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SUMMARY:

... Three recent articles have rekindled a long-running academic debate on whether to devolve (or privatize) securities
regulation. ... In my view, the case for devolution is weaker than has been appreciated because of the large degree of
private choice of securities regulation already available to issuers, as well as the extent to which even the most full-
blown of the SEC's disclosure requirements are tailored by the issuer to itself and to the issue. ... To the extent that pri-
vate capital markets in the United States represent an attractive alternative to European issuers wishing to raise capital
in the United States, the claim that issuers retain substantial choice over securities regulation even when selling to U.S.
investors is that much stronger and the advantages for devolution that much weaker. ... Given that the marginal effect
of additional costs associated with mandatory disclosure would principally affect small issuers, the fact that the SEC has
already substantially lessened that burden by tailoring its rules based on firm size again argues that the net benefits of
devolution and regulatory competition are likely overstated. ...

TEXT:
[*531] [*532]

Introduction

Three recent articles n1 have rekindled a long-running academic debate on whether to devolve (or privatize) n2 securi-
ties regulation. Devolution has a simple theoretical appeal: by replacing the Securities and Exchange Commission's
(SEC's) "regulatory monopoly" with regulatory competition, devolution promises to improve the "regulatory product"
as competitive markets improve ordinary products for consumers. Other academics have joined the debate, arguing that
market failures stemming from asymmetric information, regulatory externalities, and network externalities would create
a race to the bottom, making the devolutionary cure worse than the disease. n3 Symposia on devolution are multiplying;
n4 and among academics, at least, the devolutionary theme has been spreading.

[*533] My perspective on this topic diverges from the debate so far: | begin by examining whether lobbying of
devolution's intended beneficiaries shows that they would prefer devolution, and (at least initially) to take my lead from
them. What can we infer from the behavior of direct intended beneficiaries of devolution? If asked this question, advo-
cates of devolution would face a puzzle. Corporate America n5 does not seem to have much interest in devolution.
Good companies - which, if devolution advocates are right, would be able to sell stock at a lower net cost if devolution
were enacted - are not, to put it mildly, in the vanguard of the renewed assault on the SEC. In fact, industry trade groups
have been supporting movement in the opposite direction, towards increased centralization of disclosure regulation at
the domestic level, and harmonization of disclosure rules by agreement among national regulators at the international
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level. n6 This is true not simply of securities lawyers and other market professionals, who may have a vested interest in
maintaining the existing regime regardless of the long-term interests of their clients, n7 but also of trade groups
representing small business, venture capital, technology companies, and financial executives. n8 What explains indus-
try's indifference (or even resistance) to devolution?

The theory of this essay is that indifference to devolution on the part of corporate America has as much to do with
politics as with the theoretical merits of either regulatory competition or monopoly. More precisely: the merits of the
devolution proposals cannot be evaluated without considering politics. By politics, I mean not simply an assessment of
the political costs of achieving devolution in the first instance, although those costs are likely large, but [*534] rather, |
also mean a comparison of the political benefits of the current regime with the long-run political risks of devolution to
industry participants. To make that comparison, at least two things are needed: first, an appreciation of the political
economy of the SEC under the current regime; and second, an expected political economy of securities regulation under
likely future macroeconomic and financial conditions. To fully evaluate devolution, both elements of this political
cost/benefit calculus must be added to the economic one.

Although a full political cost/benefit analysis of federal securities regulation would be well beyond the scope of this
essay, | take two steps here toward that end, by describing two ways that the current regulatory structure may be more
attractive to corporate America than devolution proponents acknowledge: (1) the existing system is far from a "one size
fits all" Mao jacket as devolution proponents have made out, which suggests that the SEC is now at the center of a rela-
tively stable political equilibrium with significant practical advantages for industry; and (2) even if devolution produced
net benefits in the short run, it is unlikely to be politically stable and, on a risk-adjusted basis, could be politically infe-
rior to the current system. The first point is not new, but | put the point to a somewhat different end than others. n9 In
my view, the case for devolution is weaker than has been appreciated because of the large degree of private choice of
securities regulation already available to issuers, as well as the extent to which even the most full-blown of the SEC's
disclosure requirements are tailored by the issuer to itself and to the issue. Evidence on the diminishing significance of
barriers imposed by the current U.S. securities regulatory system to capital-raising is reviewed in partial support of these
claims. An appreciation of private choice and tailoring, and a fair account of the SEC's responsiveness to industry prefe-
rences and the durability of the current regime through many crises, provide one-half of the political picture. Economic
theories of regulation help explain why the current regime holds many advantages that issuers would be wise to retain.

The second point is necessarily more speculative, but is new, at least as applied to securities regulation, and seems
no more [*535] speculative than the "educated predictions” made in favor of devolution. n10 As currently proposed,
sweeping devolution would be politically unstable. n11 My argument for this second point proceeds in steps. I first
sketch an informal model of how securities regulation in the United States developed, drawing on the history of the ex-
isting federal securities laws. In particular, | argue that federal securities laws reflect (1) issue-entrepreneurs and politi-
cians willing and able to exploit predictable financial crises and economic downturns to private advantage, (2) general
popular suspicion in the United States of concentrated and secret power, particularly on Wall Street, and (3) deep and
probably permanent uncertainty about the merits of federal disclosure regulation. | then argue that should devolution
succeed in the short-run, the odds are high that re-regulation n12 will follow, regardless of what a politically neutral
policy analyst might think about the merits of re-regulation. I then briefly consider the circumstances under which re-
regulation would occur (e.g., recession, crash, scandal), and note the political risks that having regulation of corpora-
tions generally on the public agenda might pose to corporate America under those circumstances. Finally, | argue that a
reduction of the political power of the SEC - a consequence of the devolution proposals - would further increase the
political risks associated with re-regulation.

