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Chapter 1

Introduction

“Regulation”...a simple term, but one which so quickly posits itself — often with a
certain tinge of imposed immediacy — into some format of a conflictual mode.
Possibly, some of the more beneficially inclined amongst us do not perceive it in
such manner. But the nub is that many look upon regulation as an “interference” of
some sort in the activity being regulated. The whole of the activity being regulated,
and often also the total environment around it, has to be governed, ruled, altered,
controlled, guided, in some way impacted upon, i.e. indeed, regulated.

The reference to immediacy needs to be contemplated. This regulator vis-a-vis,
or indeed versus, the regulated (or regulate) scenario, implied in a conflict mode
paradigm, has evolved in our times with a methodology which, even if, potentially
and beneficially, one might see as moving away from conflict, and into a para-
digm of ongoing processor relationship, it is in fact regulation occurring over, or
at different, points in time. Hence, rather than just saying “regulation”, we should
perhaps be more concerned with the means, or methods, of regulation and over
what period. In such a context the means of regulation do not need to be rules,
laws, directives, regulations, or even indeed soft law. Regulation can conceptually
also be studied in a pure context of incentives, as opposed to sanctions which so
often go with most of the conventional rule-like regulation.

So we are here clearly and immediately positing criticism of the definitional
attempt which views regulation as a process, or structure, imposing rules, direc-
tives, or laws, by means of authoritative direction. Where situations are normal,
the two sides involved in any regulation process (the regulators and the regulated),
plus even others in the market or environment, or certain related stakeholders, all
easily come over as accepting the regulatory process, in the fulfilling of which is
laid down a pattern that is, at the minimum, claimed to be correct, ordinary,
usual, formal and stable.

So perhaps it is never quite just “regulation”, but “a regulatory context”, or
environment, that warrants being discussed. To which the sceptic might reply: if it is
such we speak of, then why have it at all? Here of course the answer may easily come
over as simple. Total absence of regulation...or of a regulatory environment or
context...is perhaps the hallmark of the uncivilized society. Total non-regulation, or
total absence of the regulatory context, is as close to operational anarchy as one can
get. All civilized societies have regulation, or are regulated in this or that function.

Not to do so, within any modern societal context, is to border on what some
describe, as said, to anarchy. In its simplest definitions, anarchy is absence (indeed
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a cruel one!) of governance (or its “owner”, government), or, in milder terms,
simply disorder and confusion. The counter-position to this is to see regulation as
in fact, in its manifold forms, the central process of contemporary governance
(central as opposed to corporate governance) as it seeks to blend the dynamism of
market economies with responsiveness to political and normative demands for
fairer financial services, more equitable and just health, safety, environmental
protection and fairness generally.! In positing this approach, Kagan and Bardach
(1982) had to, inevitably and with much reason and validity, submit that
understanding regulation’s varieties, vulnerabilities, virtues and processes has
become a significant focus of academic research and theory.

Regulation —and nowadays what is so much its very close concomitant, “risk” —is
clearly present in a process of constant reconceptualization. Braithwaite holds that a
main cause of this process, and restructuring, stems from the roles of institutional and
national economic crises. He is part of a class of analysts that sees regulatory policy as
complex and paradoxical, in ways that require us — as academics, students, practi-
tioners, or even mere market participants — to attend to the substance and the politics
of specific regulatory regimes (Braithwaite, 2002). I will be returning to the big issue
of the paradox of regulation, and what it can, and what it cannot, do, later.

Regulation is on the rise across the world as the state continues to step back
from public ownership of economic activities. Indeed the process of privatization
may be described as having run out of its own subject matters: what, and where, is
left to privatize? When the Central and Eastern European Countries (CEECs) were
going through their variegated processes of privatizing — inter alia their financial
services sectors — they did indeed offer to the detached, but simultaneously keen,
analyst a plethora of examples of how regulatory vacua, as former Communist
regimes went to ground, would hamper progress into the much desired but clearly
unknown new worlds of reasoned new formal regulatory structures (vide e.g.
Consiglio, 2006). But the way, and the style adopted, for political delegation to be
passed on to regulatory authorities did not follow a uniform pattern. Adminis-
trative traditions, different attributes of institutional endowment, market structures
and business cultures, legal and soft-law structures, these and other factors, all
influenced the creation of regulatory authorities and implementation styles.”

