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Executive Summary

The current financial erisis raises several concerns about appropriate internat
designs for regulatory institutions.’ In adopting an internal governance frame-
work, a financial regulatory authority must create a regulatory architecture
which is adaptable and able to respond in different ways to varied sources of
potential future risk in financial markets.? Efficiency, flexibility, and effec-
tiveness are the core regulatory goals in financial regulatory governance stnic-
tures.® The complexity and pace of the international financial market necessi-
tates regulatory flexibility. There is a present »need for regulatory structures
in which the shape, needs, and integrity of the market are key determinants of
regulatory approaches, rather than preexisting regulatory structures that may
not be consistent with financial market developments.«*

This article analyzes the core elements of internal governance that aid the
function of a financial regulatory authority. The following analysis includes a
discussion of the primary governance mechanisms and their implementation
within various governance structures. The elements which form the regulatory
governance structure include: the mechanisms for the election of board mem-
bers, accountability and transparency tools, and the devises utilized for the
execution of disciplinary functions. The analysis below examines these gov-
ernance eiements for the purpose of providing a basis for molding a regulatory
framework which provides a strong structure promoting the optimal perfor-

mance of a financial regulatory authority based on the specific characteristics
of the regulatory entity.

! See Arewa, Olufunmilayo, B., Risky Business: The Credit Crisis and Failure (Part 1,104
Nw. 1. i. Rev. Colloquy 421, 422 (2010). In generl, see also Davies, H., & Green, D,

ggbzallf inancial Regulation: The Essendial Guide, Polity Press, Cambridge, UK, (2008),

i’;i Are\‘va, Otufunmilayoe, B., Risky Business: The Credit Crisis and Failure (Part I]), at

See id. at 429,

See id at 431.
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The method for the election of board members is of primary importance in
establishing an environment aiding the regulatory function.’ Board members
are the prominent guides of a financial regulatory authority. The structure for
the election of board members is significant in establishing a varied board
which is not prone to external or internal influence, Some of the main models
discussed in the following articte outlineg the current trend of staggering the
terms of the board members, This ensures a systematic variance providing a
framework aiding in the prevention of internal and external influences within
the governance of a financial regulatory authority. The responsibility for over-
sight rests with the regulatory board, and thus prevention of self-serving or
politically influenced regulatory guidance is imperative to maintaining the
integrity of the regulatory body.

Another component in the functioning of a financial regulatory authority is
the different internal and external mechanisms which ensure the accountabil-
ity of the regulatory entity.® The models of accountability discussed in detail
in this article include both external and internal mechanisms. The importance
of a discussion conceming accountability mechanisms stems from the danger
of unchecked power within the governance structure. The following analysis
will outline the various models of accountability, and furthermore emphasize
the necessity of building the fundamental mechanisms of accountability inio
the internal structure of the financial regulatory authority.

The element of transparency discussed below has two facets.” Transparency
in the regulatory realm can be either mandated or voluntary. The mechanisms
alding transparency are similar to those used in promoting accountability, in
that, they can be both intemal and external. Both mandated and voluntary
transparency are essential factors in establishing a solid corporate governance
culture within a regulatory authority; and thus are an invaluable tool for pro-
moting and maintaining the integrity of a regulatory authority.

A primary aspect of the internal governance structure of a financial regulatory
authority is in the composition of the internal board.® This is an important ele-
ment in the governance structure, and is furthermore a central component in
promoting the previously outlined elements of accountability and transpar-
ency. The following article outlines the various structures for the terms of
board members and evaluates the importance of implementing measures aid-
ing the development of a strong internal structure. The board of a financial
regulatery body is the core element in all regulatory activities; therefore, it is
essential to establish a board structure aiding agency accountability and pro-
moting agency integrity.

See supra discussion beginaing on page 6.

See supra discussion beginning on page 11.
See supra discussion beginning on page 19.
See supra discussion beginning on page 23.
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The final govemance element discussed in this articie is the structure for
determining sanctions.” There is an internal and external structure for the
enforcement of sanctions. A regulatory authority can have a unified structure
for the enforcement of sanctions, or the power for enforcement of disciplinary
actions can come from an cutside entity. The major concem with both of these
frameworks is in ensusing that the regulatory authority maintains a high level
of accountability and transparency in the performance of its disciplinary func-
tions. This article analyzes the risks and benefits of these two structures.

1. [Introduction

Promoting good regulatory governance is a key component in crisis preven-
tion.!? The central tenant of govemance is the establishment of agency integ-
rity. A financial regulatory authority requires a governance structure that aids
the efficiency of its regulatory activities, and furthermore gives its functions
democratic legitimacy. There are several central governance tools, discussed
in the following article, that contribute to the democratic legitimacy and effec-
tiveness of the financial regulatory authority, Strong governance tools are nec-
essary in the fulfillment of regulatory responsibilities. There are advantages
and disadvantages in implementing different types of govemnance tools, and
the varying modes of that implementation. Each element in the governance
framework must be adapted to the specific regulatory entity. In adopting a
governance framework, attention must be given to the nature, dimension,
complexity, and longevity of the entity. Appropriate governance measures
and a precise regulatory framework must be formatted to each organizational
form. A specifically tailored governance structure prevents artificial trans-
plants which would harm core agency functions. Scholars have noted that
shortcomings in the regulatory framework are a source of risk that could be
inadequate in preventing crisis ot managing the effects of crisis.!! Thus, only
an explicitly defined governance structure, formatted according to a regula-
tory entity’s specific characteristics will promote optimal performance in the
fulfillment of the entity’s regulatory activities.

There are four primary elements that form the architecture of national finan-
cial regulatory structures.'? However, the facets of internal governance do

9 See supre discussion beginning on page 27.

10 See Das, Udaibir, S., Quintyn, Marc, and Chenard, Kina, 2004, Does Regulatory Govern-
ance Matter for Financial System Stability? An Empirical Analysis, IMF Working Paper
available at: http:/Awww.imf org/externa¥pubs/ft/wp/2004/wp0489.pdf; Ferran, Eilis and
Alexander, Kern K., Can Soft Law Bodies be Effective? Soft Systemic Risk Oversight Bodies
and the Special Case of the Ewropean Systemic Risk Board (November 4, 2010), available at
SSRN: hip://ssrn.com/abstract=1676140.

11 Seeid at 14.
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not adhere to overarching structural boundaries; rather, the elements of inter-
nal governance are applicable within each regulatory framework. Conse-
quently, an analysis of governance trends is important in determining the
best practice for ensuring the efficiency and effectiveness of a financial regu-
latery entity.

The following article presents an analysis of the main models and current
trends found in the structure of financial regulatory authorities. In defining
these various models, this article emphasizes the importance of establishing
the fundamentul elements necessary in preserving and maintaining the struc-
tural integrity of a financial regulatory authority. These elements include: 1)
election or appointment of the board members, 2) mechanisms of accountabil-
ity within the financial regulatory authority, 3) means furthering the transpar-
ency of the authority, 4) internal structural of the authority, and 5) methods
utilized in the imposition of sanctions or disciplinary measures. Additionally,
in discussing the previous elements, this analysis will outline the importance
of both the financial regulatory authority and the internal governance structure
within the authority, and will furthermore demonstrate the rationale for the
implementation of the different structural models and the risks and benefits
posed by each.

There are numerous current statistics which demonstrate the efficiency of a
financial regulatory authority. Articles exhibiting the output from financial
regulatory authorities such as litigation action and disciplinary administrative
proceedings are one means of showing the utility and necessity of the author-
ity. For example, in the U.S., the Securities and Exchange Commission
(SEC), a govermment affiliated financial regulatory authority responsible for
the oversight of the securities market, has, in the first half of 2010, a total of
208 litigation actions currently in federal court. Additionally, in the first half
of 2010, the SEC issued 359 disciplinary administrative proceedings which
include measures such as the leveling of fines and the imposition of sanctions.
The number of trading suspensions imposed by the SEC thus far in 2010 is
32.13 These numbers demonstrate one facet of the fanction of the financial
regulatory authority. Clearly, these statistics show the current oversight activ-
ity of the agency, and are furthermore an indication of a functioning regula-
tory structure. -

12 See The G30 Report: The Struciure of Financial Supervision: Approaches and Challenges
in a Globa! Marketplace, 2008, available at; hup://www.economicpopulist.org/fifes/
us_fsi_banking_G30%20Final%20Report%2010-3-08.pdf (defining and discussing the
four approaches — institutional, functional, integrated, and twin peaks — of financial regula-
tory frameworks),

13 See eg. the litigation releases on the SEC website available at: hup:/iwww.sec.govlitiga-
tion/litreleases.shtml; see afso the disciptinary administrative proceedings available at:
hepe/enww. sec.govilitigation/adrmin, shtml.
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In the UX, the Financial Services Authority (FSA),'* the primary financial
services authority, presents another example of the functioning of a financial
regulatory entity. During 2008 there were 268 enforcement cases opened by
the FSA, and, during the same year there were 240 cases were closed. At the
beginning of 2009 there were 262 disciplinary cases which were opened that
carried over from previous years.!* Another example, the Financial Industry
Regulatory Authority (FINRA), the largest private securities regulator in the
U.S., imposed, during June 2010, disciplinary actions including: 28 firms
fined, 3 individuals sanctioned, 54 individuals barred or suspended, 1 decision
issued by the Office of Hearing Officers, and 5 complaints filed against indi-
viduals and firms. The sheer number of disciplinary actions imposed by finan-
cial regulatory autherities in the U.S. and the UK demonstrate the need for a
regulatory entity in overseeing national financial markets to prevent abuse of
within the markst. Moreover, the quantity of past and present sanctions and
other disciplinary measures by these financial regulatory authorities show the
self-serving potential for abuse that would occur in an unchecked and
unguided financial market.

