HARVARD

JOHN M. OLIN CENTER FOR LAW, ECONOMICS, AND BUSINESS

VARIATION IN THE INTENSITY
OF FINANCIAL REGULATION:
PRELIMINARY EVIDENCE
AND POTENTIAL IMPLICATIONS

Howell E. Jackson

Discussion Paper No. 521
08/2005

Harvard Law School
Cambridge, MA 02138

This paper can be downloaded without charge from:

The Harvard John M. Olin Discussion Paper Series:
http://www.law.harvard.edu/programs/olin center/

ISSN 1045-6333

The Social Science Research Network Electronic Paper Collection:

http://papers.ssrn.com/abstract_id=######

This paper is also a discussion paper of the
John M. Olin Center's Program on Corporate Governance


http://www.law.harvard.edu/Programs/olin_center

Variation in the Intensity of Financial Regulation:
Preliminary Evidence and Potential Implications

Howell E. Jackson”

© Howell E. Jackson. All rights reserved.

Givenall thetalk of regulatory convergencein financial markets, onewould think that good
datawould beavailableregarding theactual intensity of financial regulationin devel oped countries
aswell asarobust literature about how to determine the optimal level of regulatory intensity for
financial markets and financial institutions. As it turns out, neither data nor theories are wdl
developed on these topics. In this paper, | discussfirst the considerable difficulties of conducting
atheoretically complete analysis of costs and benefitsin the area of financial regulation aswell as
the problems associated in making international comparisons between the observed levels of the
intensity of financial regulation across national boundaries. Notwithstanding these difficulties, |
proceed to present some data about direct regulatory costs of financial regulation in the United
Sates and then engage in some preliminary international comparisons. Even after making
adjustments for the size of U.S financial markets, the costs of financial regulation in the United
Sates are substantially higher than the costs observed in most other jurisdictions. Moreover,
common law jurisdictions, in general, seemto incur substantially higher regulatory costs than do
civil law jurisdictions.

The paper also presents some additional evidence about the leve of regulatory intensity in
the area of securities regulation by reporting data on public and private securities enforcement
actions in the United States in recent years, including data on both monetary and non-monetary
sanctions. Compared to at least the United Kingdom and Germany, the intensity of securities
enforcement actions in the United States appearsto be strikingly higher. Not only arethere more
financial regulatorsinthe United Sates, but they carrybigger sticksthanther foreign counterparts.
Whilelaw on the books may be converging, the level of enforcement efforts seems to vary widely
across national boundaries and even within the regions, such as Europe.

The paper concludes with some thoughts about additional lines of research inthisarea and
then touches briefly upon the implications of my data for the debate over regulatory convergence
and for future lines of research.

JEL classification: D1, D6, D18, D61, D62, G2, G3, G20, G28, G38

" James S. Reid, Jr., Professor of Law, Harvard Law School. | would liketo express my thanksfor
financia support from the John M. Olin Center for Law, Economics & Business.
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Several years ago, when | was giving atalk in South Koreaon financial reform, | was asked
a question | found difficult to answer. How many people should South Korea's new Financial
Services Authority hireto overseethe country’ sfinancial servicesindustry? Asaconceptual matter,
theanswer wasclear. Thegovernment should hirestaff until themarginal benefit to be derived from
additional employment exceeded marginal cost. A number of related theoretical guidelines also
sprang to mind. In selecting among regulatory tools—including hiring decisions — the government
should select the most cog effective combination of regulatory mechanisms given the country’s
endowmentsof technology, capital and labor. Due consideration should be given tothe possibilities
of self-regulation at the industry and firm level plus the capacity of market mechanisms to police
certain activities more efficiently than government oversight. Within federal systems, a proper
allocation of authority between central authorities and local institutions should be ascertained. All
quitetrueintheory, but not exactly the kind of answer my interlocutor was seeking. Hewaslooking
for an answer like a staff of 100 or 1000 or 10,000.

Since this exchange, | have spent a reasonable amount of effort trying to come up with a
more helpful response to what seems on its face a perfectly reasonable question. In a modern
economy, what level of regulatory intensity is appropriate for the financial servicesindustry? Upon
reflection, | have concluded that this question is genuinely difficult to answer. The benefits of
financial regulation are multi-faceted and likely vary acrossjurisdictions. Evenonce specified, many
of these benefits are difficult to measure. Regulatory costs are somewhat easier to define, though
alsodifficult to measure. Itis, moreover, quite plausiblethat theefficacy of comparableregulations
may be dramatically different in different jurisdictions, both because of variation in enforcement
effortsacross jurisdictions and because of variationin private responses to public mandates. Thus,
thetask of comparing marginal coststo marginal benefitsin thefield of financial regulation may be
fundamentally intractable, and international comparisons of the sort implicit in such concepts as

“regulatory convergence” may be highly problematic.
In grappling with this problem, | have uncovered some interesting empirical evidence of
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potential interest to both my South Korean inquisitor and perhaps a broader academic audience as
well. If one focuseson financid regulatory costs that can be measured objectively and compared
acrossjurisdictions, thereisasurprising heterogeneity across national regulatory systems. Whether
measured in terms of regulatory budgets or enforcement efforts, regulatory intensity varies widely
across jurisdictions. To be sure, there are considerable difficulties in making meaningful
comparisons across countries of different sizes with different kinds of financial markets, not to
mention the complexities of fluctuating exchange rates and differentials in wages. But the
variations are so striking that I, at least, am convinced that genuinely different levelsof regulatory
intensity exist. These variations, moreover, are not exactly in the predicted direction. In particular,
the common law countries — the United States, the United Kingdom, and countries formerly
connected to the British Empire — report markedly higher levels of regulatory intensity on all
dimensions | have been able to study. While many observers associate the civil law regimes with
legal rigidity and bureaucratic ossification, these indicia on regulatory intensity in financial areas
suggest that it is the common law countries that carry the bigger stick and swing it with greater

frequency and force.

Suppose there are substantial differencesin regulatory intensity across jurisdictions. What
difference does it make? In the first instance, there is a question of whether increased regulatory
intensity translates into net benefits for society. In some contexts, regulatory intensity might be
counter-productive—for example in kleptocracieswhere the primary function of public authority is
to extract wealth from the public for the benefit of government officials and their associates. Even
in more benign settings where governmental efforts are ssimply ineffectual, increased regulatory
intensity may do little good in and of itself, while dragging down other activitiesthrough higher tax
rates. In some — perhaps many — domains, however, regulatory intensity may be associated with
publicbenefits, and indeed thereissomerecent empirica evidenceto support thisproposition, albeit

in extremely narrow slices of financia regulation.

In part this dearth of empirical evidence about the relationship between regulatory intensity
and public benefit isrelated to the fact that it isextremely difficult to measure the public benefit of
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financial regulation. In only a few areas (such as the regulation of insider trader) are objective
intermediate outcomes are susceptibl e to measurement and comparative analysis. Inpart, however,
the lack of evidence stems from the fact that academic analysts have not been able to collect the
relevant datafrom alarge enough sampleof jurisdictions. Support from regulatorsand multi-lateral
organizations could correct thisdefect and |ead to better understanding of the relationship between

regulatory intensity and socia benefit in the future.

In the meantime, useful guidance available to my South Korean questioner islimited. For
most areasof financial regulation, we cannot now estimate with any degree of precisionthepredicted
social benefit of increases in regulaory intensity or other regulatory costs. A fortiori, we cannot
make empiricdly validated estimates of likely benefits in particular institutional settings that
distinguish one country from another. What we can currently offer are gross comparisons of
regulatory intensity across a reasonably large sample of countries. These measures offer a crude
yardstick for self-assessment. Countries with indices of regulatory intensity well above or well
below these transnationd benchmarks may wel pause to consider whether their deviation from
international standards are justified by local conditions. Eventually we may be able to offer more
firmly grounded advice about optimal leves of regulatory intensity, but for now crude guidance

appears to be the best we can do.