In The Better Regulation/Governance Nexus: A Discussion — (Consiglio, J. A. (2018,
August). Finance readings for diplomats. MEDAC, The University of Malta) — the
linkages between the concepts of better regulation and organizational governance are
discussed in more depth.

"Defined as a concept or structure of rule-based relationships (evolving over time, or
through practice, or even as a result of specific agreements) whereunder the non-
following of agreed rules, and/or practices and/or agreements of the structure or system,
would entail the offending organization or individual being subjected to certain agreed
sanctions. Sometimes such sanctions are structured in a manner that benefits the other
complying member institutions or individuals in the system — e.g. fines, not being retained
as member or subscriber to the system (which often has dire economic consequences), etc.
Soft law very often becomes the basis of subsequently drafted laws that give a formal law
character to the agreed practices or conventions.
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In a different approach, Michael Moran’s seminal 1986 study also concerned
itself with the big issue of discretion. It is worrying that since Moran wrote we still
have the situation where the rules governing the behavior of both regulators and
regulated vary greatly across world markets in scope and detail, and consequently
the extents to which discretion is confined do also vary considerably. By, hypo-
thetically speaking, detaching regulation from the exercise of state power, it also
constantly creates new complex problems. Common sense distinctions between
private regulation (or self-regulation, as it is commonly described) and public
(state) regulation are immensely difficult to maintain. Much state regulation
depends for its effectiveness on private cooperation; much self-regulation is
effective only because it is underwritten by state power; and, yes, unusual hybrids
of public and private regulations are constantly evolving. Indeed Moran rises
above this important issue of discretion by positing all regulation theory into four
clearly distinct groups: a teleological (or public interest) theories grouping, an
instrumental theories grouping, culture theories and administrative theories
groups (Moran, 1986).

With all of the above as a general background, it therefore comes as no sur-
prise that the discipline of regulation is indeed complex. Over time the attentive
student of regulation would inevitably have noted the plethora of attributes or
adjectives that have become almost inseparable from the topic: inefficient regu-
lation, innovative regulation, under-regulation, over-regulation, better regulation,
deregulation, re-regulation, “smart” regulation, “proportionate” regulation,
prudential regulation, business conduct regulation, transparent regulation, knee-
jerk or ad hoc regulation, the list is indeed endless. Similarly the tools and
methodologies of the discipline.

In such a context, it comes as no surprise that many see too much ad
hocism revolving around specific regulatory situations. This, considering the
inseparability (within precisely the above-mentioned “anarchy” context) of
regulation from the daily, monthly, constant grind of life and events, makes
any attempt at writing “a history of regulation” as, if not impossible, certainly
a herculean task. The sociologist may hold that regulation has always been
here in some format or other with mankind. At the other end, the contem-
porary historian might, with some justification, differently hold that we even
only first started to utter the word in the post-Lehman crisis world of
September 2008 (Fig. 1.1).

One possible consequence or result from this contemporary viewpoint of
regulation is a realization of the truth that at the time of the mess of
2008-2010 (see box for front row seat of the industry’s self-defence) the
finance industry was more concerned with sorting itself out, than with
following up what the realities of financial technology — fintech — could
contribute to itself. Artificial intelligence, distributed ledger technology,
robotic advisory and technology, and other fintech developments were still
far away from the mindset that by a decade later was coming round to
accepting that data are the facts of this twenty-first century: by which time,
however, the ever more forward-thinking amongst us are most certainly
already realizing that data and its technologies both have their own product
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... “We are working closely with our corporate treasury and bank clients
to navigate the turmoil”.
... “We are working with clients and industry bodies to document and
understand the key events.”
.. “We are working with US and European regulators to share insights.
... “We submitted comments on proposed regulations to US and
European authorities.”
... “We have testified on these events in the US House and Senate.”
.. “We debated key issues in the news media.”