As underscored by the quantity of enforcement actions, a financial regulatory
authority has a crucial role in the maintenance of market integrity and in main-
taining financial soundness. Previous studies have shown the importance of
financial regulatory authorities, and noted that, if left unsupervised, financial
systems are prone to stints of instability and contagion.'® Thus, the presence
of a supervisory authority is necessary in providing a balance between the
risks necessary in the function of a hezlthy financial market and the safety
mechanisms crucial to the soundness of that market.!’

Scholars note that financial crises are twice as prevalent as they were prior to
the beginning of the twentieth century.'® This fact merely affirms the need for
a strong mechanism capable of guidance in times of national and global eco-
nomic crises. A strong framework supporting both the external structure and
internal governance mechanisms of a financial regulatory authority is a neces-
sary measure in maintaining the infegrity of a national financial market and in
advancing financial competitiveness on an international scale.

14 Note that as of June 2010, broad enforcement powers were granted to the Bank of England
and the FSA is scheduled to be disbanded in 2012, see e.g. Treanor, Jill, Cizy Minister to set

out plans to disband F34, Guardiar, July 25, 2010 available at: hitp//www.guardian.co.uk/

business/2010Aul/25/city-minister-plans-disband-fsa.; Ferran, Eilis, The Break-Up of the

Financial Services Authority (October 11, 2010). University of Cambridge Faculty of Law

Research Paper Series No. 10/04, available at: http:/ssm.com/abstract=16903523,

15 See eg. the 2008/09 Enforcement Annual Performance Account available at: htwpu/
www.fsa.gov.uk/pubs/annual/arQ8_09/Enforcement_article.pdf.

16 See Davies, H.,, & Green, D., Glokal Financial Regulation. The Essential Guide, Polity
Press, Cambridge, UK, at 15.

17 Seeid at 14.

i8 Seeid at 205.
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The internal governance mechanisms within a financial regulatory authority
are essential in providing a source of oversight, accountability, and transpar-
ency within the financial market, and in establishing the democratic legiti-
macy of the regulatory entity. Some researchers have found statistical evi-
dence validating the importance of goed regulatory governance for the sound-
ness of the financial system.'? Furthermore, in confirming the importance of
regulatory govemance, the aforementioned study sampled many countries and
constructed indices of financial stability which correlated with the sound
internal governance structure of the agency.?® Therefore, the role of sound
governance principles is critical in building a financial framework aiding eco-
nomic growth and stability.

Another leading study used empirical analysis directly linking a high quality
of internal governance mechanisms within a financial regulatory authority
with the stability of the financial market.*! Additionally, this study empha-
sized the impact of internal governance at each layer of the financial regula-
tory authority in maintaining the scundness within the financial market.??
Scholars also note that the failure to apply good governance practices leads to
the loss of agency credibility.?* This loss of credibility and moral authority
could potentially contribute to unsound market practices and heighten finan-
cial crises within the financial market.®*

In summary, the purpose of the following article is to present an analysis of
the different elements central to the internzl governance structure of a finan-
cial regulatory authority. Here, the discussion of the main models and trends
within the regulatory sphere is intended to provide a foundation for decision-
making and discussion in determining the best current practices for the forma-~
tion of a strong intemal governance structure. Therefore, this article concludes
that the establishment of a financial regulatory framework equipped to be
competitive on an international scale requires the adopticn of internal gover-
nance mechanisms promoting accountability and transparency within the
agency structure. The governance tools discussed below are essential to
increasing the efficiency and democratic legitimacy of a financial regulatory
authority.

19 Seeid.

20 Seeid.

21  Seee.g. supranote 10 at 48.

22 Seesupranote 10at 11.

23 See Das, Udabair, & Quintyn, Marc, Crisis Prevention and Crisis Management: The Role of
Regulatory Governance, 2002, IMF Working Paper No. 027163 available ar hup:/f
papers.ssen.comysol3/papers.cfin?abstract_id=880183.

24 Seeid ats.
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2. FElection

2.1, Current Trends

Election of board members is a core topic in the discussion of financial regu-
latory governance. This element of the governance framework is crucial in
establishing a structure of accountability and in maintaining a unified over-
sight body. The framework for electing board members varies according to
the agency, and factors such as the degree or latitude of governmental centrol
influence this structure. For example, in Portugal, board members of regula-
tory agencies are appointed by the government and cannot be removed from
office without relevant cause.” Similarly, one of the major trends in the sector
of U.S. government controlled regulatory frameworks is the appointment of
board members by the President with the approval of the Senate.?S Although
the responsibility of the appointments rests with the President, the requisite
»advice and consent« {US Constitution, Article II, Section 2, paragraph 2) by
the Senate forms a legislative balance of power intended to secure the auton-
omy and independence of the regulatory agency.?’ All election trends within
the governmental structure were legislatively designed to mirror 2 universally
comparable form. In essence, there is political designation in the appointment
to the regulatory office; however, despite the political ties within this process,
the agency is autonomous in the carrying out of its regulatory function. As
stated by the U.S. Supreme Court in Humphrev's Executor, all officials of
governmentally affiliated financial regulatory agencies »shall be independent
of executive authority except in its selection, and free to exercise its judgment
without the leave or hindrance of any other official or any department of the
government.«*® Therefore, the legislative oversight of this process creates sta-
bility in the structure of the appointments process.

Within the private sector of U.S. regulatory frameworks, the current trend in
the election structure includes both intemal and external elements. However,
the common theme within this construction is the use of both internal and
external nominations in the election process. For example, the election pro-
cess of the largest private securities regulator in the U.S., the Financial [nduns-

25 Conceming capital markets, see Camara, Paulo, Manual de Direito dos Valores Mobil-
idrios, Coimbra (2009), 273-282. Regarding the diversity of models of designation of mem-
bers in Portuguese administrative independent anthorities, in general, see Morais, Carlos
Blanco de, 2001, As Auroridades Administrativas Independentes na Ordem Juridica Poriu-
guesa, ROA 137-141.

26 15U.S.C.§78(d); 12US.C. §241; TUS.C. § 2(a)(2).

27 Seeeg., Title 17, § 10; 12 US.C. 241. As Amended by acts of June 3, 1922 (42 Stat, 620);
Aug. 23, 1935 (49 Stat. 704); 7 U.5.C.A. § da.

28 Hr_mgphﬁey 's Executor v. United States, 205 U.S. 602, 623-26 (1935). (italic emphasis in the
original),
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try Regulatory Authority (FINRA), uses an internal and external election pro-
cess.”? This procedure allows for candidate nomination both by the current
FINRA board and by the current finmmembers, Board member elections
under this framework are segregated into small, medium, and large firm nom-
inees. A nominating committee, made up of current board members or »gov-
ernors,« first nominate potential members to fill the open positions for the rep-
resentation of the different size firms. Then, all member firms receive a per-
sonal description of the candidates which includes biographical information
and his or her curriculum vitae *® The size of the member firm then dictates
the voting category. Furthermore, there is constant interaction between firm
members and the current board regarding nominations and opinions relating
to current and potential candidates.?! Additionally, member firms can add to
the nominations of the committee by petitioning for additional candidates.
The structure of the election system within this category includes internal and
external mechanisms for the election of candidates with the purpose of pro-
viding an open and democratic election process. Thus, the substantive differ-
ence in the appointments process between the public and privare sectors in the
U.S. is that board members are not appointed any governmental agency or
entity. >

Another relevant regulatory model blends both public and private regulatory
sectors. The Public Company Accounting and Oversight Board (PCAOB),
responsible for overseeing the regulation and enforcement of financial and
accounting standards, was created by legislation, yet is entirely separate from
the 1.5, government. Conversely, appointment to this private agency is done
solely by the SEC Board of Governors without executive or legislative over-
sight. Legislation established the PCAOB as an entirely independent regula-
tory body, and thus uniquely exempt from the traditional requirement of Pres-
idential appointment. Interestingly, the future of this model is uncertain due in
part to the disallowance of executive appointment or removal, coupled with
the lack of legislative oversight.>* The central argument concemns the consti-
tutionality of a legislatively created body that does not allow some form of
executive or legislative oversight in its appoinfiment process. On June 28,
2010, the U.S. Supreme Court held that the dual for-cause limitation on the

2% See an example of one of the FINRA's election processes at: http:/Aeww finre.org/web/
groupsindustry/@ip/@reg/@notice/documents/notices/pl 1 331 4.pdf.

30 Seeid

31 An example of FINRA's 2010 ¢lection process 1s avaitable at: hitp/Awww.finra.org/web/
aroups/industry/@ip/ @reg/@nctice/documenms/notices/pl 21378 .pdf.