Together, these two points - that devolution's political benefits are smaller and its potential costs larger than pre-
viously appreciated - are a first approximation of an explanation for the failure of corporate America to take up the de-
volutionary banner. The direct potential beneficiaries of securities regulation devolution do not perceive the effort to be
worth the potential costs. This explanation has different implications than conventional critiques of devolution. For pub-
lic-spirited policy analysts inclined to support devolution, more thought needs to go into how devolution could be pro-
tected from re-regulation in times of financial crisis, into how the high political costs of politically "hardening™ any de-
volution [*536] of securities regulation might be reduced through new forms of feasible collective action, and how to
address popular suspicion of concentrated wealth and power in the private sphere. n13 A possible, if speculative, re-
sponse to the political risks raised by devolution is to try to achieve the benefits of regulatory competition without incur-
ring all of the costs, by retaining federal regulation of securities but establishing some form of competition among fed-
eral regulators, as currently exists in part in the sphere of banking regulation. n14 Finally, the analysis suggests that
trends toward increased "harmonization" at the international level may be desirable for reasons having nothing to do
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with benefits customarily ascribed to it (at least in public): scale economies or benefits of standardization. Instead, har-
monization may be attractive because (as is also true in the case of banking regulation) it will generate a respected, po-
litically effective securities regulatory body that is expert or "captured” or both, and which may serve to protect industry
interests by playing political roles in the international arena similar to those played by the SEC domestically.

I. Proposals for Devolution and the Industry Response

A. Overview of Proposals

Although the various devolution proposals differ in details, each would shift authority to regulate disclosure away from
the SEC to multiple regulators. n15 Romano would give the states the power to set their own disclosure standards,
which (if issuers chose) would in a sort of reverse preemption, take the place of SEC regulation. Mahoney would give
that power to the stock exchanges, and Choi and Guzman would allow an issuer to choose any government, [*537]
domestic or foreign, to be its global securities regulator, regardless of where purchasers of the securities resided. Each
thus would eliminate the SEC's regulatory "monopoly," introducing competition into the regulatory process. Issuers
would be able to choose from among different regulatory regimes, and because each devolution proponent assumes or
argues that investors would be able to understand, evaluate and thus "price" the different available regulatory regimes,
issuers would have an incentive to choose the best regulatory and disclosure rules. Promised benefits include improved
regulatory incentives, reduced absolute levels of regulatory power, and - since more than one set of regulations would
be available to any given issuer - more tailoring of different disclosure rules (and thus disclosures) to different issuers.

B. Why Industry Indifference?

To date, industry has not embraced devolution. | have been unable to find any industry-based trade or lobbying organi-
zations that typically comment publicly on SEC proposals, or sponsor legislation in Congress, that have publicly en-
dorsed or even favorably commented on the devolution proposals. Nothing on devolution was discovered in a search of
the publications and websites of organizations representing small businesses (U.S. Chamber of Commerce, National
Association of Independent Businesses, and the Small Business Survival Committee), venture capital funds (National
Association of Venture Capital), technology companies (American Electronics Association, Software Publishers Asso-
ciation, Information Technology Association of America), mature companies (Business Roundtable, National Associa-
tion of Manufacturers, Financial Executives Institute), and institutional shareholders (Teachers Insurance and Annuity
Association and College Retirement Equities Fund [TIAA-CREF], California Public Employees' Retirement System
[CalPERS], State of Wisconsin Investment Board [SWIB]). Indifference to devolution cuts across all sectors of the
capital sector. Industry interests are not homogenous on every securities law issue, but on devolution, there is no sign of
tension among business interests. 16

[*538] In fact, corporate America has to date implicitly rejected devolution by supporting increased degrees of
central regulation, both within the United States and internationally. Within the United States, the National Securities
Markets Improvement Act of 1996 (the 1996 Act") n17 expanded the degree to which federal securities laws preempt
state laws governing disclosure, and rejected the limited degree of devolution that had been embedded in the securities
laws since they were enacted in the New Deal. Centralization of jurisdiction over securities law proceeded further in the
Securities Litigation Uniform Standards Act of 1998 (the "1998 Act"), n18 after corporate America (and then their sup-
porters in Congress) began to worry that their efforts to rein in private lawsuits under the federal securities laws were
being circumvented in the state courts. As Romano notes, "the current legislative approach to securities regulation” is
proceeding in the opposite of the devolutionary direction she advocates - industry advocates, in other words, are making
what she believes is "a mistake.” n19 What she does not expressly acknowledge is that this centralizing tendency has
been pursued largely at the behest of the very individuals and organizations who would be most directly affected by the
results of successful devolution, and who would be most directly benefited if devolution were to reduce the expected
long-run cost of equity capital. n20

