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Abstract

Although similarities between the British and American systems of financial
regulation are often remarked upon in academic commentary, the organizational structure
of financial supervision in the two countries has diverged substantially in the past decade,
asthe United Kingdomhas now largely consolidated itsfinancial regulatory agenciesinthe
Financial Services Authority whereas the United States has maintained the world’'s most
decentralized and fragmented collection of financial supervisory agencies. In this essay,
Professor Howell Jackson explores various reasons why financial regulation in these two
countries differs so dramatically in organizational structure. Focusing first on the
differencesin political economy that surrounded the enactment of the Financial Servicesand
Markets Act of 2000 in the United Kingdom and the Gramm-Leach-Bliley Act of 1999 in the
United States, Professor Jackson discussesdeeper differencesintheregulatory philosophies
of the two countries and also presents data on the relative intensity of financial regulation
inbothjurisdiction. Hespeculatesthat the compar atively moreambitiousregulatory agenda
of theU.S. system pushesthe country towar ds a mor e elabor ate systemof financial oversight
that isinherently moredifficult to consolidate. IntheUnited Kingdom, in contrast, thegoals
of the financial regulators are more modest and, to the extent that cost efficiency is one of
the country’s regulatory objectives in the field of financial regulation, that policy tends to
foster a less cumbersome system of financial regulation that more easily accommodates
consolidation of regulatory functions. The paper concludeswith somebroader comparative
data suggesting that while British financial regulation may be less intensive than financial
regulation in the United States, it is substantially more intensive than financial regulation
in many other jurisdictions, particularly civil law jurisdictions on the Continent.

JEL classification: D1, D6, D18, D61, D62, G2, G3, G20, G28, G38
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In much comparative corporate law scholarship, the United States and the United Kingdom
areconsidered to beof onepiece. Particularlyintheareaof capital markets, the* Anglo-American’
approach to regulation istypically contrasted to continental or civil law systems. With their shared
traditions of laissez-faire capitalism, common-law jurisprudence, self-regul atory organizations, and
disclosure-based securitiesregul ation, the United Statesand the United Kingdom are often portrayed
as fellow traveersin the world of financid regulation. Indeed, in formal empirical work on the
subject, the two countries are commonly occupy the same dummy variable.!

In terms of organizational structure, however, the U.S. and U.K. systems of financial
regulation could not be further apart. Our system is the most decentralized and fragmented in the
world; theirs now among the most centralized and integrated. Ours the product of centuries of
bureaucratic accretions, with every generation adding new administrative units and regulatory
requirementswhile seldom if ever abandoning innovations of the past. Theirsthe precocious child
of Labor Party reforms of the late 1990's, as unlike the old clubby ways of the City as the Canary
Wharf towers are from the East End tenements they replaced.

So the puzzle arises how can two countries that are shoulder to shoulder on the substance
stand so far apart when it comesto mattersof form? Inthisessay, | identify several different factors
that have contributed to the substantial divergencein U.S. and U.K. regulatory structures. | focus
my attention on three reasons why the United Kingdom has developed such a markedly different
system of financia regulation than the one that exists on this side of the Atlantic. Frst, | consider
difference in the political context in which both countries undertook financial reform in the late

1990's; second, | note differences in the national objectives for financial regulation in the two

! See Raphael La. Porta, et al., Law and Finance, Journal of Palitical Economy (Dec.1998).
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countries, and finaly I highlight differences in the intensity of regulatory oversight in the two
countries. All three of these considerations contribute, | believe, to the very substantial difference
in regulatory structure that separate the United States and the United Kingdom.

While this essay limits its analysis to the regulatory structures in two jurisdictions, its
implications are substantialy broader. The premise of my analysis is that regulatory structures
within individual countries are a product of numerous considerations that are likely to vary from
jurisdiction. The structure and priorities of domestic political institutions as well as the goals of
financia regulation within individual countries can factor heavily into the evolution of regulation
structures, asthe British and American experiencesillustrate. Thesefactorsalso influencethescae
and intensity of financia regulation, which themselves may affect the likelihood that particular
jurisdictions will pursue certain regulatory strategies, such as consolidation of regulatory functions.
So, while there are many benefits to be gained from international comparisons of regulatory design
and structure, there are numerous and entirely legitimate constraints on the harmonization of

regulatory structures at least in the short and intermediate term.



|. The Political Economy of Financial Reform

As several recent papers have chronicled,? the path to the establishment of the Financial
Services Administration has been long and arduous, dating back to election of the new Labor
Government in the Spring of 1997. At roughly the sametime, the United States was al so engaged
initsown processof financial moder nization, culminati nginthe passage of the Gramm-L each-Bliley
Act in November of 1999.2 What is striking about these two roughly contemporaneous legisative
effortsis how different the scope of the regulatory reforms attempted. A major achievement of
British financial modernization was the consolidation and centradization of regulaory power into a
unified Financial ServicesAuthority (FSA). Tosomedegree, thisprocessrepresented acontinuation
of effortsbegun in the 1980's to move away from the self-regulatory model that had characterized
British supervision for morethan a decade. But the singular achievement of thelegislative process
that culminated in the passage of the Financid Services and Markets Act of 2000 was the
consolidation of nearly adozen supervisory unitsin anew organizationwith responsibility for nearly

al sectors of thefinancid services industry.*

2 In addition to work prepared for this conference, good background on the evolution of the

Financial Services Authorities can be found in Eilis Ferran, Examining the United Kingdon' s Experience
in Adopting the Sngle Financial Regulator Model, 28 Brook. J. Int'l L. 257 (2003); Gerard McMeel, An
Overview of United Kingdom Financia ServicesRegulatory Reform(Draft of Apr. 9, 2001); Michael Taylor,
Accountability and Objectives of the FSA, in Blackstone' s Guide to the Financial Services & Markets Act
2000 (Michael Blair, et al., eds2000). For anilluminatingset of articlescomparing U.S. and U.K. regulatory
policies, see Heidi Schooner & Michael Taylor, The United Kingdom and United States Responses to the
Regulatory Challenges of Modern Financial Markets, 38 Texas Int'l L.J. 319 (2003); Heidi Schooner &
Michael Taylor, Convergence and Competition: The Case of the Bank Regulation in Britain and the United
States, 20 Mich. J. Int’| L. 595 (1999).

3 For agood overview of the Gramm-L each-Bliley legidlation, seeMichael P.Malloy, Banking
in the Twenty-First Century, 25 lowaJ. Corp. L. 787 (2000).

4 See McMesdl, supra note 2, at 6 (noting residual supervisory authority of the Council of

Lloyd's, as well as overlapping jurisdictions of Bank of England and separate regulation of occupational
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The Gramm-Leach-Bliley Act, in contrast, wasa most devoid of bureaucratic rationalization
or reform, even though the U.S. system of financial regulation is even more decentralized and
fragmented than the traditiond British system. At various points in years leading up to the
enactment of Gramm-L each-Bliley, Clinton Administration officialsfloated somerelatively modest
suggestions for consolidating depository insurance funds or creating a new high-level council of
senior regulatory officiasto resolves thorny jurisdictional issues, but even these limited proposals
generated intense political opposition and were quickly dropped from legislative proposals.® In the
end, the legidation limited itself to a relatively narrow range of issues, principdly clarifying the
scope of permissible financial activities for financial conglomerates and establishing modest
protections for the protection of consumer privacy in financial matters. In terms of organizational
changes, the legidation did not eliminate a single regulatory agency; indeed, it set in motion a
process that might have created anew regulatory body for the oversight of insurance agents. ©

So the question arises, why isit that reform effortsin the United Kingdom in the latter half
of the 1990's led to substantial regulatory consolidation in the United Kingdom, while
contemporaneous reform efforts in the United Statesled to no similar developments. While many

considerations undoubtedly contributed to this difference,’” | would note four contributing factors:

pensions outside of the FSA structure).

5

27,1997, at 3.

See Dean Anason, Financial Counci’ sPower, Scope, Makeup Criti cized, Am. Banker, June

6

See Malloy, supra note 3, at 812-13 (describing Gramm-Leach-Bliley provisions call for
establishment of a new National Association of Registered Agents and Brokers).