I. TheChallenge of Measuring Costs and Benefitsin Financial Regulation

Although cost benefit analysis (or CBA as its sometimes abbreviated) is a staple of the
modern regulatory state, the methodology is unevenly applied. In the United States, most serious
cost-benefit analysis is conducted in the area of environmental or health regulations, and the
principal tradeoff explored is between the costs of some new technology — for example, pollution
control equipment —measured against predicted benefitsintermsof lives saved or diseases avoided.
To be sure, even these applications of cost benefit analysis generate ample debates and

disagreements, such as over the value of human life, appropriate discounting of future savings, and
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estimates of plant conversion costs. But what is striking about the cost-benefit debate in the United
Statesis how little of the attention has been directed to financial regulations.

A number of factors appear to explain this lack of attention. To begin with, the agency
principaly responsiblefor cost benefit analysisinthe United Statesisthe Office of Management and
Budget (“OMB”), whichfor many yearshasrequired costs benefit and ys sfor rulemaking proposals
of many federal agencies and departments. These OMB requirements do not, however, extend to
the independent agencies, such as the SEC and CFTC, nor do they apply to the Federal Reserve
Board or FDIC nor to any of the many state agenciesinvolved in overseeing the financid services
industry. While somefederal agencieswith jurisdiction over someaspectsof financia regulation are
subject to OMB oversight — for example, the Comptroller of the Currency and the Department of
Housing and Urban Devel opment —rd atively little attention has been given to the manner in which
these agencies conduct their cost benefit analysis, as the OMB appears not to give finanda
regul atory proposal sthe samedegree of review that it imposeson, say, environmental proposalsfrom
the EPA."

A. Difficultiesin Measuring the Benefits of Financial Regulation

Another reason why cost-benefit analysis for the financial services industry is relatively
underdeveloped is that the undertaking is difficult, perhaps even intractable, particularly on the
benefitside. In considering whether it might be possibleto ascertain whether officialsat the U.K.’s
Financial Services Authority (FSA) were achieving the goals assigned to them by Parliament,
Professor Charles Goodhart of the L ondon School of Economicshasopined: “[1]tisdifficulttocome
to any other conclusion except that the achievement of the objectives which have been set for the

FSA are non-operational in the sensethat no measurement of success can be achieved.”? The same

! For additional background on cost-benefit analysisinU.S. financial regul ation, see Edward
Sherwin, Cost-Benefit Analysis of Financial Regulation: Why Dollars Don’'t Always Make Sense
in SEC Rulemaking (Apr. 27, 2005) (on file with author).

2 Charles A.E. Goodhart, “Regulating the Regulator — An Economist’s Perspetive on
Accountability and Control, 151, 153, in THE CHALLENGES FACING FINANCIAL REGULATION 311
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might be said of efforts to measure with any degree of precision the realized benefits from U.S.

financial services regulation.

Several years go, | attempted to summarize the goals of financial servicesregulationinthe
United States®* At thetime | contended that regulatory intervention in this field was designed to
produce four distinct socid benefits, with the relative importance of the benefits varying somehow

across different sectors of theindustry.

1. Protection of General Public —In certain contexts this goal isdefined to
be achieving the level of protection that fully informed and fully rationd investors,
depositorsand insurance policy holderswould choosefor themsel ves; ahypothetical
contract approach to regulation. Other times, this objective is cast in a more
paterndisticlight, imposing absol ute protection on the general public without regard
to their preferences.

2. Elimination of Negative ExternalitiesfromFinancial Failures. The most
prominent sort of negative externality isthe elimination of systemic shocks to the
economy that financial crises could precipitate. A variant of this objective is the
elimination of the costs that society would bear if members of the general public
suffered losses from financial institution failures and then demanded ex post
compensation from public resources.

3. Advancing Various Equitable and Redistributive Goals. Though present
in a smaller share of financial regulations than the preceding two objectives,
equitable and redistributiveobjectives are undoubtedy presentin someareasof U.S.
financial servicesregul ation. In banking, for example, someregulationssteer lending
into particular markets to enhance economic development or promote certan
activities; ininsurance regul ation, some degree of cross-subsidiesbetweeninsurance
poolsis mandated to advance socid goals independent of (and sometimes at odds
with) solvency concerns.

4. Promoting Certain Aspects of Political Economy. Finally, some aspects
of financial regulation reflect political compromises. Long-standing barriersto the
geographic expansion of banks are one good example, but so are restrictions on
commercia activities of financial holding companies and certain aspects of SEC
capital market regulation.

(2001) (Eilis Ferran & Charles A.E. Goodhart, eds).

® Howell E. Jackson, Regulation of a Multisectored Financial Services Industry: An
Exploratory Essay, 77 WAsH. U. L. Q. 319 (1999).
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Since September 11™, one might add the elimination of financial crime and international terrorism

as a separate goal, or one might expand the third category to include these objectives.

How would one quantify the success of aregulatory agency in achieving these objectives?
Even the most straightforward goal — consumer protection — presents enormous complexities. To
the extent one is attempting to replicate the hypothetical contracts that consumers would choose
under conditions of perfect information and rationality, how does one figure out what the contract
is? And for which consumer, the median individual or some other individual or groups of
individuas? Moreover, even if one specified the appropriate level of protection to achieve, how do
you measure the benefit of moving consumers from some (presumably) lower level of protection to
a higher level of protection? Measuring losses avoided is one possibility, | suppose, but probably
over-inclusive because consumers likely are caled upon to pay some cost for this protection, such
aslower interest payments. Intheory one might have to estimate the overdl utility of consumersin
the absence of regul ation and their overall utility with regulation, but then onewould haveto convert
utility improvements into somemonetary vaue. And, of course, if absolute protection isthe social
objective here, consumer utility is probably not the right metric to use because paternalistic
interventions of this sort necessarily override individual choices and measures of utility based on

purely individud preferences.

Benefits from the elimination of externalities are, if anything, more difficult to measure.
Systemic risks are low-probability, high-impact events. Regulatory interventions, in theory, have
the potential to reduce the probability of these events and also diminish their severity. But how
effective any particular intervention is on these two dimensions is difficult to tell. It requires
information about a counter-factual situation: how likely is it that a systemic shock would have
occurred in the absence of regulatory invention and how severe would the shock have been in an
unregul ated environment. Even ex post, the absence of systemic shocksdoesnot provideparticularly

valuableinformation about the benefits of regulatory intervention because shocks may al so not have
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occurred in the absence of regulation.*

Equitable, redistributive, and political objectives are even less susceptible to quantification
asthey don’ ttrand ate easily into monetary values. For example, thebenefitsof preventinginsurance
companiesfrom charging different ratesto men and women for lifeinsurance or forbidding any bank
holding company from controlling more than 10 percent of the nation’s deposits may be real and

substantid. But they are hard to quantify for purposes of cost benefit analysis.
B. Difficultiesin Measuring the Costs of Financial Regulation

The costs of financial regulation are somewhat more susceptible to measurement. Perhaps
most quantifiable isthe direct cost of regulatory agencies: salaries paid to supervisory officialsand
other operating expenses associated with maintaining governmental operations. Though analysts
face certain impediments to the collection of this data — government agencies are not always
forthcoming about their budgets and occasionally one faces difficulties in allocating costs when a
ministry combines supervisory functionswith other government services— direct government costs

of maintain a supervisory force does not present serious theoretica challenges.

Theprivate costsof regulation, in contrast, are more difficult to ascertain. The most obvious
private cost of financial regulation is the compliance costs that members of the regulated industry
incur in hiring compliance staff and assigning personnel to fill out forms and structure operations
so asto confirm to regulatory standards. So, for example, somefraction of the costs associated with
the general counsel’s office of financial institutions like qualify as regulatory costs. Proper cost
alocation is, however, also a problem in this context. Not everything that bank counsel do isa
product of regulation. Even in the absence of regulatory requirements, banks would spend some

resources on hiring attorneys to negotiate contracts customers and monitor the activity of bank

* If financial crime were added as regulatory objective, similar problems of measurement
would arise. And, indeed, the problem of measuring benefits from crime prevention are anal ogous
in many respects to the problem of measuring benefits from financial regulation discussed in the
maintext. See, e.g., Darryl K. Brown, Cost-Benefit Analysisin Criminal Law, 92 CaLI. L. Rev. 323
(2004) (exploring application of cost benefit analysisin field of criminal justice).
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employees. The true direct costs of regulation are the incremental costs that financial institutions
incur beyond the levels of effort they would expend in the absence of regulation. Thus, in this
context, one must again deal with counter-factual conjecture regarding the level of costs that the

private sector would have willingly assumed in the absence of regulation.”