[*539] At the international level, as well, U.S. industry organizations have gone on record as advocating that se-
curities disclosure regulation be "harmonized" (read: "centralized by agreement among national securities regulators").
The U.S. organizations that most plausibly represent informed industry opinion on the merits of securities law proposals
do not advocate imposing U.S. Generally Accepted Accounting Principles (GAAP) on the rest of the world, and instead
support adoption of international accounting standards (IAS) as the international norm. However, they do not support
devolution (which would reduce harmonization). The Business Roundtable, for example, argues in its publications that
"the SEC is the [world] leader in diligent enforcement ... [and] absent this "strong arm,' the quality and strength of the
U.S. capital markets would dissipate," and accordingly, "would support the development of worldwide enforcement
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standards.” n21 The Financial Executives Institute (FEI), a "professional association for senior financial executives
representing 15,000 individuals from over 8,000 corporations throughout the United States and Canada," takes the posi-
tion that it would be "in our best interests to help foster an environment in markets outside the United States that favors
accounting standards that rely on an investor-oriented framework like IAS." n22 As it has within the United States, cor-
porate America thus far seems to be embracing not devolution in the international sphere, but its opposite.

Among possible explanations for inaction on the part of corporate America is that it simply lags securities law aca-
demics on understanding sweeping, intellectually complex issues. Perhaps business leaders will eventually awaken to
the prospect of additional profit that devolution offers. Such an account strikes me as na<um i>ve. The willingness of
these executives to engage zealously in innovative federal securities law reform repeatedly in the 1990s illustrates the
basic economic wisdom that profit opportunities stimulate thought and activity. Romano's proposal has received atten-
tion in prominent general-circulation publications such as the Economist, and all of the devolution proposals have now
been in circulation [*540] for several years, receiving widespread attention among academics. n23 Nor is it the case
that privatization and devolution of disclosure regulation are new ideas. Stigler questioned the value of the federal se-
curities statutes as early as 1964, n24 and Benston and Kripke attacked federal securities regulation in prominent publi-
cations in the 1970s. n25 Failure to take up the devolutionary cause to date is not plausibly due to a "lack of imagina-
tion," as Romano asserts. n26

Another possible explanation is that corporate America faces classic collective action problems: gains from devolu-
tion might be large in the aggregate, but small spread among many thousands of potential beneficiaries, while the costs
of devolution advocacy will fall fully on first-movers and not on free-riders. n27 Again, however, the ability of industry
representatives to overcome these problems and enact three major pieces of federal securities legislation in the [*541]
Private Securities Litigation Reform Act of 1995 (the "1995 Act"), n28 the 1996 Act and the 1998 Act, each against
strong opposition from organized political interests, suggests otherwise. The Small Business Investment Incentive Act
of 1980, adopted largely at the behest of the venture capital community and (after modifications) supported by the SEC,
raised the small offering exemption in Section 3(b) of the 1933 Act from $ 2 million to $ 5 million (subsequently re-
flected in the SEC's Regulation D) and loosened the Investment Company Act of 1940 and the Investment Advisers Act
of 1940 as they applied to venture capital funds. n29

Industry organizations frequently engage in costly lobbying of Congress and the SEC, to promote (or oppose)
changes that are potentially less important than devolution, but just as general. These changes should produce the same
kind of broadly distributed but small net effect for industry as devolution. If collective action problems were serious,
lobbying for such changes should not occur, but it does. Each of TIAA-CREF, CalPERS and SWIB, for example, has
submitted comment letters backing the SEC's proposed auditor independence rules, and would go even further to limit
the scope of services auditors may provide. n30 The Chamber of Commerce, on the other hand, has ongoing lobbying
efforts to stop the SEC from forcing the accounting firms to split their consulting and auditing businesses, as well as to
pass federal legislation that follows up on the 1998 Act to move all class actions from state to federal courts. n31 The
Business Roundtable is engaged [*542] in ongoing lobbying to "streamline and simplify SEC regulations,” and to pre-
vent the SEC from adopting a proposal to require disclosure of detailed litigation-related loss accruals on the ground
that the rule "could severely limit [an issuer's] ability to manage ... its litigation." n32 The FEI contributed to the effec-
tive lobbying effort against the SEC's "Aircraft Carrier" proposal, and is engaged in ongoing lobbying of the Interna-
tional Accounting Standards Committee (IASC) regarding the selection process for new members of the board of the
IASC. n33

Thus, while it is possible that collective action problems create divergence between the willingness of industry or-
ganizations to pursue every theoretically optimal modification to securities regulation, it seems unlikely that these prob-
lems can explain industry's decision to ignore or oppose devolution. A more likely explanation is that industry repre-
sentatives have evaluated devolution and found it wanting on its merits. As devolution advocates admit, one must ex-
pect devolution to produce materially better regulations before it would be worth the costs of transitioning to a new sys-
tem. And it may be that regulatory competition does not promise much improvement over the status quo, because the
status quo already provides issuers with sufficient private choice.

