with their own banking commissions.6

4. See generally Jerry W. Markham, Banking Regulation: Its History and
Future, 4 N.C. BANKING INST. 221 (2000) [hereinafter Markham, Banking
Regulation: Its History and Future].

5. See generally CLAUDE G. BOWERS, THE PARTY BATTLES OF THE JACKSON
PERIOD 222-26 (1922) (describing this political battle between Andrew Jack-
son and Henry Clay); ROBERT V. REMINI, HENRY CLAY: STATESMAN FOR THE
UNION 397-99 (1991) (same).

6. The states had already imposed some regulatory requirements on
banks, but the “bank mania” that followed the destruction of the Bank of the
U.S. and the Panic of 1837, which was also precipitated by Jackson, led to the
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The Civil War and the disarray of the nation’s currency led to
the introduction of federal bank regulation that established the
national banks and gave regulatory authority over these insti-
tutions to the Comptroller of the Currency.” This created a
“dual” system of banking regulation — state and federal —
which is said to have:

[Flostered what is probably the greatest mass of redundant,
otiose, and conflicting monetary legislation and the most com-
plex structure of self-neutralizing regulatory powers enjoyed
by any prominent country anywhere. It has put the federal
government and the states in competition for the number and
size of banks under their respective jurisdictions . . . .8

The creation of the Federal Reserve Board in the wake of the
Panic of 19079 and the Federal Deposit Insurance Corporation
(“FDIC”) after widespread banking failures at the outset of the
Great Depression in the 1930s,10 added further layers to this
regulatory competition. If that were not enough, Congress and
the states also provided separate regulation for savings banks:
and credit unions.12

creation of more formal banking commissions or departments. Markham,
Banking Regulation: Its History and Future, supra note 4, at 226-27.

7. National Bank Act of 1864, ch. 106, 13 Stat. 99 (codified as amended in
scattered sections of 12 U.S.C.).

8. Bray HAMMOND, SOVEREIGNTY AND AN EMPTY PURSE: BANKS AND
Poritics IN THE C1viL WAR 349-50 (1970).

9. See generally 1-2 PAUL M. WARBURG, THE FEDERAL RESERVE: ITS ORIGIN
AND GROWTH (1930).

10. Banking Act of 1933, ch. 89, 48 Stat. 162, 168-69. One in four banks in
the U.S. failed during the bank panic. The Bubble Burst, LIFE, Spring 1992,
at 26.

11. States had overseen the operations of building and loan societies and
savings banks since their appearance early in the nineteenth century. Fed-
eral charters for savings banks were not available until 1978. LissA L.
BROOME & JERRY W. MARKHAM, REGULATION OF BANK FINANCIAL SERVICE
AcTIVITIES 79-81, 87 (2001). The Federal Home Loan Bank Act o 1932 cre-
ated the Federal Home Loan Bank Board to charter and supervise federal
savings and loan associations. Federal Home Loan Bank Act, Pub. L. No. 107-
252, 47 Stat. 725 (1932) (codified as amended at 12 U.S.C. § 1421 (2000)).
Federal insurance for these institutions was created by the National Housing
Act 1934, ch. 847, 48 Stat. 1246 (codified as amended at 12 U.S.C. § 1724
(2000)), repealed by Act of Aug. 9, 1989, Pub. L. No. 101-73, tit. IV, § 407, 103
Stat. 363.

12. Federal Credit Union Act, Pub. L. No. 107-252, 48 Stat. 1216 (1934)
(codified as amended at 12 U.S.C. § 1759 (2000)), authorized national charters



File: Markham Base Macro Final.doc Created on: 3/20/2003 5:05 PM Last Printed:4/28/2003 11:31 AM

322 BROOK. J. INT'L L. [Vol. 28:2

The Great Depression had even broader effects in fostering
the balkanization of regulation in financial services. The activi-
ties of banks were already limited in scope by statute,3 but the
Glass-Steagall Act sought to further seal off banking from other
financial service businesses by prohibiting banks from dealing
in investment banking activities.'# No justification has ever
been shown for this prohibition,'> and Senator Glass himself
unsuccessfully sought its repeal one year after adoption.16 Nev-

for credit unions. See Nat’l Credit Union Admin. v. First Nat’l Bank & Trust
Co., 522 U.S. 479, 479-85 (1998) (describing scope of Federal Credit Union
Act). Most states already had legislation regulating such entities after Presi-
dent William Howard Taft wrote to the states in 1908, asking them to enact
authorizing legislation for credit unions. BROOME & MARKHAM, supra note 11,
at 89.

13. Traditionally, banks had no power to engage in commercial and real
estate transactions, except to secure a debt or as an accommodation to a cus-
tomer. 1 CARL ZOLLMANN, THE LAW OF BANKS AND BANKING §§ 223, 224 (1936).
See also Jemison v. Citizens Savings Bank of Jefferson, 25 N.E. 264 (N.Y. Ct.
App. 1890) (bank could not deal in cotton futures as either principal or agent).
The National Bank Act of 1864 also limited national bank activities in a simi-
lar fashion. See generally First Nat’l Bank of Charlotte v. National Exchange
Bank of Baltimore, 92 U.S. 122 (1875) (discussing limitations on the opera-
tions of national banks). The Bank Holding Company Act of 1956 sought to
further circumscribe the activities of banks by limiting the operations of enti-
ties within a bank holding company structure to “activities so closely related
to banking or managing or controlling banks as to be a proper incident
thereto.” Bank Holding Company Act of 1956, ch. 240, 70 Stat. 133 (codified
as amended at 12 U.S.C. § 1843(c)(8) (2000)).

14. The Glass-Steagall Act was a part of the Banking Act of 1933, ch. 89,
48 Stat. 162 (codified as amended in scattered sections of 12 U.S.C.). See Se-
curities Industry Assoc. v. Board of Governors of the Federal Reserve System,
839 F.2d 47 (2d Cir. 1988), cert. denied, 486 U.S. 1059 (1988) (describing pro-
visions of the Glass-Steagall Act).

15. The Glass-Steagall Act was concerned principally with the operations
of the securities affiliates operated by several large banks, the most important
of which was the First National City Co. affiliated with the National City
Bank (now Citigroup). The affiliates had been created despite a ruling from
the Solicitor General of the U.S. that such operations were not permitted by
the National Bank Act. 2 JERRY W. M ARKHAM, A FINANCIAL HISTORY OF THE
UNITED STATES: FROM J.P. MORGAN TO THE INSTITUTIONAL INVESTOR (1900—
1970), at 57-58 (2002) [hereinafter 2 MARKHAM, A FINANCIAL HISTORY OF THE
U.S]. A study of some 3,000 national bank failures before 1936 found that
bank securities activities were low on the list of factors that resulted in bank
insolvencies. A representative from the Federal Reserve Board also testified
during the hearings on the Glass-Steagall legislation that such a prohibition
was unnecessary. Id. at 168.

16. Id. at 371.
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ertheless, the legislation remained the “Maginot Line’ of the
financial world,”7 excluding banks from many of the financial
activities of broker-dealers until its repeal in 1999 by the
Gramm-Leach-Bliley Act (“GLBA”).18

B. Insurance

Another sector of the financial services industry is insurance.
It too owes its competing regulatory structure to history. The
states had gradually imposed regulation on insurance comp a-
nies to prevent abuses and regarding the maintenance of re-
sources adequate to meet claims.’® A scandal in the insurance
industry at the beginning of the twentieth century resulted in
an investigation by a legislative committee of the New York leg-
islature20 Headed by State Senator William Armstrong, the
investigation uncovered several abuses resulting in legislation
that, among other things, barred the insurance industry from
underwriting and other securities activities, restricted its abil-
ity to invest in stocks, and separated insurance companies from
the banking industry.2t Since New York was then the center of
insurance, its lead was followed by other states.

Thereafter, the doctrine of unexpected consequences came
into play. Sealed off from the securities industry, the insurance
companies could not participate in the market excesses of the
1920s and thus avoided the devastation visited on investors fol-

17. Bevis Longstreth, Current Issues Facing the Securities Industry and the
SEC, Address Before the Securities Industry Association, May 4, 1982, quoted
in, Jonathan Macey, Special Interest Groups Legislation and the Jdicial
Function: The Dilemma of Glass-Steagall, 33 EMORY L.J. 1, 5 (1984).

18. Gramm-Leach-Bliley Act, Pub. L. No. 106-102, 113 Stat. 1338 (1999)
(codified as amended in scattered sections of 12 and 15 U.S.C.).

19. Massachusetts regulated its insurance ompanies in 1837 and New
York in 1851. Lissa L. Broome & Jerry W. Markham, Banking and Insurance:
Before and After the Gramm-Leach-Bliley Act, 25 Iowad. Corp. L. 723, 728
(2000).

20. Id. at 730. The Committee was formed after news reports that James
Hyde, a twenty-three year old heir who had assumed control of the Equitable
Life Assurance Co. in New York, had thrown a $100,000 party at Sherry’s
restaurant. Id. Concern was expressed that Hyde was looting the insurance
company to fund his extravagant life style. 2 MARKHAM, A FINANCIAL HISTORY
ofF THE U.S,, supra note 15, at 18-20. Among the attendees at the party at
Sherry’s was Franklin D. Roosevelt. DENIS BRIAN, PULITZER: A LIFE 299
(2001).

21. 2 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 15, at 18-20.
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lowing the Stock Market Crash of 1929. The insurance compa-
nies also escaped the massive failures in the banking sector and
thus eluded the scrutiny of President Roosevelt and Congress in
the New Deal legislation regulating banking and commodity
futures. But this escape was a narrow one — the Temporary
National Economic Committee (“TNEC”) rejected an SEC pro-
posal to create a federal agency to regulate insurance comp a-
nies only after vigorous opposition from the industry.22

The next federal regulatory threat came from the Supreme
Court’s decision in United States v. South-Eastern Underwriters
Association?3 which held that the insurance industry was sub-
ject to the federal antitrust laws. There was fear that this
would impair the ability of insurance companies to pool statis-
tics and preempt state regulation. Receptive to such concerns,
Congress then passed the McCarran-Ferguson Actz24 which
granted insurance companies immunity from the antitrust laws
to the extent that they were regulated by state insurance laws.

The McCarran-Ferguson Act largely excluded any federal
regulation until insurance companies began offering variable
annuities in 1952.25 The SEC claimed that variable annuities
were securities subject to regulation under the federal securi-
ties laws because returns were based on the investment of the
annuitants’ premium payments in securities. The Supreme

22. Another SEC proposal would have allowed federal agents to inspect
insurance companies, but it too failed to be adopted. The SEC also wanted
insurance companies, which were one of the largest sources of finance for
large corporations, to invest in greater amounts of common stocks. Corporate
balance sheets were becoming over-leveraged by debt sold to the insurance
companies, and this concerned the TNEC, as well as the SEC. Id. at 245-50.

The insurance industry defeated these proposals by pointing out that
avoiding stocks as an investment for insurance company reserves had saved
the industry from disaster when the market collapsed in the wake of the Stock
Market Crash of 1929. TNEC, Investigation of Concentration of Economic
Power, Monograph No. 28A: Statement of Life Insurance, 76th Cong., 3d Sess.
4(1941).

23. United States v. South-Eastern Underwriters Assm, 322 U.S. 533
(1944).

24. McCarran-Ferguson Act, ch. 20, 59 Stat. 33 (1945) (codified as
amended at 15 U.S.C. §§ 1011-15 (2000)).

25. The variable annuity was the invention of the College Retirement Eq-
uities Fund (“CREF”), an affiliate of the Teachers Insurance and Annuity
Association (“TIAA”). See CEDRIC V. FRICKE, THE VARIABLE ANNUITY: ITS
IMPACT ON THE SAVINGS- INVESTMENT MARKET 2 (1959).
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Court found for the SEC in these cases,26 resulting in dual regu-
lation of insurance companies selling variable contracts, as they
were required to separate reserves for such products from re-
serves for more traditional insurance 27

Despite some frightening losses in the late 1980s that led to
calls for federal regulation, the insurance industry was able to
avoid most other federal intrusions.28 What the industry could
not avoid, however, was competition from the banking and se-
curities industries. This was because the variable annuity was
a product that was sold by stockbrokers, who did so in large
numbers.?® Federal bank regulators also opened the door for
banks to sell insurance products in the 1990s.30 This resulted in
a restructuring of the insurance industry — insurance comp a-
nies demutalized and expanded their own financial service of-
ferings.31

C. Securities

Further separation of financial services into distinct sectors
came through the adoption of legislation to regulate the securi-
ties industry during the Great Depression. The SEC’s history
and background is well-known32 — it was a product of the Stock
Market Crash of 1929 and the subsequent depression.’s The

26. SEC v. United Benefit Life Ins. Co., 387 U.S. 202 (1967); SEC v. Vari-
able Annuity Life Ins. Co. of Am., 359 U.S. 65 (1959).

27. Broome & Markham, supra note 19, at 737.

28. Seeid.

29. Seeid. at 743 (describing broker-dealer competition).

30. The banks used a statute that many thought had been repealed to gain
entry into the insurance industry. See U.S. Nat’l Bank of Oregon v. Indep.
Agents of Am., 508 U.S. 439 (1993). See also Barnett Bank of Marion County,
N.A. v. Nelson, 517 U.S. 25 (1996) (states unable to restrict banks from selling
insurance).

31. Broome & Markham, supra note 19, at 745—46.

32. For the wuninitiated, see generally JOEL SELIGMAN, THE
TRANSFORMATION OF WALL STREET: A HISTORY OF THE SECURITIES AND
EXCHANGE COMMISSION AND MODERN CORPORATE FINANCE (1995).

33. The causes of the Stock Market Crash of 1929 are still widely debated.
Blame is attributed to, inter alia, excessive speculation through margin ac-
counts and abusive market practices, such as the organized pools that oper-
ated in over one hundred NYSE stocks in the 1920s. More recent focus has
centered on the blunders of the Federal Reserve System, which first eased
credit in order to support England’s effort to return to the gold standard,
thereby boosting the market. The Federal Reserve then reversed course and
sought to curb the market through ill-conceived interest rate increases, an
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SEC, which was ultimately given regulatory authority over the
statutes that now comprise the federal securities laws, operates
on a principle of full disclosure3* In adopting this legislation,
Congress did not preempt the regulation of sales of securities
under state blue-sky laws, thereby creating a competing layer of
governmental regulation that was not lessened until late in the
twentieth century.s5 Aside from some tinkering principally de-

echo of recent events. There is also the possibility that the market was simply
over-heated and needed correction. See 2 MARKHAM, A FINANCIAL HISTORY OF
THE U.S., supra note 15, at 143—45, 150—53. Similar controversy exists over
what caused and prolonged the Great Depression. Some claim that the mar-
ket crash itself caused the depression — post hoc, ergo propter hoc. Indeed,
recessions and depressions often follow a market crash, but that may suggest
no more than that the market anticipates the economic decline. Today, most
economists seem to agree that the Stock Market Crash of 1929 was not the
cause of the Great Depression or its impressive duration. See generally Marco
A. Espinosa-Vega & Jang-Ting Guo, On Business Cycles and Countercyclical
Policies; Statistical Data Included, 86 ECON. REV. 1 (2001) (discussing eco-
nomic theories on causes of the Great Depression). One author has even
stated that the Stock Market Crash of 1929 “was probably an event of rela-
tively minor significance” in causing the Great Depression. CHARLES R.
MoRrIS, MONEY, GREED, AND Risk: WHY FINANCIAL CRISES AND CRASHES
HAPPEN 73 (1999). See also The Crash of 1929 — A New View, WALL ST. J.,
Oct. 28, 1977, at 16 (blaming tariff increases and increases in income tax).

34. The statutes administered by the SEC are the Securities Act of 1933,
15 U.S.C. § 77a—77bbbb (2000) (requiring full disclosure in connection with
new offerings of securities to the public); the Securities Exchange Act of 1934,
15 U.S.C. §§ 78a—78mm (2000) (creating the SEC and requiring continual
financial reporting by public companies, providing SEC regulatory control
over proxy solicitations and tender offers, and regulating the secondary mar-
kets in publicly owned securities); the Public Utility Holding Company Act of
1935, 15 U.S.C. §§ 79-79z-6 (2000) (simplifying the holding company struc-
ture of public utilities); the Trust Indenture Act of 1939, 15 U.S.C. §§ 77aaa-
bbbb (2000) (regulating the administration of debentures issued under trust
indentures); the Investment Company Act of 1940, 15 U.S.C. 80a-1 to 80a-64
(the world’s most complex statute seeks to regulate investment companies,
including mutual funds); and the Investment Advisors Act of 1940, 15 U.S.C.
§§ 80Db-1 to 80b-21 (2000) (regulating and registering investment advisors).

35. The National Securities Markets Improvement Act of 1996 preempted
much state securities regulation or required the states to conform their stan-
dards to those of the SEC. The act exempted Nasdaq and exchange listed
stocks from state regulation. Also exempted were investment companies and
investment advisers with significant amounts of funds under management.
State broker-dealer record-keeping, net capital, and other requirements regu-
lating such entities were required to conform to those of the SEC. The SEC
broadened its record-keeping requirements for broker-dealers to address the
states’ fear that such preemption would frustrate their regulation of broker-
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signed to increase regulation, the federal securities laws remain
more or less in the form arrived at in the 1930s.36

Another competing regulatory structure also remains — that
of the self-regulatory organizations (“SROs”). These non-
governmental organizations were given regulatory authority,

dealers. See generally 23A JERRY W. MARKHAM & THOMAS LEE HAZEN,
BROKER- DEALER OPERATIONS UNDER SECURITIES AND COMMODITIES LAW § 6.02
(2001) (describing SEC rule amendments).

36. Tinkering may be a bit of an understatement. For example, amend-
ments were made in 1964 to strengthen financial reporting by public compa-
nies. 15 U.S.C. § 78m(a) (2000). See generally Richard Phillips & Morgan
Shipman, An Analysis of the Securities Acts Amendments of 1964, 1964 DUKE
L.J. 706. In 1968, the Williams Act began regulating tender offers and played
an important role in the merger mania of the 1980s. Williams Act, Pub. L.
No. 90-439, 82 Stat. 454 (1968) (codified at 15 U.S.C. § 78n(d)—(f) (2000)). For
a description of the Williams Act, see Miriam P. Hechler, Toward a More Bal-
anced Treatment of Bidder and Target Shareholders, 1997 CoLuMm. Bus. L.
REvV. 319. In 1970, after a “paperwork crisis” that resulted in the failure of
numerous firms, Congress created the Securities Investor Protection Act
(“SIPA”) and the SIPA Corporation (“SIPC”) that provides insurance for bro-
ker-dealer bankruptcies. 15 U.S.C. § 78aaa (2000). For a description of the
problems that led to the paperwork crisis and the creation of SIPA, see SEC,
STUDY OF UNSAFE AND UNSOUND PRACTICES OF BROKERS AND DEALERS, REPORT
AND RECOMMENDATIONS, H.R. Doc. No. 91-231 (1971). Legislation enacted in
1975 regulated clearing and settlement activities, imposed more stringent
regulation over broker-dealer operations, established regulation over munici-
pal bond dealers, and sought to create a national market system. For a de-
scription, see S. REP. No. 94-75 (1975), reprinted in 1975 U.S.C.C.A.N. 179;
H.R. REP. No. 94-123 (1975). Dealers in U.S. government securities were regu-
lated after scandals involving unregistered “repo” dealers. Government Secu-
rities Act of 1986, Pub. L. No. 99-571, 100 Stat. 3208 (1986). For a description
of the problems in the repo market, see H.R. REP. No. 99-258 (1985); S. REP.
No. 99-426 (1986), reprinted in 1986 U.S.C.C.A.N. 5395; Regulating Govern-
ment Securities Dealers: Hearing on H.R. 2032 Before Subcomm. On Tele-
comm., Consumer Prot., and Fin. of the House Comm. on Energy and Com-
merce, 99th Cong. 201-13 (1985) (Report by John S. R. Shad, Chairman, Secu-
rities and Exchange Commission (June 20, 1985)). Insider trading sanctions
were also strengthened after a series of scandals. See Insider Trading Sanc-
tions Act of 1984, Pub. L. No. 98-376, 98 Stat. 1264 (codified as amended at 15
U.S.C. § 78u(d) (2000)); Insider Trading and Securities Fraud Enforcement
Act of 1988, Pub. L. No. 100-704, 102 Stat. 4677 (codified as amended at 15
U.S.C. §§ 78t-1, 78u-1 (2000)). For a description of those scandals, see DAVID
A.VIsE & STEVE COLL, EAGLE ON THE STREET (1991). Additional legislation
was enacted to deal with penny stock fraud after a series of swindles. Securi-
ties Enforcement Remedies and Penny Stock Reform Act of 1990, Pub. L. No.
101-429, 104 Stat. 931 (codified as amended at 15 U.S.C. 78q-2 (2000)).
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and shelter from the antitrust laws37 by the Securities Ex-
change Act of 1934,38 under which the exchanges, and later the
National Association of Securities Dealers, Inc. (“NASD”),39 are
required to regulate the conduct of their members. The role of
the SEC in this self-regulation is to oversee the exchanges, as
well as to act directly where SRO oversight fails.4#0 The SRO
concept actually added several layers of regulators. In addition
to the NASD and the New York Stock Exchange (“NYSE”), the
SROs came to include the regional exchanges €.g., the Ameri-
can Stock Exchange and the Philadelphia Stock Exchange) and
the Chicago Board Options Exchange, Inc. (‘CBOE”). The crea-
tion of the Municipal Securities Rulemaking Board added an-
other element of self-regulation that gave rulemaking authority
to this entity, but left enforcement with the SEC and bank regu-
lators.4t

Though the SROs generally attempt to coordinate their regu-
lation in order to avoid duplication, there has been some compe-
tition among the SROs (such as the rivalry between the stock
exchanges over options trading once it became clear that the
CBOE would succeed).®2 The SEC initially sought to quash the

37. Gordon v. New York Stock Exchange, 422 U.S. 659 (1975); United
States v. Nat’'l Ass’n of Sec. Dealers, Inc., 422 U.S. 694, 734-35 (1975); Silver
v. New York Stock Exchange, 373 U.S. 341 (1963).

38. 15 U.S.C. § 78 (2000).

39. Self-regulation by the NASD was added in 1938 by the Maloney Act, 52
Stat. 1070 (odified as amended at 15 U.S.C. § 780-3 (2000)). See generally
United States v. Nat’l Ass’'n of Sec. Dealers, Inc., 422 U.S. 694 (1975) (discuss-
ing role of NASD).

40. This process has been most vividly described by Supreme Court Justice
William O. Douglas, a former SEC chairman. His concept of self-regulation is:

[O]ne of letting the exchanges take the leadership with Government
playing a residual role. Government would keep the shotgun, so to
speak, behind the door, loaded, well oiled, cleaned, ready for use but
with the hope it would never have to be used.

WiLLiaM O. DouGLAS, DEMOCRACY AND FINANCE 82 (James Allen ed., 1940).

41. See 15 U.S.C. § 780-4(b)(1), (c) (2000).

42. The American Stock Exchange was the first to seek to add options trad-
ing to its products after the creation of the CBOE. In the Matter of the Ameri-
can Stock Exchange, Inc. Plan to List and Trade Options, Exchange Act Re-
lease No. 34-11,144, (Dec. 19, 1974), 1974 SEC LEXIS 2108. The NYSE was
at first uninterested in options trading and encountered opposition from the
SEC when it did seek entry in later years. The SEC feared that options
traded on the NYSE would be subject to abuse by specialists. It also -
pressed a similar concern with market makers trading over-the-counter op-
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competition by requiring coordinated trading and clearance4s
under the aegis of a “central market” doctrine, adopted early in
the 1970s.4¢ After endeavoring to regulate competition on the

tions. See Termination of the Options Moratorium, Exchange Act Release No.
34-16,701, 19 S.E.C. Docket 998 (Mar. 26, 1980). This concern with side-by-
side trading was not overcome by the SEC until 1985. It then allowed the
NYSE to trade otions, but required the exchange to conduct such trading
from a location separate from its stock trading floor. 3 JERRY W.MARKHAM, A
FiNaNcIAL HisTORY OF THE UNITED STATES: FROM THE AGE OF DERIVATIVES INTO
THE NEW MILLENNIUM (1970-2001), at 53 (2002) [hereinafter 3 MARKHAM, A
FinaNciAL HisTory oF THE U.S.]. By that time, the market was too mature for
successful competition by the NYSE, and it transferred its options operations
to the CBOE in the mid-1990s. Dan Colarusso, Investing: A New Options
Market That Hums, N.Y. TIMES, Dec. 16, 2001, Sec. 3, at 7.

43. Jerry W. Markham & David J. Gilberg, Stock and Commodity Options
— Two Regulatory Approaches and Their Conflicts, 47 ALBANY L. REV. 741,
749-50 (1983).

44. Asnoted by one authority:

[Iln 1971, in a letter transmitting its Institutional Investor Study to
Congress, the SEC stated: “A major goal and ideal of the securities
markets and the securities industry has been the creation of a strong
central market system for securities of national importance, in
which all buying and selling interest in these securities could partici-
pate and be represented under a competitive regime.”

The SEC acknowledged that “this represented something of a shift in
the historic position of the Commission, which over many years, ex-
tending from before World War II to at least the Special Study Report
of 1963, tended to favor competing but separate markets.” The shift
was prompted not by any lessened concern over the dangers of con-
solidation, but, rather, by the deus ex machina of modern technology.
The SEC and others saw in the technological developments in com-
munications and computers a way to capture the benefits of consoli-
dation without inhibiting competition.

In 1975, Congress indicated that it agreed with the SEC, enacting the
Securities Acts Amendments of 1975, which called for the SEC to “fa-
cilitate the establishment of a national market system for securities.”
In this national market system the efforts of individual marketplaces
to achieve consolidation at the expense of other marketplaces were to
be displaced by a much grander national effort that would no longer
recognize marketplace boundaries.
Jeffry L. Davis & Lois E. Lightfoot, Fragmentation Versus Consolidation of
Securities Trading: Evidence from the Operation of Rule 19¢-3, 41 J. L. &
Econ. 209, 210-11 (1998).

The central market got nowhere in the stock markets. The SEC sought
to require a “universal message switch” that would have required customer
orders to be routed to the market with the best execution price. The agency
was unable to mandate such a system and instead agreed to the creation of
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options exchanges for many years, the SEC finally began en-
couraging the multiple trading of options on the same securi-
ties.45 Still, after the creation of the Nasdaq market the comp e-
tition between the NYSE and the NASD was even fiercers and
in later years led to criticism that the NASD had allowed its
competitive role in marketing Nasdaq to outweigh its regula-
tory responsibilities.4” In the end, the NASD was forced to sepa-
rate and spin off its regulatory body into NASD Regulation, Inc.
(“NASDR”).18

The SEC regulatory structure also increased in complexity
over the years with the introduction of other entities that have
now been designated “gatekeepers,”® such as the accountants
that certify the financial statements of public companies and
broker-dealers.s’® Accountants had maintained control over

the “Intermarket Trading System,” under which exchange specialists execute
orders at the best price available on any other exchange. This essentially
meant that specialists on the regional exchanges would have access to NYSE
quotes and could key off those quotes instead of competing separately. See
generally U.S. CONGRESS, OFFICE OF TECHNOLOGY ASSESSMENT, ELECTRONIC
BuLLs AND BEARS: U.S. SECURITIES MARKETS & INFORMATION TECHNOLOGY 47—
48 (Sept. 1990) (description of universal message switch and Intermarket
Trading System); U.S. GENERAL ACCOUNTING OFFICE, REPORT TO
CONGRESSIONAL COMMITTEES ON SECURITIES TRADING: SEC AcTION NEEDED TO
ADDRESS NATIONAL MARKET SYSTEM ISSUES (March 1990) (description of cen-
tral market system issues).

45. The SEC has been allocating options on particular stocks to the options
exchanges by lottery. It was not until 1989 that the SEC allowed options a
particular securities to be traded on more than one exchange. 3 MARKHAM, A
FINANCIAL HisTORY OF THE U.S., supra note 42, at 85. Thereafter, it sought to
encourage such trading. See Multiple Trading of Standardized Options, Ex-
change Act Release No. 34-26,870, 43 S.E.C. Docket 1498 (May 26, 1989). The
options exchanges were censured in 2000 for agreeing not to multiply list op-
tions as mandated by the SEC. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S.,
supra note 42, at 331.

46. Michael J. Simon & Robert L.D. Colby, The National Market System for
Over-the-Counter Stocks, 55 GEO. WASH. L. REv. 17 (1986) (description of de-
velopment and growth of the Nasdaq market).

47. See generally In the Matter of National Association of Securities Deal-
ers, Inc., Exchange Act Release No. 34-37,542, 62 S.E.C. Docket 1385 (Aug. 8,
1996) (describing collusion by Nasdaq market makers).

48. Id.

49. See Frank Partnoy, Barbarians at the Gatekeepers?: A Proposal for a
Modified Strict Liability Regime, 79 WAsSH. U. L.Q. 491 (2001) (discussing role
of gatekeepers and advocating liability).

50. The role of accountants was widely expanded by the adoption of the
federal securities laws. Publicly owned companies were required to publish
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their audit procedures for some time, though the SEC would
occasionally intervene’5! One concern was competition, i.e., that
corporate management would shop for the least strict auditor.
The SEC has attacked such practices52 and, further, adopted
rules that sought to assure that auditors remained independent
of their audit clients.’3 However, the independence standards
were questioned after the SEC discovered that numerous part-
ners in audit firms held stock in their audit clients.54 Consulting
operations created by accounting firms were also creating con-
flicts. As a result, the SEC acted to strengthen its independ-

certified accounting statements. The SEC also imposed auditing requirements
on broker-dealers. Reports to be Made by Certain Brokers and Dealers, 17
C.F.R. § 240.17a-5 (2002) (FOCUS report requirement).

The gatekeeper role of accountants, and their “deep pockets,” led to
efforts to impose liability under the federal securities laws when a company
unexpectedly failed during an accounting firm audit. The Supreme Court
relieved the accounting profession of liability under SEC Rule 10b-5 (17 C.F.R.
§ 240.10b-5 (2002)) based on negligence in their audits. HKEnst & Ernst v.
Hochfelder, 425 U.S. 185 (1976). Further protection was provided when the
Supreme Court rejected private rights of action for aiding and abetting on the
part of professionals such as accountants and lawyers. Central Bank v. First
Interstate Bank, 511 U.S. 164 (1994).

51. The SEC deferred for the most part to the accounting profession in
developing what are called “generally accepted accounting principles,” or
“GAAP.” 2 THomas LEE HAZEN, TREATISE ON THE LAW OF SECURITIES
REGULATION § 9.6[1] (4th ed. 2002) [hereinafter HAZEN TREATISE]. The Finan-
cial Accounting Standards Board (“FASB”), an industry group, took the lead
in developing or changing particular GAAP standards. See generally Marshall
S. Armstrong, The Work and Workings of the Financial Accounting Standards
Board, 29 Bus. Law. 145 (1974) (describing role of FASB). Regulation S-X,
however, imposed various accounting requirements in public offerings. Appli-
cation of Regulation S-X (17 C.F.R. part 210), 17 C.F.R. §§ 210.1-01 to 210.1-
02 (2002). The SEC has also adopted particular accounting standards in its
filings by rule, and issues Accounting Series Releases on matters it deems not
adequately addressed by the accounting profession.

Until recently, the American Institute of Certified Public Accountants
(“AICPA”) set “generally accepted auditing standards,” or “GAAS.” 2 HAZEN
TREATISE, supra § 9.6[1]. The SEC further assumed the authority to discipline
accountants that failed to meet what the agency deemed were appropriate
auditing standards. 17 C.F.R. § 210.102(e) (2002).

52. 2 HAZENTREATISE, supra note 51, § 9.6[1].

53. Qualifications of Accountants, 17 C.F.R. § 210.2-01(b) (2002).

54. In one large accounting firm, the SEC found that thirty-one of the top
forty-three partners held stock in audit clients. A total of 8,000 violations of
independence standards were found by partners and employees of the ac-
counting firm. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42,
at 257.
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ence standards.55> Congress also jumped on the bandwagon and
required auditors to report violations by their clients.5¢6 Most
recently, the Enron debacle and other accounting scandals
heightened regulatory concern over the role of these gatekeep-
ers.5” In the end, the Sarbanes-Oxley Act of 2002 (“Sarbanes-
Oxley”) created a Public Company Accounting Oversight Board
to oversee the auditing principles and practices of auditors.>8
Another set of gatekeepers is the Nationally Recognized Sta-
tistical Ratings Organizations (“NRSROs”), i.e., ratings agen-
cies such as Moody’s and Standard & Poor’s. The SEC gave
such organizations a quasi-official role in applying its net capi-
tal rule5’ That status, and the increasingly important role of

55. Revision of the Commission’s Auditor Independence Requirements,
Exchange Act Release No. 34-43,602, 65 Fed. Reg. 76,008 (Dec. 5, 2000).

56. Section 10A of the Securities Exchange Act of 1934 required audits to
be conducted in accordance with GAAS. Independent auditors were required
to conduct their audits in a manner that would uncover illegal activities and
to report that conduct to management and to the board of directors if man-
agement fails to act. The board of directors must then report the violative
activity to the SEC or if it fails to do so, the auditor must inform the SEC. 15
U.S.C. § 78j-1 (2000).

57. Enron Corporation was the seventh largest company on the Fortune
500 index when it failed in October 2001. After the Enron scandal, a number
of other firms were also found to have engaged in various questionable ac-
counting practices. Several energy companies were involved in “round trip”
trades that artificially increased their income by billions of dollars. Global
Crossing Ltd., a large telecommunications firm declared bankruptcy after an
accounting scandal. It was followed by WorldCom, Inc., which had improperly
booked some $7 billion in revenues. The bankruptcy of WorldCom was the
largest such event in U.S. history, superseding Enron for that dubious honor.
See Greg Hitt, Bush Signs Sweeping Legislation Aimed at Curbing Corporate
Fraud, WALL ST. J., July, 31, 2002, at A4.

58. The Public Company Accounting Oversight Board took away control of
accounting standards from the accounting profession. Accountants certifying
the financial standards of public companies are now required to register with
the Board and conform to the standards it sets. See Sarbanes-Oxley Act of
2002, §§ 101-09, Pub. L. No. 107-204, 116 Stat. 745. Some large accounting
firms had already spun off consulting services (e.g., Accenture), and immedi-
ately after this legislation IBM purchased the consulting operations of an-
other giant accounting firm. William Bulkeley & Kemba Dunham, IBM
Speeds Move to Consulting With $3.5 Billion Acquisition, WALL ST. J., July 31,
2002, at A1.

59. For example, the SEC defers to the NRSROs in determining whether a
“ready market” exists for purposes of valuing securities in inventory under its
net capital rule. See, e.g., Net Capital Requirements for Brokers and Dealers,
17 C.F.R. § 240.15¢3-1(c)(2)(vi)(E) (2002) (valuation of money instruments);
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the ratings agencies, created the impression that these entities
were gatekeepers. Although NRSROs compete with each other
for business, critics have claimed that the ratings agencies do
not fulfill their gatekeeping responsibilities due to the conflict of
interest they face, i.e., their compensation is paid by the very
companies they rates0 Sarbanes-Oxley now requires the SEC to
conduct a study of the NRSROs and to report to Congress on
any deficiencies, raising the likelihood that these gatekeepers
will be subject to regulation in the future$

Financial analysts are another class of securities sector par-
ticipants that have been elevated to gatekeeper status. The
Investment Advisers Act of 1940 first applied some regulation
to this field 62 However, Congress sought to limit this regula-
tion to those entities rendering personal advice, which excluded
publications to the general public, a distinction the SEC was
unable to discern.63 Financial analysts have also been a par-
ticularly sharp thorn in the SEC’s side. While the analysts’
product value depends to some degree on their ability to ana-
lyze the massive amounts of information influencing the value
of the stocks, the real value they added over the years was their
ability to obtain information that was not generally available to

Capital Committee of the Securities Industry Association (c/o Merrill Lynch &
Co.), SEC No-Action Letter, [1992 Transfer Binder] Fed. Sec. L. Rep. (CCH)
76,280, at 77, 051 (June 12, 1992) (“ready market” treatment for debt securi-
ties of foreign issuers).

60. See generally Frank Partnoy, The Siskel and Ebert of Financial Mar-
kets? Two Thumbs Down for the Credit Rating Agencies, 77 WAsH. U. L.Q. 619
(1999) (describing shortcomings of rating agencies). The rating agencies were
also criticized for not predicting the demise of the Enron Corporation. See
Hearings before the United States S. Comm. on Governmental Affairs, 107th
Cong. (2002) (testimony of Frank Partnoy, Professor of Law, University of San
Diego School of Law).

61. Sarbanes-Oxley Act of 2002, § 702.

62. Investment Advisors Act of 1940, 15 U.S.C. §§ 80b-1 to 80b-21 (2000).
The investment adviser is relatively new to the securities industry, having
appeared in force only after World War I. SECURITIES AND EXCHANGE
COMMISSION, INVESTMENT TRUSTS AND INVESTMENT COMPANIES, REPORT OF THE
SECURITIES AND EXCHANGE COMMISSION PURSUANT TO SECTION 30 OF THE
PusLic UtinLiTies HoLbING COMPANY AcCT OF 1935: INVESTMENT COUNSEL,
INVESTMENT MANAGEMENT, INVESTMENT FUTURE PRICES, AND INVESTMENT
ADVISORY SERVICES 3 (1939) (“The emergence of investment counselors as an
important independent occupation, or profession, did not appear until after
the close of the World War”).

63. Lowev.SEC, 472 U.S. 181, 211 (1985).
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the public. The SEC’s mandate was full disclosure, but the
agency wanted such disclosure only on its terms, prompting it
to bring an insider trading case against an analyst that sold out
his institutional clients when he learned of a massive fraud at
Equity Funding, a company he had been following.6¢ The Su-
preme Court threw out the case$’ but the SEC remained con-
cerned with the role of financial analysts.66 Selective disclosure
given to analysts by corporate officials was an informational
advantage at which the SEC balked, and subsequently pro-
scribed under Regulation FD 67

Denied this informational advantage as a product to sell, ana-
lysts were left to tout stocks like snake oil salesmen.s8 This led
to scandal when it was discovered that Henry Blodget, an ana-
lyst at Merrill Lynch, had been publicly praising one stock
while describing it as a “piece of junk” in an internal email.

64. Mitchell C. Lynch, Security Analysis and the Law, WALL ST. J., Sept.
15, 1978, at 16.

65. Dirksv. SEC, 463 U.S. 646 (1983).

66. Broker-dealers are required to maintain a “Chinese Wall” (an “inviola-
ble wall” for the politically correct) between the analysts and the underwriting
arms of the firm. Restricted lists are also used to assure that analysts do not
have access to non-public nformation. See generally David A. Lipton &
Robert B. Mazur, The Chinese Wall Solution to the Conflict Problems of Secu-
rities Firms, 50 N.Y.U. L. REV. 459 (1975).

67. General Rule Regarding Selective Disclosure, 17 C.F.R. § 243.100
(2002). This regulation seems to be based on a bit of twisted government
logic, i.e., full disclosure to everyone at the same time or no disclosure to any-
one. In the apparent view of the SEC, it is better that the market not receive
information that will more efficiently value a company unless everyone has
the information at precisely the same time. The SEC should be encouraging
information flows, not discouraging access by professionals who will be paid
for ferreting out material information, analyzing it, and disseminating it to
the market through their clients. See generally Jerry Duggan, Regulation FD:
SEC Tells Corporate Insiders to “Chill Out,” 7 WASH. U. J.L. & PoLricy 159
(2001) (criticizing Regulation FD).

68. Mary Meeker, an analyst at Morgan Stanley, was given the title of
“queen of the net” for hyping IPO internet stock offerings that her firm was
underwriting. JOHN CASSIDY, DOT.CON, THE GREATEST STORY EVER SOLD 206-
17 (2002). See also generally Randall Smith & Susanne Craig, Will Grubman
Case Tone Down the Exaggeration by Analysts?, WALL ST. J., Sept. 24, 2002, at
C1. Jack Grubman, an analyst at Salomon Smith Barney, was alleged to have
pumped telecommunications stocks so that his firm could obtain their under-
writing business. Charles Gasparino, Salomon’s Grubman Resigns: NASD
Finds “Spinning” at Firm, WALL ST. J., Aug. 16, 2002, at Al; Charles Gas-
parino, Salomon Agrees to Settle Stock-Hype Case, WALL ST. J., Sept. 24, 2002,
at C1.
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Merrill Lynch was fined $100 million after this was discov-
ered$ The fine was imposed by Eliot Spitzer, the New York
State Attorney General, whose recent crusades provide evidence
of another layer of regulation in the securities industry.”0 Fi-
nally, Sarbanes-Oxley sought to further separate the analysts
from their investment banking associates and gave the SEC
authority to adopt rules for that purpose’® The SEC, thereaf-
ter, began examining proposals to require analysts to be inde-
pendent of their investment banking colleagues.”
Sarbanes-Oxley added still another gatekeeper, as the SEC
was given authority to issue rules setting forth standards of
conduct for attorneys advising public comp anies.’s Attorneys
are now required to report violations of securities laws, inter
alia, to a board committee composed entirely of outside direc-
tors if the company fails to take corrective action.’* This means
that lawyers are now policemen and not just advisors.’> More-
over, the reference to outside directors is further evidence of yet
another gatekeeper — the outside director himself.’6 The SEC
has long attempted to strengthen the role of these directors, to

69. Patrick McGeehan, E-Mail Gaps May Mean Fines for Big Firms, N.Y.
TIMES, Aug. 2, 2002, at C1.

70. See infra note 429 and accompanying text.

71. See Sarbanes-Oxley Act of 2002, § 501, Pub. L. No.107-204, 116 Stat.
745 (2002).

72. Michael Schroeder, SEC to Consider Step in Analysts’ Independence,
WALL ST. J., Sept. 9, 2002, at C7.

73. The SEC adopted the Final Rule: Implementation of Standards of Pro-
fessional Conduct for Attorneys, Exchange Act Release Nos. 33-8185, 34-
47,276, 17 C.F.R. Part 205 (S.E.C. Jan. 29, 2003), available at
www.sec.gov/rules/final/33-8815.htm.

74. 17 C.F.R. § 205.3(b)(3); Sarbanes-Oxley Act of 2002, § 307.

75. Such a role for lawyers had been rejected many years ago. A scandal at
the National Student Marketing Corporation resulted in a drive by the SEC to
punish lawyers representing companies violating the federal securities laws.
See Stan Crock, SEC to Consider Rule Requiring Lawyers to Disclose Fraud
by Corporate Clients, WALL ST. J., Aug. 3, 1978, at 5 (American Bar Associa-
tion asserts that lawyers are advisors and not policemen). However, the SEC
later rejected a proposal that would have required corporate lawyers to report
management wrongdoing to the board of directors and to the SEC. See SEC
Rejects Bid to Force Firms’ Lawyers to Tell Boards of Employee Wrongdoing,
WALL ST. J., May 1, 1980, at 4 (SEC defers to ABA on this issue).

76. The NYSE has also ruled that outside directors must constitute a ma-
jority of the board of directors of publicly owned corporations listed on the
exchange. Gaston Ceron, Deals & Deal Makers: NYSE to Firm Governance,
Add Trading Floor, WALL ST. J., Aug. 2, 2002, at C5.
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the point of seeking to require all but one director to be inde-
pendent of management, thereby leaving the running of a com-
pany in the hands of those unfamiliar with its day-to-day opera-
tions.”” Finally, various “whistleblower” statutes seek to protect
employees reporting misconduct.’s One such employee achieved
fame for reporting Enron’s questionable accounting practices to
senior management before they became publicly known.”™ Sar-
banes-Oxley enshrines her act into legislation by requiring pub-
lic corporations to adopt procedures to encourage such whistle-
blowing .8

If all of these gatekeepers and regulators are not enough,
there are still real gorillas to contend with — the private attor-
neys general bringing class action lawsuits under the federal
securities laws.81 As corporate America was drowning in a mo-

77. See Burt Schorr, Board Breakup, Corporate Directors Scored for Lax
Scrutiny of Managements’ Acts, WALL ST. J., Apr. 10, 1978, at 1 (describing
efforts by SEC to make corporate board more independent of management).
In 1978 the NYSE began requiring its listed companies to have an audit com-
mittee composed of outside directors. Peter F. Drucker, The Real Duties of a
Director, WALL ST. J., June 1, 1978, at 20. An SEC Chairman went so far as to
advocate that management should have only one slot on the board of directors.
Management Should Fill Only One Seat on of Firms’ Board of Directors, W ALL
ST. d., Jan. 19, 1978, at 3. The SEC Chairman soon had to backtrack from
this wild proposal. Letters to the Editor, WALL ST. J., Nov. 2, 1978, at 22.
Compare, Joann S. Lublin, Outsiders In, Firms Add More Independent Direc-
tors, But Finding Doing So Can Mean Headaches, WALL ST. J., May 26, 1978,
at 38 (describing shortcomings of outside directors), with, Joann S. Lublin,
How CEOs Retire in Style, WALL ST. J., Sept. 13, 2002, at Bl (describing
twenty-four years later lucrative compensation given to executives after nego-
tiation with independent directors). See generally SEC Report Warns Outside
Directors of Duty to Investors, WALL ST. J., Jan. 18, 1978, at 3 (outside direc-
tors should have called board meeting to challenge management disclosures or
should have resigned).

78. See, e.g., 5 U.S.C. § 2301(b)(9) (2000) (federal whistleblower statute);
Ky. REV. STAT. ANN. § 61.102 (2002) (state whistleblower statute). The Cali-
fornia Senate has passed a bill that would require corporate officers to report
accounting abuses to the attorney general. Robert Salladay, “Snitch” Bill
Passed by State Senate, S.F. CHRON., June 21, 2002, at A17.

79. See Newsmakers, HOUSTON CHRONICLE, May 22, 2002, at A2. Sherron
Watkins honored for disclosing questionable accounting practices at Enron to
the Company’s Chief Executive Officer, Ken Lay. She did not report the prob-
lem to any regulator. Id.

80. Sarbanes-Oxley Act of 2002, § 806, Pub. L. No.107-204, 116 Stat. 745.

81. Broker-dealers might be viewed either as gatekeepers or as a part of
the SRO structure. Broker-dealers are required to register with the SEC (15
U.S.C. § 780 (2000)) and to supervise their employees (15 U.S.C. §
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rass of litigation from these plaintiffs, efforts to curb some of
the worst abuses led to the passage of the Private Securities
Litigation Reform Act of 1995.82 Nonetheless, the amount of
litigation only increased 3 Additional pressure was coming from
an increasingly active Justice Department that had created
special units in several of its U.S. Attorney offices to prosecute
securities violators. Sarbanes-Oxley furthers that effort by in-
creasing criminal penalties for violations of the federal securi-
ties laws to draconian levels.8¢ Another phenomenon of recent
years has been the attorney general “wolf packs” that are a-
tacking businesses, including Microsoft and the tobacco comp a-

780(b)(4)(E), (G)(ii) (2000)). See also Bevis Longstreth, Duty to Supervise is
Critical to Effective Self-Regulation, NAT. L.J., May 16, 1983, at 24. Broker-
dealers are also subject to the rules of the exchanges of which they are mem-
bers and to the rules of NASDR. Adoption of Rules under Section 15(b)(10) of
the Securities Exchange Act of 1934, Exchange Act Release No. 34-8135
[1966-1967 Transfer Binder] Fed. Sec. L. Rep. (CCH) q 77,459, at 82,890 (July
27,1967).

82. Private Securities Litigation Reform Act of 1995, Pub. L. No. 104-67,
109 Stat. 737. The abuses in litigation included the use of “professional plain-
tiffs” to bring class action lawsuits and the routine filing of lawsuits whenever
there was a significant change in the price of a stock. Jordan Eth & Daniel S.
Drossman, The Private Securities Litigation Reform Act: Five Years Young, 34
Sec. & Commodities Reg. 153, 153 n.3 (July 2001). See generally Richard M.
Phillips & Gilbert C. Miller, The Private Securities Litigation Reform Act of
1995: Rebalancing Litigation Risks and Rewards for Class Action Plaintiffs,
Defendants and Lawyers, 51 Bus. Law. 1009 (1996) (describing abuses). The
Private Securities Litigation Reform Act of 1995 was avoided by bringing class
actions in state court. See Private Securities Litigation Reform Act of 1995,
Pub. L. No. 104-67, 109 Stat. 737. The Securities Litigation Uniform Stan-
dards Act of 1998, Pub. L. No. 105-353, 112 Stat. 3227, sought to plug that
loophole, but another gap was found. See Joshua D. Ratner, Shareholders’
Holding Claim Class Actions Under State Law After the Uniform Standards
Act of 1998, 68 U. CHI. L. REv. 1035 (2001).

83. Critics claim that reform efforts to curb abusive litigation have had
little effect. Id. Compare Common Sense Legal Reform Act, Hearings on H.R.
10 Before the Subcomm. on Telecomm. and Fin. of the House Comm. on Com-
merce, 104th Cong., 73-86 (1995) (testimony of William S. Lerach, partner,
Milberg Weiss Bershad Hynes & Lerach) (statistics suggesting that there was
no inordinate increase in the number of class action lawsuits involving securi-
ties claims), with CORNERSTONE RESEARCH, POST REFORM ACT SECURITITES
CASE SETTLEMENTS, 2001: A YEAR IN REVIEW (2002). This study by the Stan-
ford Law School Securities Class Action Clearing House and Cornerstone Re-
search found a 60% increase over 2000 in the number of class actions filed.
The companies who were defendants in those actions lost more than $2 tril-
lion in market capitalization after those suits were filed. Id.

84. See Sarbanes-Oxley Act of 2002, § 1106.
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nies, on a national scale, thereby setting their own national
regulatory policies.s5

D. Commodity Futures and Options

Like the securities sector, the regulation of commodity fu-
tures trading was cordoned off from other parts of the financial
services industry. That decision was again the result of history,
rather than the implementation of a measured economic theory
of regulatory competition. In response to the agricultural reces-
sion that followed World War I, Congress enacted the Futures
Trading Act of 1921, which was then declared unconstitutional
by the Supreme Court as an impermissible use of the congres-
sional taxing powers.$” A manipulation of grain prices occur-
ring just a few days after the Supreme Court’s decision, how-
ever, convinced Congress that regulation was needed$ and it
passed the Grain Futures Act of 192280 under its commerce
powers. This legislation was upheld as constitutional by the
Supreme Court.2

The Grain Futures Act required commodity futures trading to
be conducted on organized exchanges, such as the Chicago
Board of Trade, which would register with the government as
“contract markets.”! The goal was to stop “bucket shop” opera-

85. See Michael Freedman, Wall Street’s Worst Nightmare, FORBES, Aug.
12, 2002, at 44 (describing tactics of attorney general wolf packs and noting
that Alabama securities administrator wants to pursue Wall Street); Russell
Gold & Andrew Caffrey, United Crimebusters, WALL ST. J., Aug. 1, 2002, at B1
(describing attorney general network). The Connecticut Supreme Court re-
cently held that the state attorney general did not have standing to bring
action to correct wrongs wherever they might be found. Blumenthal v. Bar-
nes, 804 A.2d 152 (Conn. 2002). Eliot Spitzer, the New York Attorney Gen-
eral, has been particularly aggressive in attacking businesses in order to gar-
ner publicity for himself. See infra note 429 and accompanying text.

86. Futures Trading Act, ch. 86, 42 Stat. 187 (1921). This legislation was
preceded by an intensive study of the grain markets by the Federal Trade
Commission (“FTC”), which found numerous abuses. 1-7 FED. TRADE COMM'N,
REPORT OF THE FED. TRADE COMM’'N ON THE GRAIN TRADE (1920-1921).

87. Hill v. Wallace, 259 U.S. 44, 71 (1922).

88. H.R.REP. No. 67-1095, at 2 (1922).

89. Commodity Exchange Act (Grain Futures Act), ch. 369, 42 Stat. 998
(1922) (codified as amended at 7 U.S.C. §§ 1-25 (2000)).

90. Board of Trade v. Olsen, 262 U.S. 1, 42 (1923).

91. Grain Futures Act, ch. 369, §§ 5—7, 42 Stat. 998, 1000 (1922).
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tions that were fleecing unsuspecting investors®? and to provide
some regulatory controls that would halt the manipulation of
agricultural commodity prices that all too often roiled the mar-
kets.93 The Act was administered by the Grain Futures Ad-
ministration, an agency within the Department of Agriculture 94
It proved to be unsuccessful in stopping manipulations or pre-
venting devastation in the agricultural community during the
Great Depression, when prices dropped to unprecedented
lows.9

President Roosevelt added to his call for regulation of the se-
curities markets a request for legislation to regulate the futures
markets.% History intervened to assure that such regulation

92. Bucket shops accepted customer orders and funds but did not execute
the orders on any exchange. Rather, they simply bet the customer would lose
and kept the customer’s funds in such an event. If the customers won too
much, the bucket shop would fold its operations and move to a new location.
JOHN HILL, JR.,, GOLD BRICKS OF SPECULATION 37-39 (1904). The Supreme
Court had already provided an effective means for stopping the bucket shops,
i.e., shutting off the quotations from the legitimate exchanges on which the
bucket shop operators relied for their trading. See Board of Trade v. Christie
Grain & Stock Co., 198 U.S. 236, 252—-53 (1905) (upholding cutting off quota-
tions to the operations of C.C. Christie, the “Bucket Shop King”).

93. Price manipulations were occurring on a monthly basis on the Chicago
Board of Trade. See Jerry W. Markham, Manipulation of Commodity Futures
Prices — The Unprosecutable Crime, 8 YALE J. ON REG. 281 (1991) [hereinafter
Markham, Manipulation]. The traders conducting manipulations became
legends. See Leon Kendal, The Chicago Board of Trade and the Federal Gouv-
ernment: A Study in their Relationship, 1848 to 1952, at 56 (Masters Thesis,
Ind. U. School of Bus. 1956) (on file with author) (“The feats of Leiter, Armour,
Patten, and others in cornering the markets are legends of American com-
merce.”).

94. GEORGE WRIGHT HOFFMAN, FUTURE TRADING UPON ORGANIZED
CoMMODITY MARKETS IN THE UNITED STATES 372 (1932). The Grain Futures
Administration was subject to oversight by a commission composed of the
Secretary of Commerce, the Secretary of Agriculture and the Attorney Gen-
eral. Grain Futures Act, ch. 369, § 6, 42 Stat. 998, 1001 (1922).

95. By 1932, wheat prices were at a three-hundred-year low, and a bushel
of corn cost less than a pack of chewing gum. Wheat’s Plunge to a 300 Year
Low, THE LITERARY DIGEST, Nov. 12, 1932, at 6.

96. The President’s message stated that:

It is my belief that exchanges for dealing in securities and commodi-
ties are necessary and of definite value to our commercial and agri-
cultural life. Nevertheless, it should be our national policy to restrict,
as far as possible, the use of these exchanges for purely speculative
operations.
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would be separately conducted. The agricultural committees in
Congress had jurisdiction over the commodity exchanges, while
the banking committees controlled securities matters. Neither
would cede authority to the other. The agricultural committees
acted somewhat more slowly than the banking committees and
were unable to pass legislation until 1936. The result, the
Commodity Exchange Act of 1936,97 continued much of the leg-
islative approach of the Grain Futures Act. The name of the
Grain Futures Administration was changed to the Commodity
Exchange Authority, which was still subject to oversight by the
same three cabinet officials (“Commodity Exchange Commis-
sion”).?¢8 The analogue to the securities broker-dealer in the
commodity futures business is the futures commission mer-
chant (“FCM”). These firms were required to register as such
with the government under the Commodity Exchange Act? and
to segregate customer funds into trust accounts.!00 Option trad-
ing was prohibited on regulated commodities.101

Manipulation of commodity prices was also prohibited — but
that term was not defined in the Commodity Exchange Act of
1936, and the government proved unable to stop such prac-
tices.102 Scandals in commodity options on unregulated com-
modities in the early 1970s raised concern in Congress,13 and
the incredible inflation in commodity prices during that period

I therefore recommend to the Congress the enactment of legislation
providing for the regulation by the Federal Government of the opera-
tions of exchanges dealing in securities and commodities for the pro-
tection of investors, for the safeguarding of values, and so far as it
may be possible for the elimination of unnecessary, unwise, and de-
structive speculation.

H.R. REP. No. 74421, at 2 (1935) (emphasis added).

97. Commodities Exchange Act of 1936, ch. 545, 49 Stat. 1491 (1936) (codi-
fied as amended in scattered sections of 7 U.S.C.).

98. JERRY W. MARKHAM, THE HISTORY OF COMMODITY FUTURES TRADING AND
ITS REGULATION 27 (1987) [hereinafter MARKHAM, HISTORY OF COMMODITY
FuTURES TRADING].

99. 7U.S.C. § 6f(a) (2000).

100. 7U.S.C. § 6d (1990).

101. 7U.S.C. § 6¢(b) (2000).

102. See Markham, Manipulation, supra note 93, at 313-23 (describing
unsuccessful government actions against manipulative activities in the fi-
tures markets).

103. Seeinfra notes 146—57 and accompanying text.



File: Markham Base Macro Final.doc Created on: 3/20/2003 5:05 PM Last Printed:4/28/2003 11:31 AM

2003] FINANCIAL REG. IN U.S., UK., & JAPAN 341

also led to calls for additional legislation.104¢ It came in the form
of the Commodity Futures Trading Commission Act of 1974,105
which carried forward the provisions of the Commodity Ex-
change Act and created the CFTC. The agency was given exclu-
sive jurisdiction over the trading of commodity futures and
commodity options on all commodities.1%6 Moreover, the CFTC
was given increased enforcement powers, 197 and the regulatory
reach of the Commodity Exchange Act was expanded to include
commodity trading advisors, commodity pool operators, and as-
sociated persons of futures commission merchants.108

III. DISTINCTIVE REGULATION DEVELOPS BETWEEN SECURITIES
AND FUTURES

During the first forty years of its existence, the SEC found lit-
tle reason to compete with the Commodity Exchange Authority
(“CEA”), as commodity futures and securities operated more or
less independently. Indeed, while considering the adoption of
the Commodity Exchange Act of 1936, Congress found that
some large speculators had transferred their manipulative ac-
tivities from the stock markets to the grain exchanges in order
to escape regulation under the Securities Exchange Act of
1934.109 SEC Chairman William O. Douglas, therefore, sought
further regulation of grain speculators, especially those dealing
in puts and calls.11© President Roosevelt responded by asking
his Secretary of Agriculture, Henry Wallace, to take action

104. Seeid.

105. Commodity Futures Trading Commission Act of 1974, Pub. L. No. 93-
463, 88 Stat. 1389 (codified in scattered sections of 7 U.S.C.).

106. 7U.S.C. § 2 (2000).

107. Commodity Futures Trading Commission Act of 1974, Pub. L. No. 93-
463, 88 Stat. 1389 (codified in scattered sections of 7 U.S.C.).

108. 7 U.S.C. § 6k (2000) (associated person registration requirement); 7
U.S.C. § 6n (2000) (commodity trading advisor and pool operator registration
requirement).

109. MARKHAM, HISTORY OF COMMODITY FUTURES TRADING, supra note 98, at
25. At least one large and vicious speculator crossed over the other way, i.e.,
from the commodity exchanges to the stock markets during the 1920s. This
individual, Arthur Cutten, was involved in numerous commodity manipula-
tions before moving his activities and operating on an even grander scale in
the securities markets. Id. at 26.

110. See 2 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 15, at
143.
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against the commodity exchanges.l1? Wallace refused to do so,
viewing the SEC’s concern as mere pretense, cloaking a power
grab by the very ambitious Douglas.112

The regulatory structures governing securities and commod-
ity futures were thus allowed to develop separately and distinc-
tively. While the cornerstone of SEC regulation is full disclo-
sure to the public in securities offerings, there is no comparable
concept in the Commodity Exchange Act of 1936. The SEC was
also given authority to enforce margin requirements for securi-
ties set by the Federal Reserve Board, a device Congress con-
cluded would curb speculation and avoid the diversion of scarce
credit into such activities.l13 The CEA, on the other hand, pos-
sessed no such authority and had informed Congress during the
hearings on the Commodity Exchange Act of 1936 that such
authority was not needed. Rather, the CEA wanted to impose
limits on the amount of trading that could be conducted by the
large speculators, who at the time were the principal perpetra-
tors of market manipulations.l* Such authority was granted by
Congress in the Commodity Exchange Act of 1936.115 The SEC
had no comparable power. Although the CEA changed its posi-
tion not long afterward and sought authority to control margins
as well — after its position limits proved ineffective in curbing
price rises in commodity markets — Congress refused to grant
the CEA this powerl16 Margins on futures were considered a

111. Id.

112. Id. at 225.

113. 15 U.S.C. § 78g (2000). Margin requirements are set under Federal
Reserve Board Rules, the most prominent of which is Regulation T. Credit by
Brokers and Dealers, 12 C.F.R. §§ 220.1-220.18 (2002). The Federal Reserve
Board changed margin requirements some twenty-five times after the adop-
tion of the Securities Exchange Act of 1934 in order to squelch speculation in
the case of increases or to ease access to the market during downturns. To-
day, most actively traded stock is subject to a margin requirement of 50%. 23
MARKHAM & HAZEN, supra note 35, §§ 3.01-3.02.

114. See Jerry W. Markham, Federal Regulation of Margin in the Commod-
ity Futures Industry — History and Theory, 64 TEMP. L. REV. 59, 69-71, 71
n.60 (1991) [hereinafter Markham, Federal Regulation of Margin).

115. See 7 U.S.C. § 6a(c) (2000) (authorizing position limits for speculators
and exempting “bona fide” hedging from their application). See also generally
United States v. Cohen, 448 F.2d 1224 (2d Cir. 1971) (speculative limit viola-
tions); Kent v. Hardin, 425 F.2d 1346 (5th Cir. 1970); Goodman v. Benson, 286
F.2d 896 (7th Cir. 1961).

116. Markham, Federal Regulation of Margin, supra note 114, at 71-80.
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device to protect the exchanges and futures commission mer-
chants from customer defaults, rather than a credit allocation
issue or a means to control speculation.l” Congress thought
that the commodity exchanges were in a better position than
the government to assure that margin levels were adequate for
their protection.118

Although both agencies had antifraud provisions to adminis-
ter, the Commodity Exchange Act provision was more narrowly
focused and was never gven the expansive interpretation g-
plied to Section 10(b) of the Securities Exchange Act of 1934.119
That section was the most broadly applied of the antifraud pro-
visions administered by the SEC; it was pursuant to that sec-
tion that the SEC adopted Rule 10b-5.120 The rule applies to all
securities transactions, and the SEC has used this authority to
create entire regulatory programs, the most famous being its
insider trading prosecutions.’2t Demonstrating the flexibility of
Rule 10b-5, the SEC’s insider trading program was not begun
until over a quarter of a century after the agency was created,
and almost twenty years after the adoption of the rulei2z Al-
though sometimes likened to Section 10(b) of the Securities Ex-
change Act of 1934, Section 4b of the Commodity Exchange Act
of 1936123 was limited to specific fraudulent practices made in

117. Id.

118. Id. at 76. This did not stop the government from jawboning and
threatening the commodity exchanges with more regulation if they did not
increase margins during periods of major price increases. Id. at 80.

119. 15 U.S.C. § 78j(b) (2000).

120. Employment of Manipulative and Deceptive Devices, 17 C.F.R. §
240.10b-5 (2002).

121. 2 HAZEN TREATISE, supra note 51, § 12.3[2] (describing adoption and
expansion of the application of Rule 10b-5). The SEC has not been shy in
creating substantive regulation through litigation in other areas, such as
questionable payments to foreign government officials in order to obtain busi-
ness. ROBERTA S. KARMEL, REGULATION BY PROSECUTION: THE SECURITIES AND
EXCHANGE COMMISSION VS. CORPORATE AMERICA 153—159 (1982).

122. Rule 10b-5 was adopted in 1942. Employment of Manipulative and
Deceptive Devices, 17 C.F.R. § 240.10b-5 (2002). The SEC did not prosecute
insider trading under this rule until 1961. See In the Matter of Cady, Roberts
& Co., 40 S.E.C. 907 (1961). Even then, Rule 10b-5 did not receive much at-
tention for insider trading purposes for another seven years, when it was
given its most expansive interpretation in SEC v. Texas Gulf Sulphur Co., 401
F.2d 833 (2d Cir. 1968), cert. denied, sub nom., Coates v. SEC, 394 U.S. 976
(1969).

123. 7U.S.C. § 6b (2000).
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connection with futures traded on contract markets.12¢ There
was no interest by commodity regulators in creating an insider
trading program in the futures industry.125

Additional disparities existed in the two regulatory schemes.
A cornerstone of SEC broker-dealer regulation became the
suitability requirement, i.e., a broker-dealer may not recom-
mend securities to a customer that are unsuitable in light of the
customer’s own particular financial circumstances and objec-
tives126 — a doctrine that the SEC created out of whole cloth.127
The CEA, on the other hand, invented no comparable regula-
tory concept. The Commodity Exchange Act of 1936 prohibited
over-the-counter dealings in commodity futures; the contract
markets were given a monopoly on such transactions, at least

124. The Supreme Court has casually compared Section 4b in the Commod-
ity Exchange Act with Section 10(b) of the Securities Exchange Act of 1934.
See Merrill Lynch, Pierce Fenner & Smith Inc. v. Curran, 456 U.S. 353
(1982). But in fact, the language and application of Section 4b has been more
narrowly focused, i.e., it applies only to commodity futures trading on contract
markets. See 13 JERRY W. MARKHAM, COMMODITIES REGULATION: FRAUD,
MANTPULATION & OTHER CLAIMS §§ 1.01-1.08 (2001) [hereinafter MARKHAM,
FRAUD, MANIPULATION & OTHER CLAIMS] (describing judicial decisions inter-
preting Section 4b). The CFTC did adopt antifraud rules for other products
such as commodity options (17 C.F.R. § 32.9 (2002)), foreign futures contracts,
(17 C.F.R. § 30.9 (2002)), and leverage contracts, Fraud in Connection with
Certain Transaction in Silver or Gold Bullion or Bulk Coins, or Other Com-
modities, 17 C.F.R. § 31.3 (2002). The CFTC had tried to model its commodity
options rule after SEC Rule 10b-5, but was forced to retreat in the face of in-
dustry opposition. The CFTC did keep Rule 10b-5 language in its antifraud
rule for leverage contracts. 13 MARKHAM, FRAUD, MANIPULATION & OTHER
CLAIMS, supra, § 2.08.

125. See discussion infra notes 169—71 and accompanying text.

126. See generally Lewis D. Lowenfels & Alan R. Bromberg, Suitability in
Securities Transactions, 54 Bus. Law. 1557 (1999) (describing suitability doc-
trine).

127. The suitability doctrine was borrowed from the NYSE’s “know your
customer” rule. The exchange rule sought to protect member firms from un-
scrupulous “freeriding” customers that bought stock and paid only if the stock
price increased. The SEC turned that concept on its head and imposed the
suitability obligation on broker-dealers as a customer protection measure.
This was done under the SEC’s “shingle” theory, which posits that, in hanging
out its shingle, a broker-dealer represents to the public that the broker-dealer
is a professional and customers may rely on that expertise for suitable rec-
ommendations. See generally 23A MARKHAM & HAZEN, supra note 35, § 9.01
(describing basis of suitability doctrine).
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for the “regulated” commodities.’28 The SEC, in contrast, regu-
lated a broad-based over-the-counter market29 and imposed
affirmative obligations on market makers and exchange special-
ists to make a “fair and orderly” market, i.e., a market that was
not volatilel30 No such requirement was imposed on the floor
traders on the commodity exchanges. Instead, trading was con-
ducted in an auction-style open outcry system in which traders
could participate, or not, as they chose.131

SEC regulation was paternalistic in other ways. It imposed a
duty of supervision on broker-dealers that required them to af-
firmatively supervise their employees with a view toward pre-
venting violations.132 The CEA, in contrast, imposed no such
obligation on futures commission merchants.133 However, the

128. 7 U.S.C. § 7 (2000). See generally Jerry W. Markham, The Commodity
Exchange Monopoly — Reform is Needed, 48 WasH. & LEE L. REv. 977 (1991)
[hereinafter Markham, The Commodity Exchange Monopoly] (describing ill
effects of the commodity exchange trading requirement).

129. This is not to suggest that the SEC was without sin. It allowed the
NYSE to enforce a rule against its members that prohibited trading of listed
stocks except through the exchange. This gave rise to the “third” and “fourth”
markets in listed stocks by non-members. The SEC tried to hack away at the
rule by prohibiting its application to trading on other exchanges and then to
newly listed securities. Finally, the NYSE capitulated and repealed the rule
in 1999. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 332.

130. 15 U.S.C. § 78k(b) (2000). See Shultz v. SEC, 614 F.2d 561, 563-64
(7th Cir. 1980) (describing market-making obligations). The Nasdaq market
uses competitive market makers, while the stock exchanges use the specialist,
but both have affirmative market-stabilizing obligations. 23A MARKHAM &
HAZEN, supra note 35, § 10.01 (describing market making obligations).

131. See Markham, Manipulation, supra note 93, at 363—76 (comparing
market-making obligations on commodity and security exchanges). Block
positioning was encouraged in the securities industry, but was prohibited in
the futures markets. Id. at 374.

132. See generally Lewis D. Lowenfels & Alan R. Bromberg, Broker-Dealer
Supervision: A Troublesome Area, 25 SETON HALL L. REV. 527 (1994) (describ-
ing supervisory duty).

133. The Commodity Exchange Act of 1936 did impose liability on futures
commission merchants for the acts of their agents. 7 U.S.C. § 2a (2000).
There was no comparable provision in the federal securities laws, but the SEC
claimed that such liability was appropriate even without authorizing legisla-
tion. Compare Hollinger v. Titan Capital Corp., 914 F.2d 1564 (9th Cir. 1990)
(overruling en banc an earlier decision that had rejected respondeat superior
liability) and Myzel v. Fields, 386 F.2d 718 (8th Cir. 1967) (rejecting agency
liability), with, e.g., Fey v. Walston & Co., 493 F.2d 1036 (7th Cir. 1974) (ap-
plying respondeat superior liability). The SEC did have the authority to sanc-
tion controlling persons. 15 U.S.C. § 78t(a); 15 U.S.C. § 770 (2000). That
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CEA did have a large trader reporting system, a power that the
SEC did not receive until 1990.:3¢ The CEA required large trad-
ers to file a report disclosing the identity of the trader and any
affiliates or entities under common control. The size of the
trader’s position was then monitored by the CEA to assure that
the trader posed no danger to the market.135

Though the securities and commodity futures regulatory
schemes differed, no one really noticed before the 1970s. The
product mix of the two industries was such that, aside from
some mobile speculators, there was little overlap between com-
modity and futures trading.136 The situation began to change
dramatically as inflation heated the economy during the Viet-
nam War.137 The resulting price hikes turned investors’ atten-
tion toward inflation hedges such as gold and silver. The re-
moval of restrictions on trading allowed these metals to be the
subject of commodity futures trading. Similarly, President
Nixon’s removal of the U.S. from the gold standard and out of
the International Monetary Fund’s fixed rate currency regime
led to fluctuating exchange rates that provided a basis for cur-
rency trading.138

power was not added to the Commodity Exchange Act until 1982. 7 U.S.C §
13¢(b) (2000).

134. This authority was given to the SEC by the Market Reform Act of 1990,
§ 3, Pub. L. No. 101-432, 104 Stat. 963 (amending 15 U.S.C. § 78m(h)). The
SEC proposed a rule implementing this authority. See Large Trader Report-
ing System, Exchange Act Release No. 34-33,608, 59 Fed. Reg. 7917 (Feb. 17,
1994). However, it has not been adopted.

135. See generally In the Matter of International Futures Corp., Comm. Fut.
L. Rep. CCH) 9 27,993 (C.F.T.C. 2000) describing prior violations of CEA
large trader reporting requirements), aff'd, without opinion, Commodity Fu-
tures Trading Comm’n v. Hunt, 559 F.2d 1224 (7th Cir. 1977).

136. Broker-dealers engaging in securities activities often had separate
departments that conducted commodity futures trading for customers. This
required dual registration under the Commodity Exchange Act of 1936 and
the Securities Exchange Act of 1934.

137. The inflation that occurred in the 1970s led to many “hard” money
investment programs that would inflate with the economy. See 3 MARKHAM, A
FINANCIAL HisTORY OF THE U.S., supra note 42, at 61 (describing these pro-
grams).

138. See generally LEO MELAMED & BOB TAMARKIN, ESCAPE TO THE FUTURES
(1996) (describing creation of futures markets on currency).
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Price volatility also led the commodity exchanges to consider
commodity futures trading on interest rates and stock prices.!39
A committee of the Chicago Board of Trade began to explore
whether commodity futures trading principles could be applied
to stocks. The result was the CBOE.140 Prior to the creation of
the CBOE, stock options were sold only on a limited basis in the
over-the-counter market. The CBOE introduced a commodity
futures concept of trading standardized options contracts on an
exchange floor. This standardization, along with the introduc-
tion of a clearing house, the Options Clearing Corporation
(“OCC”), created a secondary market in options. The CBOE
trading floor borrowed from both the securities and commodity
exchanges. Instead of a specialist, competing market makers
were used to create liquidity in an open outcry system like that
on the commodity exchanges.!4!

The SEC asserted regulatory control over the CBOE under
the provisions of the Securities Exchange Act of 1934,142 and
also became involved in the regulation of over-the-counter
commodity options. A loophole in the Commodity Exchange Act
of 1936 allowed options trading on “unregulated” commodities,
such as sugar, coffee, and silver. Harold Goldstein, a twenty-six
year old commodity trader discovered this and built one of the
largest brokerage firms almost overnight through the sale of
“naked” options, not backed by anything other than the dubious
credit of Goldstein’s firm, Goldstein, Samuelson. However, in-
creasing prices resulted in customer gains that Goldstein could
not cover. The SEC shut down his and similar options firms by
claiming that these contracts were securities.!3 State securities

139. For a description of these events, see 3 MARKHAM, A FINANCIAL HISTORY
oF THE U.S., supra note 42, at 42—43.

140. Board of Trade of the City of Chicago v. SEC, 677 F.2d 1137, 1140 n.2
(7th Cir. 1982), vacated as moot, 459 U.S. 1026 (1982).

141. See Markham & Gilberg, supra note 43, at 743—45 (describing the
CBOE trading system).

142. 15 U.S.C. § 78i(b) (2000). A court later noted that, if the CFTC had
been in existence when the CBOE was created, the CFTC, rather than the
SEC, would have had jurisdiction. Board of Trade of the City of Chicago, 677
F.2d at 1140 n.2.

143. See, eg., SEC v. Commodity Options Int’l, Inc., 553 F.2d 628 (9th Cir.
1977); SEC v. American Commodity Options Exch., Inc., 546 F.2d 1361 (10th
Cir. 1976).
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administrators aided the SEC in these efforts, and Goldstein
was finally jailed.!44

The Goldstein, Samuelson debacle caused concern in Con-
gress, as did the large jump in commodity prices during this
period.45 Congressional hearings found fault with the CEA’s
deference to the commodity exchanges,46 and Congress con-
cluded that new legislation was needed to close the regulatory
gap in the Commodity Exchange Act that had allowed Gold-
stein, Samuelson to operate. Congress thought that all com-
modity options and futures trading should be subject to regula-
tion,47 and thus the Commodity Futures Trading Commission
Act of 1974 (“CFTCA”) created the CFTC148 and brought all
commodity futures and options trading under a “single regula-
tory umbrella.”49 The CFTC was “patterned” after the SEC and
was granted strengthened enforcement powers,'50 including au-
thority to seek injunctive relief,151 a favorite weapon employed

144. See generally Robert C. Lower, The Regulation of Commodity Options,
1978 DUKE L.J. 1095 (1978) (describing Goldstein’s operations and resulting
regulation); Note, The Role of the Commodity Futures Trading Commission
Under The Commodity Futures Trading Commission Act of 1974, 73 MICH. L.
REv. 710, 721 n.8 (1975) (describing losses).

145. Soybean prices increased by over $8 per bushel in one five-month pe-
riod. MARKHAM, HISTORY OF COMMODITY FUTURES TRADING, supra note 98, at
56-57. A large sale of grain to the Soviet Union caused a spike in wheat
prices and led to claims that the Soviets and various grain companies had
profited on those transactions by advance purchases on the futures markets
— the “Great Grain Robbery.” DAN MORGAN, MERCHANTS OF GRAIN 12-121
(1979) (observing that the grain robbery was a world-changing economic
event).