Regul ationsimpose substantial additional costs beyond thethose bornedirectly by regul ated
parties. Often times regulatory regimes employ enforcement mechanisms, like courts and other
disputeresolution fora, that incur costs asaresult of regulation. Inthe securitiesfield, for example,
the federal judiciary expends considerable resources — well beyond costs borne by the parties—in
resolving the federal securities cases filed each year. Arbitration systems run by the NASD and
NY SE a'so incur costsas do the administrative tribunal s used to enforce and interpret banking and
insurance regulation. Even a non-trivial share of the Supreme Court’s time is spent resolving
disputes over financia regulation — since its enactment in 1974, ERISA has generated dozens of

Supreme Court decisions.

And, of course, private parties incur a variety of indirect costs as a result of financial
regulation. In many contexts — for example the regulation of financial privacy — consumers are
required to expend effort in order to determinetheir options under regul atory regimes and may have
to expend more effort to obtain financial servicesby, for example, supplying financial institutions
additional information needed to comply with regulatory requirements. More difficult to measure
but probably substantidly more important in terms of economic costs are the transactions that
regulatory intervention unintentionally deters.  In many contexts, regulations will disrupt some
number of transactions that would have been socially desirable but that regulation impeded either
through overbreadth or misinterpretation on the part of private parties. Determining how much of
thissort of disruption any particular regulation will generate— much lessthe costsof such disruption

—may bean intractable problem. But thereisnot doubt that thisisanother form of regulaory costs.

®> Private industry estimates of regulatory compliance costs are often unreliable, tending to
attribute al legal and supervisory costs to regulation and sometimes assuming that transitional
compliance costsfor new regulations will recur annually.
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C. Sanctions, Feesand Transfer Payments

Many payments arise asaresult of financial regulation. Some but not all of these qualify as
regulatory costs and should beincluded in any comprehensive cost benefit analysisfor thefinancial
serviceindustry. Othersarenot true costs, but may still be useful measures of regulatory intensity

and definitely can influence private responses to regulaory interventions.

1. Monetary Sanctions Public & Private. Onekind of payment arethecivil penalties, fines,
and damage awardsfrom privatelitigation — paymentstypically made by regulated entitiesand their
employees or agents to the public fisc or to private plaintiffs. While these payments undoubtedly
fedl like coststo the parties sanctioned, the payments do not generally quaify asregulatory costs as
they represent resources transferred to other parties and can be used for other purposes. One
exception to this general proposition comes in civil litigation systems such as the United States
whereafraction of privateawardsaretypically used to compensate plaintiff counsel. In these cases,
afraction of private damage avards might appropriately be classified asacost of any regulation that

created the cause of action under which the suit arose.’

2. Non-Monetary Sanctions. Non-monetary sanctions may also generate some true
regulatory costs. Injunctions, for example, tothe extent that they impose compliance costsor disrupt
private activity excessively, generate additional real costs. Censures and penalties that remove
individuds from career paths may generate costs through the dissipation of human capital or

business opportunities. And, at the extreme, incarceration can prevent productive employment for

® Thereis aliterature estimating the cost of effecting transfer payments through the legal
systemasapercentage of the amount of transfer paymentsmade. For example, litigation costsmight
be estimated to consume 40 to 60 percent of payments made by defendantsin the U.S. tort system.
See, e.9., STEVEN SHAVELL, FOUNDATIONSOF ECONOMIC ANALYSISOFLAW 281 n.2 (2004). There
may well be a stable relationship between overal litigation costs and the level of regulatory
sanctions, though the relationship has not been formally studied as far as | know and would likey
vary acrossjurisdictions. Some of these costs — such as the costs of hiring government attorneys —
isreflected in other measures of regulatory costs that can be obtained directly. But other cost, such
as privatelitigation costs and costs of administering a dispute resolution system, may not be easily
measured directly and may be better estimated as a fraction of sanctions imposed.
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the period of incarceration. Resourcesexpended defending agai nst, prosecuting, or adjudi cating non-
monetary sanctionsareall real regulatory costs. Estimating thefull economic costs of non-monetary
sanctions is difficult, but as an analytical matter, they should figure into a comprehensive cost-
benefit study.

3. Fees& Other Transfer Payments. Finally, financial institutions often pay alarge number
of fees (for example, registration fees with the SEC or bank examination fees for the OCC) or
premiums (for example, FDIC insurance premiums). In some cases these payments are used to
finance aregulatory agency; in other contexts, they are turned over to the public fisc. For the most
part, these fees should not be included in regulatory costs, as they are transfer payments used for
other purposes, although one might argue that the economic distortions caused by industry fees —
similar tothedistortionsfrom other formsof taxation— might beanother regul atory cost attributable

to financial regulation to the extent those fees are used to finance a regulatory authority.’

5. Interaction Between Sanctions & Other Regulatory Costs. As explained above, many
monetary sanctions imposed on financial institutions are not themsel ves regulatory costs because
these payments are transfered to other parties for other uses. These sanctions are, however,
important indicia of regulatory intensity and have an influence on regulatory costs. The larger the
level of expected sanctions, the more private partieswill likely spend on compliance costs or legal
defenses—two sourcesof trueregulatory costs. Consequently, if anagency hasapractice of rigorous
enforcement of regulation, the total regulatory costs associated with the adoption of aregulation by
that agency will likely be higher than the regulatory costs of an identical regulation by an agency
with a less strenuous enforcement record. So, while sanctions may not always themselves be

regulaory costs, they are closdy intertwined with regulatory costs.
D. ThePromise Comparative Cost Benefit Analysis

Putting aside for amoment the formidabl e challenges of measuring costs and benefitsinthe

" Similarly theincremental costs of raising general revenuesto support financial regulation
might be considered aregulatory cost.
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area of financial regulation outlined above, suppose that one country — say, the United States —
succeeded in accurately measuring all relevant factors and established for itself an optimal system
of financia regulation in which there would be a net loss to that country if its regulatory system
expanded or contracted oneiota. Could another country sensibly freeride off our efforts and impose
the same level of regulatory intensity with confidence that the decision would, as a first
approximation, generate acost-effective system of financial regulation in the second country? Or to
go back to my South Korean exchange, should a country such as South Korea be determining its
staffing decisions or other elements of regulatory intensity based on resource all ocation choices of

the United States and other industridized economies?

Many international financial experts—and much of the work of the World Bank and other
multi-lateral organizations — proceeds from the assumption that there is, in fact, much that
developing countries can learn from studying and emulating the regulatory structures of more
advanced countries, implying that what makesregul atory sensein onejurisdiction would make sense
elsewhere around the world. Indeed, my own predilectionsliein that direction, otherwisel should
not be going to South Korea (or any other country) to give advice on financial reform. It bears
noting, however, that there are anumber of reasons why countries should be cautious in importing
regulatory structuresfromforei gnjurisdictions, even such basic mattersasgenerd targetsfor staffing

levels a supervisory agencies.

1. Differencesin Scale. Oneobvious problem relatesto problem of scale. Indiapresumably
needs a larger regulatory apparatus than, say, Thailand, but how much larger? Is there a linear
rel ationship between theappropriatelevel of regulatory staffing based on population or perhaps GDP
or arethere economies of scale in thefinancial regulation that warrants something lessthan alinear

relationship.

2. Differencesin Composition and Sophistication of Financial ServicesIndustry. Another
obvious difference between jurisdictions is the composition and sophistication of the financia
servicesindustry. Some countries have many banks; othershavefew. Some have devel oped capital

markets; others do not. In some countries, financid institutions have sophisticated systems of
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internal controls; inothers, they do not. Presumably these considerations, which vary byjurisdiction,
are also relevant to determining the optima level of a country’s regulatory effort, including its

staffing and budgeting decisions.

3. Differences in Regulatory Objectives. Countries may also differ in their regulatory
objectives. Even countriesassimilar in terms of regulatory philosophy and industrial development
as the United States and the United Kingdom have strikingly different goals for their financial
regulatory agencies?® If countriesbenefit differentially from financial regulation, then their optimal

regulatory structures are also likely to differ.