”

Fig. 1.1.  What They Were Saying to Defend Themselves!
Source: Carfang (2018).

life cycle. The more realistic will hopefully look upon fintech (including what
are so much some of its taken-for-granted ATMs, Internet banking, mobile
banking, etc.) as an opportunity, not a challenge. Not for the first time in
history, the finance industry practitioner too is called upon to be considerate
of the truth that knowledge (true or false) and wisdom (right or wrong) are
not always freely interchangeable.

So one could even argue, yes, that 2008-2010 was indeed the time when the
world, or at least big parts of it, “discovered”, or woke up to, regulation. The
international post-September 2008 financial crisis was not an even one across the
whole world. But the Western world economy was indeed badly hit, and financial
communities and sectors in many countries found themselves in what may be
described as battle modes, clamouring for sense, sensibility, calm, leadership, and
generally a modicum of reassuring financial environments. Bankers in London
were living particularly anxious times. When, with the crisis raging high, the
European Union appointed a new financial sector chief at the end of 2009, Michel
Barnier, a Frenchman, he quickly sought to reassure London’s bankers that new
regulation introduced in the wake of the crisis would be both “smart” and
“proportionate”.

In Britain, that appointment raised fears of greater regulation from Brussels. In
March 2010, Barnier told the British Bankers’ Association (BBA) that Britain’s
institutions would continue to play an important part in assuring continuance of
their business. The bankers in London, at that time home to 80% of Europe’s
financial services funds, were arguing and insisting that proposed new EU-wide
rules would make it more difficult to lend, which would slow economic recovery.
When Barnier was seeking to reassure the City’s bankers, he articulated his
objectives in very ambitious terms: “An efficient and innovative financial sector
will provide the engine to power our companies”. “To restore confidence we need
regulation. And much better supervision. But [also] smart, effective, and pro-
portionate regulation...well supervised institutions, well capitalized institutions,
and responsible institutions”.

Barnier was also the EU’s Commissioner for the internal market. Significantly,
his views on the new regulatory structures being introduced were broad-based,
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and internationalist almost to an extreme. His seeking to engage with vital players
in Britain was impressive: the British Bankers’ Association, the British Chancellor
of the Exchequer, the finance spokesman of the British Conservative Party
George Osborne, the Bank of England’s governor Mervyn King, the Head of the
Financial Services Authority (the nation’s main FS regulator) Adair Turner. But
not only: he urged “Our American friends and other global partners to work
together to introduce a new financial rulebook™.’

One could argue that what Barnier saw as his mission, for Britain and for other
countries of the EU, was really tackling, in diagrammatic terms, the outer circle of
the problem. But, arguably, the core of problems in the world financial crisis was
centred in the United States. There the various government agencies regulating
the finance industry (indeed some 20 bodies, all fiercely jealous of their patches,
see box), with their varying missions, rules and standards, ironically led in fact to
certain entities not being regulated at all, with others subject to less oversight than
their peer financial firms organized under different charters.* The Dodd-Frank
Act of 2010 aimed to, amongst other objectives, overhaul their existing agency
oversight system.’ Indeed, no less than five new agency creations came into the
new picture in its wake (Fig. 1.2):

Creation of a Financial Stability Oversight Council (FSOC);

e Creation of the Office of Financial Research (OFR) within the US Treasury to
support the FSOC;

e Creation of an independent Bureau of Consumer Financial Protection (BCFP)
within the national Federal Reserve Bank (the nation’s central bank);

e Creation of the Office of National Insurance (ONI) within the Treasury;

e Creation of the Office of Credit Rating Agencies (OCRA) within the then
already existing Securities and Exchange Commission (SEC).

For the United States, the Dodd—Frank Wall Street Reform and Consumer
Protection Act — better known as the Dodd-Frank Act — enacted the most
comprehensive financial regulation reform measure taken after the great
Depression of the 1930s. It is too generic to simply state that it had its roots in
the fact that a nationally calamitous financial crisis had occurred. The real
rationale of the crisis’s roots was deeper. Despite, on the mere face of things,

3Malta Today, 3 March 2010.