146. MARKHAM, HISTORY OF COMMODITY FUTURES TRADING, supra note 98, at
60—65.

147. The Commodity Exchange Act of 1936 regulated futures trading only
on specified commodities. Additional commodities were added to that list over
the years, but such ad hoc amendments could not keep pace with the contin-
ual expansion of futures trading to other commodities.

148. Commodity Futures Trading Act of 1974, Pub. L. No. 93-463, 88 Stat.
1389 (amending 7 U.S.C. §§ 2, 4).

149. H.R. REP. No. 93-975 at 42 (1974).

150. 120 CoNG. REC. 30467 (1974) (remarks of Sen. Taft). The CFTC was to
be comparable to the SEC in its regulatory role. See generally S. REP. No. 93-
1131 (1974), reprinted in 1974 U.S.C.C.A.N. 5843; 120 ConG. REC. 10741
(1974) (remarks of Rep. Adams).

151. Commodity Exchange Act, 7 U.S.C. § 13a-1 (2000). The CEA had
sought such authority in 1968, but the authorizing legislation was blocked in
Congress by the commodity exchanges. dJerry W. Markham, Injunctive Ac-
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by the SEC.152 Self-regulation by the commodity exchanges was
also strengthened.53 The National Futures Association was
later created to act as an analogue to the NASD.

The CFTCA further gave the CFTC certain authority that the
SEC did not possess: the CFTC could impose civil penalties of
up to $100,000 per violation!5* (a power that the SEC did not
receive until 1984),155 bar violators from trading on contract
markets!?6 (a power that the SEC was not given), and grant
reparations to investors injured by violations committed by reg-
istered persons (again, this was not a power granted to the
SEC).157

There were other differences in regulation between the two
agencies. Congress passed the Securities Investor Protection
Act (“SIPA”) in 1970,158 after the securities industry nearly col-
lapsed during the “paperwork crisis” at the end of the 1970s.159

tions under the Commodity Exchange Act, Sec. Reg. & L. Rep. (BNA) No. 504,
at B-1 (May 23, 1979).

152. See generally Harvey L. Pitt and Jerry W. Markham, SEC Civil Injunc-
tive Actions: A Reply, 6 REV. SEC. REG. 955 (1973) (describing importance of
injunctive actions in SEC enforcement program). Professor Karmel has
charged that the SEC has used its injunctive actions, which often end in con-
sent decrees, to create substantive regulation. See generally KARMEL, supra
note 121. Interestingly, the CFTC rarely brings injunctive actions and m-
stead prefers to initiate administrative disciplinary proceedings.

153. Jerry W. Markham & John M. Schobel, Self-Regulation Under the
Commodity Exchange Act — Can the CFTC Make It Work?, Sec. Reg. & L.
Rep. (BNA) No. 368 (Special Supp. Sept. 1, 1976).

154. Commodity Exchange Act, 7 U.S.C. § 9 (2000).

155. The SEC was given the power to seek civil penalties for insider trading
by the Insider Trading Sanctions Act of 1984, Pub. L. No. 98-376, 98 Stat.
1264 (codified as amended in scattered sections of 15 U.S.C.).

156. 7U.S.C. § 9 (2000).

157. 7 U.S.C. § 18 (2000). See generally William R. Schief & Jerry W.
Markham, The Nation’s “Commodity Cops” — Efforts by the Commodity Fu-
tures Trading Commission to Enforce the Commodity Exchange Act, 34 BUS.
Law. 19 (1978) (describing CFTC enforcement powers and actions); Jerry W.
Markham, The Seventh Amendment and CFTC Reparations Proceedings, 68
Iowa L. REv. 87 (1982) (describing CFTC reparations proceedings).

158. Securities Investor Protection Act of 1970, Pub. L. No. 91-598, 84 Stat.
1636 (codified as amended at 15 U.S.C. §§ 780, 78aaa—"78l1l (2000)). See also
sources cited supra note 36; Securities Investor Protection Corp. v. Barbour,
421 U.S. 412 (1975) (describing this statute).

159. NYSE firms were choking on daily trading volume averaging 16 million
shares at the end of the 1960s. 2 MARKHAM, A FINANCIAL HiSTORY OF THE U.S.,
supra note 15, at 361. Today, the NYSE is able to handle daily volume of 2.8
billion shares without a hiccup. Adam Shell, Have Stocks Finally Hit Bot-
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The statute provided insurance to securities customers (now
$500,000, of which up to $100,000 may be in cash) in the event
of a broker-dealer insolvency.l© The CFTCA also directed the
CFTC to consider whether such legislation was needed in the
futures industry.'61 The resulting CFTC study compared loss
ratios of firms under government insurance programs with the
loss ratios of commodity futures customers. The loss ratios for
futures commission merchant customers were found to be sub-
stantially lower than insured firms, leading the CFTC to con-
clude that insurance was unnecessary.62

This is a marked difference in competing regulatory ap-
proaches. Insurance creates a moral hazard that the firm being
insured will attract funds at low cost from investors on the
strength of the government’s credit and then use those funds for
high return, high risk ventures. The savings and loan debacle
of the 1980s is a good example of a gluttonous feast on insured
funds.163 The futures industry, in contrast, uses market disci-
pline to protect customers, which seems an unlikely undertak-
ing when the nature of futures trading is considered. Commod-
ity futures contracts are highly leveraged. The low margin re-
quirements set by the exchanges are only a very small percent
of the notional amount at risk.’6¢ Small moves mean large
losses to at least half of the market participants.165 Futures

tom?, USA TopAY, July 25, 2002, at 1B. During the “paperwork crisis,” some
160 NYSE firms failed, and the exchange exhausted the trust fund it had used
to indemnify customers in failed firms. SELIGMAN, supra note 32, at 452—53.

160. Securities Investor Protection Act of 1970, 15 U.S.C. § 78fff-3 (2000).

161. Commodity Futures Trading Act of 1974, Pub. L. No. 93-463, 88 Stat.
1389 (amending 7 U.S.C. §§ 2, 4).

162. Report to the Congress Concerning Commodity Futures Account Insur-
ance, Comm. Fut. L. Rep. (CCH) Y 20,235 (Nov. 1, 1976).

163. See generally BANKING SCANDALS: THE S & Lis AND BCCI (Robert Emmet
Long ed., 1993) (describing the looting that went on in the savings and loan
industry); Spiegel v. Ryan, 946 F.2d 1435 (9th Cir. 1991), cert. denied, 503
U.S. 970 (1992) (describing the looting that went on at Columbia Savings &
Loan Association).

164. SEC v. Commodity Options Int’l, Inc., 553 F.2d 628, 629 (9th Cir.
1977).

165. Futures trading is a zero-sum game. For each buyer, there is a seller.
A market move one way or the other will mean a gain to one side and a loss to
the other. Board of Trade v. CFTC, 724 F. Supp. 548, 555 n.11 (N.D. Il
1989). The loss may be offset by another risk, however, as in the case of a
hedger. See Merrill Lynch, Pierce Fenner & Smith Inc. v. Curran, 456 U.S.
353, n.11 (1982) (describing hedging with commodity futures).
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contracts are also selected on the basis of a high degree of price
volatility, and speculation is encouraged.66 Yet, despite the
leverage (and attendant risk) and the large element of specula-
tion present, there are fewer customer losses due to the bank-
ruptcy of a financial mtermediary than in the insured indus-
tries that have less risk, volatility, and speculation.167

The answer lies in the way margin trading is regulated in the
futures industry. The exchanges set margin for the protection
of their clearing houses and positions are marked to market
daily. Losses must be recognized through variation margin
payments that must be made before the firm can trade the next
day. Futures commission merchants are thus forced to recog-
nize customer losses each day. Losses cannot be put off in the
hope of a market recovery;68 nor can they accumulatel69 The

166. Speculation provides price information and liquidity for hedgers offset-
ting commercial risks through the futures markets. Curran, 456 U.S. at 358—
60.

167. From 1970 to at least 1996, no failure of member of a major commodity
futures exchange resulted in a loss of customer funds. Jerry W. Markham,
The CFTC Net Capital Rule — Should a More Risk-Based Aproach be
Adopted?, 71 CHI.-KENT L. REV. 1091, 1093 (1996) [hereinafter Markham, The
CFTC Net Capital Rule].

168. As noted by one exchange official:

This unique feature is a primary factor which enables commodity
markets to boast an incredibly good record in the area of insolvencies.
Every firm must be monetarily “even” with the commodity prices of
the previous day. If a firm’s net commitment shows a net loss on the
basis of the previous settlement prices, it pays the resultant amount
to the exchange clearinghouse. If a firm’s net commitment shows a
profit, it collects the resultant amount from the clearinghouse. This
process is a daily procedure.
Review of the Commodity Exchange Act and Discussion of Possible Changes:
Hearings Before the House Comm. on Agriculture, 93d Cong. 192 (1973)
(statement of Leo Melamed, Secretary of the Board, Chicago Mercantile Ex-
change).

169. This is not to say that there have been no failures of futures commis-
sion merchants. Large customer losses have occurred as the result of looting
of customer accounts to pay margins for accounts in deficit. Three of the more
highly publicized of those failures occurred in the early 1980s: Incomco, Inc.;
Chicago Discount Commodity Brokers; and Volume Investors. The latter fail-
ure led the CFTC staff to reconsider whether account insurance was needed,
but no action was taken. At the time, customer losses from bankrupt futures
commission merchants were averaging only about $2 million per year. 23
MARKHAM & HAZEN, supra note 35, § 4.08. The tenth largest futures commis-
sion merchant failed in 1990. See In re Stotler & Co., 144 B.R. 385, 386 (N.D
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securities industry, on the other hand, had no comparable mar-
ket discipline. Transactions were settled on a T+5 basis, i.e.,
settlement was not made until five days after the execution of
the trade. This left plenty of time for losses to mount or for cus-
tomers to engage in reckless conduct to make up for losses. The
SEC has since imposed a T+3 requirement on settlement, but
this is still three days more than is required in the futures in-
dustry.170

At the time the CFTC was created, the SEC was also in the
midst of defending an expansive mterpretation of its insider
trading program under Rule 10b-5. The CFTC later conducted
a study to determine whether a similar rule was needed in the
futures industry,!”* but concluded it was not appropriate to im-
pose such a regulation on futures traders.'’2 Many participants
in the futures markets had superior access to information and
traders on exchange floors had time and place advantages for
the use of information. The CFTC believed that it was neither

I1l. 1992) (describing size of bankruptcy). That firm, Stotler & Co., was
headed by the Chairman of the Chicago Board of Trade. The parent company
had moved several millions of dollars out of the futures commission merchant
before it failed. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42,
at 162-63. Customer losses, however, appear to have been minimal. See In re
Stotler, 144 B.R. at 386.

170. See generally Report of the Backmann Task Force on Clearance and
Settlement Reform in US. Securities Markets, Exchange Act Release No.
30,802, 51 S.E.C. Docket 1,073 (June 15, 1992) (describing need for reducing
settlement period); Securities Transactions Settlement, Exchange Act Release
No. 34-33,023, 58 Fed. Reg. 52,891 (Oct. 13, 1993) (adopting T+3 require-
ment). An SEC chairman subsequently suggested that T+1 or even same day
settlement should be the securities industry goal. SEC Chairman Arthur
Levitt, Speeding Up Settlement; The Next Frontier, Address Before a Sympo-
sium on Risk Reduction and Payments, Clearance and Settlement Systems,
New York, NY, Jan. 26, 1996.

171. CFTC, A Study of the Nature, Extent and Effects of Futures Trading by
Persons Possessing Material Nonpublic Information, submitted to the House
Committee on Agriculture and Senate Committee on Agriculture, Nutrition
and Forestry Pursuant to Section 23(b) of the Commodity Exchange Act, as
Amended (Sept. 1984) (on file with author) [hereinafter CFTC, Study of the
Nature, Extent and Effects of Futures Trading].

172. Id. The author leaves for others to resolve the debate whether insider
trading in securities is good or bad. See Henry G. Manne, Options? Nah. Try
Insider Trading, WALL ST. J., Aug. 2, 2002, at A8 (advocating using inside
information as a form of compensation and asserting that: “Currently, the
SEC sees its job as regulating the entire market for information. This is
madness.”).
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practical nor desirable to mandate that traders have equal ac-
cess to information, as required by the SEC.173

The CFTC did seek to adopt some regulatory requirements
that would have more closely conformed its regulatory structure
to that of the SEC, largely due to the fact that several newly
arrived staff members at the CFTC had formerly served on the
SEC staff.17+ One SEC-style proposal enacted was a net capital
rule.l’> The SEC had adopted its Uniform Net Capital Rule in
the aftermath of the paperwork crisis.!”™ Since the stock ex-
changes had failed to enforce their capital rules during the pa-
perwork crisis,!’” the SEC concluded that a more stringent fed-
eral rule was needed to protect customers and the SIPA insur-

173. The CFTC viewed most information used for futures trading to be
“market” information that, at least in theory, was accessible to everyone, even
if not on an equal basis. The CFTC did express concern regarding abuses of
information obtained by the exchanges in confidence that could be traded for a
profit. The CFTC adopted a rule to guard against such abuses (17 C.F.R. §
1.59 (2002)), and the Commodity Exchange Act was later amended to include
such a prohibition. See H.R. REP. No. 102-978, at 23 (1992) (discussing the
amendment). The CFTC initially rejected the “misappropriation” theory that
the SEC was pushing in the securities industry. Compare, CFTC, Study of the
Nature, Extent and Effects of Futures Trading, supra note 171, at 57, with,
United States v. O’Hagan, 521 U.S. 642 (1997) (endorsing SEC misappropria-
tion theory). The CFTC, however, later brought a case against two traders
who were misappropriating information concerning the trading plans of a
large firm that had market efect. Commodity Futures Trading Comm’n v.
Kelly, Comm. Fut. L. Rep. (CCH) 27,465 (S.D.N.Y. 1998).

174. See MARKHAM, THE HISTORY OF COMMODITY FUTURES TRADING, supra
note 98, at 86 (describing staff members that drafted CFTC net capital rule).
(The author must confess to being one of these staff members.)

175. Minimum Financial Requirements for Futures Commission Merchants
and Introducing Brokers, 17 C.F.R. § 1.17 (2002).

176. Net Capital Requirements for Brokers and Dealers, 17 C.F.R. §
240.15¢3-1 (2002). Government insurance programs inevitably lead to perva-
sive and intrusive, as well as very expensive and complex, regulation — all of
which is justified as necessary to protect the insurance fund because market
discipline has been removed.

177. The Chairman of the NYSE stated that another one hundred exchange
member firms would have been put out of business if the exchange had
strictly enforced its capital rule during the paperwork crisis. 2 MARKHAM, A
FINANCIAL HISTORY OF THE U.S., supra note 15, at 364. In contrast, the Chi-
cago Board of Trade suspended the firm of Hayden, Stone for failing to meet
its capital requirements. The NYSE then pressured the Board of Trade to
remove the suspension in order to prevent a failure of the firm, which was also
a member of the NYSE. Hayden, Stone continued to encounter difficulties.
Id. at 363.
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ance fund.! The futures industry had no paperwork crisis —
its overnight settlement requirement and paperless trading as-
sured that result.1” Nevertheless, the newly arrived SEC staff
members were fresh from their exposure to the SEC Uniform
Net Capital Rule, and believed such a requirement was
needed.so Still, the CFTC net capital rule does not appear to
have had much effect in preventing insolvencies by futures
commission merchants. If anything, the traditionally low rate
of failures actually increased.’8t The CFTC net capital rule is
also flawed and out of date in its risk measurement criteria,!s2
but still remains on the books.

The CFTC staff also tried to borrow wholesale from the SEC’s
rulebookis3 by proposing a set of customer protection rules.is

178. The SEC’s capital rule did not apply to exchange member firms until
the adoption of its Uniform Net Capital Rule in 1975. Under the old rule,
stock exchange member firms were subject to capital requirements imposed
by the exchanges. 23A MARKHAM & HAZEN, supra note 35, § 5.02. For a de-
scription of the background and reasons for the adoption of the Uniform Net
Capital Rule, see generally SEC, STUDY OF UNSAFE AND UNSOUND PRACTICES
oF BROKER-DEALERS, H.R. Doc. No. 92-231 (1971).

179. In 1968, Congress added the authority to adopt capital rules to the
Commodity Exchange Act of 1936 due to concern that irresponsible firms were
entering the business. Commodities Exchange Act of 1936, amended by 82
Stat. 26 (1968). See generally S. REP. No. 90-947 (1968), reprinted in 1968
U.S.C.C.A.N. 1673.

180. See generally Proposed Financial Reporting Requirements for Futures
Commission Merchants, Comm. Fut. L. Rep. (CCH) § 20,220 (Oct. 15, 1976)
(describing proposed CFTC net capital rule).

181. See supra note 169 (describing failures by futures commission mer-
chants on the CFTC’s watch).

182. See Markham, The CFTC Net Capital Rule, supra note 167, at 1091
(describing flaws in CFTC net capital rule).

183. Minimum Financial Requirements for Futures Commission Merchants
and Introducing Brokers, 17 C.F.R. § 1.17 (2002). There has been some cross-
fertilization from the CFTC to the SEC. As another measure to protect the
SIPA insurance fund, the SEC was directed by Congress to adopt rules for the
protection of customer funds. 15 U.S.C. § 780(c)(3)(A) (2000). The SEC
adopted its “Customer Protection Rule” in response. 17 C.F.R. § 240.15¢3-3
(2002). This rule requires customer funds held by broker-dealers to be kept in
special bank accounts held for the benefit of customers. Box counts of cus-
tomer funds and securities are also required. Id. The rule was adopted in the
wake of the paperwork crisis and after criticism was raised that customer free
credit balances were being used to fund the operations of broker-dealers, effec-
tively an interest-free loan. 23A MARKHAM & HAZEN, supra note 35, § 4.03.
The SEC Customer Protection Rule was directly analogous to the requirement
in the Commodity Exchange Act of 1936 on segregation of customer funds and
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Among other things, the proposals included a rule imposing a
supervision requirement like that employed by the SEC. The
rule was adopted, albeit in a more simplified form.18 A proposal
to adopt a suitability requirement did not fare as well186 — it set
off a firestorm of controversy and the rule was never adopted 187
Instead, the CFTC adopted a one-page risk disclosure state-
ment that advised customers of the risks of trading commodity
futures, and recommended that customers should the mselves
consider whether commodity futures trading was suitable in
light of their particular circumstances and financial re-
sources.'88 Customers were required to sign the statement and

securities into special bank accounts. 7 U.S.C. § 6d (2000). See also Cus-
tomer Funds to be Segregated and Separately Accounted For, 17 C.F.R. § 1.20
(2002) (regulation implementing segregation requirements).

The SEC stated that it was hopeful that its Customer Protection Rule
would obviate the need for its net capital rule. SECURITIES EXCHANGE
COMMISSION, STUDY ON THE FINANCING AND REGULATORY CAPITAL NEEDS OF THE
SECURITIES INDUSTRY 7 n.17 (Jan. 23, 1985) (on file with author). Government
being what it is, that never came to pass.

184. See generally Protection of Commodity Customers: Standards of Con-
duct for Commodity Trading Professionals, 42 Fed. Reg. 44,742 (1977).

185. 17 C.F.R. § 166.3 (2002). See generally Adoption of Customer Protec-
tion Rules, 43 Fed. Reg. 31,886 (1978). (As the result of much industry oppo-
sition, the proposed supervisory rule was simplified before adoption.)

186. Protection of Commodity Customers: Standards of Conduct for Com-
modity Trading Professionals, 42 Fed. Reg. 44,742, 44,743 (1977).

187. The CFTC asserted that such a requirement was implied in the Com-
modity Exchange Act of 1936, and, therefore, a rule was not needed. Adoption
of Customer Protection Rules, 43 Fed. Reg. 31,886, 31,889 (1978). After some
flip-flopping, the CFTC later held in its reparations proceedings that there is
no suitability requirement in the act. Phacelli v. Conticommodity Services,
Inc., Comm. Fut. L. Rep. (CCH) 22,345 (C.F.T.C. 1984). The courts agreed
with that interpretation. See, e.g., Schofield v. First Commodity Corp., 793
F.2d 28 (1st Cir. 1986).

The CFTC had also proposed a churning rule that would have prohib-
ited brokers from excessively trading customer accounts they controlled. Pro-
tection of Commodity Customers: Standards of Conduct for Commodity Trad-
ing Professionals, 42 Fed. Reg. 44,742, 44,745 (1977). This proposal was also
dropped. Like the suitability proposal, the CFTC claimed that such a -
quirement was already implied in the Commodity Exchange Act of 1936.
Adoption of Customer Protection Rules, 43 Fed. Reg. 31,886, 31,889 (1978).
Unlike the suitability rule, the CFTC later held that the CEA antifraud provi-
sion implied a churning prohibition. See, e.g., In re Lincolnwood Commodi-
ties, Inc., Comm. Fut. L. Rep. (CCH) Y 21,986 (C.F.T.C. 1984).

188. Distribution of “Risk Disclosure Statement” by Futures Commission
Merchants and Introducing Brokers, 17 C.F.R. § 1.55 (2002).
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confirm that they had read and understood the risks.!89 This
was visibly different from the paternalistic approach of the SEC
— the CFTC was requiring individuals to take responsibility for
their own investment decisions. Regulatory competition was
indeed influencing the manner in which the two industries
would be regulated. This competition would also lead to much
strife.

IV. REGULATORY BATTLES BETWEEN CFTC AND SEC

The SEC was not new to regulatory competition when the
CFTC arrived, and had just recently engaged in an extended
quarrel with the banking regulators over which it should have
been given authority to regulate securities clearing and settle-
ment functions conducted by banks.®0 That slanging match
ended in a compromise whereby regulatory authority over
banks engaging in clearing and settlement was given to the
bank regulatory authorities, while the SEC regulated all oth-
ers.191 In another act of aggression, the SEC adopted a rule that
would have subjected banks engaging in securities activities to
registration as broker-dealers under the Securities Exchange
Act of 1934. However, a circuit court struck down the rule as
being outside the SEC’s jurisdiction.'®2 Nonetheless, the SEC
continued to seek to regulate banks through the back door of
disclosure, i.e., most large banks are public companies that
must report to the SEC.193

The SEC soon found itself on the defensive as bank regulators
took an increasingly liberal view of which activities banks could

189. Id.

190. The SEC claimed before Congress that it had greater enforcement
powers than the bank regulators and thus should be given sole jurisdiction
over all clearing and settlement activities, including those by banks. The
banks took umbrage and fought back in Congress with their own expansive
claims of regulatory authority. See 23A MARKHAM & HAZEN, supra note 35, §
8.02.

191. Id. A similar compromise was reached in 1985 over the regulation of
dealers in government securities. 3 HAZEN TREATISE, supra note 51, § 14.7
(describing Government Securities Act of 1986).

192. American Bankers Ass'n v. SEC, 804 F.2d 739 (D.C. Cir. 1986).

193. Raphael Soifer, U.S. Regulator Applies the Pressure, 151 BANKER, Issue
No. 902, Apr. 1, 2001.
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engage in under the Glass-Steagall Act.194 The securities indus-
try retaliated through the courts, with mixed success. Fur-
thermore, competition between the CFTC and the SEC was an-
other challenge that began almost immediately after the adop-
tion of the CFTCA. The decision of the CFTC to approve com-
modity futures trading on Government National Mortgage As-
sociation (“GNMA?”) certificates set off an explosion at the SEC.
The SEC contended that such contracts were the equivalent of
“when 1ssued” GNMAs that were already regulated by the SEC.
This resulted in an exchange of acrimonious correspondence
between the two agencies. At the end of the day, the SEC lost
the battle and GNMA futures continued to tradel% Un-
daunted, the CFTC also approved a futures contract on treasury
bills on the Chicago Mercantile Exchange in 1976.19% The SEC,
however, had a long memory and, as will be seen, would retali-
ate against the CFTC.197

In the meantime, the grant of exclusive jurisdiction to the
CFTC over commodity options!®s removed the regulatory con-
trols established by the SEC and state securities administrators
over commodity option dealers.19® The results were a quick re-
turn of fly-by-night commodity option firms, numerous scan-
dals, and widespread fraud. The situation was not alleviated
until the CFTC suspended the trading of commodity options 200

194. See generally MICHAEL G. CAPATIDES, A GUIDE TO THE C APITAL MARKETS
ACTIVITIES OF BANKS AND BANK HOLDING COMPANIES (1993) (describing expan-
sion of bank activities).

195. See MARKHAM, HIsTORY OF CoMMODITY FUTURES TRADING, supra note
98, at 81-83 (describing this dispute).

196. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 81.

197. Seeinfra note 208 and accompanying text.

198. Commodity Exchange Act, 7 U.S.C. § 2a(ii) (2000).

199. See John M. Schobel, Jr. & Jerry W. Markham, Commodity Options —
A New Industry or Another Debacle?, Sec. Reg. & L. Rep. (BNA) 1-20 (Special
Supp. Apr. 7, 1976) (describing return of fly-by-night commodity options
firms).

200. 17 C.F.R. § 32.11 (1978). Several of these firms grew quickly and were
selling options on a national basis to unsophisticated customers; fraud was
widespread. The CFTC also discovered that one of the larger of these firms
was owned and operated by a felon who had escaped from prison. Kelley v.
Carr, 567 F. Supp. 831 (W.D. Mich. 1983). At the time it suspended options
trading, the CFTC was devoting a large amount of its resources to options
problems. See Extend Commodity Exchange Act: Hearings on H.R. 10285
Before the House Subcomm. On Conservation and Credit of the House Comm.
on Agriculture, 95th Cong. 39 (1978) (statement of William Bagley, CFTC
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but the SEC used the scandals as the basis for an unsuccessful
attempt to wrest jurisdiction from the CFTC during the latter’s
reauthorization hearings in 1978,201 seeking regulatory author-
ity on all instruments involving securities. The Treasury De-
partment also desired a role where treasury securities were in-
volved. Congress, however, refused to entertain these demands
and merely directed the CFTC to consult with the SEC and the
banking regulators where instruments they regulated were the
subject of commodity futures or options trading.202

Another threat to the SEC was the decision by the CFTC to
approve futures trading on stock indexes.203 These contracts
were almost immediately popular and spread to other commod-
ity exchanges. The SEC retaliated by approving the trading of
options on GNMA certificates on the CBOE. The commodity
exchanges challenged this action in court and won lkefore the
Seventh Circuit.20¢ By this point, the SEC realized that it was
fighting a losing battle in trying to encroach on the CFTC’s ju-

Chairman, describing resources expended by CFTC on options problems). The
CFTC allowed some options trading to continue, including options entered
into by commercial firms. Exemptions, 17 C.F.R. § 32.4 (2002). The CFTC
also later allowed commodity options trading to be conducted on commodity
exchanges, which provided a regulatory structure for excluding the fly-by-
night firms that led to the retail over-the-counter options suspension. Regula-
tion of Domestic Exchange-Traded Commodity Options, 46 Fed. Reg. 54,500
(1981).

201. See MARKHAM, HISTORY OF COMMODITY FUTURES TRADING, supra note
98, at 99-100 (describing jurisdictional fight). The SEC had regulatory prob-
lems of its own with respect to exchange traded stock options. As the result of
abuses, the SEC suspended further expansion of such trading and conducted
an extended study of the stock options market. After some reforms, the SEC
allowed trading to continue. See generally REPORT OF THE SPECIAL STUDY OF
THE OPTIONS MARKETS TO THE SEC. AND ExcH. CoMM'N, 96TH CONG. (Comm.
Print 1978) (describing abuses).

202. MARKHAM, HISTORY OF COMMODITY FUTURES TRADING, supra note 98, at
99-100

203. The Kansas City Board of Trade inaugurated the trading of index fu-
tures in 1982. Chicago Board of Options Exch., Inc. v. Board of Trade, 459
U.S. 1026 (1982); Board of Trade v. SEC, 677 F.2d 1137, 1171 n.11 (7th Cir.),
vacated as moot sub. nom. See also Standard & Poor’s Corp. v. Commodity
Exch. Inc., 683 F.2d 704 (2d Cir. 1982) (describing stock index futures); Jerry
W. Markham & David J. Gilberg, Washington Watch — Stock Index Futures, 6
Corp. L. REV. 59 (1982) (same).

204. Chicago Board Options Exchange, Inc. v. Board of Trade, 459 U.S. 1026
(1982); Board of Trade v. SEC, 677 F.2d 1137 (7th Cir.), vacated as moot sub.
nom.
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risdiction; it had learned that it could not win a confrontation in
Congress over this matter. The futures industry lobby was
simply too strong, and the agricultural committees were captive
of those interests. The natural result was to establish an ad-
ministrative démarche: an agreement was hammered out he-
tween the Chairmen of the SEC and CFTC (the “Shad-Johnson
Accords”), which allocated jurisdiction between their two agen-
cies.205 Thereafter, Congress enacted the Shad-Johnson Accords
into law.206 In brief, the CFTC was given exclusive jurisdiction
over all commodity futures trading on any instrument, except
that single stock futures were prohibited, joining onions as the
only commodity on which futures trading was banned.20” The
SEC was given what amounted to a veto over commodity fi-
tures contracts on indexes,208 and retained jurisdiction over op-
tions trading on the stock exchanges, including options on in-
dexes.209 The SEC and CFTC shared jurisdiction over options
trading on foreign currency.210

205. CFTC and SEC Jurisdictional Agreement: Proposed Legislation,
Comm. Fut. L. Rep. (CCH) 4 21,332 (Feb. 2, 1982).

206. Futures Trading Act of 1982, Pub. L. No. 97-444, 96 Stat. 2294 (codified
in scattered sections of 7 U.S.C.).

207. 7U.S.C. § 2 (2000).

208. See generally Don L. Horwitz & Jerry W. Markham, Sunset on the
Commodity Futures Trading Commission: Scene II, 39 Bus. Law. 67, 73-74
(1983) (describing scope of Shad-Johnson Accords and veto authority of SEC
on indexes). This veto authority led to another dispute with the CFTC that
was temporarily resolved by another inter-agency agreement. Edward J.
Kane, Regulatory Structure in Futures Markets: Jurisdictional Competition
Between the SEC, the CFTC, and Other Agencies, 4 J. FuT. MARKETS 367, 375
(1984). Several years later, the SEC approved options trading on two Dow
Jones indexes and then used its veto power to deny trading of commodity fu-
tures on those same indexes. The Seventh Circuit set that incredible bit of
regulatory chutzpah aside. Board of Trade v. SEC, 187 F.3d 713 (7th Cir.
1999).

209. The CFTC could not approve options on stock indexes, but it was al-
lowed by the Shad-Johnson Accords to approve options on futures on indexes.
Futures Trading Act of 1982, Pub. L. No. 97-444, 96 Stat. 2294 (codified in
scattered sections of 7 U.S.C.).

210. The SEC had jurisdiction where options on currency were traded on
the stock exchanges. The CFTC had jurisdiction over options trading on
commodity exchanges and the over-the-counter market. Trading in the over-
the counter market in currency options would plague the CFTC over the next
several years. See 13A MARKHAM, FRAUD, MANIPULATION & OTHER CLAIMS,
supra note 124, § 27:13 (describing cases brought by CFTC against over-the-
counter currency dealers).
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This cooperative allocation of jurisdiction did not mask the
fact that there were two very distinct regulatory cultures at the
CFTC and SEC. The CEA, the predecessor to the CFTC, was
largely driven by economists; the agency had only one lawyer on
staff. The CFTC inherited the CEA’s personnel, and most of the
former SEC staff members, who were recruited when the CFTC
was first formed, quickly departed. The economists at the
CFTC, however, were willing to defer to the exchanges and had
an antipathy towards a heavily rule-based regulatory structure.
The occasional activist-lawyer chairman at the CFTC was un-
able to change that culture. As a result, the futures industry
was allowed to develop essentially on its own.211 In contrast, the
SEC maintained an activist culture driven by lawyers who le-
lieved fervently in regulation. The SEC was quite willing to
direct the development of the market, having lost confidence in
the industry to do so as a result of the paperwork crisis.212 The
central market concept was apace with that view2:s The SEC
was intrusive in its regulation of the exchanges and broker-
dealers, and was forever seeking to expand its jurisdiction.214

When gven the opportunity, traders often voted with their
feet in assessing the relative efficiency of the commodity futures
and stock exchanges. Stock index futures fit neatly into the

211. The CFTC staff did believe strongly that the Commodity Exchange Act
created a monopoly that required futures, and later options, to be traded on a
contract market licensed by the CFTC. See generally Markham, The Com-
modity Exchange Monopoly, supra note 128 (describing CFTC support for the
exchange trading requirement).

212. See supra notes 159, 176—79 and accompanying text.

213. See supra note 44 and accompanying text.

214. In fairness to the SEC, it was deregulating some important aspects of
the market, i.e., institutional investors, by exempting sales to “accredited
investors” from the registration requirements of the Securities Act of 1933.
Compare Jerry W. Markham, Protecting the Institutional Investor — Jungle
Predator or Shorn Lamb?, 12 YALE J.0ON REG. 345 (1995) (describing regula-
tory structure for institutional investors and urging even less regulation),
with, Norman S. Poser, Liability of Broker-Dealers for Unsuitable Recommen-
dations to Institutional Investors, 2001 B.Y.U. L. REvV. 1493 (seeking greater
regulation to protect institutional investors). Integrated disclosure and shelf
registration were also useful in allowing capital raising to be carried out more
efficiently. See generally Donald C. Langevoort, Information Technology and
the Structure of Securities Regulation, 98 HARV. L. REV. 747 (1985) (describing
SEC disclosure system).
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modern portfolio theory of a diversified portfolio2'5 Program
trading, dynamic hedging, and index arbitrage offered addi-
tional opportunities for the adroit trader21¢ Futures trading on
indexes and interest rate instruments soon outstripped volume
on the more traditional agriculture futures contracts.217 Futures
contracts were efficient and presented low costs to traders, who
did not need to buy and sell the stock underlying the index in
order to profit from, or hedge against, fluctuations. This
avoided the transaction costs associated with buying and selling
the underlying securities.?’8 Low margins and liquidity also
made stock futures extremely popular with institutional inves-
tors, while interest rate futures were of equal or greater inter-
est to portfolio managers with investments in fixed income s-
curities. The stock markets and futures markets soon became
intermingled and interdependent with this trading. The danger

215. See generally ROBERT L. HAGIN, THE Dow-JONES IRWIN GUIDE TO
MODERN PORTFOLIO THEORY (1979); JONATHAN R. MACEY, AN INTRODUCTION TO
MODERN FINANCIAL THEORY (2d ed. 1998) .

216. See generally Jerry W. Markham & Rita McCloy Stephanz, The Stock
Market Crash of 1987 — The United States Looks at New Recommendations,
76 GEO. L. J. 1993, 1999-2001 (1988) (describing these concepts).

217. Between 1983 and 1994, the volume in financial futures increased from
40% of all futures contracts traded to 83%. By 1994, financial futures ac-
counted for 97% of the trading volume on the Chicago Mercantile Exchange.
Steven C. Livingston, Rift Grows Between Factions at CBOT, WALL ST. J.,
Sept. 26, 1994, at C1.

218. For example, assume that the manager of a portfolio that tracks the
S&P 500 stock index believes that the market will be falling over the next
three months. The manager could sell out the portfolio and buy it back in
when he anticipates recovery. Alternatively, the manager could passively
invest and do nothing, a popular strategy but one that assumes a market re-
covery before the portfolio funds are needed. Alternatively, the manager could
hedge by selling the S&P 500 futures contract. The only cost is commissions,
which can be negotiated to a minimal level. This locks in the value of the
portfolio in the event of a market decline. Of course, the portfolio value is also
locked in if the portfolio manager was wrong. For those interested, and many
were, stock baskets matching the S&P 500 and other indexes could be pur-
chased through the stock markets. This, of course, required payment for the
full value of the stocks in the basket or 50% margin, as compared to the 5% or
less that had to be placed only as security for index futures trading. See gen-
erally SEC DIVISION OF MARKET REGULATION, THE ROLE OF INDEX-RELATED
TRADING IN THE MARKET DECLINE ON SEPTEMBER 11 AND 12, 1986 (1987) (de-
scribing use of stock index baskets to facilitate arbitrage trading).
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of this interdependence was brought dramatically home in the
stock market crash of 1987.219

The stock and commodity markets experienced a near melt-
down during the stock market crash that occurred in October
1987. The decline was the largest ever experienced to that date,
exceeding even the 1929 crash.220 Numerous regulatory reports
resulted from that event.221 A Presidential commission headed
by later Secretary of the Treasury Nicholas Brady (the “Brady
Commission”) concluded that the securities and commodity fu-
tures markets had become intertwined and that a lack of coor-
dinated regulation between the SEC and CFTC was endanger-
ing the markets.222 The Brady Commission recommended a
regulatory restructuring whereby a single agency would be au-
thorized to regulate such matters as margin and credit and in-
formation systems.223

The Brady Commission recommendations and the fallout
from the stock market crash of 1987 set off another turf war
between the CFTC and the SEC. Even so, the SEC’s report on
the market crash made some startling admissions, including a
concession that the futures markets were popular because they
were more efficient than the securities markets and were even

219. Even before the crash, the NYSE was warning of a danger of a “melt-
down” in the stock markets caused by futures trading in indexes. Martin
Mayer, Some Watchdog! How the SEC Helped Set the Stage for Black Monday,
BARRON's, Dec. 27, 1987, at 18.

220. Comparisons were drawn between the stock market crashes in 1929
and 1987, suggesting the possibility of another depression. Randall Smith,
Market Seers Fret over Analogies to *29-'30, Despite Economic Vigor, WALL ST.
J., Mar. 31, 1988, at 25. Fortunately, that did not occur. The market also
faced even larger drops in subsequent years. See, e.g., Gloomy Return: U.S.
Stocks Plummet As Trading Resumes Without Major Hitch, WALL ST. J., Sept.
18, 2001, at Al (describing record drop after trading resumed following Sep-
tember 11, 2001 terrorist attacks on the World Trade Center and the Penta-
gon).

221. See Markham & Stephanz, supra note 216, at 2006-21 (describing
these reports).

222. REPORT OF THE PRESIDENTIAL TASK FORCE ON MARKET MECHANISMS,
reprinted in Fed. Sec. L. Rep. (CCH) Special Report No. 1267 (Jan. 12, 1988)
(report by the Brady Commission).

223. The Brady Commission recommended the Federal Reserve Board as
the agency to serve as a super regulator. Id. at 42.
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leading the stock exchanges in setting prices.22¢ The SEC was
concerned, however, that market volatility had increased sig-
nificantly as a result of futures trading on securities due to low
margins in the futures industry.225 This reflected another cul-
tural regulatory difference between the SEC and CFTC. Vola-
tility is an accepted, indeed required, part of the futures mar-
kets. Futures are not needed for commodities with stable
prices. Such commodities do not need the benefits of hedging,
and speculators are uninterested because there is no profit to be
made from a stable price.

In contrast, the SEC has a constituency of small mvestors
that are content with stable prices — they invest in dividend
stocks in such cases — and love for prices to go higher. These
small investors do, however, loathe a drop in prices. When that
happens, the small investors’ capital is reduced, which they find
intolerable. Complaints are made to the SEC and to Congress,
demanding protection from such events — a drop in prices or a
loss on an investment requires a bogeyman; someone must be
punished. The SEC’s regulations reflect this bias, as evidenced
by its “tick test” for short sales.226 (There is no such test for long
traders.) In contrast, the CFTC has no tick test; rather, the
commodity futures exchanges use price limits — now called
“circuit breakers” — to halt trading when prices move up or
down in specified amounts. This gives traders an opportunity
to assess market conditions and obtain margin funds.22? There
1s no long or short bias in these limits.

The Brady Commission believed that margin requirements
should be harmonized across markets, a recommendation that
the SEC joined 228 They were undercut somewhat by an earlier

224. The tail was indeed wagging the dog. See SEC DIVISION OF MARKET
REGULATION, THE OCTOBER 1987 MARKET BREAK 3-6 (1988) (finding that com-
modity futures exchanges were leading the stock exchanges in pricing).

225. Seeid. at 3-7 to 3-8 (describing how the futures markets have increased
stock market volatility).

226. Short Sales, 17 C.F.R. § 240.10a-1 (2002). See generally David C.
Worley, The Regulation of Short Sales: The Long and Short of It, 55 BROOK. L.
REV. 1255 (1990).

227. See Markham & Stephanz, supra note 216, at 2034-35 (describing
price limits and noting that they were first used by the commodity exchanges
before World War I).

228. See Markham, Federal Regulation of Margin, supra note 114, at 118
(describing SEC and Brady Commission advocacy of higher margins).
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Federal Reserve Board study, which had concluded that even
margin requirements on stocks were no longer serving the pur-
poses originally intended by Congress.22° The SEC again lost the
battle230 and the only substantive regulation to emerge from
the stock market crash of 1987 was the introduction of circuit
breakers that halted trading when large market moves oc-
curred. Even this regulation was mostly abandoned in later
years because traders did not like these restraints.2s1

But another game had arrived for the CFTC and SEC to
scrimmage over. Financial engineering had become an accepted
science with the development of numerous new instruments
having characteristics of both futures and options.232 The swap
contract was one such product; its popularity was almost n-
stantaneous and it soon became a substantive part of corporate

229. A REVIEW AND EVALUATION OF FEDERAL MARGIN REGULATIONS: A STUDY
BY THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM (Dec. 1984) (on
file with author). The Fed later adopted margin requirements based on good
faith loan value for many non-equity securities, which essentially meant that
credit could be extended to the purchaser in amount equal to what the lender
thought the securities were worth to secure the loan. 63 Fed. Reg. 2806,
2811-13 (Jan. 16, 1998). The Fed at one point did express a desire to have
uniform margins for futures and options, but believed the purpose of such
margins should be clearing house protection and not to regulate speculation.
See Markham, Federal Regulation of Margin, supra note 114, at 110, 112, 122
(describing Fed’s views on margin).

230. See Markham, Federal Regulation of Margin, supra note 114, at 119—
24 (describing margin fight led by SEC in the Working Group on Financial
Markets created by President Reagan to address the concerns raised by the
Brady Commission report). In a bit of silliness, Congress did grant the power
to set margins on stock indexes to the Futures Trading Practices Act of 1992,
Pub. L. No. 102-546, 106 Stat. 3590, 3629 (codified in scattered sections of 15
U.S.C.). The Fed ceded that authority to the CFTC, which in turn relin-
quished it to the commodity exchanges — precisely where the authority had
started. See Markham, The CFTC Net Capital Rule, supra note 167, at 1093
n.12 (describing delegation of this authority).

231. See Andrew Hill & John Labate, Assault on American Finance, FIN.
TimEs (London), Sept. 17, 2001, at 5 (describing history of circuit breakers and
their widening).

232. The Seventh Circuit held that the SEC had improperly approved the
trading of so-called “index participation” contracts (“IPs”) on the CBOE and
that these contracts fell within the exclusive jurisdiction of the CFTC. Chi-
cago Mercantile Exchange v. SEC, 883 F.2d 537 (7th Cir. 1989), cert. denied
sub nom., Investment Company Institute v. SEC, 496 U.S. 936 (1990).
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finance.233 The CFTC awakened only slowly to this threat, but
eventually responded by seeking to curb the growth of over-the-
counter commodity-related instruments.23¢ It adopted regula-
tions that created an inscrutable formula for determining
whether particular instruments would be required to trade only
on a commodity exchange235 This effort proved to be less than
successful, and the CFTC was left to struggle with a growing
list of derivative instruments that were being introduced in the
market.

In the early 1990s significant losses were encountered by a
number of large institutions — Gibson Greeting and Procter &
Gamble suffered tremendously; Orange County in California
and the Barings Bank went bankrupt, to name just a few2s6
These losses touched off another round of handwringing at the
SEC and more studies.237 Still, nothing was done, except that
the SEC brought a case claiming that certain of these instru-
ments were securities,238 and the CFTC brought another case
claiming that other instruments were futures that had to be
traded on a contract market.23 A furor ensued, and both agen-
cies’ rulings were undercut by court decisions.2# The SEC then

233. See generally Adam R. Waldman, OTC Derivatives & Systemic Risk:
Innovative Finance or the Dance Into the Abyss?, 43 AMm. U. L. REV. 1023 (1994)
(describing swaps).

234. See generally Jerry W. Markham, Regulation of Hybrid Instruments
Under the Commodity Exchange Act — Alternatives Are Needed, 1990 COLUM.
Bus. L. REv. 1 (1990) (describing the development of over-the-counter deriva-
tives).

235. Under these rules, unless otherwise regulated, if the instrument’s
commodity futures or options element outweighed its securities characteris-
tics, it had to be traded on a commodity futures exchange. Regulation of Hy-
brid Instruments, 17 C.F.R. §§ 34.1-34.3 (2002).

236. See Jerry W. Markham, “Confederate Bonds,” “General Custer,” and the
Regulation of Derivative Financial Instruments, 25 SETON HALL L. REv. 1, 28—
31 (1994) (cataloguing losses).

237. Id. at 32—40 (describing the reports).

238. Inre BT Securities, 52 S.E.C. 109, 113-15 (1994) (consent order).

239. In re BT Securities, CFTC Doc. No. 95-3, at 95-4 (C.F.T.C. 1994) (con-
sent order). See also In re M.G. Refining & Marketing, Inc., CFTC Doc. No.
95-14 (C.F.T.C. 1995) (illegal over-the-counter trading in a futures product).

240. Thereafter, the SEC exempted dealers from registration as broker-
dealers if they engaged in such activities. To the extent government securities
were involved, they were exempt securities. 23A MARKHAM & HAZEN, supra
note 35, § 14.9. A district court also held that contracts similar to those
claimed to be securities by the SEC were not such. Procter & Gamble Co. v.
Bankers Trust Co., 925 F. Supp. 1270, 1274 (S.D. Ohio 1996). But see Caiola
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proceeded to create a safe harbor from onerous regulation
through so-called “Broker-Dealer Lite” registration.241 The
CFTC viewed this as a threat to its jurisdiction and announced
a plan to conduct an investigation of over-the-counter deriva-
tives to determine whether they should be regulated, though
the industry viewed this as no more than a cover to lay the
groundwork for such regulation. The SEC, the Treasury De-
partment, and the Federal Reserve Board all weighed in
against such a jurisdictional grab. In the end, Congress rte-
sponded with legislation that stopped the CFTC.24 Yet all of
this commotion was for naught — as of the beginning of 2000,
only one firm had registered as a Broker-Dealer Lite 243

V. MARKET STRUCTURE CHANGES

The financial services sectors were undergoing sweeping
changes while the SEC and CFTC competed with each other in
their regulatory programs. Banks were increasing their pene-
tration of the securities industry through “Section 20” subsidi-
aries that could engage in limited dealing in securities.244 The

v. Citibank, N.A., 295 F.3d 312 (2d Cir. 2002) (disagreeing with analysis of the
court in Procter & Gamble).

The CFTC had to back off its expansive ruling. C.F.T.C. Says Ruling
Didn’t Expand Scope, N.Y. TIMES, Jan. 23, 1996, at D4. See also In re MG
Ref. & Mktg. Litig., Comm. Fut. L. Rep. (CCH) 9 26,956 (S.D.N.Y. 1997)
(CFTC consent decree was not binding as collateral estoppel). See generally
Alton B. Harris, The CFTC and Derivative Products; Purposeful Ambiguity
and Jurisdictional Reach, 71 CHI.-KENT L. REV. 117 (1996) (describing the
CFTC and SEC cases against BT Securities).

241. 17 C.F.R. § 240.3b-13 (2002). Broker-Dealer Lite is a regulatory struc-
ture created by the SEC in 1998. It gives securities firms the option to estab-
lish OTC dealer affiliates (“OTC Derivatives Dealers”) that operate wmder
lower net capital requirements and less stringent margin rules than are ap-
plicable to other broker-dealers. See generally OTC Derivatives Dealers, Re-
lease No. 34-40,594, 63 Fed. Reg. 59, 362 (Nov. 3, 1998).

242. See 23 MARKHAM & HAZEN, supra note 35, § 2.09 (describing this regu-
latory dust-up).

243. Id. § 2.10.

244. Banks were allowed to acquire discount brokers. See Sec. Indus. Ass’n
v. Bd. of Governors of the Fed. Sys., 468 U.S. 207 (1984). The Fed also al-
lowed bank subsidiaries to engage up to 5% of their business in otherwise
ineligible securities under the Glass-Steagall Act. See Sec. Indus. Ass’n v. Bd.
of Governors of the Fed. Sys., 839 F.2d 47 (2d Cir. 1988), cert. denied, 486 U.S.
1059 (1989). The limitation was subsequently ncreased first to 10%, and
later to 25%, which was sufficient to allow banks to own large full service
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bank regulators continued to drop barriers to bank entry into
the commodity futures and options business24 and insurance
became a popular bank product.2+6 Finally, the GLBA freed the
banks of most of the remaining Glass-Steagall restrictions on
their financial services activities.247

In the meantime, the world of derivatives and securities trad-
ing had changed. Over-the-counter instruments, such as swaps,
caps, collars and floors, were an increasingly popular alterna-
tive to exchange-traded commodity futures and options. Com-
petition from abroad was also posing a major threat to the
dominance of the American futures and options markets. The
commodity exchanges in America had long ruled the futures
markets, but the largest futures exchange in the world at the
end of the twentieth century was Eurex, a German exchange248
How did this come to pass? Foreign exchanges had undercut
the American markets mostly through electronic trading. The
monopoly given to the contract markets by the Commodity Ex-
change Act of 1936 had created an industry tied to the trading
floors. The floor members controlled the exchanges and were
loathe to give up the time and place advantage on the floor to
an electronic forum where everyone has equal access.249 Mem-
bers’ capital was at risk, so they would cling to this franchise as

broker-dealers. Revenue Limit on Bank-ineligible Activities of Subsidiaries of
Bank Holding Companies Engaged in Underwriting and Dealing in Securities,
61 Fed. Reg. 68,750, 68, 751 (Dec. 30, 1996).

245. The leading derivatives dealers in 1993 were mostly banks. Markham,
Banking Regulation: Its History and Future, supra note 4, at 259.

246. Broome & Markham, supra note 19, at 763—64.

247. Financial Services Modernization Act of 1999, Pub. L. No. 106-102, 113
Stat. 1338 (codified as amended in scattered sections of 12 U.S.C.).

248. Adding to the embarrassment from this loss of position was the fact
that Germany had barred futures trading until the end of the 1980s. William
P. Rogers & Jerry W. Markham, The Application of West German Statutes to
United States Commodity Futures Contracts: An Unnecessary Clash of Poli-
cies, 19 L. & PoL’y INTL Bus. 273 (1987). Volume is still high on American
exchanges, but Eurex is the leader. Christopher Bowe, Survey — World Stock
and Derivative Exchanges, FIN. TIMES (London), June 6, 2002, at 4. Commod-
ity exchanges in the U.S. were conducting only 40% of futures trading world-
wide in 1997, down from 78% in 1988. Fred Vogelstein, Futures Marts in the
U.S. Run Scared, WALL ST. J., June 10, 1996, at C1.

249. See generally Bowe, supra note 248, at 4 (describing how the Chicago
Board of Trade clings to its open outcry trading system and falls from first to
third place in exchange trading volume).
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long as possible250 Market share gradually slipped away to the
over-the-counter derivative markets and to the electronic ex-
changes abroad. Like the American car manufacturers in the
1970s, the exchanges and their members saw their volume be-
ing eroded by more nimble competitors, but refused to compete,
preferring shelter in their dwindling market share to the risks
of competition.

The commodity exchanges in America were unable to push
through regulations that would stop the over-the-counter trad-
ing. Swaps and other such derivatives had slipped past the lob-
byists for the exchanges and were now too big to stop. Fur-
thermore, the CFTC was cut off from regulating over-the-
counter derivatives by Congress after the Broker-Dealer Lite
fiasco. The exchanges then decided to seek entry to over-the-
counter trading.2st The CFTC adopted rules to deregulate over-
the-counter derivatives.252 This proposal was enacted into law
by the Commodity Futures Modernization Act of 2000
(“CFMA”).253 Among other things, the legislation, through what
in part is sometimes called the “Enron amendment,” exempted
most over-the-counter derivatives from regulation as long as the
parties were large institutions or wealthy individuals.25¢ The
commodity exchanges were allowed to keep their contract mar-
ket monopoly over markets in which small traders were allowed
to participate. The CFMA also allowed trading in single stock
futures under a strange formula in which the CFTC and SEC

250. See generally Markham, The Commodity Exchange Monopoly, supra
note 128, at 1014-15 (describing franchise concerns of floor members). Demu-
tualization, however, offers a way for the exchange members to recapture
their capital investment and seek to become more competitive. See generally
Caroline Bradley, Demutualization of Financial Exchanges: Business as
Usual?, 21 Nw. J. INT’L L. & Bus. 657 (2001) [hereinafter Bradley, Demutuali-
zation].

251. See John M. Broder, Wide Open Once Again? Chicago Exchanges Seek
to Loosen Yoke of Regulation, N.Y. TIMES, June 4, 1997, at D1.

252. See A New Regulatory Framework for Trading Facilities, Intermediar-
ies and Clearing Organizations, 66 Fed. Reg. 42,256 (Aug. 10, 2001).

253. Commodity Futures Modernization Act of 2000, Pub. L. No. 106-554,
114 Stat. 2763 (codified as amended in scattered sections of 7 U.S.C.).

254. The amendment received this informal reference as a result of the fact
that the Enron Corporation, a large trader in over-the-counter energy deriva-
tives, was its principal sponsor before the company went bankrupt.
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shared jurisdiction.2> Commodity markets conducting trading
in single stock futures were required to adopt rules equivalent
to those in the securities industry, including insider trading
prohibitions.256 Margin requirements also had to match those
in the securities industry. The level for stock margins was
therefore applied, a level several magnitudes greater than for
futures trading.25” This was one of the few instances where
Congress rejected competitive regulation and mandated that
the CFTC adopt SEC requirements.

Although the SEC won this regulatory encomium from Con-
gress, it was facing other challenges. The securities markets

255. The Shad-Johnson Accords had prohibited such single stock futures.
See note 206 and accompanying text. For the CFTC’s notice rules for securi-
ties exchanges to become designated contract markets in securities products,
see Designated Contract Markets in Security Futures Products: Notice-
Designation Requirements, Continuing Obligations, Applications for Exemp-
tive Orders, and Exempt Provisions, 66 Fed. Reg. 44,960 (Aug. 27, 2001).

256. The National Futures Association (“NFA”) was required to conform its
customer protection rules to those of the SEC, thereby introducing insider
trading prohibitions into the futures markets. See Self Regulatory Organiza-
tion; Notice of Filing and Immediate Effectiveness of Proposed Rule Change
by National Futures Association Relating to Security Futures Products, Fx-
change Act Release No. 34-44,823, 66 Fed. Reg. 49,439 (Sept. 27, 2001) (NFA
conforming its rules). Customers trading on the futures markets will not re-
ceive SIPC insurance, but customers trading such instruments on securities
markets will be insured. Applicability of CFTC and SEC Customer Protec-
tion, Record Keeping, Reporting and Bankruptcy Rules, Comm. Fut. L. Rep.
(CCH) 9 28,641 (C.F.T.C. & S.E.C. 2001).

257. The Commodity Futures Modernization Act of 2000 (‘CFMA”) amended
Section 7(c) of the Securities Exchange Act of 1934 to provide the Federal
Reserve Board with authority to set margin requirements for futures on indi-
vidual securities and narrow based indexes. The Federal Reserve Board dele-
gated this rule- making authority jointly to the CFTC and the SEC. Customer
Margin Rules Relating to Securities Futures, Exchange Act Release No. 34-
44,853, 66 Fed. Reg. 50,720 (Sept. 26, 2001). The CFMA required margin for
single stock futures to be no lower than the lowest level of margin required for
comparable options contract traded on national securities exchanges. Rules
proposed by the CFTC and SEC established a minimal initial and mainte-
nance margin level of 20% of the current market value of the position. This
20% level is far in excess of the normal margin requirements for futures con-
tracts in the commodity futures industry, where margins are often less than
5% of the value of the contract. Customer Margin Rules Relating to Securities
Futures; Applicability of CFTC and SEC Customer Protection, Recordkeeping,
Reporting, and Bankruptcy Rules, Exchange Act Release No. 34-44,996, 76
S.E.C. Docket 383 (Oct. 29, 2001); Customer Margin Rules Relating to Securi-
ties Futures, Exchange Act Release No. 34-44,853, 66 Fed. Reg. 50,720 (Sept.
26, 2001).
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were trending up during most of the 1990s, volume was increas-
ing, and more investors were being drawn into the markets.
Despite all of these positive aspects, the securities markets, like
the futures markets, faced many challenges due to new com-
puter technology. The computer allowed the creation of “SOES
Bandits,”5¢ and these traders soon became “day traders.” The
computer thus allowed even small traders to trade like profes-
sionals, creating a new set of regulatory problems for the
SEC.259 In addition, the Internet permitted small investors to

258. SOES Bandits is a reference to traders who used the automated
Nasdaq Small Order Execution System (“SOES”) to pick off market maker
quotes before they could be changed where an event with market effect occurs.
The Nasdaq market makers were subject to stiff withdrawal restrictions after
they exited the market en masse during the stock market crash of 1987. See
Timpinaro v. SEC, 2 F.3d 453 (D.C. Cir. 1993) (describing SOES Bandits). To
avoid the SOES Bandits, the Nasdaq market makers engaged in several collu-
sive practices that became the subject of an SEC investigation and caused the
reorganization of the NASD. See In re Certain Market Making Activities on
NASDAQ, Exchange Act Release No. 34-40,900, 68 S.E.C. 2693 (Jan. 11, 1998)
(order describing these collusive practices).

259. See generally Caroline Bradley, Disorderly Conduct: Day Traders and
the Ideology of “Fair and Orderly Markets,” 26 J. CORp. L. 63 (2000) (describ-
ing problems caused by, and regulation of, day traders). The day trader en-
tered orders through computerized systems operated by discount brokers at
low commission rates. The system allowed day traders to “scalp” by quick in-
and-out trades that sought short term profits. However, most day traders in
fact lost money. 3 MARKHAM, A FINANCIAL H1STORY OF THE U.S., supra note 42,
at 333-34 (survey finds that 90% of day traders lost money). These traders
raised the concern that their trading was adding volatility to the market. See
Edward Watt & David Barboza, Internet Stocks Falter, Causing Wider Wor-
ries, N.Y. TIMES, Jan. 23, 1999, at Al. Day traders were often avoiding or
evading margin requirements by having their broker-dealer arrange loans
among customers and by closing out positions before the end of the trading
day. See generally Ruth Simon, Day-Trading Firms’ Moves that Skirt Margin-
Lending Rules are Being Probed, WALL ST. J., June 23, 1999, at C1. The
NYSE and NASD imposed special margin restrictions on day traders to curb
these practices. Order Approving Proposed Rule Changes Relating to Margin
Requirements for Day Trading, Exchange Act Release No. 34-44,009, 74
S.E.C. Docket 1000 (Feb. 27, 2001). For more on day trading margin require-
ments, see id. Short sale tick test restrictions were also being avoided by
these traders. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42,
at 333. The SEC, the CFTC, and the FTC (still another layer of regulation)
conducted a coordinated sweep operation that resulted in fourteen firms being
charged with fraud in promoting their day trading programs. Ronald Taylor,
14 Firms Snagged in Coordinated Move as Day Trading Promoters Cited for
Fraud, Sec. Reg. & L. Rep. (BNA) 586 (May 8, 2000). There were also some
tragedies. Mark (the “Rocket”), a failed day trader, attacked his brokerage
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trade online260 This medium was also used to evade the gate-
keeper status of analysts, so that “pump and dump” schemes
became common.261

More threatening to the status quo in the securities industry
were the electronic communication networks (“ECNs”), which
were no more than order matching services that had no market
makers.262 KCNs were popular with institutions because they
removed intermediaries, such as the exchange specialist, from
the transaction, thereby saving costs.263 The SEC ruled initially
that ECNs were not exchanges because they did not make a
continuous market in securities,26¢ thus freeing the ECNs from
the onerous regulation imposed by the SEC on the exchanges.
The popularity of ECNs distressed Nasdaq and the stock ex-
changes, since they were losing large amounts of volume to

firm and killed twelve people. Another failed day trader threw his wife off a
balcony in order to obtain the proceeds from her life insurance policy. 3
MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 334.

260. Online trading was a boon for the discount brokers and posed a threat
to the large full service brokers. Charles Schwab, the largest online broker,
saw its stock capitalization value exceed that of Merrill Lynch (but dropping
to less than half of that of Merrill Lynch after the market downturn that be-
gan in 2000). Merrill Lynch resisted the introduction of online trading, but
was finally forced by competition to offer this product. See 3 MARKHAM, A
FINaANCIAL HisTORY OF THE U.S., supra note 42, at 295-97, 353.

261. HAZEN TREATISE, supra note 51, § 14.18, at 292 (describing pump and
dump schemes). These operations involved such colorful characters as Tokyo
Joe’s S.A. and various students, causing the SEC to set up an Office of Inter-
net Enforcement and a “cyberforce” to which 200 lawyers were assigned. 3
MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 293, 344—45.

262. Instinet was the pioneer in this field. See Rebecca Buckman, Plan by
Chicago Exchanges to Offer Extended Trading is Sign of the Times, WALL ST.
dJ., Aug. 23, 1999, at C11. Island ECN has also been a popular electronic trad-
ing platform. It was seeking to become an exchange. Greg Ip, Trading Places:
The Stock Exchanges, Long Static, Suddenly are Roiled by Change, W ALL ST.
dJ., July 27, 1999, at Al.

263. See generally Greg Ip et al., Market Structure Debate Embroils Street,
WALL ST. J., Feb. 22, 2000, at C19 (describing growth of ECNs).

264. See, eg., Self-Regulatory Organizations; Delta Government Options
Corp.; Order Granting Temporary Registration as a Clearing Agency, Ex-
change Act Release No. 34-27611, 55 Fed. Reg. 1890 (Jan. 19, 1990) (describ-
ing “exchange” as one that maintains a continuous market); Self-Regulatory
Organizations; Delta Government Options Corp.; Order Granting Temporary
Registration as a Clearing Agency, Exchange Act Release No. 34-27,611, 55
Fed. Reg. 1890 (Jan. 12, 1990) (same). Nasdaq could itself be defined as an
ECN except that it makes a continuous market in securities.
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those operations.265 The large brokerage firms heightened the
exchanges’ fear with a proposal for a centralized electronic trad-
ing system with a central limit order book (“CLOB”).266 Defend-
ers of the exchanges claimed that the ECNs were becoming a
cover for the large broker-dealers to internalize their order flow
upstairs and away from the exchanges. Critics claimed that
CLOB would fragment the market, making it less transparent
and, therefore, less efficient.267 The SEC was sympathetic to
the exchanges and raised its long-dead central market concept
to suggest an alternative centralization of electronic trading
that would prevent fragmentation and preclude the internaliza-
tion of order flows by broker-dealers.268 It might seem odd to
think of the government defending cartels like the stock ex-
changes from competition.26® In the end, the SEC retreated
from its proposal, but eventually adopted a regulation designed
to make the ECNs more transparent.270

Like the commodity exchanges, the stock markets were an
endangered species.2”t Despite the regulatory competition hke-

265. Nasdaq is retaining only 28% of the volume in the stocks it trades.
ECNs were accounting for 42.5% of the volume in Nasdaq stocks in the second
quarter of 2002. dJeremy Adams, Nasdaq Losing Ground to ECNs,
EFINANCIALNEWS, Aug. 5, 2002, available at LEXIS, Financial News Group.
For a description of the proliferation of ECNs, see 23A MARKHAM & HAZEN,
supra note 35, § 13.02.

266. Michael Schroeder & Randall Smith, Sweeping Change in Market
Structure Sought, WALL ST. J., Feb. 29, 2000, at C1.

267. Holman W. Jenkins, Jr., Wall Street Fuddy Duddies CLOBber the Fu-
ture, WALL ST. J., Mar. 8, 2000, at A23. See also Matthew Andersen, Don’t
CLOBber ECN’s, WALL ST. J., Mar. 27, 2000, at A48 (discussing effect of a
CLOB requirement on ECNs).

268. Gretchen Morgenson, SEC Chief Wants One Site for Posting All Stock
Prices, N.Y. TIMES, Sept. 24, 1999, at Al.

269. See Randall Smith, Will NYSE Get Bowled QOuver by Rivals?, WALL ST.
J.,Jan. 19, 2000, at C1.

270. Regulation ATS (Alternate Trading Systems), 17 C.F.R. § 242.300
(2002).

271. Although the ECNs have not aggressively targeted the NYSE, that
exchange had lost a large amount of market share to Nasdaq. The Chicago
Stock Exchange was attacking both the NYSE and Nasdaq by trading through
the Internet. It became the second largest stock exchange in the U.S., ousting
Amex, which is owned by Nasdaq, from that position. Joel Seligman, Rethink-
ing Securities Markets: The SEC Advisory Committee on Market Information
and the Future of the National Market System, 57 Bus. Law. 637, 672 n.148
(2002). The ECNs have focused on Nasdaq stocks. John Labate, High — Tech
Systems Jolt Old Markets into Action, FIN. TIMES (London), June 6, 2002, at 4.
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tween the CFTC and SEC, both markets had been undercut by
their clinging to the franchises given to them under, respec-
tively, the Commodity Exchange Act of 1936 and the Securities
Exchange Act of 1934. Both commodity and stock exchanges
were undermined by trading in non-conventional (and less regu-
lated) markets. The over-the-counter derivatives threatened
the commodity exchanges, and the ECNs were wreaking similar
havoc in the stock markets.

VI. FINANCIAL SERVICES AUTHORITY OF THE U.K.

The regulatory structure for financial services in the U.K. has
its own history. The Bank of England, which was founded in
1694 as a private institution, provided much of that regulation
until the latter part of the twentieth century.22 Its regulatory
role was, however, executed principally through “raised eye-

Nasdaq responded to this threat by creating its own electronic trading plat-
form — SuperMontage. Kate Kelly, SEC Clears New Nasdaq Trading Plat-
form, WALL ST. J., Aug. 29, 2002, at C1. Nasdaq also sought to mimic the

European exchanges by demutualizing and selling its own stock to raise capi-
tal. Susan Harrigan, Nasdaq Trading in Old System, NEWSDAY, July 10,
2002, at A41. See also Bradley, supra note 250 (discussing demutualization
plans of stock and commodity exchanges around the world and implications of
that phenomenon). Nasdaq was also seeking linkages with foreign exchanges.
Terzah Ewing, NASD Presents Details of its Plan for Nasdaq Europe, W ALL
ST. d., Nov. 5, 1999, at C12. It did not have much success with that effort.
David Ibson & Mariko Sanchanta, Nasdaq Japan Faces Up to Uncertain Fu-
ture, FIN. TIMES (London), Aug. 15, 2002, at 29 (describing how the Nasdaq
plan to globally link America, Japan, and Germany ran into difficulty in Ja-
pan, and Nasdaq decided to withdraw from that market). See also generally
Phred Dvorak & Craig Karmin, Saga of Series of Poor Moves, WALL ST. J.,
Aug. 19, 2002, at C1 (describing reasons for failure); Isabelle Clary, Nasdaq
Turns to Germany in Bid to Expand Globally, SEC. INDUSTRY NEWS, June 24,
2002, available at 2002 WL 8195226 (Nasdaq seeks new alliances in Europe to
expand its trading).

The commodity exchanges were having similar problems. A linkage
between Eurex and the Chicago Board of Trade (“CBOT”) fell apart in 2002,
but the CBOT announced it would be trading electronically side-by-side with
its trading floor. David Greising, On Bickering Street, Sounds of Conciliation,
CHICAGO TRIBUNE, Aug. 2, 2002, at B1. The CBOT was also seeking to demu-
tualize. Jeremy Grant, CBOT Near Demutualization, FIN. TIMES (London),
Aug. 12, 2002, at 15.

272. The Bank of England was nationalized in 1946, but given operational
independence in 1997. Bank of England, About the Bank: Did You Know . . .
Historical Trivia, at http://www.bankofengland.co.uk/didyouknow.htm (last
visited Jan. 29, 2003).
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brows,” a form of regulation lent force by the knowledge that
disapproval by the Bank of England could exclude a firm from
the financial markets.27? The Bank was also the U.K's central
bank and lender of last resort.27+ A more formal bank regula-
tory system was introduced in the Banking Act 1979, 275 which
was in turn replaced by a strengthened Banking Act 1987.276
Lloyd’s of London, a financial club that self-regulated the
City’s insurance industry, was shaken by scandals in the 1970s.
An investigation was conducted by Sir Henry Fisher at the be-
hest of the government and a new reform law was enacted in
1982.277 This legislation, however, carried forward Lloyd’s self-
regulation, and did not prevent further scandals or the losses
that came from a series of disasters in the 1980s.27¢ The securi-
ties and commodity markets in the U.K. also operated in a club-
like fashion for much of their history.2” Though the London
Stock Exchange was the primary regulator of morals, the Bank
of England and government agencies played a loose role during
times of crisis. A Prevention of Fraud Act was adopted in 1958,

273. See Jane Martinson, Nine Finance Watchdogs Must Squeeze Into One
Skin, FIN. TIMES (London), Oct. 9, 1997, at 9 (referencing “raised eyebrow”
approach to regulation by the Bank of England).

274. George Peabody & Co. was saved by a loan of £800,000 during the
Panic of 1857. His firm would evolve into J.P. Morgan & Co., now JP Morgan
Chase. 1 JERRY W. MARKHAM, A FINANCIAL HISTORY OF THE UNITED STATES:
FroM CHRISTOPHER COLUMBUS TO THE ROBBER BARONS (1492-1900), at 357
(2002) [hereinafter 1 MARKHAM, A FINANCIAL HisTORY OF THE U.S.]. The Bank
of England would also rescue the Barings banking firm in 1890 during the
Baring Panic of that year. Id. at 308. The Bank of England declined a further
rescue of the Barings bank in 1995, after the firm lost over $1 billion from the
unauthorized futures trading of a twenty-eight year old employee, Nicholas
Leeson. JubpiTH H. RAWNSLEY, TOTAL Risk: NICK LEESON AND THE FALL OF
BARINGS BANK (1995).

275. See Heidi Mandanis Schooner & Michael Taylor, Convergence and
Competition: The Case of Bank Regulation in Britain and the United States,
20 MiIcH. J. INT'L L. 595, 629-35 (1999) (describing bank regulation in the U.K.
and the background of the Banking Act 1979 and its revision by the Banking
Act 1987).

276. Philip N. Hablutzel, A Legal Sampler: British Banks’ Role in UK.
Capital Markets Since the Big Bang, 68 CHI.-KENT L. REV. 365, 373 (1992).

277. Lloyd’s Act, 1982, c. 14 (Eng.).

278. Ian Kelley, Note, Regulatory Crisis at Lloyd’s of London: Reform from
Within, 18 FORDHAM INT’L Li.J. 1924, 1924-25 (1995).

279. For an extensive description of the London financial markets, see 1-4
Davip KyNASTON, THE CITY OF LONDON (1994).



File: Markham Base Macro Final.doc Created on: 3/20/2003 5:05 PM Last Printed:4/28/2003 11:31 AM

2003] FINANCIAL REG.IN U.S., UK., & JAPAN 375

but it did little to impose affirmative regulation.2s0 This regula-
tory approach was questioned after a series of scandals that
began in the 1970s in the securities markets.281 A collapse of
the tin market in 1985 raised additional concerns with regula-
tion. The fiasco cost members of the London Metals Exchange
£600 million, as well as threatened the exchange’s existence 282
In the midst of these events, Professor Jim Gower prepared a
white paper for the Department of Trade and Industry?s on
steps needed for investor protection.28¢ This led to corrective
legislation in the form of the Financial Services Act, which im-
plemented what became known as the “Big Bang” in 1986. The
legislation drew heavily from the SEC regulatory model in the
U.S., and, among other things, eliminated fixed commi ssions 285
Furthermore, the separation of “stock jobbers,” (i.e., dealers and
brokers), was removed in favor of competing market makers.286
The Big Bang legislation also created a Securities and In-
vestment Board (“SIB”) that reported to the Department of
Trade and Industry. This was a variation on the SEC model —
the members of SIB included government officials as well as
private individuals, and the SIB had no enforcement powers 287
Financial firms were required to register with an SRO or with
the SIB. The SROs were in turn required to regulate the con-

280. Richard Northedge, Scandals Led to New Legislation for London H-
nancial District, SUNDAY BUs. (London), Nov. 20, 2001.

281. Henry Laurence, The Rule of Law in the Era of Globalization, 6 IND. dJ.
GLOBAL LEGAL STUD. 647, 660—61 (1999).

282. Kenneth Gooding, Metals Business Booms, FIN. TIMES (London), May 5,
1994, at 14.

283. This ministry was the successor to the Board of Trade that regulated
the colonies and corporations that owned America before their charters were
revoked by the Crown. 1 MARKHAM, A FINANCIAL HIsTORY OF THE U.S., supra
note 274, at 29-35 (2001).

284. LAURENCE CECIL BARTLETT GOWER, REVIEW OF INVESTOR PROTECTION
(1985).

285. Fixed commissions had been eliminated in the U.S. on “May Day” in
1975 as the result of an SEC mandate. H.R. REP. No. 94-123, at 46 (1975).

286. See Patrick M. Creaven, Note, Inside Outside Leave Me Alone: Domestic
and EC-Motivated Reform in the UK Securities Industry, 60 FORDHAM L. REV.
5285, S287-89 (1992) (describing Big Bang legislation). See generally Norman
S. Poser, Big Bang and the Financial Services Act Seen Through American
Eyes, 14 BROOK. J. INT'L L. 317, 318 (1988) (describing Big Bang); NORMAN S.
POSER, INTERNATIONAL SECURITIES REGULATION: LONDON’S “BIiG BANG” AND THE
EUROPEAN SECURITIES MARKETS 27—-31 (1991).

287. Laurence, supra note 281, at 662.
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duct of their members and could impose fines, censures, and
bans.288 One of the more important of the SROs was the Securi-
ties and Futures Authority,28® which combined the regulation of
futures and securities, an approach not followed in the U.S.
Although this concept appears to be a mixture of the Municipal
Securities Rule Making Board (“MSRB”) and the SEC in the
U.S.,290 the SIB was actually a compromise designed to preserve
the culture of the City of London’s club-like regulation.

The SIB proved to be a reluctant and ineffective regulator,
and another series of scandals led to calls for further reform 291
The scandals included the “Blue Arrow” rights affair, Robert
Maxwell’s defalcations, the BCCI debacle, and several insider
trading cases.292 The crisis at Barings plc.,293 then precipitated

288. Member firms were required to second employees in order to provide a
staff for the SROs. Id. at 662.

289. Helen Nugent, Taking Grief Out of Grievances, INDEP. (London) Sept.
20, 1998, at 20.

290. The MSRB is a self-regulatory body composed of members representing
securities firms, bank representatives, and the public. It is a hybrid body that
was given the responsibility of enacting rules for the registration and regula-
tion of bank and non-bank municipal securities dealers. Its authority is lim-
ited to proposing and adopting rules to regulate transactions in municipal
securities. Those rules must be approved by the SEC before they are effec-
tive. Enforcement of MSRB rules is left to the SEC, the NASD, and the bank
regulatory agencies. HAZEN TREATISE, supra note 51, § 10.5, at 539—45.

291. Richard Northedge, Scandals Led to New Legislation for London H-
nancial District, SUNDAY BUS. (London), Nov. 20, 2001, available at LEXIS,
News Group File.

292. See generally ToM BOWER, MAXWELL THE OUTSIDER (1992); PETER
TRUELL & LARRY GURWIN, FALSE PrOFITS: THE INSIDE STORY OF BCCI, THE
WorLD’s MoST CORRUPT FINANCIAL EMPIRE (1992); Betty M. Ho, Rethinking
the System of Sanctions in the Corporate and Securities Law of Hong Kong, 42
McGILL L.J. 603, 629 (1997) (describing the “Blue Arrow” affair); Barry A.K.
Rider, The Control of Insider Trading — Smoke And Mirrors, 19 DicK. J. INT’L
L. 1 (2000) (discussing lack of enforcement against insider trading).