I1. Private Choice of Securities Regulation Under Existing Laws

Advocates of devolution often assert or imply that the current U.S. securities regime imposes a "one-size-fits-all" set of
rules on issuers. Choi and Guzman argue that regulatory competition would allow issuers to choose from a "diverse set
of national regulations," whereas the current U.S. regime requires issuers [*543] selling securities into the United
States to "comply with one of the most rigorous and expensive regimes in the world." n34 Romano contrasts a federal
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"default regime," giving companies the right to "opt out" of federal securities laws, with the "present one-size-fits-all
regime," and compares the existing system of state corporate law with "a monopolist-regulator enforcing one national
corporation law." n35 To support devolving disclosure regulation to the stock exchanges, Mahoney argues that "go-
vernmental regulators ... can create a uniform set of rules." n36

In fact, however, existing law provides for far more issuer choice about the level and nature of securities disclosure
regulation than devolution proponents have acknowledged, as detailed in Part 11-A. As Palmiter writes, "issuers can now
choose from among a richly-layered set of disclosure levels and methods in offering their securities to public investors."
n37 Moreover, as shown in Part 11-B, even under the most full-blown disclosure regime imposed on domestic public
companies, the SEC's current rules provide not a single set of requirements (i.e., one-size-fits-all), but numerous flexible
and open-textured disclosure obligations. The tailored quality of disclosure obligations extends to both qualitative and
quantitative disclosures. The result in large part has not been mindless form-over-substance requirements. Rather, the
SEC's rules require dramatically different levels and types of disclosure depending on the size, nature and risks of an
issuer's business activities.

Despite the fact that the SEC is and has been a classic example of the "regulatory monopolist,” it has not generally
acted in a monolithic or pressure-resistant fashion on disclosure. Instead, as shown in Part 11-C, it has been responsive to
the majority (if not all) of the concerns of corporate America, both in its procedures and in the substance of its rule-
making. Nor has the SEC suffered from bureaucratic inertia, unwilling to modify proposals, when faced with critical
comments, or even to engage in dramatic revisions to its most basic rules. As a result, the SEC remains a highly res-
pected government agency, n38 even among political constituencies [*544] otherwise inclined to doubt the value or
abilities of government regulators, and particularly among those constituencies who would (if devolution proponents are
correct) most benefit from the abolition or reduction of its power over disclosure regulation. n39 At a minimum, these
facts pose a puzzle of political economy for those in favor of devolution and regulatory competition: why has the SEC
not acted to harm investors and issuers more than it has? Part 11-D draws on economic theories of regulation to provide
a preliminary answer to this question, an answer that needs to be considered in evaluating the relative merits of centra-
lized versus devolved securities regulation.

A. Exemptions: Private Choice of Disclosure Obligations

The primary way issuers have choice over their disclosure obligations is by structuring capital raising efforts to comply
with exemptions in the federal securities laws. From their inception, those laws did not attempt to regulate all issuers or
all securities, and both the 1933 Act and the 1934 Act contain explicit exemptions permitting issuers to raise capital
without triggering mandatory ongoing public disclosure. More importantly, the SEC has exercised its authority to broa-
den and create additional exemptions under both acts. Over time, the SEC has used these exemptions to develop the
present disclosure regime, which provides issuers with a degree of choice over the extent and nature of regulation of
both primary and secondary securities markets that is large and has increased over the past twenty years. Issuers can,
and do, raise massive amounts of capital by issuing securities in private offerings, limited offerings, 144A offerings and
registered offerings, with varying degrees of SEC oversight and prescriptive disclosure.

Pursuant to Sections 3 and 4 of the 1933 Act, the SEC has adopted Regulation D, n40 which exempts different
types of securities [*545] offerings from some or all of the 1933 Act disclosure rules. For small issuers, Rule 505 per-
mits issuers to raise up to $ 5 million of capital from an unlimited number of accredited investors without triggering any
affirmative disclosure requirement under the 1933 Act, and the 1934 Act likewise exempts such issuers from ongoing
disclosure if they have less than $ 10 million in assets or less than 500 equity holders (and do not list their securities).
n41 More important, Rule 506 permits issuers to raise unlimited amounts of capital from sophisticated purchasers in
blocks of $ 150,000, plus up to thirty-five blocks of any size. n42 Thus, if sales are limited to large block sales to insti-
tutions, issuers are legally free to raise unlimited amounts of capital without complying with the disclosure requirements
of the 1933 Act. If an issuer limits its total number of equity holders to less than 500 and does not list its securities on a
public exchange, it will remain exempt from the disclosure requirements of the 1934 Act as well.

True, limitations on resale by purchasers in private placements will constrain the liquidity of securities sold by such
issuers, but the adoption of Rule 144A has greatly facilitated the availability of secondary "institution-only" offerings of
privately placed securities, which have rapidly expanded in the United States. n43 A recent study of the domestic 144A
market finds that yield premiums on below-investment-grade ("junk™) 144A bonds are "vanishing," and concludes: "In-
vestors now regard ... [144A securities] as no less liquid than their public counterparts.” n44 Although the study notes
that most 144A securities are subsequently registered, enhancing [*546] their liquidity prospects, they are also "very
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liquid to begin with." n45 Investment Dealers' Digest speculates that all high-yield debt will be issued in the 144A mar-
ket in the not-too-distant future. n46

Together, these exemptions make full-blown registration and compliance with the disclosure rules of the 1933 and
1934 Acts mandatory only for issuers who wish to access retail equity markets in the United States. While the impor-
tance of that market remains significant, the ability to raise capital directly from institutions without registration has
increasingly diminished the need to tap the retail equity markets over the past thirty years. As is well known, institutions
now hold over 50% of securities in the public stock market and a much larger share of the bond market, and the long-
term trend is toward greater institutional ownership of securities of all types. n47 As a result, leveraged buyout funds
are, and have for twenty years been, able to raise billions of dollars for investment in portfolio companies, often to take
those companies private, making them fully exempt from the disclosure rules. n48 Likewise, venture capital funds raise
equally large amounts of money from institutions in private placements and then use that [*547] capital to fund the
growth of start-up companies. n49 In both cases, the availability of the public equity markets as an "exit" provides an
important way of liquidating portfolio investments when market conditions are ripe or fund termination dates approach.
But the willingness and ability of both types of private equity funds to hold onto portfolio investments for long periods
of time, and in some cases to transfer them to other private owners, n50 demonstrates the increasing breadth and liquidi-
ty of the private equity markets under existing rules.