! One plausible explanation for the difference might stem from differences in our national
tastesfor federalism. Althoughdevolutionisontherisein Britain, our federalismismuch stronger and more
deeply rooted. However, theregulatory fragmentationin the United Statesis not just amatter of federalism.
Federal oversight of depository institutionsisdivided among the Federd Reserve Board, the Federal Deposit
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Parliamentary System of Government. From an American perspective, one of the most
striking features of reform in the United Kingdom was the ability of the Labor Government to
control thetermsof the reform debate, proposing an initial reform bill, maintaining control over the
course of floor debate and amendments, and reaching a relatively prompt resolution within a
relativey few years. When the Clinton Administration joined the debate, it was entering a process
that had been underway for more than ten years? Although the Treasury Department under the
leadership of Secretaries Robert Rubin ultimately developed statutory language for congressional
consideration, the bill that became the Gramm-Leach-Bliley Act was largely the product of
legislative processes to which the executive branch made regular contributions but over which it
could not exerted meaningful leadership, beyond a veto threat for alimited number of provisions.
In the area of structural reform, political forces were particularly resistant to reform proposals, and
in a number of areas were jurisdictional conflicts were especialy acute, the Gramm-Leach-Bliley
Act demurred by calling on the courts to resolve future conflicts.’ To be sure, reform proposalsin

thelate 1990'sin the United States were complicated by the presence of adivided government —the

Insurance Corporation, and the Comptroller of the Currency, and then further subdivided into specialized
subagencies for thrifts (the Office of Thrift Supervision) and credit unions (the National Credit Union
Administration). Securities and commoditiesare regulated separately at the federal level, in addition three
different federal agencies share jurisdiction of pension regulation. Plus an assortment of other financial
regulatory mattersare del egated to ahost of other federal agencies: money laundering the Treasury, mortgage
lending to the Department of Housing and Urban Devel opment; and various insurance issues to the Internal
Revenue Service. Plus a wide range of self-regulatory agencies and trade groups perform important
regulatory or quasi-regulatory functions on anational basis.

8 Efforts to modernize the regulation of financial servicesin the United States date back to at |east
thefirst half of the 1980'swhen then Vice-President George H.W. Bush chaired astudy group on thesubject.

® See, eg., section 304 of the Gramm-Leach-Bliley Act, 12 15 U.S.CA. § 6714 (West 2004)
(specifying that courts review decisions regarding the definition of insurance activities “without unequal
deference” to either banking or insurance regulators).
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Republican Party then controlled both the House and the Senate — as well asthe added complexities
of apresidential impeachment, but it ishard to imagineany A merican administration, even with both
houses of Congressesin friendly hands, proposing so sweeping a program of governmental reform
inthefield of financial servicesand then seeingthe proposal to successful adoptionin only ahandful
of years.

A variety of factors contributeto difficultiesthat any American executivefacesin proposing
and gaining legislative support for structural changesinregulatory reform. Thehighly decentralized
structure of traditional financial regulation in the United States creates numerous constituencies
inclined to resist any effortsto make major changesin regulatory structures. Theselikely opponent
for reform include not just participants in the financial services sector who may be disadvantaged
from structural changes, but also their trade groups, regulatory officids, and even congressional
representatives, al of whom may fear that movement from the status quo may cost them status or
employment. One often cited example of this phenomenon is the opposition that members of the
congressional agricultural committees typically voice in the face of proposals to consolidate the
regulation of derivatives and securities in the United States, as the consolidated agencies would
amost certainly belocated under the control of the congressional committees focuses on financial
Services.

Of course, the American opposition to regulatory consolidation is not based solely on the
self-interest of affected parties. One of the reasons that entrenched interests can mount effective
challengesto regulatory reformsisthat there is a strong historical bias against consolidated power
at the national levd. Division of power between national authorities and state officials as well as

separation of powers at the federd level isahallmark of the U.S. regulatory system. In defending



the status quo, opponents of regulaory reform in the United States can tap into heart-felt themes of
American political thought that date back to the earliest years of the republic. This bias against
consolidated governmental power partially explainswhy American administrationshavehad solittle
successin consolidating regulatory functionsin the United States, at atime when their counterparts
—and in particular their counterpartsin the United Kingdom — have been so much more successful.

Acquiescence of Muddling Through: Another characteristically un-American feature of the
British reform effort was the highly ad-hoc manner in which the reforms proceeded. The Financial
Services Authority was established before its formal powers were fully enacted.® For itsfirst few
years of operation, the agency assumed supervisory functions delegated from other governmental
units. Personnel from other agencieswereroutinely seconded to FSA offices, and gradually the staff
of numerous agencies were merged into the FSA’s own ranks of personnel. While this informal
interregnum allowed the FSA staff achanceto grow into its powersand shapeitsultimatelegislative
mandate, it ishard to imagine reform efforts proceeding in precisely the same consensual manner
in the United States™ With so much regulatory power shifting hands and various oxen inevitably
being gored at least in passing, one expects that a comparable exercisein the United Stateswould

have unleashed a barrage of lawsuits claim deviations from statutory grants of power or violations

19 See Ferran, supra note 2.

1 The only nearly analogous experience in the United States was the role the Securities and

Exchange Commission play in the 1930'swhen it produced a comprehensive study of investment companies
that greatly influenced the adoption of the Investment Company Act of 1940 and related legislation. See
Howell E. Jackson & Edward L. Symons, The Regulation of Financial Institutions: Cases and
Materids (1999). But,in that case, the SEC was already aformally established agency and the initiative
involved only an extension of its authority into a new sector of the securities industry.
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of separation of powers principles.’* While the American aversion to unauthorized exercise of
governmental authority has its virtues, the litigiousness and combativeness through which this
sensibility isoften expressed makesinformal regul atory accommodation of the sort employedinthe
early years of the FSA difficult to achieve in the United States and seldom a major feature of our
reform proposals.’®* Rather thetendency isto try to spell out all of thedetails of reform effortsat the
outset, thereby clarifying their statutory basis but also presenting juicy targets at which potential
opponents can take aim.*

A connection exists, | think, between the British willingness to muddle through and its
system’ s ability to avoid the sort of political log-jams that characterize U.S. reform efforts. 1n my
mind, a good example of this connection was the FSA’s approach to personnel issues. As
mentioned above, inthe United States, anatural source of resistance to regul atory reforms has been
regulators themselves who may reasonable fear that consolidation of regulatory functions will
eliminatetheir positionsor at |east diminish prospectsfor advancements, thereby stimul ating the sort
of bureaucratic in-fighting that can derall the legislative process. To ameliorate resistance of this

sort, the framers of the FSA process guaranteed continuity of employment for dl regulatory

12 For example, the Clinton Administration’ s extraordinarily modest effort to have Congress

authorize the creation of a National Council of Financial Services Regulators was almost immediately
attacked on the grounds that the selection of a state insurance commissioner to participate in the council
might violation the Appointments Clause of the U.S. Constitution. See Anason, supranote 5.

13 For an overview of FSA accountability provisions, see Gwen Bevers, The Accountability
of the Financial Services Authority under the Financial Servicesand MarketsAct 2000, 22 Company L awyer
7 (2001) (Sweet & Maxwell Ltd.).

14 Outside of thefinancial servicesindustry agood example of thistendency was the Clinton
Administration’ s early efforts to reformthe health careindustry. Shortly after the Administration released
its comprehensive legis ative proposal, critics had little difficulty finding numerous detail s that in isolation
seemed illogicd or unpalatable.



personnel over the course of the consolidation process. Although a relatively minor feature of a
major legislative agenda, this attention to individual concerns may have smoothed the reform
process, albeit a the expense of recognizing economies of scale in the short term.™

Whilethe Gramm-L each-Bliley reform process never contemplated substantial consolidation
of regulatory functions, it did include provisions designed to create uniformity of interpretations
between the principa federal banking agencies: the Comptroller of the Currency and the Federal
Reserve Board. Rather than leaving these interpretive issues to informal processes, the legislative
processnecessitate compl ex and multi-faceted negotiations between the Treasury Department of the
Federal Reserve Board, culminating in a complex set of statutory provisions defining extremely
precise scopes of authority with mandatory consultations and procedures for judicial review.*® Far
from muddling through, these provisions reflect a strongly legdistic and stylized approach to
lawmaking in the financial servicesindustry. Similar forms of cooperation were also specified for
banking regulators and state insurance supervisors, and apparently the resulting framework has
provedworkablefortheindustry.'” These ad hoc accommodationsare, however, unlikely topromote
the evolution of significant changesin regulatory design.