4. Different National Endowments. Wage and capitd costs will dso differ across
jurisdictions, aswill the educational leve s of the population. Such differencesimply that different
combinations of labor and capital investments might be appropriate in different jurisdictions, with

higher staffing levels appropriate in jurisdictions with low labor costs.

5. Different Levels of Enforcement Intensity. Another potentidly important difference
concernstheintensity with which financial regulationsare enforced in variousjurisdictions. Where
enforcement levels are high and are supplemented with private rights of action, one might assume
that less regulation or perhaps fewer regulators would be needed to obtain a given amount of
compliance than would be necessary in a jurisdiction with more lax enforcement intensity and

limited private rights of action.

6. Different Levels of Lawlessness of Population. Finally, there may be differencesin the
underlyinglevelsof lawfulnessin different jurisdictions. Somejurisdictions may be popul ated with
scoff-laws, prone to ausive practices and needing intensive and continuous oversight. Other
populations maybe more lawful, less prone to fraud and deceit, and less needing of supervisory

oversight. The benefits to be derived from regulatory effortsin the former jurisdictions are likely

8 Howell E. Jackson, An American Perspective on the FSA: Palitics, Goals &
Regulatory Intensity (forthcoming in a conferencevolumeto be published by the East West Center/
Korean Development Institute 2005).
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to be greater than regulatory effortsin the latter, again complicating international comparisons.

So there are many reasons to be cautious about selecting alevel of regulatory effort in one
jurisdiction based on the degree of regulatory effort observed in another jurisdiction even if oneis
confident that the second jurisdiction has established its regulatory effort in a manner that isfully

cognizant of the costs and benefits of financial regulation within its boundaries.

II. Evidenceon Variationsin Regulatory Effort and Enforcement Intensity

And yet, one still wonders is there some rough consensus as to the appropriae level of
regulatory effort and enforcement intensity that can be observed among the leading industrialized
countries around the world? Accepting that local conditions vary and one size will not fit all, can
one neverthel essoffer some guidance asto appropriatelevel sof regulatory intensity that woul d offer
ballpark targets? Plus or minus fifty percent? Or a factor of two? How about one order of

magnitude?

In an effort to gain purchase on this question, | present in this section preliminary evidence
onthelevdsof regulatory intensity in anumber of jurisdictions. Analysisfocuseson two different
measures of intensity: regulatory budgets and staffing on the one hand and securities enforcement
actions on the other. In each instance | begin with data regarding the United States, where
informationismost easily collected. |then offer alimited amount of comparative analysis, drawing

on acombination of third party data and information collected under my own supervision.

Many caveats apply to thisdata. Theseindiciaof regulatory intensity relate to only a subset
of a comprehensive measure of regulatory costs. Enforcement levels are not, strictly speaking,
included inregulatory costs, though they areintimately connect to regulaory costs. Finally, the data
presented bel ow isincompl etein certai nrespects and reporting conventionsundoubtedly vary across
jurisdictions. (Key variations of which | am aware are noted in the text or margins.) Y et, despite

all these shortcomings, the evidence presented below is, to my knowledge, the most comprehensive
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data ever produced on comparative regulatory intensity and, for that reason, may advance our

knowledge of the subject.
1. Regulatory Budgets and Personnel Leves
A. The Regulatory Budgets and Staffing Levelsin the United States

To establish one benchmark against which to make international comparisons, | have
attempted to collect acomprehensive picture of regulatory budgets and staffing levelsfor financia
regulatorsinthe United States. Although U.S. regul atory agenciesgenerally make reasonabl eefforts
to report this information, the fragmentation of U.S. supervisory oversight — both between sectors
of thefinancial servicesindustry and between state and federal authorities—makesthisachallenging
data collection process that has consumed hundreds of hours of research (mostly conducted by
research assistantsto whom | am extremdy grateful.) Presented below in Table Oneisan overview
of the regulatory budgets and staffing levelsfor the United Statesin 2002, the most recent year for

which | have been able to assemble reasonably comprehensive data.

Asillustrated in Table One, thetotal budgets of financial regulatory authoritiesin the United
States in 2002 was in excess of $5.6 billion, and saffing levels were reported at 43,244. A more
complete presentation of this data is presented in Appendix A, and a background memorandum
describing the sources of the dataand manner in whichthe datawas assembledisavailable.® Before

attempting to compare these indicia of regulaory effort to data from other jurisdictions, let me

° See Memorandum from Benjamin K oplin to Howell Jackson (Oct. 16, 2004) (on file with
author). The data presented in table one is preliminary because, among other things, it does not
include estimates of state securities commission budgets or staffing. Certain other estimates, in
particular estimates of state banking commissions and budgetsfor certain securities self-regulatory
organizationssuch asthe NASD, are drawn in part from other surveys, most importantly surveys of
regulatory costs that the U.K. Financia Services Authority prepares each year. In some instances,
datawas not available for 2002 and so datafrom prior years were extrapolated to produce estimates
for 2002. For some agencies, including the Federal Reserve Board and two of the agencies
responsible for supervising private pension, costs and personnel had to be alocated from larger
groupings with other responsibilities.
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summarize some interesting points about information provided in Table One. First, half of our
financial regulatory budgets in the United States are allocated to the oversight of depository
institutions, with a somewhat smaller percentage of staff engaged in thisfield. Our second largest
area of financial regulation is the security industry (if one measures by budgets) or the insurance
industry if one measures by staffing levels. As suggested by the column reporting budget per staff
member, the differential results from the fact that the compensation levels paid to regulatory staff

in the securities field, which includes personnel from SROs, is much higher than the salaries for

Table One
U.S. Budgets and Staffing for Financial Regulation
(Estimates for 2002)
2002 Estimates FPercentage of Total | Budget/Staft
Depositons Institutions
Budgets $2 775 897 995 50.02% . 4B 127
Staffing 18,767 43.40%
Securities Industny
Budgets $1,308 923 440 23.55% . $205 B44
Staffing 6,365 14.72%
fnsurance Industny
Budgets %946 600 000 17.03% F72 501
stafiing 13,056 30.19%
Frivate Pensions
Budgets $922 178,331 8.40% $103.279
Staffing 5,056 11.69%
Total
Budgets $5,557,599,767 100.00% $128,516
Staffing 43,244 100.00%

regulatory staff for the insurance industry.® The smallest budgets and staffing levels are for the

regulation of private pension plans, but eveninthese areasthelevel sof regulatory expenditure (total

19 Thedifferential would likely decrease somewhat if state securities regulatory budgets and
staffs were included in Table One, as compensation leves for state regulators are typicdly lower
than those of federal and SRO personnel.
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budgets in excess of $500 million and staffing over 5000 individuals), the numbers are not trivial .
B. Comparative Analysis Using Data from Financial Services Authority

To get asense of how United States regulatory budgets and staffing levels compare to those
of other jurisdictions, one can look to data that the U.K.’s Financial Services Authority compiles
each year in its annual reports on comparative regulatory costs.* While the scope of the FSA's
annual survey isrelaively limited —only ten jurisdictions are included — the datais till useful, both
becauseit iscompiled with some care and because it makes an effort to all ocate regul atory costsand
staffing levels to the three basic sectors of the financial services industry: banking, securities and
insurance. (Asthe FSA does not have jurisdiction over private pension plans, the agency does not

compile data on this area of the financial servicesindustry.)

Table Two presents, in a dlightly reformulated manner,*> comparative financial costs and
staffing datafromthe FSA’s2004 Annual Report.™® Theten jurisdictions on which the FSA collects
data are organized alphabetically starting with Australia and ending with the United States. A
second set of estimatesfor the United States (labelled U.S. (HEJ)) are presented at the extremeright
hand side of thetable and reflect my own estimates of the U.S. financial regulatory costsand staffing
for the United States, which are larger than those of the FSA and, | believe, somewhat more

complete.**

1 As | have discussed elsewhere, see Jackson supra note 8, cost efficiency is a major
objectivefor the U.K.” s FSA and the agency compiles comparative dataon an annual basisin order
to demonstrate compliance with this Parliamentary requirement.