An examination of transatlantic offerings over the past decade provides evidence of the diminishing cost advantage
of tapping into public U.S. equity markets. n51 To the extent that private capital markets in the United States represent
an attractive alternative to European issuers wishing to raise capital in the United States, the claim that issuers retain
substantial choice over securities regulation even when selling to U.S. investors is that much stronger and the advantag-
es for devolution that much weaker. n52 Over the past ten years, the amount of capital raised in the United States by
European issuers has grown dramatically. Based on data from Thomson Financial Securities Data (TFSD), the number
of transatlantic offerings (public and private) in the United States has jumped from about twenty in 1990 to over 100 in
1999 and more than 135 are projected for 2000 (based on the first six months' data). n53

Up through 1995, the rate of growth for public offerings outstripped the rate of growth for private offerings, which
is not surprising, given the paucity of public offerings by European issuers even within Europe prior to the 1990s. How-
ever, since 1995, the number and rate of increase of private offerings (private placements [*548] and Rule 144A offer-
ings) has outstripped the number and rate of increase of public offerings. In each of 1998, 1999 and 2000 (based on the
first six months' data), the total number of private offerings was more than 33% higher than the number of public offer-
ings in the United States by European issuers, despite the fact that the number of public offerings in each of those years
remains above historic (pre-1990) levels. n54 Because public offerings are typically much larger than private offerings,
it is not surprising that when one looks at the dollar volume of offerings, public capital-raising has been more important
to European issuers. But even when measuring dollar volume, capital raised by European issuers in U.S. private place-
ments exceeded capital raised in U.S. public offerings in 1998, and was nearly equivalent in 1997. Private placements
have provided nearly 40% of the total capital raised in transatlantic offerings in the period of 1996-2000. n55

Data from the New York Stock Exchange (NYSE) and TSDC also shows that among new U.S. listings by Euro-
pean issuers, the importance of American Depositary Receipts (ADRs) - traditionally used as a vehicle for retail equity
investment and generally viewed as an unattractive investment vehicle for institutional investors - has fallen. n56 For
the institutional market, which can be reached with minimal disclosure through private placements, public offerings of
ADRs by European issuers are a decreasingly important feature of the capital raising process. In 1996, the median per-
centage of shares offered in ADR form in the United States by European issuers made up about 85% of the total shares
offered in the United States by those issuers, but by 1999, that number had fallen to 15%. n57 In 1995, the number of
ADR shares at the end of the offering year was roughly equal to the number of ADR shares included in the primary of-
ferings; in 1996-1998, the year-end ADR percentage averaged only about half of the ADR shares included in the prima-
ry offerings. n58 Both of these figures show that ADR listings are no longer important for providing liquidity for U.S.
institutional holders, which dominate the initial public offering process in the United States. As a result, the importance
of publicly registering shares in the United States is also less important for European issuers than it has been in the past.

[*549] This evidence demonstrates what is common knowledge among securities practitioners: private placements
provide a significant and only modestly less attractive alternative route for large issuers seeking to raise substantial
amounts of capital in the United States - a route that does not entail ongoing public disclosure obligations. n59 One in-
vestment banker states that "accessing U.S. public markets provides foreign issuers only 15% more potential buyers in
the United States than does a Rule 144A offering." n60 European issuers are on track to raise almost $ 20 billion in pri-
vate placements in 2000 alone. The fact that many European companies take the extra step to register public offerings in
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the United States (often to obtain a fully registered "acquisition currency" for mergers and acquisitions in the United
States), despite the relative unimportance of public registration, suggests that whatever the cost imposed by the SEC's
disclosure rules, that cost is not prohibitive for many issuers. Just as important for the principal points of this essay, it
was the SEC, a regulatory monopolist, that opened up private capital markets by adopting Rule 144A, now increasingly
being tapped by European and U.S. issuers. If simple public choice models of regulatory incentives are taken seriously
(as they seem to be by advocates of devolution), one would have expected the SEC to do everything in its power to re-
tain the greatest degree of regulatory control over the subjects of its empire so as to extract the greatest degree of private
benefits from exercise of regulatory discretion. Yet the effect of the SEC's adoption of Rule 144A has been toward less
control over disclosure in institutional markets, not more.

B. Tailoring

Even when companies embrace the public securities markets and incur the obligation to comply with the SEC's full-
blown disclosure regime, the rules simply do not apply to them in a "onesize-fits-all" [*550] fashion. In addition to the
exemptions noted above, SEC rules are substantially less burdensome for small public issuers than they are for much
larger companies. Even first-time issuers are sorted into those required to use the full-blown registration on Form S-1,
those that can use the "mini-registration” process on Form 1-A, and small business issuers eligible to use Forms SB-1
and SB-2. Offerings of up to $ 5 million can be accomplished with even less disclosure under Regulation A. Under the
1934 Act, small business issuers may comply with the reduced disclosure requirements of Regulation S-B n61 rather
than the more extensive requirements of Regulation S-K. n62 Given that the marginal effect of additional costs asso-
ciated with mandatory disclosure would principally affect small issuers, the fact that the SEC has already substantially
lessened that burden by tailoring its rules based on firm size again argues that the net benefits of devolution and regula-
tory competition are likely overstated.