The Role of European Institutions: A further distinguishing feature of the political economy

of the United Kingdom isthe influence of the European Union and other European legal structures.

15 The emergence of the FSA during this periodis very nicdy summarized in Michael Foot's

paper for this conference.

16 See section 103(a) of Gramm-L each-Bliley Act, 12 U.S.C.A. § 1843(Kk) (2004) (establishing
procedures for coordination between the Federal Reserve Board the Secretary of the Treasury in defining
financid activities).

o For an overview of this regulatory cooperation, see Il Melanie L. Fein, Banking and
Financial Services §17.04(B) (2002).
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While not prominently featured in many accounts of the birth of the Financial Services Authority,
devel opments on the Continent played an important role in the emergence of the agency. For one
thing, anumber of European Union directives required member states such as the United Kingdom
to make certain reformsin their regulatory structure. For example, certain directivesin thefield of
securities regulation called for the movement of certain regulatory functions out of self-regulatory
organi zations, such asthe London Stock Exchange, and into governmental agencies. Moreover, the
total volume of European Union directives in the field of financial regulation required British
regulators to assume tasks and meet formal standards well beyond those traditionally assumed.
Whilethe old decentralized regulatory structure could have been adapted to meet these multi-lateral
commitments, the presence of these new requirements contributed, in my view, to the national
consensusin the late 1990's that full-fledged reform of the U.K. regulatory structureswasin order.
To acertain degree, this sentiment may have been enhanced by concernsthat financial innovations
on the Continent — both the rapid growth of stock markets in France and Germany plus the
emergence of a Euro-zone in which the United Kingdom was not to be a member — contributed to
aclimate conducive of decisive action in thefield of financial reform.'®

For U.S. reform efforts, thereisno ready analog to the European Union. To acertain degree,

18 In the years since the establishment of the FSA, theconsolidation of regulatory agencies has
itself become an agendaitem for legidlative reformersin the European Union and around theworld. Inthe
recent accession of new members, one structural issue that each new member nation faced was whether or
not to adopt a system of consolidated supervision in the course complying with EU standards of financial
supervision. See Kard Lannoo, The Emerging Regulatory Framework for Banking and Securities Markets
in the CEECs, in The New Capital Marketsin Central and Eastern Europe 85 (Michad Schrdder ed. 2001).
Though not formally a requirement of any EU directive, consolidated supervision is now firmly on the
regulaory agenda around the world, thanks no doubt to the perceived successfulness of the model in the
United Kingdom and elsewhere. While the trend towards consolidated supervision has not yet become
universal, numerous jurisdictions have opted for this model of regulatory reform, particularly in smaller
countries where the approach’s potential for cost savings seemsto have most salience.
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NAFTA and, to alesser extent, the WTO have had the effect of opening U.S. financal services
marketsto foreign firms, but these trade agreements have not required domestic reforms of the sort
that, for example, the Financial Services Action Plan has had on the United Kingdom and other
member states. In many instances, of course, U.S. regulatory requirements have informed the
development of international standards, enunciated through organizations such as the Basdl
Committee on Banking Supervision or the International Organization of Securities Commissoners.
Butinthese cases, the United Stateswas generally exporting itsregulatory requirementsnot bringing
itself in alignment with externally devel oped standards. Moreover, where multi-lateral agreements
have presupposed domestic regulatory reformsin the financia servicesindustry, the United States
has — at least of |ate — shown dogged reluctance to conform to the expectations of counter-parties.
In the past year, the best example of thistendency would bethe announcement that federal banking
officia swould impose extensively reformed provisions of the Basel Capital Accord. So, asamatter
of experience and predilection, the evolution of external regulatory standards has not been a major
factor in forcing regulatory reformsin the United States.

Local Political Considerations: Last and not least are significant differences in the local
political dynamics. When the Blair Government came to power in 1997, British consumers had
suffered through a series of domestic scandals, ranging from widely publicized abusesin the sal e of
pensionsto the spectacul ar failures of Barings and the Maxwell interests. Reformers could and did
capitalize on these issues to expose perceived weaknesses in traditional regulatory systemsand to
justify far-reaching regulatory reforms such asthe FSMA. By thelate 1990's in the United States,
by contragt, outrage over our then most recent financial scandal — the savings and loan crisis— has

largdy faded, and the country had enjoyed several years of record-high stock pricesand record low
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bank failurerates. Asidefrom concernsof financial privacy which overtook thelegislative process
in the mid-1999, the politics of financial modernization in the United States were fairly low-key.
The most zeal ous advocates for reform were members of the financial servicesindustry seeking to
eliminate long-standing, but already partially eviscerated activities restrictions. The substantially
higher level of publicinterestinfinancial regulationin the United Kingdom inthelate 1990's helped
propel the United Kingdom to much more substantial regulatory reforms that would have been
feasiblein the United States.

Since the passage of the Gramm-Leach-Bliley Act, of course, the United States has
encountered mgjor financial scandals, including the bursting of the technol ogy stock bubblein 2000,
coupled with corporate accounting scanda sand securitiesindustry abuses uncovered in the new few
years as well as more recent scandal s of the mutual fund industry and New Y ork Stock Exchange
compensation arrangements. Major legislation in the form of the Sarbanes-Oxley Act of 2002
ensued with much fanfare and substantial implications for corporations in the United States and
around the world. The reforms of Sarbanes-Oxley, however, did not address regulatory
consolidation or simplification. Indeed the only structure reform of the Act was to add a new
regulatory in its creation of the Public Company Accounting Oversight Board. While difficulties
at the NY SE have prompted some to call for a reduction in our reiance on self-regulatory
organizations, no specific reform proposals have been adopted, and at least for the time being,
prospectsfor such changes seem unlikely.

While one must be circumspect in locating differences national regulatory strategiesin any
single factor or set of factors, the substantial differences in the regulatory scope of the FSMA and

the Gramm-Leach-Bliley Act at roughly the sametime doesinvite speculation asto the reasons for
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those differences. In my mind, striking points of difference were the cegpacity of the new Blair
government to utilize a strong parliamentary majority to effect the changes; the flexibility of the
British system of government to allow such a large-scale legidlative reform to be worked out in a
pragmatic but substantially moreinformal processthan the United Statespolitical systemwould have
allowed; pressures from political developments at the European Union level that necessitated a
variety of reformsat the domestic level; and recent political devel opmentsthat created some degree

of public support for regulatory reformsincluded in the FSMA.
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II. A Comparative Analysis of Regulatory Objectives

Another explanation for thedifferencesin U.S. and U.K. regulatory structureisasubstantial
divergencebetween theobjectivesof regulatory structuresinthetwo countries. Asexplained below,
the United Stateshasan ambitious set of goalsfor itsfinancial regulators. TheBritish objectivesare,
on balance, more modest, and in certain critical respects better suited for aconsolidated supervisory
apparaus.

A. Regulatory Objectivesin the United States

As | havewritten at length elsewhere, the United States has a broad set of regulatory goals
for itsfinancial regulators.’® While the importance of these goals varies somewhat from sector to
sector within our financial services industry, the four following categories reflect our dominant
regulaory priorities.

1. Protection of Depositors, Policyholdersand Investors.

First and foremost, our financial regulatory structure is designed to protection consumers
fromlossesand abusive practices. In some contexts—including bank deposits of lessthan $100,000
and certain pension plans—the protection we affordisabsolute. Elsewhere, for example, inthefield
of securities regulation, we impose significant restrictions on the terms of permissible competition
and mandate thediscl osure of largeamounts of information, both to promote consumer self-help and
to secure the protection of market forces. Much financia regulation in the United States servesthe
goal of consumer protection.

2. Reduction of Externalities.

19 See Howell E. Jackson, Regulation of a Multisectored Financial Services Industry: An
Exploratory Essay, 77 Wash. U. L. Q. 319 (1999).
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A separate justification of financial regulation in the United States is the elimination of
various externalities associated with financial failures. The Federal Reserve Board' s lender of last
resort function servesthis purpose, as does the oft-maligned but still extant too-big-to-fail policy of
federal banking regulators. The extent to which financia regulators should impose regulatory
restraints out of concern for externdities is controversial, but there is little doubt that one of the
reasons we regulate financial intermediaries in the United States is to prevent potential losses to
parties that are not indirect contractual privity with intermediaries.