32 See Karmel, Roberta S., Should Securities Industry Agencies Be Considered Self-Regulatary
Agencies? 64, (2008) available at: http:/papers.ssm.com/sol3/papers.cfim?abstract_id=
1128329,

33 Innes, Whitmey, The Unaccountability of the Accowniing Regulators: Analyzing the Consti-
tutionality of the Public Company Accounting Oversight Board, 42 I. Marshall L. Rev.
1019, 1021 (2010).
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president’s ability to remove PCAOB board members from office was an
unconstitutional contravention of the U.S. Constitution’s separation of
powers. >

One major trend within the area of governmentally controlled regulatory
framework in the UK is the conscious creation of a »light touch« approach to
regulatory structares, which is essentially designed to minimize burdens made
by intrusive, heavy-handed structures.’> This fairly recent structure was legis-
latively designed with the specific purpose of centralizing and separating the
regulatory structure from government involvement. The FSA is the sole
financial regulatory agency within the UK governmental sector,’” yet, outside
of the appointments process, its regulatory functions are autonomous, FSA
board members are appointed by Treasury.’® Therefore, although the agency
is autonomous, the election process is entirely dependent upon political mech-
anisms. However, the political oversight is fairly light, in that, the Treasury
appoints the beard of governors, but does so without communication between
other branches of government.

Another noteworthy trend in UK regulatory appointments is the private over-
sight in the appeintment process for all ministerial positions. The UK uses a
Commissioner of Public Appointments (OCPA)*® as an intermediary over-
seeing the process of ministerial appointments. This use of a private agency
in overseeing ministerial appointments creates a connection between public
and private sectors of regulatory oversight. Although attenvated, the use of
an independent intermediary in the appointment process affects the regula-
tory arena in that appointed Treasury ministers are then responsible for all
FSA appointments. This system is simply a private agency providing non-
governmental oversight to public office, which then affects the regulatory
entity. .

The interconnection between both the public sector regulators and the private
sphere guiding the ministerial appointments is relevant in an analysis of the

34 Free Enterprise Fund v. Public Company Accounting Oversight Board, 130 5. Ct. 3138,
3151 (2010).

35 See the Financial Services and Markets Act of 2000 available at: hitp://www opsi.gov.uk/
acts/acts2000/ukpga_20000008_en_!.

36 See George Osborne Unveils Sweeping Citv Reforms, available at: hup:/Awww.guard-
ian.co.uk/business/2010/jun/l 6/george-osbome-city-fsa-banking [noting that the current
structure and role of the FSA is ia a s1ate of flux -- supervisory powers were taken from the
FSA and returned to the Bank of England; moreover, an analysis invoiving this reversion of
structure was not available at the time this article went tc press.

37 Some regulatory duties are, moreover, delegated to the Treasury and to the Bank of England,
the 2006 Memorandum of Understanding outlines the allocarion of this authority and is
available at: http://www.bankofengland.co.uk/about/legislation/mou.pdf.

38 See Karmel supra note 28 at 64,

39  Seee.g. the website of the Commissioner for Public Appeintments at: http://www publicap-
pointmentscommissioner.org (emphasizing the purpose af this commission is to ensure that

ministers are appointed on merit and to furthermore ensure transparency in the appointment
process.
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appointment processes. Here, the intermediary OCP A assesses the ministerial
appointment for HM Treasury, and after appointment, the minister subse-
quently participates in the appointment process for the FSA *® An understand-
ing of the relationship between the public and private spheres is important in
obtaining a clear picture of the appointments structure, Consequently, this
structure is built upon the interdependence between the public and private
sphere. Therefore, CPA oversight of ministerial appointments creates interde-
pendence between public and private sectors, further providing 2 systematic
check upon the appointment process.

22. Advantages and Disadvantages

There are several advantages to governmentally controlled regulatory frame-
works, which establish »independent« regulatory agencies. First, government
based appointment in the election process is a reltable mechanism for the con-
ducting the appointments process. The requirement of strict oversight by both
executive and legislative entities leads to solidity within the appointment pro-
cess. The great advantage of this design is that the election or appointment
process centers upon legislative mechanisms, which lead to structural stabil-
ity.* Furthermore, the communication and agreement upon appointments
between two branches of the government allow for a greater resistance to
political control or manipulation of the process by one political group. Both
executive and legislative involvement in the appointments process allows for
supervision and a balance within this procedure.

Another advantage in this model is the governmental involvement within the
regulatory process ends after it fulfills the elections appointments. This is seen
in both U.S. and UK frameworks. The structure of the agency is thus stable
through a politically organized process, yet it retains its autonomy in the ful-
fillment of its regulatory function. The absence of direct political supervision
in the regulatory agency after the election process is an insulating factor
designed to shield the agency from political influence in the execution of its
function. Moreover, the protection from political involvement after the
appointment process gives structural freedom to the agency. Both the political
involvement in the structure of the appointments process and the ending of
that involvement serve the function of creating consistency in the regulatory
structuge,

40 See the CPA codebook and rules at: httpsi/Awww.publicappointmentscommissioner.org/
web-app/plugins/spaw2/uploads/fles/Code%o200f%%20Practice%e20 Augusi %62 02009,

41  Enriques, Luca, Regulators’ Response 1o the Current Crisis and the Upcoming Regulation
of Financial Markets: One Reluctant Regulator's View, 30 U. Pa. I, Int’L L. 1147, 1150-51
(2009).
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Conversely, the system of appointments must have specific checks and bal-
ances which regulate the distribution of power to prevent political interference
within the agency outside of the appointments process. Some critics argue that
the disadvantage of such a system is apparent in the multitude of dollars spent
on legislative lobbying for the appointment.* This form of interaction with
the legislature arguably tarishes the appointment process.”> However, even
under the further privatization of governmentally tied regulatory sysiems, as
in the UK, it is impossible to sever all governmental ties to the appointment
process, even where those ties are significantly reduced.

Currently, there are two interiwined debates within the U.S. concerning board
election which arise from this modcel, The first debate centers upon the con-
nection and interaction between the legisiature and the regulating body.** The
second debate revolves around the amount of presidential leverage in nomi-
nating board members.*® The central issue which links these arguments is
whether a politically independent or politically linked structure is most effi-
cient in fulfilling the purpose of the regulatory agency. These debates concern
the need for political insulation for regulatory entities.*® Historically, the sep-
aration of bureaucratic organizations from direct political oversight was the
result of political compromise between differing political groups. Scholars
note concerns with inefficiency arising from organizations independent from
direct political oversight. The need for protection against pelitical whims in an
evolving political climate is imperative. Conversely, absence of legislative
interaction within this model appears unavoidable, and furthermore complete
separation or legislative altering of the electoral structure could lead to the
precipitation of dangers — such as political manipulation and the susceptibility
of political whims — previously held in check,*

Another argument posits that regulatory agencies established through the
mechanism of political appointments are not truly independent because of the
level of Congressional oversight. Additionally, other scholars argue that insu-
lation of regulatory oversight by the executive branch (president) merely
strengthens the Congressional control. Thus, central to all debates in this area
is the preveniion of one political faction gaining control of the regulatory
entity. However, mechanisms of board structure, primarily put in place for
accountability purposes, are instrumental in countering the previous argu-
ment.

42 A.C. Pritchard. The Sec At 70: Time For Reviremenr? §0 Wotre Dame L. Rev. 1073, 1076
(2005).

43 Seeid. at 1075,

44 See id.

45  Seeid.

46 Seeid.

47  Seeid at 1076,

Also, there are two concems rising from a governmentally controlled election
structure. First, the issue within this realm is whether the influence of the gov-
ernment in the election process is excessively intrusive. Conversely, the sec-
ond concern is whether the interaction between governmental offices in the
appointments results in the lack of legislative compatibility.*® The core of this
debate is centered upon accountability and will be discussed in the following
section.®

One advantage in the UK system of regulatory appointments is the intercon-
nection between a political body and an independent agency overseeing the
ministerial process. This connection does, in a sense, purify the appeintment
process by assuring government candidates who have the authority to desig-
nate the goveming regulatory board are of sufficient integrity to merit the
appointment.”® Other safeguards which provide strength to the appointment
process will be discussed in the section on accountability.

In conclusion, in adopring a system for election within a regulatory model, it
is imperative to implement those elements that provide structural stability and
further insulate the process from being subject to the whims of either govern-
mental or privaie manipulation.

3. Accountability
3.1. Current Trends

The element of accountability is interconnected with each factor comprising
the governance structure.’! Accountability is essential in maintaining the
integrity of the governance structure, and is therefore requisite in establishing
the legitimacy of a financial regulatory authority. Scholars have noted that a
ncomplex ad specialized activity like regulation can be monitored and kept
politically accountable only by a combination of conirol instruments: legisla-
tive and executive oversight, strict procedural requirements, {and] public par-
ticipation. ..«** Additionally, the importance of strong accountability frame-
work stems from the consensus among U.S. academics, that administrative
agencies tend to fall under the influence of the firms they oversee.” Thus, the

48 Seeid. . ‘

49 See supra discussion beginning on page 10.

30 Seeeg. supranote 33.

31 Cémara, Paulo, Manual de Direito dos Valores Mobilidrios, Coimbra, (2009), p. 278-279.

32 See supra note 1 at 10 (quoting Majone, Giandomenicao, 1993, »Controlling Regulatory
Bureaucracies: Lessons from the Americar Experience, EU! Working Paper SPS 93/3).