12 The FSA reportsregulaory costs in pounds sterling, based on exchange rates prevailing
on April 7, 2004. | have converted these valuesinto U.S. dollars based on the prevailing exchange
rate on that same date.

3 FSA 2004 Annual Report, App. 5.

4 The data presented in this table is more limited than the data presented in Table One and
discussed in the surrounding text asit does not include private pension regul ation because the FSA
does not collect data for this sector.
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Thefirst two rows of data presented in Table Two report absolutelevels of regul aory costs
and staffing, similar to figuresreported for U.S. regulaory costs and staffing levelsin Table One.
Thebalanceof thetable adjuststhe datain various ways designed to facilitate comparative analysis.
The first three adjustments deal with the entire system of financial services regulation: regulatory
costs as a percentage of GDP, regulatory personnel as a percentage of total population, and
regulatory costs per staff member. The final three adjustments present the total regulatory costsin
each of the major subsectors of the financid servicesindustry (banking, securities, and insurance)
divided by one crude measure of the size of each sector in reporting countries (total banking assets,
stock market capitalization, and insurance premia). Estimates of sector size in each country are
based on information reported in the FSA’ s 2004 Annual Report. Estimates of GDP and population
are drawn from World Bank data sets for 2003.

Table Two .

F5A Estimates of Regulatary Costs in Selected Jurisdictions (2004

Aty Caracly Fanee degTEay ong Mong SeshRenudlic Singmmoe Svea (L fly WES FEd
Told Cof b of Financla Reguiakns FooZI4OT [§ 2emE3 13021 §  lomos § sz [§ 0 esm0 % 385§ 2500 0§ emEs§ +EIIAT 4 541887
Tokd Skt 1200 ] 315 1319 540 267 300 155 3069 29524 3709
Reguialory Gos I perbllllon oGO P Fo+IzE0 [§ ZE2is b Tessl § o #5423 F 0 883340 |§ 3SgEc [ «E1208 |§ 3052 F ZTEESS [ 2520+ § T 58
Told Reguiakn St Per Millon of Populalon 9553 [EED 1534+ 1558 S350 &7 65 7059 2077 HE 10282 13300
Reguialory Gos I per Regulalory Sl Member Folzass [§ o nzses b 1ez048 22533 F 0 5430 |4 17554 (5 1315 |F 0362 G176 (4 15+240 § 135550
BarHing Budge [per § brootbanking arse s o190 [§ oz3EEs g 1452 § GTEIS § 31,157 na [f  3iEe | ziEz o§ 18030 |# 247 405§ 568,333
ruLrance Budge | per § bnot s urance Premla Fosszael [§ wTEz 4 B2E4R § ITOEE0 100D na. [§ 1029z |§ 20143 F 138530 |F OTIE § 205,54
Securlles Budge |per § broot Slock Make | Sapl llizalon I =R 13041 § BEW F 0 733N na. [ ssam | o:Es F 1mam | 23543 4 7 573

Theone areain which U.S. regulatory intensity is unambiguously out of line with the other
countriesthat the FSA surveyseachisthefield of banking. Even adjusted for total banking assets,
the costs of banking regulaioninthe United Statesis dramatically higher than the costsin any other
jurisdiction presented in Figure One.® According to FSA estimates, total U.S. banking regulatory
costsare $247,405 per billion dollars of banking assets whereas the next most costly jurisdictionis

Germany with $67,815 of bank regulation costs per billion dollars of banking costs — roughly one

> Inthefollowing figures, the U.S. data presented comes from the FSA's estimates, rather
than my own somewhat higher estimates of cogts and staffing in the United States. Had my data
been used, U.S. regulaory intensity would appear higher on al reported dimensions, aside from
regulatory costs per staff member.
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guarter the U.S. level of intensity under this
measure. Idiosyncratic features of
decentralized banking regulation and a
fragmented industry in the United States
undoubtedly contributesto thisdifferential, but
the relative cost of banking regulation in the

United States i s nonetheless striking.

The United States is also towards the
top end of the spectrum of insuranceregul ation
costs per billion dollars of insurance premia.
See Figure Two. Indeed, if one sets aside the
offshore financial centers, Hong Kong and
Singapore, the United Statesand Australiaare
basically tied with $ 809,541 and $852,941 of
insuranceregulatory costsper billion dollarsof
insurance premia — Australia’s reported
intensity of regul ation being inflated by having
afairly small insurance industry. Again, the
decentralization of U.S. insurance regulation
undoubtedly contributes to the country’s high
costs of regulation in thisfield.

In the area of securities regulation (see
Figure Three), the levd of regulatory intensity
reported for the United States ($ 83,943 per
billion dollarsof stock market capitalization) is
lower than the adjusted costs for Australia
($279,587), Canada($220,515), and the United

Figure Orne
Bank Regulation Costs Per Billion
Dollars of Banlang Assets

Fizure T
Insurance Eegulation Costs Per Billion
Dollars of Tnsurance Premia

Figure Three
Securities Regulation Costs Per Billion
Diollars of Stock Market Capitalization

LY o LY '\. LY
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Kingdom ($138,159), and roughly comparableto that of the offshore centers, Hong Kong ($73,317)
and Singapore ($95,406), but substantially higher than France ($19,041), Germany ($8,896), and
Sweden ($33,573). The ranking of the U.S. on this measure of regulatory intensity is again
influenced by the scaling factor. U.S. stock market capitalization, estimated for these purposes at
$17 trillion, is more than seven times larger than the next largest market, which is the U.K.’s
estimated here at $2.4 trillion.

In FiguresFour and Five, | present ~ FigureFour
. . _ . Total Financial Regulatory Costs
summary estimates of intensity in Per Billicn Dollars of GDP

financia regulation: first total regulatory

costs as a percentage of GDP and then

total regulatory staff as a percentage of

population. Although these gross

measures of intensity have their

drawbacks, thetwo chartsaretill, | think,

illuminating. First, by both measures of

intensity, U.S. financial regulation

outstrips all other jurisdictions surveyed ~ Figuee Five
Toetal Financial Regulatory Statf

here (the offshore financial centers being Per Million of Population

excluded for these overall measures).

Second, these measures of regulatory

intensity do not reflect any adjustmentsfor

economies of scale. Were such

adjustments included, the United States,

having an economy and popul ation many

times larger than other jurisdictions

surveyed, would have led the world by an
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even larger margin.'® Finally, if one beginsto look for larger trendsin the data, it appears that, by
both measuresof overdl intensity, thecommon law countriesoutstrip civil law jurisdictions. Notice
how thethree civil law jurisdictions— France, Germany, and Sweden —all show marked lower levels
of regulatory intensity in both charts, as compared with the common law jurisdictions. | will return
to thislast point shortly.

A final dimension of comparison isregulatory costs per staff member. See Figure Six. The
measurereflectsthe averageamount of financial resources supporting each staff member and might

also be seen as ameasure of staff quality

as salaries constitute the largest share of Figure 3ix
Total Financial Regulatory Costs

Per staff MMember

regulatory budgets.”’ From my

perspective, the most interesting point

about this comparison is the consistency

in regulatory costs per staff member

across jurisdictions. While other

measures of regulatory intensity vary a
good deal, most of thesejurisdictions are

expending roughly the same level of

financial resources per staff member. Six

of theten jurisdictions reported regulaory costs per staff intherelatively narrow range of $134,000
to $164,000 per staff member, with the Irish Republic being dlightly above that range at over
$175,000 per staff member and both Canadaand Australia being somewhat below at $112,000 per
staff member. Only Germany’s reported expenditures per staff member (at less than $83,000 per

staff members) seemsout of line.  So while jurisdictions seem to be making very different choices

* The U.S’s GDP is roughly 4.5 times larger than number two Germany’s, while the
American population is 3.5 times larger than runner-up Germany’s.