“Is there hypothetical analogy to be made with the way the criminal perpetrators of the
1990s Bank of Commerce and Credit International (BCCI) crisis managed to drive coach
and horses through big gaps in the contacts and relations between the regulatory authorities
and central banks of various countries? (vide e.g. The World’s Sleaziest Bank, Time
International, 1991, June 29, No. 30).

>Formally the Dodd-Frank Wall Street Reform and Consumer Protection Act (Pub.L.111-
203 HR 4173), signed into US federal law by President Barack Obama on 21 July 2010,
after having been introduced in the House of Representatives in July 2009, i.e. significantly
within less than the first year after the Lehman crisis.
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- Board of Governors of the Federal Reserve System (FRS)

- Bureau of Consumer Financial Protection (BCFP)

- Commodity Futures Trading Commission (CFTC)

- Consumers Financial Protection Bureau (CFPB)

- Federal Deposit Insurance Corporation (FDIC)

- Federal Financial Examinations Council (FFEC)

- Federal Reserve System (the Fed)

- Federal Trade Commission (FTC)

- Financial Crimes Enforcement Network (FINCEN)

- Financial Industry Regulatory Authority (FINRA)

- Financial Stability Oversight Council (FSOC — post Dodd-Frank Act)

- General Accountant’s Office (GAO)

- House (Senate) Financial Services Committee (SFSC)

- Independent Bureau of Consumer Financial Protection (IBCFP) within FRB, post
Dodd-Frank Act

- National Credit Union Administration (NCUA)

- New York State Department of Financial Services (NYSDFS)

- Office of Credit Rating Agencies (OCRA), (post Dodd-Frank Act)

- Office of the Controller of the Currency (OCC)

- Office of Financial Research (OFR) within the Treasury, (post Dodd-Frank Act)

- Office of National Insurance (within the Treasury, post Dodd-Frank Act)

- Office of Thrift Supervision (OTS)

- Securities and Exchange Commission (SEC)

Fig. 1.2. Financial Regulatory Authorities and Supervisory Agencies
in the United States.

having all the right processes in place, in the United States it became clear as
the crisis unfolded that consumer protection regulators had not been delving
deep enough into the substance of service providers’ abuse against consumers.
The regulators came over as functioning and operating as seemingly more
concentrated on legal niceties which the market simply allowed them to exploit
to the hilt in their own favour. One example was significant mis-selling,
especially of products which were at the core of rampant securitization pro-
cesses. When the poor retail public awoke, it was far too late. It had received a
really bad deal from investment services providers (including some highly
reputable names), and when the regulatory agencies reacted to the disaster it
was evident to the unbiased observer that they had been caught doing too
little, too late, only after public pressure, and next to nothing was ever
resulting in terms of effective compensation being made to victims. Delays in
appropriate regulatory action being taken resulted in millions of life savings of
the retail public going up in smithereens.

The security markets were not the only arena disastrously tainted by the
demise of Lehman Brothers and, later, the near-default of AIG and Bear
Stearns. In 2011, a commission of international regulators recommended that
all trade in over-the-counter (OTC) derivatives be made more transparent to
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curb financial market instability. Whilst, at the popular or populistic levels, in
the formerly mentioned part of the big market arena, transactions were mainly
of a nature concerning selling to small (or possibly even not so small) investors
who were in the full eye of the maelstrom, at the conceivably higher business
levels where use was habitually made of these OTC instruments, the reality
was one where a big lack of adequate information on the exposures involved
in such tools was in fact exacerbating a big number of corporate distress sit-
uations in the crisis.