Beyond this degree of formal tailoring, the SEC's specific disclosure requirements, as well as its general anti-fraud
rules, permit a high degree of informal tailoring of disclosure documents to the issuer. The larger the company, the larg-
er the exceptions for immateriality. For a company with $ 10 billion in assets, a lawsuit with an ad damnum of $ 10 mil-
lion not involving allegations relevant to the competence or ethics of executive officers, and not suggestive of any trend
or related future lawsuit, will trigger no disclosure requirement, either qualitative or financial. For a $ 10 million com-
pany, that same lawsuit, if it has a realistic possibility of being decided adversely to the issuer, will trigger disclosure.

Throughout its rules, the SEC has, thus, explicitly or implicitly built in "materiality-based" tailoring, giving issuers
a great deal of flexibility to choose a level of disclosure appropriate for the investment risks associated with their securi-
ties. Rule 260 under the 1933 Act contains a materiality threshold for deviations from the disclosure requirements of
Regulation A. n63 The critical requirement of "risk factor" disclosure in offering prospectuses - and, indeed, whether
even to include risk factor disclosure for mature companies - is open-ended: issuers have the ability to limit their risk-
factor disclosure to risks that are relevant to investors, based on the judgment of the issuer and its counsel, subject to the
minimal [*551] requirement that their choices be prima facie reasonable to an SEC examiner. Even the decision of
whether an offering document will be examined by the SEC is tailored to the size, nature and likely risks posed by an
offering. Currently, less than 15% of all offering documents are reviewed, with examiners focusing on initial public
offerings and merger documents, and rarely if ever carefully reviewing typical offering documents of seasoned issuers.
Of those that are reviewed, typical review periods are less than one work week for straight debt deals, which is often
little more than the time necessary for issuer attorneys to draft, circulate and complete the documents necessary as a
matter of contract law. n64

Under the 1934 Act, Rules 10b-5 n65 and 12b-2 n66 perform the same function for statements filed under sections
12, n67 13 n68 and 15(d). n69 Rule 12b-31 n70 permits the omission of duplicative or substantially equivalent exhibits.
Companies exposed to environmental risks as a result of their operations report on environmental liabilities; those that
are not exposed do not report such liabilities, and the SEC engages in little pre-offering or pre-filing ex ante regulatory
"examination" to verify issuer decisions on those matters. Similar "materiality-based" tailoring is implicit or explicit
through the U.S. GAAP.

As an admittedly crude measure of the degree to which disclosure requirements are tailored to company or offering
size, | compared the length of the annual reports on Form 10-K of ten randomly chosen companies in the Fortune 500
with ten randomly chosen companies with assets under $ 100 million that went public in 1998. This comparison re-
vealed that the latter averaged 25% fewer pages than the former. A comparison of Form S-1 offering documents by ten
companies listing stock on the NYSE in 1998, with ten other companies engaged in offerings registered on Form SB-1,
revealed even more dramatic tailoring. The full filings, as well as the combined financial statements, notes to financial



Page 8
41 Va. J. Int'lL.531, *

statements, and management's discussion and analysis, averaged [*552] five times more pages in the former group.
Likewise, a comparison of ten randomly chosen 1998 10-Ks and 10-KSBs showed that the former average about four
times longer than the latter.

Disclosure requirements and accounting standards are also highly tailored by the industry of the issuer. Line items
on financial statements, for example, are determined by the nature of the business, its products and customers. Financial
companies report "net interest margins" and manufacturing companies report "cost of goods sold." Annual reports of ten
bank holding companies randomly chosen from firms tracked by Compustat were 2.5 times longer than reports from ten
randomly chosen non-financial companies. Based on my experience drafting disclosure documents for scores of mer-
gers and public offerings, these differences understate the degree to which current rules permit tailoring of disclosures
to the nature and type of business a firm conducts. n71

The degree of tailoring reflected in the SEC's current disclosure regime illustrates that it may impose a much lower
burden than devolution advocates suggest. Since the rules governing public company disclosure already have a signifi-
cant degree of flexibility and specificity built into them, the case for devolution - which depends in large part on the
idea that regulatory competition will produce more tailored rules - becomes weaker. The fact that the SEC has devel-
oped a system over time with the degree of tailoring that it has seems hard to reconcile with the political picture of the
SEC painted by devolution advocates. These advocates conventionally depict the SEC as a regulatory monopolist resis-
tant to the interests of issuers and investors. However, such a monopolist would be unlikely to expend the effort to tailor
disclosure rules to the degree the SEC has done, given that it would be cheaper and [*553] easier for the agency simply
to adopt rules that truly were "one-size-fits-all."