7 Assuggested above, variationsin labor market costs aswell as exchange rates makethese
comparisons problematic.
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about how intensely to regulated the financial servicesindustry, there is much less variation in the

level of support they put behind each member of their regulatory staff.
C. Further Extensions Adding Data from CBP Survey

One of the most intriguing implications of the foregoing analysis is the suggestion that
common law jurisdictions might, asageneral matter, impose lower levels of regulatory intensity on
their financial servicesindustriesthando civil law jurisdictions. Tothe extent that civil law regimes
are often characterized as having heavy-handed legal requirements that inhibit economic
development and the emergence of vibrant capital markets, this finding is counter-intuitive and
suggests that further investigation into the common law/civil law distinctions may be in order.
Within the law and finance literature, common law jurisdictions are sometimes characterized as
being more conducive to capital market development because the common law protects investors
more effectively than civil law regimes;*® however, if theintensity of regulation is generally higher
incommon law jurisdictions, then an alternative hypothesisarises: it’ snot law, but enforcement that

matters.

While | have not had the opportunity to pursue thisissue in substantial detail, | have made
some preliminary efforts to extend the analysis undertaken above. Using a recent survey of
international financial regulation, undertaken Centra Banking Publicationsof London (CBP),™ plus
afew other sourcesof data, | have assembled preliminary estimatesof total regul atory costs, staffing
levels, and adjusted estimates of overall financial regulatory intensity for 18 civil law jurisdictions
and 10 common law jurisdictions. The data should be regarded as extremely preliminary, but is

presented in summary form in Appendix B.%

® See, e.g., Rafadl LaPortaet a., Law and Finance,106 J. PoLi. Econ. 1113 (Dec. 1998).

19 See CENTRAL BANKING PUBLICATIONS, HOw COUNTRIES SUPERVISE THEIR BANKS,
INSURERS, AND SECURITIES MARKETS (2004) (Neil Courtis, ed.).

% 1n compiling datafor Appendix Three, | began with the FSA datareported above, because
the quality of the FSA’s survey appears to be higher than the data compiled in the more
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Thedifferential between regulatory intensityin civil law and common law jurisdictionsnoted
above in the FSA data set seems to be confirmed (indeed somewhat strengthened). Though it is
possible that the construction is somewhat biased in the direction of underestimating the size of

regulatory staffs in civil law

jurisdictions,® my intuitionisthat the Figure Seven

Ciwvil Law versus Cammeon Law Countries:
Eegulatory Costs Per Billion Dollars of GDP
substantial enough to survive in a | swen

magnitude of the differences is

more consistently constructed data | #eece
set. At a minimum, the data here | ¥ South Korea
- - - lt_ml:':’:l \
suggests that further inquiry is \
warranted. _—
Themost striking differences e | H I

B

between the civil law and common Chnl i Coduine e Lo Lud el

Soupre: FEA 0SENE Aamuol Report dupendi 3, FAD Dodn - Authbor’s Chpgiations,

law jurisdictions arein the two basic

measures of overal regulatory

intensity: Regulatory Costs per Billion Dollars of GDP (Figure Seven) and Regulatory Staff per

comprehensive CBP study. Appendix B alsoincludesadditional dataon South Koreathat | obtained
directly from South Korean governmental sources. (The CBP entry on South Korea appeared to be
flawed.) Finally, I have also included in Appendix Three my own estimate of US regulatory costs
and staffing along with the FSA’ s data, though for purposes of figures presented in thetext, | report
only the FSA estimates of US regulatory costs and staffing.)

2 My chief concern is that | have had to rely more heavily on CBP data for civil law
jurisdictions, asthe FSA’ sdataistilted in favor of common law jurisdictions. Asmentioned earlier,
seenote _, the FSA datais generally more comprehensive, whereas the CBP data is more apt to
exclude budgetary and staffinginformation for regul atory agenciesthat arelocatedinlargeministries
with broader jurisdictions, as is often the case with insurance regulation. The CBP exclusions,
however, typically concern very limited sectors of the financid services industry, whichiswhy |
believe that a more comprehensive report of civil law jurisdictions would not materially affect the
data presented in Appendix Three or illustrated in the figures in the main text.

-23-



Howell E. Jackson, Regulatory Intensity August 18, 2005

Million of Population (Figure Eight). Inthefirst case, the civil law jurisdiction average regul atory
costs ($88,942) are substantially lower

Figure Fight
than the averages for common law Ciwvil Law wersus Common Law Countries:
jurisdictions ($358,013). Similarly, Eegulatory Staff Per Mhllion of Population
average staffing levels for civil law e
countries (28.76 per million of || South Povea 1:
0
population) are markedly lower than \\ -
Ko |
those of common law jurisdictions \ m 5
- - - .m- i
(75.09 per million of population).
oo 4
Even the average for regulatory costs
o : : :
per staff member are lower for civil e Counris Comemon Jaw Cories
Savee: FRA ZEE N dwnd oot dppewdi 3 FAD Data: datbor's Cliasgilations,

law jurisdictions ($90,466) than for

common law jurisdictions ($135,828).

One final comment about this = .
1gure Mine

expanded data set concerns my query Crvil Law versus Conmmon Law
, Countries: Budeet Per Staff
from South Korea. In this data set, | g

have induded for the first time | ames]— K"'{Ef .
information on South Koreanfinancial ziz = ]
regulation. (The bar representing “;z
South Koreaisnoted withan arrow in | #mmoi
Figures Seven, Eight, and Nine)) zz

Whilethisanalysis cannot speak to the w

Clvil Tow Clusries Clmapam Tow Clhungdries

normative question over whether | awswe: 7 20032008 dvmal Reperr gpendsc 5 duthor's Chompilzions.

South Korea is maintaining an
appropriate level of regulatory staffing at its FSA, the figures do suggest that South Korea' s level
of regulatory intensity is roughly in line with effort observed in other Civil Law countries, and

perhaps above average for civil law jurisdictions if one focuses on the country' s regulatory costs
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adjusted for GDP. (See Figure Seven). While the higher levels of regulatory effort observed in
common law jurisdictions — including regional neighbors such as Hong Kong and Singapore —
suggest that higher leve s of regulatory intensity might also be plausible, the South K orean resource

allocation choices do not seem to be widey out of line with international standards.
2. Securities Enfor cement

So far in this section, | have considered only one kind of regulatory costs. direct
governmental expenditures. Asexplained earlier, however, thereare many other kinds of regulatory
coststhat should be evaluated in atheoretically complete balancing of regulatory costs and benefits:
industry compliance costs, litigation costs, the costs of unnecessarily disrupted transactions, and
others. Conceivably, there is some reasonable stabl e rd ationship between direct government coss
and those other kinds of regulatory costs. After all, asafirst approximation, it seems reasonableto
assume that the more effort a government expends on regulatory activity, the higher the cods
imposed on private parties. However, some factors may point in the other direction. For example,
if auditors were hired by a government agency, then private costs for creating audited financial
statements would be lower. Moreover, to the extent that oneisinterested in making international
comparisons, the relationship between public costs and private costs may vary considerably,
depending on the efficacy of regulatory effort and a number of other factors. So to make fully
credibleinternational comparisonsastotota regulatory costsonewouldlikey need to conduct fairly

intensive studies of individua s countries. This would be a substantial undertaking.

A more modest, but still challenging study would compare the level of sanctions imposed
on financial markets and financial institutions in different jurisdictions. Data on sanctionsis often
compiledwithin government agencies, if not alwaysmadeavailableto thegeneral public. Moreover,
the level of sanctions imposed in various marketsis, in al likdihood, more tightly correlated with
private regulatory costs than are gross regulaory budgets. After all, well-paid but ineffectual
regulators will increase regulatory budgets, but may not have much of an impact on private
compliance efforts. Higher sanctions, on the other hand, do problably have a strong influence on

private compliance efforts—if one can make fairly modest assumptions that those sanctionsare, in
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fact, imposed in response to regulatory infractions as opposed to some other reason (like punishing

enemies of the government).

To get amore robust picture of the regulatory intensity in variousjurisdictions, aresearcher
might sensibly compile data on the leve of sanctions in various jurisdictions as well as data on
regulatory costs and budgeting. My research assistants and | are currently undertaking such an
effort, initially for securities enforcement efforts in the United States and then for a wider set of
jurisdictions, which currently include the United Kingdom, Germany, and the United States. Table
Three, set out below, presents summary data on U.S. Securities Enforcement Effort in 2000 to
2002.2 Aswith other information presented inthis paper, the datais preliminary in certain respects
and subject to updating.?®

A. The U.S. Basdine

U.S. securities enforcement efforts are notable in number respects. First, the number of
governmental agencies and quasi-governmental agenciesis striking: not just the SEC, but also the
Department of Justice, the state securities commissions, plustheNASD and NY SE, play major rols
and impose substantial sanctionson our securities markets and securitiesfirms. Second, the overall
number actions each year is high, averaging more than 5,000 actions. And the level of public
sanctions is substantial: averaging over $1.8 hillion a year, plus more than 2,100 non-monetary

sanctions and nearly 5,000 months of prison terms plus over 8,600 months of probationimposed in

2 Details about the assumptions underlying this presentation and a comprehensive list of
sources are available from the author.