On 24 August 2011, a commission made up of representatives of the Bank for
International Settlements (BIS), the International Organization of Securities
Commissions (IOSCO), and the European Commission (EC), following a request
made by the Group of 20 (G20) international leaders who had met in Pittsburgh
two years earlier in September 2009 — and thus only one year from the fatidical
year of 2008 — presented their recommendations for OTC derivatives to be made
more transparent to curb financial market instability. The G20 wanted trans-
parency rules on these types of potentially very opaque transactions, often valued
at thousands of billions of dollars. The recommendations dealt with various types
of derivatives, including interest rate, equity, credit, foreign exchange and others.
The recommendations also included that:

OTC trades reported to trade repositories be harmonized and improved;

At a minimum transaction level data should be reported to trade repositories;
Information should be available to public authorities;

A system should be developed to allow authorities to determine the authorship
of all transactions through legal entity identifiers (LEIs). LEIs, it was argued
by the G20 Group, would be able to contribute to fulfill systemic risk miti-
gation, transparency and market abuse goals. The G20 even described LEIs as
potentially constituting a global public good.

In all of this a big element or issue posits itself. What is the essence of the nexus
between financial regulation and disclosure? It has been argued that no modern
system of financial regulation relies entirely, and solely, on disclosure (and its
related devices). In modern times, authorization (or licensing) has become a
standard technique. The objective is to create a perimeter from which unautho-
rized persons are excluded, and within which the regulator can exert control over
authorized persons. The authority of the regulator, at its ultimate extreme, rests
on his ability to punish non-compliance with exclusion from the regulated
activity. The regulator is typically given a wide discretion to grant, or refuse,
authorization. In the UK, and in other jurisdictions, this has taken the form of
requiring the applicant to satisfy a “fit and proper” test as well as other specific
requirements.®

SIn principle, one may distinguish registration from certification and licensing, but it is to be
noted that, historically, there has been a tendency to combine registration with licensing.
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Much is made of the distinction between prudential and business conduct
regulation. The former is generally that which focuses on controlling and dealing
with financial soundness (solvency and liquidity) of regulated institutions and,
through them, the financial markets (Blair et al., 2001). The overriding objective
of such controls is to ensure that customers of financial institutions are not
threatened by the risks to which financial institutions are exposed in the normal
course of their business. In the case of banks, for example, the most obvious risk is
credit risk, which is the risk that borrowers will default on loans to such an extent
that the solvency of the bank is threatened — i.e. the risk of high numbers of non-
performing loans.

In the case of securities firms (or even of banks involved in such types of
business), the main risk is market risk, which is the risk that the value of the
firm’s holdings as quoted on open securities trading markets will fall to such
an extent as to threaten the firm’s, or the bank’s, solvency. Regulators attempt
to protect customers from these types of risks by requiring banks and security
firms to have minimum levels of shareholders’ capital (sometimes also referred
to as “regulatory capital”) and to hold a certain proportion of their assets in a
liquid (readily realizable) form. This has the effect that if the firm were to face
financial difficulties, losses would be borne by shareholders before customers
become affected.” In this sense, prudential supervision uses regulatory capital
to protect customers. Shareholders in financial institutions, on the other hand,
receive no special protection from the system of prudential supervision. They
are assumed to face the normal risks arising in any business, which includes
insolvency.

The underlying thematic here is that of “constant capital adequacy”, viz.
the institutions always ideally being endowed with suitably thick cushions of
readily available capital, to be able to cope and deal with problems as and
when they arise, and from whatever source, including non-domestically
sourced. Over long years, the Basel system of bank supervisors, in a chain
of accords evolving from the first Basel Accord of 1988 up to Basel IV as
proposed in 2016, has produced agreements, directives, regulations, reports
and endless discussion with governments, regulators and lobbying groups that,
however, in what may be criticized as very much an a posteriori view, still
often strike observers as not having in fact always totally coped with events
that led to the failures of either individual financial institutions or, for that

At the higher than just mere local institutional level, i.e. at government or state levels,
the later, analogous historical development was the EU’s move towards centrally required
“bail-ins”, to be imposed on institutions, as opposed to the prior substantial “bail-outs”
made (for example, to Greece) by various EU governments. The latter were mostly in the
form of government-to-government loans, whilst bail-ins would require recovery and/or
resolution processes of institutions to first make use of shareholder and bondholder funds
to be used first to solve problems. (Vide Directive 2014/59 EU of 15 May 2014
establishing a framework for the recovery and resolution of credit institutions and
investment firms.)
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