C. The SEC's Responsiveness to Industry Concerns and its Role as Political "Circuit Breaker"

Over the past two decades, the SEC has undertaken a number of regulatory initiatives with the goals of reducing regula-
tory costs while maintaining or enhancing the quality of their regulations. In 1982 it adopted "integrated disclosure” and
"incorporation by reference," greatly reducing the costs of duplicate disclosure that had been required by the 1933 and
1934 Acts, n72 and began permitting "shelf registrations," n73 bringing greater flexibility and speed to the 1933 Act
registration and offering process. Since then, it has permitted even greater levels of pre-packaging of offering docu-
ments in the form of so-called "medium term note" programs, which provide issuers with maximum flexibility to pre-
register a wide range of debt and hybrid debt/equity securities and postpone finalization of terms until offer and sale.
n74 Rule 144A itself was a dramatic innovation. n75 Regulation M essentially exempted the great majority of trading
during public offerings from traditional prohibitions against market manipulation on the ground that markets in most
securities were sufficiently liquid that manipulation was difficult or impossible. n76 Most recently, the SEC has moved
substantially to [*554] allow electronic disclosure of offering and other disclosure documents, and its rules are hardly
being outpaced by technology. n77

In addition to undertaking major regulatory initiatives that benefited issuers and investors, the SEC has also fre-
quently responded to industry criticism that the costs of proposed new rules would outweigh their advantages. n78 Its
much-publicized "Aircraft Carrier" release, for example, which the SEC intended to "modernize and the regulatory
structure for offerings under the [1933 Act] while maintaining investor protection," was killed essentially because Wall
Street did not like the idea. n79 When the attempt of the Financial Accounting Standards Board (FASB) to require com-
panies to run stock options through the income statement met with fierce criticism from option-dependent high-tech
industries, the SEC did not object to the compromise of increased disclosure in the notes to financial statements. n80
Criticism of the SEC derivatives [*555] disclosure rules led it to revisit the rules. n81 Despite clear academic and poli-
cy sentiment in favor of abolishing pooling accounting treatment for mergers, n82 the SEC has tacitly permitted the
FASB to postpone its abolition until after the next election, the outcome of which could result in greater political pres-
sure on the FASB (and the SEC) to drop the proposal. n83 Moreover, the SEC dropped a 1979 proposal to require dis-
closure on accounting controls based on the additional costs involved. n84 The SEC has also supported industry-backed
legislation, including the 1996 and 1998 Acts, even when they were opposed by politicians purporting to represent the
interests of investors. n85

Most importantly for this article, the SEC has itself served as a sort of political "circuit breaker" during times of fi-
nancial crisis. When the invention and sharp rise of hostile tender offers generated powerful congressional sentiment to
effectively kill the tender offer mechanism for hostile bids, the SEC was able to intervene and shepherd through a great-
ly softened Williams Act that preserved [*556] that part of the market for corporate control. n86 Interestingly, state
laws passed in the late 1960s and early 1970s were more restrictive than the federal statute, and it is far from clear that
the hostile tender offer would have survived had it not been for the passage of the federal statute, combined with judicial
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intervention striking down the most restrictive statutes on preemption and dormant Commerce Clause grounds. n87
During the long bear market of the late 1960s and early 1970s, the SEC was able to interpose itself between activist
members of Congress who wanted to create a securities brokerage equivalent of the Federal Deposit Insurance Corpora-
tion (FDIC), with its associated regulatory baggage. The result was an industry-sponsored bill creating the Securities
Investor Protection Corporation (SIPC), which would impose a relatively light burden on the securities markets. n88
When the market crashes of 1987 and 1989 generated first a public and then a congressional search for someone or
something to blame, the SEC played an important role in defusing a politically risky situation for the investment com-
munity. As this article was being prepared, SEC officials were testifying before the House Finance Subcommittee at a
hearing on organized crime on Wall Street, countering claims by officials from the Federal Bureau of Investigation
(FBI) that organized crime has had a "significant" involvement in the securities markets in the 1990s, and dampening
congressional enthusiasm for legislative changes. n89

[*557] Over and over again, the SEC has functioned not only to regulate, but also to keep in check political ten-
dencies to legislate. The system of federal regulation currently in place has endured many apparent crises and, given its
relative prominence as one of the principal regulatory constraints on the flow of capital, has remained remarkably dura-
ble. The durability and ability of the current system to overcome crisis is due, in large part, to the SEC itself.

Modest support for this reasoning can be found in the public comments of industry organizations on the SEC's June
2000 concept release on international securities harmonization. The Business Roundtable identifies political risk as its
first issue about international accounting standard setting. n90 Specifically, its concern is that “the structure of the inter-
national accounting standard setting body ... ensures that the process is free of undue political pressures from any inter-
est group and must remain accountable to the interests of investors.” n91 At the international level, industry leaders
have thus focused more on the political role that a securities disclosure regulator might play, than on disclosure stan-
dard-setting or other narrow functions conceived by devolution advocates as the most important roles played by the
SEC.