3. Redistributive Policiesand Other Equitable Norms.

A third, and lesswell publicized goal of financial regulation in the United Stateisto advance
various redistributive policies and other equitable norms. A good example of this phenomenon is
the Community Reinvestment Act for depository institutions, but anaogsal so exist intheinsurance
industry and, to a limited extent, the securities field. In many respects, we see our financial
intermediariesasvehiclestoimplement arange of social policies, and financial regulatorsoften find
themselves agentsin advancing these goals. Insuranceregulaors, for example, must often opine on
whether it is permissible for the price of car insurance to vary based on the gender or educational
level of drivers, and pension officials must decide whether lower-income workers receive an
equitable share of retirement benefits.

4. Considerationsof Political Economy

Finally, broader considerations of political economy routine factor into our system of
financial regulaion. Perhaps the best example of this practice has been our historic aversion to
nationwide banking, which still influences a profound effect on our banking system. In addition,

political preferences for state control explain the persistence of state control over the insurance
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industry and overlapping state and federal jurisdiction in both banking and securities. Moreover, one
might well attribute the fragmentation of supervisory control at the federal level to a national taste
for separation of powers dating back to the early years of the republic.

B. Regulatory Objectivesin the United Kingdom

In defining the regulatory goals of the financial regulation in the United Kingdom, we are
fortunate that Parliament went to considerable lengths in the enactment of the Financial Services
and Markets Act of 2000 to articul ate aseriesof four statutory objectivesaswell as seven principles
of good regulation. | will first review these regulatory goals and then contrast them with the goals
of financial regulation in the United States.

1. Statutory objectives
The Financial Services and Markets Act set out of the FSA four statutory objectives®

market confidence, public awareness, consumer protection, and reduction of financial crime.

a) Market Confidence. Market confidence relates to the preservation of both financial
stability and the reasonabl e expectation that thefinancial systemwill remain stable. Itsmaintenance
is supposed to provide market participants and consumers with the relevant incentives to tradein
financial markets and use the services of financial institutions. According to the FSA, achieving
market confidence involves the imposition of two steps: a) to prevent material damage to the
soundness of the UK financial system caused by the conduct of, or collapse of, firms, markets or

financia infrastructure, and b) to explain on what basis confidence in the UK financial systemis

20 FSMA, Secs. 2(1) and 2(2).
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justified. The latter includes stating explicitly wha the regulator can and cannot achieve.?*

b) Public Awareness. With the enactment of the FSMA, the FSA wasdso given aspecific
objective in the area of consumer education. Reflecting a concern that consumers are not always
in aposition to judge the safety and soundness of particular financial institutions or to assess the
risks associated with certain products,? the Act requiresthe FSA to pursues two main aims under
the objective of public awareness: a) to improve general financial literacy, and b) to improve the
information and advice available to consumers® The FSA not only provides generic information
and adviceto consumers, but alsoit encouragesotherstoimprovethe avail ability and quality of their
advice. In doing s0, the FSA has developed a system of information and Inquiry services, which
includes the statutory register of authorized firms and the Consumer Helpline. To enhance public
awareness about financial services, the FSA has developed partnerships with regulated business,
trade associations, consumer groups and educational institutions.

¢) Consumer Protection. Public awareness is closdly interlinked with the objective of
consumer protection. The FSMA chargesthe FSA with thetask of “providing an appropriate degree
of protection for consumers.” The legislation envisages that the prime responsibility for dealing

fairly with consumers rests with the management of regulated firms. So the FSA’s regulatory

4 FSA, A New Regulator for the New Millennium 6 (January 2000). Although the FSA seeks
ways of minimizing the impact of falures on market confidence, it is of the view that achieving a“zero
failure” regime is not only impossible but also undesirable, as it would be excessively burdensome for
regulated firms and the economy as a whole and would not accord with the statutory objectives and
principles. Id.

2 For an analysis of the “information problem” and the FSA’ s objective to provide financial
education, see Patrick Ring, Education, Advice and the Financial Services Authority’s Statutory Objective,

4 Journal of Financial Regulaion & Compliance 333 (2000).
= FSA, supranote 21, at 7.
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approach isdesigned to focus and reinforce that responsibility emphasi zing the robustness of firms’
sysemsfor identifying, measuring and controlling risks both to the firm itself and to its customers.
Tothisend, the FSA has also put in place mechanismsfor complaints' handling and redress, which
offer greater simplicity and ease of accessto consumers. Asrequired by theFSMA, asinglefinancial
servicesombudsman schemeand aunified compensation schemehave beenintroduced, witharange
of mechanisms different markets and types of customers.?*

d) Financial Crime On the grounds that market confidence and consumer protection are
significantly undermined if the financial system is not adequately protected from criminal abuses,
the FSA is also obliged to reduce the extent to which it is possible for regulated institutions to be
used in connection with financial crime.® This objective integrates the relevant efforts of financial
regulators with those of other criminal law intelligence, investigation and prosecution agencies.
Together with certain new powers set out in the FSMA, it enables the FSA to build on the work
which existing regulators have undertaken in this areain the past. Its prime focusis to ensure that
financia institutions have systems and practices in place to protect themselves against being used
as vehicles by financial criminals, especially by way of money laundering. In its effort, the FSA
works claosely with other organizations, such as the police and various public prosecutors.

2. Principlesof good regulation

In pursuing its objectives, the FSA isrequired to take account seven additional principles of

2 FSMA, Sec. 225 et seq.

% According to the FSA, the three main types of financial crime are: a8) money |aundering,
fraud or dishonesty, including financial e-crime and fraudulent marketing of investments, and c) criminal

market misconduct, including insider dealing. See FSA, supranote 21, at 9.
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good regulation set out inthe FSMA? The principles and the FSA’s interpretation of them are:

a) Efficiency and Economy

This principle relates to the way in which the FSA allocates and uses its resources. When
addressing a specific risk, the FSA is required to choose the options, which are most efficient and
economic. It goes beyond the statutory requirement to consult on fees and consult on its budget,
explaining how it plans to use the funds levied through regulated firms. The non-executive
committee of the FSA Board isrequired, among other things, to oversee the use of resourcesand to
report to the Treasury every year.

b) Role of Management

A firm’ ssenior management isresponsiblefor itsactivitiesand for ensuringthat itsbus ness
complies with regulatory requirements. This principle is designed to guard against unnecessary
intrusion by the regulator into firms business and requires the FSA to hold senior management
responsible for risk management and controls within firms.

¢) Proportionality

The restrictions imposed on firms and markets should be in proportion to the expected
benefits for consumers and the indugtry. In making judgments in this area, the FSA takes into
account the costs to firms and consumers. One of the main techniquesthe FSA usesisanalysis of
the costs and benefits of proposed regulatory requirements. This approach is shown, in particular,
in different regulatory requirements applied to wholesale and retail markets.

d) Innovation

The FSA should allow and encourage innovation, for example by avoiding unreasonable

% FSMA, Sec. 2(3).
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barriersto entry or not restricting existing market parti ci pantsfromlaunching new financial products
and services. Thisduty is best pursued through the maintenance of close relationships between the
regulators and regulated institutions. I nstitutions are thus encouraged to discuss new product ideas
and new market developments with the FSA a an early sage to ensure that the risks, for them and
their customers, are properly understood and managed from the outset.
e) International character of Financial Servicesand Marketsand the Desirability
of Maintaining the Competitive Position of the UK

Londonisauniquely international center of financial services, with many foreign banksand
other financial institution conducting business within the jurisdiction. Much of the business
undertaken in the UK isinternationally mobile and almost all aspects of the FSA’ sresponsibilities
haveaninternational dimension. The FSA isthereforecommittedto playing afull partindiscussions
with international regulatory bodies, to ensure that the UK’s influence on the development of
international regulatory standardsis commensurate with the weight of its marketsin global terms.
In many areas this work proceeds in partnership with the Bank of England.

The FSA aso considersthe effect on UK markets and consumers of the economic, industry
and regulatory situation overseas. It takes into account the international mobility of financia
businessand seeksto avoid damaging the competitiveposition of the UK. Thisinvolvescooperating
with oversess regulators, both to agree international standards and to monitor global firms and
markets effectively. Especially within the European Union (EU), cooperation with other Member
States' regulators has taken the form of forma networks, such as the Committee of European
Securities Commissions.

f) Competition
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The FSA must avoid unnecessarily distorting or impeding competition.?” This includes
avoiding unnecessary regulatory barriersto entry or businessexpansion. Competition andinnovation
considerations play akey rolein the FSA’s cost-benefit analysiswork. Under the FSMA, both the
Office of Fair Trading and the Competition Commission will have arole to play in reviewing the
impact of the FSA’ s rules and practices on competition.