Pensioners had also been the subject of sales schemes in which, under
a new law designed to encourage the privatizing of pensions, they were “mis-
sold” on the drawbacks of investing on their own rather than in a public or
company pension scheme. Simon Robinson, Follow the Money, TIME (Int’] ed.),
July 27, 1998, at 36. See generally Richard Nobles & Julia Black, The Privati-
zation Process: Pensions Mis-Selling — The Lessons for Regulating Privatized
Social Security, 64 BROOK. L. REv. 933 (1998); Steve Stecklow & Sara Calian,
Financial Flop: Social Security Switch in U.K. is Disastrous; A Caution to the
U.S.2, WALL St. J., Aug. 10, 1998, at Al.
293. See supra note 274.
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more legislation, which created the FSA-UK in 1997.29¢ The
FSA-UK is an “independent non-governmental body which ex-
ercises statutory powers . ...”2% The agency was to assume the
duties of nine regulatory entities,?96 abandoning the clubby use
of SROs.297 In 1998 the FSA-UK was even given the authority
to oversee the banks, taking that power away from the Bank of
England 298

The FSA-UK became a monolithic super regulator that was
firmly in the hands of the government, and was to be “the single
governing entity of the entire financial services spectrum, from
securities and futures trading to funeral planning.”29¢ The
agency was given responsibility to regulate virtually every as-
pect of finance, assuming the same roles played in the U.S. by
the SEC, the CFTC, federal bank regulators, and state banking,
insurance and securities commissions, as well as the SROs300
It was also provided with expanded enforcement powers that
included the right to bring actions against violators and impose
sanctions.301 The FSA-UK, however, started with only 2,000
employees for the regulation of 10,000 companies.32 Even so,

294. Thomas Sims, Single Regulators Are Catching on in Europe, WALL ST.
J. (International), Mar. 6, 2001, at A14.

295. FSA, INTRODUCTION TO THE FINANCIAL SERVICES AUTHORITY 4 (2001)
[hereinafter INTRO. TO THE FSA]. The agency is funded by the industry and is
accountable to Treasury Ministers. Id.

296. See FSA, Further Integration of Financial Regulatory Services at the
FSA, (Feb. 2, 2001), at http://www.fsa.gov.uk/pubs/press/2001/017.html (ist-
ing the integrated regulators); Nine into One Does Go, REINSURANCE MAG.,
June 8, 1998, at 28, available at http://www.insurancewindow.net/story.asp?1
sectioncode=00&arch=true&storycode=14043 (same).

297. There were to be no industry representatives on the FSA-UK. Helen
Liddell Interview: New Tricks for Old Watchdogs, INVESTORS CHRONICLE, Oct.
31, 1997, at 21.

298. André Scheerer, Credit Derivatives: An Quverview of Regulatory Initia-
tives in the U.S. and Europe, 5 FORDHAM J. CORP. & FIN. L. 149, 198 (2000).
The Bank of England retained the right to set interest rates under the Bank
of England Act 1998. See Bank of England Act, 1998, c. 11, § 7, sched. 2; Bank
of England, About the Bank: Core Purposes, at http://www.bankofengland.co.
uk/corepurposes.htm (last visited Feb. 2, 2003).

299. The Risk Business, LAWYER, Sept. 10, 2001, at 21.

300. Silvia Ascarelli, Britain’s Fiscal Watchdog to Bite as Well as Bark,
WaLL St. J., Nov. 30, 2001, at A13.

301. The Seamless Web of Financial Regulation, COMPLIANCE MONITOR, Oct.
2001, at 1.

302. Ascarelli, supra note 300. The agency also admitted that many of these
employees were inexperienced in regulation. Suzy Jagger, Death of Capital-
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immediate concern was raised that the new agency would be-
come bureaucratic and intrusive and seek to implement a rule-
based regulatory system like the one in the U.S.303

The FSA-UK took several steps to unify regulation. First, a
single ombudsman was to be created by the agency to handle
complaints by customers in all sectors of public finance?04 as
opposed to the various hotlines for federal and state agencies in
the U.S., the numerous arbitration tribunals of the SROs, and
the singular reparations procedure at the CFTC in the U.S.
The FSA-UK further replaced the six separate insurance funds
with a single Financial Services Compensation Scheme
(“FSCS”), which provided customers with compensation in the
event of the insolvency of a financial service firm.3% This
sharply contrasts with the U.S. system that spreads responsi-
bility among the FDIC, the Bank Insurance Fund, the Savings
Association Insurance Fund, the SIPA Corporation (“SIPC”),
the Pension Benefit Guaranty Corporation, and the funds cre-
ated by states for insurance companies.

The FSA-UK is also seeking publication of comparative in-
formation disclosures for a range of financial instruments that
would allow more informed investment decisions.206 The FSA-
UK assigned one office to develop policy on prudential issues
across all financial sectors, so as to develop a common approach

ism, THE MIRROR (London), June 29, 2002, at 14. See also Jeffrey L. Hiday,
Hot Properties: UK. Regulators Vie for Compliance Staffers in Tight Market,
WaALL St. J., Nov. 3, 1997, at A17 (expressing concern with whether the agency
would be able to keep even these employees). The 1999 budget for the FSA-
UK was £154 million. George Graham, Banking Watchdog Budgets for Re-
duced Costs, FIN. TIMES (London), Feb. 17, 1998, at 11. In the U.S., the SEC’s
budget alone was twice that amount and has recently been increased to $ 776
million. Alec Klein & Dan Eggen, U.S. Opens Criminal AOL Probe: Justice
Dept. to Focus on Unusual Accounting, WASH. PosT, Aug. 1, 2002, at AO1.

303. Silvia Ascarelli, Deals & Deal Makers: New U.K. Financial Regulator
Draws Fire, WALL ST. J., May 30, 2001, at C16.

304. Nugent, supra note 289. The FSA-UK appoints the board of this F-
nancial Ombudsman Service (“FOS”) and promulgates its rules, but the FOS
is operationally independent of the FSA-UK. See INTRO. TO THE FSA, supra
note 295, at 18.

305. Id. The FSA-UK appoints the board of the FSCS and promulgates its
rules, but the FSCS is operationally independent of the FSA-UK. Seeid.

306. Howard Davies, The Coming of the Single Financial Regulator, FIN.
TimES (London), July 16, 2001, at 2.
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to risk and capital requirements.307 There has been no compa-
rable effort in the U.S., where there are separate capital re-
quirements for insurance companies, banks, broker-dealers, and
futures commission merchants. As a lawyer for the FSA-UK
notes: “[oJur advantage is that we can look at the market as a
whole . . .. We can see what’s falling between the cracks.”308
The agency also announced that it was streamlining the exist-
ing fourteen rulebooks for financial services into one3%® The
FSA-UK has been focusing its regulatory attention on high-risk
firms, while requiring other firms to report and to comply with
conduct standards set out in its rulebook.1© By contrast, the
FSA-UK specified several governing principles involving
management responsibility and internal control systems, as
well as financial requirements.311 The agency, like the SEC,
placed heavy emphasis on supervisory responsibilities of man-
agers.?12 Of course, the FSA-UK did not stop financial problems
in the U.K, and, in fact, it encountered criticism for its
handling of the Equitable Life closures313 Thereafter, the
agency became more aggressive in the regulation of the
insurance sector, but still depended on company managers to
prevent wrongdoing.314 The FSA-UK also began a program of

307. Andrea Felsted, Financial Consolidation Held Back by Inconsistent
Regulation, FIN. TIMES (London), July, 13, 2000, at 2; Equitable Life: FSA
Response to Baird Report, Oct. 17, 2001, HERMES Database. This was a
change from the previous sector-by-sector analysis used before the creation of
the FSA-UK by the various regulatory bodies in London. Outcome of Consul-
tation on Prudential Regulation Endorses “Single” Regulator, May 10, 2000,
HERMES Database.

308. The Risk Business, LAWYER, Sept. 10, 2001, at 21.

309. The agency stated that its single rulebook would still differentiate for
different types of businesses and customers. FSA Plan & Budget for
1999/2000, Feb. 3, 1999, HERMES Database. As an interim measure, the old
rulebooks were incorporated into a single sourcebook. George Walker, Regu-
latory Review 2001, FIN. REG. INTL (London), Feb. 2002, available at LEXIS,
England & Wales, Journals.

310. Davies, supra note 306.

311. Walker, supra note 309.

312. Maeve Bromwich, The Watchdog Needs a Firm Hand, LAWYER, Dec. 2,
1997, at 13.

313. James Mackintosh, Regulator Faces Rising Tide of Trouble, FIN. TIMES
(London), Oct. 20, 2001, at 16.

314. Change Ongoing as FSA Gets to Grips with Its UK Financial Markets
Role, INs. DAY, June 26, 2002.
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The FSA-UK also began a program of enforcement actions, im-
posing fines and banning wrongdoers from trading in London.315

Like markets in the U.S., the London markets were affected
by the new competition. The London International Financial
Futures and Options Exchange (“LIFFE”) had become the sec-
ond largest commodity exchange in the world, behind the Chi-
cago Board of Trade.s1¢ Nevertheless, market share was fleeing
rapidly to the electronic trading systems on Eurex in Germany.
In 1998 LIFFE closed its trading floor, abandoning its open out-
cry system in favor of electronic trading.317 But it was too late
for LIFFE to regain its position, and the exchange was later
acquired by Euronext, the continental exchange that had d-
ready combined exchanges in Paris, Brussels, Amsterdam, and
Lisbon.318

315. One enforcement action involved the manipulation of stock prices on
the Swedish Stock Exchange by the “Flaming Ferraris,” a group of traders
working at Credit Suisse First Boston in London. James Archer, the son of
Lord Archer (who was himself in prison for perjury), was a member of this
group, which was named after their favorite cocktail. James Archer was
banned for life from working in the City by the FSA-UK. Sanctions were also
imposed on other members of the group. James Mackintosh, James Archer
Banned from City Trading for Shares Deception, FIN. TIMES (London), July 28,
2001, at 3. Another enforcement case resulted in a $500,000 fine imposed on
PaineWebber International for failing to have adequate anti-money launder-
ing procedures in place. Ernest Beck, PaineWebber Receives Fine by U.K.
Agency, WALL ST. d., Aug. 23, 2001, at C18.

316. Futures Exchanges: Everlasting LIFFE, ECONOMIST, July 5, 1997, at 73.

317. Alan Cowell, London Futures Exchange to Reorganize, N.Y. TIMES, Nov.
3, 1998, at C4; London Exchange Begins Electronic Trading System, WALL ST.
J., Dec. 1, 1998, at C17. As one source notes:

CBOT was once the dominant global futures market, but Eurex now
occupies that position. . . . [TJhe Swiss-German market managed in
the first seven months of 2002 to expand on its global leadership posi-
tion. During this period, it managed a total of 445 million contracts,
up 20% on the first seven months of 2001. Its main European rival,
the Euronext/Liffe axis, managed 419 million contracts; Chicago Mer-
cantile Exchange 319 million contracts; and CBOT 186 million con-
tracts.
Eurex Aims to Open Up U.S. Market, HANDELSBLATT (Eng. version), Aug. 19,
2002, available at LEXIS, Global News Wire.
318. LIFFE was acquired by Euronext in 2001. Alex Skorecki, Exchanges
Take First Steps to Alliance, FIN. TIMES (London), Sept. 5, 2002, at 28.
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The London Stock Exchange (“LSE”), Europe’s largest, was
also dealing with this new competition.31® The exchange was
involved in a major calamity in trying to upgrade its computer-
ized systems and create a paperless settlement system. The
unsuccessful project, called “Taurus,” caused losses totaling
hundreds of millions of dollars.320 The LSE then created an
electronic, order-driven trading systems2! and decided to
demutualize and become a commercial company. As a result,
the LSE’s listing authority was transferred to the FSA-UK322
Thereafter, the LSE announced that it was planning to merge
with the Deutsche Borse in Frankfurt. The merged company
was to be known as 1X-International Exchange and was to be
linked with the Nasdaq market in the U.S.323 The proposal was
widely criticized and set off a competing takeover effort by the
OM Gruppen AB (“OM”), the owner of the Stockholm Stock Ex-
change32¢ The LSE survived, but was forced to reorganize itself
and drop the proposal to merge with the Deutsche Borse.325

VII. FINANCIAL SERVICES AGENCY OF JAPAN

Like the U.S. and the U.K,, the form of Japan’s present regu-
latory structure is best explained by its history.326 After World
War II, General Douglas MacArthur’s Supreme Command re-

319. See generally Bradley, supra note 250, at 662—64 (describing the LSE
and its history).

320. Glenn Whitney, Giant London Bourse Seeks New Identity and Focus
After Costly Project Fails, WALL ST. J ., April 22, 1993, at A11.

321. Sara Calian & Sylvia Ascarelli, London Launches Big Bang II for
Share Trading, WALL ST. J., Oct. 20, 1997, at A20.

322. FSA, THE TRANSFER OF THE LISTING AUTHORITY TO THE FSA 3 (Dec.
1999), available at http://www.fsa.gov.uk/pubs/cp/cp37.pdf.

323. Erik Portanger, Swedish Concern OM Launches Hostile Bid Valued at
$1.19 Billion, WALL ST. J., Aug. 30, 2000, at A18.

324. OM also supplied support services for other exchanges and trading
platforms, including the California Power Exchange. Silvia Ascarelli, Swedes
Set Formal Bid for the LSE, WALL ST. J ., Sept. 12, 2000, at A21.

325. See generally Bradley, supra note 250, at 697-98 (describing the take-
over battle).

326. Japan has been credited with creating the world’s first futures ex-
change. Mark D. West, Private Ordering in Japan, Private Ordering at the
World’s First Futures Exchange, 98 MICH. L. REv. 2574 (2000). Stock markets
were organized in 1874 under an ordinance that was based on the rules of the
London Stock Exchange. Andrew M. Pardieck, The Formation and Transfor-
mation of Securities Law in Japan: From the Bubble to he Big Bang, 19
UCLA Pac. BasiNL.J. 1, 7 (2001).
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quired the adoption of provisions from U.S. laws regulating fi-
nance, including the securities laws and the Glass-Steagall
Act.327 This new legislation established a Securities Commis-
sion for the Supervision of Securities Business based on the
American SEC.328 Japan did not permit bank holding compa-
nies, but banks became members of the keiretsu, i.e., large com-
panies joining in cooperative units with cross-shareholding,
which became the dominant force within the Japanese economy
after World War I1.329 The Bank of Japan acted as the country’s
central bank, setting monetary policy, while the Ministry of F-
nance (“MoF”) was responsible for financial policy.330

The MoF became a monolithic component of Japanese fi-
nance33! and managed the economy on both a micro and macro
level, leaving only a limited central banking role to the Bank of
Japan. To secure its position, the MoF abolished the Securities
Commission for the Supervision of Securities Business in 1952
and replaced it with its own Securities Bureau.332 Other aspects
of the U.S.-style regulatory system were also abandoned in later
years.333 The MoF then assumed a dual role of regulator and

327. The provisions for securities and banking regulation were set forth in
Article 65 of the Japanese Securities and Exchange Law. Hideki Kanda, Se-
curitization in Japan, 8 DUKE J. ComP. & INT’L L. 359, 367 (1998).

328. Laurence, supra note 281, at 669.

329. See Corinne A. Franzen, Increasing the Competitiveness of U.S. Corpo-
rations: Is Bank Monitoring the Answer, 2 MINN. J. GLOBAL TRADE 271, 292
(1993) (describing the cross-shareholding of the keiretsu). The American oc-
cupying authorities tried to break up the zaibatsu, or cartels, which had con-
trolled Japan’s economy before World War II. Gregory D. Ruback, Comment,
Master of Puppets: How Japan’s Ministry of Finance Orchestrates Its Own
Reformation, 22 FORDHAM INTL L.J. 185, 189-90 (1998). They were simply
replaced by the keiretsu. For a description of the rebuilding of Japan after
World War II, see JOHN W. DOWER, EMBRACING DEFEAT: JAPAN IN THE WAKE OF
WOoRLD WAR II (1999).

330. See generally Dafei Chen, Acute Symptoms of Chronic Problems: <h-
pan’s Procrastination in Solving Its Bank Crisis, the Current Situation and a
Future Perspective, 9 MINN. J. GLOBAL TRADE 269, 274 (2000).

331. The MoF assumed control of much of Japanese banking during the
1930s. Ruback, supra note 329, at 189. During World War II, a Japanese
Securities Exchange was created by the government, replacing nine private
exchanges. Pardieck, supra note 326, at 7.

332. The MoF also created a Banking Bureau and an Insurance Bureau to
regulate these industries. An International Finance Bureau conducted over-
sight of foreign financial activities of private firms. Chen, supra note 330, at
274.

333. Laurence, supra note 281, at 669.
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business promoter.33¢ Though it was the sole governmental fi-
nancial regulator, SROs, including the exchanges and the
Japanese Securities Dealers Association, also provided some
minimal regulatory functions.335

The Japanese economy prospered, experiencing growth rates
of 10% a year between 1950 and 1970.33%6 The period of growth
continued into the 1980s. The Japanese economy was viewed as
an “economic miracle,” and its manufacturing processes (e.g.,
“just-in-time”) were widely copied. Moreover, the Japanese
worker was well disciplined. The average Japanese household
had savings of $100,000,337 much of which was held in postal
savings accounts.338 The high-quality goods produced in Japan
penetrated markets everywhere. 'The U.S. was an especially
attractive market, providing easy access, even though Japan’s
restrictive trade practices were excluding American goods from
the Japanese market.

In the 1980s, however, a “bubble economy” developed in Ja-
pan. The stock market boomed, and real estate prices more
than doubled between 1986 and 1990. Scandals soon unfolded.
In the “Recruit Cosmos” affair, Prime Minister Noboru Take-
shita resigned after it was discovered that some 160 influential
politicians had been given Recruit Cosmos stock at bargain

334. Pardieck, supra note 326, at 8. The MoF often placed its senior officials
as executives at financial institutions. These institutions also maintained
offices at the MoF to further communications. Ruback, supra note 329, at
199-200.

335. Pardieck, supra note 326, at 24-27.

336. 2 MARKHAM, A FINANCIAL HisTORY OF THE U.S., supra note 15, at 278.
The recovery of the Japanese economy was aided by grants and loans from the
U.S., as well as a defense umbrella. Id.

337. Chen, supra note 330, at 277.

338. A unique part of the Japanese financial system has been the provision
of postal savings accounts by the government. These accounts received high
interest rates and were tax sheltered. In 2000, some 20% of all Japanese per-
sonal assets were held in postal savings accounts. BROOME & MARKHAM, su-
pra note 11, at 958. In 2002, $25 trillion was held in Japanese postal savings
accounts. James K. Glassman, A Growth Season for Japanese Stocks?, WASH.
Post, Apr. 28, 2002, at HO1. The Japanese government used the monies in
these accounts to fund its own operations. The postal savings accounts were
placed under the supervision of the Ministry of Posts and Telecommunica-
tions, rather than the MoF. Richard E. Nohe, A Different Time, A Different
Place: Breaking Up Telephone Companies in the United States and Japan, 48
Fep. ComM. L. J. 307, 314 (1996).
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prices in 1986, just before the company went public339 In an-
other scandal, the Hanshin Sogo Bank sold a large amount of
stock it held in the Tateho Chemical Company the day before
the company announced large losses. No wrongdoing was
found, to the consternation of many.34 Nui Onoue, the “Bubble
Lady,” became famous for borrowing billions of dollars on her
restaurants in order to invest in the stock market. The
amounts she borrowed were greater than the value of those
properties. She had also used forged certificates of deposit for
her trading activities. Eventually, the Bubble Lady, who used
séances to pick stocks, was sentenced to twelve years in
prison.341

The bursting of the Japanese economic bubble at the begin-
ning of the 1990s sent the economy into a deep recession that
the country is still struggling with today342 — massive deflation
was experienced; the Nikkei 225 index dropped from 39,000 to
11,000; land prices in large cities dropped eleven years in a row;
government debt grew to 150% of GDP, as compared with 33%
in the U.S.;343 and bad debt held by Japanese banks grew to
some 30% of GDP.34¢ The Hokkaido Takushoku Bank failed, the
first to do so in Japan since World War I1.34% Nineteen of Ja-
pan’s largest banks had capital shortages that threatened their
ability to meet the Basel Committees guidelines for interna-
tional banks.346 Yamaichi Securities, the fourth largest securi-
ties firm in Japan,347 also failed. Yamaichi had hid its losses in

339. Ex-NTT Chief Found Guilty in Recruit Scandal, L.A. TiMES, Oct. 9,
1990, at 3.

340. Laurence, supra note 281, at 670.

341. Stefan Wagstyl, Bank Chief in Japan’s Turbulent Years, FIN. TIMES
(London), Jan. 6, 2000, at 12; Robert Thomson, Institutions in Dock Beside
Bubble Lady, FIN. TIMES (London), Oct. 6, 1992, at 6.

342. The Bank of Japan introduced a zero interest rate policy as a way of
putting the economy back on its feet. Ken Belson, World Business Briefing
Asia: Japan: Monetary Policy Unchanged, N.Y. TIMES, June 13, 2002, at W1.

343. Glassman, supra note 338.

344. Time to Wake Up, EcoNOMIST, Sept. 26, 1998, at 21.

345. Eric C. Sibbitt, A Brave New World for M&A of Financial Institutions
in Japan: Big Bang Financial Deregulation and the New Environment for
Corporate Combinations of Financial Institutions, 19 U. PA. J. INT'L EcoN. L.
965, 967 (1998).

346. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 269.

347. The Bank of Japan bailed out the Yamaichi firm in 1965 by agreeing to
provide an unlimited amount of loans. 2 MARKHAM, A FINANCIAL HISTORY OF
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off-book accounts, apparently with the knowledge of at least one
MoF official.348 In the early 1990s there were a series of “loss
compensation” scandals, in which it was discovered that the
country’s four largest brokerage firms were covering the trading
losses of important clients and politicians.34 In 1997, the na-
tion’s largest securities firm, Nomura, became mired in scandal,
after it was discovered that the firm had covered the trading
losses of a gangster and engaged in widespread abusive sales
practices.350

The Japanese government took several steps to deal with this
deteriorating situation. The Japanese Diet passed the Finan-
cial Reform Act of 1992, which allowed the MoF to establish
capital requirements for banks and allowed banks to own secu-
rities affiliates. The act also aimed to further competition
among financial institutions. Furthermore, a Securities Ex-
change and Surveillance Commission (“SESC”) was created in
1992 to police the securities markets.351 This legislation osten-
sibly weduced the MoF’s role as the director agency for the
placement of financial resources.352 In application, however, the
MoF remained firmly in control of financial services firms and
the SESC.353 Greater reform was attempted in 1996 by means
of a “Japanese Big Bang” that sought to emulate the one in the
U.K. and deregulate Japan’s financial services. The Japanese
Big Bang tried to ease market entry and remove non-

THE U.S., supra note 15, at 343. When the firm failed in 1997, it owed the
Bank of Japan $3.95 billion. Three executives were arrested by Japanese
authorities. Merrill Lynch bought the Yamaichi securities operations, but lost
several hundred millions in dollars over the next few years from that invest-
ment. 3 MARKHAM, A FINANCIAL HiSTORY OF THE U.S., supra note 42, at 268.
Merrill Lynch ended up closing most of those operations. David Ibison, Japan
Refuses to Offer Up Easy Money For Foreign Banks, FIN. TIMES (London), July
2,2002, at 31.

348. Michiyo Nakamoto, Prosecutors Raid Industrial Bank of Japan, FIN.
TiMESs (London), Feb. 10, 1998, at 6.

349. See generally Masahisa Tkeda, The Legality of Compensating Investors
in Japanese Securities Market, 33 Harv. INTL L.J. 592 (1992) (describing
these scandals).

350. David Ibison, A Banking Star is Brought to Earth, FIN. TIMES (London),
Aug. 8, 2002, at 15.

351. Pardieck, supra note 326, at 9.

352. Sibbitt, supra note 345, at 987—89.

353. Chen, supra note 330, at 276.
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competitive practices.35* Commissions were unfixed. The plan
was formulated by a Financial System Research Council to al-
low banks, insurance companies, and brokerage firms to com-
pete with each other without the prior restrictions that had
kept these sectors separates3ss The government also announced
a “Total Plan” to deal with the mass of non-performing debt in
the economy and to dissolve bankrupt companies.35¢6 Although
public funds were used to shore up shaky banks, Japan’s banks
still maintain some $1.3 trillion in bad debts.357

Another scandal arose after the Tokyo Prosecutor’s Office
staged a large -scale raid involving 100 investigators on the MoF
offices in 1998.358 The Prosecutor was seeking information on
bribes in the form of lavish entertainment and discount loans
allegedly paid to MoF bank examiners by those being exam-
ined39 Two examiners were arrested and a third committed
suicides60 More legislation followed in the form of a Financial
Reconstruction Law for failed financial institutions and a H-
nancial Early Strengthening Law that allowed public funds to
be used to shore up weak or failing banks. These laws were to

354. Ruback, supra note 329, at 217.

355. dJessica C. Wiley, Note, Will the “Bang” Mean “Big” Changes to Japa-
nese Financial Laws, 22 HASTINGS INT'L & Comp. L. REV. 379, 380, 394 (1999).
Under existing regulations, strict separation of securities and banking was
required — even separate entrances were required for a firm with banking
and securities operations in the same building. Despite the Big Bang goal of
removing such restrictions, they were apparently still in place in July 2002.
Mizuho to Open One-Stop Money Shop, ASAHI SHIMBUN, July 17, 2002. See
also Yanagisawa Panel Call for Promotion of Market Functioning, JAPAN
WEKLY. MONITOR, July 8, 2002, available at LEXIS, IACNWS 88685779 (advo-
cating fewer regulatory distinctions among securities, banking, and insur-
ance).

356. Chen, supra note 330, at 278.

357. Hampered, ECONOMIST, July 13, 2002 (Finance & Economics) [hereinaf-
ter Hampered).

358. Andrew Chin, Spoiling the Surprise: Constraints Facing Random Regu-
latory Inspections in Japan and the United States, 20 Nw. J. INTL L. & Bus.
99, 99-101 (1999)

359. Japan’s Mighty Ministry Trembles, FIN. TIMES (London), Jan. 27, 1998,
at 4.

360. Ruback, supra note 329, at 211. Eventually, 112 MoF officials were
sanctioned, along with six of Japan’s largest banks. Chin, supra note 358, at
100.
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be administered by a five -member governmental body called the
Financial Reconstruction Commission.361

The SESC was transferred out of the MoF in 1998, along with
an independent Financial Supervisory Agency, which was suc-
ceeded by the Financial Services Agency (“FSA-Japan”) in
2000.362 The FSA-Japan was also given the power, previously
held by the MoF, to set securities policy and to regulate securi-
ties and banking. The SESC continued its operations under
authority from the FSA-Japan, which in turn was supervised by
the Financial Reconstruction Commission.363 More reform legis-
lation was adopted: the ban on holding companies was re-
moved3%4 and consumer protection was enhanced through the
Law Concerning the Sale of Financial Products.365

Some have expressed concern that all of these reforms may
not have accomplished very much. The SESC lacked strong
enforcement mechanisms366 — it is only an investigative agency.

361. Japan’s Financial Sector Reform: Progress and Challenges, Hakuo
Yanagisawa, Minister for Financial Services Japan, Address before the Finan-
cial Services Authority (Sept. 3, 2001), available at http://www.fsa.go.jp/
gaiyou/gaiyoue/presen/20010903.html.

362. Securities & Exchange Surveillance Commission, History and Func-
tions, at http://'www.fsa.go.jp/sesc/english/news/others/20010723.htm (last
visited Nov. 18, 2002). The Financial Supervisory agency was merged with
the MoF Financial System Planning Bureau to form FSA-Japan. Masaharu
Hino, On the Establishment of the Financial Services Agency, Address Before
the Bank of England (Sept. 2000), available at http://www.fsa.go.jp/gaiyou/
gaiyoue/presen/p2000913.html [hereinafter Hino Address]

363. The Financial Reconstruction Commission quickly encountered scan-
dal, and critics charged that it was maintaining the insular and clubby ap-
proach of the MoF. A Loss of Appetite, ECONOMIST, Sept. 16, 2000 (Japanese
Financial Regulation) [hereinafter A Loss of Appetite]. The FSA’s organiza-
tion and role in the government is a somewhat confusing one. See FSA, About
the Financial Services Agency, Organization (Jan. 2002), at http://www.fsa.
go.jp/info/infoe.html.

364. Sibbitt, supra note 345, at 993—-94.

365. Adopted in 2000, this statute required greater disclosures to customers
purchasing financial products. Pardieck, supra note 326, at 69-70. A Con-
sumer Contract Act that was also passed in 2000 allowed customers to rescind
contracts if they were misinformed about the nature of the transaction and
precluded broad disclaimers of liability. Id. at 74-78.

366. The SESC chairman promised to “Kick out Rogue Broker-Dealers” and
“show up our presence” through enforcement actions. Takeo Takahashi, New
Chairman, Inaugural Address (July 23, 2001), at http://www.fsa.go.jp/sesc/
english/news/others/20010723.htm. The SESC was investigating the manipu-
lation of stock prices by derivative firms trying to avoid paying a bonus cou-
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The SESC has no authority to impose sanctions, but may refer
matters for sanctions. In practice, however, few referrals have
been made to date.367 In 2001, the SESC had a relatively small
staff, at least in comparison to the SEC in the U.S.,368 and most
of them had been transferred from the MoF.369 To be sure, the
MoF does appear to retain some policy control30 FSA-Japan
also experienced a faltering start. When FSA-Japan did try to
take aggressive action by urging vast bad debt write-offs, many
small and medium-sized companies went bankrupts3 FSA-
Japan then eased off, pressuring the banks and using public
funds to save the Daiei supermarket chain and Koizumi, a con-
struction company, both of which had massive amounts of bad
debt. However, there were no bailouts for small companies372
The government nationalized the Long-Term Credit Bank of
Japan and the Nippon Credit Bank, after these institutions
could m longer be kept afloat.3’ Public funds were also in-
jected into all but one major bank.374

pon on Reverse Convertible Bonds. Press Release, SESC, An Annual An-
nouncement of Activity (Sept. 3, 2001), available at http://www.fsa.go.jp/sesc/
english/mnews/others/20010903.htm. In 2000, the SESC filed only five cases
with the prosecutor’s office and made thirty-four recommendations for disci-
plinary actions to FSA-Japan. Id. Between 1992 to June 2001, the SESC
made 188 recommendations to FSA-Japan for disciplinary actions. SESC,
What We Do § 5, at http://www.fsa.go.jp/sesc/english/actions/actions_menu.
htm (last visited Jan. 30, 2003).

367. Pardieck, supra note 326, at 9—14.

368. The SESC staff is about one tenth the size of the SEC. Phred Dvorak,
Walking Wounded, One Reason Stocks in Japan Stay Low: Zombie Companies,
WaALL ST. J., Aug. 28, 2002, at Al; Pardieck, supra note 326, at 86; Ruback,
supra note 329, at 226. The SESC has disputed this contention, noting that it
has a much smaller universe to regulate than the SEC in the U.S.. Laurence,
supra note 281, at 677—78. The SESC is composed of a three member commis-
sion and has eleven regional offices. SESC, ORGANIZATION, available at
http://www.fsa.go.jp/sesc/english/aboutsesc/aboutsesc02.pdf (last visited Mar.
20, 2003).

369. Chen, supra note 330, at 269, 285.

370. Ruback, supra note 329, at 223-24.

371. Review, ASAHI SHIMBUN, July 17, 2002.

372. Hampered, supra note 357; Review, ASAHI SHIMBUN, July 17, 2002.

373. The remaining assets of these banks were sold. Former management
of both banks were being prosecuted. Several financial institutions were also
put into bankruptcy, a rarity in Japan. Hino Address, supra note 362.

374. Hakuo Yanagisawa, Japan’s Financial Sector Reform: Progress and
Challenges, Address Before the Financial Services Authority, London (Sept. 3,
2001), at http://www.fsa.go.jp/gaiyou/gaiyoue/presen/p20010903.html.
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FSA-Japan announced that it was undertaking inspections of
large troubled banks in order to address their bad debt prob-
lems.375 The project was supposed to be a “Japanese sword” for
dealing with the problem, but the result was largely to shore up
some troubled bankss376 Critics claimed that FSA-Japan was
“whitewashing” the bad debt problem in Japan.37” After down-
grading Japan’s debt, a credit rating agency claimed that FSA-
Japan was engaging in regulatory forbearance as a way to aid
the economy “in the hope that something will turn up.”s7® The
agency was waffling on reform in other areas. Japan dropped
its insurance guaranty for customer funds held in time deposit
accounts, limiting claims to about $83,000. This was intended
to assure more market discipline, but it instead raised concerns
that funds would be pulled out of already unstable institutions,
weakening them further3”® When a similar proposal limiting
deposit insurance on ordinary deposit accounts met political
opposition FSA-Japan started backtracking.3s0 It then extended
government insurance on some deposits, a breach of its promise
to eliminate unlimited guarantees.3s1

FSA-Japan seemed to be retreating from promised ieform
measures in the insurance industry and was stalling on allow-
ing commercial banks, such as the one sought by Sony, to be
licensed.382 The Japanese government continued the old MoF
role of trying to manage the economy in other ways. Most re-

375. FSA-Japan seems to place heavy regulatory emphasis on inspections, a
costly and time-consuming form of regulation requiring considerable man-
power. FSA, Financial Services Agency Program Year 2001 Basic Guidelines
and Basic Plan for Inspections (July 30, 2001), at www.fsa.go.jp/news/newse/
€20010730-1.html.

376. Tomomi Miyazaki, ASAHI SHIMBUN, May 1, 2002.

377. Japan — Can Japan’s Banks Clean Up?, THE BANKER, May 1, 2002.

378. David Ibison, Bank Regulator Criticized for Lack of Action, FIN. TIMES
(London), June 6, 2002, at 10.

379. David Pilling, Regulator Drafts Plan for Japanese Bank Mergers, FIN.
TiMES (London), July 11, 2002, at 9; David Pilling, Japan May Move to Hasten
Banking Shake-Up, FIN. TIMES (London), July 8, 2002, at 7 [hereinafter Pill-
ing, Japan May Move].

380. Another Tokyo Setback, WALL ST. J., Aug. 28, 2002, at A14.

381. Japan Set to Break Deposits Pledge, FIN. TIMES (London), Sept. 5, 2002,
at 1.

382. A Loss of Appetite, supra note 363. The U.S. also rejected the operation
of commercial banks such as one proposed by Wal-Mart and Sony in the U.S.
when the GLBA was adopted in 1999. Markham, Banking Regulation: Its
History and Future, supra note 4, at 264, 278 n.347.
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cently, despite FSA-Japan’s push for a market solution, the
government suggested that more banks should merge and that
it would offer a higher government guarantee to encourage such
actions.383 In fact, several of Japan’s largest banks did merge to
form colossal enterprises, the largest being Mizuho Holdings,
Inc, composed of Daiichi Bank, Fuji Bank, and the Industrial
Bank of Japan.3s4

FSA-Japan was accused of trying to manipulate the Nikkei
225 index through short sale restrictions, which were modeled
after those of the SEC in the U.S3% Like the MoF, FSA-Japan
has often been lenient, at least on Japanese banks. For exam-
ple, FSA-Japan merely issued a warning to a Japanese bank
that hid key information from inspectors.38 FSA-Japan has
shown that it does know how to play tough, at least where for-
eigners are involved. FSA-Japan accused two American firms
of improper short sales, in another attempt to support the mar-
ket.387 In 1999, the Tokyo branch of Credit Suisse was excluded
from engaging in the derivatives business in Japan after sev-
eral abuses.388 FSA-Japan denied the consequent claims that it
was discriminating against foreign firms.389

383. Pilling, Japan May Move, supra note 379, at 7.

384. Alexandra Nusbaum, Investment Trust Hopes Lift Tokyo, FIN. TIMES
(London), Jan. 29, 2000, at 24.

385. Some Securities Dealers Have Already Been Punished for Breaking
Body, AsAHI SHIMBUN, Mar. 19, 2002.

386. Mizuho Given Warning in May for Misleading FSA, ASAHI SHIMBUN,
June 19, 2002.

387. David Ibison, Nikkei Was Manipulated by Japan, Say Banks, FIN.
TiMES (London), June 13, 2002, at 1.

388. Michael S. Bennett & Michael J. Marin, The Casablanca Paradigm:
Regulatory Risk in the Asian Financial Derivatives Markets, 5 STAN. J. L. Bus.
& FIN. 1, 26 (1999). A criminal indictment was brought by Japanese prosecu-
tors against the firm for concealing documents. Phred Dvorak & Erik Portan-
ger, London Division of Credit Suisse is Indicted in Tokyo, WALL ST. J., Dec. 9,
1999, at A23.

389. Takeshi Uera, Policies of Japan’s FSA Misunderstood, FIN. TIMES
(London), June 18, 2002, at 14. Disciplinary action was also taken against JP
Morgan by FSA Japan and against Nikko Salomon. Bayan Rahman, JP Mor-
gan Japan Arm Ban, FIN. TIMES (London), Mar. 1-2, 2003, at 8; Jason Singer,
Japanese Regulators Penalize Nikko Salomon, WALL ST. J., Mar. 19, 2003, at
B10. American regulators have not been unwilling to employ a heavy hand in
disciplining Japanese firms. See United States v. Iguchi, 1997 WL 593018 (2d
Cir. 1997) (unpublished opinion) A Japanese rogue trader, who lost $1 billion
in unauthorized trading, was jailed, and Daiwa Bank, the victim of this em-
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The Nikkei 225 Index remains 74% below its high in 1989.3%
An advisory committee to FSA-Japan has recommended that
stocks be sold at post offices as a means of shifting corporate
financing away from bank loans and towards the equity mar-
kets in order to inflate the stock market.391 The committee also
supported a continuing role for the government in bailing out
troubled banks.392 The Bank of Japan followed up that proposal
with an aanouncement that it would be buying the stock of
companies held by banks.393 This was said to be a “shocking”
manipulation of the stock market designed for the benefit of the
banks.39¢ The Bank of Japan, FSA-Japan, and the MoF were
said to be at an impasse over policy disputes.39> On the positive
side, the agency was seeking greater public disclosures from
firms in precarious financial circumstances3% It raised its
bank capital adequacy threshold for intervention and correc-
tion, but capital levels at Japanese banks were still well below
the Basel minimum international standards97 FSA-Japan a-
lowed banks to sell life and other insurance and announced that

ployee, was fined $340 million for failing to report the losses promptly to U.S.
regulatory authorities. That was then the largest criminal fine in history. Id.

390. Phred Dvorak, Walking Wounded, One Reason Stocks in Japan Stay
Low: Zombie Companies, WALL ST. J., Aug. 28, 2002, at A1.

391. A proposal to reform the postal service was “emasculated.” Another
Tokyo Setback, WALL ST. J., Aug. 28, 2002, at A14. Japanese savings habits
remain a matter of continuing concern. “The Japanese have a mammoth $122
trillion in household savings but invest just 4.4% of their financial assets in
stocks, compared with about 18% for Americans.” Dvorak, supra note 390, at
Al.

392. Panel Calls for Shift to Direct Financing, JAPAN WKLY. MONITOR, July
15, 2002, available at LEXIS, IACNWS 89070940.

393. David Pilling, Dramatic Action by Bod to Shore Up Banks, FIN. TIMES
(London), Sept. 19, 2002, at 10; Phred Dvorak, Japan’s Central Bank Will Buy
Stocks Held by Troubled Lenders, WALL ST. J., Sept. 19, 2002, at A1. This led
to a loss of confidence in the government’s bond issues. Ken Belson, Not¢
Enough Bidders for Bond Auction, N.Y. TIMES, Sept. 21, 2002, at C1.

394. Japanese Central Bank Plans to Buy Stocks, NEWS & OBSERVER (Ra-
leigh), Sept. 19, 2003, at 3D.

395. Ken Belson, Not Enough Bidders for Bond Auction, N.Y. TIMES, Sept.
21, 2002, at C1.

396. FSA Wants Companies to Disclose Vulnerability, YOMIURI SHIMBUN
DaiLy YoMIURI, July 5, 2002, at 1.

397. Watchdog Raises Bank Scrutiny, ASAHI SHIMBUN, June 27, 2002. Large
Japanese banks had capital of about one-fourth of that required by the Basel
standard. Hampered, supra note 357.
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it was allowing bank affiliated brokers to do so as well39% After
some well publicized insurance firm failures, FSA-Japan in-
creased regulatory controls over the industry, requiring, among
other things, marked-to-market accounting and increasing sol-
vency margins.3% At the same time barriers to entry were being
lowered, allowing some foreign competition.400

VIII. WHICH 1S BETTER?

From a distance at least, the regulatory model developed by
the U.K. has a great deal of theoretical appeal.401 The different
areas of the financial services industry have been gradually in-
termingling over the last quarter of a century. The American
model of regulating each facet of finance is based on the histori-
cal separation of financial services and not on their current
status. As Howard Davies, the Chairman of the FSA-UK, noted
in answering his own rhetorical question of why his country
should move to a super regulator:

398. FSA to Allow Bank’s Securities Units to Sell Life Insurance, JAPAN
WEKLY. MONITOR, June 24, 2002, available at LEXIS, IACNWS 87698011. The
Asahi Shimbun and Wire Reports, ASAHI SHIMBUN, June 21, 2002; Banking on
Deregulation, INS. DAY, May 3, 2001, at 4.

399. Japan’s FSA Tightens Up Sector Regulation, INS. DAY, Apr. 26, 2001, at
5. A self-assessment system was implemented for setting reserve require-
ments. Hino Address, supra note 362, § 16. Japanese insurance companies
continued to experience a loss in profitability as a result of the disinflation in
the economy. Insurers Must Abandon Herd Mentality, YOMIURI SHIMBUN
DaiLy YOMIURI, June 11, 2002, at 1, 1-2. The industry was consolidating. See
Outlook on Japan life Insurers Remains Negative, PR NEWSWIRE, June 7, 2002,
available at http://www.prnewswire.com/cgi-bin/stories.pl?ACCT=105&
STORY=/www/stroy/06-06-2002/0001742568; Life Insurers Plan Pension Fund
Management Alliance, BESTWIRE, Apr. 10, 2001. FSA-Japan has allowed
mergers of life and non-life insurers, aiding the trend toward consolidation.
Bayan Rahman, Dai-Ichi and Yasuda Moot 316 Billion Dollar Link, FIN.
TiMEs (London), Aug. 28, 2000, at 20; One Result of Japan’s Big Bang. . .,
Ins. DAY, Oct. 2, 2001, at 9.

400. Charles Garnsworthy, Life Crisis Prompts Change, REINSURANCE MAG.,
May 1, 2002, at 26; A Growing Influence on the Japanese Scene, INS. DAY, Dec.
6, 2000, at 7.

401. The super regulator is becoming an increasingly popular model. Ger-
many only recently created a single regulator — the Federal Agency for H-
nancial Services Supervision. G. Thomas Sims, Germany Wants New Regula-
tor to Boost Confidence, WALL ST. J., May 2, 2002, at A13. South Korea also
created a Financial Supervisory System as a unified regulator. Andrew Ward,
UBS and Merrill Punished for Leaks, FIN. TIMES (London), Aug. 14, 2002, at
17.
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Because financial markets move on, the sectoral system put in
place in the late 1980s is no longer fit for the purpose at the
beginning of the 21st century. The old divisions between
banks, insurance companies, securities firms, investment
managers, and the rest, do not reflect the way the financial
sector 1s now organized. Banks own insurance companies, and
vice versa. Insurance companies own fund managers. The
most rapidly growing mortgage bank is owned by a mutual life
insurer. Lloyds TSB now incorporates Scottish Widows. What
do you call Citigroup, which includes Citibank, Travellers,
Salomon Smith Barney and, now, Schroders?402

Nowhere is this trend more evident than in the U.S.. It is
best exemplified by the Chairman’s reference to Citigroup,203 a
modern financial services firm that sells products across all
business lines.40¢ There are few, if any, remaining conventional
banks that only take deposits and make loans, surviving on the
spread40s  Merrill Lynch is, for example, not just a broker-

402. Howard Davies, Scrutiny has Sharpened Resolve of City Watchdog,
TiMEs (London), May 2, 2000, at 26.

403. International financial behemoths such as Citigroup raise other con-
cerns:

Who regulates Citigroup, the world’s largest and most diverse finan-
cial institution? With its operations in over 100 countries, selling just
about every financial product that has ever been invented, probably
every financial regulator in the world feels that Citi is, to some de-
gree, his problem. . .. Yet in a sense nobody truly regulates Citi: it is
a global firm in a world of national and sometimes sector watchdogs.
The same is true of AIG, General Electric, UBS, Deutsche Bank and
many more.
The Regulator Who Isn’t There, EcoNoMIST, May 18, 2002.
404. Banks now sell 40% of the annuities sold in the U.S.. Jeff D. Opdyke, A
Risk-Free Way to Beat the Dow?, WALL ST. J., Aug. 28, 2002, at D1.
405. As a 1995 U.S. Treasury memorandum also noted with respect to the
traditional banking business:

The share of total private financial assets held by insured depository
institutions has declined sharply, from about 60 percent in 1970 to
less than 35 percent today.

Only 15 percent of all financial assets held by households and the
non-profit sector in 1994 was accounted for by insured deposits.

Recent data show that, of the 20 largest financial firms in the United
States. Only 5 are commercial banks. Moreover, a number of diversi-
fied financial services firms own non-bank, thrift institutions, or in-
dustrial loan companies.
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dealer. It sells insurance, provides bank services, manages
portfolios, and engages in a wide range of financial services that
compete with those of the large banks.206

The single regulator approach provides FSA-UK with the
ability to approach financial regulation from a larger perspec-
tive. The agency is able to focus on those objectives and to de-
cide how they can be met in the most rational fashion, rather
than through competition with other regulators.207 As a single
regulator, the FSA-UK can be refreshingly candid about what it

The differences between the products of banks and non-bank finan-
cial firms have been increasingly blurred. The emergence of similar
products by different firms operating under different regulatory re-
gimes results in complicated competitive and regulatory issues.

A number of commercial banks engage in little or no traditional
banking — funding commercial loans with deposits. Rather, they
specialize in trading activities, consumer finance, or fee-based ser-
vices.

Capital markets have become increasingly globalized, and financial
markets in different countries have become more interdependent.

Technological innovations such as remote banking and digital cash
daily redefine the nature and delivery of financial services and the
respective roles played by bank and non-bank firms. For example,
the date processing firm EDS is the second largest owner/operator of
ATMs in the U.S.
DEPARTMENT OF THE TREASURY, MEMORANDUM FOR MEMBERS OF THE
SECRETARYS ADVISORY COMMISSION ON FINANCIAL SERVICES FROM JOAN
AFFLECK-SMITH, DIRECTOR, OFFICE OF FINANCIAL INSTITUTIONS PoLICY (Oct. 23,
1995) [hereinafter DOT, MEMO ON FINANCIAL SERVICES].
406. As Merrill Lynch notes:

The financial services industry continues to be affected by an intensi-
fying competitive environment, as demonstrated by consolidation
through mergers and acquisitions, competition from new and estab-
lished competitors using the Internet or other technology, and dimin-
ishing margins in many mature products and services. The trend of
consolidation of commercial and investment banks made possible by
the Gramm-Leach-Bliley Act has also increased the competition for
investment banking business through the use of lending activities in
conjunction with investment banking activities.
MERRILL LyNCH, 2001 ANNUAL REPORT 17, available at
http://www.ml.com/annualmeetingmaterials/annrep2001/ar/discussion.html.
407. The FSA-UK has taken this ability seriously and has thoughtfully ad-
dressed its statutory objectives and how they can be met. FINANCIAL SERVICES
AUTHORITY, 2002 A NEW REGULATOR FOR A NEW MILLENIUM (Jan. 2000), avail-
able at http://www.fsa.gov.uk/pubs/index-chrono-2000.html.
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is able to accomplish, advising the public that it “does not aim
to prevent all failure” and that it “recognizes the proper respon-
sibilities of consumers themselves and of firms own manage-
ment and the impossibility and undesirability of removing all
risk and failure from the financial system . . . 7408 There is,
however, an important factor present in the U.K. that is not
found in Japan, the other super regulator country considered in
this Article. There is a long and well developed culture in the
U.K. of avoiding governmental interference in business.29 The
FSA-UK, while reflecting a political demand for more regula-
tion, is still a non-governmental body that remains an extension
of the City’s cultural abhorrence to intrusive regulation. Lon-
don has learned from long experience that, while there will al-
ways be scandals and failures, each should be viewed as sui
generis and dealt with accordingly.

Japan, in contrast, has a regulatory culture of intervention
and economic management. The MoF managed the economy
with some success in its early stages; Japan even threatened
the U.S. competitively.#10 That MoF model, while successful
during the growth period of the Japanese economy, failed as the
economy became more complex.#l The insular mature of Ja-
pan’s financial structure crumbled in the face of global competi-
tion that the country could no longer avoid. Mounting scandals,
which were unearthed as the economy declined, required that
the MoF be removed at least from the front door of regulation.
The creation of FSA-Japan gave lip service to finding market

408. INTRO. TO THE FSA, supra note 295, at 7.

409. See Schooner & Taylor, supra note 275, at 613 (describing the reasons
for this hands-off culture).

410. See generally DAVID HALBERSTAM, THE RECKONING (1986) (describing
the competitive threat to American automobile manufacturers from Japan).

411. This is a point best left to the economists, but it seems that managed
and command economies may do well in their early growth stages and then
collapse as the economy becomes too complex for such management. The most
extreme example is the former Soviet Union. The country’s economy recov-
ered to its pre-World War II levels within five years of the conclusion of that
conflict despite the damage wreaked by the Germans. Its economy continued
to expand for a time before falling apart. At the end, eighteen million bureau-
crats were trying to substitute for a market. The result was shortages in 234
out of 277 basic consumer goods. Alexander Belozertsev & Jerry W. Mark-
ham, Commodity Exchanges and the Privatization of the Agricultural Sector in
the Commonwealth of Independent States — Needed Steps in Creating a Mar-
ket Economy, 55 Law & CONTEMP. PROBS. 119, 128-31 (1992).
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solutions to the economic malaise in Japan, but that agency still
seems to cling to the culture of managing the economy by sup-
porting large banks and resisting foreign competition. Conse-
quently, the Japanese super regulator model does not seem to
be a desirable one to mimic. A developed economy is simply too
complex to be managed by bureaucrats, no matter how brilliant.

This brings us to the American competitive regulatory model.
The GLBA enshrined the concept of “functional” regulation,
which means that a diversified financial services firm that has
a bank in its holding company structure will have a plethora of
regulators with substantively different and sometimes conflict-
ing regulatory requirements. Such a firm will face regulation
from several bank regulators, including the Federal Reserve
Board, the FDIC, and either the Comptroller of the Currency or
a state bank regulator. The firm will also be regulated by the
CFTC and the SEC, plus one hundred or more state securities
and insurance commissions.*2 The firm will further be subject
to regulation by various self-regulatory organizations, including
NASDR, probably the NYSE, various options exchanges, the
National Futures Association, and possibly various contract
markets such as the Chicago Board of Trade. If that were not
enough, such entities must also undergo the scrutiny of an ever-
increasing list of “gatekeepers,” including accountants, lawyers,
analysts, NRSROS, and outside directors. The Federal Trade
Commission is using its cold calling and false advertising regu-
latory powers to appear in joint “sweeps” with the SEC and
CFTC.413 There are also state attorney general wolf packs and
an increasingly aggressive Justice Department that will happily
destroy a large firm and devastate its employees’ careers ke-
cause of the wrongdoing of a few414 What exactly is functional
about this morass?

The American regulatory culture is an aggressive one, reflect-
ing a strong anti-business bias.415 In the context of the SEC and

412. The District of Columbia must also be counted.

413. See supra note 259. The FTC was also seeking a $215 million fine from
Citigroup, perhaps the most regulated firm in the world, for predatory lending
practices. Citigroup to Settle Lending Case, N.Y. TIMES, Sept. 20, 2002, at
C12; What’s News, WALL ST. J., Sept. 6, 2002, at Al.

414. See infra notes 424—-25, 433 and accompanying text.

415. The author has tried to catalogue this cultural bias elsewhere. It can
be traced at least to Thomas Jefferson’s antipathy to the northern merchants,
and was fueled by Andrew Jackson’s destruction of the Bank of the U.S. and



File: Markham Base Macro Final.doc Created on: 3/20/2003 5:05 PM Last Printed:4/28/2003 11:31 AM

2003] FINANCIAL REG.IN U.S., UK., & JAPAN 397

CFTC, there are numerous instances of this aggressiveness.
Insider trading prosecutions are a prime example. Such
charges have not been vigorously pursued in Tokyo or Lon-
don.#16 The Sumitomo copper case also makes an interesting
case study. Sumitomo Corp., a large Japanese trading com-
pany, was the victim of a rogue trader who was manipulating
the world copper market, mostly through trading conducted in
the London markets. The unauthorized activities of this trader,
Yasuo Hamanaka, cost Sumitomo $2.6 billion in trading losses,
a rather severe punishment in and of itself. Despite the fact
that Hamanaka’s trading had only a tangential relationship to
the U.S., the CFTC brought a case against Sumitomo and fined

the excesses of the Robber Barons. The harsh competition practiced by the
trusts also gave it strength. The “populists,” the “muckrakers,” and the
“money trust hunt” laid the groundwork for the New Deal financial legislation
that was anti-business in its thrust and which is popularly viewed, without
any apparent justification, to have saved America during the Great Depres-
sion. The questionable payment scandals of the 1970s and the insider trading
scandals of the 1980s caused a rebirth of the anti-business movement in
American culture. See 1-3 MARKHAM, A FINANCIAL HiSTORY OF THE U.S., supra
notes 15, 42, 274. Now Enron has freed these demons once again.

416. An FSA-UK official stated that he could “count the number of U.K.
insider-trading cases on the fingers of one hand, ‘and still have a few to play
with.” Anita Ragahaven et al., Europe’s Police Are Out of Luck on Isider
Cases, WALL ST. J., Aug. 17, 2000, at C1. Japan was even more of an “insider’s
paradise.” Laurence, supra note 281, at 670. Japan has been prodded into
being more vigorous against insider traders. Between 1992 to June 2001, the
SESC filed thirty-six cases with the prosecutor, thirteen of which involved
insider trading. Securities and Exchange Surveillance Commission, What We
Do, at http://www.fsa.go.jp/sesc/english/actions/actions.htm (last visited Jan.
30, 2003). These regulators have also responded to other SEC initiatives. The
FSA-UK adopted the SEC view on selective disclosure to analysts. See, eg.,
Silvia Ascarelli, U.K. to Bolster Rules That Bar Select Briefings with Analysts,
WaALL ST. J., Oct. 26, 2000, at A21 (describing the FSA-UK’s views). In doing
so, however, the FSA-UK allowed its firms to take corrective actions and
noted that market forces were requiring the change in any event. Randall
Smith & Aaron Luchetti, How Spitzer Will Affect Wall Street, WALL ST. J.,
May 22, 2002, at C1. The FSA-UK has also been more gingerly than the SEC
in its approach to the regulation of electronic communications networks. Sil-
via Ascarelli, UK. Regulators Seek Advice on Ways to Oversee Electronic Trad-
ing, WALL ST. J., Jan. 24, 2000, at C22; Mark Atherton, FSA Reviews Share
Deal Rules, TIMES (London), Apr. 26, 2001, at 28. Both Japan and the U.K.
have expressed concern that the Sarbanes-Oxley legislation has gone too far
and could adversely affect their companies. See, e.g., Edward Alden, Japan
Joins Chorus of Disapproval on New U.S. Corporate Rules, FIN. TIMES (Lon-
don), Aug. 1, 2002, at 6.
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the company a record amount of $150 million. Japan and the
U.K. only piggybacked onto this action. Japan prosecuted the
rogue trader. Most of the trading at issue took place in London,
but the FSA-UK asked only for its costs in investigating the
matter, some $8 million.417

The Enron affair and subsequent accounting scandals under-
score the weakness and instability of this competitive regula-
tory culture, particularly when politics intervenes® Competi-
tive regulation did not stop any of these massive accounting
frauds.419 The hysteria attending the Enron affair in Congres-
sional hearings was another appalling chapter in our financial
history.#20 Berating and badgering witnesses, demanding only

417. Aaron Lucchetti, CFTC Fines Sumitomo a Record $150 Million, WALL

ST. J., May 12, 1998, at C19. See also In the Matter of Sumitomo Corp.,
[1996-1998 Transfer Binder] Commodity Futures L. Rep. (CCH) q 27,327
(C.F.T.C. 1998) (CFTC consent decision).

418. These scandals turned on various schemes to manage or falsify earn-
ings, a concern that has been around for decades. George Getschow, Paper
Profits, Slick Accounting Ploys Help Many Companies Improve Their Income,
WaALL ST. J., June 20, 1980, at 1. In 1999 — before Enron — the SEC had
been investigating managed earnings. Thomas S. Mulligan, New Wave of
Accounting Probes Deepens Fear, L.A. TIMES, Apr. 4, 2002, at C1. Concern
with accounting practices is also an old issue. SEC Chief Urges Accountants
to Improve Self-Regulation or Risk U.S. Intervention, WALL ST. J., Jan. 4,
1980, at 11. See also Charles Stabler, Accountants’ Self-Regulatory Efforts Get
SEC Praise, But Further Steps Are Urged, WALL ST. J., July 6, 1978, at 4 (SEC
submits massive 1,300 page report on accounting profession to Congress).

419. See, eg., Anita Raghavan et al., Full Speed Ahead: How Enron Bosses
Created a Culture of Pushing Limits, WALL ST. J., Aug. 26, 2002, at Al (de-
scribing guilty plea by an Enron financial officer); Sheila McNulty & Peter
Spiegel, Former Enron Executive Pleads Guilty to Fraud Charges, FIN. TIMES
(London), Aug. 22, 2002, at 23 (same). See also Elizabeth Douglas et al., The
Nation, Former Phone Execs Arrested, L.A. TIMES, Aug. 2, 2002, at Al (de-
scribing the WorldCom fraud).

420. The newspapers joined this lynch mob with enthusiasm. See, e.g.,
Raghavan et al., supra note 419 (describing Enron executives as bad boys who
went to strip bars, drove fast cars, and paid $500 per month for a parking
spot). Of a kin was an English author’s supercilious suggestion that Enron
and other accounting scandals might evidence that Karl Marx was correct in
claiming that capitalism was victimizing society. Niall Ferguson, Marx, Niall
Ferguson Says Capital’s Author was Right about the Class Struggle, FIN.
TiMES (London), Aug. 17, 2002, at 1. The low was reached in the “Women of
Enron” photo spread in the August 2002 issue of Playboy. See Women of En-
ron, PLAYBOY, Aug. 2002, at 118. At that point, all that was lacking was an
article in the National Enquirer claiming that the Enron executives were chil-
dren of aliens from outer space. The gap was filled when the scandal over
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yes or no answers to convoluted and complex questions, mock-
ing witnesses and cutting off their answers when it was not fa-
vorable to the Congressional inquisitor, and requiring witnesses
to take the Fifth Amendment in front of cameras had all the
trappings and foulness of a McCarthy era hearing.#2! The SEC

whether Martha Stewart, the guru of domestic living, had engaged in insider
trading in ImClone Stock. The mob positively howled. See, e.g., Holman Jen-
kins Jr., Business World: An Autumnal Resolution: Give Martha a Break,
WALL ST. J., Sept. 4, 2002, at A23 (describing the allegations). The scandal
over Jack Welch’s retirement benefits set off another feeding frenzy. Despite
the fact that he had added billions of dollars of value to General Electric, the
press was claiming he had acted improperly after it was revealed in a divorce
case that he was given perquisites valued at about $2.5 million per year.

Those perks included such things as tickets to sporting events, and the opera,
a small consulting fee, an apartment, office, and use of a corporate jet, all of
which had been negotiated with outside directors and disclosed. See, e.g.,
Matt Murray et al., GE Pact With Welch Raises Eyebrows, WALL ST. J., Sept.
9, 2002, at B4; Jack Welch, My Dilemma and How I Resolved It, WALL ST. J.,
Sept. 16, 2002, at A14. These two celebrities were not the only targets of the
press. One of the more silly charges claimed that a Merrill Lynch analyst was
somehow corrupted by an exchange of wine and champagne with the CEO of
Tyco, who was later indicted for tax evasion and looting Tyco. See, e.g., Pat-
rick McGeehan, Lawyer Says Ex-Merrill Analyst Traded Gifts with Tyco Chief,
N.Y. TIMES, Sept. 14, 2002, at C1.

421. The fact that a great many people seem surprised that a severe market
downturn would expose abuses is beyond comprehension, particularly after an
unprecedented ten-year bull market that predictably covered up a multitude
of sins. The dismay expressed for the 5,000 or so laid-off Enron employees
and even Enron shareholders also seems somewhat affected, when one consid-
ers the fact that Motorola, Nortel, Corning, Lucent, and Procter & Gamble
have each laid off tens of thousands of employees in the last few years. There
were no cries of outrage when those employees were left without a job. These
companies’ shares, many of which were held in employee 401(k) accounts,
sustained major losses, but there were few cries to lynch the executives. See,
e.g., Richard Waters, Nortel Spasm Causes Pain for Sector Rivals, FIN. TIMES
(London), Aug. 29, 2002, at 1 (describing the continuing problems in the tele-
com industry). The difference in the case of Enron was the result of several
factors that went beyond a concern for fraudulent accounting practices, as
serious as they may be. The stock market was falling in 2001, and the Enron
collapse was a signal to find a scapegoat for that downturn. This was also a
political opportunity. The Democrats could not attack President Bush over
the “War on Terror,” so they turned to the economy and Enron. The Republi-
cans could not let the Democrats out-Enron them since the coming elections
would decide control of Congress by one party or the other. The Republicans
became as strident as the Democrats as this quickly turned into an election
issue. See, e.g., John Harwood & Shailagh Murray, Guns and Butter: For Fall
Campaigns, a Tension between Economy and Security, WALL ST. J., Aug. 30,
2002, at Al; Jeff Zeleny, Democrat Hopefuls Dig in on Economy,; Moderates
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joined the witch-hunt, requiring the CEOs of America, guilty or
not, to take a loyalty oath to full disclosure by swearing to the
accuracy of their company’s financial statements.422 Hastily
drafted legislation led t an incredible increase in the SEC’s
budget and more redundant layers of regulation were added 423
Competitive regulation, at least in a crisis, results in bad
judgment of an extreme character. Exhibit A is the Justice De-
partment’s indictment and trial of Arthur Andersen, LLP:424
Tens of thousands Arthur Andersen employees worldwide, far
outnumbering the affected Enron employees, were forced to find
new jobs even though they did not participate in the alleged
wrongdoing of the one individual found responsible for the con-
viction of the firm.425 The conviction also badly damaged Enron

Warn Attacks on Business Could Backfire, CHICAGO TRIBUNE, July 9, 2002, at
N9.

Corporate accountability even became an issue in gubernatorial con-
tests, as if the governors could do anything about SEC accounting issues. See,
e.g., Randal Archibold, Cuomo is Saving His Firepower For End of Race, Ad-
visers Say, N.Y. TIMES, Aug. 22, 2002, at B6 (New York race); Mark Z. Bara-
bak, Bush Steps Carefully Into State, L.A TIMES, Aug. 23, 2002, at Al (Cali-
fornia race). Of course, corporate accountability is not a new issue, having
arisen in the questionable payment scandals of the 1970s. See, e.g., Stan
Crock, Manager’s Journal, WALL ST. J., Mar. 13, 1978.

422. See Andrew Hill, Wall Street’s Next Focus is ‘Oath’ Deadline, FIN. TIMES
(London), Aug. 5, 2002, at 19. In the end, only sixteen of the 691 reporting
companies required to take this oath were unable to certify their financial
statements. Krissah Williams, 16 of 691 Firms Missed Deadline; SEC is Un-
decided on Consequences, W ASH. PosT, Aug. 22, 2002, at EO3.

423. See supra notes 71-80 and accompanying text.

424. Arthur Andersen, LLP was Enron’s auditor. The accounting firm was
indicted and later convicted of obstructing justice by trying to cover up certain
improper accounting practices. See generally ENRON CORP., REPORT OF
INVESTIGATION BY THE SPECIAL INVESTIGATIVE COMMITTEE OF THE BOARD OF
DIRECTORS OF ENRON CORP. (2002). Arthur Andersen had also been found
liable in some earlier accounting scandals, and the company was effectively
destroyed after its conviction. See, e.g., Flynn McRoberts, Verdict No Boon for
Enron Plaintiffs, CHI. TRIB., June 18, 2002, at 1 (describing effects of verdict).

425. The verdict in the Andersen case was extremely bizarre. The Justice
Department had charged Arthur Andersen with obstruction of justice based
on document shredding by an accountant in the Houston office, who had pled
guilty to wrongdoing. The jury, however, convicted the firm on the basis of a
memorandum written by an Andersen attorney on another issue. See, e.g.,
Kurt Eichenwald, Andersen Team Weighs Asking Judge to Undo Guilty Ver-
dict, N.Y. TIMES, June 19, 2002, at C1. The Andersen attorney had testified at
length before Congress concerning the memorandum in question. The issue
was again raised during the Andersen trial, after the government’s star wit-
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investors. A settlement proposal by Arthur Andersen of $750
million, to be paid substantially out of future revenues, was
presumably only an opening bid and was rejected by class ac-
tion plaintiffs; it was reduced to $375 million as the govern-
ment’s indictment approached. That too was taken off the table
after the conviction, and plaintiffs are now negotiating a $60
million settlement from the parent company of Arthur Ander-
sen, LLP.#26 Further recoveries from the convicted auditing firm
are problematic, since it is forfeiting its right to practice, cut-
ting off future revenues that could have been used to compen-
sate inve stors and Enron employees.427

The disclosure of other accounting frauds witnessed Gestapo-
like dawn raids on the homes of corporate executives. Busi-
nessmen, whose only violent act in their entire lives was per-
haps an attack on a tennis ball, were manacled and frog-
marched before news cameras during their “perp walk.”28 This
was a particularly sordid adjunct to this whole affair42 The

ness turned out to be favorable to the defense. The Andersen attorney, how-
ever, was kept off the stand and could not testify in Andersen’s defense be-
cause the Justice Department had sent her a target letter. See, e.g., Greg
Burns, Who is Nancy Temple?, NEWSDAY, June 30, 2002, at FO1.

426. Forty million dollars of this amount was for Enron investors and the
rest is for creditors. Peter Spiegel, Andersen Worldwide in $60 Million Set-
tlement over Enron, FIN. TIMES (London), Aug. 28, 2002, at 17.

427. Mitchell Pacelle & Cassell Bryan-Low, Andersen Worldwide Sets Likely
Deal, WALL ST. J., Aug. 28, 2002, at C1. The frenzy over the corporate scan-
dals arising from the Enron debacle cost the American economy an estimated
$35 billion, an amount equal to a rise in oil of $10 per barrel of oil. World,
FIN. TiMES (London), Sept. 5, 2002, at 1.

428. WorldCom and Adelphia executives were among those given the “perp
walk” treatment. See, e.g., Joshua Chaffin & al., Ex-WorldCom Chiefs A-
rested, FIN. TIMES (London), Aug. 2, 2002, at 1. The manacling and parading
of the seventy-eight year old non-violent founder of Adelphia before the as-
sembled press and cameras was particularly obscene, drawing a protest from
the New York Civil Liberties Union. See, e.g., Fred O. Williams, Adelphia
Creditors Object to Rigas Loans, BUFFALO NEWS, Aug. 14, 2002, at B5. See
also Lauro v. Charles, 219 F.3d 202 (2d Cir. 2000) (staged “perp walk” violated
Fourth Amendment).

429. See Those CEO Perp Walks, WALL ST. J., Aug. 20, 2002, at A18 (object-
ing to this practice); Herbert J. Hoelter, The Corporate Scandals, NEWSDAY,
Aug. 25, 2002, at BO4 (same). In contrast to the treatment given these execu-
tives, a federal judge has held the New York City government in contempt for
not providing hearings to inmates previously found with weapons before
handcuffing them for transportation. Such inmates must be given an oppor-
tunity to show they are not violent before they are shackled and must be al-
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pillory was an ancient punishment that has been long banned
for all crimes, except, it now appears, for financial ones.430 A
conviction is not even required before this punishment is -
plied to corporate executives. If this were not enough, New
York Attorney General Eliot Spitzer showed up to conduct his
own sideshowldemanding a $100 million fine from Merrill
Lynch before turning to others in an effort to create a regula-

lowed to establish whether the shackling is harmful to their health. Fines
imposed on the city for violating those requirements are to be credited to the
inmates’ own accounts. See, e.g., Cerisse Anderson, Correction Department
Found in Contempt Over Handcuffing, N.Y. L.J., Sept. 27, 2002, at 1.

430. The pillory was a popular punishment meted out by the Star Chamber
in England for economic crimes. For example, in 1630, an individual found
guilty of forestalling, (i.e., holding goods off the market in hopes of creating a
shortage and causing prices to rise), was required to stand in the pillory at
New Gate Market with a sign affixed to his hat identifying his crime.
REPORTS OF CASES IN THE COURTS OF STAR CHAMBER AND H1GH COMMISSION 42—
43 (Samuel Rawson Gardiner ed., 1965). The long abolished medieval crimes
of engrossing, regrating, and forestalling have also been brought back to pun-
ish corporations. See, e.g., Sheila McNulty, FERC Judge Says El Paso United
Acted Illegally in Energy Crisis, FIN. TIMES (London), Sept. 24, 2002, at 1
(Administrative Law Judge at Federal Energy Regulatory Commission finds
company withheld supplies from market in order to obtain higher price).

431. There is some precedent for Attorney General Spitzer’s crusades. -
deed, lest you think that the Enron scandal and other recent business contre-
temps are unique, the American Ice Company scandal at the beginning of the
twentieth century had all the elements of those episodes and a pardon scandal
to boot. Like Enron, the American Ice Company made large amounts of con-
tributions to politicians and engaged in questionable accounting practices.
Like Enron, it was one of the largest companies in the U.S. before it was con-
sumed in scandal. Its monopoly over a vital consumer product at the begin-
ning of the twentieth century was so complete that, at least in comparison,
Microsoft might be likened to a benevolent society for the protection of com-
petitors. Like Merrill Lynch, the American Ice Company was the target of a
crusading New York attorney general. A presidential pardon of the American
Ice Company’s president was as controversial as Bill Clinton’s pardon of Marc
Rich. See DAVID HEMENWAY, PRICES & CHOICES, MICROECONOMIC VIGNETTES
189 (3d ed.1993) (describing the American Ice Company scandal). See also Ice
Trust Declared to be Unlawful, N.Y. TIMES, May 25, 1900, at 1 (describing
attorney general’s action against the American Ice Company); Robert C. Ken-
nedy, Hunting the Octopus, N.Y. TiMEs, May 27, 2002, at
http://www.nytimes.com/learning/general/onthisday/harp/1006.html (last vis-
ited Mar. 20, 2003) (describing the political fight over the Ice Trust Case);
Antitrust Prosecutions, N.Y. TIMES, Jan. 7, 1912, at 32, 32—33 (survey of anti-
trust actions by state attorney generals).
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tory empire on Wall Street over stock analysts.#32 This led to
another campaign by a newly formed wolf pack composed of
forty state regulators.433

Competitive regulation inevitably means more regulation.
For some reason, there are never quite enough regulatory tools
in the drawer. Each scandal results in a claim by the regulator

432. Attorney General Spitzer continued his quest, focusing on Jack Grub-
man, an analyst at Salomon Smith Barney. Spitzer was investigating a prac-
tice called “spinning,” i.e., allocating shares in a hot IPO to officers of other
clients in order to gain underwriting business. See generally Randall Smith &
Susan Pulliam, Buddy System: How a Technology-Banking Star Doled Out
Shares of Hot IPOs, WALL ST. J., Sept. 23, 2002, at A1l. Such practices had
been the subject of regulatory concern since at least 1997, but there were no
headlines in it for the attorney general to intervene while the market was
trending upward. Michael Siconolfi, NASD Warns on “Spinning” IPO Shares,
WaLL ST. J., Nov. 24, 1997, at C1; The Motley Fool Column, ST. Louls PosT
DispaTcH, Apr. 20, 1998, at BU6. Not to be outdone by Spitzer, Congress an-
nounced its own hearings. Tom Hamburger et al.,, Salomon IPO Deals Pro-
voke Congress, WALL ST. J., Aug. 29, 2002, at C1. But Spitzer was already on
to bigger game — Citigroup — giving rise to speculation that he may even be
after Sandy Weill, the head of Citigroup. Charles Gasparino, Inquiry Into
Salomon Widens to Include Possible Weill Role, WALL ST. J., Aug. 23, 2002, at
A1l; Joshua Chaffin & Gary Silverman, Spitzer Subpoena for AT&T Files, FIN.
TiMES (London), Aug. 24, 2002, at 10.

Spinning was not new to Wall Street. The preferred lists of J.P. Mor-
gan & Co. had been condemned at length in the hearings that led to the en-
actment of the federal securities laws. 2 M ARKHAM, A FINANCIAL HISTORY OF
THE U.S., supra note 15, at 145—-46. Does this mean all of this regulation has
been for nothing? In another remarkable episode, the Financial Times of
London announced that executives made $3.3 billion before the failure of their
companies, which included Enron, WorldCom, and Global Crossings. Len
Cheng, 3.3 Billion Dollars for Executives of Failed Companies, FIN. TIMES
(London), July 31, 2002, at 1. Spitzer then announced that he would be inves-
tigating those executives for receiving that compensation. Lionel Barber &
Gary Silverman, NY State Atorney Probes Awards to Heads of Bankrupt
Groups, FIN. TIMES (London), Aug. 1, 2002, at 1.

433. The SEC sought to compete by launching its own investigations. See
Michael Schroeder, States’ Wall Street Probe Bogs Down, WALL ST. J., Sept.
13, 2001, at C5. The analysts’ investigations resulted in a spectacular $1.4
billion joint settlement between several large investment banks and state and
federal securities regulators. See generally Charles Gasparino, Analyst Pact is
Held Up by Words, WALL ST. dJ., Jan. 16, 2003, at C1. Citigroup alone paid
$450 million in that settlement. Randall Smith, Regulators Set Pact, But
Some Issues Still Remain, WALL ST. J., Dec. 23, 2002.

The state attorney generals were also using their new found power to
press businessmen for campaign contributions. Tom Hamburger & Michael
Schroeder, The Economy: Spitzer Heads Bill at Campaign Event for Attorney
Generals, WALL ST. J., Oct. 4, 2002, at A2.
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involved that it needs more regulatory power and additional
rules are adopted, even though library shelves are already filled
with statutes and regulations so complex that some law school
professors spend their entire careers studying those promul-
gated by just one agency. A further layer of regulation is al-
ways needed after each scandal, even though a simple fraud
prohibition would cover nearly every misdeed of concern. But
competing agencies have a vested interest in scandals. Scan-
dals allow the regulators to claim they need more resources;
they allow the agencies to grow, expand, and compete more
forcefully with other agencies.

Of course, we must be careful of what we wish for in life. A
single regulator may also seek to expand its powers after a
scandal. A single regulator will also undoubtedly use bad
judgment in times of crisis. A single regulator could also stifle
competition, over-regulate, and cause a loss of competitive posi-
tion in international markets.#3¢ It could even try to become a
Japanese MoF that seeks to manage the economy by bureau-
cratic fiat. There would be no competition to prove which regu-
lator can be the most aggressive. There would be no pressure
for more resources in order to best a competing regulator 435

It may also be argued that competition leads to less restric-
tive regulation, at least for some market participants. A case in
point is the CFTC and SEC. The futures industry has enjoyed
low margins, no suitability requirement, little insider trading
restrictions, etc. If a monolithic agency with an SEC viewpoint
had been in place, such regulatory burdens would probably not
have been avoided. Of course, if the single regulator had a
CFTC viewpoint, the securities industry’s burdens might have
been eased. Another argument is that the regulatory wars be-
tween the CFTC and SEC diverted the attention of these agen-
cies and allowed the over-the-counter derivatives industry to
develop. While this may be true, that development was still

434. These concerns are described at greater length in Markham, Banking
Regulation: Its History and Future, supra note 4, at 272—85.

435. A Task Group on Regulation of Financial Services chaired by Vice-
President George H. Bush in 1984 cautioned that “[t]hroughout American
history, no single government authority has ever been entrusted with regula-
tory authority over all American banks.” BLUEPRINT FOR REFORM, supra note
1, at 8.
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impeded by the CFTC’s defense of the contract market monop-
oly, which led to much derivatives business moving abroad.