% For certain kinds of sanctions, such asNY SE arbitrations, data about monetary sanctions
was not available. In other areas, such as state enforcement efforts, data was not available for each
of thethreeyearsaveragedin TableThree. Inthesecases, Table Threereportsaveragesof datafrom
yearsin which data are available. This convention may bias the leve of state enforcement efforts
upward as the available data was from later years in which state securities commissions have been
particularly active.
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federal criminal actions. (Data on state criminal probation is not available.)

Table Three

LIS Securities Enforcement Effort
(&nnual Averages: 2000 to 2002

Public Enforcement Effort
SEC Actions
D2 Prosecutions
State Actions
MASD Actions
NY'SE Actions
Total Enforcement Actions

Public Sanctions
Manetary Sanctions:
SEC Monetary Sanctions
State Monetary Sanctions
MASD Dizciplinaty Sanctions
MY SE Disciplinary Sanctions
Tatal Public Monetary Sanctions

Moy Mopetary Cheif Sanctiohs!

SEC Suszpenzions., Expulsions & Censures
MASD Suspensions ., Expulsions & Censures
WYSE Suspensions. Expulsions & Censures

Total Suspensions., Expulsions & Censures

Incarceration & Probation:

Imprizonment from DO Prosecutions (mas.)
Probation from DOJ Prozecutions (mos.)
Imprizonment from =State Prozecutions (mos.)
Probation from State Prozecutions (mos.)
Total Incarceration & Probation (mos.)

525
101
2,964
1,268
240
5101

$801,333,333
$931,212 489
$126,110,522

$3,752 833
$1,864,409 277

355
1,382

406
2145

3,564
1,330
8515

M.a.

13,509

Private Enforcement Actions
Clazs Actionz
MASD Arbitrations
MY'SE Arhitrations
Total Private Enforcement Actions

Private Monetary Sanctions
Class Action Settlemernts
Class Action Trial &wards
MASD Arbitration Lywards
MYSE Arbtration Avwards
Tatal Private Sanctions

205
1,415

595
2,214

$1,906,333,333
$17 626,000
$104,000,000
n.a.

§2,027 959,333

Perhapsthe most noteworthy feature of U.S. securitiesenforcement action isthefact that the

public monetary sanctions — substantial though they are — account for less than half of the total

monetary sanctions imposed on the industry during the period surveyed. More than $2.0 billion of

private sanctions were dso imposed on the U.S. securities markets in this period, the vast mgjority

of which coming through class action settlements, though still more than $100 million of awardsa

year were made through NASD arbitration proceedings. As mentioned earlier, data on NY SE

arbitration awards are not available.

B. Two Preliminary Comparisons: The United Kingdom & Ger many

Simply reporting that average annual U.S. securities enforcement effortsin the 2000 to 2002
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period consisted of more than 7,000 public and private actions, imposing nearly $4.0 billion of
public and private monetary sanctions plus aconsiderable amount of non-monetary sanctions (both
criminal and civil), may persuade many readers that the intensity of U.S. securities enforcement
effortsis higher than that of most other jurisdictions. Indeed, | hardly need to report the data, asit
is a common place among practitioners at least that enforcement and litigation is a more serious

matter inthe United States than it isin other jurisdictions.

It is, however, instructive to quantify exactly how much more serious (that is, intensive)
enforcement actionsareinthe United Statesif oneis seeking to get ahandle on differencein overdl
regulatory costs in this country as compared with other jurisdictions. In addition, much of the
academic debate regarding comparative financial regulation — for example, discussions about the
existence of regulatory convergence — often seemsto assume some rough equivalence of regulatory
effort from one jurisdiction to the next. If thelevel of enforcement intensity as well asthe level of
direct regulatory costs is higher in some jurisdictions than others, then de facto regulatory

convergence is unlikely to occur even if de jure convergence does.

My efforts to compare .
_  Figure Ten _
securities enforcement intensity in P%bélcg ecwlhegfnéogem%n’é Actions
2. Compared to 1T K. and Gerrman
the United States with securities [:Hm;alﬁveraggs: 2000'to 2002, FMumber of & ctions)
6,000 1
enforcement intensity in other
5,000 1]
jurisdictions are at an extremely
4,000 17
preliminary stage. To date, my -
efforts have been limited to public 2 o M
enforcement effort by centrd 10001
government agencies in the United 0
Total US TE TEK. Gemnan GearTan
Kingdom and Germany. In the case (acbial)  (Alused)  Acual)  (Adjusted)
of Germany, my information is LSreeuters Complanons

limited to the number of actions and

doesn’tinclude dataon sanction levels. Whilethe dataisskeletal, my research suggeststhat thetwo
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agencies involved — the Financial Services Authority for the United Kingdom and the Federal
Financial Supervisory Body (BAFin) for Germany — represent the principal source of financial

oversight for both jursidictions.

Figures Ten and Eleven compare _ N Figure Eleven _
h ol levelsof publi s Fublic Securities Enforcement Monetary Sanctions
theactual levelsof public securities T8 Cotassrad ta TLE.
actions and public securities (énmual Averages 2000 to2002; U3 § milliod)
£2 000
sanctions of these jurisdictions, as 31,800 1|
. . _ 31,600 1" |
available, with the public levels $1.400 1"
. 1,200 1
reported for the U.S. Securities G
Enforcement in TableThree. Even 200 j
$600
when adjusted for market size,** the o0 b
L1
United States had substantially *‘*g L D,
more enforcement actions than the Rl Finy Hihea
Sowrce ditfrnes Compilaions.

United Kingdom and many times
more than Germany. On the dimension of public monetary sanctions, the differential between the
United States and the United Kingdom was even moredramatic. And, of course, these comparisons
do not factor in private securities litigation, which account for more than half of the monetary

sanctions imposed on U.S. securities markets.

While my analysis of securities regulation enforcement is still at amost rudimentary stage,
the evidence collected so far suggests that there is at least as much variation in securities
enforcement efforts across international boundaries is there is variation in levels of regulatory
budgets and staffing and probably more, though it is possible that the United States represents an

outlier at the upper end of the distribution of intensity in sanctioning.

| used an adjustment factor of 7 for the United Kingdom and 16 for Germany, reflecting
the differences between stock market capitalization in the United States and in those two other
jurisdictions.
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I11.Concluding Remarks and Potential Future Lines of Inquiry

Accept for a moment that further and more systematic empirical inquiry confirms the
preliminary evidence | have presented above and we can dl agree that the levels of regulatory
intensity —both in terms of governmental expenditures and sanction levels—varies markedly across
jurisdictions. What should academic analysts and policy advisers infer from this empirical fact?
And, how should representatives of governments such as South Koreaproceed domestically inlight

of thisinformation?
A. Competing Hypotheses Regarding Variation

Asapreliminary matter, one cannot reject out of hand the possibility that observed variation
in regulatory intensity might be perfectly rational. Each country may be pursuing an optimal level
of financial regulation withinits boundaries, but because of the many factorsidentified above,® we
observedifferent levels of regulatory intensity in each jurisdiction. In many respects, thiswould be
a comforting state of affairs. It would, moreover, greatly simplify discussions of regulaory
convergence becauseit would imply that whatever legal rules a country adopted these rules would
be enforced optimally within that jurisdiction even though objective measures of intensity — the
number of staff assigned to overseethelaw or the number of enforcement actions brought each year

—might vary from one country to the next.