C. A Comparative Analysis

When one lines up the justifications for financial regulation in the United States with the
regulatory goalsof the FSA asarticulatedinthe FSMA, anumber of interesting differencesemerge,
many of which factor into the differences in organizational structure that have evolved in the two
countries.

1. Primacy of Market Confidence Over Consumer Protection

An initia point of divergence is over the primary mission of each country’s system of
financia regulation. Inthe United States, consumer protection is typically advanced as the most
prominent justification for financial regulation. Although systemic risk is also a consideration —
particularly in the area of depository institutions — the primary mission of much of U.S. financia
regulation is to protect consumers from corporate over-reaching or unexpected financial failures.
Under the FSMA, the priorities of theregulatory agency arereversed. Thefirst statutory goal of the
FSA isthe maintenance of market confidence— an aspiration highly analogous to the containment
of systemic risk.

2. Different Approach to Consumer Protection

o In order to assist policy makers when they deal with the principle of competition, the FSA

has issued a guide to competition analysisin financial services; see FSA, Making Policy in the FSA: How
to take Account of Competition (July 2000).
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The degree of consumer protection sought under the FSMA is also quite different than that
characteristic of U.S. regulatory structures. While the United States through its public insurance
programs and extensive enforcement apparatus — both public and private — often purports to afford
comprehensive or near comprehensive protections for consumers, the FMSA establishes a much
more modulated approach to the problem. In its statutory objectives, the Act calls for only an
“appropriate degree” of consumer protection and then expressly notes the important of managerial
oversight from private firms. The principles of good regulation amplify this perspective, by again
noting theroleof management in ensuring regulatory complianceand in two different principles(the
one on efficiency and economy and the second on proportionality) emphasizing the importance of
cost-benefit analysisin financial regulation.

3. Competition and Innovation asa Regulatory Goal

From an American perspective, another striking characteristic of the regulatory mission of
the FSA is the prominence given competition and innovation as explicitly goals of the agency.
While U.S. financial regulatory are often directed to take competitive considerations into account,
typically these directions are framed as limiting principle on other regulatory goals.?® Under the
FSMA, competition andinnovation areexpressly listed asindependent principlesof good regul ation.

Even more strikingly, the preservation of London as a leading financial center is elevated to a

% Under the Banking Holding Company Act, for example, the Federal Reserve Board has long

been required to consider whether its approval of an acquisition will cause competitive harm. This sort of
oversight is quite different than competitive considerations reflected in the FSMA, which seek more to
enhance the competitive posture of U.K. firms and markets in comparison to their foreign competitors.
WithinU.S. regulatory circles, it isnot uncommon for officialstobe mindful of competitive harms that new
reguirements might impose on U.S, firms or markets — consider for example recent debates over the impact
of the Sarbanes-Oxley Act on foreign firms — but the advancement of U.S. competitive interests is seldom
described as a principal goal of U.S. regulatory policy.
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regulatory goal. To a certain degree, this elevation of competition and innovation could be
understood as an extension of other principles advancing goals of cost-justified regulation.
However, thereisalso —it seemsto me—something of alegacy of an older system of self-regulation
in the City that has aquite different flavor than most financial regulation in the United States.
4. Differencesin Other Regulatory Goals

Another telling difference between U.S. and U.K. regulatory goals rel ates to the secondary
regulatory missions that characterize each country’s regulatory aspirations. Under the FSMA, the
FSA isgiven arelatively modest set of supplementary goals: improving the financial education of
consumers and reducing financial crime. Analogs of both regul atory goals can be found in the U.S.
regulatory structure. Improving understanding of self-directed retirement savings accounts, such as
401(k) plans, has been apriority of the Department of L abor for anumber of years, and the SEC also
devotes some of itsresourcesto individual investor education. On the financial crime side, federal
legislation regarding money laundering has been on the booksfor many years, and was substantially
enhanced in the Patriot Act after the September 11" terrorist attacks. But notably absent from the
FSMA are the relatively extensive set of secondary roles that U.S. financial regulators are called
upon to play. As explained above, these goals include both social equality and income re-
distribution, regulatory objectives that are singularly absent from the FSA’s mandate. In addition,
our regulatory system expressly advances certain visions of political economy, including the
preservation of smaller, local financial institutions (particularly inthefield of depository institutions)
and also afragmented system of financial regulation (both between federal and state authoritiesand
withinthefederal government). The FSM A shares none of these missions. Indeed, tothe extent that

the agencies mandate includes the preservation of London as a financial center, one might infer a
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dlight biasin favor of larger institutions and aunified system of oversight.

D. Implicationsfor Regulatory Structure

The differences in the goals of financial regulation in the United Kingdom and the United
States have, in my view, a direct impact on the regulatory structure that each country has adopted.
The relationship is most obvious in the case of our political preference for divided systems of
financial regulaion, which isflatly inconsistent with a consolidated supervisory structure. But the
other differencesnoted abovedso, | think, play intothedifferencesin organizational structure noted
above.

For example, both the FSMA’s mandate for cost-effective regulation and regulation that
promotes innovation and competition tend to favor less extensive regulatory structures. Moreover,
tothe extent, that the FSA’ s primary mission isto prevent systemicrisks and not to ensure the sef ety
and soundness of each consumer’ sinvestments, the scopeof regulatory oversight islikely to beless
extensive than in the United States, where consumer protectionisof centrd importance. When one
factors in the cost of imposing the much more extensive secondary regulaory goals of U.S.
supervisors, thelikely differencesin regul atory intensity between the two countries expandsfurther.
While one might quibble about the relationship between regulatory intensity and organizational
structure, aplausible hypothesisisthat, asthe degree of regulatory intensity increases, consolidation
of regulatory functions becomes more cumbersome and difficult to achieve.

The organizational sructureof the FSA itself also reflects, | believe, the policy godsof the

underlyinglegislation. Ashasbeen elaborated in other articles, one of the distinctive features of the
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British Financial Services Authority isthe functional manner in the agency is organized.” Rather
than maintaining separate divisions for the various sectors of the financial services industry, the
FSA’sregulatory staff isdivided into three functional directorates. (See Figure One) As explained
below, this organizationd structure can be explained in terms of the FSMA'’s statutory objectives
and principles of good regulation.

The first directorate - the

Regulatory Processes & Risk
Figure One

The FSA Organizati onal Structure Directorate — handles authorizations

(that islicensing) and enforcement for
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directorateistruly cross-sectoral inthat

all of itsoperating divisions span thefinancial servicesindustry.* To achievethissameresultinthe
United States, the insurance company licensing offices of the fifty states were combined with the

OCC's chartering unit along with SEC, NASD and state Blue Sky procedures for registering new

% SeeMichael Taylor & Alex Fleming, Integrated Financial Sector Regulation and Supervision in
the Context of EU Accession, in European Union Accession: Opportunitiesand Risksin Central European
Finances 141 (World Bank, 2000); Giorgio Di Giorgio, Financial Market Regulation and Supervision: How
Many Peaks for the Euro Area?, 28 Brook J. Int’l L. 463 (2003); Jeroen J.M. Kremers et al., Cross-Sector
Supervision: Which Modéd ? in Brookings-Wharton Papers on Financial Services (2003).