33 See Jackson, Howell, E., Learning From Eddy: a meditation upon organizational reform of
Sinancial supervision in Europe, Perspectives in Company Law and Financial Regulation,
ed. by Tison, M., et al., Cambridge University Press (2009) 536 (queting LR. Macey,
Administrative Agency Obsolescence and Interest Group Formation: A Case Study of the
SEC at Sixry’, Cardozo L, Rev. 15, (1594), 909-49),
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implementation of accountability mechanisms is crucial in the function of a
financial regulatory entity.

Within the realm of U.S. governmentally affiliated regulatory systems, there
are several mechanisms currently used to ensure accountability and transpar-
ency. These mechanisms include both internal and external devices which aid
in accountability, The principle trend under the U.S. public model is the
accountability both to the legislature and to the public. The main trends under
this model are political accountability and internally created audit mecha-
nisms. Under this framework, external accountability to the legislature, even
though governmentally affiliated agencies are denoted as »independent,« is an
important accountability mechanism.** Annual articles are made to the legis-
lature disclosing the current function of the agency, its prior activities in the
year, and presenting the future direction of the financial regulatory author-
ity.>® An additional source of accountability to the legislature is the require-
ment of legislative approval for budget propasals.® This allows the legislature
to view the monetary workings of the regularory body, and therefore adds a
further element of transparency and accountability.

Another trend under this model is the establishment of a separate, internal
auditing agency.”’ The separate agency articles to the legislature on a regular
basis on the activities of the regulatory body. These external private auditors
act as a public sector gatekeeper. Additionally, the auditing agency performs
formal assessments analyzing the agency operations and programs. The pur-
pose of this separate agency is to establish safeguards against fraud or abuse,
and to further promote the efficiency and accountability of the regulatory
body.>® This agency is then accountable to the legislature, and makes periodic
articles on its findings. This is merely a separate gate-keeping function that
adds an additional layer of accountability.

One current trend in accountability in the U.S. under the governmentally con-
trolled »independent« model is the establishment of an outside auditing
agency, which acts as an external accountability mechanism. The establish-
ment of this structure was to create an added layer of accountability within the
realm of governmental control, However, the future of this model is uncertain
due to a constitutional question concerning the lack of executive power to
remove PCAOB members.” This sterns from the central constittional con-

54 For the semi-annuat article presented to Congress by the Office of the Inspecior General of
the SEC see: hitp:/www.sec-oig. goviArticles/Semiannual/2010/semiaprl 0.pdf.

55 Seeid
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5% Nagy, Donna M., Is the PCAOB a »Heavily Controlled Component« of the SEC?: An Essen-
tial Question io the Constituiional Controversy, 71 U, Pitt. L. Rev. 361, 460 (2010) (arguing
that the creation of the PCACR is an unconstitutional constraint of executive power, and fur-
ther promotes imbalance in the legislative scheme).
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cern that a lack of power destroys the U.S. system of checks and balances.®
The recent Supreme Court decision in Free Enterprise Fund v, Fublic Co.-,
Accounting Oversight Bd. held that the PCAOB structure restricting the power
of the executive o remove the principal officer contravened the Constitution’s
separation of powers.®* Thus, the future of this accountability mechanism in
its current form is uncertain.

Current legislation in the U.S,, the Restoring American Financial Stability Act
of 2010, implements changes affecting accountability mechanisms in the gov-
ernmental sector of financial regulatory entities.®? This Act includes policy
changes with broad implications for accountability in regulatory governance,
and also includes potential expansion of accountability in the creation of addi-
tional oversight and risk assessment offices.®® The Act establishes a govern-
mental agency, the Financial Stability Oversight Council, which, unlike the
PCAOB, is directly linked to the government, and the purpose of which is to
provide data assessing risks of bank and non-bank financial institutions; and
furthermore, facilitate in the reporting requirements, rulemaking, examina-
tions, and enforcement actions within for financial regulatory entities.® Thus,
the current legislation provides an added accountability mechanism aiding the
.S, governmentally affiliated financial regulatory authorities.

The structure of accountability in the UK was put in place through legisla-
tion.®> The framework both for the governmentally centered external account-
ability and the internal accountability mechanisms was established through
Parliamentary action. However, the legislation which created this system of
accountability specified that the sole external accountability would be to the
Treasury. Under this framework, the FSA contains fewer ties to the govern-
ment than its U.S. counterparts, and the accountability mechanisms thus func-
tion similar to a public company. The FSA is not subject to Parliamentary
accouniability; it articles solely to the Treasury. Consequently, this reflects
the historic practice that incorporated bodies are not expressly answerable to
Parliament, rather ministers are held responsible for the exercise or non-exer-
cise of any powers they possess. The FSA must article annually to the Trea-
sury on its activities and the discharge of its functions. Both executive and

50 See id. at 400. . ’ -

6l  See Free Enterprise Fund, 130 5. Ct. 3138, 3151 (2010).

62  Seethe Restoring American Financial Stability Act of 2010 available at: htip://banking.sen-
ate.gov/public/_files/
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non-executive board members file separate articles with the Treasury.5® This
adds ancther dimension to the structure for enforcing accountability.

Another aspect of accountability under the UK model which is similar in
nature to a public company is the requirement of public meetings held annu-
alty. This meeting must be held within the three months following the annual
article made to the Treasury.5” The purpose of the public meetings is to pro-
vide a public forum for the discussion of FSA actions, and to further provide
an opportunity for the public to question FSA officials about any agency
action or inaction occurring during the prior year. Moreover, this annual
forum is a demonstration of both intemal and extemal accountability mecha-
nisms. The preparation of the articles requires agency accountability through
the preparation of intemnal articles on regulatory actions and the discharge of
regulatory functions. The public presentation of the annual article to the Trea-
sury ministers as well as the public forum is a form of external accountability
previously established by legislation.%®

Additionally, under the UK public model, the regulatory body is accountable
to both consumers and to the regulated industries.®® For example, the FSA has
two internal statutory bodies — the Consumer Protection Panel’ and the Prac-
tioners Panel’* — which act as an intermediary of accountability in reporting to
both consumers and industries. Membership on these internal bodies is deter-
mined by the FSA, but Treasury consent is required for the appointment or
removal of the chairman, The Consumer Protection Panel acts a control mech-
anisim to inform the FSA as to the interests of consumers. Likewise, the Prac-
tioners Panel, composed of members of the businesses regulated by the FSA,
promotes the interests of those member firms and acts as an intermediary fur-
ther aiding accountability. Additionally, if either of these agencies proposes
policy which the FSA then rejecis, then the FSA must state the reasons for the
disagreement in writing, and this statement must be made available to the
public.”

The primary internal accountability mechanism is an internal audit agency. In
carrying out its function, this agency must provide an annual assessment arti-
cle analyzing the effectiveness of FSA processes in managing its risks and
controlling its activities. Additionally, this agency must provide regular arti-

66 Norton, Joseph I, Giobal Financial Sector Reform: The Single Financial Regulator Model
Bused on the United Kingdom FSA4 Experience — 4 Critical Reevaluation, 39 Int’l Law 15,
27 (2005).
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72 Anexample of an annual article conducted by the Consumer Protection Panel is available at:
http:/fwww.f5-cp.org.uk/publications/pdffannual_articie10.pdf.

cles on significant issues relating to the FSA's activities, and any improve-
ments the agency suggests in increasing the efficiency of those processes. The
internal audit agency must also provide twice a year articles on its investiga-
tions and the resuits of its audit plan. Also, the internal agency is responsible
for working in conjunction with any external auditing agency.” Under current
UK legislation, any complaint made internally by the FSA is accessible to the
public. This adds to the internal core of accountability and to external trans-
parency.

Other internal mechanisms aiding in the transparency and thus accountability
under this model is the publication of the minutes online.” The increasing
trend is the use of the infernet as an aid in agency accountability and transpar-
ency. Open access {o company activities is imperative in ensuring both exter-
nal and internal accountability.

One central mechanism of accountability found within the private sector of
U.S. regulatory frameworks is the attenuated oversight by a governmentally
affiliated agency.” Similar to the framework found under the U.S. govern-
mental model, the largest private regulatory agency articles to the legislature
on its activities, but is not subject to the same oversight seen in governmen-
tally controlled agencies. Also, under this model, every member firm is sub-
ject to an internal audit which is then transmitted to a governmentally con-
trolled agency, Within this structure the regulatory body has an infemal
auditing department that coordinates with outside auditing entities, which
either directly or indirecily communicates with govermnment controlled
entities.

Another trend under this model, similar to both the U.S and UK governmen-
tally affiliated sectors, is the continual website updates concemning regulatory
changes, internal articles, compliance activities, and structural information
which lend transparency to the agency. Also, updates to agency rules, rule fil-
ings, regulations, comments, notices, and any legislation affecting the agency
is casily accessible through the website. Clearly, the internet is one of the fore-
most trends aiding accountability and transparency.

3.2. Advantages and Disadvantages of the Current Trends

Currently, one debate is that governmentally created regulatory entities lack
the mechanisms necessary for ensuring accountability to the legislature and to

73 FSA Aricle: Quality Assurance and Internal Audit ar the Financial Services Authority,
available at: hitp://www. fsa.gov.uk/pubsiother/qa_ia pdf.