The federal securities laws and the Commodity Exchange Act
need to be revisited and revised from the ground up. The regu-
latory structure imposed in the 1930s was directed at a market
far different from the one that exists today.43¢ There has been a
massive transformation of the financial markets47 — history
has simply outstripped regulation. Financial service firms now
cross all product lines. As the Treasury Department has noted:
“[In light of the changing market shares, the emergence of new
financial products and technology, and the disintegration of
traditional industry and product lines . . . there needs to be a
fundamental reassessment of why and how we regulate finan-
cial firms.”438

Traditional broker-dealers and futures commission mer-
chants are nearly extinct. Broker-dealers are selling insurance,
making loans, and looking very much like banks.#39 Broker-
dealers, as well as banks, are also selling insurance. Insurance
companies are reinventing themselves and becoming diversified
financial services firms.#4 Financial engineering has melded
commercial and investment banking together, a fact now recog-
nized by GLBA. The futures commission merchant business
has evolved into an over-the-counter derivatives dealer. De-
rivatives and securities products are being blended. Moreover,
financial services are becoming a global business, in which
American firms must compete with large international firms
that cross-sell financial products and are subject to much

436. The regulatory burdens imposed on financial firms are the result of
accumulated abuses over the years. The incongruity of many of those regula-
tions is obvious. The non-violators must bear the regulatory burdens for the
conduct of the miscreants. The innocent are punished long after the guilty
have left the scene.

437. See Arthur E. Wilmarth, Jr., The Transformation of the U.S. Financial
Services Industry, 1975-2000: Competition, Consolidation, and Increased
Risks, 2002 U. ILL. L. REV. 215.

438. DOT, MEMO ON FINANCIAL SERVICES, supra note 405 (italics omitted).

439. The Merrill Lynch Cash Management Account provides all the benefits
of a bank account, as well as those of a brokerage account. See Paine, Webber,
Jackson & Curtis, Inc. v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 564 F.
Supp. 1358, 1361-62 (D. Del. 1983).

440. 3 MARKHAM, A FINANCIAL HISTORY OF THE U.S., supra note 42, at 235—
36.
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lighter regulation than that found in the U.S.441 Electronic
trading offers further challenges. Another concern is the
Internationalization of financial services.  The confusion,
complexity, and costs associated with multiple regulators will
certainly place U.S. financial institutions at a severe
competitive disadvantage with European and even Japanese
firms that operate under a single regulatory umbrella.
Technology is removing much of the structure on which our
current functional regulatory system is based. Technology pro-
vides a means to bypass traditional intermediaries such as the
exchanges, banks, and broker-dealers. Institutional inve stors
may use Instinet or other ECNs to avoid paying the spread on a
NASDAQ or a NYSE listed security; securities customers need
not pay a large commission to a broker-dealer to execute an or-
der. Rather, it can be done online relatively cheaply. Insurance
agents are being circumvented through online purchases.

441. A single regulator would also facilitate coordination among regulators
on an international level, a need underscored by the BCCI debacle. The Basel
Committee and the International Organization of Securities Commissions
(“IOSCQO”) are currently coordinating such regulation, but their roles are sim-
ply placed on top of the mass of regulators in the U.S. The growth of interna-
tional exchange linkages and electronic trading is also raising the stakes for
those regulators. Conflicts are also occurring at the international level. See,
e.g., Compliment, European Companies With UD Listing Fail to Escape Sar-
banes-Oxley Act, at http:/www.compliment.com/securities-uk/dailynews/ (last
visited Aug. 30, 2002) (describing objection by European Union to requirement
that Europeans swear to the accuracy of their financial statements before a
U.S. agency); Lydia Adetunji, SEC Votes to Include Foreign Company Chiefs,
Fin. TiIMES (London), Aug. 28, 2002, at 7 (describing SEC indifference to those
concerns). The European Union is also posing regulatory challenges through
its financial directives that seek a single European market in financial ser-
vices. See generally Jennifer Manvell Jeannot, Comment, An International
Perspective on Domestic Banking Reform: Could the European Union’s Second
Banking Directive Revolutionize the Way the United States Regulates Its Own
Financial Services Industry, 14 AMm. U. INTL L. REv. 1715, 1732-33, 1738
(1999) (noting that the European Union seeks harmonized regulation as a way
to improve the competitive position of banks in member countries); James
Mackintosh, Regulator to Warn Against Brussels Boardroom Plans, FIN. TIMES
(London), July 30, 2002, at 14 (expressing concern that European Union fi-
nancial directive could weaken corporate governance standards, which are
claimed to be higher than those in the U.S.); Erik Portanger, Politics and
Pride Slow Drive for Pan-European Securities Regulator, WALL ST. d., Aug. 17,
2000, at C7 (discussing need for a pan-European regulator in light of the
merger of several European stock exchanges and political obstacles to such
regulation).
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Loans and other commercial bank services are also being mar-
keted outside traditional bank channels.

There are serious political roadblocks to such an amalgama-
tion. Each current regulatory agency has its own constituency
in the industries that have developed competitive positions
based on regulatory restrictions.#2 The regulatory agencies
themselves will fight fiercely to protect their territory, as dem-
onstrated by the CFTC and SEC conflicts. Congressional com-
mittees also have their own jurisdictions to guard. Neverthe-
less, the functional system of regulation now existing in Amer-
ica needs to be abandoned. In its place, regulatory attention
needs to be directed as to who needs regulation and who does
not.443

For example, regulatory protections of the insurance fund
should be uniform and limited. The current excuse for intrusive
regulation as being necessary to protect the insurance fund
should also be reexamined. Brokerage firms already obtain in-
surance from the private sector in excess of that provided by
SIPC without such intrusive regulation.s4¢ The concern with
systemic risk from large failures of financial institutions could
be addressed across sector lines. Value At Risk programs could
replace the labyrinth adopted by the SEC and CFTC in their
net capital programs. With respect to fraud, the SEC and
CFTC already recognize that sophisticated “accredited” inves-
tors do not need the same regulatory protections as the prover-
bial widows and orphans.445 This approach should be applied to

442, There have been efforts to combine regulatory responsibilities. For
example, the Chicago Mercantile Exchange (‘CME”) has unsuccessfully pro-
posed the aeation of a single department for financial services regulation.
CHICAGO MERCANTILE EXCHANGE, FINANCIAL REGULATION FOR THE 2187
CENTURY (1995). The CME proposal was not a particularly radical one, since
it would have continued functional regulation in bureaus within the depart-
ment. Id.

443. This proposal is discussed at greater length in Broome & Markham,
supra note 19, at 776-84.

444, See Markham, Banking Regulation: Its History and Future, supra note
4, at 284 (discussing private insurance alternatives).

445. “It was understood, even before the enactment of the Securities Act of
1933, that institutional investors did not need the mandatory disclosure sys-
tem of that Act to protect themselves when acquiring securities. These inves-
tors could ‘fend for themselves.” dJoel Seligman, The Obsolescence of Wall
Street: A Contextual Approach to the Evolving Structure of Federal Securities
Regulation, 93 MIcH. L. REV. 649, 659 (1995). See also, e.g., Regulations and
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all financial services. Regulation should be directed at protect-
ing small investors from overreaching and fraud4 Accredited
investors can take care of themselves in addressing those
risks.447

Terms Used in Regulation D, 17 C.F.R. § 230.501 (2002) (exempting securities
from registration that are sold to accredited investors); CFTC Regulation 17
C.F.R § 4.7 (exempting institutions and wealthy individuals from certain dis-
closure requirements). The Commodity Futures Modernization Act of 2000
(“CFMA”), Pub. L. No. 106-554, 114 Stat. 2763, is another example where
regulatory distinctions are made between large and small firms. Access to
derivative transaction facilities (“DTFs”) is limited to large institutions, except
that a DTF may allow non-institutional access if introduced through an in-
termediary registered with the CFTC as a futures commission merchant.
Such FCMs must, however, have minimum net capital of at least $20 million,
assuring a responsible intermediary. 7 U.S.C. § 7a()(3)(B)@v) (2000),
amended by The Commodity Futures Modernization Act of 2000, Pub. L. No.
106-554, 114 Stat. 2763A.

446. Most violations by broker-dealers, and certainly the most egregious,
are committed by small under-capitalized firms that have little to lose if
caught and much to gain by fraud and other misconduct. Yet, the SEC makes
little distinction between large and small brokerage firms. The large firms
must, therefore, bear the costs imposed by the fly-by-night firms. Large firms
do not need such intensive regulation. They have an incentive to protect their
assets from short-term profits generated by fraud that impose larger long-
term costs in damages and reputational loss. Further, they have assets that
are available to compensate those injured by employees who go astray.

The federal banking laws contain a limited recognition of the disparity
of regulatory problems emanating from smaller, less capitalized institutions.
Prior to 1991, all banks paid a uniform 12 cents per $100 of deposits as pre-
miums for deposit insurance. The Federal Deposit Insurance Corporation
Improvement Act of 1991, Pub. L. No. 102-242, 105 Stat. 2236 (codified as
amended in scattered sections of 12 U.S.C.), changed that methodology by
instituting a system of risk-based deposit insurance premiums that imposed
greater costs on institutions that provided the greatest threats to the deposit
fund. Banking regulations also utilize the concept of “well capitalized” to al-
low larger banks to engage in activities that less capitalized mstitutions
would be inclined to engage in without adequate controls. BROOME &
MARKHAM, supra note 11, at 465 (also noting that the reserve fund for the
FDIC is now fully funded for the required reserves and deposit premiums are
not presently being collected). For example, banks are also restricted in ac-
cepting brokered deposits unless they are well capitalized. 12 U.S.C. §
1831f(a) (2000). The GLBA wequires that a bank holding company be well
capitalized to be certified as a financial holding company that may engage in a
broad range of financial activities outside customary banking channels. 12
U.S.C. § 1843(1)(1) (2000).

447. An official of the Federal Reserve Board has argued that even unso-
phisticated consumers should be able to buy unregulated products. Indeed,
consumers already have a choice of depositing their funds either in an unin-



File: Markham Base Macro Final.doc Created on: 3/20/2003 5:05 PM Last Printed:4/28/2003 11:31 AM

2003] FINANCIAL REG.IN U.S., UK., & JAPAN 409

In sum, a more modern regulatory model should also be based
on the following principles:

(1) Institutions dealing with other institutions should not be
subject to intrusive regulation. Institutions are able to watch
out for themselves and do not need a government agency to
protect them from other members of their industry.

(2) Markets in which only institutions operate should not be
regulated. Once again, institutions are able to protect them-
selves and have the bargaining power to demand information
needed for trading.

(3) Unregulated markets should be allowed to operate in which
non-institutional customers may gain access through well
capitalized intermediaries. Those intermediaries have assets
and reputations to protect, which should be sufficient incen-
tive for them to avoid fraud.

(4) Retail customers should be allowed to deal with unregu-
lated intermediaries even in regulated markets, provided that
the intermediary is well capitalized and the customer is fully
informed of the lack of regulation.

(5) Markets should be allowed to operate, in which intermedi-
aries that are not well capitalized service retail customer a-
ders. But such markets, and those intermediaries that are not
well capitalized, will be subject to regulation to assure their
financial soundness.

IX. CONCLUSION

The issue of the desirability of a single super regulator over
securities and derivatives has been debated since the creation of
the CFTC in 1975. There has been little success in achieving
any unified regulation. Still, the issue will not recede, and a
unified regulator seems to be a sound idea. The model provided
by the FSA-UK lends support for such unification, while the
model presented by the FSA-Japan shows the weaknesses of
such an approach. Should America choose a super regulator, it
must be cautious to avoid an agency that will seek to manage
the economy or respond to every financial crisis with more in-

sured money market account or in an insured bank account. Oliver I. Ireland,
Fed. Associate General Counsel, New Regulatory Models Institutional vs
Functional Regulation, Paper presented at the Annual Chicago-Kent Confer-
ence on Derivatives Transactions (Oct. 1999) (on file with author).
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trusive regulation. Until then, we must suffer under a competi-
tive system of regulation that is competing for more — and not
less — regulation.
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THE ROLE OF CENTRAL BANKS IN
BANK SUPERVISION IN THE UNITED
STATES AND THE UNITED KINGDOM

Heidi Mandanis Schooner

I. INTRODUCTION

Super regulators are the new wave in financial market
regulation. “Super,” or “integrated,” regulators are agen-
cies vested with primary supervisory responsibility for
more than one of the three traditional financial sectors — bank-
ing, securities, and insurance! Many countries have revamped
their regulatory systems to establish a single regulator for all
three sectors2 One of the most important examples of this
trend is the United Kingdom (“U.K.”), which, pursuant to the
Financial Services and Markets Act of 2000 (‘FSMA”),3 estab-
lished its Financial Services Authority (‘FSA”) as an integrated
supervisor in 2001. Significantly, just prior to the creation of
the FSA, the U.K. had transferred bank supervisory authority
from the Bank of England to the Securities Investment Board,
which later became the FSA4 As a result, the U.K’s current
financial regulatory regime is integrated, but also separated
from the central bank.
Meanwhile, across the ocean, Congress awarded the central
bank of the United States (“U.S.”) an expanded supervisory

*  Associate Professor, Columbus School of Law, The Catholic University
of America. I thank Professors Patricia McCoy, Steven Schooner, and Dr.
Michael Taylor for their valuable contributions and Ed Loughlin for his dili-
gent and able research assistance. I also thank the participants at Brooklyn
Law School’s symposium, Do Financial Supermarkets Need Super Regulators?

1. In this Article, the concept of “integration” is used in a broad sense. It
can also be viewed more narrowly. For example, an informal group of inte-
grated regulators (including regulators from Australia, Canada, Denmark,
Iceland, Japan, Norway, Singapore, Sweden, and the U.K.) define the term
“Integrated regulation” to encompass any agency responsible for prudential
regulation of both banks and insurance companies. See Jeffrey Carmichael,
Experiences with Integrated Regulation, 6 FIN. REGULATOR 57, n. 2 (2001).

2. See infra Part II.

3. Financial Services and Markets Act, 2000, c. 8 (Eng.).

4. Seeinfra Part I11.B.
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role. The Gramm-Leach-Bliley Act of 1999 (“GLBA”); estab-
lished the Board of Governors of the Federal Reserve System
(“Federal Reserve”) as umbrella regulator for financial holding
companies — newly created entities that promise to become the
U.S. version of the financial supermarket® The umbrella
scheme rejects the integrated supervisory model and retains a
hybrid of both functional and institutional regulation” — the
hallmark of the balkanized system of financial regulation in the
U.S.

At least on the surface, the UK. and U.S. adopted opposite
approaches to the oft-debated questions of whether single-
agency integrated supervision is necessary to effective financial
regulation and whether central banks must be directly involved
in bank supervision. While this Article focuses on the question
of the role of central banks in bank supervision, given the trend
toward integrated supervision, the question of single-agency
supervision will touch upon the analysis of the central bank’s
role as well.

Part II provides context for the discussion by describing the
current status of central banks as supervisors around the world,
first examining the role of the new European Central Bank and
then surveying the role of the central banks in all Organisation
for Co-operation and Development (“OECD”) countries.8 Part
IIT considers the supervisory roles of the Bank of England and
the Federal Reserve following the passage of the FSMA and
GLBA, respectively. Part IV synthesizes the current debate,
both theoretical and empirical, on whether the implementation
of monetary policy and bank supervision should be separated.
In light of the pros and cons set forth in Part IV, Part V evalu-
ates the current status of the Bank of England and the Federal

5. Gramm-Leach-Bliley Act, Pub. L. No. 106-102, 113 Stat. 1338 (1999)
(codified as amended in scattered sections of 12 U.S.C. and 15 U.S.C.).

6. Seeinfra Part III.A.

7. For a full discussion of the hybrid model of functional and institutional
regulation, see Heidi Mandanis Schooner, Functional Regulation: The Securi-
tization of Banking Law, in FINANCIAL MODERNIZATION AFTER GRAMM-LEACH-
BLILEY 189 (Patricia A. McCoy ed., 2002).

8. Comprised of thirty member countries, the OECD is “an international
organisation helping governments tackle the economic, social and governance
challenges of a globalised economy.” OECD, at http://www.oecd.org (last vis-
ited Jan. 23, 2003).



File: SCHOONER Base Macro2.doc Created on: 3/31/2003 11:33 PM Last Printed:4/28/2003 11:32 AM

2003] BANK SUPERVISION IN U.S. & U.K. 413

Reserve. Part VI concludes by offering certain recommend a-
tions for reform and making predictions for the future.

II. CENTRAL BANKS AS BANK SUPERVISORS

Central banks have a long history.? Therefore, the question
of whether a nation’s central bank should or should not be
tasked with bank supervision is normally complicated by long-
standing traditions and relationships. Contrast this with the
European Central Bank (“ECB”).10 The establishment of the
ECB generated lively discussion regarding the role of central
banks as supervisors.!! Thus, the ECB’s supervisory role pro-

9. For example, the Federal Reserve System was established in 1913 — a
mere babe compared with the Bank of England, which was founded in 1694.

10. See European Central Bank, at http://www.ecb.int (last visited Jan. 23,
2003). For a comprehensive discussion of legal issues relating to the ECB, see
CHIARA ZILIOLI & MARTIN SELMAYR, THE LAW OF THE EUROPEAN CENTRAL BANK
(2001).

11. See, e.g., Carmine Di Noia & Giorgio Di Giorgio, Should Banking Su-
pervision and Monetary Policy Tasks Be Given to Different Agencies?, 2 INT’L
Fin. 361 (1999); Dr. Willem F. Duisenberg, The Future of Banking Supervi-
sion and the Integration of Financial Markets, Speech Presented to the Euro
Group (May 22, 2000), available at http://www.ecb.int/key/00/sp000522.htm;
Charles M. Kahn & Jodo A. C. Santos, Allocating Lending of Last Resort and
Supervision in the Euro Area, SSRN ELECTRONIC LIBRARY (Apr. 2002), at
http://papers.ssrn.com/sol3/papers.cfim?abstract_id=310542 (last visited Mar.
31, 2003); Tommaso Padoa-Schioppa, EMU and Banking Supervision, Lecture
at the London School of Economics, Financial Markets Group (Feb. 24, 1999),
available at http://www.ecb.int/key/sp990224.htm.

The ECB also issued the following press release on its position in the
debate:

The recent debate on the reorganisation of the supervisory structures
in some euro area countries has led the Governing Council of the
ECB to assess the involvement of central banks in prudential super-
vision.

The Governing Council is firmly convinced that there are valid
reasons, also in relation to the effects of the introduction of the euro,
arguing in favor of maintaining a strong involvement of central banks
in prudential supervision.

Press Release, European Central Bank, The Role of Central Banks in Pruden-
tial Supervision (Mar. 22, 2001), available at http://www.ecb.int/press/01/
pr010322.htm. Of course, this position is not surprising given the fact that
the Governing Council’s membership is dominated by the governors of mem-
ber states’ central banks.
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vides a backdrop for broader consideration of the role of central
banks internationally.

The Treaty Establishing the European Community (“EC
Treaty”)12 established the ECB as the central bank for the coun-
tries that adopted the eurol? The European System of Central
Banks (“ESCB”) is comprised of the ECB and the central banks
of member states.’* The ESCB’s primary objective is the main-
tenance of price stability.l5 The ECB does not act as a pruden-
tial supervisor.ié Rather, the EC Treaty provides that the
ESCB shall “contribute to the smooth conduct of policies pur-
sued by the competent authorities relating to the prudential
supervision of credit institutions and the stability of the finan-
cial system.”7 Consistent with the treaty provisions, the ECB’s
statute (annexed to the EC Treaty) provides:

The ECB may offer advice to and be consulted by the Council,
the Commaission and the competent authorities of the Member
States on the scope and implementation of Community legisla-
tion relating to the prudential supervision of credit institu-
tions and to the stability of the financial system.18

Nonetheless, the statute does contemplate a potential, albeit
limited, supervisory role for the ECB even in the absence of an
amendment to the EC Treaty:

In accordance with any decision of the Council under Article
105(6) (ex Article 105(6)) of this Treaty, the ECB may perform
specific tasks concerning policies relating to the prudential

12. TREATY ESTABLISHING THE EUROPEAN COMMUNITY, Nov. 10, 1997, O.d.
(C 340) 3 (1997) [hereinafter EC TREATY].

13. Twelve European Union member states have adopted the euro: Bel-
gium, Germany, Greece, Spain, France, Ireland, Italy, Luxembourg, The
Netherlands, Austria, Portugal, and Finland. Member states not participat-
ing in the euro are: Denmark, Sweden, and the U.K.. For information on the
U.K's position with regard to any future adoption of the euro, see HM Treas-
ury, The Government’s Policy on Economic and Monetary Union (EMU), at
http://www.hm-treasury.gov.uk/documents/the_euro/euro_index_index.cfm
(last visited Mar. 10, 2003).

14. EC TREATY art. 106(1) (ex art. 105a).

15. Id. art. 105(1).

16. Id.

17. Id. art. 105(5).

18. PROTOCOL ON THE STATUTE OF THE EUROPEAN SYSTEM OF CENTRAL BANKS
AND OF THE EUROPEAN CENTRAL BANK, art. 25.1, Feb. 7, 1992, O.J. (C 191) 73
(1992).
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supervision of credit institutions and other financial institu-
tions with the exception of insurance undertakings.19

In euro area Europe, therefore, prudential supervision ie-
mains a matter of national responsibility.20 That responsibility
may be held by a national central bank, which, however, no
longer conducts monetary policy.

Even in situations in which a central bank is not the pruden-
tial supervisor, (e.g., the ECB), a central bank cannot remain
divorced entirely from the supervisory process, particularly dur-
ing a financial crisis. Moreover, even when central banks are
not the primary supervisor, central banks’ supervisory role may
vary to a large degree. For example, the central bank may re-
tain the power to conduct back-up examinations?! or it may not.
Moreover, the central bank’s role (when it is not the primary
supervisor) is likely to be strongly influenced by the general
reputation and stature of the central bank and its governors, as
much as by its positive legal authority. As Carmine Di Noia
and Giorgio Di Giorgio observe:

In some countries, an agency in charge of banking supervision
could be formally separated from the central bank but acting
very closely to it. Such an agency could, in reality, turn out to
be strongly dependent on the central bank, even more depen d-
ent than a banking supervision department located inside the
central bank in another country.22

Given these qualifications, Figure 1 provides some quantita-
tive data on the supervisory role of central banks in general.23
Figure 1 illustrates the seat of primary bank supervision in the
OECD countries. The term “primary bank supervision™4 is

19. Id. art. 25.2.

20. Of course, this issue is by no means closed off to debate; many propos-
als have been made that would alter the current scheme of supervisory re-
sponsibility. See Jeroen Kremers et al., Does Europe Need a Euro-wide Su-
pervisor?, 6 FIN. REGULATOR 50 (2001).

21. The Federal Reserve retains such power. See infra Part IIL.A.

22. Di Noia & Di Giorgio, supra note 11, at 364 n.5.

23. Other studies have used slightly different dividing lines. For example,
Di Noia and Di Giorgio examined whether the central banks had monopolist
control over bank supervision in the then 25 OECD countries. See id. at 366
(table 1).

24. In this Article, this concept of “primary” bank supervisor is dcerived
from U.S. law, under which various supervisory and regulatory provisions are
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used here to refer to the agency that conducts regular bank ex-
aminations. In Figure 1, central banks with such responsibility
are noted in bold.

Figure 11is constructed to identify which central banks are
primary bank supervisors rather than which central banks
have a role in bank supervision. Few would debate the need for
a central bank to be involved — at some level — in bank super-
vision. This will remain true as long as: (1) banks remain im-
portant to the overall economy; (2) central banks are responsi-
ble for the payment system; and (3) central banks are the lend-

the responsibility of the “appropriate federal banking agency.” Federal Bank-
ing law defines the term “appropriate Federal banking agency” to mean:

(1) the Comptroller of the Currency, in the case of any national bank-
ing association, any District bank, or any Federal branch or agency of
a foreign bank;

(2) the Board of Governors of the Federal Reserve System, in the case
of —

(A) any State member insured bank (except a District bank),

(B) any branch or agency of a foreign bank with respect to any
provision of the Federal Reserve Act, 12 U.S.C. § 221 et seq.,
which is made applicable under the International Banking Act of
1978, 12 U.S.C. § 3101 et seq.,

(C) any foreign bank which does not operate an insured branch,

(D) any agency or commercial lending company other than a
Federal agency,

(E) supervisory or regulatory proceedings arising from the au-
thority given to the Board of Governors under section 7(c)(1) of
the International Banking Act of 1978, 12 U.S.C. § 3105 (c)(1),
including such proceedings under the Financial Institutions Su-
pervisory Act of 1966, and

(F) any bank holding company and any subsidiary of a bank hold-
ing company (other than a bank);

(3) the Federal Deposit Insurance Corporation in the case of a State
nonmember insured bank (except a District bank), or a foreign bank
having an insured branch; and

(4) the Director of the Office of Thrift Supervision in the case of any
savings association or any savings and loan holding company. Under
the rule set forth in this subsection, more than one agency may be an
appropriate Federal banking agency with respect to any given insti-
tution.

12 U.S.C. § 1813(q) (2000).
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ers of last resort. The true debate centers on two queries: (1)
Should the central bank be the or one of the primary bank su-
pervisors? (2) If the central bank is not a primary regulator,
what then is its appropriate non-primary role? Figure 1 further
notes whether the primary bank supervisor is also an inte-
grated supervisor.

Figure 1: OECD Countries: Agency with Primary Bank Su-

pervisory Authority
Country Primary Bank Supervi- | Notes and Refer-
sory Authority ences
Australia | Australian Prudential | The APRA is
Regulatory Authority responsible for
prudential regula-
tion of banks and
Insurance comp a-
nies.
http://www.apra.
gov.au.
Austria Finanzmarktaufsicht The FMA was
(Austrian Financial established on
Market Authority) April 1, 2002 as an
integrated finan-
cial supervisor.
http:/mwww.fma.gv
.at
Belgium Commission Bancaire http://www.cbf.be/
et Financiere mov.htm
(Banking and Finance
Commission)
Canada Office of the http://www.osfi-
Superintendent of bsif.gc.ca/eng/
Financial Institutions default.asp
Czech Ceska narodni banka | http://www.cnb.cz/
Republic (Czech National Bank) | en/index.php
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Denmark | Finanstilsynet (Danish | The FSA is an in-
Financial Supervisory | tegrated financial
Authority) supervisor organ-
1zed under the
Minister for Eco-
nomic Affairs.
http://www.ftnet.
dk
Finland Rahoitustarkastus (Fi- | The FSA was es-

nancial Supervision
Authority)

tablished in 1993
as an integrated
financial supervi-
sor. Furthermore,
the FSA “operates
in connection with
the Bank of
Finland but is an
independent deci-
sion-making
body.”
http://www.raha.b
of .fi/fenglish/index.
asp

France

La Commission Ban-
caire (The Banking
Commission)

While the Banking
Commission con-
ducts bank exami-
nations, the Ban-
que de France pro-
vides the Commis-
sion with some
staff and re-
sources. http:
IIiwww.banque-
france.fr/gb/baque/
main.htm
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Germany | Bundesanstalt fiir Fi- BAFin was estab-
nanzdienstleistung- lished on May 1,
saufsicht (“BAFin”) 2002 as an inte-
(German Financial Su- | grated financial
pervisory Authority) Supervisor.
http://www.bafin.d
e/english/index_e.
htm
Greece ??7?7pe?a t?? ?27?2d?? http://www.bankof
(Bank of Greece) greece.gr/en/
Hungary | Zigyi Szervezetek Al- The FSA was es-
lami Feltiigyelete tablished in April
(Hungarian Financial 2000 as an inte-
Supervisory Authority) | grated financial
Supervisor.
http://'www.pszaf.h
u/english/start.ht
ml
Iceland Fjarmalaeftirlitio The FME was es-
(Financial Supervisory | tablished in 1998
Authority) as an integrated
financial supervi-
sor.
http://www.fme.is/
fme.nsf/pages/inde
x.html
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Ireland

Banc Ceannais na
Héireann (Central

Bank of Ireland)

The Bank is an
integrated finan-
cial supervisor.
“The Bank 1s
statutorily respon-
sible for the su-
pervision of most
financial institu-
tions in Ireland
including banks,
building societies
and a broad range
of non-bank firms,
exchanges and
collective invest-
ment schemes.”
See http:/fwww.
centrabank.ie/
mainpage.asp

Italy

Banca d’Italia (Bank
of Italy)

http://www.bancad
italia.it

Japan

Financial Services
Agency

The FSA was
established in
1998 as an inte-
grated financial
SUpervisor.
http://www.fsa.go.)
p/indexe.html

Korea

Financial Supervisory
Commission

The FSC was es-
tablished on April
1, 1998 as an inte-
grated financial
Supervisor.
http://www.fsc.go.
kr/eng/about/index
.htm
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Luxembourg | Commission de Surveil- | CSSF is an inte-
lance du Secteur Finan- | grated supervisor
cier (“CSSE”) (banking and se-
curities).
http://www.cssf.lu
Mexico Comision Nacional CNBYV is an inte-
Bancaria y de Valores grated supervisor
(National Banking and | (banking and se-
Securities Commission) | curities).
http://www.cnbv.
gob.mx
Netherlands | De Nederlandsche http://www.dnb.nl/
Bank (Nederlandsche | english/index.htm
Bank)
New Reserve Bank of New | http://www.rbnz.g
Zealand Zealand ovt.nz/baning/supe
rvision/index.html
Norway Kredittilsynet Kredittilsynet is
an integrated fi-
nancial supervi-
sor.
http://www.kreditt
isynet.no
Poland Nadzér Bankowy It has strong ties
(Commission for Bank- | to the National
ing Supervision). Bank of Poland
(“NBP”). For ex-
ample, the Com-
mission’s Chair-
person is the
president of the
NBP.)
http://www.nbp.pl/
en/onbp/index.
html (see “banking
supervision” for a
description of the
Commission)
Portugal Banco de Portugal http://www.bportu
(Bank of Portugal) gal.pt/default_e.
htm
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Slovak Narodna banka slov- | http://www.nbs.sk/
Republic enska (National Bank | INDEXA HTM
of Slovakia)
Spain Banco de Espana http://www.bde.es/
(Bank of Spain) homee.htm
Sweden Finaansinspektionen Finannsinspek-
(Swedish Financial Su- | tionen is an inte-
pervisory Authority) grated financial
supervisor.
http://www .fi.se/en
glish/index.asp
Switzerland | Eidgendssische http://www.sfbc.ad
Bankenkommission min.ch/
(Swiss Federal Banking
Commission)
Turkey Hazine Miistesarligi http://www.treasu
(Turkish Treasury) ry.gov.tr/indexe.
htm
United Financial Services Au- | The FSA was es-
Kingdom | thority tablished on
December 1, 2001
as an integrated
financial supervi-
sor.
http://www.fsa.gov
.uk/
United Federal Reserve, Of- | http://www.federal
States fice of the Comptroller | reserve.gov/
of the Curency (“OCC”), | default.htm (Fed);
Federal Deposit Insur- | http:/www.occ.tre
ance Corporation as.gov/index.htm
(“FDIC”), State Agen- (OCCO); http://
cies www.fdic.gov/
(FDIC);
http://www .csbs.or
g/links/state_links.
asp (state banking
agencies)
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In one-third of OECD countries, the central banks possess
primary responsibility for bank supervision. The percentage
can also be stated differently. In France, Poland, and Finland,
the supervisory agencies are separate, but still have strong ties
to the central bank.25 If France, Poland, and Finland are n-
cluded as countries whose central banks are primary bank su-
pervisors, then 43% of OECD countries task their central banks
with primary bank supervision.

Figure 1 also displays a significant recent phenomenon. Thir-
teen of the thirty OECD countries have integrated financial
supervisory authorities, almost all of which were rather -
cently established. Most noteworthy in the context of the role of
central banks is that only one of the integrated financial
supervisors 1s a central bank (Central Bank of Ireland).
Against this backdrop, Part III compares the supervisory roles
of the Bank of England and the Federal Reserve following
recent legislative initiatives.

III. THE ROLE OF THE CENTRAL BANK IN BANK SUPERVISION
UNDER THE FSMA AND GLBA

Many OECD countries have enacted legislation that aters
the regulatory responsibilities of existing financial regulators or
creates new agencies. It is particularly interesting to study the
recent approaches of the U.S. and U.K. given the very different
results achieved in terms of the role to be played by the central
bank. This Part describes the roles envisioned for the Federal
Reserve and the Bank of England following the passage of the
GLBA and FSMA, respectively.

A. The Federal Reserve

Prior to the passage of the GLBA, the Federal Reserve was
the primary regulator for state member banks and for bank
holding companies26 Under the GLBA, the Federal Reserve
retains these responsibilities and is also the primary regulator
for the new financial holding companies,?” which are also bank

25. See supra Figure 1.

26. Federal Reserve Act of 1913, 12 U.S.C. § 221 (2000).

27. Financial holding companies are the vehicle for expanded activities
permitted under the GLBA. See generally Heidi Mandanis Schooner & Mi-
chael Taylor, United Kingdom and United States Responses to the Regulatory



File: SCHOONER Base Macro2.doc Created on: 3/31/2003 11:33 PM Last Printed:4/28/2003 11:32 AM

424 BROOK. J. INT'L L. [Vol. 28:2

holding companies. The Federal Reserve’s role as primary
regulator for state member banks gives it hands-on responsibil-
ity for only a small percentage of deposit institutions.28 Con-
versely, the Federal Reserve’s authority over bank holding com-
panies gives it, at least, indirect access to most banks and cer-
tainly the most important ones. Bank holding companies con-
tinue to control the vast majority of U.S. bank assets. In 2001,
6,318 bank holding companies operated in the U.S. and con-
trolled 6,420 insured commercial banks.2® Commercial banks
controlled by bank holding companies held 94.2% of all insured
commercial bank assets.30

Because of the restrictions the GLBA places on the activities
of bank subsidiaries,?! the Federal Reserve retained a meaning-
ful role in supervision as the primary regulator of bank holding
companies (including financial holding companies)32 Nonethe-
less, Congress demonstrated a clear preference for direct regu-
lation by the functional regulators rather than the Federal Re-
serve. For example, the GLBA provides that the Federal Re-
serve may require reports3? from bank holding companies and
their subsidiaries, but that “the Board shall, to the fullest ex-
tent possible, accept” reports that the bank holding company or

Challenges of Modern Financial Markets, 38 TEX. INT'L L.J. 317 (2003) [here-
inafter Schooner & Taylor, U.K. and U.S. Responses].

28. In 2001, the Federal Reserve Banks examined 534 of the 970 state
member banks. State member banks accounted for 12.1% of all insured com-
mercial banks and held 25.9% of all U.S. commercial bank assets. BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM, EIGHTY-EIGHTH ANNUAL REPORT
OF THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 143 (2001),
available at http://www.federalreserve.gov/boarddocs/
rptcongress/annual01/ar01.pdf [hereinafter 2001 ANNUAL REPORT OF THE
FEDERAL RESERVE].

29. Id.

30. Id.

31. See Schooner & Taylor, U.K. and U.S. Responses, supra note 27, at 325.

32. In the absence of significant restrictions on the activities of bank sub-
sidiaries, banking firms could choose to forego the bank holding company
structure and thereby avoid Federal Reserve supervision entirely.

33. Such required report must relate to “(i) [the bank holding company’s or
subsidiary’s] financial condition, systems for monitoring and controlling f-
nancial and operating risks, and transactions with depository institution sub-
sidiaries of the bank holding company; and (i) compliance by the company or
subsidiary with applicable provisions of [the GLBA] or any other Federal law
that the Federal Reserve has specific jurisdiction to enforce against such com-
pany or subsidiary.” 12 U.S.C. § 1844(c)(1)(A) (2000).
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subsidiary has provided to other state or federal regulators.
Moreover, in a case in which the Federal Reserve requests a
report from a functionally regulated subsidiaryss of a bank hold-
ing company that is not already required by another federal or
state regulator, the Federal Reserve “shall first request that the
appropriate regulatory authority or self-regulatory organization
obtain such report.”é

Similarly, the GLBA vests the Federal Reserve with author-
ity to examine bank holding companies and their subsidiaries.
Yet the Federal Reserve may examine a functionally regulated
subsidiary of a bank holding company only if:

34. 12 U.S.C. § 1844(c)(1)(B)()(I) (2000).
35. A functionally regulated subsidiary is:

any company —

(A) that is not a bank holding company or a depository institu-
tion; and

(B) that is —

(1) a broker or dealer that is registered under the Securities
Exchange Act of 1934;

(11) a registered investment adviser, properly registered by or
on behalf of either the Securities and Exchange Commission
or any State, with respect to the investment advisory activi-
ties of such investment adviser and activities incidental to
such investment advisory activities;

(i11) an investment company that is registered under the h-
vestment Company Act of 1940;

(iv) an insurance company, with respect to insurance activi-
ties of the insurance company and activities incidental to
such insurance activities, that is subject to supervision by a
State insurance regulator; or

(v) an entity that is subject to regulation by the Commodities
Futures Trading Commission, with respect to the commodi-
ties activities of such entity and activities incidental to such
commodities activities.

12 U.S.C. § 1844(c)(5) (2000).

36. 12 U.S.C. § 1844(c)(1)(B)(iii)(I) (2000). If the Federal Reserve does not
receive such a report and the report is “necessary to assess a material risk to
the bank holding company or any of its depository institution subsidiaries”
then the Federal Reserve may require the report from the functionally regu-
lated subsidiary. 12 U.S.C. § 1844(c)(1)(B)@ii)(II) (2000).
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(1) the Board has reasonable cause to believe that such sub-
sidiary is engaged in activities that pose a material risk to an
affiliated depository institution,

(11) the Board reasonably determines, after reviewing relevant
reports, that examination of the subsidiary is necessary to
adequately inform the Board of [the systems for monitoring
and controlling financial and operational risks], or

(111) based on reports and other available information, the
Board has reasonable cause to believe that a subsidiary is not
in compliance with this Act or any other Federal law that the
Board has specific jurisdiction to enforce against such subsidi-
ary . . . and the Board cannot make such determination
through examination of the affiliated depository institution or
bank holding com pany.37

Therefore, following the passage of the GLBA, the Federal Re-
serve ceased annual examination of subsidiaries conducting
securities activities (formerly known as “Section 20 subsidiar-
1es”).38 Even with regard to the Federal Reserve’s examination
of depository institutions, the GLBA instructs the Federal Re-
serve to defer “to the fullest extent possible” to the appropriate
federal or state banking regulator.39

The Federal Reserve has limited authority to set capital
standards for bank holding company subsidiaries that are not
depository institutions.® Furthermore, unless the Federal Re-
serve possesses specific jurisdiction to do so, the Federal Re-
serve may not prescribe regulations or impose administrative
restrictions on any functionally regulated subsidiary unless:

(1) the action is necessary to prevent or redress an unsafe or
unsound practice or breach of fiduciary duty by such subsidi-
ary that poses a material risk to —

(A) the financial safety, soundness, or stability of an affili-
ated depository institution; or

(B) the domestic or internation al payment system; and

37. 12 U.S.C. § 1844(c)(2)(B) (2000). The Federal Reserve conducted no
special examinations of this kind in 2001. See 2001 ANNUAL REPORT OF THE
FEDERAL RESERVE, supra note 28, at 146.

38. 2001 ANNUAL REPORT OF THE FEDERAL RESERVE, supra note 28, at 145.

39. 12 U.S.C. § 1844(c)(2)(D) (2000).

40. 12 U.S.C. § 1844(c)(3) (2000).
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(2) the Board finds that it is not reasonably possible to protect
effectively against the material risk at issue through action di-
rected at or against the affiliated depository institution or
against depository institutions generally.4!

Consistent with the framework envisioned by Congress, the
Federal Reserve describes its supervisory role with regard to
financial holding companies (“FHCs”) as distinct from supervi-
sion over traditional banking holding companies (“BHCs”):

The Federal Reserve’s supervisory oversight role is that of an
umbrella supervisor concentrating on a consolidated or group-
wide analysis of an organization. Umbrella supervision is not
viewed as an extension of more traditional bank-like supervi-
sion throughout an FHC. The FHC framework [of supervi-
sion] is consistent with and incorporates principles that are
well established for BHCs. 42

While the Federal Reserve’s role as umbrella supervisor is
not intended to duplicate the role of the banking agencies, its
regulatory role remains focused on safety and soundness and
not on other goals of financial regulation, such as consumer pro-
tection. In describing the objectives of financial holding com-
pany supervision, the Federal Reserve states:

The Federal Reserve, as umbrella supervisor, will seek to de-
termine that FHCs are operated in a safe and sound manner
so that their financial condition does not threaten the viability
of affiliated depository institutions. Oversight of FHCs
(particularly those engaged in a broad range of financial
activities) at the consolidated level is important because the
risks associated with those activities can cut across legal
entities and business lines. The purpose of FHC supervision is
to identify and evaluate, on a consolidated or group wide
basis, the significant risks that exist in a dversified holding
company in order to assess how these risks might affect the
safety and soundness of depository institution subsidiaries.43

41. 12 U.S.C. § 1848a (2000).

42. Framework for Financial Holding Company Supervision, Letter from
the Division of Banking Supervision and Regulation, Board of Governors of
the Federal Reserve System, to the Officer in Charge of Supervision and Ap-
propriate Supervisory Staff at Each Federal Reserve Bank and to Financial
Holding Companies (Aug. 15, 2000), available at http://www.federalreserve.
gov/boarddocs/SRLETTERS/2000/SR0013.htm.

43. Id.
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B. Bank of England

Pursuant to the Bank of England Act of 1998, responsibility
for regulating depository institutions was transferred from the
Bank of England (“the Bank”) to the Securities and Investments
Board (later, the FSA).4¢ Under the FSMA, the FSA was estab-
lished as regulator for banking, securities, and insurance firms.
Despite the divorce of the Bank from the formal supervision of
banks, there is little doubt that this institution will continue to
play an important role in bank supervision.

The Bank has three core purposes, two of which have strong
ties to bank supervision. First, the Bank is charged with “main-
taining the integrity and value of the currency.”é Second, the
Bank must promote the stability of the financial system.7
Third, the Bank must promote the effectiveness of the financial
system.8 The second core purpose relates directly to bank su-
pervision and, according to the Bank, translates into three main
areas of work:

1/ analysing, and promoting initiatives to strengthen, the fi-
nancial system’s capacity to withstand shocks;

2/ surveillance, that is monitoring developments in the finan-
cial system to try to identify potential threats to financial sta-
bility at an early stage; and

3/ reinforcing arrangements for handling financial crises
should they occur. 49

Further recognition of the Bank’s role in supervision is found
in the Memorandum of Understanding between HM Treasury,
the Bank of England, and the FSA (“MoU”), which provides that
“[tlhe Bank will be responsible for the overall stability of the

44. Heidi Mandanis Schooner & Michael Taylor, Convergence and Competi-
tion: The Case of Bank Regulation in Britain and the United States, 20 MICH.
J. INTL L. 595, 646-47 (1999) [hereinafter Schooner & Taylor, Convergence
and Competition].

45. BANK OF ENGLAND, BANK OF ENGLAND 2002 ANNUAL REPORT 16 (2002),
available at http://www.bankofengland.co.uk/annualreport/2002report.pdf
[hereinafter BANK OF ENGLAND 2002 ANNUAL REPORT].

46. Id.

47. Id.

48. Id.

49. Id.
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financial system as a whole . . ..”50 Apart from its specific
monetary policy and payments systems responsibilities, the
Bank is responsible for the:

broad overview of the system as a whole. The Bank will be
uniquely placed to do this: it will be responsible for monetary
stability, and will have high level representation at the insti-
tution responsible for financial regulation (through the Deputy
Governor (financial stability), who will be a member of the Fi-
nancial Services Authority Board). Through its involvement in
the payments systems it may be the first to spot potential
problems. The Bank will be able to advise on the implications
for financial stability of developments in the domestic and in-
ternational markets and payments systems; and it will assess
the impact on monetary conditions of events in the financial
sector . .. 51

Further, the MoU contemplates “official financial operations”
by the Bank in exceptional circumstances to prevent systemic
breakdown.2 Finally, the Bank is charged with “the efficiency
and effectiveness of the financial sector, with particular regard
to international competitiveness.”3 Many of these responsibili-
ties will dovetail with bank supervision. One specific recent
example of the Bank’s continued involvement in bank regula-
tion is the Bank’s representation, along with the FSA, of the
U.K. in negotiations regarding the new Basel Capital Accord 54

IV. SHOULD CENTRAL BANKS SUPERVISE?

Driven in part by the question of bank supervision in euro-
area countries,’ a growing body of literature addresses whether
central banking and bank supervision should be combined 56

50. Memorandum of Understanding between HM Treasury, the Bank of
England and the FSA § 2 (Oct. 28, 1997), available at http://www.bankof
england.co.uk/legislation/mou.pdf.

51. Id. Y 2@ii).

52. Id. Y 2(iv).

53. Id. Y 2(v).

54. BANK OF ENGLAND 2002 ANNUAL REPORT, supra note 45, at 22.

55. See supra Part II.

56. See, e.g., Di Noia & Di Giorgio, supra note 11; Charles Goodhart & Dirk
Schoenmaker, Should the Functions of Monetary Polzcy and Banking Superuvi-
sion Be Separated?, 47 OXFORD ECON. PAPERS 539 (1995) [hereinafter Good-
hart & Schoenmaker, Monetary Policy and Banking Supervision]; Charles
Goodhart & Dirk Schoenmaker, Institutional Separation Between Supervisory
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This Part summarizes both theoretical and empirical argu-
ments for and against the separation of central banking and
bank supervision. These arguments are presented in three
categories: (1) the combination of macroeconomic and micro-
economic goals; (2) the concentration of power; and (3) inde-
pendence and other institutional considerations.

A. Combination of Macroeconomic and Microeconomic Goals

Reluctance to task central bankers with bank supervision
most often focuses on the ways in which the macroeconomic
goals (price stability)s” and microeconomic goals (safety and
soundness) can conflict. A central bank may be more willing to
lend to banks it supervises and this may conflict with monetary
policy goals.58 Moreover, the central bank might be tempted to
manipulate policy instruments, e.g., interest rates, to benefit

and Monetary Agencies, 51 GIORNALE DEGLI ECONOMISTI E ANNALI DI ECONOMIA
353 (1993) [hereinafter Goodhart & Schoenmaker, Institutional Separation];
Joseph G. Haubrich, Combining Bank Supervision and Monetary Policy,
Econ. CoMMENT. SERIES (Nov. 1996), at http://www.clev.frb.org/
research/com/1196.htm; H. Robert Heller, Prudential Supervision and Mone-
tary Policy, in THE EVOLVING ROLE OF CENTRAL BANKS 57 (Patrick Downes &
Reza Vaez-Zadeh eds., 1991); EDUARDO LUNDBERG, MONETARY POLICY AND
BANKING SUPERVISION FUNCTIONS ON THE CENTRAL BANK (Banco Central Do
Brasil, Working Paper Series 2, 2002), at http://www.bcb.gov.br/ingles/public/
wps/wps02.pdf; Joe Peek et al., Is Bank Supervision Central to Central Bank-
ing?, 114 Q. J. EcON. 629 (1999); José Tuya & Lorena Zamalloa, Issues on
Placing Banking Supervision in the Central Bank, in FRAMEWORKS FOR
MONETARY STABILITY: PoLICY ISSUES AND COUNTRY EXPERIENCES 663 (Tomdas
J.T. Balifio & Carlo Cottarelli eds., 1994).

57. The term “price stability” is used here as a generalized label for the
monetary policy goal of central banks. Of course, the specific goals of individ-
ual central banks may vary. The Federal Reserve’s statutory mandate with
regard to monetary policy is as follows:

The Board of Governors of the Federal Reserve System and the Fed-
eral Open Market Committee shall maintain long run growth of the
monetary and credit aggregates commensurate with the economy's
long run potential to increase production, so as to promote effectively
the goals of maximum employment, stable prices, and moderate long-
term interest rates.

Federal Reserve Act of 1913, 12 U.S.C. § 225a (2000).

58. The significance of this conflict is questionable given the central bank’s
ability to off-set the effect of lending to an individual bank through its open
market operations. See Goodhart & Schoenmaker, Institutional Separation,
supra note 56, at 361.
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banks under its supervision.?® This line of reasoning draws on a
regulatory capture premise, i.e., that the central bank will ig-
nore its monetary objectives in favor of furthering the interests
of its regulated constituents.60

Similar to the conflict-oriented analysis is the preference for a
single purpose. The principle is that a central bank performs
better when it is focused on a single goal (i.e., price stability) as
opposed to two (i.e., price stability and safety and soundness).
In support of these arguments, Carmine Di Noia and Giorgio Di
Giorgio found that central banks achieve better price stability
when they are not required to juggle price stability with sole
responsibility for bank supervision .6

The conflict of interest arguments may underestimate the
trade-offs faced by central banks. As a practical matter, central
banks can face multiple, and sometimes conflicting, macroeco-
nomic objectives. For example, the Federal Reserve, by statute,
1s bound by the goals of “maximum employment, stable prices,
and moderate long-term interest rates.”? It may be true that
any conflict created by the combination of macro- and microeco-

59. As Goodhart and Schoenmaker explain:

[TThe conflict of interest may arise between the monetary authorities,
who wish for higher rates (e.g. to maintain an exchange rate peg, to
bear down on inflation, or to reduce the pace of monetary growth),
and the regulatory authorities who are frightened about the adverse
effects such higher rates may have upon the bad debts, profitability,
capital adequacy, and solvency of the banking system. It is in this
guise that the conflict has, indeed, from time to time occurred.
Id.

60. For a recent study showing “that the separation of powers in regulation
may act as a commitment against the threat of regulatory capture,” see Jean-
Jacques Laffont & David Martimort, Separation of Regulators Against Collu-
sive Behavior, 30 RAND J. ECoON. 232 (1999). This provides further support for
arguments in favor of regulatory competition. See infra Part IV.B.

61. Di Noia and Di Giorgio conclude:

We find that the inflation rate is considerably higher and more vola-
tile in countries where the central bank acts as a monopolist in bank-
ing supervision than in countries vhere this responsibility is -
signed either to another agency or to more than one agency (possibly
including the central bank).
Di Noia & Di Giorgio, supra note 11, at 361.
62. 12 U.S.C. § 225a (2000).
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nomic goals is less troublesome than the conflicts within the
macroeconomic goals.63
Support for combining central banking with bank supervision
focuses on the positive synergies between the macroeconomic
and microeconomic goals. This is especially true in countries
with bank-centered capital raising markets6* Empirical re-
search suggests that confidential supervisory information can
assist central banks in achieving monetary goals.65 Close rela-
tionships with banks will assist the central bank in anticipating
the direction of the economy and in addressing financial crises.
Intimate knowledge of banks will avoid inappropriate access to
lender of last resort lending. Bank supervision enables the cen-
tral bank to protect the payments system from the risk of con-
tagion.
A recent U.S. study found that the Federal Reserve’s “mone-
tary policy responsibilities do alter its bank supervisory role . .
In particular, the stance of monetary policy, as captured by
the federal funds rate, affects the supervisory behavior of the
FED, but does not affect the behavior of the [FDIC and OCC].”s6

63. In 1995, Goodhart and Schoenmaker observed regarding the experi-
ence of the Bank of England:

In any case, the experience of the UK, an example of a country with a
politically subservient central bank, suggests that such conflicts of in-
terest between regulatory and monetary objectives are an order of
magnitude less important than conflicts between purely monetary ob-
jectives and political imperatives.
Goodhart & Schoenmaker, Monetary Policy and Banking Supervision, supra
note 56, at 546.

64. See Peek et al., supra note 56, at 651.

65. See id. (study on the use of confidential supervisory information by the
Federal Reserve). Importantly, this study notes that the Federal Reserve
could obtain confidential supervisory information without actually being a
bank supervisor. Id. at 647. However, the authors conclude that “hands-on’
supervisory experience may be necessary to identify the nuances of changes in
bank health that contribute to the effective conduct of monetary policy.” Id. at
652.

66. Vasso P. Ioannidou, Does Monetary Policy Affect the Central Bank’s
Role in Bank Supervision?, Tilburg University Center Discussion Paper 2002-
54, at 23 (unpublished manuscript, on file with author). Ioannidou found
that:

[Wlhen the FED increases the federal funds rate, it becomes less
strict with respect to its bank supervisory role. One explanation is
that the FED compensates banks for the extra pressure it puts on
them when it increases the funds rate, either because it views them
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This finding does not necessarily favor the separation or the
combination of the two functions. It does, however, highlight
the fact that the safety and soundness of banks is linked
strongly to the performance of the overall economy. All other
things being equal, strength in monetary policy should lead to
easier bank supervision.

B. Concentration of Power

Opposition to the combination of monetary and supervisory
tasks 1s sometimes premised on an aversion to concentration of
power. Particularly in the U.S., the public remains suspicious
of big government; this sentiment prevails in popular press cov-
erage of the Federal Reserves$” In addition to the public’s suspi-
cions, concentration of power in a single agency can pose par-
ticular problems for the regulated. Some of the normal checks
against the abuse of regulatory power might be chilled when
the regulatory function is combined with other power. For ex-
ample, a bank might be reluctant to challenge regulatory ac-
tions (anything from proposed rulemaking to an enforcement
action) for fear that the central bank might retaliate by impos-
ing higher reserves and limiting access to other services.

When the central bank is the sole bank supervisor, the bene-
fits of regulatory competitionss are also lost. This observation
favors separation of the monetary and supervisory functions but
also suggests that supervisory functions should be divided
among multiple regulatory agencies. In the U.S., three federal
government agencies — the Federal Reserve, Office of the

as its constituency or because it is concerned about the micro-
stability of the financial sector.
Id. The study relied on formal enforcement actions as a measurement of bank
supervision.

67. Popular books about the Federal Reserve include: MURRAY N.
ROTHBARD, THE CASE AGAINST THE FED (1994); EUSTACE MULLINS, THE SECRETS
OF THE FEDERAL RESERVE: THE LONDON CONNECTION (1983); WILLIAM GREIDER,
SECRETS OF THE TEMPLE: How THE FEDERAL RESERVE RUNs THE COUNTRY
(1987).

68. For a discussion of regulatory competition in the context of financial
institutions, see Edward J. Kane, Competitive Financial Regulation: An Inter-
national Perspective, in THREATS TO INTERNATIONAL FINANCIAL STABILITY 111
(Richard Portes & Alexander K. Swoboda eds., 1987). See also Kenneth E.
Scott, The Dual Banking System: A Model of Competition in Regulation, 30
STAN. L. REV. 1 (1977) (exploring the issue of domestic regulatory competition
in detail).
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Comptroller of the Currency (“OCC”), the Federal Deposit In-
surance Corporation (“FDIC”) — and individual state agencies,
share supervisory responsibility.

Most observations regarding concentration of power are nega-
tive, but for some, particularly developing, countries, such con-
centration may prove beneficial. In some countries, the stature
of the central bank may be a necessary force behind a nascent
supervisory regime. Centralized power may be necessary to
compel a change in the culture of regulation.

With power comes responsibility. A central bank that per-
forms poorly as a bank supervisor may suffer from lost credibil-
ity, which could seriously compromise its effectiveness in im-
plementing monetary policy.®® On the other hand, acentral
bank or other supervisor without clear regulatory responsibility
can escape blame for poor performance.

C. Independence and Other Institutional Considerations

Recent support for central bank independence is strong and
has translated into an international trend The need for inde-
pendence in the implementation of monetary policy, however,
does not necessarily commute to bank supervision. On the one
hand, bank supervisors might be more effective when they are
insulated from political pressures.’? On the other hand, to the
extent that bank supervision involves the activities and inter-
ests of individuals and firms, bank supervision should be sub-
ject to the kinds of checks and balances provided by judicial re-
view and political accountability.

69. For an interesting discussion on why credibility is so important to cen-
tral bankers, see ALAN S. BLINDER, CENTRAL BANKING IN THEORY AND PRACTICE
62-66 (1998).

70. See generally Michael Taylor, Central Bank Independence: The Policy
Background, in BLACKSTONE’S GUIDE TO THE BANK OF ENGLAND AcT 10 (1998);
Geoffrey Miller, An Interest-group Theory of Central Bank Independence, 27 J.
LEGAL STUD. 433 (1998); BLINDER, supra note 69, at 53—76.

71. Lastra advocates for some degree of independence for bank supervisors
and contends “that the US Savings and Loan Associations’ debacle might have
been prevented or at least mitigated had non-political considerations more
firmly prevailed in their supervision.” RosA MARIA LASTRA, CENTRAL BANKING
AND BANKING REGULATION 55 (1996).

72. In fact, the Federal Reserve does not enjoy the same independence
when acting as a bank supervisor as it does when implementing monetary
policy. For example, when the Federal Reserve initiates an enforcement ac-
tion against a bank or bank manager, the Federal Reserve is subject to the
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Independence in monetary policy is achieved in several ways.
One way is to ensure that the policymaker has freedom in the
means for achieving goals proscribed by the legislator. For ex-
ample, the Federal Reserve is mandated to pursue the goals of
“maximum employment, stable prices, and moderate long-term
interest rates,”” but the decisions of the Federal Open Market
Committee on how to achieve those goals are practically irre-
versible Another way to achieve independence is through in-
dependent funding. For example, the Federal Reserve’s opera-
tions are funded not through appropriations, but through as-
sessment on the Reserve Banks.”

Consideration of the source of funding is important to the
question of separation of monetary policy and supervision.
When a bank rescue is funded privately, the public’s desire for
oversight is less than when a bank rescue is funded through the
taxpayer. In this regard, Charles Goodhart and Dirk Schoen-
maker observe:

When the government has been providing the funds, either di-
rectly to rescue the banks, or indirectly via institutions estab-
lished to support the banking system, it is likely to wish to
have a final oversight in the operation of the regulatory sys-
tem. He who pays the piper calls the tune. As the rescues are
increasingly being financed by the tax-payer, so the responsi-
bility for supervision and regulation of the system — in order
to avoid excessive calls on such tax-payers’ funding — has
been passing more and more from central banks to separate
agencies established under the aegis of the authorities. 76

same judicial review as the other federal banking agencies. In bringing for-
mal enforcement proceedings such as cease and desist orders, civil money
penalties, and removal and prohibition orders, the Federal Reserve is the
“appropriate Federal banking agency” (“AFB”) for state member banks. The
OCC is the AFB for national banks; the FDIC for state nonmember banks;
and the Office of Thrift Supervision (“OTS”) for savings institutions. 12
U.S.C. § 1813(q) (1996). dJudicial review for enforcement actions brought by
any of the AFBs is set forth in 12 U.S.C. § 1818(8)(D) (2000).

73. 12 U.S.C. § 225a (2000).

74. See BLINDER, supra note 69, at 55. Taylor argues that the true source
of the Federal Reserve’s independence is political. See Taylor, supra note 70,
at 14-15.

75. Schooner & Taylor, Convergence and Competition, supra note 44, at
n.62.

76. Goodhart & Schoenmaker, Monetary Policy and Banking Superuision,
supra note 56, at 543—44.
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While the observations regarding funding of bailouts may jus-
tify the separation of macro and micro economic functions, other
institutional observations suggest the benefits of a central
bank’s involvement in supervision. Recently, Charles Goodhart,
Dirk Schoenmaker, and Paolo Dasgupta studied the skills of
central bank supervisors versus non-central bank supervisors.””
They found that “central banks employ more economists and
fewer lawyers in their supervisory/financial stability wing than
non-central bank supervisory agencies.”’® Staffing with rela-
tively more economists would seem to provide a better macro-
economic perspective on supervision.”

V. THE FSMA AND GLBA MODELS: ELEGANT ALTERNATIVES OR
UNTESTED GUESSES?

The U.K. and the U.S. clearly diverge with regard to the role
of the central bank in supervision.8® The Bank of England, pre-
viously the primary supervisor of banks, lost its role entirely. It
retains some involvement in bank supervision, but not in a
hands-on sense. The Federal Reserve was and remains one of
three primary federal bank supervisorsst With the passage of
the GLBA, the supervisory responsibilities of the Federal Re-
serve arguably increased and certainly did not diminish. With
regard to the question of the central bank’s role in supervision,
both the British and American approaches could be described as
elegant. Britain scores high marks for its direct and consoli-
dated approach to supervision and for its bold move with regard
to the Bank of England. Quite simply, the FSA is the bank su-
pervisor and the Bank of England is not. While some may wish
to see the MoUB2 as a hedge against a total severing of ties with
the central bank, it remains clear that the prudential responsi-
bility rests with the FSA.

77. Charles Goodhart et al., The Skill Profile of Central Bankers and Su-
peruvisors, 6 EUR. FIN. REV. 397 (2002).

78. Id.

79. Id. The authors note that when consumer protection is the regulatory
goal, legal skills are more appropriate. Id.

80. For a discussion of the reasons for such divergence, see Schooner &
Taylor, U.K. and U.S. Responses, supra note 27.

81. For the purposes of discussion of the U.S. system of regulation, the
term “bank” shall be used to refer to commercial banks and not savings asso-
ciations.

82. See supra Part II1.B.
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In contrast, the GLBA approach may prove exquisite for its
opposite tack. The complex division of supervision combined
with Federal Reserve umbrella oversight potentially achieves a
delicate balance of the pros and cons detailed in Part III. This
Part examines whether, given the arguments for and against
separation, the American or British system represents a supe-
rior solution in the current debate on the role of central banks
in bank supervision. This Part will again consider the issues
defined in Part IV: (1) combination of macro and microeconomic
goals; (2) concentration of power; and (3) independence and
other institutional considerations.

A. Combination of Macroeconomic and Microeconomic Goals

In a sense, Britain’s approach to bank supervision provides
the ultimate answer to the conflict between macro and micro-
economic goals. Divorcing the Bank of England from direct su-
pervision preserves a single macroeconomic focus®3 for the Bank
and eliminates the conflict incentive. The question ®emains
whether the Bank’s continued limited role in supervision pro-
vides the Bank with sufficient tools to promote the stability of
the financial system.8* While few would quarrel with the ap-
propriateness of the Bank’s continued involvement in safety
and soundness issues, the question remains whether, particu-
larly in a crisis, this involvement will give the Bank sufficient
competence with regard to individual financial institutions to
do its job.

Given the dichotomous approaches, one might conclude that
the Federal Reserve’s role in supervision would leave it prey to
conflicts, yet, at the same time, provide the synergistic benefits
of close supervision of individual institutions. The reality is far
more complex.

The Federal Reserve lacks the single focus granted to the
Bank of England. The Federal Reserve is tasked with both
monetary policy and bank supervision, and its role as a bank
supervisor 1s further complicated by the fact that supervisory
responsibility in the U.S. is dispersed among several regulators.

83. Of course, the same cannot be said for the FSA. The FSA as an inte-
grated supervisor is responsible for implementing diverse legal regimes, i.e.,
safety and soundness versus consumer protection.

84. This is one of the Bank’s three core purposes. See supra Part II1.B.
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The Federal Reserve is the primary supervisor for state-
chartered member banks, but not for state-chartered non-
member or national banks.8 Of course, any bank that is part of
a bank holding company or financial holding company is subject
to Federal Reserve supervision, including examinations and
reports. Still, the clear expectation is that the Federal Reserve
will rely on the work of the FDIC and OCC with regard to the
banks they supervise$ Under this scenario, the Federal Re-
serve 1s responsible for directly supervising 955 of the 8,005
commercial banks.8? Those institutions hold $1,706,559 million
of the $6,504,593 million total assets held by commercial banks.
Of the 955 banks the Federal Reserve supervises, only 26 hold
assets of $10 billion or more, and the other 929 have assets un-
der $1 billion.

This means that the Federal Reserve is involved in the direct
examination of many small banks. These examinations are
conducted by the Reserve Banks and thus are physically sepa-
rated from the policymakers in Washington, D.C. The benefit is
that policymakers in Washington are less likely to be influenced
by the needs of individual banks, with which the field offices
have the direct contact. The downside is that policymakers may
lack the intimate knowledge of the banks that the Federal Re-
serve supervises — keeping in mind that these are, for the most
part, small banks.

This brings the focus back to the Federal Reserve’s role as
umbrella supervisor. The Federal Reserve retains the legal au-
thority to supervise banks. Under certain circumstances, the
Federal Reserve can conduct back-up examinations and demand
reports of any bank and any non-bank subsidiary of a bank
holding company.88 In addition, the Federal Reserve conducts
annual inspections of large bank holding companies. It con-
ducted 1,212 such inspections (1,118 on site; 94 off site) in
2001.89

85. 12 U.S.C. § 1813q (2000). The FDIC is the primary federal regulator
for state-chartered, non-member banks and the OCC is the primary federal
regulator for national banks. Id.

86. See supra Part III.

87. These numbers are as of March 31, 2002. See FDIC Statistics on Bank-
ing, at http://www.fdic.gov/bank/statistical/statistics/sectionc.html.

88. See supra notes 42—43 and accompanying text.

89. 2001 ANNUAL REPORT OF THE FEDERAL RESERVE, supra note 28, at 144.
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Unlike the Bank of England, the Federal Reserve bears direct
responsibility for the safety and soundness of bank holding
companies and financial holding companies, and thus has
much greater incentive to exercise its secondary supervisory
powers. Perhaps this provides both the incentive and legal ac-
cess that will result in the Federal Reserve having sufficient
intimacy of banks to achieve desired synergies. Balanced
against this is Congress’ clear intent for the Federal Reserve’s
role in supervision to be derivative — thereby leaving an un-
clear picture as to whether the Federal Reserve’s role achieves
an elegant balance of the evils of conflicts and the benefits of
synergies.

Despite Congress’ somewhat contradictory “give with one
hand and take away with the other” approach to the Federal
Reserve’s role as umbrella supervisor, it remains clear that the
Federal Reserve retains greater formal supervisory authority
with regard to prudential matters than does the Bank of Eng-
land. Still, the practical effect of this difference remains to be
seen. The Bank of England had no formal authority for bank
supervision until 1979. Before and after that time, the Bank
often used an informal style of supervision that stands in con-
trast to the more formal, legalistic style employed in the U.S.1
Therefore, while the Bank of England has lost its formal au-
thority to supervise banks, it may continue to exercise a signifi-
cant level of informal control, drawing its role in supervision a
bit closer to the formal role of the Federal Reserve. This is apt
to be true in the short term, i.e., when many of the current FSA
staff are former Bank of England employees. Over time, as this
personnel connection dissipates, there may be less opportunity
for informal influence by the Bank.

B. Concentration of Power

While the FSMA concentrates supervisory power in a single
agency, it does not consolidate that supervisory power with the
monetary authority. This is a consistent international experi-
ence. As discussed in Part I, among OECD countries, only Ire-

90. See supra note 43 and accompanying text.

91. See generally, Schooner & Taylor, Convergence and Competition, supra
note 44, at 621 (discussing the British style of moral suasion versus the formal
style of supervision in the U.S.).
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land has an integrated regulator that is also the central bank.
This is also consistent with the current approach in euro-area
countries. While monetary authority has been consolidated at
the ECB, bank supervision has not.92 It is possible that bank
supervision may eventually be consolidated into a central au-
thority in Europe? It seems unlikely, however, that such
power will be vested in the European Central Bank given inter-
national trends.

The U.S. remains distant from the international trend toward
integrated supervision. Banking, securities, and insurance
regulators remain separate. Moreover, even within each of
these traditional regimes, there are multiple regulators, i.e.,
multiple bank regulators, multiple securities regulators, and
multiple insurance regulators. The GLBA retains the balkan-
1zed regulatory regime that has been a distinguishing mark of
the U.S. system since the advent of the dual banking system. If
there are advantages to this system, they lie in the ptential
benefits of regulatory competition. The disadvantages lurk in
costly overlap and less than clear accountability. Moreover, it is
important to highlight the fact that the U.S. has no integrated
supervisor. The Federal Reserve’s umbrella authority differs
from the type of integrated supervision that has captured inter-
national attention. Such umbrella authority is prudential and
only applies to the safety and soundness of banks, and not, for
example, insurance companies. Therefore, the U.S. system does
not capture the benefits, if any exist, of an integrated system of
financial regulation.

While the GLBA avoids creating what might be seen as ex-
cessive concentration of power in an already very powerful Fed-
eral Reserve, it also disperses power in a way that allows ac-
countability to be evaded in a crisis. In other words, if the Fed-
eral Reserve misreads or misreacts in the next crisis of banking
industry, it is quite possible that it could shift the blame to the
primary bank regulators and other functional regulators, de-
spite the Federal Reserve’s role as umbrella supervisor 94

92. See supra Part III.

93. For discussion of the potential alternatives for European financial su-
pervision, see Jeroen Kremers et al., supra note 20.

94. Of course, the converse is also true, i.e., functional regulators could
attempt to shift blame to the Federal Reserve, claiming that the Federal Re-
serve failed in its capacity as umbrella supervisor.



File: SCHOONER Base Macro2.doc Created on: 3/31/2003 11:33 PM Last Printed:4/28/2003 11:32 AM

2003] BANK SUPERVISION IN U.S. & U.K. 441

C. Independence and Other Institutional Considerations

Recent U.S. history confirms the responsibility of taxpayers
for financial institution failures. The savings and loan crisis of
the 1980s cost taxpayers $132.1 billion.?> The extensive nature
of deposit insurance in the U.S. led to an extensive role for the
FDIC in bank supervision.?s This reality is unlikely to change,
especially given recent legislative efforts to increase deposit in-
surance coverage~?’

With the extensive and necessary involvement of the FDIC in
bank supervision in the U.S.,% one can question the necessity of
the Federal Reserve’s involvement (or the OCC’s involvement
for that matter) in direct bank supervision. If the FDIC is ulti-
mately financially responsible for bank failures, then the FDIC,
and not other agencies, seems the most logical situs for bank
supervision.?

Deposit insurance coverage is not nearly as extensive in Brit-
ain1% and thus may not justify extensive involvement of the in-
surer in bank supervision. Moreover, the Bank of England’s —
and other central banks’ — ability and willingness to coordinate
and fund bank rescues may have diminishedl0l Again, this
supports the separation of functions in Britain.

95. FEDERAL DEPOSIT INSURANCE CORPORATION, 1 HISTORY OF THE EIGHTIES:
LESSONS FOR THE FUTURE 39 (1997).

96. That is not to say that the Federal Reserve has not also been finan-
cially involved in bank rescues. For example, the Federal Reserve provided
liquidity support to Continental Illinois Bank (1984), Bank of New York
(1985), and Bank of England (1991). See Goodhart & Schoenmaker, Institu-
tional Separation, supra note 56, at 435—-37.

97. The House of Representatives recently passed a bill that would nn-
crease the already extensive deposit insurance coverage from $100,000 to
$130,000. The Federal Deposit Insurance Reform Act of 2002, H.R. 3717,
107th Cong. § 3(a) (2002).

98. The FDIC has the authority to examine all banks holding FDIC-
insured deposits and has the authority to bring enforcement actions against
all such banks. The FDIC can also, under certain circumstances, provide open
bank assistance. See generally The Banking Act of 1933, ch. 89, 48 Stat. 162
(1933) (codified as amended in scattered sections of 12 U.S.C.).

99. For further discussion on this point, see Heidi Mandanis Schooner,
Regulating Risk Not Function, 66 U. CIN. L. REV. 441,485 (1998).

100. The Financial Services Compensation Scheme compensates for the first
£2,000 in deposits and then 90% of the next £33,000 in deposits. See FSCS,
Compensation Limits, at http://www.fscs.org.uk/about_us/compensation_
limits/ (last visited March 5, 2003).

101. Goodhart and Schoenmaker conclude:
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Notwithstanding the above, a central bank’s interest in sys-
temic failures implicates its involvement, at some level, in bank
supervision. This brings the discussion back to the question of
whether a central bank’s indirect involvement, like that of the
Bank of England or the Federal Reserve’s umbrella authority, is
sufficient in a time of crisis.102

Finally, fundamental differences in the style of regulation in
the U.S. and the U.K. may also affect the question of separa-
tion. Historically, the U.S. has relied on an increasingly formal
style of bank regulation, under which specific statutory con-
trols, e.g., capital regulations and prompt corrective action, are
the means of supervision. While the U.K's system of regulation
has also become increasingly formal, it remains less reliant on
specific statutory provisions and more on agency discretion.03
These differences may implicate different skills on the part of
the supervisory staff. It may be the case that the U.S. system of
bank supervision is implemented effectively by the legal staffs
that are typically employed when bank supervision is separate
from the central bank.10¢ On the other hand, a system that re-
lies on a more informal system of control may require the skills
of economists, such as those on the staffs of a central bank.

VI. CONCLUSION

The GLBA might be justified as a complex but elegant solu-
tion to the many advantages and disadvantages of combining

But central banks are tending to retreat from their previous primary
role [in bank rescues] for two related reasons. First the banking sys-
tem is becoming less clearly defined, fuzzier; consequently it is more
difficult to persuade the members of the banking club to agree to co-
operate in financing rescues. So, the second reason is that the central
bank is less able to organize co-operation on a self-regulatory basis.
There is more need to turn to the Government both for statutory
measures, and for ultimate financial support. This latter means that
the regulatory/supervisory function is tending to shift away from cen-
tral bank control to an independent body more directly under political
control.
Goodhart & Schoenmaker, Institutional Separation, supra note 56, at 384.
102. See supra Part IV.A.
103. For a full discussion of these differences in style, see Schooner & Tay-
lor, Convergence and Competition, supra note 44, at 647.
104. See supra notes 71-72 and accompanying text.
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macro- and microeconomic goals.105 Through its umbrella au-
thority, the Federal Reserve has access to bank confidential in-
formation that could improve its macroeconomic performance.
Yet, it remains unclear whether Congress’ affinity for functional
regulation means that the Federal Reserve will be rendered
somewhat detached and therefore unable to take advantage of
the synergies available when monetary policy and bank super-
visory functions are combined.

The Federal Reserve’s continued role as primary supervisor of
state member banks lacks justification. If the Federal Reserve
is to remain one of the primary bank supervisors, it would make
more sense for the Federal Reserve to be responsible for exami-
nation of the largest banks, for which issues of systemic stabil-
ity are salient.106 Alternatively, given the FDIC’s extensive in-
volvement in bank supervision, one might question the neces-
sity of any central bank involvement in direct supervision.

In the absence of proven success of integrated supervisors,107
it is doubtful that the U.S. will adopt an integrated model. One
of the reasons is that it appears that a precondition to the inte-
grated model is the separation of the central bank from the in-
tegrated supervisor.08 The stature of the Federal Reserve,
while not completely unshakable, is very secure. Therefore, as
a practical matter, it is unlikely that the Federal Reserve will
lose bank supervisory authority to another agency — unless it
wants to.109

Of course, the fate of the Bank of England’s remaining lim-
ited role as bank supervisor is probably less a function of the
success or failure of the FSA and more a product of the future of

105. Of course, the fact that GLBA might be justified on these grounds does
not equate to an explanation of the passage of the statute. More likely, the
statute was enacted as a result of various special interest group pressures
aimed at retaining or increasing their market share.

106. For example, the Federal Reserve’s role as direct bank supervisor could
be reserved for the five to ten largest institutions. While this author is not
advocating this change, it seems to make more sense than the current division
of supervisory responsibility.

107. For discussion of the initial success or failure of the single regulator,
see Costs and Benefits of the Single Regulator, 6 FIN. REGULATOR 6 (2001).

108. See supra Part II.

109. It is interesting to note that one of the possible explanations for the
Bank of England’s loss of bank supervisory authority was its relative ambiva-
lence to that role. See Schooner & Taylor, Convergence and Competition, su-
pranote 44, at 635, 638.



File: SCHOONER Base Macro2.doc Created on: 3/31/2003 11:33 PM Last Printed:4/28/2003 11:32 AM

444 BROOK. J. INT'L L. [Vol. 28:2

bank supervision in Europe. In other words, whether or not the
integrated model proves successful, the implementation of that
model by European countries on a national level may eventually
cede to development of a federal regulator. It is even possible
that a dual banking system, not unlike that in the U.S., may
emerge as a possible scenario in Europe.
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PANEL I (PART 2): DISCUSSION
TRANSCRIPT

PROFESSOR BAIR: I enjoyed reading both of these papers
very much. I think Jerry [Markham]’s paper explicitly and
Heidi [Schooner|’s paper implicitly buttress the case for a need
for revamping our current system of functional regulation with
its multiplicity of regulators.

That certainly has been the conclusion that I've come to after
20 years working in Washington, as Professor Poser pointed
out, both on the futures side, the securities side, and then
Treasury, with dealing very closely with bank regulators, as
well as insurance regulators. I was the lead administration
person on the Terrorism Risk Insurance Bill. And something
has got to give. The current system is just not compatible, as it
could be with financial innovation facilitating the growth of fi-
nancial supermarkets and the ability of financial institutions to
provide the kinds of financial services their customers want,
unfettered by artificial lines demarcating whether it’s a future
or security or bank product or what have you.