% Curiously, in recent organizational reforms, the FSA has added a division of High Street firms
— that is, companies that provide certain mortgage and insurance services to retail customers — and this
division includes a separate authorization department that is outside the Regulatory Processes and Risk
Directorate. Itisunclear what the FSA departed fromits cross-sectoral approach tolicensingin thisinstance.
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broker-dealerswere dl combined in asingle division of aregulatory body. And then, as part of the
same division, the enforcement staffs of all banking, securities, insurance, and futures regulatory
agencieswould belocated as part of the samedivisionin neighboring offices. Althoughitisnot clear
whether consolidations of this sort would be cost-effective within the context of the U.S. regulatory
structure, within the United Kingdom thisapproach to licensing and enforcement arguably improves
efficiency and is thus consistent with this aspect of the agencies statutory objectives. Similarly,
setting up aseparate unit to consider regul aory strategy and overdl risk allowsthe agency to deploy
its supervisory resources in a more cost-effective manner than would likely be possible if the
organization were divided into more familiar sectord divisions*

The FSA’s two other functional divisions — the Consumer, Investment & Insurance
Directorate and the Deposit Takers and Markets Directorate — al so strike me as heavily influenced
by the agency’ s statutory objectives, although in a manner that may not be immediate apparent to
foreign observers. Both of thesedirectoratesincludedivisionslinked to particular sub-sectorsof the
financial servicesindustry aswell as more general functional authority. What isconfusing for U.S.
observersabout thisarrangementsisthat el ementsof thesecuritiesindustry are spread acrossthetwo
directorates. Exchanges are located in the Deposit Takers and Markets Directorate, whereas
collective investment vehicles and certain retail brokerage functions are located in the Consumer,
Investment & Insurance Directorate. While this allocation of responsibility divides what we think
of as SEC functionsin the United States, it arguably follows the functional divisionsimplicit in the
FSA’sregulatory objective. The Deposit Takersand Markets Directorate has responsibility for the

agency’ sforemost missions: the preservation of overdl market integrity. Thedirectorate therefore

3 See FSA, supranote 21.
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dealswith those financial activities most likely to threaten that integrity, including major financia
conglomerates and exchanges, and include a separate division specializing in prudential regulation.
The Consumer, Investment and Insurance Directorate, on the other hand, dealswith the areas in
which consumer protection, rather than market integrity, is the key concern.

Thisdivision between market integrity functions and consumer protection functions strikes
me as one of the most interesting features of the FSA’s regulatory structure with potentially far-
reaching consequences for regulaory policy. As others have noted before, this organizationa
structure allows for truly consolidated supervision. Of necessity, consumer protection in various
sub-sectors of the financial services industry — whether insurance, banking, or securities products
—will be informed by practices in other sectors. Similarly, oversight of market integrity will tend
to become more comparable across sectors as supervisory standards emanate from a unified
authority. Sothetwin peaksapproachtofinancial supervision allowsfor more consistent oversight
across sectors of the financial servicesindustry.

But the separation of market integrity from consumer protection at the FSA aso strikes me
as an important manifestation of the FMSA’s twin goals of achieving an extremely high level of
protection of the integrity of markets but imposing a lighter touch in the in field of consumer
protection. Empowered to focus its efforts exclusively on identifying and eliminating risks that
might plausibly threatenthe overall financial system, the Deposit Takers and Exchange Directorate
can keep its eye on the big fish of systemic risk without being constantly distracted by the
multitudinous minnows of consumer protection. The regulatory muscle of the Directorate can

therefore be deployed where perceived risks to market integrity are greatest and not in a manner
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required to eliminate the largest number of relatively minor harms.*

Thecreation of the Consumer, Insurance and I nvestment Directorate similarly splits off what
| would charecterize asthe FMSA’ s lesser goal of advancing consumer protection. As mentioned
above, the Act in ways characterizes consumer protection as a regulatory function that should be
advancedinalimited manner and on acost-consciousbasi s, with consumer educati on and del egation
of responsibility to management asviable aternativesto direct regulation. By separating out issues
of market integrity —where supervisory standardstowardsinfractions and risk are necessarily more
absolute — the FSA structure increases the likelihood that consumer protection goals will be
advanced on a more cost-effective basis.

To make the proceeding points slightly more concrete, compare the US approach to the
regulation of depository institutions to that of the FSA’s. While the United States does have some
specialized regulaions for large financid conglomerates, it generally organizes its regulatory
structures by industry sector and imposes mandatory on-site examinationsof depository institutions
on a regular basis, regardless of whether the depository ingtitutions in question impose any
substantial threat to market integrity. A variety of factors explain this system of comprehensive
examination — the exposure of both the FDIC and uninsured depositors to losses is undoubted an
important consideration. But also, | would argue, U.S. financid regulatory authorities are not
constrained by a governmental mandate, of the sort made explicit in the FSA, that supervisory
initiative, particularly those in the area of consumer protection, should be imposed only when cost-
effective. Rather their tendency istofavor equal treatment in the regulation of financial institutions,

regardlessof therisks particular institutionsimpose on market integrity or the efficacy of regulation

3 See FSA, supranote 21.
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from an economic perspective, and keep financial failures to a minimum.®
[11. Intensity of Financial Regulation

In speculating as to the reasons why British financial regulation was consolidated into a
unified regulaory agency whereas nothing remotely comparable has occurred in the United States,
| would propose as afurther factor differences in regulatory intensity between the two countriesin
the area of financial regulation. To a certain degree, this difference is afunction of the rdatively
broader goals of U.S. financial regulation that | recounted in the preceding section. After all, in
seeking to advance more social functions, U.S. financial regulatorsinevitably require more staffing
and larger budgets. Moreover, certain of the regulaory goals in each country, contribute to
differencesin levelsof regulatory intensity. The British requirement that cost efficiency factor into
all regulatory initiativestendsto constrainthelevel of regulatory intensity in that jurisdiction, where
the U.S. predilection for divided governmental authority tendsto produce overlapping jurisdictions
and larger overall regulatory budgets.®

Whatever the explanation for differences in regulatory intensity, their existence offers an
independent factor in explaining why the United States has not moved to a system of regulatory
consolidation found in the United Kingdom and el sewhere around theworld. Thesizeand intensity

of U.S. financial services regulation — both in absolute and adjusted terms — is exceptional. The

3 Another example of this phenomenon in the United States is the traditional uniformity of

pricing of deposit insurance for small and large banks, notwithstanding substantial differencesin risksand
costs of failure.

3 The overal effect of overlapping jurisdictions on regulatory intensity is ambiguous. In
certain context, overlapping jurisdictions might lead to regulatory competition of the sort that reduces
regulaory intensity. Although one cannot discount this possibility out of hand, the data on regulatory
intensity in thissection casts doubt on the significance of that sort of regulatory competitionin this context.

30



substantial differencesin regulatory intensity between the two jurisdictions al so raises fascinating
(and extremely difficult) normative questions whether both countries are maintaining appropriate
levelsof regulatory intensity or whether one of the countriesis operating at alevel of intensity that
is substantidly suboptimal. Aside from noting their intrinsic importance, | will leave these issues
to another day.

The data presented in this section comes from several sources; partially my own research,
partialy from data that the FSA itself compiles each year in its annual reports, and partially from
research conducted under my supervision by students at Harvard Law School. | first compare
regulatory staffing and budget levels for U.S. and U.K. financial authorities a the turn of the
Millennium, as the FSA was being established. Next | offer an expanded data set offering
comparable data about these two countries and several other jurisdiction. | then present some
additional and more detailed data about securities enforcement efforts in both jurisdictions during
1999 to 2001. The section ends with some tentative conclusions and suggestions for further
research.

A. Overall Regulatory Budgets and Staffing L evels

An initial and useful point of departure is a review of the overall staffing levels in both
jurisdictions. For the United Kingdom, thistask isfairly straightforward as the country’ sregulatory
functions are now largely centralized in the FSA; for the United States, however, the undertaking
is considerably more substantial as our system of regulatory oversight remains highly fragmented.
| therefore begin this section with a quick review of my own estimates of U.S. regulatory budgets
and staffing level sin the 1998-2000 period, and then compare them to the level s of staffing reported

for the FSA in its 2000-2001 annual report.
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My estimates for US regulatory budgets and staffing levels are presented in Table 1 below
and present data compiled during the 1998 to 2000 time period, roughly contemporaneous to the
enactment of Gramm-L each-Bliley and the establishment of the FSA. Assummarized in thetable,
personnel and annual expendituresaredividedinto thefinancial subsectorsof depository institutions
(including banks, thrifts, and credit unions), insurance companies, the securitiesindustry, thefutures
industry and pension and benefits. Thetableisdenominated partial because dataon certainelements
of theU.S. financial regulatory structure are not available, notably data about budgets and personnel
for state securities regulators.®

Thedata presented in Table 1 isstriking in several respects. First isthe absolute size of the
country’ sfinancial overgght efforts: nearly forty two thousand employees and an annual budget in
excess of $4.5 hillion dollars. Second is the relatively large share of both overall budgets and
personnel the U.S. allocatesto theregulation of depository institutions. morethan 53 percent of total
personnel and nearly 61 percent of budgetary resources. A third point of interestisthe variationin
theratio of annual expendituresto personnel inthe varioussectors of thefinancial servicesindustry.