Another possibilityisthat regul atory intensity variesfromjurisdiction to jurisdiction because
somejurisdictions (perhaps most or even all) areregulating their financial marketsin amanner that
isinefficient in that a different mix of regulatory costs and liability rules would improve socid
welfare. These inefficiencies would imply some degree of political failure, but we have plenty of
theoretical explanations for such short-comings in public governance: agency capture, path
dependence, or a variety of other defects in politica process. To the extent that variations in

regulatory intensity acrossjurisdictionsreflect differencesin the capacities of different countriesto

* See suprapp.12-14.
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adopt efficient levels of regulation, then discussions about regulatory convergence become more
complex. Simply tracking whether countries are converging towards asingle legal ruleis not that
informativeintermsof ascertaining the effect on either industry participantsor society at large. One
must also consider whether the rule is being enforced with the same degree of intensity across
national boundariesin order to determinewhether thereisdefacto regulatory convergence.”® Dejure

convergence may not always equate with de facto convergence.

Y et another possibility isthat the variation in regulatory intensity across national boundaries
reflectsacombination of factors: both variationsthat reflect different local conditionsand variations
that reflecting differing leves of efficiency in instituting a system of regulatory safeguards. This
hypothesisisreally just acombination of the preceding two possibilities: anintermediate and hybrid
case, in which some of the variation is raiona and some of the variation reflects differentidly

inefficient allocation of economic resources.
B. Exploring the Relationship Between Costs and Benefits

Testing which of the foregoing hypotheses best describe the state of afairsin the world of
financia regulaion would be a daunting chalenge. One could imagine complex econometric
model sthat would explore the rel ationship between regul atory effort in variousjurisdictionsand the
socia benefits they generate. To the extent that one found consistent rel ationships between effort
and benefits across jurisdictions, that would imply that variations in regulaory efforts were not
efficient. To the extent one discovered measurable and persistent country-specific effects — for
example, if adding regulatory staff in France had much less socia benefit than adding staff in the
United Kingdom — that evidence would tend to support the hypothesis that national variations in
regulatory effort may be rational, at least in part.

In certain areas, empirical work exploring the relationship between regulatory intensity and

observed outcomes has begun. Several recent papers have explored the relationship between the

% |f all countries were identically inefficient, | suppose, the discussion of regulatory
convergence would again be smplified.
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enforcement of insider trading lawsand market characteristics (likevolatility, ownership separation,
and synchronicity) that insider trading laws are supposed to effect. And the evidenceisthat insider
trading laws do have a measurable impact in the predicted directions.”” One must recognize,
however, that insider trading regulation is somewhat unusual in that one can identify objective
market characteristicsthat insider trading regulation is supposed to influence. The effects of most
kinds of financial regulation are not so easily observed. Moreover, these effects are not the same as
socia benefits. The impact of insider trading laws on increased separation of ownership is not a
social benefitinand of itself; ownership separation isbeneficial becauseit reducesthe cost of capital
or increasestheinvestment opportunitiesof firms. So, whilewenow have preliminary evidencethat
insider trading enforcement hasanimpact on market characteristics, we don’t haveevidencethat the

benefits of enforcing insider trading law exceeds the costs of enforcing those laws.

Other studies atempt to explore the regulation between financial regulation and broader
measures of economic performance. For example, World Bank economists have studied the
relationship between different aspects of banking regulation (though not staffing or enforcement
levels) on the development, efficiency and stability of countries banking sysems.® And, the Law
and Finance literature has done similar work on various aspects of securities regulation on the
development of securities markets.”® One could imagine extending both of these lines of inquiry to
ascertain the impact of regulatory intensity on these broader measures of economics performance.
Again, onewould need to convert impactsinto benefitsand then evaluatein light of regulatory costs,

but such work would be extremely useful in enhancing our understanding of the significance of

" See Laura N. Beny, Do Insider Trading Laws Matter? Some Preliminary Comparative
Evidence, 7 Am. L. & Econ. Rev. 144 (2005); Utpal Bhattacharya & Hazem Daouk, The World
Priceof Insider Trading, 57 J. FiN. 75 (2002); Duncan Herrington, Insider Trading Enforcement &
Market Performance (May 3, 2004) (on file with author).

% SeeJamesR. Barth et al, Bank Regulation and Supervision: What Works Best?, 13 J. FiN.
INTERMEDIATION 205 (2004).

#  See Raphael La Porta et d., What Works in Securities Law? (forthcoming Journal of
Finance 2005).
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regulatory intensity and the possibility that variationsinintensity acrossjurisdictionsreflect rational

responsesto uniquelocal conditions as opposed to inefficient products of local political conditions.
C. Living with Under-Theorized Benchmarks

For the foreseeable future, however, our ability to distinguish between efficient and
inefficient variationinregul atory intensity acrossjurisdictional boundariesislikely to beincomplete.
At best, what we are likely to have are a series of under-theorized benchmarks of regulatory
intensity, probably not too different than the preliminary data presented in this paper. Under these
conditions, it probably does makesensefor regul atory officiad saroundtoworld to consider how their
own levels of regulatory intensity vary widely from international standards. So, my South Korea
inquisitor was likely acting entirely sensibly in seeking general guidance on staffing levels. And,
today, perhaps German authorities would be well advised to consder whether they are making
appropriate choicesin termsof staffing, enforcement intensity, and salariesfor regulatory personnel

as the continental capital markets emerge.

And, of course, we in the United States might also benefit from comparing ourselves to
international standards. Asl assumed above, it ispossiblethat the United States has stumbled upon
the optimal level of financial regulation and enforcement for its financial markets, but it is dso
possiblethat the levels of regulatory staffing and even enforcement that we observe in this country
areinefficent and excessive. Perhapslocal conditionsinthe United Stateswarrant markedly higher
level sof regulatory staffing and enforcement than are observed el sewherein theindustrialized world,

but then again perhaps not.
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Appendix A

Summary of Financial Regulatory Budgets and Staffing in the United States: 1997 to 2004
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Appendix B

Appendix B
Preliminary Data on Regulatory Costs and Staffing in Selected Civil Law and Common Law Jurisdictions

Total Total Replatony Costs Total Regulatory Costs Repnlatony Staff
Regulatory Staff Regulatony Costs Per Staltt Member | per Billlon Dojiars of GORP | Per Million of Population
Civil Law Jurisdictions

Auztria 171 22 $127 485 $86 553 2111
Argerting 714 n.a. na. n.a. 1592
Belgium 3 F50 126 765 F164 123 3795
Denmark 170 $20 $115 552 $92 925 3148
Finland 136 16 $120074 F101 429 2615
France (F5A) ME 130 F142149 374 533 1553
Germany (FS4) 1,319 F109 F82 6583 45 441 16.09
Greece 3 10 34,385 $59,827 2813
ltaly a6 53 F112,570 55 246 13.26

Japan 1,213 F142 F117 065 F32,825 a55
Korea (Direct) 1,648 F163 595 627 265 509 34.40
Metherlands vod 74 $93,675 144 031 45.40
Morweay 179 15 F102,793 F83,2558 38
Partugal 534 13 23 689 54 B15 5235
Partugal 534 13 $23,6689 54 615 n2.35
Spain 1,027 a4 F43,189 53,057 2505
Swveden (FSA) 186 25 $134 472 $83,373 2067
Swyitzerland 200 26 125,700 53,501 2r4a
Cicll Law Averages: | & a6 | § 88,942 28,78

Common Law Jurisdictions

Australia (FSA) 1,900 5214 12669 F413 265 0595
Canada (F5A) 2209 249 F8E 695 148 908 71.26
Hong Kong (FSA&) G40 F103 $164 570 F665 501 9412
Ireland (FS2) 267 a7 175 644 F316 872 55 45
lzrzel 357 29 80,392 $273 641 5328
Mewy Zealand 41 bi1a] $135 366 F73,026 10.25
Singapore (FS&) 300 F44 F146 515 F4583 016 Ea.7Y
United Kingdom (F5A) 3,069 F497 $161,798 F276,788 5202
United States (FSA) 289924 4 B33 154 540 F425 527 102 .83
United States (HEJ) 38,709 $5,419 $133,930 $497 954 133.00
Common Law Averages:  § 135,828 % 358358 | 75.09

Sources: Fod 2004 Anpnal Report, Appendlx 5 Freshfieids Brockhans Deringer, How Countries Supervise their Banks, Insurers ahd Securities
Markets 2004, Authar's Comaiiations.