I think from a practical level, from the regulator’s perspec-
tive, I think the current system increasingly produces very re-
source-straining turf fights. Jerry [Markham] catalogued the
battles with the SEC and the CFEC, some of which I was per-
sonally involved in over the years. I used to think that regula-
tory competition was a healthy thing in terms of providing, pro-
ducing greater efficiencies with regulation. I'm less convinced
that there really is that much benefit from regulatory competi-
tion, because I think the turf fights are quite resource draining.
I think OTC derivatives, swap market is a prime example
where the debate really over the years has been dominated by
who should be regulated, not whether or how they should be
regulated. And we still don’t really have a coherent regulatory
policy towards OTC derivatives.

The system also currently does not work for multifaceted fi-
nancial services firms. It’s just not conducive. I'm not going to
get into the charting wars that Fbwell [Jackson] and dJerry
[Markham] both in their papers and presentations; they have
catalogued all the different regulators. There are hundreds of
them out there that you have to deal with if you're offering a
full product line of financial services.
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So there’s just got to be a better way to build the mousetrap.
I think it’s going to be a very long process, unless there’s some
major, major crisis — you know, Enron tenfold — that would
really precipitate a major revamping of the financial services
regulatory structure, I think this is going to be a very long,
drawn-out process, along the lines of the Glass-Steagall ten-to-
fifteen-year process. But, nonetheless, it needs to be done and
must be done if we are going to maintain our international
competitive position.

Let me just briefly provide a few specific comments on the
papers. I would certainly agree with Heidi that any proposals
to move us to a more integrated model that would involve tak-
ing the supervisory powers away from the Fed is just a non-
starter. First of all, they're not going to give it up. Second of
all, 'm not sure they should give it up. I think it’s very difficult
in a clean distinction between being a central bank and being a
bank supervisor. If you are a lender to your member institu-
tions you obviously want some ability to provide some financial
integrity oversight of those member institutions. More impor-
tantly, those institutions sufficiently large to propose systemic
risk, I think you need some direct oversight and authority over
those institutions. So I would agree that taking supervisory
authority away from the Fed and putting them in a new FSA
type structure would not work in the United States.

Similarly, putting it all, as Ireland has done, into the central
bank, that’s a non-starter as well. Again, I don't think the Fed
would want that kind of supreme authority. And, two, I think
that’s just a really bad idea. Though it’s not a perfect analog, if
you look at the Ministry of Finance in Japan and the problems
that that agency had when the Japanese economy hit the skids,
they were totally incapable and I think still are, frankly, of
showing flexibility and adaptability to deal with new economic
changed circumstances. So I think that’s a good — and, again,
very well highlighted in Jerry’s paper — how concentration of
too much power in a single regulator can be a very, very bad
thing.

Since we love our multiple regulators, let me just throw out a
couple of ideas of how perhaps we could move to an integrated
model but still have more than one regulator. Heidi and I were
talking about this a bit last night. It was an idea we had kicked
around at Treasury and I think we’re looking very, very long
term. But perhaps you could separate rule-making from super-
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visory function, so that you could have a single regulator for
rule-making authority for the full financial services product
line, but supervision would remain with the Fed. If you just
overlay it and let OCC and OTS and the Fed and what have you
maintain the supervisory authority over their institutions. But
that would be one step, and I think that kind of builds on the
coordinating council that the previous administration was try-
ing to move us toward. But that might be a way where we could
provide greater integration of financial services regulatory pol-
icy, but still not have a quite dramatic taking away of authority
from a lot of pre-existing regulators.

Another possibility I think is less desirable might be a possi-
bility would be to create a system of financially integrated su-
pervision and regulation, but separated out according to institu-
tion size. It would give the Fed, they could be both the regulator
and the supervisor for the very largest financial services com-
pany. You could maybe create a new agency with or without
the FDIC — I'd have to think about that — for the smaller in-
stitutions. At least then ... you wouldn’t have one agency and
completely in charge of everything. You would have two agen-
cies which presumably would compete. But their responsibili-
ties would be separated on kind of clean “how big is the institu-
tion” as opposed to whether you're doing securities or futures or
banking or what have you.

An integrated model, though, in addition to Fed resistance,
obviously if you have full integration, the question is what do
you do with the securities and futures regulators, because pre-
sumably you would fold their function into the new integrated
regulator. And I can only assume the SEC and the CFTC would
be quite unhappy about that. And I think that is another real,
very real issue that needs to be thought about. 1 mean,
Gramme-Leach-Bliley, as Heidi [Schooner] outlined in her pres-
entation, theoretically the Fed is the regulator for financial
holding companies. But they basically have no authority to go
in and oversee a securities firm. They must defer to the SEC on
that. Or a futures firm, they must defer to the CFTC. Or a na-
tional bank the OCC, or a thrift, the OTS.

I mean, those kinds of balkanized lines were still maintained
under Gramm-Leach-Bliley. So I think going to a truly inte-
grated model where you would fold the SEC and CFTC, those
types of functions into an integrated regulator would be a quite
dramatic thing to happen, perhaps a good thing to happen in
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the long term. But I think there would be a lot of political resis-
tance to that.

That brings me to Jerry’s paper. Unfortunately, he didn’t get
to it at the end, but he had some very interesting new para-
digms. If we were going to scrap the current functional lines of
securities and futures, he had some very interesting ideas for
how we might reorganize the categories that we use to define
the regulatory regime. And those were centered in large part
along the sophistication of the institutions, their size, whether
they were going only institution by institution or whether they
were dealing with retail cost customers. Similarly for market
regulation, whether they were institutional markets or public
markets with retail small investor access. I agree with him, I
think, if we were going to be designing a grand scheme, either
the short term or long term, that those kinds of distinctions
may make more sense than the current lines that we use. I
would just have a few caveats. I'm not sure I would go quite as
far as he would. I think that regardless of what market or what
association you’re regulating, no matter their size or sophistica-
tion — it’s not going to surprise him to hear me say this — I
think you always need anti-fraud and anti-manipulation au-
thority.

Fraud is fraud, and you never want to be in a position where
the institution that you’re regulating has committed fraud and
you’ve got to say you can't do anything about it.

I think that they’re all — and Arthur Andersen comes to
mind when I say this — I think there are certain types of fraud
that perhaps can be handled better in a civil capacity through
administrative regulatory proceedings and civil proceedings as
opposed to the neutron bomb of the criminal proceeding. There
are just situations where fraud works — civil courts and admin-
istrative regulatory agencies are better equipped to deal with
certain types of cases. So I think whatever regime must always
retain that civil anti-fraud authority.

Similarly, anti-manipulation. If you have markets that are
setting prices that are relied upon by the general populace, even
if those markets are dominated by institutions, I think regula-
tors must retain that anti-manipulation authority. And finally,
I also think that somebody — and again maybe this long-term
needs to be the Fed — some federal financial regulator needs to
be in charge of financial integrity oversight over institutions
that are sufficiently large to pose systemic risk.
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Let me just, in concluding, re-emphasize that I think this is
going to be a very, very long-term process. I mean, we dealt
with it at Treasury. Howell indicated the difficulties they had
with just a very modest proposal of a coordinating council. And
unless there’s some industry political support for moving this
ball forward — it’s good policy — we talk about what good pol-
icy is, but unless there’s some political push for it, it’s not going
to happen on the Hill.

I think some of the larger financial services firms are now
getting into the fray with this and realize that it is in their
business interest, in their competitive interest to push this for-
ward, to work with the Treasury Department and others who
have an interest in this, to move the ball forward in terms of
regulatory restructuring.

I think there’s some interim steps that can be taken. And I
will say this now. I couldn’t say it when I was at the Treasury
Department, but now I'm in academia and I have no power to
do anything about it. So I will say it and nobody will care any-
more. But I do think the OCC and OTS should be merged. And
I say that with the utmost respect for the leadership of both
agencies. dJerry Hoff and Jim Gilling are top-notch regulators
and their staffs are just absolutely the best. Unfortunately,
because of bank consolidations, the number of charters is dwin-
dling. Their revenue basis is be coming increasingly reliant on a
few large institutions. This is a very dangerous situation for
maintaining an autonomous independent regulator. I think by
merging the two you would strengthen the agency, strengthen
the prestige of the agency, strengthen its ability to deal with the
Institutions that hold national charters, whether thrift or bank.

I think this is a harder call, but I think the SEC and CFT'C
should probably be merged. Unlike the OCC and the OTS,
which have very similar cultures and missions in terms of
safety and soundness, the SEC and the CFTC have quite differ-
ent cultures and different product lines and markets. . . . I'm
old fashioned. I still recognize distinctions between risk man-
agement products and those offered for capital formation and
investment. Nonetheless, I think there’s sufficient overlap, es-
pecially with the institutions, the firms that they regulate, that
it makes some sense to merge them.

I would say that with the SEC and CFTC the most important
thing would be to make sure the CFTC is not simply subsumed
in the SEC culture, but maintains its own separate gproach
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where it is needed, and separate vibrancy in whatever new
commission might be created out of the merger and that that
commission had individuals who understood derivatives mar-
kets and were sensitive to the different type of regulatory re-
gime that currently applies to derivative markets.

I also think we need to have a national insurance charter,
frankly. I think it should be optional, obviously. But I think,
again for international competitive reasons, it’s just ging to
have to happen. And I think the sixty-four million dollar ques-
tion will be whether proponents of an optional national insur-
ance charter can present a convincing case that . . .the new
federal regulator, will be just as vigilant on consumer protection
issues as the states have been.

I think the NAIC [National Association of Insurance Com-
missioners] is a top-notch agency. I dealt with them a lot when
I was dealing with terrorism insurance. I think that is their
front line of defense against a national insurance charter, is
that it would hamper consumer protections. I'm not sure that is
the case. I'm hoping to do some additional research in that area
at U. Mass. [University of Massachusetts]. But I think a well
constructed federal insurance charter with a good strong con-
sumer protection program is an option that should be out there
for a national insurance company, and frankly consumers. It’s
not clear to me why somebody in Massachusetts should have
different consumer protections than somebody in Florida for so
many of these products. The options should be out there for
submission to a national regime.

And that takes care of my comments.

PROFESSOR POSER: Thank you very much. Ms. Bair.

We have about ten minutes more. I first would like to ask ei-
ther one of the two first speakers whether they have any com-
ments commenting on the commentary. And then I'll ask
whether any members of the audience have any que stions.

PROFESSOR SCHOONER: I would just add to what Sheila
[Bair] already said. I think what Sheila [Bair]’s comments
show in some ways is that significant improvements could be
made without doing something as drastic as what the U.K. did
with creating the FSA. We've got such a diverse system that
moving a few things around could perhaps lead to significant
benefits and maybe even cost savings. And we could still, ar-
guably, if anybody believes that they exist, still have benefits of
regulatory competition.
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I think that in some ways it’s possible that beginning to un-
derstand the nature of the substance of the regulation and how
the substance of our financial institution regulation is evolving
might drive that. Eventually we’ll figure out that bank regula-
tion is becoming a little bit more like securities markets regula-
tion, and therefore some aspects of bank regulation may belong
more appropriately in an SEC type organization; that a lot of
what we do with insurance companies is very much like what
we do for banks; and that there might be some shifting slowly
over time in that way without doing anything drastic, which is
politically not feasible.

PROFESSOR POSER: Are there any questions from the au-
dience?

QUESTION FROM AUDIENCE: [Unintelligible]

PROFESSOR MARKHAM: Good question. The futures in-
dustry belonged to America until recent years. We dominated
in every respect. Today Eurex is the largest commodity trading
exchange in the world. I think our two exchanges are now third
and fourth — I'm not sure, because of the LIFFE [London In-
ternational Futures and Options Exchange] merger, how that
went. But we're trailing the pack. Some people have attributed
it to regulation. I don't, personally. I think they picked up on
electronic trading and were able to out-compete us. But by the
back door, our regulatory system sought to protect the exchange
monopoly. So you had to trade on the exchange over here. The
exchange had this capital interest in the memberships, so they
couldn’t allow anyone to trade electronically, because they’d lose
the time and place advantage on the floor and that was the
value of their membership. So that regulatory structure I think
1s what affected and allowed that competition to develop while
they’re hanging onto their exchange monopoly.

And we saw that happen, and Sheila [Bair], you may know
better. I think the CFMA is probably a direct result of that out-
flow of that business. We tried to deregulate as much as we
could to meet that competition.

MS. BAIR: I think it would be interesting, though. The SEC
has been generally viewed as more regulatory than the CFTC
on that score. I think a merged agency would have been less
captive of the exchanges and perhaps more willing to facilitate
electronic competition and off-board trading.

Of course, on the securities side we've had off-board trading
for years and the exchanges and the OTC markets sit side by
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side and they compete. And it does work pretty well. So I think
on that score I would agree with you. It wasn’t regulation. It
was an unwillingness to anticipate and deal with the competi-
tive threats to the exchanges.

QUESTION FROM AUDIENCE: For any of the panelists, do
you see any interest in more increased regulation of the over-
the-counter derivatives market or over-the-counter swaps mar-
ket? To the extent they are engaged in by qualified partici-
pants, many of these other regulated industries are participat-
ing as counterparties in credit support providers.

PROFESSOR MARKHAM: The Feinstein Bill, I've heard,
and I haven’t had an update on the last few weeks, was trying, I
think, to reimpose some regulation in the over-the-counter mar-
ket.

Will it get anywhere? I don’t know. This has been a political
circus. Something may spin out of it. I don’t know. There’s
certainly an impetus for it.

Is there something out there that we've got to worry about,
something lurking in the bushes? I don’t know. Possibly. But
we've dealt with these problems over the years. We keep crying
that the world’s going to end if we don’t do something, but as
yet it hasn’t. Maybe I'm just an optimist, but I don’t have that
fear of the unknown, I guess.

PROFESSOR SCHOONER: 1 think I have a little bit of a
fear, but I don't think politically in the near term. The genie’s
somewhat out of the bottle on the swaps market, and to try to
put any kind of comprehensive regulatory regime over at this
point, I just don’t think it’s going to happen.

I do think, hopefully, one of the good things to come out of all
this corporate governance, new initiatives and heightened sen-
sitivities to the obligations of corporate boards of directors if
they start asking more questions of end users who use these
instruments: what is your exposure on these positions; why do
they have these positions on; what’s the leverage; what kind of
risk scenarios has the CFO run? I mean, those types of probing
questions from audit committees and boards of directors [are]
probably the quickest and fastest way that we can put greater
discipline into the types of positions and risks that less sophis-
ticated end users may be taking on in those markets.

QUESTION FROM AUDIENCE: [Unintelligible]

PROFESSOR MARKHAM: 1 don’t know, sir. I don’t know
that. I know there were Congressional hearings where they
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brought in the Enron board and looked at the outside directors,
but I have no information.

PROFESSOR SCHOONER: I served with Wendy [Graham]
and I would have to take exception to that characterization of
her position. I'm unaware of any inquiry into her, what she did
on the Enron board. The press reports I've read have indicated
that she had been the one saying we need go talk to the SEC
about this. Apparently, nobody acted on that.

Wendy [Graham] is a free-market economist by training. But
she did believe in efficient regulation. And that was certainly
my experience working with her. I think people have unfairly
characterized her as anti any regulation. I don’t think that’s
the case. Ithink she was for good cost benefit analysis and effi-
cient regulation, but not no regulation.

PROFESSOR POSER: In Wendy Graham’s defense, I'd have
to say that none of the other directors did any more than she
did.

Any other questions? Okay. I believe lunch is being served
downstairs.
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THE NEED TO REDUCE REGULATORY
ARBITRAGE

he case for creating a financial “super regulator” does not
rest on the existence of financial supermarkets but,
rather, just the opposite.

We are living in a financial bazaar where different types of
financial intermediaries offer us competing products and ser-
vices to meet our needs for borrowing, saving and investment.
While individual vendors may offer us a wider or narrower ar-
ray of choices, because of the diversity of both the forms of in-
termediation and of the vendors providing these different forms,
we need a system of financial regulation that will promote —
not hinder — real competition among all of the vendors of fi-
nancial services.

In these terms I think there is a compelling case for greater
coherence in our rule writing process for financial services, per-
haps even for a “super regulator.” But I draw a sharp distinc-
tion between financial regulation — rule writing — and finan-
cial supervision. Our biggest mistake is that we continue to
lump these two together. The promise of Gramm-Leach-Bliley
will never be fulfilled so long as we continue to muddle the dis-
tinction between rule writing for financial services, on the one
hand, and the supervision of financial intermediaries, on the
other.

A single federal rule writer, or rule writing process, would
need to respect and nurture the existence of different forms of
financial intermediation and, at the same time, encourage com-
petition among both the forms and the firms that provide them.

A single rule writer would need to respect two principles:
first, that like products and like services should receive a like
regulatory treatment and, second, that distinct products and
distinct services should receive distinct regulatory treatment.
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The rule writer need only have the wisdom to know the differ-
ence.

Supervision — the hands on business of looking over the
shoulders of the financial intermediaries — will and should re-
main divided among a number of different agencies and organi-
zations, focused discretely on individual firms, products, and
different policy objectives. We will and should have functional
supervision and we will and should also have goal-oriented su-
pervision. Somebody is going to supervise banks and somebody
1s going supervise insurance companies and somebody is going
to try to protect consumers and investors. I see very few, if any,
benefits from rolling all of these different purposes and objec-
tives into a “super supervisor.”

Having stated by my conclusions let me now explain my logic.

I am skeptical of the view that the future belongs to large
conglomerates operating as financial “supermarkets.” Large
financial firms do have some important advantages, among
them greater potential for diversification. Diversification
spreads risk and stabilizes earnings. Yet large firms must con-
tinuously work to achieve an effective diversification of their
exposures and to avoid risk concentrations lurking inside seem-
ingly diversified portfolios of assets.

Advances in information and communication technology off-
set some of the scale and diversification advantages that large
institutions may have. Today, technology permits small firms
to outsource many functions and thereby recapture some of the
advantages previously associated only with economies of scale.

Thus, I expect that we will have a world in which nimble f-
nancial institutions of varying sizes, including both financial
supermarkets and nmore focused financial firms, will compete
with one another.

As a society, we have — and want to retain — different, com-
peting forms of financial intermediation, whether based on
charter, product, function, or other form. We can call them
banking, insurance, or investment activities or products; we can
call them credit intermediation, temporal intermediation and
resource allocation; or we can call them making payments and
pooling risks.

For my purpose today, it does not matter what typology you
want to have in mind. We need only observe that we have dif-
ferent forms of financial intermediation and, as a society, we
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want there to be a healthy competition among these forms and
the firms that provide them.

For our society the objective is clear: we want progressive im-
provement in the efficiency with which we convert savings into
investment. Both collectively and as individual savers and in-
vestors, we want the greatest efficiency possible in this process
— minimizing the loss of savings, maximizing the investment.
Efficiency in this process promotes the growth of our economy.

What process will create a progressive improvement in the ef-
ficiency with which savings are converted into investment?

The dynamic process begins with the inefficiency of financial
markets which, through competition, tend toward efficiency.
The economists’ assumption about efficient markets is not help-
ful because it assumes away the important process of squeezing
out inefficiencies. When individual financial intermediaries
pursue a profit maximizing strategy in a competitive environ-
ment, society benefits from the increased efficiency with which
savings are converted into investment.

As this process unfolds, as a rough proxy for improvements in
the productivity of capital itself, we should expect to see the
aggregate profits of financial intermediaries decline as a per-
centage of our savings and our investment. The profits of indi-
vidual firms might grow and aggregate profits might grow in
nominal terms, but the better outcome for society would be a
decline in total financial intermediary profits as a share of total
savings.

From the viewpoint of a particular franchise, this isn’t always
how financial firms, their lobbyists and even their supervisors
tend to approach the subject.

The history of regulatory practice too frequently reflects a dif-
ferent assumption: that to ensure the stability of a given form of
intermediation we should provide individual firms with stable
and positive earnings, in part, by limiting the competition they
face. I think this is misguided.

I take it as given that too much of our financial regulatory
process 1s aimed at limiting rather than expanding effective
competition. We have too much, rather than too little, regula-
tory arbitrage. Rules that expand competition are in the public
interest. Rules that limit competition — either directly or by
bestowing unique privileges on a narrow set of firms — are not
in the public interest because they limit the forces that help us
efficiently convert savings into investment.
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In financial services this is not principally a function of
“agency capture.” Individual firms do have incentives to limit
competition and there may be some degree of agency capture.
But in financial services a problem arises because the charter-
ing regulatory authority has an incentive to promote the
“soundness” of its particular form of intermediation by limiting
the competition. Each chartering regulatory authority has just
a single corner or piece of the total capital structure of financial
intermediation and, thus, has an incentive to “protect” the
revenue sources of its franchisees in order to assure their
“soundness”.

We need to clarify the objectives of the rule writing authority,
or the rule writing process, to ensure that it promotes rather
than hinders competition among forms of intermediation. To do
this, the rule-writing process must respect the different forms
intermediation: products that are distinctly banking or dis-
tinctly insurance should receive distinct treatment, but for
products overlapping industries, we need a set of like rules for
like products.

This would ensure that rule writing not stand in the way of
competition at the frontiers between intermediation forms and
firms. Perhaps we should have single, federal financial rule
writer to serve this objective. It might also be plausible to
maintain separate agencies charged with rule writing, but ac-
countable to these standards through an appellate process.
There could also be a rule writing committee, with binding au-
thority, composed of distinct supervisory agencies. Regardless
of what mechanism evolves, our objective must be greater ®-
herence in rule writing to promote effective competition.

One thing I am certain of is that we will not put all of federal
financial supervision and regulation into a single agency, nor
should we. Concentrating so much regulatory and supervisory
power in one place is simply not within the bounds of our politi-
cal tradition. More importantly, financial supervision needs to
be focused on specific lines of business and sets of risks.

The existence of financial supermarkets and conglomerates
does pose a challenge for supervisors. Somebody needs to focus
on risks at the holding company level while others need to focus
on risks in particular business lines. But it does not follow that
we need a single federal financial supervisor.

Financial supervision almost invariably originates with a de-
sire to avoid or mitigate bad outcomes — losses to depositors, to
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investors, or to consumers. As such, sup ervision tends to begin
by focusing on the “negative tail” outcomes — making sure that
supervised entities avoid the most harmful practices. The more
effective way to avoid negative tail outcomes, however, is to fo-
cus on improving median and mode performance and to encour-
age “positive tail” outcomes.

Indeed, the only compelling case that I can see for financial
supervision is as a means of more rapidly disseminating best
practice among firms whom we wish to see fail less frequently
than would otherwise be the case. To redistribute best prac-
tices, the supervisor needs to know what best practice is and,
therefore, needs to know something quite specific about the
business of the firms he or she supervises. In addition, to be
effective, supervision needs to be directed at the level of risk-
bearing entities and, within financial holding company struc-
tures, there are multiple levels of risk-bearing entities.

Pausing just a moment to consider all the different forms of
intermediation and businesses that deliver these services —
from credit cards to mortgages to mutual funds to annuities —
and to the different corporate forms that can provide their ser-
vices, will give us sufficient insight, I think, to recognize what
little sense it would make to roll all of financial supervision into
a single agency. We may, at present, have more federal finan-
cial supervisors than is optimal. But I am certain that a single
federal financial supervisor would not be optimal either.

The distinction I am drawing between rule writing and su-
pervision is not new. Indeed, for almost thirty years we have
been stumbling toward recognition that we want a common set
of rules for financial intermediaries while, at the same time, we
want to maintain discrete supervisors for different types of fi-
nancial firms.

Starting in the early 1970s, in the wake of the Herstatt crisis,
the Basel Committee on Banking Supervision began to write
common rules, eventually leading to the more than twenty-year
effort to write common capital rules for internationally active
banks. Also internationally, in recent years there have been
increasingly frequent joint efforts among bank, securities and
insurance regulators.

Here in the United States, the President’s Working Group on
Financial Markets, the FFIEC, and numerous congressionally
mandated joint studies over the years all reflect efforts of one
kind or another to harmonize regulatory practices. The
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Gramm-Leach-Bliley Act’s functional regulation provisions and
rulemaking process for authorizing new activities of financial
holding companies have also represented steps in this direction.

I think we should stop dragging our feet and accept what we
have long been seeking in a piecemeal, erratic fashion.

A more coherent, unified rule writing process would properly
recognize different modes of intermediation while encouraging
competition among them. Retarding this process is not in the
public interest and will only serve to decrease the potential effi-
ciency of converting our savings into investment. The supervi-
sory process, however, will and should remain diverse, aimed at
each risk-bearing entity within financial firms and at different
policy objectives.

If we continue to muddle along, the promise of the Gramm-
Leach-Bliley Act to adapt our financial laws to the realities of
the 21t century will never be fulfilled.



File: DI GIORGIO Base Macro.doc Created on: 3/19/2003 3:33PM Last Printed:4/28/2003 11:29 AM

FINANCIAL MARKET REGULATION
AND SUPERVISION: HOW MANY PEAKS
FOR THE EURO AREA?

Giorgio Di Giorgio
Carmine Di Noia™

I. INTRODUCTION

Financial markets have developed significantly throughout
industrialized countries in the last decades of the twenti-

eth century. This path is evident with regard to banking
and financial intermediaries, capital markets, and financial
instruments. Accordingly, many European nations have either
modified their financial systems — regulatory and supervisory
— to reflect this development! or are currently debating
whether to implement such modifications.2 In Europe, with the
start of Phase III of the European Economic and Monetary Un-
ion (“EMU”), the responsibility for monetary policy in the euro
area has been assigned to the European Central Bank (“ECB”),3
while banking and financial supervisory tasks have been left to
domestic agencies. This development, which reflects “[t]he
abandonment of the coincidence between the area of jurisdiction
of monetary policy and the area of jurisdiction of banking su-
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1. As is the case most recently with Germany, Austria, Ireland, Portugal
and the Netherlands, and earlier in the Scandinavian countries and the
United Kingdom.

2. Asin the case of Italy and France.

3. Tommaso Padoa-Schioppa, EMU and Banking Supervision, 2 INT’L FIN.
295, 297 (1999).

4. Id. at 269.
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pervision,” was a relative novelty in the euro area? This geo-
graphical and functional “double separation” between central
banking and banking supervisions, along with the absence of
any explicit reference to responsibility for financial stability in
the euro area, has cast doubts about the efficacy of the current
regulatory arrangements in preventing and managing financial
crises.” As a consequence, both academic and institutional ven-
ues throughout the euro area are now discussing various pro-
posals for financial system regulatory reforms.s

Naturally, the first decision lies between choosing either cen-
tralized or decentralized financial regulation. National level
regulation and supervision are faced with great difficulties
within the context of increasing financial markets integration
and cross-border mergers among banks, securities firms, and
insurance companies. However, the task of fully centralizing
regulatory and supervisory activities at the euro level has
proven equally challenging, given the current differences in fis-
cal and commercial codes, and accounting practices across
member countries.

This work presents a proposal for the reorganization of regu-
latory arrangements and supervisory agencies in the EMU. It

5. Tommaso Padoa-Schioppa, EMU and Banking Supervision, Lecture at
the London School of Economics Financial Markets Group (Feb. 24, 1999),
available at http://www.ecb.int/key/sp990224.htm.

6. Padoa-Schioppa, supra note 3, at 297.

7. Id. at 305.

8. See KAREL LANNOO, CENTRE FOR EUROPEAN PoLricy STUDIES (“CEPS”),
Task FORCE REPORT NO. 30: CHALLENGES TO THE STRUCTURAL SUPERVISION IN
THE EU 34 (2000); Xavier Vives, Banking Supervision in the European Mone-
tary Union (1999), at http://www.iue.it/FinConEU/vives.pdf; EUROPEAN
COMMISSION, INTERNAL MARKET DIRECTORATE GENERAL, INSTITUTIONAL
ARRANGEMENTS FOR THE REGULATION AND SUPERVISION OF THE FINANCIAL
SECTOR (2000), at http://europa.eu.int/comm/internal_market/en/finances/
banks/arrange.pdf [hereinafter  INSTITUTIONAL ARRANGEMENTS]; THE
COMMITTEE OF WISE MEN, FINAL REPORT OF THE COMMITTEE OF WISE MEN ON
THE REGULATION OF EUROPEAN SECURITIES MARKETS (2001), available at
http://europa.eu.int/comm/internal_market/en/finances/general/lamfalussyen.
pdf. [hereinafter LAMFALUSSY REPORT]; DIRECTORATE FOR FINANCIAL, FISCAL,
AND ENTERPRISE AFFAIRS, ORGANISATION FOR EcoNOMIC CO-OPERATION AND
DEVELOPMENT (“OECD”), CONSOLIDATED SUPERVISION IN THEORY AND IN
PracTICE 8, Doc. No. DAFFE/CMF (2001) [hereinafter OECD 2001]; Stephen
A. Lumpkin, Supervision of Financial Services in the OECD Area, 81 FIN.
MARKET TRENDS 81, 81-139 (Apr. 2002), available at
http://'www.oecd.org/pdf/M00032000/M00032071.pdf [hereinafter OECD 2002].
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argues that with a highly integrated single currency, such as
exists in the euro financial system, maintaining only domesti-
cally-based regulatory schemes and supervisory practices is in-
appropriate. At the same time, as stressed in the Lamfalussy
Report, full centralization appears difficult to achieve in the
near future? Hence, this Article suggests a two-level architec-
ture for financial market regulation and supervision inspired by
the European System of Central Banks (“ESCB”).10

This innovative proposal’s theoretical underpinnings for euro
area financial market regulation reform, may be found within
the new literature on the theory of financial intermediation.!!
This literature emphasizes the similarities rather than the dif-
ferences among banking and other financial intermediaries.12
The main similarities include the provision of risk management
services to customers, and decreasing the participation costs in
ever more complex financial markets.1? Indeed, the traditional
lines that divide financial institutions, instruments, and mar-
kets into banking, insurance, and securities sectors have le-
come blurred in advanced industrial countries.!* Technological,
geographical, and functional integration has led to de-
specialization of the intermediaries and the reduction of the
“reserved activities” that previously characterized different
types of financial operators.’> The traditional tripartite division
of the financial market (i.e., the banking, insurance, and securi-

9. LAMFALUSSY REPORT, supra note 8, at 10.

10. The European System of Central Banks (“ESCB”) is composed of the
European Central Bank (“ECB”) and the national central banks (“NCBs”) of
all fifteen EU member states. The “euro system” is the term used to refer to
the ECB and the NCBs that have adopted the euro as currency. The primary
objective of the euro system is to maintain price stability. See Organization of
the European System of Central Banks, at http://www.ecb.int/
about/escb.htm (last visited Feb. 28, 2003).

11. See Franklin Allen & Douglas Gale, Financial Markets, Intermediaries,
and Intertemporal Smoothing, 105 J. PoL. ECON. 523 (1997); Franklin Allen &
Anthony M. Santomero, Theory of Financial Intermediation, 21 J. BANKING &
FIN. 1461 (1997).

12. George S. Oldfield & Anthony M. Santomero, Risk Management in
Financial Institutions, SLOAN MGMT. REV. 33, 36 (1997); Allen & Santomero,
supra note 11, at 1462.

13. Allen & Santomero, supra note 11, at 1462.

14. Seeinfra Part II.

15. ORGANISATION FOR EcoNoMIC CoO-OPERATION AND DEVELOPMENT,
FINANCIAL MARKET TRENDS NO. 81, SUPERVISION OF FINANCIAL SERVICES IN THE
OECD AREeA 82 (2002) [hereinafter OECD FINANCIAL SERVICES].
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ties sectors) failed to consider that the creation and allocation of
savings among sectors cash surpluses and cash deficits, were
basically unitary phenomena.

The current stream of literature advocates a unitary view of
financial intermediation that requires homogeneous regula-
tion.’6  Contrary to the unitary view, the old “institutional”
model for financial market regulation and supervision should be
dismissed. In such a traditional regulatory model, supervision
1s over each single category of financial operator, or over each
single segment of the financial market, and all supervisory ac-
tivities are assigned to a distinct agency.l” In this institutional
model, there are three supervisory authorities acting as watch-
dogs over: (1) banks; (2) financial intermediaries and mutual
funds; and (3) insurance companies and their corresponding
markets, respectfully. The authorities control intermediaries
and markets through entry selection processes (e.g., authoriza-
tions and enrolling procedures in special registers), constant
monitoring of business activities (controls, inspections, and
sanctions) and decisions about exit from the market (suspen-
sions or removal). “Institutional” regulation facilitates the ef-
fective realization of controls. Each intermediary and market
has to deal with only one, highly specialized supervisory author-
ity. As a result, this type of regulation avoids duplication of
controls and reduces regulation costs. The institutional g-
proach seems to be particularly effective for intermediaries spe-
cialized in only one of the three segments of the financial sector.
However, when different entities are entitled to perform identi-
cal financial intermediation activities, the institutional model
may induce distortions in the market. For example, financial
supervisors impose different rules upon entities that conduct
similar financial services whose only difference is their legal
status.18

The institutional approach’s disadvantages are exacerbated
by the trend toward multiple-sector activities and by the pro-
gressive de-specialization of intermediaries.’® In turn, these
phenomena are connected to the growing integration of finan-

16. OECD FINANCIAL SERVICES, supra note 15, at 98.

17. CHARLES GOODHART ET AL., FINANCIAL REGULATION: WHY, HOow, AND
WHERE Now? 144 (1998).

18. Id. at 146-47.

19. Seeid.at 143.
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cial markets and instruments20 In a context where the
boundaries separating the various institutions are progressively
being erased, it is no longer possible to definitively determine
whether particular entities are banks, non-banking intermedi-
aries, or insurance companies. Nor i1s it easy to determine to
what degree and extent such entities are engaged in the various
financial activities. Therefore, a risk exists that “parallel” sys-
tems of intermediaries may form, reflecting only the diversity of
the respective control authorities. In this case, the way that
institutional controls are established may actually become a
destabilizing factor. Moreover, the financial intermediaries
might be induced to organize in such a way that their juridical
status i1s contingent upon the different rules that discipline dif-
ferent institutions.

For all these reasons, the recent trend is in favor of a “level
playing field” financial regulation model, providing uniform
rules for entities that engage in similar activities. Different
models of such “transversal” regulation have been adopted re-
cently or are currently under discussion in Europe and else-
where. The best known solution is the Single Regulator Model,
adopted in the United Kingdom (“U.K.”) in 1997, as well as in
some Nordic European countries (e.g., Sweden and Denmark),
and more recently in Austria and Germany.2!

This Article argues for a more general policy proposal based
on the “transversal” model — recently adopted in Australia —
which serves to shift the attention away from supervised insti-
tutions to the actual “object” of the supervision.22 It is centered

20. See Richard Dale, Regulating the New Financial Markets, in RESERVE
BANK OF AUSTRALIA, THE FUTURE OF THE FINANCIAL SYSTEM: PROCEEDINGS OF A

CONFERENCE (Malcolm Edey ed., 1996), available at
http://www.rba.gov.au/PublicationsAndResearch/Conferences/
1996/Dale.pdf.

21. Michael Taylor & Alex Flemming, Integrated Financial Supervision:
Lessons of Scandinavian Experience, FIN. & DEv. 42, 42 (1999), available at
http://'www.imf.org/external/pubs/ft/fandd/1999/12taylor.htm. See also OECD
2001, supra note 8, at 2, 10, 24 n.1.

22. GOODHART ET AL., supra note 17, at 149. See generally AUSTL. SEC. &
Inv. CoMmM'N, ANN. REP. 1999-2000 [hereinafter ASIC ANN. REpP.]; OECD 2001,
supra note 8. In Australia, the Australia Prudential Regulation Authority
(“APRA”) has identified the coordination of prudential supervision of financial
conglomerates as one of its major roles. COUNCIL OF FINANCIAL REGULATORS
ANN. REP. 2001, available at http://www.apra.gov.au/
Policy/loader.cfm?url=/commonspot/security/getfile.cfm&PageID=4835.
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on the assignment of different regulatory objectives, or “finali-
ties,” to different and independent authorities2?2 These authori-
ties would be competent throughout the financial system, pro-
viding homogeneous regulation and supervision regardless of
the intermediaries’ subjective nature. In the euro area, given
the previously mentioned difficulties in choosing a solution he-
tween full centralization or decentralization, this Article sug-
gests merging these regulatory models “by objective” into a fed-
eral system organized similar to the ESCB. However, it is also
argued that the Single Regulator Model may be viewed as a
particular case of the regulatory model “by objective,” and that
the choice between specification or a more complex version de-
pends upon some practical considerations in terms of cost-
benefit analysis.

In practice, the proposal advocated in this Article is the es-
tablishment of a “European System of Financial Regulators,”
with either two or three distinct independent authorities along
with the ECB at the European level, each being responsible for
one or more regulatory objectives. Such a system should char-
acterize these agencies by lbmogeneous procedures governing
their creation, functioning, and funding. In turn, these agencies
will push and coordinate the work of their corresponding m-
tional authorities within each member country. Under such a
regulatory system, at both the European and domestic level, a
coordination committee would serve to resolve conflicts and con-
troversies. For this reason, considerable effort would be needed
to ensure proper accountability of such independent authorities.

Part II begins with a description of the currently adopted
regulatory frameworks for financial markets and intermediar-
ies in the European countries. Part III presents a proposal for a
new Kuropean architecture for financial market regulation,
evaluating the pros and cons of two possible practical and al-

23. The Council of Financial Regulator’s role is to contribute to the effi-

ciency and effectiveness of financial regulation by providing a high level forum
for cooperation and collaboration among its members including the Reserve
Bank of Australia (“RBA”), which chairs the Council, APRA, and the Austra-
lian Securities and Investments Commission (“ASIC”). See APRA, at
http://lwww.apra.gov.au/Policy/
The-Council-of-Financial-Regulators.cfm (last visited Mar. 8, 2003). See also
Government Online Stategy: The Australian Prudental Regulation Authority’s
Online Action Plan § 2.4, at http://www.apra.gov.au/aboutAPRA/ (last visited
Mar. 8, 2003) [hereinafter APRA Online Action Plan].
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ternative solutions. Finally, Part IV presents an overview of
the issues at hand and provides policy prescriptions for the euro
area.

II. FINANCIAL REGULATION AND SUPERVISION IN EUROPE:
WHERE DO WE STAND?

Economic regulation aims at correcting market imperfections
and unfair distribution of resources, while simultaneously pur-
suing three general objectives: stability, equitable resource dis-
tribution, and efficiency. Regulating and supervising the finan-
cial system is particularly important, especially since capital
accumulation and the allocation of financial resources are es-
sential for growth and development.24

The first objective of financial market regulation is the pur-
suit of macroeconomic stability.2> Central banks fulfill this ob-
jective through macro-controls over currencies (when applica-
ble), interest rates, payment, and (possibly) settlement systems.
They also function as lenders of last resort.

The second objective pertains to micro-stability (i.e., pruden-
tial regulation) of the intermediaries.26 Measures targeting this
goal are subdivided into two categories: general rules on the
stability of all business enterprises and entrepreneurial activi-
ties,27 and more specific rules due to the special nature of finan-
cial intermediation.2s

The third objective of financial regulation is transparency of
the market and of intermediaries, i.e., investor protection.2?

24. See generally GOODHART ET AL., supra note 17; DAVID LLEWELLYN, THE
EconoMIiC RATIONALE FOR FINANCIAL REGULATION, FINANCIAL SERVICES
AUTHORITY (1999), RICHARD J. HERRING & ANTHONY M. SANTOMERO, WHAT IS
OpTIMAL FINANCIAL REGULATION? (Wharton Fin. Inst. Ctr., Working Paper No.
00-34, 1999).

25. GOODHART ET AL., supra note 17, at 189.

26. Id. at 5—6, 189. See also HERRING & SANTOMERO, supra note 24, at 4.

27. Such as the legally required amount of capital, borrowing limits and
integrity requirements.

28. Such as risk-based capital ratios, limits to portfolio investments and
the regulation of off-balance activities, the managing of deposit insurance
funds or investor compensation schemes. See generally HERRING &
SANTOMERO, supra note 24, at 17-19.

29. See OBJECTIVES AND PRINCIPLES OF SECURITIES REGULATION,
INTERNATIONAL ORGANIZATION OF SECURITIES REGULATION § 4.2.2, at 8 (1998)
(“Transparency may be defined as the degree to which information about trad-
ing (both for pre-trade and post-trade information) is made publicly available
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This is linked to the more general objective of equitable distri-
bution of available resources and may be viewed as the search
for “equity in the distribution of information as a precious good”
among market participants30 At the macro-level, transparency
rules impose equal treatment (e.g., rules regarding takeovers
and public offers)3! and the correct dissemination of information
(e.g., rules prohibiting insider trading and manipulation and,
more generally, the rules dealing with exchange microstruc-
tures and price-discovery mechanisms).32 At the micro-level,
such rules aim at guaranteeing non-discrimination in the rela-
tionships among intermediaries and different customers by es-
tablishing conduct of business rules.33

The fourth objective of financial market regulation, linked
with the general objective of efficiency, is the safeguarding and
promotion of competition in the financial sector3* This type of
regulation requires rules for controlling market power and
structures, which at the micro level involves mergers and ac-
quisitions regulations, as well as safeguards against cartels and
abuses of dominant position. Specific controls over financial
intermediaries and markets may be also justified as an attempt
to limit destabilizing excesses generated by tough competition
in this important sector.

In order to pursue these enumerated objectives, there is nei-
ther a unique theoretical model nor a practical approach to the
regulation and supervision of financial markets. Literature on
these matters identifies significant differences in both the defi-
nitions and classifications of regulatory models and tech-
niques.35 In reality, it is also difficult to observe the adoption of
regulatory schemes that are fully consistent with only one theo-

on a real-time basis.”). See also, e.g., CLIVE BRIAULT, THE RATIONALE FOR A
SINGLE NATIONAL FINANCIAL SERVICES REGULATOR, FINANCIAL SERVICES
AUTHORITY 10 (1999). See also, HERRING & SANTOMERO, supra note 24, at 9.

30. See HERRING & SANTOMERO, supra note 24, at 6-8. See generally Allen
& Gale, supra note 11.

31. See HERRING & SANTOMERO, supra note 24, at 7-8.

32. See BRIAULT, supra note 29, at 10. See also HERRING & SANTOMERO,
supra note 24, at 9-10.

33. See HERRING & SANTOMERO, supra note 24, at 7—8.

34. See, Lawrence J. White, International Regulation of Securities Markets:
Competition or Harmonization?, in THE INDUSTRIAL ORGANIZATION AND
REGULATION OF THE SECURITIES INDUSTRY 208, 219-21 (Andrew W. Lo ed,,
1996) [hereinafter White, International Regulation of Securities Markets).

35. See generally OECD 2002, supra note 8.



File: DI GIORGIO Base Macro.doc Created on: 3/19/2003 3:33PM Last Printed:4/28/2003 11:29 AM

2003] FINANCIAL REGULATION IN EURO AREA 471

retical model. A glance at the European Union’s current state
of financial market regulatory and supervisory arrangements
confirms this, making it evident that multiple regulatory
schemes often are in effect.36

In each European country, financial markets regulation has
been affected by the structure and the evolution of the domestic
financial system as well as by the legal system in place3” In
general, national regulation first focused on banking intermedi-
aries, given their traditional dominant role in continental
Europe’s financial sector3s Most of the recent changes in mem-
ber countries came about as a result of pressure brought on by
EC directives and from increased cross-border financial market
integration, which at first stimulated and then followed the
1992 single market program.3® However, despite EU member
countries’ implicit commitment to ensuring the adequate regu-
lation and supervision of financial sectors, no European law
deals with the problem of how to regulate and supervise finan-
cial markets and intermediaries.#0 As a consequence, the EU
currently utilizes a combination of different regulatory ap-
proaches. Moreover, many member countries also lack a “pure”
regulatory model that applies throughout the national financial
system.

The Nordic European countries (in particular, Sweden and
Denmark), the U.K., Austria, and Germany, have chosen to
delegate financial regulation and supervision to a unified

36. Seeinfra Figure 1. See generally id.

37. See generally OECD 2002, supra note 8.

38. See, e.g., id. at 85.

39. Moreover, in many member countries no “pure” regulatory model is
adopted throughout the national financial system. Id. at 109-19.

40. Id. at 116. Sweden’s “single integrated agency” is known as Finansin-
spektionen, which was structurally changed into one agency in September
2000. Id. at 116. In Denmark, financial services are supervised by the Finan-
stilysynet, which was created in January 1988. Id. at 117. In the U.K., finan-
cial services are supervised by the Financial Services Authority, which was
created in late 2001, and is subject to the Financial Services and Markets Act
of 2000. Id. Germany consolidated its various supervisory agencies into the
Federal Agency for Financial Market Supervision, or the Bundesanstalt fiir
Finanzdienstleistungsaufsicht. Id. at 109. In April 2002, Austria also adopted
a single regulatory model. Id. at 113—14. See Carmine Di Noia & Giorgio Di
Giorgio, Should Banking Supervision and Monetary Policy Tasks be Given to
Different Agencies?, 3 INTL FIN. 361, 366 (1999).



File: DI GIORGIO Base Macro.doc Created on: 3/19/2003 3:33PM Last Printed:4/28/2003 11:29 AM

472 BROOK. J. INT'L L. [Vol. 28:2

agency, separated by the central bank.4t This regulatory ap-
proach is a coherent and integral application of the Single
Regulator Model, based on just one control authority with re-
sponsibility over all markets and intermediaries, regardless of
whether in the banking, financial or insurance sector42 Such
regulatory authority concerns itself with all the djectives of
regulation, but in particular with microeconomic stability and
investor protection.#3 Recently, Ireland commenced and France
announced projects aimed at establishing a new single regula-
tory agency for financial services in order to consolidate pruden-
tial supervision and investor protection across the financial sec-
tor44

In most other EU countries, the traditional “institutional”
model seems to still be in effect for the insurance sector, in spite
of the increasing role of insurance companies as important fi-
nancial intermediaries. In Belgium, Luxembourg, and Finland,
a separate agency is responsible for supervision of banking ac-
tivities, securities markets, and investment funds and firms,
but none exist for insurance. As a matter of fact, contracts n-
volving life msurance and capitalization provide services that
are directly tied to investment funds, stock exchange, or other
financial indices (i.e., unit-linked or index-linked contracts). All
major financial systems should accept the financial regulation
of life insurance, since the distinctiveness of most schemes of
life insurance, compared to other financial products, has less-
ened considerably.45

41. See OECD 2002, supra note 8, at 109, 116-17.

42. Id.

43. Id. at 118. Ireland’s supervisory agency will be known as the Irish
Financial Services Regulatory Authority. Id.

44. Id. at 112-15.

45. In the U.K. system, for instance, long-term life insurance contracts are
included under investments (financial instruments) as provided by the Finan-
cial Services Act 1986 (“FSA”). The recent establishment of the FSA will fur-
ther reduce the distinctiveness of insurance companies by applying a common
regulation to all financial institutions. Under the U.S. system, variable an-
nuities and variable life insurance contracts whose yield is tied to “separate
accounts,” fall under the Investment Company Act of 1940, ch. 686, tit. I, 54
Stat. 789 (codified as amended at 15 U.S.C. §§ 80a-1 to 80a-52 (2000)), which
provides the general guidelines relative to investment activities. In the euro
area, on the contrary, insurance companies are generally excluded from the
set of rules that apply to banks and to other financial intermediaries. In most
countries, life insurance policies are not considered financial instruments and
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A specialized “institutional” supervisor is also widely in place
for the securities market. However, in countries such as Italy
and Portugal, security supervisors are only responsible for mn-
vestor protection, since the central bank assumes the role of
safeguarding stability objectives. In this case, the regulatory
model by objective applies in part. Another partial application
of this model is found in recent Dutch reform.¢ The Nether-
lands established a single authority for financial market trans-
parency and investor protection, while leaving the supervisory
responsibility for microeconomic stability, to either the central
bank, for banking and securities, or to a separate agency dedi-
cated to insurance and pension funds.

In many EU countries, banking supervision is one of the
functions of the national central bank. However, in some coun-
tries, such as Belgium, Luxembourg, Finland, and to an extent
France, this task is assigned to a separate agency, or is per-
formed jointly by the National Bank and another agency.4? In
fact, there is a long debate among monetary economists on
whether banking supervision and monetary policy responsibili-
ties should be vested in the same institution, namely — the cen-
tral bank.4s Although no consensus among the scholars has
been reached, there is a general preference towards separating
the two functions.# The euro area currently overcomes this

insurance companies are not authorised to perform investment services. Al-
though there is an increasing tendency to recognise the high degree of conti-
guity between certain insurance products and other financial products, the
regulatory differences remain significant and insurance companies are super-
vised and controlled by a specialized supervisory authority with the exception
of Austria and Ireland, where responsibility is given to a government depart-
ment. In Austria, the government is directly responsible for regulating and
supervising the entire financial system, although a recent proposal aims at
introducing a separate and dedicated independent agency along the lines of
the FSA.

46. See OECD 2002, supra note 8, at 109—-19.

47. VIVES, supra note 8. See also, e.g., OECD 2002, supra note 8, at 109—19
(reporting on the banking supervisions of EU members including Belgium,
Luxembourg, Finland, and France).

48. See also RICHARD K. ABRAMS & MICHAEL TAYLOR, ISSUES IN THE
UNIFICATION OF FINANCIAL SECTOR SUPERVISION 19-21 (IMF, Working Paper,
2000); Charles Goodhart & Dirk Schoenmaker, Institutional Separation Be-
tween Supervisory and Monetary Agencies, 51 GIORNALE DEGLI ECONOMISTI E
ANNALI DI EcONOMIA 339-58 (1993).

49. Goodhart & Schoenmaker, supra note 48, at 337; Di Noia & Di Giorgio,
supra note 40, at 362—63.
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problem, however, because the national central banks, even
when acting as financial supervisors, are no longer technically
in charge of monetary policy.?® Figure 1 summarizes the cur-
rent structure of financial supervision in the EU.

Regionally, the process of financial integration followed quite
heterogeneous paths. With regard to the intermediaries, own-
ership integration has developed through an increasing number
of mergers and acquisitions and the establishment of new alli-
ances directed to diversify the business, either geographically or
functionally. Even though the process is still characterized by a
dominant share of domestic deals, cross-border operations have
recently become more important and are likely to develop fur-
ther in the near future’' Currently, traditional banking’s
prominent role in continental Europe is being challenged by
advances in information and delivery technology, and by the
entry of new and aggressive financial industry players.52 While
information and delivery technology advances have the effect of
lowering barriers to entry in banking and finance, the appear-
ance of aggressive new financial players contributes to the ero-
sion of the traditional banks’ monopoly, and comparative ad-
vantages in information gathering, monitoring, delivery capac-
ity and processing.53 In fact, European financial market liber-
alization also started a deep process of business restructuring
across the entire financial sector. The search for economies of
scale led to a reduced number of banks, insurance, and financial
firms which in turn lead to a considerable increase in market
concentration. For these reasons, financial conglomerates
gradually become more important, tending to act more and
more on an international basis — both at a European and
global level.

Considerable integration has taken place between the bank-
ing, insurance, and securities markets.?* In most EU countries,
banks and insurance companies are among the most important
1ssuers of stocks and other securities traded in both organized

50. See Padoa-Schioppa, supra note 3, at 297.

51. Alberto Cybo-Ottone et al., Recent Development in the Structure of
Securities Markets, in BROOKINGS-WHARTON PAPERS ON FINANCIAL SERVICES
223, 234, 238 (R. Litan & A. Santomero eds., 2000).

52. Padoa-Schioppa, supra note 3, at 299.

53. Id. See also LANNOO, supra note 8, at 5.

54. Goodhart & Schoenmaker, supra note 48, at 336.
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exchanges and over-the-counter. Financial products and in-
struments have also experienced a certain degree of integration,
sometimes changing their original economic function.5> In gen-
eral, financial products have become increasingly complex, call-
ing for new and enhanced skills in regulatory and supervisory
activities. Furthermore, the EMU increased the level of substi-
tutability between national government and corporate bonds
because differences in interest rates across member countries
vanished. The euro is also impacting the demand side of the
stock exchanges’ business by making them quasi-perfect substi-
tutes. For example, even though the most important exchange
in Europe, the London Stock Exchange, belongs to a non-euro
country, a sufficient number of regulatory and fiscal differences
between EMU countries still exist.56

The adoption of the single currency will speed up a naturally
ongoing process of market integration towards financial con-
glomeration in Europe’” Supervising organizations are not nec-
essarily a minor challenge for regulators. If it is true that risk
diversification might be within reach, the possibility of
excessive risk concentration also exists, especially when a
domestic-based regulator looses control over the many
internationally linked activities of the supervised entities.5s
Risks at group level do not always coincide with the sum of
individual risks. Moreover, larger balances may allow for more
creative accounting.

There is no point in having a common monetary policy and
aiming at an integrated financial system in the euro area while
keeping different financial regulations and supervising rules in
each member country. As a matter of fact, these national insti-

55. ALESSANDRO PRATI & GARRY J. SCHINASI, FINANCIAL STABILITY IN
EuroPEAN EcoNomIC AND MONETARY UNION 59-66 (Princeton Studies in Int’l
Fin., No. 86, 1999). Cf. LAWRENCE J. WHITE, TECHNOLOGICAL CHANGE,
FINANCIAL INNOVATION, AND FINANCIAL REGULATION: THE CHALLENGES FOR
PusLic PoLicy 31-33 (Wharton Fin. Inst. Ctr., Working Paper No. 97-33,
1997), at http://fic.wharton.upenn.edu/fic/papers/p9733.htm  [hereinafter
WHITE, TECHNOLOGICAL CHANGE] (noting the change of financial products and
instruments in the U.S.).

56. See generally Roberta Karmel, The Case for a European Securities
Commission, 38 COLUM. J. TRANSNAT'L L. 9, 33, 42 (1999).

57. See generally VIVES, supra note 8, at 68, 20.

58. Franco Bruni & Christian de Boissieu, Lending of Last Resort and Sys-
temic Stability in the Eurozone, SUERF Studies 41 (2000).
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tutional differences serve as barriers to further financial inte-
gration and may very well prove to be an impeding factor to-
ward a smooth transition to the EU’s single monetary policy.5?
In the field of financial regulation, the principle of minimum
harmonization and mutual recognition, which originally was
thought to be able to naturally induce a convergence of regula-
tory behavior and more uniform rules over time, did not work.
Moreover, there is a concrete risk that competition in this area
will not even generate the more efficient outcome. On one side,
an incentive exists to promote less demanding domestic finan-
cial regulations and supervision in order to let each country be-
come more attractive on their own for running financial busi-
ness.$0 On the other side, it is not clear who will pay the costs of
potential insolvency following excessive risk taking behavior
and financial misconduct in a member country.$! Finally, with
increasing international banking activities and a European
real-time gross settlement system in place (e.g., the Trans-
European Automated Real-time Gross Settlement Transfer Sys-
tem (“TARGET”))%2 the argument that domestic regulators and
supervisors have better knowledge and can exercise more effi-
cient control is becoming less persuasive .63

Another important point is that no clear tool of responsibility
for countering and/or managing the risk of financial instability
and crisis has been established in Europe$* The EC Treaty is
silent on this topic$5 It is not even evident that the ECB will
perform the role of lender of last resort, 66 which would be desir-
able because the ECB functionally acts as a central bank. In
fact, only in the case of a wide-spread liquidity crisis affecting
the whole euro area, would the ECB likely assume such a role$7

59. VIVES, supra note 8, at 19.

60. Id.at 5.

61. Seeinfra notes 75—-77.

62. TARGET is the payment system of the ESCB. See VIVES, supra note 8,
at 9.

63. See Prati & Schinasi, supra note 55, at 44.

64. See Bruni & de Boissieu, supra note 58, at 41, 43, 45.

65. See TREATY ESTABLISHING THE KUROPEAN CoMMUNITY, Nov. 10, 1997,
0.J. (C 340) 3 (1997) art. 105; Di Noia & Di Giorio, supra note 40, at 363 n.4;
VIVES, supra note 8, at 9, 21.

66. See Bruni & de Boissieu, supra note 58, at 41.

67. See VIVES supra note 8, at 18 (discussing the ECBs possible involve-
ment).
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But it is unclear what would follow a liquidity crisis located in a
single member country, or a general solvency crisis.68

For these reasons, the EMU needs a higher degree of coordi-
nation in the field of financial regulation and prudential super-
vision. Both regulation and supervision require further har-
monization as financial market integration evolves$® Such
harmonization attempts are currently observable among merg-
ers and acquisitions of stock exchanges.’® Moreover, Internet
development fosters distribution channels for financial services
that will render the physical location of the financial firms -
relevant, and will pose additional regulatory problems. In addi-
tion, there continues to be a trend towards increasing cross-
border mergers among intermediaries, groups, and conglomer-
ates, as well as the dual and cross-border offerings and listings
of securities.’” However, harmonization does not necessarily
mean complete centralization. If it is too late to continue with
different national regulators and supervisors, it is probably too
early for having one or more central regulator(s) and supervi-
sor(s) for the entire euro area. Indeed, not only is the euro area
too large, but too many different rules still exist? and fiscal

68. Suppose we face a situation in which a single financial institution lo-
cated in a member country is in trouble. What kind of intervention, if any, is
currently allowed? One of the typical forms of public intervention seems lost,
and probably the most natural, that of central bank last resort loans. See
GOODHART ET AL., supra note 17, at 353; Xavier Freixas et al., Lender of Last
Resort: A Review of the Literature, 7 FIN. STABILITY REV. 151, 154-57 (1999),
available at, http://www.bankofengland.co.uk/fsr/fsr07art6.pdf. The ECB will
not intervene in favor of a single institution, especially if its financial links are
mostly domestic, because it could always assign some of the responsibility for
the crisis to the domestic financial regulator-supervisor. The domestic central
bank can not intervene by providing funds without an explicit authorization
by the ECB. In this case, it will have to convince the latter that the institu-
tion is facing a liquidity and not a solvency crisis, according to the old Bage-
hot’s doctrine, and/or that the risk of potential spread and contagion of the
crisis is high. This requires time and resources. The other two traditional
instruments, bail out through a safety net provided by the banking system or
through the government budget will ultimately shift the burden on the shoul-
ders of domestic taxpayers.

69. Padoa-Schioppa, supra note 3, at 300. See Dale, supra note 20. But cf.
WHITE, TECHNOLOGICAL CHANGE, supra note 55, at 28.

70. See Cybo-Ottone et al., supra note 51, at 239.

71. Id. at 238.

72. For example, rules for commercial codes, company laws, failure proce-
dures, corporate governance, etc.
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policies have yet to be harmonized. In addition, national en-
forcement might still be desirable in most cases. Thus, the only
feasible solution is the federal approach to financial regulation
and supervision, which could be organized with a structure
similar to the one established for monetary policy with the
ESCB. The next section examines the regulatory model best
suited for the entire euro area, and suggests two feasible insti-
tutional architectures to implement such a plan.

III. REGULATION “BY OBJECTIVE’ IN THE EURO AREA

The selection of a feasible regulatory model for the entire
euro area presents formidable challenges. To begin, the old “in-
stitutional” model could be considered a good candidate, but
only in a context with rigidly separated financial segments, and
where no global players are at stake. But this scenario does not
apply to the euro area where a high degree of integration in fi-
nancial markets and intermediaries as well as multifunctional
groups and conglomerates are rapidly growing.”3 Discounting
the mstitutional model, the choice is narrowed down to one of
the transversal models — the “by objective”* approach and the
Single Regulator Model?s

73. See generally LANNOO, supra note 8.

74. LLEWELLYN, supra note 24, at 8, 9.

75. A third “transversal” model is the termed “functional supervision,” or
supervision “by activity.” Although never fully applied in practice, this ap-
proach assumes the economic functions performed in the financial system, but
does not postulate that existing institutions must necessarily continue to exist
as such, in terms of both their structure and role. The financial system is
considered to perform some basic functions, including: provision of clearing
and settlement services; resource pooling; portfolio diversification; provision-
ing of ways of transferring economic resources through time, across borders,
and among industries; risk management services; price information discovery;
and reduction of informational asymmetries. These “functions” or activities,
undertaken by financial markets and intermediaries, are considered to be
more stable than the institutions currently performing them. Robert Merton
& Zvi Bodie, A Conceptual Framework for Analyzing the Financial Environ-
ment, in THE GLOBAL FINANCIAL SYSTEM: A FUNCTIONAL PERSPECTIVE 3, 12—16
(Dwight B. Crane et al. eds., 1995).

In the “functional supervisory” model, each of these activities should be regu-
lated by a given authority independently of the operator who offers it. Hence,
also this approach has the important advantage that it calls for the same
rules to be applied to intermediaries who perform the same activities. More-
over, it fosters economies of specialization within the supervisory authorities
and might represent a rather attractive solution for the regulation of inte-
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The single regulator solution aims at reaching a more effi-
cient organization of supervisory activities, including a reduc-
tion in the costs of regulating itself.76 The advantages of this
approach lie in the economies of scale that it produces — fixed
costs, logistical expenses, the alministrative personnel costs,
and executive management compensation costs are all consid-
erably reduced.’” Moreover, this regulatory scheme calls for a
unified view which is particularly useful and effective with re-
spect to multifunctional groups and conglomerates. By the
same token, the costs of supervision charged to those regulated
and/or to taxpayers decrease, and there is less room for “regula-
tory arbitrage.””® In addition, it is considered useful to have
just one agency accountable to the market and to legislative
oversight. However, the validity of this model strongly de-
pends on its mternal organization: if the numerous areas of
competence and specialization are not well-structured and coor-
dinated, the decision-making process risks slowing down.
James Q. Wilson in his seminal work on bureaucracy noted that
what counts is a clear definition of an agency’s “mission.”so
Moreover, the presence of a sole regulator might foment and
accelerate collusive relations between the regulator and the
regulated (i.e., “regulatory capture.”’)s? Finally, this model
might exacerbate problems of self-contradiction in the event
that the authority should find itself forced to pursue conflicting
supervisory objectives.82 However, an internal organization di-
vided “by objectives” might partially surmount this problem,

grated, advanced financial markets. However, it has numerous drawbacks.
In particular, this model envisions an overlapping of bodies controlling the
same subject: there is the risk of an excessive division of powers and responsi-
bilities among the regulatory agencies. A further disadvantage of the func-
tional approach is that finally what is subject to failure is not the activity
performed, but the institution. In case of serious problems of stability, it
would be essential to guarantee protection and oversight with regard to the
institutions rather than to individual operations.

76. See BRIAULT, supra note 29, at 18—-23.

77. Id. at 18-20.

78. Id. at 19.

79. Seeid.at 18.

80. See JAMES Q. WILSON, BUREAUCRACY 101, 109-110 (1989). See also
ABRAMS & TAYLOR, supra note 48, at 6.

81. See WILSON, supra note 80, at 83—84; ABRAMS & TAYLOR, supra note 48,
at 16.

82. See ABRAMS & TAYLOR, supra note 48, at 17.
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although the fact that executive management is one of the sub-
ject-matter objectives may lead to the creation of a prevalent
“single objective” as far as the decision-making process is con-
cerned 83

The possible conflict of interest, or trade-off, in pursuing dif-
ferent objectives is of particular interest when they are assigned
to the same agencys* Under this type of regime, the Single
Regulator Model is affected by the possible incompatibility
among different supervisory objectives.85 In the credit sector,
for instance, there exists a clear trade-off between competition
and stability, at least in the short run. The need to safeguard
stability in moments of economic and financial tension led to
the use of instruments designed to limit competition, such as
institutional barriers to market entry, or to the introduction of
legal limits to certain activities.#8 In countries where banks are
still dominant national players in the financial sector, but not
efficient enough to compete cross-border (e.g., Spain, Italy,
Germany), the objective of competition is more easily sacrificed
than stability.8?7 The consequence is a “stable” environment in
terms of the number and identity of intermediaries. But this
stability may also be obtained by altering the free play of com-
petition with measures that prevent exit of inefficient actors
from the market.

Potential conflict may also develop between the objectives of
stability and transparency (investor protection). Again, with
regard to the banking sector, scarce transparency in fund gath-
ering activities, for example in the issuance of securities, might
allow the application of interest rates at below-market rates.
Such behavior could be considered functional to the strengthen-
ing of banking’s stability, but it would inevitably result in direct
injury to investors. The most immediate response to this im-
portant problem might be to attribute to different authorities
seperate supervision objectives by adopting the regulatory
model “by objectives” as the benchmark for advanced financial
systems.

83. Seeid.

84. Seeid.

85. Seeid.

86. Id.

87. See Padoa-Schioppa, supra note 3, at 298.
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The supervisory model “by objectives,” or by finalities, postu-
lates that all intermediaries and markets be subject to the con-
trol of more than one authority — each single authority then
remains responsible for each regulation objective regardless of
the legal form and functions, or activities that the intermediar-
ies perform.8 According to this scheme, the first authority
watches over prudential regulation and micro-stability of both
markets and all intermediaries, regardless of whether in bank-
ing, finance, or insurance. Such an agency should supervise the
stability of the entire financial market and of individual finan-
cial intermediaries by licensing authorizations, controlling pro-
fessional registers, performing inspections, issuing sanctions,
and managing crises. Authorities operating under this model
should cooperate with the second authority — the Central Bank
— which is responsible for monetary policy and macro-stability,
including supervising security settlement and payment sys-
tems, clearing houses, and in monitoring the use of financial
instruments in wholesale markets.

The third authority under this model is responsible for trans-
parency and investor protection. It should supervise disclosure
requirements, the behavior of intermediaries, and the orderly
conduct of trading in all financial intermediation activities that
banking, securities, and life insurance intermediaries perform.s?
Moreover, such an authority should be assigned powers of regu-
lating misleading advertising by financial intermediaries. H-
nally, it should also control macro-transparency in financial
markets, including the discipline of insider trading, takeovers,
and public offers.

A fourth authority should guarantee fair competition, and
should guard against abuses of dominant positions and limit
dangerous concentrations in banking, security, and insurance
sectors. A diagram of this “four -peak” model for financial regu-
lation is provided in Figure 1.

Australia recently chose this form of solution, and it appears
particularly effective in a highly-integrated market context, as
well as in the presence of multifunctional operators, conglomer-
ates, and groups operating in a variety of different business sec-

88. See GOODHART ET AL., supra note 17, at 156-57. See also OECD 2002,
supra note 8, at 99-101.

89. Including discipline and control in the area of transparency in con-
tracts.
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tors. The “four-peak” model’s most attractive feature is that it
provides uniform regulation for different entities engaged in
similar activities. At the same time, this model does not require
excessive proliferation of control units.

Australia’s Financial Sector Reform Act of 1999 harmonized
financial rules and supervision assignments at the Common-
wealth level® The Australian Securities and Investments
Commission (“ASIC”) protects investors, superannuates, deposi-
tors, and insurance policy holders.9? This agency regulates and
enforces laws that promote fairness and proper behavior within
the financial markets and exchanges as well as among financial
firms and advisors.92 The ASIC cooperates with three other
primary regulatory bodies at the Commonwealth level. For ex-
ample, the Australian Prudential Regulation Authority
(“APRA”), established in 1998, is responsible for ensuring that
financial institutions will honor their commitments.®3 The
APRA currently safeguards the soundness of deposit-taking
institutions, insurance companies, and other financial firms
after having inherited the powers and duties previously held by
the Australian Central Bank and the Insurance and Superan-
nuation Commission.? Monetary policy and systemic stability
are assigned to the Reserve Bank of Australia, which is the
third institutional member represented in the Council of Finan-
cial Regulators, the official site that fosters coordination efforts
and resolves conflicts.% Finally, the fourth agency, the Austra-
lian Competition and Consumer Commission, is charged with
antitrust powers and responsibilities.?

It is too early to evaluate the success of Australia’s recent re-
forms. ASIC’s 1999-2000 Annual Report indicates noticeable
improvements in the speed of completing both corporate and

90. Financial Sector Reform Act, 1999 (Austl.) (repealed).

91. For more information on the Australian Securities and Investments
Commission (“ASIC”), see website at www.asic.gov.au/asic/asic.nsf (last vis-
ited Mar. 1, 2003).

92. Id.

93. See also APRA Online Action Plan, supra note 23.

94. Id.

95. See generally Reserve Bank of Australia, at www.rba.gov.au/AboutThe
RBA.htm (last visited Mar. 2, 2003).

96. See generally Australian Competition and Consumer Commission
(“ACCC”), at www.accec.gov.au/about.htm (last visited Mar. 2, 2003).
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market investigations and in the registration of prospectuses.9?
In addition, stemming from Australia’s financial reform, the
largest number ever of unqualified people were banned from
giving investment advice, and 84% of the 461 court cases chal-
lenging the ban were upheld?® Results from an ASIC bench-
marking survey also indicate improved public perception of the
effectiveness in regulating financial reporting, corporate disclo-
sure, market integrity and law enforcement.%

In 2001, however, HIH Insurance Ltd. (“HIH”), the second
largest insurance company in Australia, collapsed.0 Mounting
criticisms of this insolvency brought the new prudential author-
ity, APRA, under pressurelol Nevertheless, many of the prob-
lems leading to HIH’s failure had originated during the previ-
ous regulatory scheme. In fact, the APRA publicly recognized
the weakness in the previous insurance sector regulation, under
the Insurance Act of 1973, and launched a thorough weform,
which will be implemented in the near future.©2 Regardless,
the Australian Government criticized APRA for its untimely
intervention and appointed a Royal Commission to examine
case and assess responsibility.103

Compared to the “institutional” or the Single Regulator
Model, a regulatory framework organized “by objectives” obvi-

97. See generally ASIC ANN. REP., supra note 22.
98. Id.
99. Id.

100. Charles E. Boyle, Australian Insurer HIH Seeks Bankruptcy Protection
as Losses Mount, INS. J., Apr. 9, 2001, at www.insurancejournal.com/
magazines/west/2001/04/09/features/17957.htm; David Kehl, E-Brief: HIH
Insurance Group Collapse, Parliament of Australia, Department of the Par-
liamentary Library, at http://www.aph.gov.au/library/INTGUIDE/econ/hih_
insurance.htm (last visited Feb. 11, 2003).

101. Paul Cleary, APRA’s shortcomings spelt out, AUSTL. FIN. REV., Sept. 6,
2001, at 6.

102. Id. See also Insurance Act, 1973 (Austl), available at
http://scaleplus.law.gov.au (last visited Mar. 2, 2003); Press Release, No. 02-
56, APRA: Both the regulator and the industry have learnt from HIH (Nov.
29, 2002), available at.http://www.apra.gov.au/internetapps/Print_Media_
Page.

103. Press Conference, Transcript of the Prime Minister, The Hon. John
Howard, MP Joint Press Conference with Minister Joe Hockey (Parliament
House, Canberra, May 21, 2001), available at www.pm.gov.au/news/
interviews/2001/interview1060.htm; HIH Royal Commision, Proposed Terms
of Reference, June 18, 2001, available at www.pm.gov.au/news/media_
releases/2001/media_release1100.htm.
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ously produces a certain degree of multiple controls.10¢ Such
regulations may also lead to a lack of other controls, since spe-
cific assignment of responsibilities with respect to the objectives
of regulation are not necessarily univocal and all-inclusive in
practice.l05 Since each intermediary is subject to the control of
more than one authority, this regulatory model might also
prove more costly.106 For example, the intermediaries might in
fact be required to produce several reports relating to their su-
pervision, which may often contain identical or similar informa-
tion. The intermediaries may also have to justify the same ac-
tion to a whole set of authorities contemporaneously, though
each for different reasons. Vice versa, a deficit of controls might
occur whenever the exact areas of responsibilities are not
clearly identifiable. Finally, in order to be effective and to avoid
the conflicts of interest, a regulatory model organized “by objec-
tives” needs a coordination committee consisting of all the dif-
ferent authorities as well as the central bank.107

In practice, however, the difference between the Single Regu-
lator Model and the one “by objectives” is not as relevant. Ac-
tually, since it is often the case that antitrust responsibilities in
the financial sector are assigned to a dedicated agency, and
since the central bank remains in charge of macroeconomic sta-
bility, the Single Regulator Model acts as a “three-peak” regula-
tory model “by objective,” in which the two objectives of micro-
economic stability — prudential supervision and investor pro-
tection — are assigned to a unique agency.l¢ In this light, the
choice between one of the two alternatives has to be made
pragmatically — by comparing the likely costs deriving from
conflicts of mterest among agencies simultaneously pursuing
the targets of microeconomic stability and investor protection,

104. See Consolidated Supervision in Theory & Practice, Directorate for
Financial, Fiscal, & Enterprise Affairs, Committee on Financial Markets 4
(Mar. 7, 2001) [hereinafter Consolidated Supervision]; GOODHART ET AL., Supra
note 17, at 156-57; LLEWELLYN, supra note 24, at 49.

105. See BRIAULT, supra note 29, at 11.

106. See, e.g.,id. at 6.

107. See, e.g., LANNOO, supra note 8, at 34.

108. See Consolidated Supervision supra note 104, at 8.
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with those costs of establishing one additional agency and its
attendant bureaucracy.10?

A. Financial Regulatory Proposal for the Euro Area

This Article advocates that a modification of the current regu-
latory structure in the euro area’s financial sector would solve
some problematic issues regarding financial stability and ad-
dress the need for greater coordinated transparency and inves-
tor protection rules. Of course, structuring and creating such
an integrated system of rules and institutions in the EU is far
from easy; such a change will require time, resources, political
support, and widespread collaborative attitude. Nevertheless,
it is hoped that this Article will at least constructively contrib-
ute to the current discussion.

As already stressed, whether financial regulation in the euro
area should be fully centralized at the European level, or im-
proved through more adept harmonization at the regional level
1s a difficult question to answer. Many arguments support the
view of centralizing and unifying financial regulation in the
euro area.ll® However, the feasibility and opportunity of a
European centralized solution is diminished by the observation
that the euro area might be too large to be controlled by one or
two central agencies. Many different rules are still in place
with respect to commercial codes, company laws, corporate gov-
ernance schemes, failure procedures and so on. EU directives,
when they actually exist, do only establish a common floor. Dif-
ferent fiscal policies are still in place even with a single cur-
rency and a common monetary policy. Furthermore, the EU’s
taxation of both financial services and other items still lacks
homogeneity. In any case, some form of national enforcement is
probably still needed.

Hence, the EU should establish a European System of Finan-
cial Regulators (“ESFR”), structured similarly to the ESCB and

109. See generally Christian Hawkesby, The Institutional Structure of H-

nancial Supervision: A Cost-Benefit Approach, 2 J. INTL BANKING REG. 36
(2000).

110. See, e.g., WHITE , TECHNOLOGICAL CHANGE, supra note 55. In particular,
an integrated supervision on markets and intermediaries would be valuable in
a scenario dominated by conglomerates and characterized by the expansion of
electronic communication networks, market manipulation and trades on the
net.
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organized according to the “by objective” model of regulation,
which includes the single regulator solution as a particular
case. A European Central Authority (“ECA”), separated from
the ECB, should be at the system’s center for each objective of
regulation. In a first stage (lasting for, perhaps, three years),
these authorities would be able to harmonize and coordinate
financial regulation in member countries, design common prin-
ciples and guidelines for prudential supervision, and set out
appropriate disclosure instruments and requirements. The EU
members should sponsor the institutional changes at the -
mestic level necessary for these institutions to merge and reor-
ganize the supervisory and regulatory powers within the finan-
cial sector of each member country. At the end of this process,
each country should have only one national agency responsible
for each objective of financial market regulation. Each national
agency will then participate according to the area’s general
strategies and principles of financial regulation, becoming a
member of the ESFR. These agencies will then implement the
rules and the supervisory duties agreed upon at the euro level
within their respective country.

The “four-peak” reform model calls for the establishment of
two new European agencies — one responsible for microeco-
nomic stability (“European Financial Supervision Authority”)
and the other responsible for oversight of financial intermediar-
ies regarding transparency in the market, investor protection,
and disclosure requirements (“European Authority for Market
Transparency”). These two central agencies should then coor-
dinate among the different domestic agencies in each member
country. Apart from this vertical form of coordination, coopera-
tion should be engaged horizontally, at both the EU and m-
tional levels. The coordination and resolution of eventual con-
troversies could be provided by special commissions for the su-
pervision of the fnancial system established at the European
Commission and national treasuries.!’m These commissions
would serve as the breeding ground for proposals and consulta-
tions concerning financial market regulation.

Under this regulatory proposal, no member of the ESFR
should have antitrust power so as to avoid the trade-off between

111. E. GERALD CORRIGAN, FINANCIAL MARKET STRUCTURE: A LONGER VIEW,
ANNUAL REPORT FEDERAL RESERVE BANK OF NEW YORK (1987).