The average expenditure levds per employee in the insurance industry ($62,452) is dramatically

% Thedataunderlying thistableisto be presented in aseparate technical note. In certain areas

where regulatory agencies perform multiple functions, | have had to dlocate a percentage of budgets and
personnel to financial regulatory purposes. One exampleistheFederad Reserve Board which provides both
central banking and payment systemsservices, aswell asregulatory functions. In addition, two of theU.S.
agenciesresponsiblefor pensionsand empl oyee benefits—the I nternal Revenue Service and the Department
of Labor —conduct many activitiesthat are unrelated to financial services. Asmentionedinthetext, thetable
does not include data on gate securities commissions; data on the principa securities industry SROs (the
NY SE and NASD) are, however, included. Also not included in thistable are several agenciesthat perform
relatively modest oversight functions in the financial services industry, such as the Federal Trade
Commission and the Department of Housing and Urban Development, which oversees certain € ements of
the mortgage market aswell as certain government sponsored enterprises, such asFannie Mae and Freddie
Mac, which are aform of financial institution. Because of these omissions, the data presented in Table 1
somewhat underestimates the level of financial service regulation in the United States.

32



lower that of other subsectors. While costs of operation may be lower for insurance regulators, as
they are located throughout the country and not concentrated in more expensive urban centers such
as Washington and New Y ork City, one might reasonably infer that some of the difference reflects

difference in expertise and training. In contrast, annual expenditures for personnel regulating the

Table 1 '
Summary of Annual US Regulatory Costs H
(1998-2000 Data — Partiall

Sector Pemonme! Arqual Expenditures  Arnual Ex;aen.-‘.":'emﬂnne"
Depository Institutions . 22,175 $2.751.089 5581 $124 064
Insurance Companies . 11817 §738,000 000 fE2 452
Securities Industry . 458589 fE44 800 000 $131.808
Futures Industry . &5h | $52 761,000 | $112,879
Pensions & Benefits . 2285 F331 147 000 F1d4 522
Tatal 722 §4 527 897 531 §103 525

securities industry ($131,908) and pensions and benefits ($144,922) tend to be higher.
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Table2 presents roughly comparable datafor the Financiad Services Authority andisdrawn
fromthe FSA’s2000/2001 Annual Report.* Insomeareas, thereare similaritiesbetweenthe FSA’s
level sof expendituresand thosepresented for U.S. regulatory agenciesin Table 1. In both countries,
resourcesaredistributed acrossindustry subsectors, and theratio of annual expendituresto personnel
in the U.K. ($119,349) is similar to total annual expenditures to total personnel in the U.S.
($108,526).*" On balance, however, thedifferences between Table 2 and Table 1 are more striking
thanthesimilarities. Notefirstthedifferenceintheallocation of resources. Whereasmorethan half
of U.S. regulatory personnd and budgetswereallocated to depository institutions, the FSA allocates
over 60 percent of its budget to the securities industry and only slight more than a quarter to
depository institutions.®® A number of factors undoubtedly contribute to the smaller percentage of

budgetary resources allocated to depository institutionsin the United States— notably, thevery high

% See FSA Annual Report 2000/2001, Appendix Six, at 81 (available on-line at
http:www.fsa—). The datapresented in the FSA annual report isonly roughly comparabl e because certain
regulaory functionsin the United Kingdom — most notably oversight of certain employment based pension
schemes — areregulated elsewhere. The London Stock Exchange also still engagesin alimited amount of
regulaory functions not captured in Table 2. The FSA Annua Report denominates expendituresin pounds
Sterling; the data presented in Table 2 are presented in U.S. dollars, converted at an exchange rate of 1.5
dollars per Pound Sterling.

3 The ratio of annual expenditures to personnel for the FSA isnot shown in Table 2, but can
be derived fromthe datain that table. To some degree, thefact that FSA expenditure per employeeis higher
than U.S. expenditures per employee is perhaps surprising, as average wages and GDP per cepital is
significantly higher in the U.S. Partially, this difference may be attributed to the fact that the bulk of FSA
employeeswork in the London area, which has a high cost of living. In addition, the FSA has made more
of an effort to match market compensation levels, at least for its more senior employees.

3 WereTable 2 expanded to include oversight of other sources of British financial regulation,

for example occupationa pension schemes, see supra note 4, the ratio of tota expenditures allocated to
depository institutions would fall further.
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number of depository institutions that still operate in the United States and the balkanized system
of banking regulation that we maintain — but the resulting difference in the levd of budgetary

expenditures remains nonetheless noteworthy.

Table 2
FSA Annual Budget & Personnel
(Data from F3A 2000-2001 Annual Report)
Annnal Expenditives (000s) Persahhe!
Total Depository Institutions $91,500 n.a.
Credit Institutions £a82.500
Credit Unions 41,500
Mortgages £7 800
Total Insurance Companies (life, pension & non-life) $22.500 n.a.
Total Securities Industry $216,000 n.a.
Securities Firms £28 500
Exchanges 6,000
Capital Markets 6,000
Listings £16,500
Collective Investments 27,000
Financial Advisors £84,000
Ombudsman & Compensation Scheme $45,000
Grand Total $330,000 2.765
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For current purposes, an even moreimportant difference between theregulatory expenditures
and personnel levels of the FSA and those of the United States is the absolute difference in scale.
Total U.S. annual expenditures on financial regulation in the United States during 1998-2000 was
in excess of $4.5 billion or 13.7 times the annual expenditures of the FSA presented in Table 2.
Personnel levelsof theU.S. (41,722) were more than 15 times higher than those of the FSA (2,765).
These huge differencesin regulatory scale offer, | think, an independent reason why consolidation
of the sort accomplished in the FMSA for the United Kingdom was never even discussed in the
period leading up to the passage of the Gramm-Leach-Bliley Act.

In pondering the different levels of regulatory expenditure and personnel noted in the
previous paragraph, one must recognize that these multiples do not simply reflect differencesin the
sizeof thetwoeconomiesin question. 1n2003, U.S. GDPwas6.8timesU.K. GDP.* TheU.S. 2000
population was 4.6 timesthe U .K . population.* Nor isthedifferencesimply areflection of financial
markets. Asreportedinthe FSA 2000/2001 Annual Report, U.S. banking assetswereonly 2.2 times
U.K. banking assets and U.K. equity market capitalization was only 5.8 times U.K. equity market
capitalization.** None of theseratios approachestheratios of regul atory expenditures and personnel
levelsrevealedin Tablesl1and 2. Accordingly, evenif one normalized annual expendituresfor the

size of the economy or capital markets, substantial differences would remain.

® World Bank Estimates of GDP for 2003..

40 See Alan Heston, Robert Summersand BettinaAten, Penn World Table Version 6.1, Center
for International Comparisons at the University of Pennsylvania (CICUP), October 2002.

i See FSA 2000/2001 Annual Report Appendix 5, at 81.
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The relatively higher levels of regulatory costs and personnel levels for British authorities
is consistent with the hypothesis advanced above that the mission of U.K. financial regulatorsis
more narrowly constrained thanthemission of their U.S. counterparts. That these differencespersist
even after adjusting for relative size of thetwo countries’ economicsand financial marketsisall the
more striking when one considers that economies of scde might be expected to lower the size-
adjusted costs of U.S. financial regulation.

B. Expanded Set of Compar ative Data from FSA 2002/2003 Annual Report

To confirm that the data presented above is not a statistical anomaly peculiar to a period
when the FSA was just getting started and the Pound Sterling was relatively weak compared to the
U.S. dollar, | have also examined data presented in the FSA’s 2002/2003 Annual Report, which
includes more recent information on FSA budget and staffing levels, aswell as comparable datafor
anumber of other jurisdictions, including the United States.** With respect to all of comparison and
contrast noted above, thelater compilation of dataconfirmsthe points| have made about differences
between U.K. and U.S. regulatory intensity a few years earlier. But this expanded data set also
illuminating in that it suggests how the regulatory intensity of U.K. and U.S. financial regulation
compares with regulatory counterparts around the world.