74  An example of FSA minutes published online at: http://www.fsa.gov.uk/pubs/board-min-
utes/dec_board.pdf.

75 FINRA files its proposed regulatory rule changes with the SEC and must wait for approval,
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rulefilings/1/default.aspx.
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the public, For example, there is growing concern that regulatory agencies
such as the Federal Reserve System (Fed) in determining the future of U.S.
monetary policy and in performing irs regulatory function, is too isolated in its
decision making, and thus does not have the requisite mechanisms to ensure
accountability. Although the purpose is creating an independent regulatory
entity was to isolate it from political influence and thus create stability for the
nation’s economy, the drawback is now that this isolation from political influ-
ence also limits the requirements of transparency and accountability.”® The
method for ensuring accountability is the reporting to congressional commit-
tees at different times throughout the year. However, the ceniral issue with
this methed is that the regulatory body was historically given the autoniomy to
shield some of its actions from public view. The issue is now whether the
mere repoiting to the legislature is enough of an accountability mechanism to
ensure the preservation of regulatory integrity.

Various schelars argue that despite the isolation from political control found
within this model, there should be more accountability to Congress and the
public.” They state that there is imminent danger in the isolation from com-
plete public and Congressional accountability. Furthermore, they argue that in
fulfilling the object of greater accountability more power should be given to
the legislature in overseeing the monetary policy and regulatory actions of the
agency.”® This would create agency rransparency by giving legislative over-
sight and thus further accountability to the general public.

Alternatively, this argument requires an alternation to the regulatory structure.
This would necessitate a change in central legislation which established the
function of the agency. In essence, the role of the agency would change and
agency oversight would be given to the executive and the legislature. Con-
versely, this presents the danger of completely politicizing all monetary policy
decisions, and could lead to harmful economic consequences.’

One of the main arguments concerning the disadvantage of the U.S. govern-
mentally controlled structure is the concern that the level of accountability to
the legislative body makes the regulatory agency suscepiible to the political
whims of the legislature. One scholar proposes a regulatory change decreasing
the amount of regulatory accountability to the legislature, but increasing the
oversight by the executive branch,*® The main point of this argument empha-
sizes the function of accountability. The scholar notes that politicians are
quick to find patterns where there exists mere random events, thus promoting

76 Andrew P. Atkins, The AIG Bailour: Constraining the FED s Discretion, 14 W.C. Banking
fnst. 335, 352 (2010).

77 See id. at 355-56.

78  Seeid.

79  Seeid.

80  See Pritchard supra note 41 at 1076-77.

the passing of legislation useless altering an unbroken structure. The argument
continues by suggesting an alferation of the regulatory structure which
removes control and accountability from the legislature and transfers the
authority to the executive branch. Conversely, this proposal presents dangers
of delegating too much authority over national regulatory agencies to one
individual — the executive. Therefore, it is unlikely that such an alteration is
possible within a system based on the balance of power and a system of
checks and balances between the branches of government.

Another central advantage found in the U.S. governmentall¥y controlled model
is the strength found in the utilization of both governmental and private meth-
ods of accountability, The availability of these internal and exiernal measures
ensures that politicians, firms, and the general public have access to agency
information. For example, the regulatory entity uses independent internal
audit agencies aiding accountability, and has the additional responsibility of
disclosing the results of these audits and all its activities to the legisiature.
Also, the utilization of the intemet as a tool for accountability is an internal
method aiding transparency. Under this model, the public can access both the
minutes from the regulatory agency’s Congressional meetings as well as the
internal auditor’s accountability session before the legislature 3

On the contrary, the central advantage to the UK's independent structure
allows it to utilize the mechanisms of accountability and fransparency which
mimics those of a public company. Additionally, the agency procedures
involve yearly articles to the Treasury, which then presents this information
to Parliament.®® This process involves a »light touch« approach that does
not allow for complete legislative oversight. The advantage here is that the
regulatory body retains freedom from legislative control. Also, the estab-
lishment of two panels whose primary function is the promotion of account-
ability and transpatency of the regulatory agency curtails possible dangers
arising from the lack of pelitical oversight. Additionally, accountability to
these panels ensures interaction between stakeholders, and industry practi-
tioners. This further guarantees accountability by the agency in meeting its
objectives to the public, and aids in the fulfillment of its function as a pub-
lic institution.®

On the other hand, even this limited interaction with the Treasury has been
denounced as detrimental.®® Past studies evaluating UK regulatory perfos-
mance have criticized the level of accountability that the centralized agency

81 See the Office of the Inspector General’s Semi-Annual Article to Congress see: hup://
www.sec-oig.gov/ Articles/Semiannual/2010/semiaprl 0.pdf.
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owes to the Treasury in contrast with the accountability owed to the industries
it serves. One such critique stated that the regulatory structure is too depen-
dent upon the Treasury, and furthermore this link takes away from appropriate
regulatory accountability to the individual firms within the financial indus-
try.8* However, this argument is countered by noting that the statutory frame-
work intends to privatize the regulatory body with freedom from legislative
oversight, but with the retention of legislative accountability.

One frequent argument against a unified supervisory structure makes the reg-
ulatory entity too unwieldy in the management of power.*® This argument
suggests that a unified supervisory structure diminishes the quality of agency
supervision and effectively stifles an efficient system of accountability.
Another advantage in this context is that legislation establishing the indepen-
dence of the regulator also provides a platform for the dissemination of infor-
mation through the publication of an annual article. Additionally, the struc-
tural similarity to a public company ensures transparency through an annual
public meeting and the constant availability of consultations. The website pro-
vides a public forum for the dissemination of information which aids in pro-
moting agency transparency. This forum provides the means to publish the
minutes from each meeting online and also provides easy access to agency
articles, and thus is central to ongoing accountability.

Additionally, under the UK framework, an internal audit agency ensures
accountability through continusl sssessment of agency functions. The funec-
tion of the audit agency includes analysis of regulatory control mechanisms as
well as risk assessment of agency policies.?” The strength of this system is that
the constant, vigilant surveillance by an independent agency provides an unbi-
ased assessment of the regulatory function.

Conversely, there are also several areas of weakness in the UK structure in the
area of accountability. The requirement for public accountability through con-
sultations has led to an abundance of information and continual updates of the
FSA handbook.®® This makes it difficult to track the constant changes. Inabil-
ity to understand the regulatory framework and to remain up to date on
changes or additions to the handbook is an obstacle in promoting accountabil-
ity. Furthermore, this over-abundance of information in the regulatory body
potentially leads to the shielding of its functions, and thus a hindrance to
accountability and transparency.

85 Seeid. at 38-39.
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The advantage in the private sector of U.S. regulatory models is the lack of
legislative oversight gives the regulatory entity more freedom to implement
internal mechanisms of accountability. For instance, the lack of legislative
oversight allows a regulatory structure to quickly adapt in changing or devel-
oping internal policies aiding accountability without the cumbersome burden
of legislation. However, this advantage is skightly diminished in that indepen-
dent regulatory agencies such as FINRA are subject to government oversight
through the SEC, albeit at a reduced level. ¥

Some scholars argue that the disadvantage under the U.S. private model is that
the regulatory body is less accountable to the legislature than governmentally
affiliated regulatory bodies such as the SEC, which are subject to yearly gov-
ernmental audits,*® They argue that this lack of vigilant oversight by a legisla-
tive body is an impediment fo the transparency of the agency and diminishes
the standard of accountability.” Further criticism for the private sector contin-
ually points to the lack of legislative oversight. Critics argue that industry
standards are not stringent enough within the private sector. Moreover, they
state that this reduces the duties owed to clients and increases the burden to
these clients through the diminished standard of accountability.*?

However, the previous argument is countered by emphasizing that the internal
control mechanisms available under this model, in conjunction with the
increased regulatory flexibility do not diminish regulatory accountability.
Moreover, the primary strength of regulatory independence under this model
is the flexibility afforded to the agency in communicating with its members,
and developing further policies which facilitate accountability.

In conclusion, the tools necessary to develop efficient mechanisms of
accountability and transparency must first be implemented as a part of a regu-
latory entity’s internal structure; and furthermore established with external
safeguards ensuring agency transparency.

4. Transparency
4.1 Current Trends

Transparency »refers to an environment in which objectives, frameworks,
decisions and their rationale, data, and other information, as well as the terms

89  Karmel, Roberta S., 2008, Should Securities Industry Agencies Be Considered Self-Regula-
tory dgencies? Available ai: htwp://papers.ssm.conysol3/papers.cfm?abstract_id=1128329.

90 Jordan, Norma M., Glebal Capital Markets & the U.S. Securities Laws 2010; Strategies jfor
the Chonging Reguiatory Environment, 1807/Corp 629, (2010).

Gl  See e.g,, »Commissioner Addresses SEC Funding,« 2010, 16 No. 12 Money Manager's
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of accountability, are provided to the public in a comprehensive, accessible,
and timely manner.«’> Although transparency is not a traditional legal or
business term, but in its evolution, now has a close relationship with the gov-
ernance and regulatory principle of accountability.”* There is a distinct nexus
between accountability and transparency within the realm of financial regula-
tory governance. In this context, transparency helps to promote accountabil-
ity by impelling decision-makers to reveal both their decisions and the rea-
soning behind those decisions. Transparency is a necessary communication
tool providing both internal and external accountability. Therefore, this
element is essential in maintaining the integrity of the internal governance
structure.