File: DI GIORGIO Base Macro.doc Created on: 3/19/2003 3:33PM Last Printed:4/28/2003 11:29 AM

2003] FINANCIAL REGULATION IN EURO AREA 487

competition, and stability, and transparency. Moreover, since
agencies responsible for supervising market competition cur-
rently exist at both European and national levels, it would be
wise to establish an additional independent central agency —
the EU Antitrust General Direction. This agency would then
coordinate and promote domestic antitrust agencies. In each
member state, the national antitrust agency would be able to
safeguard competition in all economic sectors. The proposed
“four -peak” model for financial regulation in the EU is sche-
matically presented in Figure 2.

Admittedly, this Article’s proposed regulatory structure is in-
deed ambitious, requiring a substantial amount of coordination
among the different authorities. An additional and delicate
challenge is that of the accountability of these new and existing
independent agencies, a topic that while deserving of separate
investigation, lies beyond the scope of this Article. Another im-
portant obstacle would be the institutional and political resis-
tance by current national agencies, who would not passively
accept the abolishment or weakening of their regulatory pow-
ers. For such reasons, the alternative solution of merging f-
nancial supervision authority and market transparency agen-
cies into a single regulator may provide a practical solution. A
single regulator under this model would diminish the costs of
bureaucracy and regulation, and make coordination efforts eas-
ier.112 At the same time, possible conflicts of interest in pursu-
ing investor protection and microeconomic stability, although
present, are certainly less relevant than the conflicts of interest
between stability and efficiency.l’3 In a “three-peak” model, the
single European Central Authority for financial market regula-
tion would cooperate with the ECB for the purpose of macroeco-
nomic stability.114 The ECA would also organize and coordinate
the work of various domestic agencies, which in different coun-
tries could be either specialized “by objective”15 or could be re-

112. See generally Julian R. Franks et al., The Direct Compliance Costs of
Financial Regulation, 21 J. BANKING & FIN. 1547 (1997).

113. Seeid.at 1563—64.

114. See OECD 2001, supra note 8, at 5; OECD 2002, supra note 8, at 16,
50.

115. See OECD 2002, supra note 8, at 15, 9 46, fig. 6.
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sponsible for both market transparency and stability as the F-
nancial Services Authority is in the U.K.116

In fact, a good example of international cooperation and coor-
dination efforts can presently be found within banking supervi-
sion of the Basle Committee, which works on a wide range of
topics, employing no formal by-laws, but which maintains a
very strong leadershipll” Furthermore, many institutional ar-
rangements for the regulation and supervision of the financial
sector at the EU level already exist. The most important are
the Banking Advisory Committee and the Insurance Commit-
tee,l18 both possessing comitological powers.119

In contrast, securities supervision did not succeed in estab-
lishing a similar long record of international rule-making or an
EU securities committee capable of comitological powers.120 The
European supervisory system would gain both in consistency
and effectiveness if all stability-oriented rules, all transparency-
oriented rules, and all competition-oriented rules, for all types
of financial institutions and markets were either issued or bet-
ter coordinated by distinct independent agencies at the euro
level. Only recently the Financial Services Action Plan mapped
out a first set of improvements to the EU legislative framework
for securities markets.!22 Meanwhile the Committee of Wise
Men on the Regulation of European Securities Markets released
a final report indicating a four-step approach to making im-

116. See Financial Services Authority, at http://www.fsa.gov.uk (last visited
Feb. 24, 2003).

117. See, e.g., INSTITUTIONAL ARRANGEMENTS, supra note 8, at 17—20.

118. Id. at 6-7,23.

119. Comitology refers to the delegation of implementing powers by the
Council to the Commission for the execution of EU legislation — representa-
tives of member states, acting through committees called “Comitology Com-
mittees,” assist the Commission’s execution of its conferred implementing
powers. See LAMFALUSSY REPORT, supra note 8, at 24.

120. See generally White, International Regulation, supra note 34, at 207;
John C. Coffee, Jr., Competition Versus Consolidation: The Significance of
Organizational Structure in Financial and Securities Regulation, 50 Bus.
Law. 447 (1994). See also, e.g., KAREL LANNOO, EU SECURITIES MARKET
REGULATION: ADAPTING TO THE NEEDS OF A SINGLE CAPITAL MARKET — REPORT
OF A CEPS Task Force 34-35 (2001).

121. Financial Services: Implementing the Framework for Financial Mar-
kets: Action Plan, COM(1999)232 final (Nov. 1999).
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provements in the EU regulation of securities markets that was
approved by the European Parliament in February 2002.122

IV. CONCLUSION

This Article argues that financial market regulation should
be redesigned and harmonized in the euro area according to a
regulatory model “by objectives” or “finalities.” This calls for
assigning all supervisory powers and regulatory responsibilities
in financial markets and intermediaries to a limited number of
distinct and independ ent agencies, regardless of their titles as
insurance companies, banks, or investment firms. These agen-
cies should be in charge, respectively, of microeconomic stabil-
ity, investor protection, and competition safeguards in the f-
nancial sector. They should cooperate with the central bank for
the purpose of guaranteeing macroeconomic stability and finan-
cial soundness.

Two new European financial regulation agencies should be
established in the euro area, each formally separated by the
ECB. These agencies should be responsible for the comprehen-
sive coordination of both legislation and execution of regulation
in financial markets: the first ECA should be responsible for the
microeconomic stability of all intermediaries; the second for
transparency and disclosure requirements; guaranteeing com-
petition in financial and non-financial markets is already safe-
guarded by having the Antitrust General Direction of the Euro-
pean Commission, as well as the national agencies. It would be
wise to transform the “EU Antitrust General Direction” into a
central and independent European agency. The latter and the
two newly created central agencies would be at the center of
three European Systems of Financial Regulators, each one
structured similarly and working in connection to the ESCB

122. LAMFALUSSY REPORT, supra note 8 (Adopting a broad framework prin-
ciples: implementation of these principles through a new EU Securities Com-
mittee; mplementation of Community law by Member States within the
framework of strengthened cooperation and networking between national
regulators; establishing a European Committee of Securities Regulators; and
urging stronger work by the EU Commission to ensure open and fair competi-
tion in the European financial markets.) See also Financial Markets: Com-
mission Welcomes Parliament’s Agreement on Lamfalussy Proposals for Re-
form, Feb. 5, 2002, available at http://europa.eu.int/comm/internal_market/en/
finances/general/02-195.htm.
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thereby requiring active participation of national agencies in
member countries. This setup is essential for maintenance of
regulation and supervision at both the European and national
levels in this proposed federal regulatory system. If this “four-
peak” regulatory model “by objective” leads to an excess of bu-
reaucracy and poses serious coordination problems in the euro
area, as well as in each member country, a more practical solu-
tion would call for merging the authorities responsible for mi-
croeconomic stability and for mvestor protection into a single
agency, following the U.K.’s FSA example. The conflict of inter-
est ensuing in these two objectives is surely less significant
than that between stability and efficiency.

Many difficulties are obvious in this proposal. Even in case of
a consensus on the final architecture for financial market regu-
lation, it 1s difficult to design and follow a feasible political and
institutional plan to build it. Changes in the Maastricht Treaty
are needed in order to establish new agencies.’23 These can be
proposed only at the next intergovernmental conference and not
before 2004. Changes in the national legislation of each EU
member country are also needed, and providing a satisfactory
degree of accountability for the new agencies will be a difficult
task. Moreover, there most likely will be strong political and
institutional opposition to such reforms. To be sure, full finan-
cial market integration will require a much higher degree of
political integration in Europe.

The authors maintain that there is an observable movement
towards a financial regulatory scheme similar to the proposed
“four-peak” architecture. With regards to macrostability and
competition, there is already an incomplete federal system in
place. For investor protection and business conduct, the new
committees established in the wake of the Lamfalussy Report
have started to coordinate and guide the national securities
regulators.i2¢ The present challenge deals with prudential su-
pervision and microstability of all financial intermediaries.
Given the consolidated experience of the Basle Committee on
Banking Supervision and the recent experiment of the ESCB
and the forum of European Securities Commissions (“CESR”), it

123. MAASTRICHT TREATY: TREATY ON EUROPEAN UNION, Feb. 7, 1992, O.J. (C
191) 1 (1992), 31 I.L.M. 253.

124. See generally LAMFALUSSY REPORT, supra note 9. See also European
Securities Regulation: Trojan Horses, EcoNnoMIST, Feb. 15, 2003, at 67—80.
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seems plausible to believe that a new framework for European
financial market regulation and supervision will emerge based
on EU-level harmonized (secondary) regulation as well as m-
tional supervision.
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TABLES AND GRAPHS

Figure 1: Current Assignment of Responsibilities for Supervi-
sion in Banking, Securities, and Insurance Markets in the EUt

Country Banking Securities Insurance
Austria U U U
Belgium BS BS I
Denmark U U U
Finland BS BS 1
France CB,B B,S I
Germany U U U
Greece CB S G
Ireland CB,U CB,U CB,U
Italy CB~ CB, S I
Luxembourg |BS BS I
Netherlands |CB,S CB,S 1S
Portugal CB S I
Spain CB S G
Sweden U U U
United U U U
Kingdom

Key to Figure 1.
CB: Central Bank
BS Banking and Securities Supervisor
B: Banking Supervisor
S: Securities Supervisor
I: Insurance Supervisor
G Government Department
U Single Financial Supervisor

T Sources:. ECB, MONTHLY BULLETIN (Apr. 2000), available at
http://[www.ecb.int/pub/pdf/mb200004en.pdf; KAREL LANNOO, CENTRE FOR
EUROPEAN PoLICY STUDIES, CHALLENGES TO THE STRUCTURAL SUPERVISION IN
THE EU 34 (2000).

*  Project announced to introduce a single financial supervisor.

** In Italy the Central bank is also the authority responsible for antitrust
in the banking sector.




File: DI GIORGIO Base Macro.doc Created on: 3/19/2003 3:33PM Last Printed:4/28/2003 11:29 AM

2003] FINANCIAL REGULATION IN EURO AREA 493

Figure 2: A Four-peak Regulatory Model by “Objectives” for
the Financial Sector

Central Bank Authority for Supervision Authority for Transparency Antitrust |

(Macrostability
and monetary
policy)

Banks | | Investment Firms and Funds

| Life Insurance

Figure 3: The European System of Financial Regulation

Coordination Committee
European System EuropM
of Central Banks Finangj upervigors

EUROPEAN LEVEL

European System
for Competition

ECB European Financial European Authority European Antitrust
Supervision Authority for Market Transparency Agency

Coordination Committee

DomesT %7 \

Central Bank Financial Supervision Authority Authority for Antitrust
Authority Market Transparency
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RECONCILING FEDERAL AND STATE
INTERESTS IN SECURITIES
REGULATION IN THE UNITED STATES
AND EUROPE

Roberta S. Karmel

I. INTRODUCTION

ecurities law in the United States (“U.S.”) is found pri-

marily in the federal securities laws as administered by

the Securities and Exchange Commission (“SEC”) and
interpreted by the federal courts. The federal securities laws
were preceded by state securities laws administered by state
securities commissions and stock exchange self-regulatory law.
Although some key aspects of state securities regulation have
been preempted by federal statutes, other aspects remain in-
tact. Litigation in the state courts, by private parties or public
prosecutors, sometimes creates scurities law. Furthermore,
corporation law is primarily state law, even though it is some-
times overridden by the federal securities laws. Self-regulatory
organizations (“SROs”) continue to adopt and administer securi-
ties market law under the SEC’s oversight, as well as to admin-
ister securities arbitration facilities. In addition to competing
with the federal and state courts and with state and SRO agen-
cies as lawmakers, the SEC also competes with other federal
financial regulators, in particular with the Commodities Fu-
tures Trading Commission, the Federal Reserve Board and the
Department of the Treasury, with regard to the parameters of
its jurisdiction to regulate securities products and the securities
industry. In times of market stress, when investors are dis-

* Roberta S. Karmel is a Professor, Chairman of the Steering Committee,
and Co-Director of the Center for the Study of hternational Business Law at
Brooklyn Law School. She is a former Commissioner of the Securities and
Exchange Commission. A research stipend from Brooklyn Law School was of
assistance in the preparation of this Article. The author gratefully acknowl-
edges the helpful comments of Paul Arlman and Claire Kelly and the research
assistance of Brooklyn Law School students Hui (Hannah) Cao, R. Jane Lee,
and Kristin Mattiske. The Article reflects the information available on this
topic as of September 2002.
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gruntled, some of the fault lnes in the competition among secu-
rities regulators and lawmakers become more apparent.

Europe is struggling with similar problems in reconciling fed-
eral and state law and regulation concerning the capital mar-
kets and public companies. Although a series of securities laws,
directives, and the adoption of a single European currency have
helped to integrate European capital markets, they remain
fragmented to a large extent. European Union (“EU”) directives
are not self-operating and must be translated into national leg-
islation in every EU member state, a slow and cumbersome
process. An ambitious Financial Services Action Plan adopted
in May 1999 will require the amendment of some directives and
the adoption of new directives by 2005. Although the EU does
not have a federal securities commission, two new European
Securities Committees have been established to facilitate the
realization of the Financial Services Action Plan. The Euro-
pean Court of Justice also creates securities law at the federal
level. Although securities law and corporation law remain pri-
marily national, much new securities law is derived from EU
directives. Every EU member state now has a government se-
curities commission, but the United Kingdom (“U.K.”) has con-
solidated regulation via the Financial Services Authority
(“FSA”) and other countries are considering this model. In
some countries in Europe there continues to be self-regulation
by SROs, but as a general matter SRO regulation has been
transferred to government securities commissions.

Some scholars believe that competition among financial regu-
lators is beneficial and results in an optimum level of regulatory
Iintrusion upon private business interests. Proponents of this
theory frequently are apologists for deregulation. This author
is considerably more skeptical of regulatory competition be-
cause it frequently undermines the rule of law. Nevertheless,
some competition between federal and state regulators is deeply
rooted in constitutional federalism. In both the U.S. and the
EU the burden is on the proponents of federal regulation to jus-
tify its necessity. This Article will attempt to describe the divi-
sion between federal and state securities regulation in the U.S.
and the EU, suggest that the causes of regulatory competition
are historical and political, and explore whether there are prin-
cipled justifications for allocating regulatory responsibilities
among federal, state and SRO interests. In addition, this Arti-
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cle will inquire as to how competing regulatory interests should
be reconciled.

In general, as the securities markets in the U.S. became more
national and securities firms matured, federal securities laws
came to trump state laws. Similarly, in Europe, a determina-
tion to integrate the capital markets of EU member states led to
the need for securities regulation at the EU level. Yet, local or
state interests, as well as political beliefs have countered this
trend toward centralizing scurities law. This tension is very
well illustrated in the area of takeover law.

Part II of this Article will outline the framework and histori-
cal development of securities law in the U. S., and the long term
trend toward federal preemption. Part III will outline the
framework and historical development of securities law in the
EU. Part IV of this Article will discuss the tension between fed-
eral and state interests in takeover law in both the U.S. and
Europe, as an example of an effort to reconcile competing regu-
latory goals. The Article will then discuss, in Part V, the views
of the proponents of regulatory competition and the author’s
reservations about these theories. It will suggest that the fun-
damental purpose of securities regulation, which is the promo-
tion of investor confidence, should be the guiding principle in
allocating regulatory responsibilities between federal, state and
SRO lawmakers, and administrators.

II. THE DEVELOPMENT OF FEDERALISM IN U.S. SECURITIES
REGULATION

A. Constitutionality of Blue-Sky Laws and SRO Regulation

State corporation law, stock exchange listing requirements
and market rules, and state securities regulation (or “blue-sky”
laws) preceded federal securities regulation. This tripartite
regulatory system was recognized when the first federal securi-
ties law, the Securities Act of 1933 (“Securities Act’) was
passed and when the Securities Exchange Act of 1934 (“Ex-
change Act”)2 was adopted the following year creating the SEC.
The federal -state-SRO system of securities regulation involved
conflicting philosophies and considerable overlap and duplica-

1. 15 U.S.C. §§ 77a—77aa (2000).
2. 15 U.S.C. §§ 78a—78mm (2000).
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tion. As a general matter, the federal laws covering the flota-
tion of public offerings were based on a full disclosure philoso-
phy, whereas much of the state system was merit based, allow-
ing a blue-sky commissioner to judge whether an issuer’s capi-
tal structure was fair, just and equitable.

There was not a well articulated allocation of obligations and
priorities, and it was not clear that Congress “had any system-
atic understanding of what the relations of state and federal
securities regulations should be, how regulatory responsibilities
should be allocated, or how federal disclosure regulation and
state merit regulation should be accommodated to each other.”
SRO regulation, by contrast, set forth merit-based listing and
offering standards for public companies,® just and equitable
principles of conduct for member firms and associated persons,
and regulated trading markets and access fees for using those
markets6 The SEC’s authority with respect to altering stock
exchange listing standards is unclear; but since 1975 its over-
sight authority with respect to other SRO rules is fairly well
established8 On the other hand, SROs are not considered go v-

3. Mark A. Sargent, Report on State Merit Regulation of Securities Offer-
ings, 41 Bus. Law. 785, 793 (1986).

4. See A.B.A., Special Study on Market Structure, Listing Standards and
Corporate Governance, 57 Bus. Law. 1489, 1510-14 (2002) [hereinafter ABA,
Market Structure Report]. See also Rule 2710 (Corporate Financing Rule —
Underwriting Terms and Arrangements), N.A.S.D. Sec. Dealers Manual
(CCH), at 4501-16 (Mar. 2001) [hereinafter N.A.S.D. Manual].

5. See Business Conduct Rules 2100 (General Standards), 2300 (Transac-
tions with Customers), 2400 (Commissions, Mark-Ups and Charges), N.A.S.D.
Manual, at 411141, 4261-81.

6. Until 1975 the New York Stock Exchange enforced a fixed minimum
commission schedule on its member firms. Although fixed commissions were
abolished in 1975, see Rule 19b-3, 17 C.F.R. § 240.19b-3 (2002), SROs continue
to levy other fees, for example, with respect to trading data, subject to SEC
oversight, see U.S. SECURITIES AND EXCHANGE COMM’N, REPORT OF THE
ADVISORY COMM. ON MARKET INFO. (2001), at www.sec.gov/divisions/
marketreg/marketinfo/finalreport.htm. The NASD continues to have a ban
against granting a selling concession or discount in a fixed price offering to a
non-broker-dealer. See Conduct Rule 2740 (Selling Concessions, Discounts
and Other Allowances), N.A.S.D. Manual, at 4534. The NYSE and Nasdaq
have numerous market conduct rules.

7. See ABA, Market Structure Report, supra note 4, at 1516-20.

8. See Securities Exchange Act of 1934 §§ 6(a), 15(a), 15 U.S.C. §§ 78f(a),
780(a) (2000). When the Exchange Act was passed in 1934 the SEC had over-
sight only of stock exchanges, see Securities Exchange Act of 1934 § 12, 48
Stat. 881, 892, and broker dealers, see id. § 15, 48 Stat. at 895—-96. The NASD
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ernment agencies, although they exercise delegated governmen-
tal authority.?

Federal preemption of state law under the Supremacy Clause
1s not a politically popular mode of legislation. Nevertheless,
Congress has frequently preempted state law, particularly in
the area of financial regulation. Preemption may be express,
implied, or by reason of conflict. Preemption is express when
there is an explicit statutory command that state law be dis-
placed.10 A clear example of express preemption in financial
regulation is in the Employee Retirement Income Security Act
of 1974 (“ERISA”), which states that the provisions of that act
“shall supersede any and all State laws insofar as they may now
or hereafter relate to any employee benefit plan. . . . 1 Pre-

was organized after a 1938 amendment adding section 15A of the Exchange
Act. Over-the-Counter Market Act, ch. 677, 52 Stat. 1070 (1938) (codified as
amended at 15 U.S.C. § 780-1 (2000)). In 1964, the SEC was given jurisdic-
tion over persons associated with broker-dealers and non-listed issuers. See
Act of Aug. 20, 1964, 78 Stat. 565 (codified as amended at 15 U.S.C. § 780(b)
(2000)). In 1975, the SEC gained further oversight over exchanges and other
market participants. See Act of June 4, 1975, 89 Stat. 97 (codified as amended
at 15 U.S.C. §§ 78f, g-1s(b)(c) (2000)).

9. “Mere approval” of a private regulation by a government agency does
not necessarily constitute state action. Cremin v. Merrill Lynch, Pierce, Fen-
ner & Smith, Inc., 957 F. Supp. 1460, 146668 (N.D. Ill. 1997). Whether state
action exists depends upon whether there is a sufficient “nexus” between the
State and the action that is being challenged. Lugar v. Edmondson Oil Co.,
457 U.S. 922, 1004-05 (1982). Courts have rather consistently held that
SROs are not state actors for purposes of the Due Process Clause of the Fifth
Amendment. See, e.g., Desiderio v. Nat’l Assoc. of Sec. Dealers, Inc., 191 F.3d
198, 206-07 (2d Cir. 1999); Bernstein v. Lind-Waldock & Co., 738 F.2d 179
(7th Cir. 1984); United States v. Solomon, 509 F.2d 863, 868 (2d Cir. 1975);
Martens v. Smith Barney, Inc., 190 F.R.D. 134, 137-38 (S.D.N.Y. 1999). But
see Intercontinental Indus., Inc. v. Amer. Stock Exch., 452 F.2d 935 (5th Cir.
1971) (holding that the American Stock Exchange is a governmental agency,
due to its “intimate involvement” with the SEC); Villani v. New York Stock
Exch., 348 F. Supp. 1185, 1188 n.1 (S.D.N.Y. 1972) (holding that Fifth
Amendment due process requirements apply to disciplinary hearings of NYSE
because “[s]Juch hearings are conducted under the self-regulatory power con-
ferred upon it by . . . the [SEC]”). See also Silver v. N.Y. Stock Exch., 373 U.S.
341, 366 (1963); Burton v. Wilmington Parking Auth., 365 U.S. 715 (1961);
Clon v. Tompkins Square Neighbors, Inc., 294 F. Supp. 134 (S.D.N.Y. 1968).
See also Richard L. Stone & Michael A. Perino, Just a Private Club: Self-
Regulatory Organizations as State Actors When Enforcing Federal Law, 1995
CoLuM. Bus. L. REV. 453, 483-84 (1995).

10. See Morales v. Trans World Airlines, 504 U.S. 374, 382 (1992).
11. 29 U.S.C. § 1144(a) (2002).
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emption is implied and state law is therefore displaced “if fed-
eral law so thoroughly occupies a legislative field as to make
reasonable the inference that Congress left no room for the
states to supplement it.”12 This type of implied preemption is
often referred to as field preemption. State law may be dis-
placed under a conflict analysis if either it is impossible to com-
ply with both a state and a federal law, or if the state law
“stands as an obstacle to the accomplishment and execution of
the full purposes and objectives of Congress.”13 An example of
conflict preemption in securities law is Edgar v. Mite Corp.,
where an Illinois takeover statute was found to conflict with the
Exchange Act.1# In all cases involving preemption, the courts
look to the intent of Congress, which frequently is unclear due
to the political sensitivities involved.

When the Securities Act and the Exchange Act were initially
passed, Congress did not explicitly preempt state law. To the
contrary, Congress inserted “savings clauses” in both the Secu-
rities Act and the Exchange Act.’> Former Section 18 of the Se-
curities Act provided: “Nothing in this Subchapter shall affect
the jurisdiction of the securities commission (or any agency or
office performing like functions) of any State or Territory of the
United States, or the District of Columbia, over any security or
any person.”16 The legislative history of this provision is sparse.
However, the initial Securities Act bill, which passed the House,

12. Cipollone v. Ligget Group, Inc., 505 U.S. 504, 516 (1992). See also
Shaw v. Delta Air Lines, 463 U.S. 85, 95-99 (1983) (finding that state laws
having a connection with or reference to employee benefit plans are pre-
empted by ERISA, with which Congress intended to preempt an entire field);
Patenaude v. Equitable Life Ins., 290 F.3d 1020, 1024 (9th Cir. 2002) (“[A]
statute may so completely preempt state law that it occupies the entire field,
barring assertion of any state law claims and permitting removal to federal
court.”). In Patenaude the court held that a deferred tax variable annuity
purchased by the plaintiff fell within the meaning of “covered security” under
the Securities Litigation Uniform Standards Act (“SLUSA”), and therefore
plaintiff’s state law claims were appropriately discarded by the district court.
See generally id. The Court stated: “Congress has consistently indicated its
intent, particularly with the passage of SLUSA, to displace state regulation
insofar as it relates to the marketing of the securities component of variable
annuities.” Id. at 1027.

13. Jones v. Rath Packing Co., 430 U.S. 519, 525 (1977).

14. Edgar v. Mite Corp., 457 U.S. 624 (1982).

15. Seeinfra notes 16—20.

16. Securities Act of 1933, ch. 38, § 18, 48 Stat. 74, 85 (codified as amended
at 15 U.S.C. § 77r (2000)).
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set forth a clause prohibiting the sale of securities in interstate
commerce into any state if such sale would have violated the
blue-sky laws of that state.!” The stated purpose of this prohibi-
tion was “to assure the states that the [Securities Act] was not
an attempt to supplant their laws, but an attempt to supple-
ment their laws and to assist them in enforcing their laws in
those cases where they have no control.”8 This clause was later
deleted by Senate amendment.’¥ Former Section 28(a) of the
Exchange Act was similar to former Section 18 of the Securities
Act. It provided: “nothing in this chapter shall affect the juris-
diction of the securities commission (or any agency or officer
performing like functions) of any State over any security or any
person insofar as it does not conflict with the provisions of this
chapter or the rules and regulations thereunder.”20

Although these “savings clauses” indicated a congressional
intent not to preempt state blue-sky law generally2! the Su-
preme Court could nevertheless have declared that some or all
state securities laws were preempted under field or conflict pre-
emption principles. In addition to being invalidated due to fed-
eral preemption, state blue-sky legislation could have been de-
clared invalid under the Commerce Clause. Legislation will be
invalidated under the Commerce Clause if it imposes a burden
on interstate commerce that is excessive in relation to the local
interests served?? In many instances, state blue-sky regula-
tions imposed burdens on interstate commerce. While such
burdens can be justified on the ground that a state has a legiti-
mate interest in capital investment or financial services within
its borders, regulation that effectively impedes the interstate
capital markets would be invalid 23

17. H.R.REp. No. 73-85, at 10-11, 25 (1933).

18. Federal Securities Act: Hearing before the Comm. on Interstate and
Foreign Commerce on H.R. 4314, 73rd Cong. 117 (1933) (statement of Ollie M.
Butler, Foreign Service Div., Dept. of Commerce).

19. See H.R. REP. No. 73-152, at 27 (1933).

20. Securities Exchange Act of 1934, § 28, 48 Stat. 903 (codified as
amended at 15 U.S.C. § 78bb(a) (2000)).

21. See Russell A. Smith, “Blue Sky” Laws and the Federal Securities Acts,
34 MicH. L. REv. 1135, 1160 (1936).

22. Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970).

23. See Metro. Life Ins. Co. v. Ward, 470 U.S. 869 (1985) (holding that the
Alabama domestic preference tax statute violated the Equal Protection
Clause); Lewis v. BT Inv. Managers, Inc., 447 U.S. 27 (1980) (deeming uncon-
stitutional a Florida statute that prevented out-of-state bank holding compa-
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The constitutionality of state blue-sky laws was first tested in
three Supreme Court cases decided in 1917, sixteen years be-
fore the first federal securities law was enacted2¢ While a vari-
ety of constitutional arguments were raised in these cases, the
cases particularly focused upon the possible limitations imposed
by the Fourteenth Amendment on the power of a state to pre-
vent fraudulent securities issuances. Only one of the opinions,
however, specifically discussed the contention that the blue-sky
laws burdened interstate commerce. In Hall v. Geiger-Jones
Co., the Court upheld the blue-sky statute under review, on the
ground that the statute was only applicable to dispositions of
securities within the state and, thus, could not burden inter-
state commerce. 2> The Court found that:

Upon their transportation into the State there is no impedi-
ment — no regulation of them or interference with them after
they get there There is the exaction only that he who dis-
poses of them there shall be licensed to do so, and this only
that they may not appear in false character and impose an ap-
pearance of a value which they may not possess — and this
certainly is only an indirect burden upon them as objects of in-
terstate commerce, if they may be regarded as such.26

This reasoning clearly suggests that in-state corporations that
participate in purely local financing ventures are subject to
blue-sky merit regulation and that blue-sky merit regulation
limited to intrastate issuances is valid. It remained an open
question, however, whether this reasoning would insulate blue -
sky merit regulation that had the effect of compelling an out-of-
state corporation, which had registered an offering with the
SEC and made the full disclosure required by federal law, to
change its capitalization in order to syndicate a securities offer-
ing nationally.

nies from owning or controlling any business within the state that sold in-
vestment advisory services); Boston Stock Exch. v. State Tax Comm’n, 429
U.S. 318, 329, 329-32 (1977) (invalidating a section of the New York Tax Law
on Commerce Clause grounds, because law provided a “direct commercial
advantage to local business” by imposing a greater tax burden on out-of-state
securities transactions than on like in-state transactions).

24. See Hall v. Geiger-Jones Co., 242 U.S. 539 (1917); Caldwell v. Sioux
Falls Stock Yards Co., 242 U.S. 559 (1917); Merrick v. N.W. Halsey & Co., 242
U.S. 568 (1917).

25. Hall, 242 U.S. at 539.

26. Id. at 557-58.
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In the period between 1977 and 1987 the Supreme Court ad-
dressed securities law federalism issues in the context of draw-
ing a line between state corporate law concerning the fiduciary
duties of managers and directors and federal securities law ob-
ligations placed on public companies and their officers and di-
rectors. From a political standpoint, the Court seemed on-
cerned with restricting the coverage of the federal securities
laws, especially in the corporate governance area. In view of
the Court’s deference to congressional determination of the
scope of the commerce power since 1937, the Court did not rest
its rulings on constitutional grounds as much as on its construc-
tion of congressional intent in enacting the securities laws.
Nevertheless, these decisions should be viewed as part of the
Court’s renewed interest in constitutional federalism as a
means to constrain the growth of federal power27

Beginning in the mid-1970s the Court articulated a distinc-
tion between state corporate law and the federal securities law
that has long been less than clear-cut2s In 1995, in a non-
securities law case, the Supreme Court stated: “Corporations
are creatures of state laws and investors commit their funds to
corporate directors on the understanding that, except where
federal law expressly requires certain responsibilities of direc-
tors with respect to stock holders, state law will govern the in-
ternal affairs of the corporation.”29

Thereafter, in Santa Fe Indus., Inc. v. Green3° the Court ap-
plied this principle in a case arising under the federal securities
laws involving a short form merger. Under Delaware law own-
ers of at least 90% of a subsidiary’s stock may merge with that
subsidiary without requesting the consent of minority share-
holders — who, in turn, must receive fair value for their

27. See Calvin Massey, Federalism and the Rehnquist Court, 53 HASTINGS
L.J. 431, 432-34 (2002); A. C. Pritchard, Constitutional Federalism, Individ-
ual Liberty, and the Securities Litigation Uniform Standards Act of 1998, 78
WasH. U. L. Q. 435, 491, 494 (2000).

28. See Arthur Fleicher, Jr., Federalism and Corporation Law: An Assess-
ment, 78 HARv. L. REv. 1146, 1179 (1965); Roberta S. Karmel, Qualitative
Standards for “Qualified Securities”: SEC Regulation of Voting Rights, 36
CatH. U. L. REv. 809 (1987); Donald E. Schwartz, Federalism and Corporate
Governance, 45 OHIO ST. L. J. 545 (1984).

29. Cortv. Ash, 422 U.S. 66, 84 (1975).

30. Santa Fe Indus., Inc. v. Green, 430 U.S. 462 (1977).
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shares.s! The plaintiff, the minority shareholders in Santa Fe,
did not allege any material misrepresentation or omission.3?
Rather, they argued that the antifraud provisions of the federal
securities laws were applicable to a breach of corporate fiduci-
ary duty, because the majority shareholders were not pursuing
a legitimate corporate purpose.33 The Court, however, refused
to apply Rule 10b-5 to the allegations of “internal corporate
mismanagement.”4 It stated: “Absent a clear indication of
congressional intent, we are reluctant to federalize the substan-
tial portion of the law of corporations that deals with transac-
tions in securities, particularly where established state policies
of corporate regulation would be overridden.”ss

In Schreiber v. Burlington N., Inc.,36 the Supreme Court indi-
cated that Santa Fe would not be confined to its facts, but
rather was a general holding concerning federalism. Schreiber
raised the issue of whether the withdrawal of a hostile tender
offer bid and the substitution of a partial bid, following negotia-
tions with the target company’s management, constituted a
manipulative act under the Williams Act, an amendment to the
Exchange Act which regulates tender offers.3? The Court held
that the term “manipulation” in sections 10(b) and 14(e) of the
Exchange Act should be similarly interpreted and that manipu-
lative acts require misrepresentation or nondisclosure.

The conflict between state law and the Williams Act also was
presented to the Court in cases raising the issue of whether
state statutes adopted to protect corporations against hostile
takeovers were unconstitutional. At about the same time as the
Williams Act was passed, a variety of state statutes sought to
control bids for “local” companies by subjecting such bids to ad-
ministrative delays and permitting a state securities commis-
sioner to determine the fairness of the bid. In the 1982 case of
Edgar v. MITE Corp. the Supreme Court held such a state se-

31. DEL. CoDE ANN. tit. 8, §§ 253, 262 (2001).

32. Santa Fe, 430 U.S. at 474.

33. Id.

34. Id.at 479.

35. Id.

36. Schreiber v. Burlington Northern, Inc., 472 U.S. 1 (1985).

37. The Williams Act, which regulates tender offers, is contained in sec-
tions 13(d)}-(e) and 14(d)—(f) of the Exchange Act, 15 U.S.C. §§ 78m(d)—(e)
(2002); 15 U.S.C. §§ 78n(d)-(f) (2002) and the regulations thereunder, 17
C.F.R. §§ 240.13d-1 to 13e-101, 240.14a-1 to 14f-1.
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curities regulatory statute — the Illinois takeover law — incon-
sistent with the U.S. Constitution.’8 There were six separate
opinions issued in this case, and a majority found only that the
state law imposed an indirect burden on interstate commerce.39
A plurality of Justices found direct burdens on commerce and
another plurality found preemption of the state law by the Wil-
liams Act.41 The Court explained that its traditional rationale
for upholding state blue-sky laws against commerce clause in-
validity “was that they only regulated transactions occurring
within the regulating States.”™? The Court stated, however,
that the Illinois regulatory scheme went beyond regulating in-
trastate transactions4? In CTS Corp. v. Dynamics Corp. of
America* a subsequent case raising the issues of whether a
state control share statute was unconstitutional under the Su-
premacy or Commerce Clauses, the Supreme Court upheld an
Indiana statute because: (1) it preserved the neutrality of the
Williams Act; (2) left to shareholders the decision whether to
accept the offer; and (3) regulated internal corporate affairs.4

It is frequently stated that SROs exercise delegated govern-
mental authority.46 In fact, stock exchange regulation preceded
the federal securities laws and SEC oversight was overlaid
upon an existing regulatory framework. The NASD was estab-
lished pursuant to an amendment to the Exchange Act and all
SEC registered broker-dealers are required to be NASD me m-

38. Edgar v. MITE Corp., 457 U.S. 624 (1982).

39. Id. at 643-46.

40. Id. at 641-43.

41. Id. at 630-34.

42. Id. at 641 (citing Hall v. Geiger-Jones Co., 242 U.S. 539 (1917)).

43. Id.

44. CTS Corp. v. Dynamics Corp. of America, 481 U.S. 69 (1987).

45. Seeid. at 82, 83, 91, 94.

46. See, e.g., Silver v. N.Y. Stock Exch., 373 U.S. 341, 366 (1963) (describ-
ing the relationship between the New York Stock Exchange and the SEC as “a
type of partnership between government and private enterprise”) (emphasis
added); Bruan, Gordon & Co. v. New York Stock Exchange, 502 F. Supp. 897,
903 (S.D.N.Y. 1980) (describing the NASD as “an arm or agent” of the SEC);
Stephen J. Ware, Employment Arbitration and Voluntary Consent, 25
HorsTrRA L. REV. 83, 154 (1996); Richard L. Stone & Michael A. Perino, Not
Just a Private Club: Self-Regulatory Organizations as State Actors When En-
forcing Federal Law, 1995 CoLuMm. Bus. L. REv. 453, 483-84 (arguing that,
because Congress has delegated substantial powers to SROs in securities mat-
ters, SROs should be deemed state actors when enforcing federal law under
the Exchange Act).
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bers.47 Therefore, NASD regulation, in contrast to stock ex-
change regulation, can more appropriately be viewed as dele-
gated governmental regulatory authority. An important reason
for putting the SEC umbrella over SRO activity is that this
gives SROs qualified immunity from the antitrust laws.ss

The relationship between the SEC and SROs raises some in-
teresting constitutional questions that have never been tested.
Can an administrative agency with delegated aithority sub-
delegate that authority to SROs? Should SRO regulations be
viewed as state law or federal law? Is there a difference le-
tween listing standards, which were once a matter of contract
between exchanges and listed companies, and regulations of
stock exchange members and stock markets?

The uncertain status of stock exchange listing standards was
tested in Business Roundtable v. SEC, in which the U.S. Court
of Appeals for the District of Columbia (“D.C. Circuit Court”)
abrogated an SEC rule attempting to impose a uniform voting
rights standard upon all national marketplaces.#® The court
found that the SEC regulation was a “rule” under Sections 19(b)
and 19(c) of the Exchange Act,50 but that it was not in further-
ance of the purposes of the Exchange Act.5! The court’s ration-
ale was that there was no indication in the statute that Con-
gress ntended to permit such a broad federal preemption over
corporate governance and shareholder rights — matters tradi-
tionally left to state law52 Presumably, however, the exchanges
could have adopted the SEC’s rule as a matter of non-federal

47. The NASD was created under the authority of Section 15A of the Fx-
change Act, 15 U.S.C. § 780-1 (2000). See Roberet N. Rapp, Rethinking Risky
Investments for That Little Old Lady: A Realistic Role for Modern Portfolio
Theory in Assessing Suitability Obligations of Stockbrokers, 24 OHio N.U. L.
REV. 189, 197 n.32 (1998).

48. See Gordon v. N.Y. Stock Exch., 422 U.S. 659 (1975).

49. Business Roundtable v. SEC, 905 F.2d 406 (D.C. Cir. 1990).

50. Id. at 409. Under section 19(b), SROs are required to receive SEC ap-
proval of any and all new rules and any proposed changes to existing rules.
15 U.S.C. § 78s(b)(1). The Commission then either approves the proposed
rule, or schedules a hearing in order to decide whether a proposal will be ac-
cepted. Id. § 78s(b)(2). Under section 19(c), the Commission also retains the
authority to itself amend the rules of a self-regulatory organization, “as the
Commission deems necessary or appropriate to insure the fair administration
of the self-regulatory organization.” Id. § 78s(c).

51. Business Roundtable, 905 F.2d at 410-17.

52. Id.
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law, and they subsequently did so53 Nevertheless, the SEC was
required under the Exchange Act to gpprove these “voluntary”
rules.54

B. Deregulation through Statutory Preemption

While the Supreme Court was allocating regulatory responsi-
bility for takeovers and other corporate restructurings based on
whether statutes involved matters of express federal policy re-
garding the protection of investors or internal corporate gov-
ernance, the securities industry was advocating preemption of
state blue -sky laws concerning securities offerings and the regu-
lation of broker-dealers and investment advisers. This move to
preempt state blue-sky laws found favor in the deregulatory
politics of Presidents Ronald Reagan and George H.W. Bush,
and the Contract with America advocated by Newt Gingrich.5
Initially, complaints concerning duplication and inconsistency
of unnecessary regulatory burdens were answered by a 1980
statutes® adding Section 19(c)(1) to the Securities Act authoriz-
ing the SEC to cooperate with state government representatives
In securities matters to achieve effective, uniform securities
regulations with a minimum interference with the business of
capital formation5? The statute mandated an annual confer-
ence of SEC and state regulators for the purpose of developing
uniform securities forms and procedures and a small issues ex-

53. See Roberta S. Karmel, The Future of Corporate Governance Listing
Requirements, 54 SMU L. REv. 325, 346 (2001).

54. Exchange Act § 19(b), 15 U.S.C. § 78s(b) (2000). See also Self-
Regulatory Organizations, Exchange Act Release No. 34-27,554, 54 Fed. Reg.
53,227 (Dec. 27, 1989) (release by which the SEC approved NYSE'’s original
voting rule); Self-Regulatory Organizations, Exchange Act Release No. 34-
28,517, 55 Fed. Reg. 41,626-01 (Oct. 12, 1990) (release by which SEC approved
NASD’s adoption of the former SEC Rule 19b-4); Douglas C. Michael, Unten-
able Status of Corporate Governance Listing Standards under the Securities
Exchange Act, 47 Bus. Law 1461, 1472 n.70 (1992) (“[A]lthough [SEC] Rule
19c¢-4 is invalid, its verbatim counterpart adopted by the NYSE still binds
listed companies.”).

55. See Pritchard, supra note 27, at 436 n.5; Richard W. Painter, Respond-
ing to a False Alarm: Federal Preemption of State Securities Fraud Causes of
Action, 84 CORNELL L. REV. 1, 29 (1998).

56. Small Business Investment Incentive Act of 1980, Pub. L. No. 96-477,
Sec. 505, § 19(c), 94 Stat. 2275, 2292-93 (adding Section 19(c) of the Securities
Act).

57. 15 U.S.C. §§ 77s(d)(1)—(2) (2000).
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emption from registration.’8 Whether this act could have man-
dated the states to develop such forms, procedures and exemp-
tions is unclear under constitutional federalism.59 Further, the
act provided that “[n]Jothing in this Act shall be construed as
authorizing preemption of State law.”60

Pursuant to this directive the SEC worked with the North
American Securities Administrators Association (“NASAA”) to
develop a state law wuniform limited offering exemption
(“ULOE”). By 1996, thirty-eight states had adopted a form of
ULOE and ten other states had similar exemptions6! A uni-
form system of registration for securities salesmen was also
worked out with the NASD$2 However, there was considerable
securities industry dissatisfaction with the slow and essentially
voluntary progress of the SEC and NASAA in achieving uni-
form regulations pursuant to Section 19(c).63

Much more sweeping deregulation of the state blue-sky laws
through preemption was accomplished in the late 1990s, first by
the National Securities Markets Improvements Act of 1996

58. Id. §§ 77s(d)(3)—(4).

59. Such action appears to be unconstitutional “commandeering” of states
by federal government. See Massey, supra note 27, at 433-34; Printz v.
United States, 521 U.S. 898, 935 (1997) (holding that Congress cannot compel
states to enact a federal regulatory program); New York v. United States, 505
U.S. 144 (1992). Yet, it is unclear whether Congress might be able to accom-
plish this goal through preemption. See Massey, supra note 27, at 453—63,
50506, 512-13. Recently, Congress adapted a more pointed threat of pre-
emption of state insurance regulation of agents in the Gramm-Leach-Bliley
Act, Pub. L. No. 106-102, § 321, 113 Stat. 1338, 1422-24 (1999).

60. 15 U.S.C. §77s (¢)(3)(C).

61. See THOMAS LEE HAZEN, LAW OF SECURITIES REGULATION § 4.19 (4th ed.
2002).

62. See Securities Uniformity: Annual Conference on Uniformity of Securi-
ties Law, Securities Act. Release No. 33-7050, 56 S.E.C. Docket 764 (Nov. 2,
1994), available at 1994 WL 95225.

63. State Regulators Adopt Model Commodity Code, 17 Sec. Reg. & L. Rep.
(BNA) No. 15, at 622 (Apr. 12, 1985); 12 JosepH C. LoNG, BLUE SKY Law §
7:32, at 7-71 to 7-73 (2002); Hugh H. Makens, et al., Blue Sky Practice Part I:
Doing it Right: Avoiding Liability Arising from State Private Offerings under
ULOE and Limited Offering Exemptions, in AMERICAN LAW INSTITUTE-
AMERICAN BAR ASSOCIATION, REGULATION D OFFERINGS AND PRIVATE
PLACEMENTS 271, 280 (2001); David F.E. Banks, Hawaii Response to Regula-
tion D, 23 Hawall B.J. 1, 3 (1991); Mark A. Sargent & Hugh H. Makens,
ULOE: New Hope, New Challenge, 45 Bus. Law. 1319, 1319-20 (1990).
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(“NSMIA”)6+ and then by the Securities Litigation Uniform
Standards Act of 1998 (“SLUSA”)65 The NSMIA preempted
state securities law in three areas. First, it preempted blue-sky
securities registration, merit review and prospectus disclosure
requirements for SEC registered investment companies and
stock exchange and Nasdaq listed securities. It also preempted
blue-sky law in most private placements.6¢6 Prior to the NSMIA,
blue-sky laws all contained a requirement for registration of
securities, but most state laws had an exemption from their reg-
istration requirements for issuers listed on a national securities
exchange$” The NASD had lobbied for Nasdaq listed securities
to be similarly exempt, but the NASAA wished for greater con-
trol over the criteria for a blue chip exemption.t®8 The NSMIA
essentially mandated a blue chip exemption for all nationally
traded securities. This preemption did not completely eliminate
merit standards because the NASD regulates underwriting
terms and conditions with respect to offerings underwritten by
broker-dealers.6® Further, this SRO regulation is a uniform na-
tional standard. Whether it is federal law or state law is an
interesting question.

Second, the NSMIA preempted state regulation of broker-
dealers with respect to capital, custody, margin, financial e-
sponsibility, records, bonding and reporting requirements to the
extent inconsistent with federal law7 Third, the SEC was
given exclusive regulatory authority over investment advisers
to SEC registered investment companies and advisers with $25
million or more in assets under management.”? The differing
language used by Congress in preempting state regulation of

64. National Securities Markets Improvements Act of 1996, Pub. L. No.
104-290, 110 Stat. 3416 (codified as amended in scattered sections of 15
U.S.C)

65. Securities Litigation Uniform Standards Act of 1998, Pub. L. No. 105-
353, 112 Stat. 3227 (codified as amended in scattered sections of 15 U.S.C.).

66. 15 U.S.C. §77r (2000).

67. Sargent, supra note 3, at 833—35.

68. See NASAA Proposes 56 Uniform Act Amendments at Spring Meeting,
18 Sec. Reg. & L. Rep. (BNA) No. 12, at 399 (Mar. 21, 1986).

69. Conduct Rule 2710-2730, N.A.S.D. Manual, at 4501-31.

70. National Securities Markets Improvements Act of 1996, Pub. L. No.
104-290, § 103(a), 110 Stat. 3416, 3420-22 (codified as amended at 15 U.S.C.
§780(h)(1) (2000)).

71. The Investment Adviser Act of 1940, 15 U.S.C. §§ 80b-1 to 80b-21
(2000).



File: KARMEL Base Macro Final.doc Created on: 4/4/2003 2:32 PM Last Printed:4/28/2003 11:30 AM

510 BROOK. J. INT'L L. [Vol. 28:2

broker-dealers and investment advisers is of interest. With re-
spect to broker-dealers, the NSMIA provided that:

No law, rule, regulation, or order, or other administrative ac-
tion of any State or political subdivision thereof shall establish
capital, custody, margin, financial responsibility, making and
keeping records, bonding, or financial or operational reporting
requirements for brokers, dealers, municipal securities deal-
ers, government securities brokers, or government securities
dealers that differ from, or are in addition to, the require-
ments in those areas established under this title. 72

Although state licensing of persons associated with broker-
dealers was not preempted, the SEC was directed to conduct a
study of the impact of disparate state licensing requirements for
such persons.™

With respect to investment advisers, the NSMIA provided
that “[n]Jo law of any State or political subdivision thereof -
quiring the registration, licensing, or qualification as an in-
vestment adviser . . . shall apply to any person . . . that is regis-
tered [with the SEC] as an investment adviser.””* Further, ad-
visers exempt from the definition of “investment advisor” in the
federal securities laws were similarly exempt.”> Associated per-
sons could be licensed or registered only if any such person had
a place of business within a state’ The preemption of state
regulation of SEC regulated broker-dealers and investment ad-
visers and their associated persons was not complete. The
states retained authority to investigate and bring enforcement
actions for fraud or deceit or other unlawful conduct by a bro-
ker-dealer or investment adviser or their associated persons.”

72. National Securities Markets Improvements Act of 1996, Pub. L. No.
104-290, § 103(a), 110 Stat. 3420, (codified as amended at 15 U.S.C. §780(h)(1)
(2000)).

73. See id § 510(d), 110 Stat. 3416, 3451. See also Susan S. Krawczyk,
Recent Developments of Interest to Sellers of Variable Insurance Products, in
AMERICAN LAW INSTITUTE-AMERICAN BAR ASSOCIATION, CONFERENCE ON LIFE
INSURANCE COMPANY PRODUCTS: CURRENT SECURITIES, TAX, ERISA, AND STATE
REGULATORY ISSUES 239, 25255 (1998) (discussing the objectives and conclu-
sions of the study).

74. National Securities Markets Improvements Act of 1996, Pub. L. No.
104-290, sec. 303, §203A(b)(1)(A), 110 Stat. 3416, 3437 (codified as amended
at 15 U.S.C. § 80b-3a(b)(1)(A) (2000)).

75. Id.

76. Id.

77. 15U.S.C. § 80b-3a(b)(1) (2000).
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The congressional justification for the preemption provisions
of the NSMIA was that the system of dual federal and state se-
curities regulation was unnecessary, because it was redundant,
costly and ineffective’® Therefore regulatory responsibility was
allocated based on the nature of the securities offering.” Inher-
ently national offerings were made subject only to federal regu-
lation.s® There is some irony to such sweeping preemption of
state law emanating from a Republican Congress supposedly
committed to lessening federal regulation, but the NSMIA was
a deregulatory statute favored by business groups.s!

The SLUSA was even more deregulatory and its way of effect-
ing preemption was more radical. It was adopted as a reaction
against attempts to evade the obstacles to federal securities
class actions erected by the Private Securities Litigation Reform
Act of 1995 (“PSLRA”)®2 by using state court class actions. The
PSLRA did not change the provisions of the law covering securi-
ties anti-fraud actions, but it made plaintiff class action suits
more difficult by, among other things, reducing the control of
plaintiff’s counsel over class action litigation;83 imposing stricter
pleading standardss¢ and providing a safe harbor for forward
looking information.’> These procedural reforms were aimed at
curbing abusive litigation in the federal courts; they left state

78. H.R. Conr. REP. NoO. 104-864, at 39 (1996), reprinted in 1996
U.S.C.C.A.N. 3920, 3920-21.

79. Id. at 40.

80. Id.

81. See Manning Gilbert Warren III, Federalism and Investor Protection:
Constitutional Restraints on Preemption of State Remedies for Securities
Fraud, 60 Law & CONTEMP. PROBS. 169, 170 (1997).

82. Private Securities Litigation Reform Act of 1995, Pub. L. No. 104-67,
109 Stat. 737 (codified as amended in scattered sections of 15 U.S.C.).

83. “Appointing lead plaintiff on the basis of financial interest, rather than
on a ‘first come, first serve’ basis, was intended to endure that institutional
plaintiffs with expertise in the securities market and real financial interests
in the integrity of the market would control the litigation, not lawyers.” In re
Donnkenny, Inc. Sec. Litig., 171 F.R.D. 156, 157 (S.D.N.Y. 1997) (citing H.R.
Conr. REP. NO. 104-369, at 31-35 (1995), reprinted in 1995 U.S.C.C.A.N. 730,
730-34). Also, there is a stay of discovery while a motion to dismiss is pend-
ing. 15 U.S.C. §78u-4(b)(3)(B) (2000).

84. Specific factual allegations raising a strong inference of scienter must
be pled. 15 U.S.C. §78u-4(b)(3)(B) (2000).

85. 15 U.S.C. §78u-5 (2000).
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securities fraud actions alones¢ Some plaintiffs’ lawyers re-
acted by bringing class actions in securities fraud cases in state
courts, particularly in California.

High technology companies and other business groups then
lobbied for federal preemption on the grounds that the PSLRA
was being undermined and Congress obliged$” Finding that
national uniformity was preferable to fragmentation because of
the need for predictability,s®8 Congress engaged in selective pre-
emption by depriving state courts of the power to adjudicate
securities fraud class actions in cases involving securities listed
on a national stock exchange or the Nasdaq. The SLUSA pro-
vides that no class action based on state law alleging fraud in
connection with the purchase or sale of a “covered security” may
be maintained in state or federal court and any such action
shall be removable to a federal district court and dismisseds?
Although the Congress that passed the SLUSA was generally
committed to federalism, it found that promoting efficient na-
tional securities markets was a more convincing and compelling
interest than reinforcing state rights.9

Although the Republican majority succeeded in pushing
through the SLUSA, there were strong dissents by Democrats
in both the Senate and the House. Senators Sarbanes, Bryan,
and Johnson pointed out that roughly 60% of state class action
suits filed after the PLSRA were filed in California and 4d-
though one state should not set a “pro-plaintiff” national stan-
dard for securities fraud, Congress should not second-guess
California judgments in balancing the interests of local busi-
nesses against the interests of local investors.?? Dissenters in
the House similarly felt this avoidance of the PLSRA was a
problem for the California legislature. Further, they pointed
out the irony in “the Republican-led Congress that campaigns

86. See Michael A. Perino, Fraud and Federalism: Preempting Private
State Securities Fraud Causes of Action, 50 STAN. L. REV. 273, 287 (1998).

87. See Richard W. Painter, Responding to a False Alarm: Federal Preemp-
tion of State Securities Fraud Causes of Action, 64 CORNELL L. REV. 1, 4-5
(1998).

88. See S.REP.No. 105-182, at 3 (1998).

89. Securities Litigation Uniform Standards Act of 1998, Pub. L. No. 105-
353, sec. 101, § 16, 112 Stat. 3227 (codified as amended at 15 U.S.C. § 77p(b)—
(c) (2000)).

90. See S.REP. No. 105-182, at 5.

91. Id. at 13.
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on returning power to the states and protecting individual
choice [championing] a federal mandate abolishing important
state prerogatives along with protections and rights.”92

C. Preemption of State Common Law in the Payment for Order
Flow Cases

Payment for order flow is the remuneration in the form of
monetary or other benefits given to retail securities broker-
dealers for routing customers’ orders for execution to particular
wholesale dealers, market makers, or exchanges.®3 With the
advent of computer advances and automated trading systems,
this practice became increasingly widespread in the 1980s and
1990s,94 although it may have diminished as a result of securi-
ties trading decimalization.®s Payment for order flow is a con-
troversial practice At one extreme it could be viewed as com-
mercial bribery. At the other extreme it could be viewed as wel-
come competition to the monopolistic trading practices of the
stock exchanges and the NASD 7 In any event, it raises ques-
tions about whether payment for order flow arrangements are
inconsistent with a broker’s duty of best execution. There also
has been controversy as to whether payment for order flow
should be abolished or be regulated by federal or state law 98

Concerned with the “securities industry’s languor,” such as
“misallocation of capital, widespread inefficiencies, and unde-

92. H.R.REP. No. 105-640, at 46 (1998).

93. Payment for Order Flow, Exchange Act Release No. 34-34,902, 59 Fed.
Reg. 55,006, 55,008 (Nov. 2, 1999).

94. Payment for Order Flow, Exchange Act Release No. 34-33,026, 58 Fed.
Reg. 52,934, 52,936 (Oct. 6, 1993). See also SEC, DI1vISION OF MARKET
REGULATION, MARKET 2000: AN EXAMINATION OF CURRENT EQUITY MARKET
DEVELOPMENTS 8-9 (1994).

95. Since decimalization lowered spreads, the incentive for payment for
order flow arrangements decreased. See Unger, Exchange Officials Testify
Decimals Have Affected Depth, Liquidity of Trading, 33 Sec. Reg. & L. Rep.
(BNA) No. 21, at 803 (May 28, 2001).

96. Payment for Order Flow, Exchange Act Release No. 34-33,026, 58 Fed.
Reg. 52,934, 52,935 (Oct. 6, 1993).

97. See Self-Regulatory Organizations, Exchange Act Release No. 34-
19,047, 47 Fed. Reg. 41,896 (Sept. 22, 1982). For a review of the debate con-
cerning payment for order flow, see Note, The Perils of Payment for Order
Flow, 107 HARv. L. REV. 1675 (1994).

98. Seeid.
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sirable and potentially harmful fragmentation of trading,” in
1975 Congress enacted extensive amendments to the Exchange
Act and directed the SEC to facilitate the development of a na-
tional market system to promote efficiency and fair competition
in the securities industry. Pursuant to this mandate, the SEC
adopted Rule 10b-10 in 1977, which required brokers and deal-
ers to disclose, among other things, the amount of remuneration
received and the source and amount of any other remuneration
received.l0 The 1977 version of Rule 10b-10 did not specifically
mention order flow as one of the “other remunerations.”101

The growth and pervasiveness of the practice, however,
aroused extensive debate over its merits and harms. In we-
sponse, the SEC conducted a comprehensive study of order flow
payments. The SEC concluded that the practice produced the
following economic benefits to customers: lower unit costs; in-
creased retail brokerage firm revenues; lowered commissions;
more expeditious executions; enhanced customer services; in-
creased competition from automated execution systems and re-
lated practices; increased competition between wholesale deal-
ers and exchanges and vertically integrated firms; and reduced
execution costs in all markets, including the exchanges.102 The
SEC also recognized the opposing concerns as to the possible
conflict of interest and breach of duty of best order execution.103

In an attempt to address the issue with more particularity,
the SEC amended Rule 10b-10 in 1994.10¢ The amended Rule
10b-10, which became effective in October 1995, defined order
flow payment as any form or arrangement compensating bro-
kers or dealers in return for the routing of orders.105 The SEC
rejected as too burdensome and unworkable proposals that or-
der flow payments be passed through to the customers,106 as
well as its own initial proposal that brokers disclose the amount

99. S.REP. No. 94-75, at 1 (1975), reprinted in 1975 U.S.C.C.A.N. 179, 180.

100. 17 C.F.R. § 240.10b-10 (2002).

101. See Exchange Act Release No. 34-13,508, 12 S.E.C. Docket No. 299
May 5, 1997).

102. Payment for Order Flow, Exchange Act Release No. 34-33,026, 58 Fed.
Reg. 52,934, 52,939—-40 (Oct. 13, 1993).

103. Id. at 52,936-37.

104. See Payment for Order Flow, Exchange Act Release No. 34-34,902, 59
Fed. Reg. 55,006 (Nov. 2, 1994).

105. Id. at 55,008.

106. Id. at 55,010-11 n.42.
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of payments for order flow.107 Amended Rule 10b-10, however,
requires a broker-dealer to disclose in each transaction confir-
mation slip whether payment for order flow was received, and
that the source and nature of the payment would be available at
the customer’s request.198 In addition, the SEC adopted a new
rule, 11Ac1-3, which requires annual disclosure to customers of
a broker’s or dealer’s policies regarding receipt of payments for
order flow, the market makers to which customer orders are
routed, and the aggregate amount of payments received for or-
der flow in the previous year.109

Subsequently, payment for order flow was tested in a number
of state courts in cases claiming breach of fiduciary duty. The
highest courts of New York,10 Minnesota,’1 Illinois,'’2 and
Pennsylvania,'13 as well as two other states’ intermediate appel-
late courts!!4 found that the 1975 amendments to the Exchange
Act and SEC disclosure regulations impliedly preempted state
common law regarding any breach of fiduciary duty involved in
payment for order flow practices.11> Courts that considered the
1ssue of payments for order flow found express preemption prin-
ciples inapplicable because no clear language indicated such a
congressional preemptive intent.116 The question then became
whether and what kind of implicit preemption could be inferred.
In their determinations, courts devoted most of their attention
to the history of the Exchange Act, as amended in 1975, and the
evolution of SEC regulations relevant to order flow payments.117
The Supreme Court of Minnesota and the New York Court of

107. Id. at 55,010 n.39.

108. Id. at 55,010.

109. 17 C.F.R. § 240.11Ac1-3 (2002).

110. Guice v. Charles Schwab & Co., 674 N.E.2d 282 (N.Y. 1996).
111. Dahl v. Charles Schwab & Co., 545 N.W.2d 918 (Minn. 1996).
112. Orman v. Charles Schwab & Co., 688 N.E.2d 620 (I11. 1997).
113. Shulick v. PaineWebber & Co., 722 A.2d 148 (Pa. 1998).

114. Eirman v. Olde Discount Corp., 697 So. 2d 865 (Fla. Dist. Ct. App.
1997); Mickey v. Charles Schwab & Co., 79 Cal. Rptr. 2d 213 (Cal. App. 1998).
115. Some critics argued that these cases holding preemption of state law
threatened the dual securities regulatory regime Congress intended to pre-
serve. See, e.g., Anthony Szydlowsky, Comment, Preemption In The Securities
Industry: A Diminished Standard? 74 ST. JOHN’s L. REv. 259, 261 (2000) (ar-
guing that Guice was decided incorrectly and created a bad preemption analy-
sis, that Congress explicitly preserved state law causes of action).

116. See Dahl, 545 N.W.2d at 923-24.
117. See, e.g., id. at 921-24.
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Appeals were among the earliest to find preemption of state law
in payment for order flow cases.!18

In Dahl v. Charles Schwab, Minnesota’s highest court ie-
jected both the plaintiffs’ and the defendant’s theory of express
preemption.!’® The court held that implicit preemption, specifi-
cally under the obstacle principle, was applicable to the casel20
The court was very concerned with the national, and even mn-
ternational, ramifications of its decision, since payment for or-
der flow was pervasive in the securities industry.’21 Although
complying with both state and federal disclosure requirements
was not entirely impossible, the court reasoned, it was expen-
sive and difficult for brokers to determine order flow payments
on a case-by-case basis.’?2 Usually, such payments were made
on an aggregate basis, and remuneration could take the form of
research service or other non-monetary services. Therefore,
requiring broker-dealers to disclose the amount of each individ-
ual order flow payment as the plaintiffs urged would operate to
terminate the practice, which the SEC found to have produced
more benefits than harms to investors.12s The court concluded
that since a state law cause of action could frustrate the m-
tional market system objectives of the SEC and Congress, it
was impliedly preempted.124

Six months later, in Guice v. Charles Schwab the New York
Court of Appeals agreed with the Dahl court’s decision.'25 That
court — the highest in New York — performed a similarly thor-
ough analysis of the legislative history of the 1975 amendments
to the Exchange Act and the SEC’s relevant regulations.26 The
court emphasized the agency’s acknowledgment that order flow
payments furthered the purposes of Congress by enhancing
more efficient and less costly execution of customers’ orders and
by promoting competition for order executions among all mar-
kets.127 The court maintained that the SEC regulations regard-

118. See supra notes 110-11.

119. Dahl, 545 N.W.2d at 922—24.

120. Id. at 925.

121. Seeid. at 925-26.

122. Id. at 925.

123. Id.

124. Id. at 925-26.

125. Guice v. Charles Schwab & Co., 674 N.E.2d 282, 290 (N.Y. 1996).
126. Seeid. at 286-87.

127. Id. at 289-90.
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ing disclosure requirements were less stringent than the appli-
cable state common law.28 A mandatory disclosure of specific
monetary receipts, in its view, might have a deleterious effect
on the securities industry.1?® Securities broker-dealers, facing
potentially nationwide class action civil liability, would be com-
pelled to comply with the different disclosure requirements of
each individual state. The resulting chaos in the securities
regulatory regime would frustrate the Congress’s intent of es-
tablishing a nationally “coherent and rational regulatory struc-
ture” under the leadership of the SEC.130 Because state law
would interfere with the methods by which the federal statute
was designed to reach a congressional goal, it was preempted sl
As for the effect of the savings clause, the court interpreted it as
negating only implied field preemption, not conflict preemp-
tion.132

Other courts followed the reasoning of the Dahl and Guice
courts. The Illinois Supreme Court in Orman v. Charles
Schwab noted that the SEC in the 1994 amendments to Rule
10b-10 had “struck a deliberate balance” by requiring broker-
dealers to provide investors with key information while reject-
ing “impractical and burdensome disclosure requirements that
might compromise the contributions of the practice to market
competition.”133  Significantly, even though the 1994 amend-
ments to Rule 10b-10 were not in effect at the time of the de-
fendants’ challenged practice, the court found these amend-
ments “instructive as to the scope of the 1977 version of Rule
10b-10.”13¢ Citing Guice and Dahl the Orman court held that
the plaintiffs’ state claims obstructed the purposes and objec-
tives of the Congress and thus were preempted.!35

In Shulick v. PaineWebber, the Supreme Court of Pennsyl-
vania also found the Guice court’s rationale convincing.136 The
majority in Shulick emphasized that the purpose of Rule 10b-10
was to establish uniformity in the disclosure requirements per-

128. Seeid. at 290.

129. See id.

130. Id.

131. Id. at 291.

132. Id. at 291-92.

133. Orman, 688 N.E.2d at 623.
134. Id. at 626.

135. Id.

136. Shulick, 722 A.2d at 151.
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taining to order flow payments.'3” However, as the concurring
opinion pointed out, the majority’s preemption theory was field
preemption, differing from Guice’s implied conflict preemp-
tion.138 The majority stated that “federal regulation of the nar-
row subject of disclosure of order flow payments is so thorough
that we have no difficulty finding the “reasonable inference . . .
that no room has been left for a state to impose additional re-
quirements.”39 The concurring opinion questioned the sound-
ness of this theory, finding it inappropriate to apply field pre-
emption to a particular issue within securities regulation rather
than the field as a whole.140

In McKey v. Charles Schwab, the court adopted the implied
preemption theory.41 The court admitted that the preemptive
intent evidenced by the 1994 amendments to Rule 10b-10 and
the new rule 11Acl were not applicable before October 1995,
the time of the challenged practice.42 However, it found the old
Rule 10b-10 dispositive.43 The fact that the old rule did not
specifically mention order flow payments, in the McKey court’s
view, did not mean that the rule was inapplicable.!44 The court
believed that the old rule clearly evidenced an intent by the
SEC to “regulate any and all remuneration received by brokers,

137. Seeid.at 149.

138. Seeid. at 152 (Cappy, J., concurring).

139. Id. at 151.

140. Two other states’ intermediate courts also have held federal securities
law preempted state law by implication. In Eirman v. Olde, 697 So. 2d 865
(Fla. Dist. Ct. App. 1997), the District Court of Appeal of Florida for the
Fourth District found the reasoning of Guice, Dahl, and Orman to be persua-
sive and declined to follow two 1995 cases that reached different decisions.
See id.; Dumont v. Charles Schwab & Co., 1995 WL 262262 (E.D. La. 1995),
rev’d, 717 So.2d 1182 (9th Cir. 1998); Thomas v. Charles Schwab & Co., 1995
WL 626522, at *2 (W.D. La. 1995). See also Gilman v. Wheat, First Securities,
Inc. 896 F. Supp. 507 (D. Md. 1995). In Dumont, the U.S. District Court for
Eastern Louisiana, decided that there was no diversity and no federal ques-
tion because there was no complete federal preemption of the field of securi-
ties. See Dumont, 1995 WL 262262, at *2. In Thomas, the Tenth Judicial
District Court for the Parish of Nachitoches, Louisiana found no express pre-
emption nor inferred congressional preemptive intent. See Thomas, 1995 WL
626522, at *2.

141. McKey v. Charles Schwab, 79 Cal. Rptr. 2d 213, 219 (Cal. Ct. App.
1998).

142. Id. at 214-15, 219.

143. Id. at 219.

144. Id.
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no matter what the form.”4 In addition, the McKey court
adopted Guice’s rationale that allowing each state to enforce its
own disclosure requirements would disturb the promotion of a
national market system, a goal expressed in the 1975 amend-
ments to the Exchange Act.146

In short, the majority of the state courts that considered cases
alleging that payment for order flow was a breach of fiduciary
duty have held that federal law and regulations impliedly pre-
empted state law. Except for the Supreme Court of Pennsyl-
vania, which found field preemption, all other courts found im-
plicit conflict preemption, because permitting state common law
cases to go forward would present an obstacle to the national
market system mandated by the Exchange Act.

D. The Resurgence of State Securities Regulators

On May 21, 2002, New York State Attorney General Eliot
Spitzer announced an agreement by Merrill Lunch to enact sig-
nificant and immediate reforms to insulate securities research
analysts from its investment banking division and to change
the way analysts are compensated.!4” Under this settlement,
Merrill Lynch agreed, among other things: to sever the link be-
tween compensation for analysts and that for investment bank-
ing; prohibit investment banking input into analysts’ compensa-
tion; to create a new investment review committee responsible
for approving all research recommendations; to disclose in its
research reports whether it has received or is entitled to receive
any compensation from a covered company over the past 12
months; and to pay a $100 million finel4® A NASAA task force
chaired by New York, California, and New Jersey led the inves-
tigation leading to this settlement.1#® The agreed upon fine is
$48 million payable to the New York State Department of Law,
$50 million to the remaining 49 states, the District of Columbia,

145. Id. at 219 n.6.

146. Id. at 219.

147. Press Release, Office of N.Y. State Attorney General Eliot Spitzer, N.Y.
State Dep’t of Law, Spitzer, Merrill Lynch Reach Unprecedented Agreement
to Reform Investment Practices (May 21, 2002), at http://www.oag.state.ny.us/
press2002/may/may21a_02.html.

148. Id.

149. Id.
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and Puerto Rico, and $2 million to NASAA.150 This fine is only
required to be paid, however, if all 50 states, the District of Co-
lumbia, and Puerto Rico agreel’t The settlement agreement
between the New York Attorney General and Merrill Lynch
goes into considerable detail as to how Merrill Lynch analysts
will be compensated in the future and the types of disclosures
research reports will contain.’52 This case is a prime example of
regulation by prosecution. Although the settlement does not by
its terms apply to the entire securities industry, there are simi-
lar ongoing investigations of other firms that could result in
similar settlements.153

The case against Merrill Lynch brought by the New York At-
torney General was based on broad and general antifraud pro-
visions of the Martin Act, which prohibit any device scheme or
artifice to defraud or obtain money by means of any false pre-
tense, representation or promise, fictitious or pretended pur-
chase or sale, any concealment, suppression, fraud, false pre-
tense or false promise in connection with the sale of securities
or offering investment advice.’* In the New York Attorney
General’s view, in contrast to the requirements of the federal
securities laws, no purchase or sale of stock is required, nor are
intent, reliance or damages required elements of a violation .55
The gist of the Merrill Lynch case was that the internet re-
search analysts at Merrill Lynch regularly published ratings for
internet stocks that were misleading because: (1) the ratings in
many cases did not reflect true opinions; (2) no “reduce” or “sell”
recommendations were ever issued; and (3) Merrill Lynch did

150. Agreement Between the Attorney General of the State of N.Y. and
Merrill, Lynch, Pierce, Fenner & Smith, Inc., May 21, 2002 Y 24, available at
http:/mews.findlaw.com/wsj/docs/merrilllynch/nymerrill52102agr.pdf.

151. Id.

152. Id. at 99 5-11, 15.

153. See Charles Gasparino, Deals & Deal Makers: Citigroup Suggests Rules
for Analysts, WALL ST. J., July 15, 2002, at C5; Charles Gasparino, Cleaning
Up Wall Street: Morgan Stanley Goes to Washington, WALL ST. dJ., June 21,
2002, at C1 [hereinafter Gasparino, Cleaning Up Wall Street].

154. N.Y. GEN. Bus. Law § 352(1) McKinney’s 1996).

155. Aff. in Support of Application for an Order Pursuant to General Busi-
ness Law 354, at 7, In re Eliot Spitzer (N.Y. Sup. Ct. N.Y. County Apr. 2002)
(No. 02-4015-22), at
http:/mews.findlaw.com/hdocs/docs/merrilllynch/nyagmerrill
0402aff.pdf.
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not disclose that the analysts were acting as quasi-investment
bankers for the companies rated.156

The role and conduct of securities analysts during the boom
years of the 1990s were subject to criticism and scrutiny by se-
curities regulators before the New York Attorney General sued
Merrill Lynch. As a result of the congressional hearings after
the collapse of Enron Corp., the SROs developed new regula-
tions governing analysts’ conflicts of interest, which the SEC
approved in May 2002.157 The rules prescribe mandatory disclo-
sures about analysts’ conflicts of interest and prohibit analysts
from receiving compensation directly tied to investment bank-
ing fees.158 After the action by the New York Attorney General,
Congress enacted the Sarbanes-Oxley Act of 2002, which con-
tains provisions to improve the objectivity of research ana-
lysts.15® The SEC, or SROs under the authorization and direc-
tion of the SEC, are required to adopt rules addressing analysts’
conflicts of interest by erecting firewalls between analysts and
investment bankers and by mandating disclosures of analysts’
conflicts of interest.160

The action by the New York Attorney General against Merrill
Lynch was controversial. House Financial Services Committee
Chairman Michael Oxley criticized the case as duplicative regu-
lation threatening to undermine the national securities regula-
tory regime and that it had the capability of balkanizing the
securities industry.’61 The securities industry generally favors

156. Id. at 3.

157. See SEC Gives Nod to Analyst Rules Aimed at Boosting Independence,
34 Sec. Reg. & L. Rep. (BNA) No. 19, at 749 (May 13, 2002); Self-Regulatory
Organizations; Order Approving Proposed Rule Changes by the NASD and
NYSE, Securities Exchange Act Release No. 34-45,908, 67 Fed. Reg. 34,968-01
May 15, 2002).

158. See NYSE Rule 472, 2 N.Y.S.E. Guide (CCH) Y 2472 (1995) (amended);
NASD Rule 2210, N.A.S.D. Manual, at 4171-80 (new). See also Order Ap-
proving Proposed Rule Changes and Notice of Filing and Order Granting Ac-
celerated Approval, Exchange Act Release No. 34-45,908, 67 Fed. Reg. 34,968
May 16, 2002).

159. Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (codi-
fied as amended in scattered sections of 15 U.S.C.).

160. Id. § 501(a).

161. See Press Release, House Comm. on Financial Services, Oxley Com-
ments on Spitzer Testimony (June 26, 2002), available at
http:/financialservices.house.gov/news.asp. See also Spitzer Spars With Ox-
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national regulation rather than regulation by 50 states. The
Securities Industry Association took the position that “the U.S.
needs a national securities framework from which to work, not
a patchwork.”162 Morgan Stanley lobbied to attach a provision
preempting state securities regulators from examining securi-
ties analysts’ conflicts of interest, but such a provision was not
included in the Sarbanes-Oxley Act of 2002.163 The new activ-
ism of state prosecutors against business is widespread and —
as 1s exhibited by the Merrill Lynch case — has its roots in local
governments’ efforts to protect consumers against the deregula-
tory initiatives of the Reagan administration.16¢ Defenders of
the case against Merrill Lynch claim that the states have
stepped in to fill the void left by weak federal regulation.é5
Eliot Spitzer, in justifying his activism, claimed that “the SEC
was not doing enough.”166

Within a year following the enactment of the Sarbanes-Oxley
Act, the SEC is required to adopt or compel the SROs to adopt
new regulations governing the conduct of securities analysts.167
Although Congress did not directly preempt state action against
securities analysts, issues of implied or field preemption could
arise as a result of disparities between state securities regula-
tors’ views of analysts’ conflicts and those of the SEC. Fur-
thermore, not all state securities regulators agree with Spitzer’s
approach; therefore, there could be fragmentation and inconsis-
tency in state securities regulation.168

The battle between the SEC and NASAA, as is true of many
battles over national versus state or federal regulation, is politi-

ley, Baker After Urging Tough Conflict Rules, 34 Sec. Reg. & L. Rep. (BNA)
No. 26, at 1042 (July 1, 2002).

162. See Susanne Craig, Local Enforcers Gain Clout on Street, WALL ST. J.,
June 21, 2002, at C1.

163. See Gasparino, Cleaning Up Wall Street, supra note 153.

164. See Russell Gold & Andrew Caffrey, United Crime Busters, WALL ST. J .,
Aug. 1, 2002, at B1.

165. See Craig, supra note 162.

166. New Cops on the Beat, INSTITUTIONAL INVESTOR, July 2002, at 77, 78. It
appears that the SEC did not cooperate with the New York Attorney General’s
investigation. See Michael Schroeder, SEC Welcomes Prosecutions, WALL ST.
dJ.,June 11, 2002, at A2.