Consider first total financial regulatory budgets and personnel levelsfor theten jurisdictions

42 See FSA Annual Report 2002/2003 at Appendix 8 (Pounds Sterling converted to U.S.
Dollarsat 1.7 dollarsto the Pound). The FSA’s data on U.S. financia regulatorsis|ess extensi ve than my
own, but | present their data here in order to maintain — to the extent possible — comparability with other
jurisdictionson which the FSA also collected data. Asthe notesaccompanyingthe FSA cost estimates make
clear, comparative surveys of this sort are difficult to undertake and some of the data is necessarily
incompl ete and incommensurate acrossjurisdiction. Accordingly, the datapresented inthe following pages
should be regarded as suggestiverather than definitive. As explained below, the overall import of thedata
is| think sufficiently clear that one can draw at least preliminary conclusions from the data.
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onwhichthe FSA collectsdata (See FiguresTwo and Three.) By both measures, U.S. enforcement
budgets and staffing levels overshadow not only those of the United Kingdom but also of al other
jurisdictions covered. (Indeed, when onelooksat the United Kingdom’ sregulatory intensity inthis
comparison set, one sees that, if one puts the United States to one side, the absolute level of
regulatory effort in the United Kingdom ismuch higher thanthat of the other jurisdictionsreporting,

thus offering some support for the conventional wisdom that the Americansand British have much

Figure Twro Figme Three
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Asbefore, the differencesin regulatory intensity hold up even when one makes adjustments
for the size of the financial servicesindustry in eight mgor jurisdictions.®® To illustrate this point,
| have presented in Figures Four through Six, the FSA’s estimates of regulatory budgets in the
principal sub-sectorsof thefinancial servicesindustry (depository institutions, insurance companies,
and securities firms) adjusted for proxies for the size of each subsector: banking assets in the case
of depository institutions; insurance premiain the case of insurance companies, and equity market
capitalization in the case of securities firms. Undoubtedly there are limitations in the quality and
comparability of the data upon which the figures are based, the broad consistency of the evidence
is strongly supportive of several propostions.

First, withrespect to both depository institution (Figure Four) andinsurancecompany (Figure
Five) regulation, the United States outstripsthe United Kingdom and, for that matter, all of the other
major jurisdictions presented. Compared to the other jurisdictions surveyed, the intensity of U.K.
regulation does not appear to be especialy high, being at the lower end of the comparison set for
depository institution regulation and in the middle for insurance regulation. Where the relative
intensity of the U.K. regulation rivals U.S. intensity isin the field of securities regulation (Figure
Six), reflecting the fact noted earlier that the bulk of U.K. financial regulatory resources are
deployed to the securities field. Two other common law jurisdictions also have very high relative

levelsof securitiesregulation — Australiaand Canada— both actually outstripping the United States

43 For purposes of these presentations, | have excluded two jurisdictions presented in earlier

figures: Hong Kong and Singapore. Their position asfinancial services centers distinguishesthem fromthe
other jurisdictions. Interestingly, theintensity of their financial oversight —as measured in these figures —
is often quite high —in the area of insurance regulation even higher than that of the United States. While
tangential to the subject at hand, therelative intensity of the regulatory effort of Hong Kong and Singapore
warrants further study.
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when adjusted for market-capitalization.* Thethreemajor civil law jurisdictionspresentedin Figure

Six — France, Germany, and Sweden —all show much lower levels of intensity for securities market

regulation.
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* Therelativeintensity of Australian and Canadian securities enforcement likely reflects both the
decentralized system of regulation adopted in these two jurisdictionsand also their relatively low levels of
stock market capitalization.
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In an effort to summarize the foregoing data on financial regulatory intensity, Figure Seven
presents total financial regulatory costs per billion dollars of GDP. Again, the United States leads
theway with substantidly higher adjusted regulatory intensity. The United Kingdom slipsinto third
place by this measure, just behind Audralia (buoyed by its relatively high intensity supervisonin
the securitiesfield.) Thethreecivil code jurisdictions— France, Germany, and Sweden —again fall
to the bottom of the rankings of intensity, with the two other common law jurisdictions (Canadaand
the Irish Republic occupying the middle terrain).

In sum, the comparative data on regulatory costs presented inthe FSA’s 2002/2003 Annual
Report is consistent with my claim that regulatory intensity (aswell as absolute leves of regulatory
effort) are higher in the United States than in the United Kingdom. But the data also indicates that
measured against a broader set of international comparison, the United Kingdom isat the upper end
of most measures of regulatory intensity and consistently above measure of regulaory intensity in
the leading civil law countries surveyed.

B. Evidence of Compar ative Enforcement | ntensity

Another approach to regulatory intensity isto consider the outputs of regulatory oversight
rather than inputs, such as budgets and personnel levels considered aove. In this spirit, several
studentsof mine at Harvard Law School have recently undertaken comparative studies of securities
enforcement effortsin variousjurisdictions, including the United States and the United Kingdom.*®

While the datain these studies should d so be regarded as preliminary, the results are both striking

** See Joseph Martin, Comparative Enforcement of SecuritiesLaws (Apr. 2002). Seealso Wai-Yin
Alice Yu, The Enforcement of Securities Laws in East Asiaz A Comparative Anaysis of Hong Kong,
Singapore, South Koreaand Taiwan from 1998 to 2002 (Apr. 29, 2003); DuncanHerrington, Insider Trading
and Market Performance (May 3, 2004)
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and consistent with my claim that there are substantial differencesin regulatory intensity between
the United Statesand the United Kingdom, eveninthefield of securitiesregulation whereregulatory
expenditures are not substantially different when adjusted for market capitalization.

A good example isthe work of Joseph Martin (HLS *02) on overall securities enforcement
levels. Figure Eight summarizes Martin's findings with respect to average annua securities
enforcement actions for the United Kingdom and the United States. Datafor the United Kingdom

isfirst presented in terms of actual enforcement actions and then adjusted to reflect the fact that the

Figure Eight
Annual U.S, v. UK. Enforcement: 1997-2001
ifromm J. Darting Corparative Exforcerment of Secwrities Laws (A pe. 20027
U.E. Actual LK Adfusied U.5.
Total Actions 753 3,310 10,641
Total Monetary |5103 million | §449 smillion £4.580d4 millien
Penalty - § 4,034 million
pirvate
- 5 770 raillion
public
Suspensions & 47 206 Aalis
Expulsions
Censures 14 63 1207
Warnings 128 260 0
Total Prison 2HD 1238 1661
(months)

U.S. capital marketsarelarger than U.K. markets.®® Aside from the area of warnings—where there

% The adjustments in Martin’s paper are based on trading volumes as opposed to stock market
capitalization.
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isno ready U.S.analog — United Kingdom sanction levels are lower than those of the United States.
Only in the area of criminal sanctionsis the U.K. system roughly comparable. In terms of total
actions, suspensions& expulsions, and censures, U.S. enforcement effortsoutstrip United Kingdom
actions by large multiples, even after adjusting for relative market size.

Large differentids are dso apparent in the area of monetary penalties, although this aspect
of Martin’s analysis requires additional explanation. In the United States, there are two major
sourcesof monetary sanctionsfor securitieslaw violations: publicenforcement action (whichMartin
estimatesto beimposed at an average annual rate of $770 million during the period in question) and
securities litigation, both settled proceedings and cases that go to trial or other forms of dispute
resolution (averaging dightly over $4.0 billion ayear). In the United Kingdom, Martin reports that
monetary sanctionsare principally imposed to regul atory actions, and while these sanction levelson
an adjusted basis are not wholly out of linewith U.S. public sanctions, theoverall level of securities
sanctions in the United Kingdom falls far short of those in the United States once one adds in
sanctions private litigation. (Note that the data in this analysis predates the Enron scandal and
associated enforcement proceedings over the past few years and thus substantially understates
differences in enforcement that onewould likely observeif this andysis were updated.)

In sum, the level of regulatory intensity in the United Kingdom appears to be substantially
lower than that of the United States, both in absolute and adjusted terms. Numerous factors may
contribute to this difference. As | have suggested above, different and generally more modest
regulatory goals in the United Kingdom as compared to the United States likely explain a portion

of this lower level of regulatory intensity. Other factors — differences in the composition of the
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financial servicesindustry in the two jurisdictions aswell asthe lawfulness of market participants
in the two countries — may also explain some of the difference in regulatory intensity. For current
purposes, | make only the modest claim that differencesin regulatory intensity offer another reason
why British regulators were able to consolidate much of the financial regulatory system in the late
1990's when U.S. counterparts made no similar efforts. | leave for another day the more intriguing
and difficult question of whether the substantial differencesin regulatory intensity that separatesthe
United Statesfrom not just the United Kingdom but most other industriaized nations might suggest
substantial misallocation of regulatory resources and enforcement efforts in some mgjor financia

markets.
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