Regulatory authorities utilize both mandated and voluntary transparency.
Mandated transparency is part of the function of both govermnmentally con-
trolled financial regulatory authorities and, to a lesser degree, private financial
regulatory authorities. In the U.S., governmentally controlled financial regu-
latory authorities repost to the legislature on a regular basis, and are subject to
an annual audit from an external agency. Mandated transparency is simply
external regulation used to promote development of internal risk management
in the financial industry.”* All regulasory authorities under this model make
use of voluntary transparency; however, the differentiation between the
frameworks is in the quantity and quality of its use.?

Transparency requires the public dissemination of relevant regulatory infor-
mation, which aids in bolstering the accountability and credibility of regula-
tors.?” The primary test of the level of voluntary transparency used by a finan-
cial regulatory authority is the public accessibility to its internal functions.?®
Currently, websites are the main source of disseminating this information to
the public. Thus, separate scrutiny of financial regulatory sites is essential in
determining the level of agency transparency.

Within the sector of U.S. government controlled regulatory frameworks, there
is some form of mandated transparency; however, depending upon the author-
ity, there is a differentiation in the extent of required transparency. The SEC is
one example where the function of mandated transparency is apparent. This
governmentally controlled finzncial regulatory authority discloses its yearly

93 Seesupranote | at {0,

94 See Kelly, James E., Transparency and Bank Supervision, 73 Alb. L. Rev, 421, 422.23
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budget as well as its regulatory activities to the legislature. The requirement of
budgetary approval from the legislature, also known as »staged financing,« is
useful in monitoring agency activities, and thus aids transparency.”® Addition-
ally, under this model an independent audit agency conducts audits of the reg-
ujatory authority and presents these findings biannually to the legislature.
Moreover, past legislation requires all SEC meetings to be open to the public
unless secrecy is necessary to protect a general interest,'®

The SEC uses its website!® as a forum for providing the public with reguia-
tory information. Some of the available website links include news, public
statements and press releases, regulatory actions, filings, and investor infor-
mation. Additionally, the SEC website provides numerous links providing
information on litigation, court administrative decisions, enforcement actions,
and ihe annual performance and accountahility articles. Additionally, the
website provides an avenue for the public to request copies of public docu-
ments.

Ancther model in the sector of governmentally controlled financial regulatory
authorities has fewer mandated mechanisms for transparency. The Fed,'¢2
because of its position in determining the future direction of U.S. monetary
policy and its oversight of the federal banks, is allowed less transparency in
the interest of preserving both the autonomy of the institution and the stability
of the financial market. Interestingly, although the Fed increased its voluntary
transparency through the disclosure of its decisien concerning open market
operations, recent legislation proposes expanding the transparency through
annual auditing.'® Currently, the only »audit« for this financial regulatory
authority is testimony in the form of an anmual article to the legislature, and
there remains a prohibition against full audits of this agency.'™

Although the Fed is subject to a lesser standard of mandated transparency, it
voluntarily posts speeches, testimony, and even videos pertaining to current
policy and regulatory actions on its website. Additionally, the Fed website
posts the current minutes of the Federal Open Market Committee. The web-
site also provides an avenue for the general public to request records and
informl%tsion regarding Fed activities made available through previous legis-
lation.
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Under the model of the PCAOB, ' which melds both public and private reg-
ulatory frameworks, there is a high level of transparency. This is due to the
fact that although the financial regulatory authority was created as indepen-
dent from the government, the reason for its formation was to enhance trans-
parency and accountability within the financial industry. Thus, this private
regulatory authority is subject to SEC oversight, This promotes transparency
in the communication of the regulatory activities of the agency with a gov-
ernmental authority, and is furthermore a type of mandated transparency.
Additionally under this model, because of the impetus for its creation, the
PCAOB maintains a high level of voluntary transparency, This is evident
frorn the content of the PCAOB website!"” which provides information con-
cerning board members, agency rules, enforcement, disciplinary action, and
inspection articles. Furthermore, the website provides a forum for public
comument on certain mlemaking dockets, further aiding in the transparency of
the authority.

Recently, the Restoring American Financial Stability Act of 2010 mandated
mechanisms providing for increased transparency within the regulation of the
financial market.'%® These increased transparency measures include the estab-
lishment of a governmental organization — the Financial Stability Oversight
Counsel (FSOC) — which facifitates and promotes transparency for non-bank
financial institutions.® This FSOC’s purpose is to assist transparency by
monitoring the financial services marketplace, and by facilitating the informa-
tion sharing within that marketplace.!®® Additionally, this agency has the
authority to recommend supervisory priorities to regulatary entities based
upon the information derived from its data gathering and information sharing
capacity.!'! This impacts the governance structure of governmentally con-
nected financial regulatory entities through the implementation of additional
measures mandating transparency and information sharing within its supervi-
sory capacity. The FSOC is an additional entity aiding regulatoty transpar-
ency.

Within the U.S. private sector of financial regulatory authorities, mandated
transparency exists, although to a lesser degree than the previous governmen-
tally affiliated model. For example, FINRA, the largest private financial reg-
ulatory authority in the U.S., articles to the SEC, yet retains its autonomy as an
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independent agency. Thus, the main tool of transparency for the SEC is the
disclosure of its regulatory actions on its website.''® This website includes
access to rules, rule filings, sanction guidelines, and disciplinary actions.
Also, there is access to compliance mechanisms such as regulatory filings as
well as annual financial articles and a » Year in Review« outlining the achieve-
ments and program objectives of the previous year, and including the current
mechanisms for expanding agency transparency. For example, the 2009 arti-
cle includes the steps undertaken during that year to bring greater transpar-
ency to the financial market. These steps include the expansion of the compli-
ance mechanisms as well as the broadening of the information available to
current and potential investors regarding the integrity of different brokers and
ﬁrms.““

The mechanisms ensuring the transparency of the FSA, the main financial
regulatory authority in the UK, is the annual article to the Treasury, annuak
public meeting, consultation and website.!'> The annual article to the Trea-
sury provides a link to a governmental body, and creates a degree of oversight.
Additionally, the annual public meeting offers the opportunity for public dis-
course in discussing the current activities of the regulatory authority. Thus,
although the structure of the regulatory authority is private and not govern-
mentally controlled, there is still an element of governmental oversight which
ensures the continued transparency of the agency.

The FSA website''? is the primary means of ensuring agency transparency.
The website includes documents such as board meeting minutes and minutes
from the annual public meeting, the annual article, press releases, speeches,
statements, newsletters, consultation papers, and policy documents. Addition-
ally, the website is constantly being updated with amendments to the Hand-
book as well as information regarding consultations. This aids the public by
providing a basis for both knowledge concemning financial regulatory policy
and agency structure as well as a forum for communicating with the regula-
tory authonty. Therefore, the website is a means of voluntary transparency
central to the preservation and provision of transparency within this financial
regulatory structure,

4.2. Advantages and Disadvantages
There are two overarching discussions concerning transparency within the
realm of financial reguiatory authorities, First, the discussion centers upon the
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quantity of transparency necessary to the function of the regulatory entity. The
next discussion revolves around the implementation of mechanismns aiding the
transparency of the authority. Both conversations stem from the present need
of strengthening financial regulatory authority structures, and thus increasing
the integrity of the global financial marketplace.

Currently, there is a major trend toward increasing the transparency of finan-
cial regulatory authorities. The recent financial crisis fueled the discussion
concerning the need for the public scrutiny of financial regulatory authorities,
and the value of increasing the transparency of these authorities. For example,
in the U.S,, there has been widespread criticism conceming the lack of trans-
parency within the Fed.!!” During the recent financial downturn, the Fed made
numerous loans to financial institutions without disclosing the names of the
institutions. Many legislators argue that limited disclosure in this area would
not harm the institutions receiving the loans. They continue by arguing that
there is grave danger in not requiring a financial regulatory authority to dis-
close at least minimal lending information to the legislature.!'8

Conversely, the counter argument is that the lack of transparency in lending to
troubled institutions is necessary to market stability. Additionally, it could be
argued that even minimal disclosure in this area could create a public political
battle if the legislature is unhappy with a particular decision. Thus, this possi-
bility could create the very instability in financial institations which reguia-
tory transparency seeks to avoid. Despite the discussion of decreasing trans-
parency for regulatory authorities, there are numerous pending items of legis-
lation in the U.S. which seek to further the transparency of financial regula-
tory authorities, indicating a trend toward the likely adoption of further mea-
sures increasing transparency.'!?

Currently, new U.S. legislation seeks to improve the transparency measures
within the governance structure of financial regulatory authorities by the addi-
tion of other oversight bodies.'?° Scholars have noted one of the difficulties in
promoting transparency within the U.S. govermmentally affiliated financial
regulatory framework is that the architecture of several, and at times, overlap-
ping, regulators makes the assessment of the internal functions of the regula-
tors difficult.'?! Other scholars note that the muititude of financial regulatory
authorities in the U.S. governmental context presents a fragmented regulatory
structure. Current U.S. legislation seeks to ameliorate this through the estab-
lishment of further regulatory bodies which would aid in promoting account-

117 See supra note 41 at 352-53.

118 Seeid.

115 Seeid.

120 See generaily, The Senate version of the American Financial Stability Act of 2010 is avail-

able  at:  htipi/banking.senate.gov/public/_files/ChairmansMark31510AY010306, xml
FinancialReformiegislationBill.pdf.
121 See supra note 1 at 431
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ability and market transparency.’?? However, some scholars contend that the
legislature, in implementing changes to existing financial regujatory struc-
tures by increasing transparency measures and by creating other regulatory
bodies, did not adequately consider the efficiency of these measures in light of
the existing regulatory structure. Critics argue that the attempt to ameliorate
the transparency of the regulatory structure is impossible by merely placing
more regulatory frameworks over the current structure.’> These critics state
that a simplified structure for financial regulatory authorities is more condu-
cive to transparency and the efficiency of the financial regulatory authority.
Arguably, the current trend of increasing transparency through the addition of
more regulatory entities is less likely to create increased transparency within
the separate regulatory frameworks.