167. Sarbanes-Oxley Act of 2002 § 501, 15 U.S.C. § 780-6 (adding § 15D to
the Exchange Act).

168. See Matt Fleisher-Black, Spitzer Faces Hurdle Over Merrill Deal, N.Y.
L.J., July 22, 2002, at 1; Gold & Caffey, supra note 164.
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cal and philosophical. It may also become a matter of law for
the courts to address. Under the payment for order flow cases,
it would not be difficult to find conflict or even field preemption
if SEC or SRO rulemaking results in regulations that take a
different approach from the settlement made between Merrill
Lynch and the New York Attorney General. But the payment
for order flow cases were private actions for damages. A court
might be reluctant to apply this analysis to prosecutions by a
state attorney general. Further, if the conflict that arises is
between regulatory action by a state official and a rule of an
SRO, is the conflict a federal constitutional conflict? Can an
SRO rule trump state law in all cases where the regulation was
mandated by a federal statute and approved by the SEC? 169

In addition, where a state action brought either by a prosecu-
tor or a private plaintiff is instituted as a broad statutory or
common law antifraud claim, it is difficult to find preemption
unless the SEC has acted by adopting detailed regulations as it
did with respect to payments for order flow. In Zuri-Invest AG
v. NatWest Finance, Inc. a federal district court held that a
state fraud action was not preempted by the federal securities
laws, including the NSMIA.170 Rather, the primary purpose of
the NSMIA was to preempt state blue-sky laws regulating the
registration and underwriting of securities. It did not preclude
states from regulating fraudulent conduct or extinguish state

169. It may be relevant to note that all SEC registered broker-dealers are
required by federal law to join the NASD. Securities Exchange Act of 1934 §
15(a), 15 U.S.C. § 780(a) (2000). See also Hollinger v. Titan Capital Corp., 914
F.2d 1564, 1573, 1574 n.19 (9th Cir. 1990). Further, the NASD was created
pursuant to federal authorization in 1938. The Maloney Act of 1938, Pub. L.
No. 719, 52 Stat. 1070 (codified at 15 U.S.C. § 780-3 (2000)) (adding § 15A to
the Exchange Act of 1934). In a pending case, SROs are seeking to invalidate
disclosure rules of the Judicial Council of California that conflict with rules
for SRO arbitrators. See NYSE Sue to Block California Rules in Securities
Arbitrations; Preemption Cited, 34 Sec. Reg. & L. Rep. (BNA) No. 31, at 1296
(Aug. 5, 2002).

170. 177 F. Supp. 2d 189 (S.D.N.Y. 2001). See also IDS Bond Fund, Inc. v.
Gleacher NatWest Corp., 2002 WL 373455 (D. Minn. Mar. 6, 2002); Gabriel
Capital, L.P. v. NatWest FHnance, Inc., 122 F. Supp. 2d 407 (S.D.N.Y. 2000);
Gabriel Capital, L.P. v. NatWest Finance, Inc., 94 F. Supp. 2d 491 (S.D.N.Y.
2000). But see Myers v. Merrill Lynch, 1999 WL 696082, at *8-10 (N.D. Cal.
Aug. 23, 1999), affd, 249 F.3d 1087 (9th Cir. 2001).
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claims based on fraud.!”? Similar issues have arisen under the
SLUSA. 172

IIT. FRAMEWORK AND HISTORICAL DEVELOPMENT OF SECURITIES
LAwW IN THE EU

A. Sources of Law

The EU is not a national federal system, but rather a federa-
tion by treaty of member nations for limited purposes. The EU
aspires to reach certain goals expressed in the various treaties
that serve as the legal foundation for the EU73 through legal
actions initiated by the European Commission (“Commission”),
which may take the form of directives or regulations.1’4 Such

171. See also H.R. REP. No. 104-622 (1996), reprinted in 1996 U.S.C.C.A.N.
3877, 3896 (“Committee’s intention not to alter . . . State statutory or common
law with respect to fraud or deceit . ...”).

172. See Green v. Ameritrade, Inc., 279 F.3d 590 (8th Cir. 2002) (state con-
tract claim not preempted by SLUSA).

173. See TREATY ESTABLISHING THE KUROPEAN COMMUNITY, Nov. 10, 1997,
0.J. (C 340) 3 (1997), arts. 9, 99, 105, 108 (as in effect 1957) (now arts. 46,
103, 105, 107) [hereinafter EC TREATY]. The Treaty on European Union sig-
nificantly amended the earlier treaties and set forth the framework for mone-
tary and fiscal union and the establishment of the European Central Bank.
TEU OR MAASTRICHT TREATY: TREATY ON EUROPEAN UNION (EU), Feb. 7, 1992,
1992 0.J. (C 191) 1, 31 I.L.M. 253.

The founding treaties leading to the establishment of EU include:
ESCS or PARIS TREATY: TREATY ESTABLISHING THE EUROPEAN COAL AND STEEL
CoMMUNITY, Apr. 18, 1951, 261 U.N.T.S. 140; EEC or TREATY OF ROME:
TREATY ESTABLISHING THE EUROPEAN EcoNomic COMMUNITY, Mar. 25, 1957,
298 U.N.T.S. 3; EAEC or EURATOM Treaty: TREATY ESTABLISHING THE
EurROPEAN ATOMIC ENERGY COMMUNITY, Mar. 25, 1957, 298 U.N.T.S. 167;
MERGER TREATY: TREATY ESTABLISHING A SINGLE COUNCIL AND A SINGLE
COMMISSION OF THE EUROPEAN COMMUNITIES, Apr. 8, 1965, 1967 J.0. 152/1 (in
French); SEA: SINGLE EUROPEAN AcT, Feb. 17, 1986, 1987 O.J. (L. 169) 1, 25
I.L.M. 506 (an act modifying the basic treaties); TEU OR MAASTRICHT TREATY:
TREATY ON EUROPEAN UNION (EU), Feb. 7, 1992, 1992 O.J. (C 191) 1, 31 I.L.M.
253; TREATY OF AMSTERDAM AMENDING THE TREATY ON EUROPEAN UNION, THE
TREATIES ESTABLISHING THE EUROPEAN COMMUNITIES AND CERTAIN RELATED
Acrs, Oct. 2, 1997, O.d. (C 340) 1 (1997).

174. The European Commission is composed of twenty Commissioners, two
from each of the five largest member states, and one from each of the smaller
states, appointed by their respective national governments. EC TREATY, art.
157. Since directives are given legal effect only through national laws, rights
and duties are not conferred on individuals by a directive. Id. art. 189. Some-
times, however, a member state will be held liable for its failure to timely
adopt a directive. Id. art. 171. See Case 9/70, Franz Grad v. Finanzamt
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legislation is then sent to the European Parliament!’s and
adopted by the Council of Ministers.1”6¢ Directives are not gen-
erally self operating but must be implemented through the na-
tional laws of the various member states, whereas regulations
are directly applicable throughout the EU. In addition, the pro-
visions of the treaties which govern the EU directly apply to the
member states. The EU does not have any treaty provision
comparable to the Supremacy Clause, so preemption of national
law 1s not possible, but federal enforcement me chanisms do ex-
ist.

The Commission can, at the request of a member state, bring
an action against another member for failing to adopt a law im-
plementing a directive, or for having legislation that is contrary
to a directive, regulation or treaty provision. Also, the Euro-
pean Court of Justice may strike down a national law as con-
trary to a treaty provision in a case instituted by the Commis-
sion or by one member state against anotheri7? Although the
EU does have some administrative bodies, with the exception of
the European Central Bank, these agencies do not have regula-
tory powers comparable to U.S. federal agencies such as the
SEC.178

The primary thrust of the European Economic Community
Treaty (“EEC Treaty”) was to create a single European eco-
nomic market, primarily through harmonization and mutual
recognition of national laws providing for the free movement of
goods, services, people and capital. The Treaty of the European
Union (“TEU”) further advanced economic integration through

Traustein, [1970] E.C.R. 825. The direct applicability of regulations is based
on Article 249 of the EC Treaty.

175. The TEU changed the power of Parliament with respect to legislation
from purely advisory to one of cooperation and co-decision. See EC TREATY,
supra note 173, arts. 249, 251, 252 (as in effect 1957) (now arts. 189, 189b,
189c). Members of the European Parliament are directly elected by the peo-
ples of Europe. Id. art. 190 (now art. 138).

176. The Council of Ministers is composed of one national representative
from each member state and has the capacity to enact EU legislation and is
the principal decision making body of the Union. Id. arts. 202, 203 (now arts.
145, 146).

177. Id. arts. 226, 227 (now arts. 169, 170). See also Case (-483/99, Re
Golden Shares: Commission v. French Republic, 2 C.M.L.R. 49 (2002).

178. See Andrea M. Corcoran & Terry L. Hart, The Regulation of Cross Bor-
der Financial Services in the EU Internal Market, 8 CoLuM. J. EUR. L. 221,
232-33 (2002).
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the establishment of a common European currency and central
bank and moved beyond economic union with the introduction
of the concept of European citizenship, but then retreated from
federalism by adopting the principle of subsidiarity.l” It has
been argued that this was a political reaction against the use of
mutual recognition as a smoke screen for deregulation at a na-
tional level.180 The subsidiarity principle requires EU action to
be taken only where the objectives of the treaties cannot be
adequately achieved at a national level and can be better
achieved by EU action. However, these tests apply only when
the EU acts outside its exclusive competence. This attempt at
allocating power between member states and the EU has not
resolved the ambiguities of shared legal power.181

B. Incomplete Harmonization of Securities Regulation

The Treaty of Rome, which laid the foundation for the Euro-
pean Economic Communities (EEC”) in 1957, was designed to
remove all restrictions on the free movement of goods, persons,
services and capital within the EU.182 This plan was furthered
by the EC White Paper of 1985, which set forth a program for
creating a single European market by 1992. The single market
was envisioned as expansive and flexible in order to ensure that
resources, including capital and investment, would flow into the
areas of greatest economic advantagelss National regulators
would continue to play a supervisory role, but financial services
would be liberalized by putting into effect EU-wide minimum
standards that would supersede former national regulations.s
A timetable for the adoption of securities law directives was
included in the White Paperiss The White Paper was then im-
plemented by the Single European Act amendments to the
Treaty of Rome, which encouraged and facilitated the use of

179. EC TREATY, supra note 173, arts. 4, 5, 8, at 17-22.

180. See Imelda Maher, Legislative Review by the EC Commission, in NEW
LEGAL DyNAMICS OF EUROPEAN UNION 235, 236 (Jo Shaw & Gillian Moore eds.,
1995).

181. Id. at 237.

182. EC TREATY, supra note 173.

183. Commission of the European Communities, Completing the Internal
Market: White Paper from the Commission to the European Council,
COM(83)310 final at 8 [hereinafter White Paper].

184. Id. at 103.

185. Id. Annex, at 26-27.
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directives to harmonize the laws of Member States.186 The TEU
or Maastrict Treaty which came into effect in 1993 then pro-
vided for an economic and monetary union including a common
currency.’8” The objective of these efforts was to remove techni-
cal barriers, which either added costs or restricted entry into
particular markets, thereby impeding the free movement of
goods, services, persons and capital.

The Commission recognized that abolition of anticompetitive
practices was not sufficient to create a common financial mar-
ket. There was a need for EU-wide rules to underpin the stabil-
ity of the financial system and to provide a satisfactory level of
protection for consumers. The mechanism chosen for integra-
tion of the financial markets was a series of directives to har-
monize essential standards throughout the EU and to enable
financial regulators to practice home country control, but oblige
them to honor principles of mutual recognition. Four groups of
financial law directives were adopted relating to the efforts to
develop a single securities market in the EU. These were direc-
tives on financial disclosure, directives covering public securi-
ties offerings and stock exchange listings, directives regulating
trading markets, and directives regulating financial intermedi-
aries.

As a result of these directives, securities regulation has been
partially but incompletely harmonized. There still is not an
integrated European capital market enabling issuers to float
public offerings or savers to invest and trade across national
borders in a single market.188 The author previously advocated
the creation of a European Securities Commission to achieve
the integration of European capital markets comparable to the
integration of European monetary markets that was achieved
by the creation of the euro and the European Central Bank.s9
Other commentators have similarly argued in favor of a Euro-

186. Single European Act, 1987 O.J. (L 169) 1, 25 I.L..M. 503 (1987).

187. TEU, 1992 0.J. (C 224) 1, 31 I.L.M. 247 (1992).

188. Financial Services: Implementing the Framework For Financial Mar-
kets: Action Plan, COM(99)232 final at 6 [hereinafter Financial Services Ac-
tion Plan].

189. See Roberta S. Karmel, The Case for a European Securities Commis-
sion, 38 CoLUM. J. TRANSNATL L. 9 (1992).
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pean Securities Commission,'® while some others have either
opposed the idea, or argued that the time is not ripe for such a
development.191

There 1s a serious question as to whether a European Securi-
ties Commission could be organized under existing treaty provi-
sions. Although power to create such a Commission could be
impliedly found in the existing provisions, an amendment to the
TEU probably would be necessary.192 The establishment of the
European Central Bank required an amendment to the EC
treaty, and since there has been strenuous objection from the
British to a European Securities Commission, it is unlikely that
a well constructed securities commission could be established
without a treaty amendment.193

As a result of the adoption of several capital markets direc-
tives, especially the Investment Services Directive (“ISD”)94
and the Insider Dealing Directive, 9 and in response to market-
place and political developments, new national government se-
curities regulators were created in some European countries
that previously lacked such regulators.19% Other national regu-

190. See Gilles Thieffry, The Case for a European Securities Commission, in
REGULATING FINANCIAL SERVICES AND MARKETS IN THE 21ST CENTURY 211, 231
(Eilis Ferran & Charles A.E. Goodhart eds., 2001).

191. See Karel Lannoo, Does Europe Need an SEC? Securities Market
Regulation in the EU (1996), available at www.ecmi.com (last visited Mar. 20,
2003); BENN STEIL & ERICK BERGLOF, THE EUROPEAN EQUITY MARKETS: THE
STATE OF THE UNION AND AN AGENDA FOR THE MILLENNIUM 136 (1996); Andrew
Whittaker, A European Law for Regulated Markets? Some Personal Views, in
EUROPEAN SECURITIES MARKETS, THE INVESTMENT SERVICES DIRECTIVE AND
BEYOND 269, 273 (Guido Ferrarini ed., 1998). See also Eddy Wymeersch,
Regulating European Markets: The Harmonization of Securities Regulation in
Europe in the New Trading Environment, in REGULATING FINANCIAL SERVICES
AND MARKETS IN THE 218" CENTURY 189, 192-93.

192. See Thieffry, supra note 190, at 222—-23; Eddy Wymeersch, From Har-
monization to Integration in the European Securities Markets, 3 J. CORP. L. &
SEc. REG. 1 (1981).

193. See Thieffry supra note 190, at n.41.

194. Council Directive 93/22 of 10 May 1993 on Investment in Services in
the Securities Field, 1993 O.J. (L 141) 27, as amended by corrigendums to
93/22,1993 0.J. (L 170) 32,1993 O.J. (L 194) 27.

195. Council Directive No. 89/592, 1989 O.dJ. (L. 334) 30.

196. See Stephen J. Leacock, In Search of a Giant Leap: Curtailing Insider
Trading in International Securities Markets By the Reform of Insider Trading
Laws Under European Council Directive 89/592, 3 TuLsA J. Comp. & INT'L L.
51, 55 (1995). Germany did not have a federal securities regulator until it was
required to do so to implement the Insider Dealing Directive. Id. at 62—63.
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lators were reformed and securities regulation became more
centralized.?” National regulators can be a force for further
harmonization, but to some extent their interests diverge, be-
cause established national securities commissions do not wish
to cede power to one another or to a federal securities commis-
sion.

Although securities regulation in Europe has generally im-
proved since the White Paper and Single European Act 1992
deadline, dissatisfaction with the pace of capital markets inte-
gration in Europe led to the Financial Services Act Plan!®s in
1999 and the Lamfalussy Report19® in 2001. The Financial Ser-
vices Action Plan, which was two years in the making, was an
aspirational program by the European Commission for more
rapid progress toward a single financial marketz200 It was
prompted by a sense that despite the introduction of the euro,
the capital markets in Europe had remained fragmented. It set
forth as strategic objectives the development of a single EU
wholesale market where, among other things, capital could be
raised on an EU-wide basis and EU companies would produce a
single set of financial statements, open and secure retail mar-
kets, and state of the art prudential rules and supervision.20!

The Commission recognized that an overhaul of the way the
EU developed financial services legislation was needed to

The Netherlands established the Netherlands Authority for the Financial
Markets on March 1, 2002 to oversee the entire financial market sector. See
News: STE becomes Authority for the Financial Markets (Feb. 28, 2002), at
http://www.autoriteit-fm.nl/.

197. On December 1, 2001, the U.K.’s Financial Services Authority became
a single regulator through the Financial Services and Markets Act 2000. See
Financial Services Authority, at http://www.fsa.gov.uk/ (last modified Sept. 5,
2002). On dJuly 2, 1996 France’s Commission des Opérations de Bourse was
given wider powers (sanctioning ability, etc.). See Commission des Opérations
de Bourse, at http://www.cob.fr/cobgb/. Germany’s Bundesanstalt fur H-
nanzdienstleistungsaufsicht (BAFin) took over the function of the earlier
BAWe on May 1, 2002 and has much more regulatory power than before. See
BAFin, at http://www.bawe.de/english/index_re_e.htm (last visited Feb. 21,
2003).

198. Financial Services Action Plan, supra note 188.

199. THE COMMITTEE OF WISE MEN, FINAL REPORT OF THE COMMITTEE OF
WisE MEN ON THE REGULATION OF EUROPEAN SECURITIES MARKETS (2001),
available at http://europa.eu.int/comm/internal_market/en/finances/general/
lamfalussyen.pdf. [hereinafter LAMFALUSSY REPORT].

200. Financial Services Action Plan, supra note 188, at 3—4.

201. Id. at 22-28.
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achieve these goals. A European Securities Commission was
not recommended but other mechanisms were suggested to
avoid piecemeal and reactive protracted decision-making and
the inflexibility of regulation by directives.202 One suggestion
was a high level forum to consult with affected interest groups
and to forge a consensus between national financial regulators
on emerging challenges.203 Another suggestion was acceleration
of co-decision procedures of the European Parliament.20¢ Im-
plementation of these suggestions would impinge on the Com-
mission’s legal right of initiative and the European Parliament’s
hard-won right of the co-decision, and the latter proved politi-
cally troublesome.

In response to the Financial Services Action Plan, the EcoFin
Council appointed a Committee of Wise Men under the Chair-
manship of Baron Alexandre Lamfalussy, which issued its final
report on February 15, 2001.205 The Report sets forth the bene-
fits of capital market integration, a long litany of areas in which
necessary European rules governing the capital markets are
needed, and reasons why the regulatory process is too slow, too
rigid, produces ambiguous regulations, and fails to distinguish
between core principles and day-to-day implementing rules206
Blame was assigned to the legislative process itself, especially
co-decision procedures and subsidiarity principles.20?7 The Lam-
falussy Report did not recommend the creation of a European
Securities Commission, but rather the establishment of two
new committees — an EU Securities Committee, with high level
members appointed by EU member states, and an EU Securi-
ties Regulators Committee, composed of the heads of member
state securities regulators. The Lamfalussy Report took a four -
tiered approach to regulatory reform:208 (1) framework princi-
ples would continue to be decided by normal EU legislative pro-
cedures; (2) the two new Committees would assist the Commi s-
sion in implementing the framework principles; (3) enhanced
cooperation and networking among EU securities regulators

202. Id. at 16.

203. Id.at 16-17.

204. Id. at 17-18.

205. LAMFALUSSY REPORT, supra note 199, at 189.
206. Id. at 9-15.

207. Id. at 13-14.

208. Id. at 19, 30-33.
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would lead to common implementing standards; and (4) the
European Commission would be prodded to engage in strength-
ened enforcement of community law.209 The Lamfalussy Report
also recommended a greater use of regulations rather than di-
rectives.210

Although the Lamfalussy Report was welcomed by the finan-
cial community, it was not so well received by the European
Parliament, which feared its co-equal legislative powers would
be undermined. After a delay of almost a year, however, the
European Parliament agreed to have a lesser say on secondary
securities legislation and the EU Securities Committee came
into existence2!! In addition, the Committee of European Secu-
rities Regulators (“CESR”) was constituted as a successor to the
Federation of European Securities Commissions (“FESCQO”).212

A report by the European Commission was issued in June
2002 at the half-way stage of the implementation timetable for
the Financial Services Action Plan.213 Although of the forty-two
original measures in the plan twenty-six have been completed,
important initiatives, such as updating the regular reporting
requirement for raising capital on an EU wide basis, amending
the ISD, and a directive on takeover bids, have not been
achieved 214 Regulation accomplished, however, one very impor-
tant achievement. As of 2005, all listed EU companies will be
required to report their financial results according to interna-
tional accounting standards.215

It remains to be seen whether harmonization of securities
laws and regulations and integration of the European capital
markets will be accomplished by way of the fast track proce-
dures recommended in the Lamfalussy Report. Also, it is diffi-

209. Id. at 19.

210. Id. at 26.

211. See generally Karel Lannoo & Mattias Levin, Securities Market Legis-
lative Procedures in the EU (CEPS) (on file with author). See also Commission
of the European Communities, Commission Decision Establishing the Euro-
pean Securities Committee, COM(2001)1493 final.

212. See Commission of the European Communities, Commission Decision
Establishing the Committee of European Securities Regulators,
COM(2001)1501 final. See also Corcoran & Hart, supra note 178, at 281-82.

213. European Commission, Financial Services: An Improving Climate —
But Quite Some Way to Go, COM(02)267 at 2, available at http://europa.eu.
int/comm/internal_market/en/finances/actionplan/index.htm.

214. Id. at 10.

215. Id. at 4.
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cult to predict how the current world wide stock market turmoil
will impact both U.S. and EU securities regulation. As the
Lamfalussy Report itself pointed out, a failure of its recom-
mended approach could lead to a treaty amendment creating a
single EU regulatory authority for financial services.216

IV. TAKEOVER REGULATION

A. Impasse in the U.S.

A conflict between federal and state interests with respect to
securities regulation arises when there is a tender offer to pur-
chase the shares of a target corporation. This collision of law
may also be described as a conflict between scurities law and
corporation law. In a tender offer for cash (or notes)217 the
shareholders of the target company are deprived of any going
forward interest in the profits of the target company; and their
rights as shareholders cease. If the tender offer is for securities
of the bidder, or results in a merger with the bidder, then the
shareholders of the target company become the shareholders of
a larger combined enterprise. In either event, the tender offer
1s an urgent, material transaction affecting the very existence of
the target company.218 Further, although shareholders gener-
ally benefit economically from a takeover because they enjoy a
premium for control, other corporate constituencies, particu-
larly management and labor, are likely to be disadvantaged by
a takeover219

In 1968, the U.S. Congress passed the Williams Act regulat-
ing takeovers, adding Sections 13(d) and 14(e) to the Exchange
Act.220 Although a stated purpose of the Williams Act was to
maintain neutrality between the bidder and target in a tender
offer contest,221 the statute was intended to protect inve stors

216. Thieffry, supra note 190, at 233.

217. In the U.S., takeovers generally are for cash; in the U.K., due to tax
implications, they are generally for notes. This difference leads to a conflict
between U.S. and U.K. law concerning takeovers. See Cross-Border Tender
Offers, Business Combinations and Rights Offerings, Securities Act Release
No. 33-7611, 63 Fed. Reg. 69,136, n.41 (Dec. 15, 1998)

218. See Basic, Inc. v. Levinson, 485 U.S. 224 (1988).

219. Bondholders may also be disadvantaged. See Metropolitan Life Ins.
Co. v. RJR Nabisco, Inc., 906 F.2d 884 (2d Cir. 1990).

220. See supra note 37.

221. See CTS Corp. v. Dynamics Corp. of America, 481 U.S. 69 (1987).
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confronted by a takeover bid. It accomplished this objective by
requiring certain disclosure by the bidder concerning a tender
offer and regulating the manner in which a tender offer is con-
ducted?22 Very generally, many commentators and the SEC
were persuaded that takeovers were not only good for share-
holders, but also that control contests were a check on man-
agement, which weeded out corporate leaders who were not ef-
fective 223

Managements threatened by hostile takeovers developed a
variety of defense mechanisms, including poison pills, selling
the crown jewels, staggered boards, control clauses, and golden
parachutes. These mechanisms were generally uheld under
state corporate law as appropriate unless a corporation was in
effect put up for sale by management.22¢ Efforts to invalidate
anti-takeover mechanisms through suits in the federal courts
under the Williams Act failed because the U.S. Supreme Court
viewed these defenses as matters of internal corporate man-
agement covered by state corporate law so long as full disclo-
sure was made22> Although the SEC was able to adopt rules
under the Williams Act to prohibit some of the defenses permit-
ted by state corporate law226 when the SEC attempted to out-
law the potent anti-takeover device of lesser voting shares for
public stockholders, the D.C. Circuit Court struck down the
SEC’s rule as being beyond its statutory authority.227

222. See Regulation of Takeovers and Security Holder Communications,
Securities Act Release No. 33-7760, 70 S.E.C. Docket 2229 (Oct. 22, 1999).

223. See, e.g., Lucian Arye Bebchuk & Allan Ferrell, A New Approach to
Takeover Law and Regulatory Competition, 87 VA. L. REv. 111, 159 (2001);
Lucian A. Bebchuk, The Case for Facilitating Tender Offers, 95 HARv. L. REV.
1028 (1982); William J. Carney, Shareholder Coordination Costs, Shark Repel-
lents, and Takeout Mergers: The Case Against Fiduciary Duties, A.B.F. RES. dJ.
341, 347-52 (1983); Frank Easterbrook & Daniel Fischel, The Proper Role for
a Target’s Management in Responding to a Tender Offer, 94 HaArv. L. REV.
1161 (1981), Roberta Romano, The Political Economy of Takeover Statutes, 73
VA L. REv. 111 (1987).

224. See Paramount Comm. Inc. v. Times Inc., 571 A.2d 1140 (Del. 1990);
Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985); Moran v.
Household Int’l. Inc., 500 A.2d 1346 (Del. 1985); Revlon Inc. v. MacAndrews &
Forbes Holdings Inc., 506 A.2d 173 (Del. 1986).

225. See Schreiber v. Burlington N. Inc., 472 U.S. 1 (1985); Santa Fe Indus.
Inc. v. Green, 430 U.S. 462 (1977).

226. See, e.g.,, All Holders and Best Price Rules, 17 C.F.R. § 240.14d-10
(1987) (upheld in Polaroid Corp. v. Disney, 862 F.2d 987 (3d Cir. 1988)).

227. Business Roundtable v. SEC, 905 F.2d 406 (D.C. Cir. 1990).
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In addition to the conflicts between the Williams Act and
state corporate law that were fought out in state and federal
courts, management and labor groups were able to persuade
state legislatures to pass anti-takeover statutes. Early statutes
either unduly delayed the takeover process or permitted state
blue-sky commissioners to conclude that takeovers were unfair.
Such a statute was struck down by the U.S. Supreme Court as
unconstitutional228 Later state statutes, which imposed delays
in the tender offer process, prohibited control share merger
transactions for a period of years, or endorsed the consideration
by corporate managers of non-shareholder constituencies in
control contests, were upheld by the federal courts.229

The refusal of the federal courts to invalidate most state anti-
takeover legislation, or to endorse SEC efforts to curb takeover
defenses, left the task of articulating how management should
behave in control contests to the state courts. Because a major-
ity of U.S. public corporations are incorporated in Delaware,
decisions by the Delaware state courts became determinative of
how the relevant law developed230 The only national standard
applicable to contests for corporate control other than the dis-
closure and specific procedural provisions of the Williams Act
are stock exchange listing standards, which have an ambiguous
legal footing. Although they originated in state contract laws,
they are SRO “rules” under the Exchange Act, subject to SEC
review and approval.23!

Most academics have criticized the impasse that developed
between federal and state law with regard to takeovers, believ-
ing that takeovers are important mechanisms for protecting
shareholders and disciplining corporate managers.232 But the
Main Street interests that question the wisdom of encouraging
hostile takeovers are probably at least as powerful as the Wall

228. Edgar v. Mite Corp., 457 U.S. 624 (1982).

229. See CTS Corp. v. Dynamics Corp. of America, 481 U.S. 69 (1987);
Amanda Acquisition Corp. v. Universal Foods Corp., 877 F.2d 496 (7th Cir.),
cert. denied, 493 U.S. 955 (1989). See Roberta S. Karmel, The Duty of Direc-
tors to Non-Shareholder Constituencies in Control Transactions, 256 WAKE
ForesT L. REV. 61, 66—70 (1990).

230. See Arthur R. Pinto, Corporate Governance: Monitoring the Board of
Directors in American Corporations, 46 AM. J. Comp. L. 317, 339 (1998).

231. See ABA, Market Structure Report, supra note 4, at 1516-27.

232. See Edward B. Rock, America’s Shifting Fascination with Comparative
Corporate Governance, 74 WASH. U. L.Q. 367, 375-78 (1996).
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Street interests favoring hostile takeovers. Therefore it is
unlikely that state anti-takeover statutes or state corporate law
giving corporate management considerable leeway in respond-
ing to takeover bids will be overturned, unless economic devel-
opments create a new consensus with respect to contests for
corporate control 233

B. Impasse in Europe

Like the U.S., the EU has thus far been unable to reconcile
the political and legal interests that clash in the takeover
arena. On July 4, 2001, a twelve year effort by the European
Commission to adopt an EU Takeover Directive failed by a tie
vote of 273-273 in the European Parliament.23¢ This was a seri-
ous set-back for economic liberalization and integration of the
European capital markets. The Takeover Directive was mired
in politics from its inception and its various iterations and final
defeat over the past decade illustrate the problems of develop-
ing a single European capital market.

In the U.K., management of corporations works primarily for
the benefit of shareholders; whereas, on the continent, man-
agement and directors owe equal loyalty to shareholder claims
and those of creditors and labor. This fact accounts for the key
differences in business environments for hostile takeovers in
the U.K. and on the continent, and resulted in impediments to
the adoption of the Takeover Directive23s Hostile takeovers are
common in London and are regulated by the Panel on Take-
overs and Mergers, a self-regulatory body that operates pursu-
ant to the City Code on Takeover and Mergers (“City Code”).
The two most important principles in the City Code are that the
shareholders of an offeree company must decide whether or not
an offer should succeed, and that all equity holders must be
treated equally. In addition, after an offer is communicated to
the board, or even when a board has reason to believe an offer is
imminent, the offeree board is prohibited from taking any ac-
tion without the approval of shareholders at a general meeting
“which could effectively result in any bona fide offer being frus-

233. See Pinto, supra note 230, at n.59.

234. See Pull up the Drawbridge, ECONOMIST, July 7, 2001, at 67.

235. See Ingrid Depser, Amended EC Proposal for a 13" Council Directive
on Company Law Concerning Takeovers and Other General Bids, 19 INT’L BUs.
Law. 483, 484 (1991).
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trated or in the shareholders being denied an opportunity to
decide on its merits.”236 The initial draft of the Thirteenth Di-
rective on Company Law, patterned after the City Code to some
extent, was concerned with the equal treatment of the parties
involved in takeovers and the transparency of corporate take-
overs while a takeover bid was in progress.237

Since capital formation depends upon equity capital in the
U.K. there is a constant monitoring of management perform-
ance, protection of minority shareholders, and efficient resource
allocation. In contrast, in Germany and in other continental
states, management is given a long-term mandate, and its first
duty is to the business and then to the employees and the com-
pany’s bankers. Further, in Germany there is stable and
knowledgeable business ownership with close ties to banks.
Given this difference, the British regarded takeovers as the ul-
timate discipline over bad management, whereas the Germans
considered hostile bids as inimical to the three ingredients of
their post-war success — management’s ability to take a long-
term view, harmonious labor relations, and the disciplinary
function of German banks. Accordingly, German law counte-
nanced numerous barriers to hostile takeovers.23¢ The Germans
and other continentals opposed the Thirteenth Directive, le-
cause they believed it adopted the pro-takeover underpinnings
of the U.K. system. The British also opposed it, because they
did not wish to see their self-regulatory system be replaced by a
statutory system.

However, the Commission insisted that there was a need to
facilitate the restructuring of European companies to meet in-
ternational competition, so an amended version of the Thir-
teenth Directive was put forth.239 By this time, takeover activ-
ity had increased somewhat and the need for shareholder pro-

236. PANEL ON TAKEOVER AND MERGERS, THE CiTY CODE ON TAKEOVERS AND
MERGERS AND THE RULES GOVERNING SUBSTANTIAL ACQUISITIONS OF SHARES 7
(3d ed. 1990).

237. Proposal for a Thirteenth Council Directive on Company Law Concern-
ing Takeover and Other General Bids, 1989 O.d. (C 64) 8. There was a provi-
sion for a mandatory bid once a threshold position of one-third of the voting
shares was acquired. Also, controlling target-company shareholders would
have been required to act in the interests of all shareholders by not frustrat-
ing the bid.

238. See Depser, supra note 235, at 484.

239. 1990 0.J. (C 240) 9.
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tection had become more apparent.240 The amended Thirteenth
Directive required each Member State to designate a supervi-
sory authority to put it into effect, a requirement that prewvi-
ously had been included in the EU Insider Trading Directive24!
There was also provision for mutual recognition.242 The
amended Thirteenth Directive fared no better, however, in
achieving acceptance and a consensus in favor of adopting it,
than the original proposed directive. In 1997, a new and
streamlined proposal for a takeover directive was put forward
by the Commission.243 This proposal took into account the sub-
sidiarity principle and left member states some latitude in de-
ciding how to achieve the goals of the directive. The directive
would have applied to a company’s securities traded on a regu-
lated market governed by the law of an EU member state.
Nevertheless, the general principles of the amended Thirteenth
Directive that would have been followed in national law were
unchanged 244

240. See Lois Moore, The EC’s Proposed Takeover Directives, N.Y. L.J., May
28,1991, at 1.

241. The supervisory authorities were then given the mandate to assure,
among other things, that holders of securities in the target company would be
treated equally; target company shareholders would have time and informa-
tion to reach an informed decision on the bid and the target company board
would not frustrate the bid. Mandatory bid provisions and mandated disclo-
sure in offering documents also were specified. See Amended Commission
Proposal for a Thirteenth Council Directive on Company law Concerning
Takeover and Other General Bids, art. 6, 1989 O.J. (C 240) 7, 15.

242. Seeid. art. 6(3).

243. See Amended Commission Proposal for a Thirteenth European Parlia-
ment and Council Directive on Company Law Concerning Takeover Bids, 1997
0.J. (C 378) 10.

244. The general principles were: (1) holders of securities in target compa-
nies who are in the same position must be treated equally; (2) the addressees
of a bid must have sufficient time and information to enable them to reach a
properly informed decision; (3) the board of an offeree company must act in
the interests of the company as a whole; (4) false markets must not be created
in the securities of companies involved in a bid; and (5) target companies must
not be hindered in the conduct of their business beyond a reasonable time.
See Amended Commission Proposal for a Thirteenth Council Directive, art. 5,
1997 O.J. (C 378) 15. Further, the establishment of national rules would have
been necessary in order to make public a decision to bid once the supervisory
authority and target company were notified and the bidder would have been
required to draft a disclosure document and submit it to the supervisory au-
thority. Id. art. 6, at 16-17. The Directive recognized that prompt a-
nouncement of an intention to launch a takeover bid reduces opportunities for
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The twice amended directive remained an anathema to the
British, who feared that, despite the recognition of the Takeover
Panel as a proper supervisory authority, it would change the
workings of the Panel by tangling its operations in endless legal
challenges.245 When the British finally agreed to support it, the
Directive kecame mired in a spat between Britain and Spain
over Gibraltar. In the meantime, pressure in Europe grew to
harmonize an array of takeover laws that had been adopted in
the major European economies and had provisions that differed
widely. Some were based on shareholder protection principles.
Others were more friendly to target managements by permit-
ting defense mechanisms.24 Then, in April 2001, just as the
Council and the European Parliament were on the verge of
reaching an agreement to reconcile their differences over the
Takeover Directive, Germany withdrew its support for the
measure because of its concerns that U.S. companies would
prey on German companies.24” Until this time, all fifteen EU
member states had agreed that company boards would be te-
quired to get shareholder approval before adopting poison pills,
but Germany wanted to water down this provision and let man-
agement decide on poison pills.248 It was pressure from German
companies, which, following the hostile takeover of Mannes-
mannrohren-Werke AG by Vodafone, feared takeovers of com-
panies such as Volkswagen, that ultimately defeated the Take-
over Directive in the European Parliament, where a tie vote
constitutes a veto, since a majority vote is required to approve a
directive.

insider trading. Id. art. 7, at 17. The target company board would have been
prohibited from taking action to affect the success of the bid after receiving
notification of the bid. Id. art. 8, at 17-18. Rules would have had to have
been published on withdrawal or nullity of bids, revision of bids, treatment of
competing bids, and disclosure of the outcome. Id. art. 9, at 18. Whether
mandatory bids would have been required at any point was left to the laws of
the Member States. Id. art. 10, at 18.

245. See More Talks on Defining Takeover Bids Directive, EUR. REP., Jan.
19, 1999, available at 1999 WL 8305668; Euro-Takeovers, FIN. TIMES, Jan. 14,
1997, at 17.

246. See Anita Raghavan & Thomas Kamm, Pressure Grows to Unify
Europe’s Takeover Laws, WALL ST. J., Dec. 13, 1999, at A28.

247. See EU Expects Corporate Takeover Directive To Pass Despite Loss of
German Backing, 33 Sec. Reg. & L. Rep. (BNA) No. 31, at 683 (May 7, 2001).

248. See Paul Meller, Europe Plan on Mergers Hits a Snag, N.Y. TIMES, May
3, 2001, at W1.
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This was not the end of the story, however. A week after the
defeat of the Takeover Directive, the German government ap-
proved a draft takeover law intended to provide options for tar-
get companies to defend against hostile takeovers, and stated
that it intended to continue pushing for an EU directive on
takeovers.240 After several drafts were presented, a new Ger-
man Takeover Act, offering legal rules generally in line with
international standards and providing for effective enforcement,
became effective on January 1, 2002.250 As a result, German
managements are now more limited in adopting defensive
measures to unwelcome takeovers, but they will continue to
have more latitude in erecting barriers to takeovers than man-
agements of U.K. companies.251

In addition, the Commission continued to push for an EU-
wide takeover regime. It acted on two fronts. First, it set up a
High Level Group of Company Law Experts (“High Level
Group”) to provide advice on issues related to pan-European
rules for takeover bids.252 Second, it successfully prosecuted a
case invalidating France’s golden share in Société National Elf-
Aquitaine253 These two developments have laid the foundation
for a new EU Takeover Directive which may eventually be
adopted.

The High Level Group determined that takeover bids are ba-
sically beneficial. It endorsed a level playing field for takeovers,
that is, takeover bids should be undertaken with a similar ex-
pectation of success across the EU, and shareholders should in
all member states have corresponding opportunities to tender
their shares25¢ The High Level Group set forth two principles
for achieving a level playing field. First, in the event of a take-

249. See Cabinet Adopts Draft Takeover Law Meant to Protect Target Com-
panies, 7TWorld Sec. L. Rep. (BNA) No. 31, at 5 (July 2001).

250. See Hans-Michael Giesen, The New German Public Takeover Law, 31
INT'L L. NEWS 1, 23 (2002).

251. Id. at 22.

252. See EUROPEAN COMMISSION, REPORT OF THE HIGH LEVEL GROUP OF
CoMPANY LAwW EXPERTISE ON ISSUES RELATED TO TAKEOVER BIDS (Jan. 10,
2002), available at http://europa.eu.int/comm/internal_market/en/company/
company/news/hlg01-2002.pdf. [hereinafter REPORT OF THE HIGH LEVEL
GRroup].

253. See Case C-483/99, Re Golden Shares: Commission v. French Republic,
2 C.M.L.R. 49 (2002).

254. See REPORT OF THE HIGH LEVEL GROUP, supra note 252, at 2, 18-20.
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over bid, the ultimate decision as to tendering shares to a bid-
der and for what price should rest with the shareholdersz255
Second, shareholders should normally carry control rights in
proportion to the risk their shares carry.256

The decision of the European Court of Justice, in Commission
v. French Republic25” meshed well with the Report of the High
Level Group. In this case, the Court invalidated a critical de-
fense mechanism used by European companies in France and
some other states that is commonly called a “golden share.”
Such a golden share gives the state the power to approve or dis-
approve any takeover. France argued that any restrictions on
the free movement of capital resulting from its golden share in
Elf-Aquitaine, a petroleum company, were justified under the
principles of necessity and proportionality, because an interrup-
tion of supplies of petroleum products could affect public secu-
rity.258 The Court disagreed, finding that the golden share was
a serious interference with the free movement of capital, went
beyond what was needed to prevent the disruption of petroleum
supplies, and was therefore in derogation of the EC Treaty 259
The decision is important because it suggests that other laws
preventing takeovers could be similarly invalidated by the
court.

The Report of the High Level Group discusses the absence of
a level playing field between the U.S. and the EU that would
have been created by the failed Thirteenth Directive or a new
directive drafted in accordance with the Report. With the adop-
tion of such a directive, European companies would be severely
restricted in putting up defenses against takeover bids, while
U.S. companies could use a number of devices to defend against

255. Id. at 20.

256. Id. at 21. To implement this principle, there were two important pro-
posals. First, after the announcement of a takeover bid, the board of the d-
feree company should only be able to take actions frustrating the bid with the
authorization of shareholders at a general meeting. Id. at 27. Second, a bid-
der who has acquired 75% or more of risk-bearing capital should be able to
break through any mechanisms held by the target to frustrate the exercise of
control by the bidder, including golden shares carrying special control rights
held by member states. Id. at 30—31.

257. Case C-483/99, Re Golden Shares: Commission v. French Republic, 2
C.M.L.R. 49 (2002).

258. Id. 1Y 27-30.

259. Id.q 51.
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a takeover bid260 The Report argues that there is no level play-
ing field within the U.S. because of differing state laws, and
that the general legal and capital market environment in the
U.S. differs widely from the European environment, especially
as to transparency and the pressure to enhance shareholder
value26t  Further, the High Level Group suggested that, in
adopting takeover legislation, the EU should consider what type
of regulation is needed to enhance the development of efficient,
integrated capital markets in the EU, rather than what advan-
tages such regulation might give to U.S. comp anies.262

V. THEORIES CONCERNING FEDERALISM

Not all of the overarching theories concerning the value of
federalism are relevant to financial regulation or securities
regulation in particular. For example, the enhancement of de-
mocratic values and the protection of individual liberties?63 are
only tangentially, if at all, related to the sometimes competing
interests of protecting investors, promoting capital formation,
and preventing systemic risk to the financial system, the latter
being the primary goals of securities regulation.26¢+ Although
federalism has strong defenders, even in the case of economic
regulation 265 others have argued that national regulation is a
better way of reaching public policy goals.266

260. REPORT OF THE HiGH LEVEL GROUP, supra note 252, at 40.

261. Id. at 40-41.

262. Id. at 42.

263. See, e.g., Akhil Reed Amar, Of Sovereignty and Federalism, 96 YALE
L.J. 1425 (1987); William J. Brennan, Jr., The Bill of Rights and the States:
The Revival of State Constitutions as Guardians of Individual Rights, 61
N.Y.U. L. REv. 535 (1986); William J. Brennan, Jr., State Constitutions and
the Protection of Individual Rights, 90 HARv. L. REV. 489 (1977); D. Bruce La
Pierre, Political Accountability in the National Political Process — The
Alternative to Judicial Review of Federalism Issues, 80 Nw. U. L. REv. 577
(1985); Deborah Jones Merritt, The Guarantee Clause and State Autonomy:
Federalism for a Third Century, 88 CoLUuM. L. REV. 1 (1988).

264. See SEC, Who We Are, What We Do, at http://www.sec.gov/about/
whatwedo.shtml (last visited Mar. 20, 2003). See also Heidi Mandanis Schoo-
ner, Regulating Risk Not Function, 66 U. CIN. L. REV. 441, 468 (1986).

265. See, e.g., Jonathan R. Macey, Displacing Delaware: Can the Feds Do a
Better Job Than the States in Regulating Takeovers?, 57 Bus. Law 1025
(2002); Roberta Romano, Empowering Investors: A Market Approach to Securi-
ties Regulation, 107 YALE L.J. 2359 (1998). See also A.C. Pritchard, Constitu-
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Much of the academic debate regarding the value of federal-
1sm in securities regulation focuses on competition among the
states for corporate charters, rather than ompetition among
federal regulators or between federal and state regulators. This
literature discusses whether the competition among the states
in the corporate law area leads to a race to the bottom, a race to
the top or an optimal level of regulation.26” Further, much of
this discussion concerns the specific issue of defenses erected by
target companies against hostile takeovers.268

When Congress was in the process of preempting state securi-
ties regulation in the NSMIA and the SLUSA, critics of the two
acts claimed they would diminish investor protection, whereas
their supporters argued that they would eliminate duplicative
and unnecessary regulation and therefore be efficient and effec-
tive269 Much of the rhetoric in discussions about the value of

tional Federalism, Individual Liberty, and the Securities Litigation Uniform
Standards Act of 1998, 78 WasH. U. L.Q. 435 (2002).

266. See, e.g., Lucian Arye Bebchuk, Federalism and the Corporation: The
Desirable Limits on State Competition in Corporate Law, 105 HARv. L. REV.
1435 (1992); Edward L. Rubin & Malcolm Feeley, Federalism: Some Notes on
a National Neurosis, 41 U.C.L.A. L. REv. 903 (1994).

267. This debate was initiated by William Cary, Federalism and the Corpo-
rate Law: Reflections Upon Delaware, 83 YALE L.J. 663 (1974), arguing that
the competition for corporate charters led to a race to the bottom respecting
legal standards. For a response to the effect that such competition leads to a
race to the top see Ralph K Winter, Jr., State Law, Shareholder Protection,
and the Theory of the Corporation, 6 J. LEGAL STUD. 251 (1977). See also
FrRANK H. EASTERBROOK AND DANIEL R. FISCHEL, THE ECONOMIC STRUCTURE OF
CORPORATE LAw 1-40 (1991); RoBERTA ROMANO, THE GENIUS OF AMERICAN
CORPORATE LAw 1-2 (1993).

268. For the most recent debate on these issues see Bebchuk & Ferrell, su-
pra note 223; Lucian Ayre Bebchuk & Allen Ferrell, On Takeover Law and
Regulatory Competition, 57 Bus. Law 1047 (2002); Stephen J. Choi and An-
drew T. Guzman, Choice and Federal Intervention in Corporate Law, 87 VA. L.
REV. 961 (2001); Macey, supra note 265; Robert H. Sitkoff, Corporate Political
Speech, Political Extortion, and the Competition for Corporate Charters, 69 U.
CHi. L. REv. 1103 (2002).

269. See Manning Gilbert Warren III, Reflections on Dual Regulation of
Securities: A Case for Reallocation of Regulatory Responsibilities, 78 WASH.
U.L.Q. 497 (2000); Manning Gilbert Warren III, Federalism and Investor Pro-
tection: Constitutional Restraints on Preemption of State Remedies For Securi-
ties Fraud, 60. Law & CONTEMP. PROB. 169 (1997). See also Rutheford B.
Campbell, The Insidious Remnants of State Rules Respecting Capital Forma-
tion, 78 WasH. U. L.Q. 407 (2000); David M. Levine & Adam C. Pritchard, The
Securities Litigation Uniform Standards Act of 1998: The Sun Sets on Califor-
nia’s Blue Sky Laws, 54 Bus. Law. 1, 51 (1998); Richard H. Walker, Evaluating
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state securities regulation deals with substantive issues of what
kind of regulation is appropriate, rather than whether the SEC
should be the sole regulator in a particular area or whether
there should be dual regulation by the SEC and the states. Dis-
cussions of regulatory competition between the SEC and other
federal regulators also have more to do with politics than prin-
ciple 270

Some regulatory competition can prevent an agency like the
SEC from making serious policy mistakes and give voice to in-
terest groups that are ignored by a single national agency due
to so-called “agency capture” by another interest group2 Nev-
ertheless, much state securities regulation over the years has
been duplicative, unnecessarily burdensome, and expensive for
the securities industry, without adding sufficient value in terms
of investor protection. Also, state securities regulation is un-
even from state to state and even from administration to al-
ministration within a particular state22 Further, regulatory
competition between national regulators frequently is an un-
seemly jurisdictional battle fueled by politics. Moreover, such

The Preemption Evidence: Have The Proponents Met Their Burden?, 60 LAW &
CONTEMP. PROBS. 237 (1977).

270. An independent commission recommended a single federal regulatory
agency for financial market regulation after the 1987 stock market crash. See
THE BRADY COMMISSION, REPORT OF THE PRESIDENTIAL TASK FORCE ON MARKET
MECHANISMS (1988). Similar recommendations were made with regard to
banking regulation during the Bush Administration. See Kenneth H. Bacon,
White House Alters Plan on Bank Laws, WALL ST. d., Feb. 5, 1991, at A3. But
Congressional oversight committees have never been enthusiastic about such
consolidation.

271. See John C. Coffee, Jr., Competition Versus Consolidation: The Signifi-
cance of Organizational Structure in Financial and Securities Regulation, 50
Bus. Law. 447, 454 (1995). See also Macey, supra note 265, at 1044-46.

272. In some states there are separate securities commissioners; in others
the securities commissioner may also be the banking and/or insurance com-
missioner. See North American Securities Administrators Association,
NASAA Member Representative List, at http://www.nasaa.org/nasaa/
abtnasaa/find_regulator.asp (last visited Nov. 14, 2002). The budgets of these
commissions vary widely. In New York the Martin Act was rarely enforced for
many years except to prosecute local scams. Spitzer, who is a Democrat in a
Republican administration and who may be interested in higher office, -
cided to use the Martin Act against prominent investment banking firms. See
Editorial, New York’s Bubble Boys, WALL ST. J., May 22, 2002, at A26; Edito-
rial, Spitzer’s Telecom Meltdown, W ALL ST. J., April 29, 2002, at A18.
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competition can lead to disrespect for the law, as one regulator
undermines the laws and regulations of another regulator 273
The theory that regulatory competition produces the most ef-
ficient regulatory structure is based on principles of economics
that fail to sufficiently take into account the psychological fac-
tors affecting investor confidence. Although the primary goal of
securities regulation is frequently articulated as investor pro-
tection, this understanding is too simplistic. Capital formation
1s at the heart of the capitalist system. The reason securities
regulation became a matter of federal concern is that there was
a need to increase investor confidence in order to generate capi-
tal formation in the 1930s. There was also a need to assure
against systemic collapses caused by excessive stock market
speculation leading to the bursting of the stock market bubble
in 1929 and the bankruptcy of numerous financial institutions.
State securities regulation and SRO regulation had proved in-
adequate in performing this task, which was national in scope.
A similar crisis of investor confidence exists today due to the
bursting of the technology stock market bubble and the corpo-
rate financial scandals of Enron Corp., Worldcom, and other
companies.?’4 The SEC reacted to this crisis by prosecuting
wrongdoers and proposing new regulations on a number of
fronts, ranging from a new regulatory system for the accounting
profession, certifications of financial statements by CEOs, to
certain restrictions on research analysts2’> Congress then at-
tempted to address this crisis by enacting the Sarbanes-Oxley

273. See Coffee, supra note 271, at 473 (1995). See also Int’l Bhd. of Team-
sters v. Daniel, 439 U.S. 551 (1979); Am. Bankers Ass’n. v. SEC, 804 F.2d 739
(D.C. Cir. 1986).

274. See Harold S. Bloomenthal, Financial Fraud and the New Face of Se-
curities Regulation — Part I, 24 Sec. & Fed. Corp. L. Rep. (West) 65 (July
2002); Albert A. DeStephano, Lecture On Corporate Securities & Financial
Law: Panel Discussion: Enron: What Went Wrong?, 8 FORDHAM J. CORP. & FIN.
L. 1(2002).

275. See Enactment of Broad Accounting, Corporate Governance Reform Act
Brings New Prohibitions, Requirements for Executives and Auditors, 34 Sec.
Reg. & L. Rep. (BNA) 1281, 1290-95 (Aug. 5, 2002). See also Michael Schroe-
der, Deals & Dealmakers: SEC Proposes Rules to Improve Disclosure by Public
Companies, WALL ST. J., May 1, 2002, at C5; Paul Beckett, SEC Order Forces
Executives To Swear by Their Numbers, WALL ST. J., July 5, 2002, at A1; Mi-
chael Schroeder, Audit-Rules Overhaul Is Proposed in Senate, WALL ST. J.,
May 9,2002, at C11.
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Act.26  The NASAA and the New York Attorney General tried
to address these problems by investigating and prosecuting
Merrill Lynch and other securities firms.277

The issue addressed by this Article is whether problems of
this magnitude should be solved by a national regulator, the
SEC, or a dual regulatory system of the SEC and state regula-
tors. Since the problems are national, and in some respects in-
ternational in scope, an effective national regulator seems more
appropriate than piecemeal state regulation. On the other
hand, aggressive state action, such as the New York Attorney
General’s action against Merrill Lynch, can highlight gaps and
problems with the federal regulatory scheme. But now that
Congress has dealt with this issue and ordered the SEC and
SROs to find regulatory solutions, should state regulation be
permitted to continue? Continued state regulation might prove
costly and may lead to conflicting regulations; if so, the benefits
to investors will be problematic. Hopefully, the SEC, the SROs,
and the state regulators will cooperate to produce a uniform
national standard for dealing with analysts’ conflicts.

VI. CONCLUSION

The allocation of regulatory responsibilities between federal
and state securities regulators has not always been logical or
even coherent, because it is affected by politics and economic
history. Even as this Article was being written, the traditional
lines between federal and state responsibility for overseeing the
conduct of public corporations was being changed in the U.S. by
the passage of the Sarbanes-Oxley Act, which federalized the
law governing corporate audit committees and yet left imple-
mentation of this legislation to SROs as well as to the SEC278
Similarly, implementation of the Financial Services Action Plan
was limiting the ability of member state regulators to maintain
national standards in the face of further harmonization of EU

276. See Sarbanes-Oxley Act of 2002, 107 Pub. L. No. 107-204, 116 Stat. 745
(codified as amended in scattered sections of 15 U.S.C.). See also Greg Hitt,
Bush Signs Sweeping Legislation Aimed at Curbing Corporate Fraud, W ALL
ST.d., July 31,2002, at A4.

277. See supra text accompanying notes 147—-53.

278. Sarbanes-Oxley Act of 2002 § 301.
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law27 Yet, in the wake of the financial fraud scandals roiling
the stock markets in the U.S. and Europe, both federal and
state securities regulators were endeavoring to assert their ju-
risdiction over wrongdoers. In short, the subject of this Article
1s current and fluid.

Although some long-term principles would appear to animate
legislators in their reactions to financial crisis, fixing an imme-
diate problem often compromises such principles. As a general
matter, in the U.S. regulation of financial institutions and
products has been given to federal regulators and the rules per-
taining to corporate governance have been left to the states.
Investor protection historically has been a matter of dual fed-
eral and state regulation. Yet, when Congress believed that
duplicative regulation and strike suits were impairing capital
formation, it enacted the NSMIA and then the SLUSA, imping-
ing upon both state securities and common laws.280 When Con-
gress believed that corporate law was not adequately protecting
investors from fraud, it impinged upon state corporate law
through the Williams Act and then the Sarbanes-Oxley Act.2s!

In Europe, there has been an overriding concern with the
need for economic integration and recognition that uniform fi-
nancial regulation can be a barrier to competition. Yet, despite
the importance of the single passport, host countries have thus
far been able to impose customer protection principles upon fi-
nancial institutions from other countries.2s2 Further, the prin-
ciple of subsidiarity has been utilized as a brake upon harmoni-
zation and integration. Impatience with the progress of finan-
cial market integration and a fear that the European capital
markets were not sufficiently competitive with U.S. capital
markets led to the Financial Services Action Plan and the Lam-
falussy Report — initiatives that evidenced regulatory competi-
tion on an international level 283

279. See United Kingdom Moves to Protect EC-Threatened Stock Listing
Regime, 34 Sec. Reg. & L. Rep. (BNA) No. 31, at 1309-10 (Aug. 5, 2002).

280. See supra notes 64—65.

281. See supra note 167.

282. See Gerard Hertig, Imperfect Mutual Recognition for EC Financial
Services, 14 INT'L REV. L. & ECoN. 177, 181 (1994).

283. See supra text accompanying notes 188—-199. See also Amir N. Licht,
Regulatory Arbitrage for Real, 38 VA. J. INT'L L. 563 (1998).
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As securities markets have become national and even inter-
national and significantly affect the national economic welfare
in the U.S. and the EU-wide markets in Europe, there has been
a trend toward federalizing securities regulation. This trend
probably will continue. Yet, when local investors and constitu-
ents are implicated, state regulators become active.2st Only
when dual regulation becomes unnecessarily costly or at odds
with federal regulation, is it likely to be supplanted by federal
regulation.

The availability of the Supremacy Clause under the U.S.
Constitution appears to provide a mechanism for dealing with
policy conflicts between federal and state law that is not avail-
able in Europe. The European Court of Justice has neverthe-
less managed to invalidate national law that is contrary to the
principles of the TEU 28 In both the U.S. and Europe, the po-
litical process whereby securities regulation is allocated be-
tween federal (or EU) and state authorities is extremely com-
plex and time consuming. This means that regulatory change
generally is incremental. Further, interest group pressure is a
factor not only with regard to the substance of regulation but
also whether regulation is imposed by federal, state, or SRO
administrators.

U.S. constitutional law and the TEU provide theoretical
frameworks for reconciling federal and state interests in securi-
ties regulation. Developments in the securities markets, includ-
ing corporate scandals, financial failures, and political compro-
mises explain how such theory is applied, sometimes logically
but often haphazardly. Although investor protection should be
the guiding principle for allocating regulatory responsibility, so
many complex factors go into promoting investor confidence
that it 1s difficult to determine whether the SEC (or an organ of
the EU) or state regulators should necessarily be the guardians
of investors. Prevention of systemic risk, for example, gives
federal securities regulators some responsibility for maintain-
ing the long-term financial health of the securities industry.
Further, promotion of capital formation is a federal goal that
underlies investor protection. Concern about the wability of
pension plans is another growing policy consideration in balanc-

284. See supra text accompanying notes 147-56.
285. See supra note 177.
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ing the interests of investors against those of business. State
regulators tend to view investors more as consumers than as
capitalists, but on the other hand have an interest in encourag-
ing businesses to incorporate and do business within their ju-
risdictions. These classic tensions between finance and indus-
try frequently translate into constitutional law tensions.

Regulatory competition exists between federal and state
agencies and courts, as well as between federal financial regula-
tors, and between regulators in different countries. This com-
petition frequently is fomented by affected business interests,
but can be reconciled through coordination and cooperation. In
order for competing regulatory interests to be reconciled, how-
ever, regulators must have the same vision of which investor
Interests require protection and how that protection should be
achieved.
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PROFESSOR KELLY: Professor Strauss.

PROFESSOR STRAUSS: Thanks very much. And I'm sure
with everyone else shares my appreciation for two such
thoughtful and extraordinarily rich and well informed papers.

If you listened carefully to the gracious introduction that I
got, you heard no particular evidence of acquaintance on my
part with the world of corporate law or financial regulation as
such. I'm an administrative lawyer. I've served in government
for a while, but on the health and safety side. And sitting here
in some way reminds me uncomfortably of the one time I taught
a private law course at Columbia, which was contracts. On the
first day of class I marked that they had, my students had
probably worked out that I was a public lawyer by experience,
but that really the basic moves and skills that we would be
practicing were common to all lawyering and maybe it would be
helpful to them to think of me as a football coach who this year
was also assigned to help the lacrosse team. This apparently
produced panic among my students and so far as I could tell
was the only thing I said during the semester that stuck in
their memory. Nonetheless, public lawyer, administrative law-
yer that I am, and this shapes the perspectives and reactions
that I bring to these two fine papers.

And maybe the place to start is with Eliot Spitzer, who has
recurred again and again during today’s talks. And perhaps it’s
possible to see this in a slightly different way by looking at
Merrill Lynch as an example of the supermarket, of the inte-
grated financial creation. That suffered, at least so it appeared
through the eyes of Eliot Spitzer, and I tend to see some merit
in it, suffered from some internal conflicts of interest that had
not been identified in the regulatory sphere. So maybe this is
emblematic of the problems presented to us by supermarkets,
but I wonder if it’s emblematic of the appropriateness of 1e-
sponse through a single super regulator, or whether in fact the
availability of an Eliot Spitzer or an SRO or a Securities and
Exchange Commission, a variety of possible avenues of response
to which the at least potentially mischievous participant in the
supermarket will need to be responsive, of which it will need to
be aware isn't a significant safeguard on the part of us, the folks
who are subject to their power and possible market manipula-
tion.
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Well, you’ll recognize in the comments a common feature of
American thinking about law and constitutional affairs which
sharply distinguishes us from our European colleagues, who
tend to look for single grand schemes that will bring all things
together beautifully in a coherent way. And we like to muddle.
And checks and balances, that’s an American theme and I sup-
pose it’s in some respect my response to the papers is to say,
well, these are on the whole a good thing.

I have four principal areas of response, interrelated. One of
them I can deal with very briefly, because Roberta [Karmel]
said it so well, is the adventitious nature of the American devel-
opments.

The second, the challenges and possibilities of what I'll call
cooperative federalism, but it extends past federalism to private
organizations like the SRO’s.

A third, and particularly important, I think, what I'll call the
limitations of expertise as a premise for regulation. That is, the
need to be concerned with the nature of the regulator. My col-
league Jack Coffee was not able to be with us today, but if you
looked at the original program you saw that he was going to
deliver a paper on the problem of agency capture. Well, the
problem of agency capture is a real problem, and if there’s only
one agency to capture it’s a much larger problem than it is if
there are twenty or thirty of them. That’s harder to do, albeit
that introduces as well some inefficiencies of a nature that’s
important to be aware of.

And finally, and related to that, the centrality of private in-
terests to effective regulation.

So the adventitious nature of American developments.
American politics simply aren’t organized to produce rational
design, a precision mechanism of government reflecting exqui-
site and comprehensive rationality. And it starts with the fact
that we don’t have parliamentary democracy in this country.
And so members of Congress are free to go off on their own and
not subject to the discipline of an executive who thinks he or
she knows what it is he wants.

It seems to me not to have been an accident that the creation
of the unitary system of regulation in Great Britain was at-
tended by a remarkable political change in that country, d-
though, Claire [Kelly], you didn’t address it in quite that way.
Here legislative action is rarely the result of thoughtful and
comprehensive drafting, like the civil codes of Europe, but it
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tends to be a spontaneous response to the perceived urgencies of
the moment, developments in the nature of the market to de-
velopments in its size and the number of its firms, to economic
crises, to particular outbreaks of unscrupulous or at least unac-
ceptably hazardous behavior. And the resulting crazy quilt of
institutions that can't be given a rational or scientific explana-
tion. Its parts grew out of the crises, needs and changes of pre-
vious times and they stay with us until new crises, needs and
changes cause us to adjust them.

And I noticed in this respect, that in talking about the possi-
bilities of a comprehensive regulator, there’s been this strange
possible participant that’s appeared and disappeared at various
times during the course of the day.

We've tended to talk about banking, insurance and securities.
Every now and then the CFTC and what it regulates has reared
its head and then it’s disappeared again. Commodities aren’t
on the general map that we’ve been talking about today, but I
thought we heard enough about commodities this morning, and
particularly about those things that people could pretend were
commodities, manipulate into regulation by commodities regu-
lators instead of securities regulators, to think that that too is a
necessary part of the theoretical structure.

Well, I have to say that, in a similar way, it seems to me that
Europe’s issues and institutions are and will be precisely the
product of becoming Europe, of having to accommodate to new
realities of markets and the information age. The old jealous-
1es, languages, preferences, legal systems, governmental styles,
and expectations and habits of Europe. And it’s a lot tougher,
with twenty languages and governments that have been in
place for two or three centuries or longer, than it has proved to
be — much bnger — than it has proved to be here, I would
suppose.

We've been talking about Europe and the United States, but I
suppose it’s also hard to imagine in a globalizing economy that
these developments are going to stop with Europe. As the na-
ture of markets and market participation change, law and insti-
tutions are going to follow, because they have to. And so tomor-
row this conference will be talking about some global regulator
of the securities markets.

But the institutions and professional alignhments and e xpecta-
tions will grow up around whatever arrangements we make, as
they have around the arrangements we've already made, and
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then became stuck. Not rational, necessarily, but not unwork-
able, either. And so we live with them until they're proved in-
adequate.

So the challenges and possibilities of cooperative federalism.
Europe, as I now understand it, faces the imperatives that
drove the expansion of our federal government’s activity during
the New Deal, when the Securities and Exchange Commission
was born. There is now a European economy. It didn’t used to
exist in the way in which it does today. It has needs that can't
be safely entrusted to individual states that might be too easily
tempted into efforts to favor their own citizens, that could pro-
duce a race to the bottom or, worse, war, economic or real. It
certainly has done that in the past, in the history of that conti-
nent.

So I think we have to expect European institutions to emerge.
But what will be the character of their political control in a
Europe that still lacks for itself genuine democracy? That’s an
issue that we haven't heard talked about really at all today, the
nature of the political controls over these institutions, either
within the nation or, perhaps more importantly, within Europe,
itself. How can we expect these institutions to interact with the
still empowered state institutions, each in this case acting un-
der unique conditions of language, political history and gov-
ernmental institution?

I think among the lessons of the American experience is that
ideas like subsidiarity, however powerful they may be intellec-
tually, will not inevitably constrain the growth of central insti-
tutions. Thomas Jefferson, in a corresponding situation long
ago characterized the reasoning possible under the equivalent
American principle as the house of cards, as house of cards rea-
son. You can just build on it until you get to the point of intel-
lectual collapse, I suppose.

As the economy of Europe becomes more and more interde-
pendent, what individual states can effectively accomplish, each
within the limits of its own jurisdiction, will become more and
more subject to rational question. And the destruction of such
arguments by experience was almost precisely the experience
that we had during the Great Depression of the 1930’s that
brought central federal regulation of the financial markets.

So then the thing to see, it seems to me, 1s that the federalist
argument doesn’t just produce regulation here or there, but one
has the SEC operating in cooperation with the SRO’s, with pri-
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vate regulators who must also in some respects cooperate with
state authorities in many federal regulatory programs — if not
the SEC, state regulators in turn operate under the supervision
of federal as well as state authorities. And that’s what we hear
about as being in the future of Europe, subject to the loss of
their powers, or some of them, if they don’t satisfy their federal
overseers that they are satisfactorily carrying out their respon-
sibilities.

Politically, I suppose, having national authorities carry out
European policies under supervision — one way to understand
the elegant charts of Professor Di Giorgio’s and Dr. Di Noia’s
paper is both politically and legally attractive. It appears to
retain national power and it subdues possible questions of legal-
ity and authority for the imposition of legal sanctions. But
when they’re thought to be national departures from the Euro-
pean norm, when the question is sanctions against those m-
tional authorities or perhaps the suspension of their responsi-
bilities in favor of direct European action, which are the things
that can happen in this federal system, then the difficulties in-
deed may be substantial. No one looking at the contortions that
our Supreme Court is now going through over the relations be-
tween the state and federal authority, even under a system as
long established and as firmly grounded as our own, could pos-
sibly think otherwise.

So then the limitations of expertise as a premise for regula-
tion. Both papers, again, and perhaps especially the Di Giorgio-
Di Noia paper, are written from a perspective of confidence in
what I might call virtuous objectified expert regulation. This is
the unseen quality of Professor Schooner’s superheroes this
morning. It was not just that they were men of steel or superb
detectives. It’s also that they were rigorously honest, and they
always acted on the public’s behalf. Do we have that kind of
confidence about all of our regulators all of the time? And what
mechanisms do we have in place to secure their honesty, their
responsibility, their political accountability?

It’s striking, in a way, that the agencies we’ve been talking
about at the federal level are all so-called independent regula-
tory commissions. That is to say, they’re at some remove from
the President, maybe a little vulnerable to the Congress. The
chairman of one of the IRC’s once remarked that being the chair
of an independent regulatory commission meant that you had to
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appear naked in front of the 535 members of the United States
Congress.

Maybe they’re a little bit vulnerable to the Congress, but
we've set them up with the idea that they ought to be outside
politics. No one has solved the constitutional question of how
we can have the Federal Reserve in relationship to the Consti-
tution that we have, given the extraordinary independence that
it’s had. We've been rather lucky. But what does the fact of
these, I'll say for the moment, three independent regulators —
the SEC, the CFTC and the Fed — suggest for the possibilities
of a committee of coordination?

We have a committee of coordination. It’s called the Presi-
dent, right? And what Congress has deliberately done for its
own reasons, which one can find explained in political history —
Alexander Hamilton argued rather strongly for this — we have
to separate the money supply from politics — is to put these
regulators at the farthest remove possible within the frame-
work of our constitutional structure from the committee of coor-
dination. And whatever that impulse is, shouldn’t we expect it
also to work and to trouble the possibilities of coordination in
this context?

Capture is seen as corruption or failure — and it sometimes
i1s — and not as the product of legislative choice — as it also
sometimes is — or political change — as it equally may be. The
general administrative law scholarship has at least moderated,
if it hasn’t entirely abandoned, its faith in expertise for visions
that attempt more room for politics as a desirable, honest, n-
evitable element of government. And we need to think about
how that can be achieved in these areas.

So a consequence, then, seems to me is to bring into promi-
nence questions about the transparency of regulatory decision-
making, about expansive participation in regulatory decision-
making, about political controls over its outcome, that so far
today I really haven't heard addressed. But it seems to me if
were engaging in discussions about institutional design, in
matters as important to us as the monetary supply or the sta-
bility of our financial markets, we ought to be thinking about it.
It’s particularly important in respect of policy making, rule
making, in the American jargon.

In the past, Europeans have been content to treat policy-
making simply as an output of parliamentary government and
not be very concerned about how it happened. It’s changing a
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little bit, and I should think gratifyingly. The American ap-
proach is very different. Particularly as policy-making moves
out of the hands of ministries who can be controlled by a vote of
no confidence in the parliament, it warrants a good deal of at-
tention.

If independent regulatory commissions offer no assurance of
pure expertise, one rule maker for all financial institutions
would diminish further the claim to expertise and raise further
the needs for mechanisms to assure consensus and transpar-
ency. So when we're thinking about how we want regulatory
regimes constructed, I think it behooves us to think rather ag-
gressively about the controls and politics that will gerate on
them and in them, not only in the first flush of enthusiasm for
their mission, but also over the longer term.

I mean, you may know the story of the creation of the first
American independent regulatory commission, the hterstate
Commerce Commission. The railroads were at first alarmed
because this had come about out of basically a populist upswell
in response to the inability of the states to control the price
gouging by the railroads. The Attorney General took the presi-
dent of some railroad aside and said, don’t worry about it.
You'll live with this for five or ten years and then it will be
yours. And he was, of course, right.

The failures of many agencies can, I think, be ascribed to the
absence of such thinking. The great American scholar, Louis
Jaffe, in a wonderfully titled piece he wrote near the end of his
long career, The Myth of the Ideal Administration, remarked on
his conviction that we get about as much regulation as our po-
litical leaders are convinced we're going to effectively demand.
Keeping the conditions of public awareness necessary for effec-
tive political demand is a challenging task. And I expect it will
be a particularly challenging task in Europe.

So, finally, the centrality of private interests, of the many
voices to effective regulation. Both papers do express a concern
with the problem of capture, which can be a problem. Yet, de-
pending on how we look at it, it might also be a strength, or
even a precondition.

One of the things about having any number of agencies is
that different participants in the regulatory framework may
tend to be served by different agencies among the groups that
are there. Certainly Professor Di Giorgio and Dr. Di Noia
might be right, that one risk of a single unitary regulator is that



File: PANELII Base Macro Final.doc Created on: 4/2/2003 7:17 PM Last Printed:4/28/2003 11:32 AM

558 BROOK. J. INT'L L. [Vol. 28:2

it might more easily succumb to the subversion of collusive rela-
tionships with the intended object. And regulatory competition
has the possible virtue of avoiding this problem at the cost of
the inefficiencies that Professor Jackson suggested this morn-
ing. But I do think it’s worth paying attention to all those
groups that are interested in the nature and extent of regula-
tion as well as the bureaucrats and politicians, themselves, and
acknowledging that they have different ends and views, that
they’re competing.

So among those that come to mind in respect of the regula-
tory schemes we've been talking about today are individual in-
vestors, institutional investors like pension funds, investment
professionals, like the folks at, I'll say Merrill Lynch, but they're
more than a brokerage house these days, banks, insurance
companies, entrenched corporate management — we haven't
heard so much talk about them, but they’re in many respects
the real objects of regulation, whether they're interested in -
curing capital or maintaining power — politicians, that is to
say, legislators and executive officials, members of the en-
trenched civil service, who have their own axes to grind and
their own strong sense of how their activities serve the public
interest.

And we might also think here about the implications of those
private recoveries and the defense fee. The defendants in those
cases have to pay their lawyers in order to keep the price as low
as $4 million. So it must be higher than that. The implication
of all of this for the regulated.

Real problems for rationalization. But it really is harder to
capture the SEC and Eliot Spitzer than it would be to capture
the SEC or Eliot Spitzer alone. So these are perhaps also ele-
ments of the complex systems by which we hope to keep scoun-
drels in their holes and public confidence in our financial mar-
kets high. Thanks a lot.

PROFESSOR KELLY: TI'd like to give the presenters a
chance to perhaps respond and then we have some time for
questions from the floor.

PROFESSOR DI GIORGIO: dJust a quick comment to the
very interesting points that you raised. Of course, yes, what
you said about the political control is what we call the account-
ability. You want to have independent but accountable agen-
cies, and this is an important problem that probably deserves
one or more p apers.
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It is already a big issue in the European Monetary Union, be-
cause ... we have delegated monetary policy to the European
Central Bank, which is a fantastic institution, technically well
equipped, and has all the instruments to reach its targets. But
the problem is that it also sets the targets. So usually you don’t
want to have a central bank which is politically completely in-
dependent, because inflation rate is a tax and in democracies
taxes are usually selected by the parliament.

So this is already a problem in Europe and we have to deal
with this problem also in the context of financial market regula-
tion.

PROFESSOR STRAUSS: It’s a tax only on creditors.

DR. Di NOIA: Another quick point. Also you raised the ques-
tion if we can trust — I mean, the . . . honesty of these regula-
tors. I hope — I'm coming from a regulator, so I think we can
trust them. Probably we cannot trust their ability to regulate
and to supervise. So the real problem is, at least for the Italian
institutions in this period in the last years, is that they really
are ... lacking expertise. And in a sense they are — many peo-
ple like me go away, go in the market. But there is not a tradi-
tion of the other way back.

So in a sense they’re not specializing enough. This morning it
was pointed out in order to supervise derivatives you need
really in financial innovation, you need people that really know
the market and specialized people. And probably this is what
the institution, even the European institutions, still lack. And
this is, I think one of the biggest problems.

PROFESSOR STRAUSS: Who will watch the watchers is in
some respect the defining question of American constitutional
law.

DR. Di NOIA: This is off the topic.

PROFESSOR DE GIORGIO: For this you should provide a
good mechanism to have incentives for good regulation. But
you cannot just trust the regulator. That I agree.

PROFESSOR KARMEL: I would say only that I think the is-
sue of accountability is indeed a very important issue. And it’s
probably because Americans don’t trust power, whether it’s in
the private sector or in government, that we have such a tre-
mendously chaotic system of regulation. Because I think there
1s a fear that if a single regulator gets too much power, that
power will be abused aad that there will be insufficient -
countability.
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And at the federal level, our system of accountability primar-
ily is Congressional oversight committees. And watching that
process over the course of much of my career, I would say it’s
not very inspiring. And it doesn’t give one a sense that it would
be a good idea to have too much power in a single agency that
has accountability only to some Congressional oversight com-
mittee.

PROFESSOR KELLY: I know it’s late in the day. We have
time, though, for a couple of questions from the floor.

QUESTION FROM AUDIENCE: I just want to make it clear
that Batman is a vigilante [laughter]. I actually had a question
for Professor Di Giorgio about your comments on the Bundes
Bank. I wonder if in Europe, in the Euro area countries —
those few countries where the bank supervisor is at the central
bank which is no longer central — whether that fact might be
an impediment to a working proposal. Are those banks going to
be reluctant to give up what little task — the one thing that
they still have is really a formal role in supervisory, since they
no longer make monetary policy. I'm just curious what you
think about that.

PROFESSOR Di GIORGIO: Of course they are wluctant.
And they also have another powerful instrument, which is the
European Central Bank General Council. The governing body,
1s made up of twelve national governors and six central ones.
And so the weight of the decision is in the periphery and not in
the center of the body.

Actually, there is a paper that before Carmine mentioned of
the European Central Bank, in which there is big support for
the important role of central banks in banking supervision, al-
though the trend in Europe is totally the opposite.

PROFESSOR STRAUSS: Is it possible to remark that that
scheme, like our Fed, I think, is institutionalized capture? That
1s to say, it is the banking business that is essentially in control
of the banking regulator.

QUESTION FROM AUDIENCE: This is for Professor Kar-
mel. Would you comment in terms of the federal/state dynamic
in the securities area that perhaps the state role is really one
maybe of accountability to the SEC. When you look through the
history, that the states brought the issue of the penny stocks
and the blank check line pools, and you had the 1990 Act, they
brought to the attention — and there were federal rules then
with respect to those, Rule 419.
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Then you had the states bring the issue of the microcap fraud
and federal rules on that. Online trading, day trading, and
even as late as Sarbanes-Oxley, we now have in federal law that
state enforcement actions, certain state enforcement actions
now become the statutory disqualification under the ’34 [Securi-
ties Exchange] Act for certain brokers and associated persons.

So I'm thinking in terms of not so much state and federal in
regulatory competition, in the sense of competing against each
other, but more or less an accountability, and when something
1s brought to the federal government’s attention through state
actions, whether they be studies done by the states or whether
they be actions by attorneys general such as Eliot Spitzer, that
the federal government then, for national problems, should ad-
dress it and then the states kind of recede. And that’s really
kind of our accountability.

PROFESSOR KARMEL: You could look at it that way.

I think another way to look at it is that it has something to do
with this problem of capture.

The SEC is focused on the markets and on the securities in-
dustry, on capital formation, and to some extent institutional
investors. Whereas the states think of securities regulation
more as consumer protection, that they’re more focused on pro-
tecting individual investors who believe they’ve been ripped off
by some fraud in the market.

So I think it’s in part this difference in focus that gets the
states very excited about some kinds of frauds that you wonder,
well, why didn’t the SEC ever focus on this. Because that’s not
what they’re looking at most of the time.

And, yes, you can look at it as an accountability, but I don’t
think the purpose of the states acting is really to make the SEC
more accountable. It’s to protect the residents within their
state that they feel need some protection.

QUESTION FROM AUDIENCE: In terms of this account-
ability concept, I know the French have a delict that sounds in
the Americanese as the failure of a supervisor, a public supervi-
sor to do its job.

I think the House of Iords has twice in recent years been
seized of the question of whether community law sets up such a
tort against the Bank of England. They said no, but it has re-
fused in a separate decision, summary judgment, what we call
summary judgment, when one makes out that the common law
should evolve to consider a tort of administrative neglect.
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Now, this, of course, would be startling news over here. But
does that have a controlling element in Europe? Is there such a
delict, tort, I have no idea of the Italian usage.

PROFESSOR FERRAN: In the U.K., at least, the FSA enjoys
immunity from claims for negligence, which I believe is sort of
common practice for banking regulators to have, and that’s been
extended to the FSA generally. But it doesn’t have immunity
from deliberate misfeasance. And that’s what the issue has
been in the cases you mentioned. It also doesn’t have immunity
for human rights violations, which is the European Convention
dimension. And it’s as yet unclear what exactly that will allow
in sort of challenges.

QUESTION FROM AUDIENCE: [Unintelligible]

PROFESSOR FERRAN: Exactly.

DR. Di NOIA: Formally, Italy, at least, for example,
CONSOB [Commissione Nazionale per le Societa e la Borsa],
but there is not a formal immunity. Some judges actually — I
mean, there are some cases not yet solved, and some people
tried to take CONSOB to court in cases of not having controlled
or supervised that well. But it’s not clear, and we are actually
curious, because there is no final decision in many of the cases,
because according to some people, when they sued CONSOB of
the administrative authority, and they want to pay a lot of
money.

On the other side, there’s an administrative authority, o
course, all the decisions of CONSOB go to the administrative
court there to separate decision. But of course they have no
direct input on, let’s say, private investors for the central bank.

And then also for the sanctions that are issued by CONSOB
or by the Bank of Italy against the, let’s say, banks or securities
firms, there is a sort of appeal. Formerly, the sanctions are
proposed by the bank or by CONSOB to the treasury. Then the
treasury issues a decree with a fine, let’s say. And you can also
go to appeal to court for that.

PROFESSOR KELLY: Any other questions?

Well, I think I'd like to take this opportunity to thank all of
our presenters today and our commentators. Also to thank our
hosts, the Center for the Study of International Business Law
and the Brooklyn Journal of International Law. In particular,
Professor Karmel and Professor Fanto for organizing this event.
Also Michelle Scotto and our symposium editor, Jessica Lubar-
sky, as well as the students of the Journal and the student fel-
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lows of the Center who worked here today. And we look forward
to seeing the papers and commentaries published in the Brook-
lyn Journal of International Law. Thank you.
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ASSET SECURITIZATION:
IS IT A RESOLUTION OPTION FOR
CHINA’S NON-PERFORMING LOANS?

I. INTRODUCTION

China’s banking industry has been straddled with a stagger-
ing number of non-performing loans (“NPLs”).! These bad loans
were extended by China’s state banks to inefficient state-owned
enterprises (“SOEs”), as well as failed real estate projects dur-
ing the time of economic overheating in the mid 1990s.2 In or-
der to overhaul its fragile banking system, the Chinese govern-
ment has taken a series of measures over the past decade to
clean up the balance sheets of four major state banks.? One
significant step was the creation of four Asset Management
Companies (“AMCs”) in 1999, which purchased at face value
about USD170 billion of NPLs from four major state banks with
the ultimate task of disposing of these assets4 To date, the
AMCs have recovered about a quarter of the transferred portfo-
lio through various techniques including loan resale, public auc-
tion, debt restructuring, and debt to equity swaps.> Recently,
with governmental support, the Chinese AMCs have also begun

1. The official NPL ratio at four major Chinese state banks was given in
1999 as 25% of the total loans outstanding. For several years, the government
denied the scale of the problem and dismissed unofficial estimates that put
the ratio at 40% or more of the total loans outstanding. See infra notes 35—39
and accompanying text. Nicholas Lardy, a China expert at the Brookings
Institution, however, recently estimated China’s NPLs to be USD500 billion,
or about 50% of the total. Casino Capital: China’s Enancial Markets Are
Wild and Often Less Than Wonderful, in THE WEAKEST LINK: A SURVEY OF
AsIAN FINANCE 10, 12 (supplement to Economist, Feb. 8, 2003) [hereinafter
Casino Capital].

2. See infra notes 40—47 and accompanying text.

3. See infra notes 60—63 and accompanying text.

4. See infra notes 65—71 and accompanying text.

5. See Casino Capital, supra note 1, at 12.
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to explore asset securitization as an alternative for the expedi-
tious and efficient resolution of NPLs under their charge$

Asset securitization’ refers to a specific form of financial
transaction in which an originator pools certain types of illiquid
assets (typically loans or receivables) and transfers them to a
special purpose vehicle (“SPV”).8 The SPV, in turn, issues secu-
rities (usually bonds, but can also be equities) collateralized or
backed by the transferred assets® The SPV pays investors of
these asset backed securities (“ABSs”) interest and principal out
of the cash flow arising from the underlying assets.10 Investors
then purchase the securities based on their evaluation of the
transferred assets’ risk, without concern with the originator’s
financial condition.1

Securitization is beneficial to originators through risk trans-
ferring. For corporations, securitization offers a new and poten-
tially cheaper form of financing.!? For financial institutions,
such as banks that hold large loan portfolio, securitization not
only provides alternative financing, but also allows them to ad-
dress regulatory requirements, such as capital adequacy and
lending limits.13 Therefore, a financial institution originator
may achieve a good match between assets and liabilities.14

6. Interview with Kaisheng Yang, Chairman, China Huarong Asset Man-
agement Corporation, in Beijing, China (Jan. 9, 2003) [hereinafter Interview
with Yang].

7. In this Note, asset securitization and securitization are used inter-
changeably. For a general discussion on securitization, see TAMAR FRANKEL,
SECURITIZATIONS : STRUCTURED FINANCING, FINANCIAL ASSET POOLS, AND ASSET-
BACKED SECURITIES (1991 & Supp. 1999); STEVEN L. SCHWARCZ, STRUCTURED
FINANCE: A GUIDE TO THE PRINCIPLES OF ASSET SECURITIZATION (3d ed. 2002)
[hereinafter SCHWARCZ STRUCTURED FINANCE]; THE SECURITIZATION OF
FinaNcIAL ASSETS (Jason H.P. Kravitt ed., 2d ed. 1996 & Supp. 1999); Chris-
topher W. Frost, Asset Securitization and Corporate Risk Allocation, 72
TuLANE L. REV. 101 (1997); Claire A. Hill, Securitization: A Low-Cost Sweet-
ener for Lemons, 74 WASH. U. L.Q. 1061 (1996); and Steven L. Schwarcz, The
Alchemy of Asset Securitization, 1 STAN. J.L. Bus. & FIN. 133 (1994) [hereinaf-
ter Schwarcz, Alchemy].

8. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-3.

9. Schwarcz, Alchemy, supra note 7, at 135.

10. Id.

11. Id.

12. IaN H. GIDDY, ASSET SECURITIZATION IN ASIA 2 (2000), available at
http://pages.stern.nyu.edu/~igiddy/ABS/absasia.pdf.

13. According to the Basel Committee on Banking Supervision, banks that
securitize assets are able to accomplish several objectives: (1) reduce regula-
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For investors, ABSs provide better yields than those on com-
parable corporate bonds and enable them to diversify their in-
vestment portfolios.!> In addition, the investors’ risk prefer-
ences may be accommodated through special deal structures.
Finally, since the ABS issues usually are large and have high
credit ratings as a result of credit enhancements, these securi-
ties tend to be liquid and may be actively traded in secondary
markets.1?

In a typical asset securitization transaction, the SPV issues
securities backed by “good” assets with a proven track record of
repayment streams.'’® During the period of 1989 to 1995, how-
ever, the Resolution Trust Corporation (“RTC”), a special
agency sponsored by the United States (“U.S.”) government,
successfully utilized the asset securitization to dispose of under-
and non-performing loans taken over from failed savings and
loan associations.!® The U.S. experience has since inspired
some Asian economies, such as Japan, Korea, and Taiwan, to
employ securitization as a method to dispose of their bad bank
loans.20

This Note argues that given the magnitude and urgency of
China’s NPL problem, the AMCs should explore all possible
resolution methods, including securitization, to prevent their
portfolios from rapidly decreasing in value like a melting ice
cream.2! The Chinese AMCs, however, may only be able to util-
1ze asset securitization to recover certain suitable NPLs, le-
cause there exist substantial obstacles to a large scale NPL se-

tory capital requirements; (2) obtain an additional source of funding, generally
at lower cost; (3) enhance financial ratios; (4) manage portfolio risk; (5) diver-
sify their portfolios. See BasSeL. ComMM. ON BANKING SUPERVISION,
CONSULTATIVE DOCUMENT: ASSET SECURITIZATION 1 (2001), available at http://
www.bis.org/publ/bcbsca06.pdf.

14. GIDDY, supra note 12, at 2.

15. Id.

16. Id. at 3—4.

17. Id. at 3.

18. See SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-2; see also
GIDDY, supra note 12, at 3.

19. Seeinfra notes 156—58 and accompanying text.

20. See discussion infra Part V.

21. Kaisheng Yang called the value decrease of NPL portfolio as ice cream
effect:” the bad loans are like “an ice cream you are holding in your hand,
which, if you hold it too long, will melt away.” Interview with Yang, supra
note 6.
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curitization program in China. The most prominent hindrances
include the peculiar nature of Chinese NPLs, the immaturity of
the capital markets, and the inadequacy of China’s existing le-
gal infrastructure.

Part II of this Note provides an overview of China’s banking
system and NPL problem. Part III then introduces the general
features of asset securitization along with a cost-benefit analy-
sis. Part IV examines the desirability and feasibility of dis-
tressed loan securitization, followed by a case study of the RTC
securitization program. Part V discusses the securitization de-
velopment in East Asia with some details on the Japanese and
Korean cases. Part VI considers the market conditions for NPL
securitization in China, identifying as securitizable certain
types of NPLs held by the Chinese AMCs. Part VII examines
China’s current legal and regulatory framework relevant to se-
curitization, and proposes for special legislation to facilitate
securitization development. Part VIII concludes by stressing
that China must further liberalize its capital markets and es-
tablish a transparent legal system in order to pave the way for
launching NPL securitization market.

II. CHINA’S NON-PERFORMING BANKING LOANS

This Part first provides an overview of China’s banking sys-
tem. It then discusses the seriousness of the NPL problem, as
well as its negative impact on the country’s financial stability
and economic growth. This Part ends with a review of the Chi-
nese government’s step to attack the NPL problem.

A. Evolution of China’s Banking Industry

China’s banking sector saw considerable institutional trans-
formation in the last two decades of the twentieth century.22
For a long time, China lacked a sophisticated banking system.
Until the early 1980s, the People’s Bank of China (“PBoC”) per-
formed the mixed functions of both a central and an operational
bank. In 1984, the PBoC’s operational business, consisting
mainly of short-term industrial and commercial credit as well
as related payments (i.e., granting loans for working capital),

22. For a comprehensive discussion on the evolution of China’s banking
system, see NICHOLAS LARDY, CHINA’S UNFINISHED ECONOMIC REVOLUTION ch. 3
(1998).
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were assigned to a newly established state bank, the Industrial
and Commercial Bank of China (“ICBC”). Accordingly, PBoC
started to perform solely the functions of the nation’s central
bank. 23 ICBC, along with the Agricultural Bank of China
(“ABC”), China Construction Bank (“CCB”), and the Bank of
China (“BOC”), operated through the late 1980s and 1990s as
the four major so called “specialized” state banks (hereinafter
“the big four”), dominating the country’s financial landscape. 24
During the 1990s, the Chinese government accelerated the
process of the banking system reform. The Central Banking
Law enacted in 1995 formally granted the PBoC the legal au-
thority to function as a central bank. Today, the PBoC holds
the role as the lead supervisor of China’s financial institu-
tions.?5 In addition, since 1994, the government began to trans-
form the big four into commercial entities. At the same time,
the prior division of their business scope along the client sector
line gradually diminished, allowing more competition among
the big four. Beginning in the mid 1980s, the government re-
laxed westrictions on the banking market entry, granting li-
censes to a number of new commercial banks and nonbank fi-
nancial institutions. Foreign banks were also permitted to es-
tablish their operations in China, but were subject to severe
restriction on both geographic and sectoral scope of domestic
currency business.26 Up to the year 2000, only 32 licenses were
granted t foreign banks to handle such business, all of which
are in Shanghai and Shenzhen?” An even smaller group of
them is allowed to borrow from and lend to local banks. When

23. Id. at 63-62.

24. Id. at 80.

25. A complex web of government authorities oversees the country’s bank-
ing activities. The regulatory framework can be generally broken down
among the PBoC, the Ministry of Finance (“MOF”), the China Securities
Regulatory Commission (“CSRC”), the State Administration of Foreign Fx-
change (“SAFE”), the Ministry of Foreign Trade and Economic Cooperation
(“MOFTEC”) and the State Economic and Trade Commission (“SETC”). Each
regulator, however, has individual preferences and objectives in its regulatory
duties. ERNST & YOUNG, AN OVERVIEW OF THE NON-PERFORMING ASSET MARKET
IN THE PEOPLE’S REPUBLIC OF CHINA 10 (2001) (on file with the author) [here-
inafter ERNST & YOUNG REPORT].

26. Karen Chan, Development in Banking Law 2000: Global Banking —
Asia/Pacific, 20 ANN. REV. BANKING L. 32, 42—43 [hereinafter Asian Banking
2000 Review].

27. Id. at 43.
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China acceded to the World Trade Organization (“WTQ”) in the
end of 2001, it committed itself to opening up its financial sector
to the outside world. Accordingly, after a five -year transitional
period, the Chinese government will eliminate both geographic
and customer limitations on foreign banks in conducting the
local currency business, and foreign banks will eventually enjoy
national treatment.28

Although the institutional landscape has become more com-
plex,?® the Chinese banking sector remains underdeve loped,
even when compared to other Asian markets. The banking sec-
tor’'s main clientele is the state sector. For example, state
banks extend most loans (about 80%) to state-owned enter-
prises, while the private sector receives less than 5% of total
lending.30 The services to their customers are limited to basic
deposit, lending, and transaction banking.3! Household deposi-
tors receive few financial services beyond maintaining their
savings accounts. In fact, basic retail banking services, such as
checking accounts for households, are rare, even in the largest
cities. Credit cards, home mortgages, and car loans are still in
their infancy stage. Meanwhile, other types of consumer credit
still do not exist.32

B.The NPL Problem

China’s effort to modernize its banking system has been bur-
dened by mountains of bad loans sitting on the books of major
state banks.33 Chinese scholars estimate that the proportion of

28. Id.

29. Currently, the structure of China’s banking system consists of 4 state
commercial banks, 3 policy banks, 10 national joint-stock commercial banks, 4
asset management corporations, about 88 city-based commercial banks, 3,240
urban credit cooperatives, more than 41,500 rural credit cooperatives, and
approximately 162 foreign banks that maintained branches or representative
offices. ERNST & YOUNG REPORT, supra note 25, at 8.

30. The Long March to Reform China’s State Firms, ECONOMIST, Sept. 30,
2000, available at 2000 WL 8143861.

31. Stephen M. Harner, China Watch: Beijing Blocks the Banks, ASIAN
WALL ST. J., July 20, 2000, at J10, available at 2000 WL 23745833.

32. LARDY, supra note 22, at 82—83.

33. For a thorough discussion of China’s NPL problem, see Jianbo Lou,
China’s Bank Non-Performing Loan Problem: Seriousness and Causes, 34
INT'L LAw. 1147 (2000).
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NPLs34 to overall bank assets has ranged from 10—40%.5 In
1999, the governor of PBoC, Dai Xianglong, officially recognized
that the ratio of NPLs to total outstanding loans at the big four
was 25%.36 The Bank for International Settlements, in a 2002
report, estimated the NPLs accumulated by China’s big four to
be 42% of the total3” This figure is comparable to the highest
levels of 40% to 60% for South Korea and Indonesia during the
height of the 1997-98 financial crisis.38 In 2001, Standard &
Poor’s (“S&P”), a credit rating agency, estimated that it would
take about USD540 billion, half of China’s annual GDP, to
properly recapitalize the big four39

Although an in-depth discussion of the causes of China’s NPL
problem is beyond the scope of this Note, a brief summary is
helpful. Historically, the NPL problem roots from the prior re-
gime of command economy. For decades during the pre-reform
era, state banks served as mere conduits for the quasi-fiscal
operations of government institutions, extending easy credit to
loss-making SOEs, providing subsidy loans for agricultural pro-
curement programs, and financing a variety of public invest-
ment projects according to the needs of state planning.40

Banking reform did not prevent NPLs from snowballing.
While struggling to establish themselves as truly autonomous
entities, the state banks were only to find the impossibility of

34. The identification of NPLs referred to here is made under China’s old
three tier loan classification system. The total figure of NPLs includes loans
that were overdue for less than one year and might be recovered. The main
body of the portfolio, however, consists of doubtful and bad loans that would
have to be written off. Since 1998, a new five level system, more in line with
the international standard, has started to be implemented in the industry.
See id. at 1192 n.4.

35. Id.at 1147.

36. See id. See also Peter Montagnon and James Harding, Chinese Cen-
tral-Bank Governor To Reduce Bad Debt, FIN. TIMES, Sept. 13, 1999, available
at 1999 WL 21147750.

37. GuoNaAN MA & BeEN S.C. Fung, CHINA'S ASSET MANAGEMENT
CORPORATIONS 2 (Bank for International Settlements, Working Paper No. 115,
Aug. 2002), available at http://www.bis.org/publ/work115.pdf [hereinafter BIS
WORKING PAPER}.

38. Id. See also, Review and Outlook: the Care and Feeding of China’s
Banks, AsiAN WALL ST. J., Oct. 7, 2002, at All, available at 2002 WL
23018599 [hereinafter Review and Outlook].

39. Id.

40. Fred Hu, Sense of Urgency, A Race Against Time, ASIAN WALL ST., Feb.
11, 2002, at J8, available at 2002 WL 3344150 [hereinafter Sense of Urgency].
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allocating credit purely based on commercial considerations.4!
They continue to face strong, although perhaps less outright, 42
political pressure to rescue the financially deteriorating SOEs.43
Furthermore, the banks’ problem of lax internal credit risk con-
trol persists,# even though most banks have begun to pay more
attention to the borrowers’ repayment capability and loan col-
lateral’s quality. The lack of effective internal control and ex-
ternal oversight, coupled with the difficulty of obtaining reliable
financial information on the SOE borrowers, seriously con-
strained the ability of state banks to prudently assess credit
risk, resulting in the declining of their loan quality.*5

In addition to the soft loans made to the loss producing state
owned factories, NPLs also include failed commercial real es-
tate loans. In the mid 1990s, a time of economic overheating,
many Chinese banks lent excessively to commercial real estate
development projects, mainly in Shanghai, Beijing and some
other coastal cities46 A considerable portion of such loans be-
came nonperforming when the overbuilding resulted in a mar-
ket collapse. 47

The NPL problem has a serious negative impact upon both
China’s banking reform and its overall economic growth. First,
the mounting NPL portfolios on the big four’s balance sheets
stand as a formidable obstacle to their true commercialization.
The huge amount of bad loans in fact contributed to the big
four’s profitability decline, undermining their competitiveness.
48 Significantly, the staggering figure of NPLs has already

41. Id.

42. In 1998, the PBoC terminated the long-standing credit ceiling system.
See Dai Xianglong, Wei Jianli Xiandai Jinrong Tixi, Jinrong Zhidu he Liang-
hao de Jinrong Chixu er Nuli [The Objectives of a New Round of Financial
Reform and Development], 2 ZHONGGUO JINRONG [CHINA FIN.] 6 (1998).

43. See Sense of Urgency, supra note 40 (pointing out that the fundamental
cause of the NPL problem lies in the deteriorating performance and loss mak-
ing of many SOEs, the state banks’ main clientele). See generally LARDY, su-
pranote 22, Ch. 2.

44. Sense of Urgency, supra note 40.

45. Id.

46. See LARDY, supra note 22, at 195-97.

47. Seeid.

48. The average profit margin of the big four during the period from 1995
to 1997 was only 0.26% and showed a decreasing tendency. In contrast, the
profitability of the ten new commercial banks during the same period was
1.70% and showed an increasing tendency. One of the reasons that these
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made the big four technically insolvent.#* Liquidity, however, is
currently not a problem facing China’s state banks. Two rea-
sons explain this coexistence of technical insolvency and high
liquidity in the banking sector: (1) high domestic household sav-
ings,5° and (2) limited investment outlets in the underdeveloped
domestic capital markets5t The big four are kept afloat mainly
on governmental support and the public’s confidence in state
banks.52 Given the weight the big four carry in the entire bank-
ing system/j3 any wavering of public depositors’ faith could
cause a major bank failure, and the resultant systemic financial
debacle would lead China into turmoil .54

The NPL problem also stymies China’s real economy. On the
microeconomic level, the accumulation of NPLs on banks’ bal-
ance sheet distorts the ncentives for both banks and SOEs.
The so-called “adverse selection” influencing banking lending
decisions?® fostered the SOEs’ excessive reliance on state banks,
diminishing their willingness and capability to adjust produc-
tion in response to market signals.?6 From a macroeconomics

newcomers outperformed the big four is that they had a very low NPL level.

It is estimated that the emerging commercial banks have NPLs accounting for
only 2.3% of their outstanding loans. See Lou, supra note 33, at 1148, nn.14—
15.

49. See LARDY, supra note 22, at 119.

50. See Lou, supra note 33, at 1159-62. In 1997, bank deposits and sav-
ings accounted for more than 80% of all household financial assets, securities
only accounted for approximately 10%, and cash and other assets less than
10%. See Statistics Department of the PBoC, An Analysis of the Direct H-
nance of Chinese Enterprises, 9 CHINA FIN. (Beijing) 24 (1998).

51. See Lou, supra note 33, at 1159-62.

52. Commentators have observed that China’s low national debt, high sav-
ings rate, and reform momentum have so far forestalled a disastrous crisis of
confidence in the banking system. See, e.g., Hugo Restall, Examining Asia:
Selling Debt, Restarting Reform, ASIAN WALL ST. J., Dec. 19, 2001, at J11,
available at 2001 WL 29659268.

53. As of 1998, the big four held 68% of the nation’s deposits, 77% of all
loans, and 75% of total banking assets, and employed 66% of those working in
the banking sector. See Lou, supra note 33, at n.23.

54. See LARDY, supra note 22, at 201-02.

55. See Lou, supra note 33 at 1151-52

56. The “adverse selection” refers to the distortion in the process of loan
decision making. Because of the heavy exposure of state banks to SOE bor-
rowers and the large amount of NPLs in proportion to the bank capital, the
bank managers, in fear of the banks’ own failure, were forced to extend new
workout loans to the ailing SOEs enabling them to service the existing out-
standing debts. The managers of highly leveraged SOEs, on the other hand,
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perspective, the soundness of China’s financial sector has a ma-
jor influence on the health of the overall economy. 57 China has
a bank-centric financial system, where banks play a key role of
channeling funds from households to industry and commerce.
The banks’ share of financial intermediation is dmost nine-
tenths, a ratio exceeding that of almost all other Asian econo-
mies.’8 Any contraction of bank credit therefore could signifi-
cantly affect China’s real economic growth. Some economists,
for example, believe that the 1998 economic slowdown in China
was partially due to the banking sector stress caused by the
cautiousness of banks in their lending in response to the alarm
of the Asian financial crisis.?®

C. Steps to Resolve the NPL Problem

In the mid-1990s, the Chinese government began taking
steps aimed at reversing the deterioration of state banks loan
assets. It recognized that one reason for the existence of nonre-
coverable loans was government pressure on state banks to
make loans to politically important SOEs without giving regard
to their repayment capability. As a result, the government set
up three policy banks in 1994 to take over the pure policy lend-
ing function from the big four$® The government hoped that
after creating these new policy banks, the big four would be run
along more commercial lines. Subsequently, the 1997-1998
financial crisis that afflicted many of China’s East Asian
neighbors awakened the Chinese leaders to the dangers that a
fragile banking sector could pose to the country’s financial secu-
rity and economic developments$t Although China averted a
crisis largely due to its financial insulation? the government
realized the urgent need to take sweeping measures in order to
avert a systemic financial debacle. A significant step was taken

had no incentive to scrutinize their projects or to promote the firms’ profitabil-
ity, because they knew that banks have no choice but to keep lending. Id.

57. Id. at n.33 (citing literature discussing a significant correlation be-
tween financial development and growth in China and other countries).

58. See LARDY, supra note 22, at 16.

59. See Lou, supra note 33, at 1153.

60. See Review and Outlook, supra note 38.

61. In late 1997, a top-level national financial conference was held in Bei-
jing in response to the rapidly unfolding Asian financial crisis. See Sense of
Urgency, supra note 40.

62. See LARDY, supra note 22, at 197-98.



File: CAO Base Macro Final.doc Created on: 3/24/2003 7:12PM Last Printed:4/28/2003 11:27 AM

2003] ASSET SECURITIZATION FOR CHINA 575

in 1998, when the Ministry of Finance (MOF”) issued RMB270
billion (USD33 billion) of bank restructuring bonds to recapital-
ize the big four, boosting their capital adequacy ratios to the
internationally accepted level of 8% .63

However, with little change in the incentive structure at both
the state banks and the SOEs, bank loan quality continued to
decline and the big four’s capital once again evaporateds* Con-
sequently, the top priority of China’s financial reform agenda
was to promptly resolve the NPL problem. In 1999, the Chinese
government created four asset management corporations (one
for each of the big four),55 taking a page from the U.S. experi-
ence a decade earlier after the savings and loans crisis.f¢6 The
AMCs purchased at book value from the big four at total of
RMB1.3 trillion (USD169 billion) NPLs extended before the end
of 1995.67 To finance this purchase, MOF issued RMB10 billion
(USD1.2 billion) of 10-year bonds for each of the four AMCs,
and PBoC also provided cash credit.68 This massive transfer of
NPLs from the big four’s balance sheets to that of the AMCs
effectively provided a second round of recapitalization for the
big four.s9

63. See Review and Outlook, supra note 38. See also, Jun Ma, Financial
Liberalization: Slow and Steady, 28 CHINA Bus. REv. 1216 (May 1, 2001),
available at 2001 WL 13260974.

64. See Review and Outlook, supra note 38.

65. These AMCs are Huarong Asset Management Company for ICBC,
China Xinda Asset Management Company for CCB, China Great Wall Asset
Management Company for ABC, and China Orient Asset Management Com-
pany for BOC. See BIS WORKING PAPER, supra note 37, at 1.

66. China modeled its AMCs along the lines of the Resolution Trust Corpo-
ration (RTC) created in 1989 by the United States government. See supra
note 157 and accompanying text.

67. Id.

68. Id. at 4.

69. The final cost to the Chinese government of the eventual write-offs plus
the interest payments on the bonds could easily reach RMB 1 trillion
(USD121 billion). Fitch IBCA, in their 2000 Sovereign Debt Rating Report,
estimated that the worst-case scenario based on systemic NPLs of 40% and a
30% recovery rate would suggest a one-off charge equal to 20-25% of 1999
GDP. This scenario would raise the public debt-to-GDP ratio to 40-50%,
roughly on par with Thailand, while higher interest payments could widen the
budget deficient by an estimated 1-2% of GDP. Such a huge burden, which
may still be substantially understated, would without doubt considerably
strain the government’s fiscal resources, even though the majority of the costs
will not need to be realized until the AMC bonds are redeemed at maturity in
10 years. ERNST & YOUNG REPORT, supra note 25, at 18.
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The Financial Asset Management Company Regulation
(“AMC Regulation”) promulgated in November 2000 by the
State Council, the executive branch of the central government,
subjects the AMCs to the concurrent supervision of the PBoC,
MOF, and the China Securities Regulatory Commission
(“CSRC”). 10 The AMC Regulation delegates the AMCs with an
ultimate task of recovering the transferred bad loans to the
fullest extent.”

Major disposition options granted by the government to the
AMCs include debt-to-equity swaps (‘DESs”), loan resale, and
debt restructuring.”? Besides domestic sales, DESs have been
one of the most significant actions taken by the AMCs to resolve
bad loans. By the end of 2000, the four AMCs purchased
RMB1, 488 billion (USD483.8 billion) of NPLs and completed
587 swaps.”™ DES deals completed by the AMCs, however, have
received much criticism.” The DESs were conducted based on
the assumption that relieving the SOEs from the burden of debt
servicing would improve their financial positions because many
of them were highly overleveraged It was hoped that through
swaps the SOEs could eventually make public equity offerings
to pay back the creditors turned shareholders, the AMCs, with
their newly raised capitals. While this strategy may be effec-
tive in cases where the companies were financially distressed
but potentially viable, there is a real danger that in many other
cases the debt embedded SOEs may turn the DESs into a shell
game of debt forgiveness.’® Experts have pointed out that a
change in SOE capital structure would not by itself improve the

70. Financial Asset Management Company Regulation, art. 4 (Nov. 20,
2000), available at http://www.chamc.com.cn/English/index.asp.

71. Id. art. 3.

72. Id. art. 10.

73. Huarong has bought RMB505.6 billions (USD61.1 billion) NPLs, and
completed 333 debt-for-equity swaps, Xinda RMB370 billion (USD44.7 bil-
lion), 168 swaps, Orient RMB266.5 billion (USD32.2 billion), 65 swaps, and
Great Wall RMB345.8 billion (USD41.8 billion), 21 swaps. Nicholas Howson,
The AMCs’ Debt-for-equity Swaps: Opportunity for Foreign Capital?, 28 CHINA
Bus. REV. 56 (2001).

74. See, e.g., id; Review and Outlook, supra note 38; Fred Hu, China’s
Banking Rform: Pitfalls Ahead, AsiaAN WALL ST. J., Nov. 24, 1999, at J8,
available at 1999WL-WSJA 30190857 [hereinafter Pitfalls Ahead].

75. The SOE average debt-to equity ratio is estimated to be in excess of
400% by some measures. Seeid.

76. Id.
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managers’ behavior or put the ailing companies on sound foot-
ing. Given the lack of meaningful means for the AMCs to en-
force their shareholder rights, delinquent SOE borrowers have
a strong incentive to abuse DESs to evade debts, further con-
taminating the already weak credit culture in China’s state sec-
tor economy.?”?

The AMCs have also used portfolio sale to recover NPLs. Un-
til recently, the AMCs made only a few sale transactions to do-
mestic buyers.’s Late in 2001, Huarong Asset Management
Corporation (“Huarong”), the largest of the four AMCs in China,
nailed down a landmark auction sale with two groups of major
international investment banks.” This first international NPL
sale in the countrys® was hailed by financial analysts as “a
breakthrough for the management of distressed assets in
China.”1 A year later, near the end of 2002, Huarong finally
won approval of the deal by China’s relevant financial authori-
ties, including the PBoC, MOF and MOFTEC.#2 The foreign

77. 1d.

78. ERNST AND YOUNG REPORT, supra note 25, at 18.

79. The AMCs purchased NPLs from the big four at the loans’ face value,
perhaps reflecting the Chinese government’s hesitation to recognize the low
recoverability of the NPLs. Outside observers pointed out that this no dis-
count transfer cast a serious cloud over the valuation of any further asset
transfer by the AMCs to investors, because few buyers would purchase the
NPLs at anything close to the face value, with no discount given the assets’
real value. Edward S. Steinfeld, Free Lunch or Last Supper? China’s Debt-
Equity Swaps In Context, 27 CHINA BUs. REv. 2227 (2000).

80. China Completes Initial NPL Sale, Bus. WORLD, Dec. 13, 2001, avail-
able at LEXIS News.

81. James Kynge, Consortium Agrees Deal Over Chinese NPLs, FIN. TIMES,
Nov. 30, 2001, at 31, available at LEXIS News.

82. Foreign Capital Allowed To Handle Non-Performing Assets in China,

AsiA PULSE, Dec. 3, 2003, available at LEXIS News [hereinafter Foreign Capi-
tal Allowed].
With the green light from regulators, two joint ventures are planned to be
launched in economic development zones in Beijing or Shanghai. The First
United AMC, founded by Huarong and a Morgan Stanley-led investment
banking group will be responsible for resolving four packages of NPLs
amounting to RMB10.8 billion (or USD1.30 billion), which covers problem
loans in 254 companies in 18 provinces. The Rongsheng AMC will be
launched by Huarong and Goldman Sachs and in charge of a package of
RMB1.97 billion NPLs (or USD238.2 million) made to 44 enterprises in 13
provinces. Huarong AMC Teams With Foreign Giants to Dispose of NPLs,
Bus. DaiLy UpDATE, Dec. 10, 2002, available at LEXIS News [hereinafter
Teams with Foreign Giants).
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partners, 83 who paid nine cents on the dollar to Huarong,?+ are
able to take controlling stakes.s5 According to a profit sharing
plan, the income received by the partners from the follow-up
disposals will differ at various stages. If recovery goes ex-
tremely well, Huarong could recoup as high as 21% of the port-
folio’s face valuesé Significantly, this deal tested the Chinese
government’s willingness to comply with the international
valuation practice, as there was a longtime concern within the
government that selling NPLs at a large discount to foreigners
amounted to stripping state assets’? The official approval of
this transaction evidenced that “pragmatism on pricing the
debts ha[d] won the day.”s8 As outside observers hoped, with
more international exposure, China’s NPL market would le-
come better regulated and more transparent.s® In addition, in-
coming foreign participants would also bring to China their
proven techniques of distressed debt resolution, such as asset
securitization discussed below.

III. OVERVIEW OF ASSET SECURITIZATION

Subpart A reviews the background of asset securitization.
Subpart B then compares the benefits of securitization with its
costs.

A. Background of Securitization

Securitization is a financial innovation that transforms illig-
uid income-generating assets into securities with a second mar-

83. Four of the five blocks of NPLs were bought by a consortium including
Morgan Stanley, Lehman Brothers, Salomon Smith Barney and KTH Invest-
ments, Goldman Sachs bid for another block. Id.

84. Id.

85. Id.

86. See Restall, supra note 52. In line with international practice, two
disposal service firms will also be established to deal with the NPL disposal on
behalf of the two joint ventures. The business scope of the two ventures in-
cludes NPL management, transfer, exchange, sale and restructuring, as well
as debt collection, but no DESs, or direct investment services and other finan-
cial services, such as lending or deposits and settlement, are permitted.
Teams with Foreign Giants, supra note 82.

87. Kynge, supra note 81.

88. Restall, surpra note 52.

89. Foreign Capital Allowed, supra note 82.
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ket.20 In a typical securitization transaction, an originator com-
pany effects a “true sale” of its rights in receivables or other
financial assets to a special purpose vehicle, which then issues
securities backed by the transferred assets?! Investors in the
capital markets then purchase these securities at prices based
on the ABSs’ credit rating.92 The SPV uses the ABS issuance
proceeds to pay for the financial assets.?? Sometimes mecha-
nisms of credit enhancement such as letters of credit, third
party guarantees, or over-colleteralization are employed to pro-
vide investors with additional protections against the risk of
default payment.?¢ In many cases, the originator also acts as
servicer for the underlying assets, given its collecting exper-
tise.9

Securitization first appeared in the 1970s, when the U.S. gov-
ernment took the initiative to develop a secondary market for
residential mortgage loans.% Over the next three decades, the
scope of securitization greatly expanded to encompass a wide
range of assets, including student loans, credit card loans,
automobile loans, airplane leases, commercial and recreational
equipment leases and loans, health care receivables, music roy-
alty receivables, and non-performing loans.9? According to the
U.S. Securities and Exchange Commission, securitization has

90. Joseph Shenker & Anthony Colletta, Asset Securitization: Evolution,
Current Issues and New Frontiers, 69 TEX. L. REv. 1369, 1371-74 (1991).

91. A true sale is a complete divestiture of ownership — the transferor no
longer retains any right, title or interest in the property. It is intended to
have the effect of removing the assets transferred from the transferor’s estate
under section 541 of the U.S. Bankruptcy Code. Therefore, an important fea-
ture of an SPV is its bankruptcy-remoteness. The Comm. on Bankr. and
Corp. Reorganization of the Ass'n of the Bar of the City of New York, Struc-
tured Financing Techniques, 50 Bus. Law. 527, 541 [hereinafter Structured
Financing Techniques]. To gain a general understanding of true sale and the
related issue of bankruptcy remoteness, see SCHWARCZ, STRUCTURED FINANCE,
supra note 7, Chs. 3 & 4.

92. Schwarcz, Alchemy, supra note 7, at 136 (describing securitization as a
process whereby a company uses an SPV to “raise[] funds by issuing securi-
ties, — usually debt or debt-like securities — and [then uses] the receivables
purchased the originator to repay investors in the future”).

93. Id.

94. Id.

95. See GIDDY, supra note 12, at 2.

96. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-7 to 1-8.

97. Structured Financing Techniques, supra note 91, at 539.
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become “one of the dominant means of capital formation in the
United States.”s

B. Benefits and Costs of Securitization

Some commentators view securitization as a sort of “alchemy”
that benefits both the investors and originator? For investors,
securitization provides an opportunity to invest in diversified
portfolio while undertaking a comparably low risk thanks to
credit enhancements.100 Furthermore, the transaction structure
can be flexibly designed to accommodate the needs of investors
with different or unique investment preferences.101

Reducing financing costs constitutes one of the primary bene-
fits for an originatorlo2 In a securitization transaction, the in-
terest rate paid to the ABS investors is less than that paid in a
straight debt issuance or equity offering by the originatorios
This is possible because the return that ABS investors demand
in a given deal is a function of only the credit rating of the secu-
rities backed by transferred assets.19¢ As a result, the origina-
tor’s creditworthiness is not a concern to the ABS investors.105
A high ABS credit rating can thus be achieved because of the
SPV’s isolated credit risk, as well as a careful structural design

98. Investment Company Act Release No. 19,105, [1992 Transfer Binder]
FeDp. SEC. L. REP. (CCH) 85,062, at 83,500 (Nov. 19, 1992).

99. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-2. Schwarcz ar-
gued that securitization is not a zero-sum game, in the sense that the origina-
tor’s benefits do not merely offset another person’s loss. He believed that se-
curitization creates a genuine cost reduction for all parties. See id. at App. A:
Is Securitization A Zero-Sum Game? See also, Frederick Feldkamp, Asset
Securitization, The Alchemist’s Dream, in SECURITIZATION YEARBOOK 2000 1
(supplement to INT’L FIN. L. REV., Oct. 2000); Shenker & Colletta, supra note
90; Howard Felson, Closing the Book on Jusen: An Account of the Bad Loan
Crisis and a Chapter for Securitization in Japan, 47 DUKE L. J. 567, 587
(1997).

100. See GIDDY, supra note 12, at 2—3.

101. Id. at 3—4.

102. Structured Financing Techniques, supra note 91, at 530-31.

103. SHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-9.

104. Id. The most accepted rating agencies are Standard & Poor’s Rating
Group (“S&P”) and Moody’s Investors Service, Inc. (“Moody’s”). Another well-
known agency is Fitch, Inc. For a general discussion on rating in securitiza-
tion, see section 8:9 of S CHWARCZ, STRUCTURED FINANCE, supra note 7. See also
Steven L. Schwarcz, Private Ordering of Public Markets: The Rating Agency
Paradox, 2002 U. ILL. L. REV 1 (2002) [hereinafter Rating Agency Paradox].

105. Id.
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and credit enhancements.106 Accordingly, an originator who is
unrated or rated below investment grade can nonetheless
through an SPV issue ABSs with an investment grade rating.107
Even for an originator that itself has an investment grade rat-
ing, cost savings may be achieved in securitization if the SPV
can issue ABSs with an even higher rating.

Another advantage is that the originator can attract broader
range of nvestors through a flexible transactional structurelos
A creative deal designer may effectively utilize over-
collateralization, revolving asset pools, or subordinated inter-
ests to reconstructed ABS cash flows and maturity feature, in
order to cater to both risk averse and risk seeking inve stors.109
The resultant wider market reach may then transform into
higher demand for and better liquidity of the ABSs.110

Securitization transactions, however, incur substantial
transaction costs. There are, for example, costly fees payable to
the credit rating agencies, attorneys, investment bankers, and
accountants.l? Credit enhancement fees, annual reporting and
printing fees also add to the long list of expenses.l2 Accord-
ingly, some commentators argue that unless funds raised in a
transaction exceed USD50 million, the benefits can hardly jus-
tify the extremely high transaction costs.113

In general, an originator will need to weigh potential cost sav-
ings against the transaction costs before launching a securitiza-
tion transaction.'’4 In other words, a company contemplating
securitization should compare the expected differential between
interest payable on alternative funding options and that on
ABSs issued by an applicable SPV, with the expected difference
in transaction costs between the alternative financing.115

106. Structured Financing Techniques, supra note 91, at 533—34.

107. Id.

108. Structured Financing Techniques, supra note 91, at 531.

109. Id.

110. The availability of funds in developed markets is usually not as limited
as in the private markets, and certain issues presented in the private mar-
kets, such as lending limits of a particular financing institution, do not exist
in the capital markets. Id.

111. See Felson, supra note 99, at 589.

112. Id. at 599.

113. Id. at 587.

114. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 1-11.

115. Id.
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IV. SECURITIZATION OF DISTRESSED LOANS

Subpart A discusses the desirability of distressed loan securi-
tization from both the originator and investors’ perspectives.
Subpart B then considers four factors important to the feasibil-
ity of distressed loan securitization. Subpart C studies the RTC
securitization program.

A. Desirability of Distressed Loan securitization

Generally, the business of securitizing distressed loans!16¢ be-
comes more attractive when lending banks see a rise in corpo-
rate defaults within their portfolios, and therefore the banks
become concerned with their financial performances negatively
affected by theincreasing number of problematic loans.117 From
the viewpoint of financial institutions, the usual suppliers of
securities backed by distressed loans, securitization limits their
exposure to further losses to the extent of any guarantee or
credit enhancement they provide to the transaction.!8 At the
same time, the risks and rewards of the underlying problem
loans are transferred to and spread among market partici-
pants.119

From the investors’ perspective, securities backed by dis-
tressed loans can provide profitable investment opportunities as
long as the capital returns exceed the undertaken risks.120 In a
distressed loan securitization transaction, investors expect that
either the asset pool or the recoveries from loan collateral can

116. A loan is deemed distressed when the borrower’s financial ability to
honor its payment obligation comes into question. Common indicators of a
borrower’s financial difficulty include a breach of financial mwvenants, a pay-
ment or technical default of other debt obligations, or a trading value for their
debt significantly below other debts with similar coupon and maturity fea-
tures. Not all distressed debts are in default. The distressed debt of an issuer
may be current on its bank loan obligations, but in technical or financial de-
fault on its other subordinated debt. However, in this situation, there is sub-
stantial near-term risk that the borrower will eventually default on its loan
obligations. See Henry Albulescu et al., Distressed Debts CDOs Spinning
Straw into Gold, S&P May 7, 2001), available at
http://www.standardandpoors.com > “fixed income” > “credit ratings criteria”
[hereinafter [S&P Criterial.

117. Id.

118. Id.

119. Id.

120. Id.
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provide sufficient value to compensate their nvestment.21 To
attract investors with different risk appetites, an originator
may structure the transaction in a way that the same asset pool
to generate several classes of notes with hierarchical seniority
and different credit ratings.122

In determining the proper interest rates payable to investors,
the ABS credit ratings assigned by credit rating agencies are
crucial. These agencies serve the public investors’ information
needs by inquiring and analyzing the key features of a securiti-
zation transaction.’2s For example, Standard & Poor’s consid-
ers a number of factors in rating a distressed loan securitization
transaction originated by a financial institution: (1) quantita-
tive and qualitative characteristics of the obligor’s credit wor-
thiness; (2) recoveries; (3) quantification of liquidity needs; (4)
cash flow defaults and recoveries; (5) structural considerations;
(8) collateral manager capability; and (7) legal analysis. 124

B. Feasibility of Distressed Loan Securitization

At the heart of securitization is that asset pools must be able
to generate reasonably predictable cash flows to pay ABS inves-
tors interest and principal.2s Four factors are specifically im-
portant in determining the securitizability of distressed loans:
(1) the nature of the obligors; (2) the recovery rates of the dis-
tressed loans; (3) the quality of the originator-servicer; and (4)
the availability of liquidity facility and credit enhanc ement.

First, whether distressed loans are suitable for securitization
heavily depends on the nature of loan obligors.126 As commen-
tators point out, the primary threats to steady ABS cash flows
are the risks of obligors’ slow payment or no payment.127 To off-
set these risks, the asset pool created should satisfy three re-
quirements: (1) the loan portfolio must consist of a sufficiently

121. Id.

122. Id.

123. See Rating Agency Paradox, supra note 105, at 10.

124. S & P Criteria, supra note 116, at “Overview of Standard USD Poor’s
Methodology.”

125. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 2-1.

126. Id. at1-1

127. The slow-payment risk is that the obligor on the loans may delay in
making their payments, thus creating liquidity problem for the SPV. The no-
pay risk is that the obligators may default in making their payments. Id. at 2-
2.
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large number of obligors in order to allow a statistical determi-
nation of the default risk;28 (2) the loan concentration ratios
should be sufficiently low in order to avoid the possibility that
default by a relatively small number of obligors disproportion-
ately harms the overall portfolio performance;2 (3) ideally, the
loans have homogeneous contractual terms, delinquency and
loss experience in order to minimize the costs incurred in ob-
taining and analyzing information on the portfolio. If these cri-
teria are met, it is possible to employ an actuarial analysis on
expected losses, uniform underwriting standards and servicing
procedures that are satisfactory to rating agencies and inves-
tors.130 These three requirements explain why the paradigmatic
securitizable assets are mortgage loans, auto loans, or bank
credit card receivables. When a specific asset pool fails to meet
all of the requirements, success of the transaction will require
using credit enhancements to mitigate the risks.131

Second, recovery records serve as a crucial performance vari-
able in distressed loan securitization.’32 By definition, dis-
tressed loans already have high delinquency and default risks.
In securitization of such assets, therefore, the recovery ratio
becomes a more meaningful consideration than default risk.s3
Recoveries may come from refinancing, restructuring or liquida-
tion.13¢ As long as recoveries produce a cash flow with relative
predictability, the securities backed by distressed loans can also
receive high credit rating, which may be further improved
through credit enhancement. Factors relevant to such recover-
ies include the characteristics of coupons, collateral type, and
origination date. 135 For example, if the loan is collateralize d by
assets with high liquidity value, such as tradable securities or
real property at a good location, then the recovery ratio is likely
to be high.

128. Id.

129. This term refers to a situation where a relatively small number of the
obligors account for a disproportionately large amount of loan portfolios. Id.
at 2-2 to 2-3.

130. Shenker & Colletta, supra note 90, at 1377.

131. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 2-2.

132. S & P Criteria, supra note 116, at “Recoveries.”

133. Id.

134. Id.

135. Id.
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Third, the originator-servicer (usually a financial institution)
plays a key role in a distressed loan securitization.13¢ After all,
the originator is the entity responsible for creating the asset
pool from a suitable portfolio.137 In addition, investors also rely
heavily on the originator to channel the cash flow generated
from the asset pool to the SPV for interest distribution.138 Fur-
thermore, the originator often assumes the servicer’s role given
its experience and skills in collecting debts and enforcing credi-
tor’s rights. In the event of loan defaults, the originator should
take the best course of action to maximize recoveries for the
investors’ benefit.139 In servicing securities backed by dis-
tressed loans, the originator’s main task is not one of selecting
and monitoring loans that are expected to be performing.40
Rather, the focus is on choosing weak loans with good recovery
prospects and on actively working with the defaulted borrowers,
the lending group, bankruptcy courts, and any other parties in
order to generate the necessary cash flow to service the -
quired ABS payments.141 To increase its ability to better service
the asset pool(s), the originator may also transfers a part of ser-
vicing function to a reliable outside specialist.142

Finally, liquidity facility and credit enhancement mecha-
nisms are often necessary to meet cash shortfalls and to raise
ABS credit rating to a desirable level. One great liquidity need
stems from significant loan defaults and/or restructurings.s
Defaults usually result in an immediate cessation of the bor-
rowers’ promised loan payments.!44¢ In addition, restructuring
and bankruptcy by one obligor may cause a write-down or ex-
tension of an original loan contract in order to alleviate the
debtor’s financial burden.s When any of these events happen,
it becomes less certain when obligors’ repayments under loan

136. Felson, supra note 99, at 603.

137. S &P Criteria, supra note 116.
138. Felson, supra note 99, at 603.

139. S &P Criteria, supra note 116.
140. Id.

141. Id.

142. Felson, supra note 99, at 604.

143. S&P Criteria, supra note 116.

144. Id.

145. Id.
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contracts can be collected to service the ABSs.146 Other than the
liquidity problems caused by obligors, there are also cash needs
to pay periodic transactional fees,147 such as fees for servicer,
trustee, accountants, legal experts and financial advisors.l4s
Given the magnitude of liquidity problems in distressed loan
securitization, therefore, it is necessary to create significant
reserve accounts filling cash shortfalls. 149

Credit enhancement mechanisms are also necessary to miti-
gate the problem of low repayment predictability and to raise
the credit ratings of securities backed by distressed loans.150
External credit enhancement can take different forms, such as
a guaranty or surety bond, a bank letter of credit, an irrevoca-
ble credit line, or cash collateral account.l5t There are two com-
mon types of internal credit enhancement used in distressed
loan securitization. One is over-collateralization, which means
the anticipated cash flow from the underlying assets exceeds
the scheduled principal and interest payments.52 This ar-
rangement helps to assure that a sufficient cash cushion exists
to meet repayment obligations. The second one is senior-
subordinate structure,’s3 in which sophisticated investors will-
ing to take a high level of risk would purchase subordinated
securities, effectively providing another assurance for the SPV’s
senior securities bought by average investors.154

C. The RTC Securitization Program

The first securitization of non-performing loans in the U.S.
history was the “N” series program by the Resolution Trust

146. Id. Additional liquidity problems can arise with revolving loans. When
distressed revolving bank loans are sold to the SPV, both the right to receiv-
ing borrower payments and the obligation to fund borrower draws are trans-
ferred to securitization. However, the terms of most revolving facilities loan
allow the lenders to suspend borrower draws if there is any significant dete-
rioration or material change in the borrower’s financial condition. Therefore,
the corresponding liquidity needs may be less of a concern. Id.

147. Id.

148. Id.

149. Id.

150. Id.

151. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 2-16 to 2-17.

152. GIDDY, supra note 12, at 11.

153. SCHWARCZ, STRUCTURED FINANCE, supra note 7, at 2-17 to 2-18.

154. The interest rate on these subordinated securities would be higher
than that on the senior securities to compensate for the greater risk. Id.
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Corporation (“RTC”) in the early to mid 1990s.155 Congress cre-
ated RTC as a major effort to manage and resolve the assets of
failed savings and loan associations.’56 In its six years of exis-
tence, the RTC resolved 747 insolvent thrifts and recovered
USD395 billion of the USD456 billion in its charge5” Heralded
by observers as an outstanding success, the RTC employed
many innovative strategies to promptly dispose of portfolios
under its mandate.5® The options RTC used varied depending
on the quality and nature of the assets involved. High liquid
assets, such as government securities, single-family mortgage -
backed bonds, and high-yield bonds were disposed of without
much difficulty in the well-developed secondary markets.159 For
lower quality assets such as non-performing mortgages, the
RTC employed three major techniques: bulk sales, auctions, and
mortgage securitization.!60

The RTC’s securitization model for mortgage-backed securi-
ties presented several features. First, the RTC issued securities
in registered offerings.161 The disclosure requirements of regis-

155. See Jack Rodman, Asia’s Budding Revival, 60 MORTGAGE BANKING
3640 (2000).

156. See Financial Institutions Reform, Recovery, and Enforcement Act of
1989 (FIRREA), Pub. L. No. 101-73, § 501, 103 Stat. 183, 184 (codified as
amended at scattered sections of 12 U.S.C.).

157. See Dean Foust, The RTC’s Epitaph: It Worked, Bus. WK., Jan. 15,
1996, at 29; Alvin K. Lim, The S&L Crisis Revisited: Exporting An American
Model to Resolve Thailand’s Banking Problems, 9 DUKE J. ComP. & INTL L.
343, 355-56 (1998).

158. See Foust, supra note 157. The RTC achieved impressive perform-
ances, evidencing by the fact that the taxpayers’ burden for the clean-up was
only under USD145 billion, much less than many experts had predicted, the
agency also received various critics. See Lim, supra note 157, at 355-56.
However, it was charged with mismanagement, including the excessive use of
expensive consultants as well as outright fraudulent billing by contractors, as
well as hastily unloading its assets at bargain prices to the benefit of wealthy
investors and detriment of taxpayers. Seeid. Nevertheless, “the general con-
sensus is that the RTC was a rare example of a government agency that oper-
ated efficiently and effectively.” Id.

159. See Lim, supra note 157, at 357.

160. Id.

161. Id. at 359. The RTC initially filed a USD4 billion shelf registration
with the SEC in May 1991 to securitize single and multi-family mortgage
loans. It subsequently filed more registrations to accommodate additional
transactions in single and multi family loans, as well as commercial mortgage
loans. See also Kenneth J. Bacon, Director of RTC Office of Securitization,
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tration allowed investors to access material information regard-
ing the underlying mortgages’ risks, thus increasing public in-
terest in the issuance and resulting liquidity of the securities.162
In addition, the assets underlying the securities were typically
held in trusts, which further reassured investors that the asset
pools would be under unitary management.'63 Furthermore,
credit enhancements, such as reserve funds, were used to ob-
tain sufficiently high investment ratings in order to entice insti-
tutional investors.'6¢ Finally, to handle non-residential com-
mercial mortgages in the pool that became non-performing, a
“special servicer” was established to review the cases and take
all necessary measures to minimize losses. 165

Under the N-series program created specifically for securiti-
zation of sub- and non-performing mortgage loans, the RTC re-
quired interested commercial mortgage bankers to align with
equity investors to purchase about half of any loan portfolio,
while the RTC retained the remaining portion as a passive
partneri66 The first deal of N series, N-1, closed in December
1992.167 This deal acquired USD350 million in book value of
non- and sub-performing loans from the RTC.16¢¢ The RTC, as a
partner in the fund, leveraged the portfolio with USD110 mil-
lion of debt raised by Lehman Brothers, and then sold a 50%
equity interest in the remaining cash flows to Bankers Trust
and Soros Realty for an undisclosed sum.¢#9 The RTC’s NPL
securitizaiton program was successful partially because the
agency worked closely with the private sector in market devel-
opment.170 Usually, private institutional investors participated

Securitization at the RTC, NATL MORTGAGE NEWS, Apr. 12, 1993, at 4, avail-
able at LEXIS News.

162. See Lim, supra note 157, at 359.

163. Id.

164. Id. Reserve fund levels were approximately four to seven times the
expected losses on the total amount of assets the RTC securitized. The re-
serve funds were held by a trust and funded from bond proceeds. Bacon, su-
pranote 161.

165. See Lim, supra note 157, at 360.

166. Commercial MBs Can Service RTC CRE, NAT'L MORTGAGE NEWS,
March 1, 1993, at 13, available at LEXIS News.

167. Marlene Givant Star, RTC Courts Pension Fund Assets, PENSIONS &
INVESTMENTS, March 22, 1993, at 35, available at LEXIS News.

168. Id.

169. Id.

170. See Bacon, supra note 161.
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in the transactions in teams composed of asset managers, dis-
tressed loan servicers, and underwriters. These teams could
then capitalize on their expertise in NPLs and structured fi-
nance, and make use of their access to capital markets.

V. SECURITIZATION DEVELOPMENT IN EAST ASIA

This Part examines the securitization experience of Japan,
Korea and Taiwan, with an emphasis on their legal and regula-
tory development facilitating local market securitization.

As a sophisticated financial innovation, securitization has
witnessed phenomenal successes in the U.S. and United King-
dom. This phenomenon perhaps surprises no one as these two
countries enjoy the benefits that come along with a flexible
common law system and highly developed financial markets.
While many other countries also seek to develop similar pro-
grams in their own markets,!”! they come to realize the neces-
sity and importance of establishing not only supportive capital
markets but also adequate legal and regulatory infrastruc-
tures.172

To many Asian countries, their civil code systems present ob-
stacles for carrying out securitization comprehensively. One
commentator remarks on this difficulty:

[T]raditional asset securitization structures cannot simply be
“parachuted” into individual financial systems (especially
those of emerging market economies with a civil law tradition)
and expected to fulfill the sorts of functions for which they are
so useful in the United States and the United Kingdom.173

171. For example, France and Spain have successfully completed securitiza-
tion transactions, Germany and Italy have passed legislation to promote secu-
ritization. See generally, ASSET-BACKED SECURITIZATION IN EUROPE (Theodor
Baums & Eddy Wymeersch eds., 1996).

172. See Douglas Arner, Emerging Market Economies And Government
Promotion of Securitization, 12 DUKE J. ComP. & INT’L L. 505, 506 (2002) (out-
lining for an emerging economy the requisite capital market and legal factors
necessary for mortgage securitization).

173. Arner listed the following purposes that securitization may serve in the
developed financial markets of the U.S. and U.K.: (1) supporting public policy
objectives such as broad home ownership and the development of financial
markets (especially capital and mortgage markets); (2) addressing regulatory
requirements for financial institutions, especially capital adequacy and lend-
ing limit requirements applicable to banks; (3) transferring risk, especially in
the context of non-performing assets and portfolio diversification; and (4) pro-
viding finance. See id. at 505. In addition, Feldkamp argued that properly
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Nonetheless, undertaking an asset securitization transaction
in any given jurisdiction serves as a useful “stress test” of the
limits in that specific jurisdiction, especially in respect to legal
impediments. 174

Although the inflexibility of civil legal systems makes it diffi-
cult to accommodate various securitization structures,'’ East
Asia’s great need for new capitals, especially after the financial
crisis of late 1990s, has spurred exportation of this financial
technology into the region.1’6 With governmental support, sev-
eral Asian economies have actively modified their individual
legal and regulatory frameworks by implementing new legisla-
tion.177

Japan is the first Asian country that experimented with secu-
ritization. In the late 1980s and early 1990s, several Japanese
government charged committees and organizations started to
explore this financial tool. 178 In 1993, the Japanese Diet (the
parliament) enacted the Law Regarding Regulation of the Busi-
ness Concerning Specified Claims (“Specified Claims Law”),
which permitted limited securitization of leases and credit card
claims.’™ This legislation provided the impetus for the first se-
curitizations backed by assets, such as auto loans and indus-
trial and computer lease receivables.180 In 1995, the Ministry of
Finance proposed a liberalization of the financial markets to
permit financial institutions and certain credit corporations to
issue ABSs through domestic special purpose corporations.st
The Japanese “Big Bang” initiated in 1996 set prompt resolu-

implemented securitization could prevent or cure “liquidity traps,” the “ulti-
mate bad consequence of flawed economic and financial management policies”
in the U.S. See Feldkamp, supra note 99, at 1.

174. Arner, supra note 173, at 506.

175. Kevin T.S. Kong, Prospects For Asset Securitization Within China’s
Legal Framework: the Two-Tiered Model, 32 CORNELL INT'L L.J. 237, 244
(1998).

176. Id.

177. For example, Indonesia enacted the Mortgage on Land and Land-
Related Objects Law to facilitate secured lending based on land assets. Thai-
land introduced implementing legislation to create insolvency and trustee
laws similar to the U.S. legal structure. Id.

178. Felson, supra note 99, at 591.

179. Id.

180. Id.

181. Id.



File: CAO Base Macro Final.doc Created on: 3/24/2003 7:12PM Last Printed:4/28/2003 11:27 AM

2003] ASSET SECURITIZATION FOR CHINA 591

tion of the NPLs as a top priority for banking liberalization.s
In a landmark transaction of 1999, Morgan Stanley Dean Wit-
ter sold the first securities backed by Japanese NPLs on a mix
consisting of office, retail and apartment buildings.183

The Japanese legal and regulatory framework relevant to se-
curitization went through considerable changes in the 1990s.184
The developments in four legal areas are most significant.
First, the burdensome perfection procedure imposed by the
Japanese Civil Code!$5 was streamlined through the passage of
so called MITI Securitization Law of 199318 and more signifi-
cantly the 1998 Perfection law.187 Under the new perfection
system, assignments of large numbers of financial assets can be
perfected easily through a one-time filing.188 Second, the Law

182. Id.

183. Rodman, supra note 155.

184. For a discussion on the legal obstacles to securitization that Japan
faced before the major framework modification was completed, see Hideki
Kanda, Securitization in Japan, 8 DUKE J. CoMP. & INT’L L. 359 (1998) (identi-
fying three major obstacles: first, the compliance with the perfection require-
ments in connection with an asset transfer was costly and cumbersome; sec-
ond, Japanese corporate law made it expensive to set up a special purpose
entity; third, the regulatory structure of securities was complex and inflexible
due to the long history of jurisdictional struggles among ministries involved).

185. Under the article 467 of Japanese Civil Code, to perfect the assignment
of a contractual right, including receivables with respect to interested third
parties, the assignor must either deliver proper notice or obtain necessary
consent. In either case, the assignor is required to ensure that the relevant
documents bear officially certified dates. See Masaru Ono, Unique Aspects of
Japanese Securitization Relating To The Assignment of Financial Assets, 12
DuUkE J. ComP. & INT'L L. 469, 472 (2002). See also, Yoshiki Shimada & Shinji
Itoh, Japanese Asset Securitization: A Guide For Practitioners, 38 HARV. INT’L
L.J. 171, 179-180 (1997).

186. TOKUTEI SAIKENTO NI KAKARU JIGYO NO KISEI NI KANSURU HORITSU [Law
concerning the restrictions of business relating to specified claims, etc.], Law
No. 77 of 1992. This law is commonly named after its main sponsor, the Min-
istry of International Trade and Industry (“MITI”). This law covers only spe-
cific types of financial assets, mainly auto loans and lease receivables. It is
less often used since the passage of the Perfection Law.

187. SAIKEN JOTO NO TAIKO YOKEN NI KANSURU MINPO NO TOKUREITO NI
KANSURU HORITSU [Law prescribing exceptions, etc., to the civil cod require-
ments for setting up against a third party to an assignment of claims], Law
No. 104 of 1998. This law has a broader coverage. It allows general compa-
nies to perfect the assignment of monetary claims in relation to third parties
through filing a simple electronic registration with the Legal Affairs Office of
the Japanese government. See Ono, supra note 184, at 472.

188. Id.
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Concerning the Securitization of Specified Assets by Special
Purpose Companies (“SPC law”) was passed and subsequently
amended to reduce the cost of the establishment and operation
of special purpose vehicles.18 Third, in 1998, Japan amended
the Foreign Exchange and Foreign Trade Law to facilitate
cross-border transactions. The amended law eliminated licens-
ing and prior notification requirements previously imposed on
any transfer of receivables between Japanese residents and for-
eigners.’? Finally, Japan enacted a new “servicer” statute to
allow corporations to engage in the business of servicing NPLs
originated by financial institutions.’®t This enactment has in-
vited major foreign players to establish special -purpose corpora-
tions to service NPLs, providing comfort among the interna-
tional investors interested in acquiring such assets in Japan.192
Securitization also made substantial inroads in other East
Asian countries in the late 1990s when the region was strug-
gling with the aftermath of a major economic and financial
breakdown. In Korea, before the Act on Asset-backed Securiti-
zation (“Korean ABS Act”) was enacted in 1998, securitization
was difficult, if not impossible19 The Korean ABS Act became
the cornerstone of the rapidly developing securitization in Ko-
rea.’®s A major purpose of this act was to improve the sound-
ness of financial institutions.19% This act greatly facilitated Ko-

189. The SPC law became effective on September 1, 1998 and was amended
in 2000. Among other things, the amendment reduced the SPC’s minimum
capital, registration and license tax and the real property acquisition tax. The
new law also broadened the scope of specific assets that may be securitized by
an SPC to include general proprietary rights, in addition to loans extended by
financial institutions, nominative monetary credits, real estate and beneficial
interest of the trust holding such assets. See Japan: Amendment to Promote
Securitization, 19 INT'L FIN. L. REV. 48 (2000).

190. Id.

191. See Yoshiki Shimad & Togo Dowaki, Japan, in 17 INTL FIN. L. REV. 40
(1998).

192. Rodman, supra note 155.

193. Sean Bulmer & Hyoung Don Kim, Korea, in SECURITIZATION YEARBOOK
2000 28 (supplement to INT’L. FIN. L. REV., Oct. 2000).

194. Id.

195. The Act on Asset Backed Securitization, art.1 [hereinafter Korean ABS
Act].
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rea’s NPL resolution and contributed to the successful restruc-
turing of the country’s financial system.196

The Korean ABS Act provides for the establishment of a
bankruptcy-remote special purpose company (“SPC”)197 and the
appointment of a qualified service provider to manage the as-
sets.198 It also sets forth certain conditions, which if satisfied
assure a transfer of assets to be a true sale rather than a se-
cured financing.199 The Act further requires registration of a
securitization plan, which contains certain information regard-
ing the transferred assets, originator and securities issuedz200
The registration of assets transfer can be accomplished through
a filing with the Financial Supervisory Committee 201 In addi-
tion, securitization enjoys certain tax benefits, including a 50
percent reduction in capital gains taxes for the sale of real
properties by the SPC, and an exemption of registration and
acquisition taxes on real properties acquired by the SPC within
a certain period of time 202

The Korea Asset Management Corporation (“Kamco”), a gov-
ernment NPL resolution agency 203 has achieved impressive per-

196. South Korea emerged as the star performer among the Asian econo-
mies in financial reform. It leads the way of restoring banking industry to
health. Asian Banking 2000 Review, supra note 26, at 45.

197. Korean ABS Act, ch. 3.

198. Id. art. 11.

199. Id. art. 13. It is rather special that this act details the specifics of true
sale instead of leaving it to the discretion of the courts. See Jong-Goo Yi,
Trends and Issues in Securitization in Korea, INT'L FIN. L. REV. 2425 (Apr. 1
2001), available at 2001 WL 15390492.

200. Korean ABS Act, arts. 3—4.

201. On completion of the transfer registration, the transfer of receivables
will be deemed to have been perfected against third parties, which obviates
the need to complete the normal perfection steps such as sending of notices
with a fixed date stamp. If receivables are secured by mortgages, on registra-
tion of transfer of receivables with the FSC, the mortgages are deemed to have
been transferred to the SPC. Therefore, the normal steps to register the trans-
fer of mortgages with the relevant real property registration office are not
necessary. Id, arts. 6-8.

202. See Yi, supra note 199.

203. Kamco is the only institution in Korea charged with this mandate. This
mission is stated under the government Act on the Efficient Disposal of Bad
Assets of Financial Institutions. Currently, 38% of Kamco’s shares are d-
rectly owned by the Korean government, another 31% indirectly owned by the
government through the Korea Development Bank, and the rest is owned by
24 Korean financial institutions. Of the NPLs acquired by Kamco, 63.19%
were from commercial banks, 24.81% from investment trust companies, 7.97%



File: CAO Base Macro Final.doc Created on: 3/24/2003 7:12PM Last Printed:4/28/2003 11:27 AM

594 BROOK. J. INT'L L. [Vol. 28:2

formance in utilizing securitization to resolve NPLs. From 1999
to 2001, Kamco successfully securitized USD5.9 billion of NPLs
acquired from financial institutions.20¢ Kamco made its first
domestic public offering of NPL backed securities worth
USD271 in June 1999205 Samsung Securities and Huyndai Se-
curities bought the bonds and auctioned them off to local inves-
tors.206  Kamco’s first international NPL securitzation was
accomplished in July 2000.207 A dual SPV structure
accomplished this transaction.208 A Korean SPV sold a senior
note backed by a NPL portfolio denominated in U.S. dollars and
Japanese yen to a Cayman SPV.209 Two credit enhancements
were used for the Korean senior note: subordinated notes and
irrevocable credit facility that the Korean Development Bank
provided21© The Cayman SPV then issued USD367,000,000
floating rate notes due in 2009, secured by the issuer’s interest
in the Korean SPV senior note2!! The Cayman SPV senior
notes were rated at BBB and Baa2 by Fitch and Moody’s
respectively, and listed on the Luxemburg Stock Exchange212
The notes were then offered to qualified institutional buyers in
the U.S. pursuant to Rule 144(a).213

Taiwan passed its Financial Assets Securitization Statute in
2002.21¢ Modeled on the Japanese civil law approach, this legis-
lation provides for Special Purpose Trusts (“SPTs”) to securitize
assets and issue beneficiary certificates backed by those as-

from insurance companies and 3.61% from merchant banks. See FQA, at
http://www.kamco.or.kr/eng/fag/faql.htm (last visited Feb. 27, 2003).

204. New Tack Eyed for Collection Agency, NIKKEI WEEKLY (July 9, 2001),
available at LEXIS News.

205. Kamco “MIRAE” Bond 99-1, at http://www.kamco.or.kr/eng/area/mirae/
mirea99-1.htm (last visited Oct. 17, 2002) [hereinafter Kamco “MIRAE” Bond
99-1].

206. Id.

207. Sean Bulmer & Hyoung Don Kim, Kamco NPL Securitization, in
SECURITIZATION YEARBOOK 2000 28, 29 (supplement to INT'L FIN. L. REv.
(2000)) [hereinafter Kamco NPL Securitization).

208. Id.

209. Id.

210. Id.

211. Id.

212. Id.

213. Id.

214. Karen Richardson, Taiwan’s Tough Stance on Banks Lures Investors,
WALL ST. J., Dec. 18, 2002, at C14.
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sets.215 It also sets out the types of financial assets that may be
securitized?6 The act permits financial institutions to pool
home mortgages, credit-card receivables, or corporate loans —
including non-performing loans — and then issue new debts
backed by these assets.21” In addition, borrowing the U.S. con-
cept of “Ginnie Mae,” the act allows Taiwanese government and
financial institutions to establish a fund to promote securitiza-
tion and guarantee creditworthiness.21® Significantly, financial
analysts view this legislation as a major component of Taiwan’s
comprehensive program to clean up its NPL laden banking in-
dustry.219 Experience in several other Asian countries, includ-
ing Thailand and the Philippines,?20 also demonstrated that
during the time of financial turmoil, there tended to be a great
demand for the restructuring of financial institutions with a
large volume of non-performing assets. 221 Notably, the need to
resolve NPLs, a prevalent problem in the region, served as a
catalyst for securitization in East Asia.

VI. NPL SECURITIZATION IN CHINA: THE MARKET CONDITIONS

When acceded to the WTO in December 2001, China under-
took to open its entire financial sector to foreign competition
after five years. As time quickly goes by, the Chinese govern-
ment sees the increasing exigency of overhauling its insolvent
banking system. Promptly disposing of the daunting NPLs,
therefore, tops China’s financial restructuring agenda. Because
of the U.S. and other Asian countries’ successful experience,
securitization began to attract attention in China as an alterna-
tive NPL resolution. The PBoC, a major Chinese financial regu-

215. Qi Lin International Law Offices, Securitization Law Nears Passage
(Sept. 2001), available at http://www.securitization.net/pdf/qilin_cm_0901.pdf.

216. Taiwan’ NPL ratio is estimated to range from 6.5 to 15% of all loans.
Neil Campbell et al., Securitisation Comes to Taiwan (Oct. 2001), available at
http:// www.securitization.net/pdf/qilin_sectai_1001.pdf.

217. Richardson, supra note 214.

218. Qi Lin, supra note 215.

219. Id. See also Campbell, supra note 216.

220. Richardson, supra note 214.

221. See Yi, supra note 199. In fact, Japan has recently realized that it has
been slow in securitizing the distressed loans taken over by the Resolution
and Collection Corporation, and that it should learn from the successful ex-
perience of the Korea Asset Management Corporation. New Tack Eyed for
Collection Agency, NIKKEI WEEKLY, July 9, 2001, available at LEXIS News.
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lator, has indicated its support for such an experiment.222 Fi-
nancial institutions, especially the AMCs mandated with NPL
disposition, have been actively e xploring this new option.223

A. Supply of NPL Securitization

The supply of NPL securitization in China can be understood
from the four feasibility factors identified in Part IV.22¢ The
first factor affecting asset pool creation is the nature of obligors.
Ideally, the underlying portfolio should feature with a statisti-
cally large number of obligors, low loan concentration ratios,
and standardized or similar loan contractual terms.225 In real-
ity, however, the Chinese state banks have extended four fifths
of their lending to SOEs, particularly favoring a targeted group
consisting of the biggest ones, which the government deemed as
pillars of the state sector226 Furthermore, because bank lend-
ing oftentimes provided the main source of working capitals for
SOEs, loan agreements varied in their terms, depending upon
the borrowers’ business and financial conditions.22?” Unfortu-
nately, a large number of SOEs do not generate enough operat-
ing revenues even before interest expenses were paid22¢ Many
of them have no viable prospect of becoming profitable. They
have not been liquidated due to the governmental concern that

222. During the “China Development Summit Forum” held on March 25,
2001 in Beijing, Dai Xianglong, governor the Chinese Central Bank PBoC,
stated that China would study the successful experiences of mternational
asset management companies and experiment assets securitization as a way
to dispose of NPLs. Dai also emphasized the possibility of using securitization
as a means to introduce international capital and expertise into Chinese
banking sector. See Zhengquanhua: Huajie Buliang Zichan de Youxiao Tu-
jing (Securitization: An Effective Approach of Resolving NPLs), JINRONG
LiLuN YU SHIJIAN (FIN. THEORIES AND PrRAC.) (Beijing, 2001).

223. Our analysis of the NPL securitization market below focuses on the
portfolios transferred from the state banks to the AMCs for the reason that
the AMCs are specifically set up by the government to deal with NPL resolu-
tion. Major references are made to the practices of Huarong, one of the big-
gest and most adventuring AMCs in China.

224, Seeinfra Part IV.

225. See infra footnotes 126—154 and accompanying text.

226. Casino Capital, supra note 1, at 11.

227. See Dan Huang, Woguo Tuixing Zichan Zhengquanhua de Zhang'ai
Fenxi (An analysis on the Obstacles to Asset Securitization in China) at 1 (on
file with the author).

228. See Pitfalls Ahead, supra note 74.
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an aggressive reform plan would produce vast social implica-
tions and even unrest.229

The foregoing analysis of the first f