Perhaps the most relevant corrent trend in increasing the transparency of
financial regulatory authorities is the abundant dissemination of information
through its website. This trend is applicable both in the sector of government
controlled financial regulatory authorities and in the sector of independent
authorities. The internet allows the prompt distribution agency documents
such as: minutes from meetings, annual accounts, records, annual programs
objectives, information on the governance structure, and some websites even
ailow the online filing of complaints. The availability of these documents to
the general public as well as the legislature aids in maintaining and increas-
ing transparency. Alternately, the quantity of information available on the
website, if excessive, is a potential hazard to transparency.'?* For example,
the FSA handbook is a larze!'?® document which is constantly being revised
to reflect new procedures. Some scholars note that the magnitude of avail-
able information could shield agency functions from external analysis, and
thus hinder transparency.?® However, the counter argument is that diminish-
ing the quantity of the information would lead to selective disclosure, and
therefore decrease transparency far more than the currest abundance of
information.

One advantage to increasing transparency under a governmentally controlled
financial regulatory authority model is the ability of regulatory monitoring
both by the public and by legislative authority. The advantage under this
model is that the dual structure of accountability which increzses the mecha-
nisms for transparency, in that, there is continual scrutiny of the financial reg-
ulatory authority by the lay public and by governmental entities. For example,

122 See supra note 75.

123 See supra note 1 at £35.

124 See Pnitchard supra note 4] at 37,

125 See supra at note 51. The FSA Handbook contains over 6000 pages and is updated daily.

126 See id.; see also Yokoi-Arai, Mamiko, The Regulatory Efficiency of a Single Regulator in
Financial Services: Analysis of UK and Japan, 22,27 B.F.L.R. 23 (2006).
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under a U.S. model such as the SEC, there is the dissemination of information
such as annual accounts, annual articles, records, and minutes from meetings
directly to governmental authorities through articles to the legislature, and
also to the general public through the SEC website. Some scholars argue that
the legislated requirement of transparency in all the regulatory authority’s
functions is too cumbersome and inflexible in the current market. However,
this structure has the advantage of dual communication with both the govern-
ment and the public. Therefore, this framework provides, arguably, the most
safeguards in ensuring transparency; furthermore safeguarding the integrity of
the regulatory structure.

The discussion concerning the need of greater transparency within financial
regulatory govemance is apparent in the structure of independent financial
regulatory autharities. One argument suggesting the disadvantage of this
model states that there is significantly less transparency because the legisla-
tion mandating mechanisms for transparency apply only to governmentally
controlled authorities.!?” Recently, financial industry professionals com-
plained that this governmentally independent model creates a lack of transpar-
ency within the organizational structure.'?® Therefore, scholars emphasize
that the lack of a strong mechanism aiding in the internal and external commu-
nication of agency functions, could make this model susceptible to dangers
stemming from reduced transparency such as self-motivated governance and
power imbalance within the authority.

However, scholars counter this argument by emphasizing that the lack of gov-
ernmentally imposed constraints in the area of transparency can increase the
efficiency and utility of the private regulatory authority. Scholars argue that
although a private regulatory authority is not bound by the same accountabil-
ity mechanisms imposed upon governmentally controlled financial regulators,
nor required the same level of transparency, this allows for increased effi-
ciency within the organization. Furthermore, scholars note the mechanisms
promoting the open and democratic structure seen within the governmental
model are likely to make the authority a slow-moving bursaucracy.'*” Never-
theless, this argument runs counter to the currens trend visible within all finan-
cial regulatory models, that is, in increasing agency transparency for purpose
of maintaining agency intearity.

In conclusion, transparency requirements for a financial regulatory authority
must include both mandated and veoluntary mechanisms, and furthermore pro-
mote the dissemination of information leading to an open and democratic pro-
cess within the financial market.

127 See supra note 41 at 363.

128 See, e.g., Commissioner Addresses SEC Funding SROS, fune, 2010, 16 No. 12 Money
Manager's Compliance Guide Newsl. 7.

129 See supranote 66 at 2,
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5. Internal Structure of the Regulatory Body
5.1, Current Trends

The internal structure of a financial regulatory authority is fundamental in 2id-
ing the maintenance of a sound regulatory structure. There are various charac-
teristics which define regulatory agency structure. The composition of the
agency boards is central in the characterization of this framework. In the U.S,,
the terms of the board members for all the governmentally controlled agencies
are staggered so that each expires within a specified time-frame, preventing
political control of the board composition or politically stagnant decision-
making.'** The appointment framework prevents the complete renewal of a
governmentally affiliated regulatory board during any one presidential
term.'?! Additionally, there are limitations for the number of board members
allowed from each political party; this prevents any single political party from
controlling the regulatory board.

The average term length for board members under the U.S. medel 1s approxi-
mately five years; however, for the governmental agency which controls both
the federal bank and the centra] monetary policy, the terms are fourteen year.
Likewise, under this framework, the terms are staggered fo end every even-
mumbered year, Although the appointment to regulatory boards with ties to the
government is centrally political in nature, the internal structure of the board —
the length of the terms, as well as the staggered design of the terms — allows
for a level of political insulation within the regulatory body. Also, the term for
board members for a directly controlled governmental regulatory agency'®? is
lengthier; however, the purpose of this design is compatible with the overrid-
ing legislative purpose — to shield the regulating entity from political whims
and thus preserve the strength and integrity of the regulatory body. Similarly,
in the UK, the terms for FSA board members are comparable to those under
the U.S. model. Term lengths are approximately six years, and are further-
more staggered to end alternately with each member.

Additionally, in the U.S., regulatory authority board members are executive
directors. Under this model, all board membess are executives who leave pre-
vious employment during agency tenure. The requirement of being the sole
employee of the regulatory agency is an internal safeguard against divided
loyalty and ensuring the member act in the interest of the agency without the

130 See id. at 64.

131 See Bismuth, Régis, The Independence of Domestic Financial Regulators: An Underesti-
mated Structural Issue in International Finance Governance, Goettingen Journal of Int. L.
2,93, 97 (2019) available at: hitp://papers.ssm.com/sol3/papers.cfm?abstract_id=1551933.

132 See § 10 of the Federal Reserve Act describing the structure of the Board of Governers of the
Federal Reserve Board.
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temptation of personal gain. [n contrast, in the UK, the FSA contains a mix of
executive and non-executive directors.

3.2. Advantages and Disadvantages

The central advantages and disadvantages of the internal structure centers on
whether a staggered or continuous framework for the terms of board mem-
bers adds to the stability and unity of the board. The advantage of a staggered
structure provides a stable structure for the functioning of the board in that
the governing body of the board remains unified because only one board
member can exit the authority within a specific amount of time. This aids the
regulatory authority in maintaining a unified decision making body. Argu-
ably, the exit of one board member does not alter the governing framework in
a way which would drastically change the regulatory process, thus providing
stability and continuity within the governing body. Conversely, the counter
argument is that this could lead to the »petrification« of the internal structure.
The staggered terms could lead to the stagnation within the regulatory
process because this model could inhibit obtaining new guidance and fresh
perspectives within the oversight function. The possible resulting harm might
be 2 structure which is slow to respond to the nesds of the current financial
market,

Alternately, another strength found in a staggered model is the unification
provided to the internal governance structure. Under this model, the inability
to implement a change in appointing or electing more than one board member
during a specific time aids the unification of the regulatory structure. Argu-
ably, this produces cohesion in the structure of the board and is desirable in
mainfaining stability in the regulatory framework, and furthermore aids the
stability of the authority’s eversight functions.

Another argument present in the UK private sector is unconnected to the pre-
cise structure of regulatory authorities, yet is relevant in analyzing the varying
term structures for board members. In the private sector recent revamping of
the corporate structure requires that the board director be elected on an annual
basis. Currently, the argument against this practice emphasizes that this hin-
ders the unity of the board, and thus causes instability in the functioning of the
board.!** The argument centers upon the need for a core of consistency and
continuity within the structure of a board.'** This is applicable in viewing the
structure of regulatory boards. The need for unity and continuity is a prevalent
concern both public and privaze sector. Thus, the previous argument states

133 See e.g., Chairmen Slate Parts of Governance Code as *Crazy' Financial Times Monday
Tune 28, 2010.
134 Seeid.
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that the annual change in board director undermines the unity necessary in the
structure of the board.

In conclusion, the determination of an appropriate internal structure for a
financial regulatory authority should include a balance between unity and sta-
bility, and furthermore encourage cohesion in the oversight activities of the
regulatory entity.

6. Sanctions and Supervision: Unity or Separation
6.1. Cuwrrent Trends

The implementation of sanctions and other disciplinary measures is central to
the oversight function of a financial regulatory authority. The primary role of
a financial regulatory authority is to protect consumers and investors against
abuse by financial institutions.'** The act of regulatory enforcement is sepa-
rate from the regulatory function of oversight and implementing discipline.!>
These differing functions require the regulatory entity to invoke different
strategies for these differing roles, and furthermore justify the separation of
these different roles.’”

The central concern in the disciplinary function is in maintaining agency effi-
ciency and effectiveness in the performance of these separate roles. The level-
ing of disciplinary actions is one measure of agency efficiency. In the area of
sanctions, the main question is whether the leveling of sanctions should be
performed by an entity which is separate from the financial regulatory author-
ity, or whether the enforcement of disciplinary actions should be a unified
process controlled by the regulatory body. The overarching concern with both
these models is in maintaining the efficient functioning of the regulatory
authority as well as its accountability in carrying out investigatory and disci-
plinary functions.

Under a unified model for the imposition of sanctions, the financial regulatory
authority is responsible both for regulatory oversight and for the enforcement
of sanctions and disciplinary actions.'?® This structure is significant because
there is no line of separation between the functions of discipline and the regu-

. -

135 See Pan, Eric, J. The Four Challenges of Financial Regulatory Reform, 2009, Working
Paper No. 280 available at: http://papers.ssm.com/sol3/papers.cfm7abstract_id=1521504,

136 Seeid. at 18.
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latory authonty’s oversight function. For exampie, under a unified structure
such as the FSA, any enforcement of disciplinary actions issues directly from
the authority.'* This trend gives the financial regulatory authority a broad
range of power for enforcement. Currently, in the UK the FSA has extensive
enforcement power, which even extends to the ability to make arrests of unco-
operative regulatees.'*® Additionally, scholars have notes that a consolidated
regulatory structure such as the UK enables a higher leve! of predictability in
the enforcement of sanctions or other disciplinary actions,'*!

Similarly, in the U.S., the PCAOB!* retains a unified authority to impose dis-
ciplinary actions including sanctions.!* This framework does not differenti-
ate between iniernal structures which are responsible for discipline, Under this
structure the authority oversees all investigations and the enforcement of dis-
ciplinary actions. However, the lack of even internal separation under the
structure of the PCAOB is likely due to the fact that the underlying legislative
purpose in establishing this authority was centrally for investigative and disci-
plinary purposes, not for the broad oversight typically delegated to a financial
regulatory authority.

Conversely, under a segregated disciplinary framework, a separate entity is
responsible for the implementing sanctions and disciplinary action. For exam-
ple, the U.S. SEC has an office respensible both for the investigation and
enforcement of sanctions which is separate from its oversight function. The
enforcement division has the power to investigate and impose sanctions, and
although the judiciary has the authority to review appeals from disciplinary
action, it can alter the sanctions only to the extent that it lowers the amount of
the fine. Under this structure, the judiciary does not have the power to extin-
guish the regulatory authority’s disciplinary action.'™ This is merely one
example of the broad powers allotted to the separate entity in performing its
disciplinary function.

Another example under a segregated disciplinary framework uses two outside
panels for both the initial determination of disciplinary action and in the
appeals process. For example, under the framework of FINRA,'** the adjudi-
cation process in the leveling of sanctions consists of a »Hearing Panel«
which includes a professional hearings officer and two industry professionals.

139 See supranote 36 at 31.

140 Seeid. at 57,

141 See Brown, Elizabeth, F. The Tyranny of the Multitude is a Multiplied Tyranny: Is the
United States Regulatory Undermining U.S. Competitiveness? 369, 420 Brook 1. Corp,

];(i)r(l).sgtéQCOm. L. (2007) available at: hitp://papers.ssrn.com/sol3/papers.cfm?abstract_id=
142 See supra page 7.
143 See generalfy the PCAOB disciplinary sanctions rules available at: hitp://pcaobus.org/
Rules/PCAOQBRules/Documents/Section_5.pdf.
144 See 69A Am. Juz, 2d Securities Regulation—Federal § 1630
145 See supra page 7.
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Additionally, under this model an outside »National Adjudicatory Counsel«
consisting of both securities industry professionals and nonindustry represen-
tatives reviews the decisions made by the Hearings Panel.'*® Thus, FINRA
utilizes two external mechanisms for the leveling and enforcement of sanc-
tions.

6.2. Advantages and Disadvantages

The major concern with both an internal and external structure for the enforce-
ment of sanctions and disciplinary acticns is the assurance of the requisite
transparency and accountability in both the investigation and enforcement of
any disciplinary measures. One argument against the establishment of a uni-
fied structure for sanctions hinges upon the concern that the regulatory author-
ity will have too much power in acting as prosecutor, judge, and jury.'*’ The
crux of this argument is whether the dual functions of the authority compre-
mise the integrity of the authority in the fulfillment of its regulatory duties.
The broad concern here revolves around implementing measures further
ensuring accountability and transparency in regulating sanctions and disci-
plinary action. For example, the primary concem with the current enforce-
ment power of the FSA is in the possible self-serving actions in the imposition
of sanctions deriving from a unified structure.!*® Additionally, the FSA has
enforcement powers which extend into police powers to arrest any uncooper-
ative regulatees. The danger of extensive enforcement powers that meld into
the police powers is apparent. The hazard under this framework is that within
the centralization of the disciplinary function there is the possibility for abuse
in the wielding of those powers. In other words, a unified structure could
potentially act as a shield to regulatory accountability in the use of enforce-
ment powers, and thus act as a self-serving mechanism catering to the whims
of the regulatory authority’s leadership. However, this argument is countered
by the demonstration of proper structural conirol mechanisms ensuring
accountability in the enforcement of disciplinary measures.

Another important concern centering on the unified model focuses upon the
efficiency of the financial regulatory authority. Proponents of this model
argue that the unification of the authority’s ability to provide both oversight in
the financial market and discipline within that market ensures & more efficient
medium of regulatory control. Conversely, other scholars dismiss this struc-
ture as inefficient in carrying out its disciplinary function. There is concern
that the greater enforcement culture of a unified model merely drags down

146 See e.g., links to the FINRA adjudications process available at: hitp:/fwww.finra.org/[ndus-
iry/Enforcement/ Adjudication/.

147 See supra note 36 at 57,

148 Seeid.

179



ability of the agency to handle complaints, and thus hampers the agency’s
ability to enforce sanctions in a timely and effective manner,'*® On the con-
trary, it can be argued that a unified structure for the enforcement of sanctions
is more efficient because review and enforcement of discipline occur with the
same entity, and thus there is more timely communication within the authority
of investigations and enforcement actions. However, some authors prefer the
increased flexibility detived from a separate agency which controls the disci-
plinary actions.

There are several benefits derived from a segregated framework for the imple-
mentation of sanctions and disciplinary actions. Under this model, a major
benefit is that the structure for establishing accountability is clearly visible.'
The use of a separate entity unconnected with the general oversight functions
of the regulatory agency to enforce disciplinary measures prevents any group
or person within the regulatory authority from utilizing this power for self-
serving purpases. Additionally, this model of separation provides for greater
transparency in the disciplinary processes because the separate eatity is
responsible only for the disciplinary activities of the regulatory body.
Another benefit derived from separating the regulatory and disciplinary func-
tions is in the maintenance of agency efficiency. Under this model, an outside
entity controls the review and enforcement of disciplinary actions, thereby
freeing the financial regulatory authority to exercise its oversight duties unin-
hibited by the necessity of investigation, review, and appeal.!>! Moreover, the
furtherance of efficiency under this model arguably extends equally to the
function of regulatory oversight as well as to the separate agency responsible
for enforcement processes.

Finally, the segregation’ between regulatory and disciplinary functions also
favors the highest standards in terms of due process, impartiality of judgment
and respect for the presumption of innocence in disciplinary proceedings.
Under this light, it is an institutional model that clearly fully satisfies the

requirement contained in article 6 of the Europezn Human Rights Conven-

tion!3Z,
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In conclusion, in the adoption of a unified or separate framework for the
implementation of sanctions and disciplinary actions, a financial regulatory
authority must consider a model which aids in regulatory efficiency, and fur-
thermore imposes mechanisms aiding acoountability and transparency.

7. Conclusion

Scholars have noted that »[a)] financial system is only as strong as its govern-
ing practices.«'* The recent financial crisis has further emphasized the
importance of good governance practices within financial regulatory bod-
ies.** The current global economic crisis has prompted policy responses both
in the U.S. and the UK, which are largely centered on regulatory reform !>
Further regulatory reforms in the finzncial system might also be underway in
other European countries'S, including Portugal, Consequently, it is important
to evaluate how and why the »gatekeeping« function of financial regulatory
agencies failed, and furthermore determine solutions to repair effective and
efficient monitoring of the financial market.’”” Although there are many reg-
ulatory structures within the financial market, the essence of these respective
governance mechanisms in each framework is to increase both the efficiency
and effectiveness of financial supervision.'>® The central conclusion in ana-
lyzing these different regulatory models and trends is the determination that
the development of a governance framework for a financial regulatory author-
ity must center upon effective supervisory elements alding accountability and
transparency, furthermore promoting the integrity of both a national, and, in
turn, global financial marketplace.
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