The SEC's track record in protecting the interests of investors and the securities market is far from perfect. Its long
resistance to forward-looking disclosure seems hard to justify. n92 It has sometimes stumbled when trying to balance
the interests of small and unsophisticated investors with the interests of investors as a whole. Additionally, its most re-
cent effort to compel "equal access" to information through the adoption of Regulation FD may turn out to be a mistake.
n93 The right comparison is not perfection, however, but the politically and practically realistic alternatives. Even the
strongest advocates of devolution grant that Delaware corporate [*558] law, produced by devolution in that sphere, is
not without its imperfections. n94

D. The Role of Congress and International Competition

Readers may object at this point by saying that the SEC would not have been so responsive to issuer concerns over the
past two decades had it not been for pressures from elected officials, especially Congress, and from international com-
petitive threats, particularly the European securities markets. This is no doubt true. Congress, by using its ability to call
hearings and put a spotlight on the SEC's actions, has been successful in pressuring the SEC to change its direction on
several occasions n95 and, more importantly, has served as an important check on the inevitable empire-building ten-
dencies of unelected bureaucrats. n96 Rule 144A was adopted, in large part, because of concerns that U.S. issuers were
going abroad to raise capital in institutional markets. The import of such objections, however, is not clear. The fact that
the SEC is already subject to important constraints in setting disclosure standards should, if anything, undermine the
case for devolution. The role of Congress in pressuring the SEC and the need of the SEC to respond to international
competition, even under the existing issuer-based regime, illustrates how the existing political equilibrium has produced
private choice of securities disclosure regulation.

To sum up the argument thus far in Part 11, the existing federal disclosure system provides issuers with substantial
choice, is significantly tailored, and is the result of a responsive SEC willing to undertake fairly dramatic deregulatory
steps, sometimes on its own initiative, sometimes at the behest of elected officials acting on behalf of industry interests,
and sometimes due to existing [*559] competitive threats. At a minimum, what this brief review of existing private
choice, tailoring, and responsiveness shows is that even if federal regulation is "sheltered from competitive pressures,"
n97 in the sense that issuers do not directly choose their overall regulator when selling securities in the United States,
regulators are far from sheltered from political pressures under the current regime, nor are they fully sheltered from
competitive pressures generally. As Mahoney puts it, "we should not ... expect a governmental regulator to be substan-
tially more resistant to pressure from exchange members than is the exchange itself." n98 This point also holds true for
pressure from issuers. Governmental regulation - at least in this case - has not acted to "freeze" rules into place. n99
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As Fox notes, more than asserting that the SEC is a regulatory monopolist or that the current regime represents a
"governmental failure™ is needed to make a convincing case for devolving securities regulation. n100 Devolution advo-
cates also need to reconcile such assertions with the fact that the SEC has been as responsive to industry interests as it
has. The SEC has often acted to reduce its regulatory domain, sometimes radically so (as with Rule 144A), to expend
regulatory resources searching for ways to reduce the burden it imposes on issuers, and to abandon proposals that met
with industry criticism. Two of the reasons it has done so have already been noted: pressure from Congress and interna-
tional competition. Before turning to the political risks that devolution might present, it is worth spending a moment
considering other reasons, drawn from economic theories of regulation, that the SEC might have acted as favorably to
industry as it has.

E. Models of Regulation

Models of regulation and regulators fall into distinct types, including public interest, public choice and capture models.
n101 All [*560] have been made more complex in the last twenty years to reconcile them with the wave of federal
deregulation that began under President Carter and continued under President Reagan. "Public interest" models assume
voters prefer regulation if and only if it is efficient, and that politics will follow voter preferences and predict regulation
where markets fail, with there being deregulation if changes in markets eliminate market failures and re-regulation only
if new market failures emerge. n102 "Public choice” models assume regulators create and design regulation so as to
retain economic rents for their own personal gain and predict deregulation where it would provide an even greater side-
payment for regulators, or where voters are able (often for unspecified reasons) to impose constitutional changes con-
straining regulation. n103 "Capture"” models (or as they are sometimes called, "economic" models) assume voters pur-
sue regulation for rent-seeking purposes, that politics is a function of voter preferences and organization costs (i.e., col-
lective action problems), which confront different potential coalitions of voters, and that regulators are, by and large,
unable to retain more than a minor amount of rents for themselves. n104 Capture models predict regulation where ex-
ogenous differences in organization costs make it possible for one group of voters (according to Stigler, producers) to
"capture"” some degree of regulatory power and extract rents for itself from another group (according to Stigler, con-
sumers). n105 Deregulation occurs either because available rents dissipate, or because of exogenous shocks to prior
patterns of organization costs.

[*561] The academic discussion of disclosure devolution is being debated using almost exclusively public interest
models, with an implicit if poorly specified public choice model lurking in the background. The implicit assumption of
advocates and critics alike is that if the case can be made that social welfare would be increased (or decreased) by devo-
lution, devolution should (or should not) follow as a matter of course. To the extent devolution advocates assume the
existence of a poorly motivated regulatory agency unwilling to perform its job of developing disclosure rules in an effi-
cient fashion without the threat of regulatory competition, they seem to have some sort of public choice model in mind.
Both welfare and public choice analysis clearly contribute to an understanding of regulatory behavior. However, the
competing capture model of regulatory behavior may do a better job of predicting the actual outcome of the debate by
bringing some politics into the picture. Since policy choices must be made in a second-best world, constrained by exist-
ing political institutions, a capture model may also improve the welfare debate itself.

A capture model, for example, offers theoretical reasons why the SEC would not have acted solely in the self-
interested ways suggested by public choice models but rather by "happy accident™ in the public-regarding manner sug-
gested by public interest models. The SEC is subject to several forms of control by elected officials: commissioners are
appointed by the President, confirmed by the Senate, and operate with a budget set by negotiation with both the Presi-
dent and Congress. To pass that political muster, appointees are screened to respond to the political preferences of vot-
ers. The SEC often seeks new legislation from Congress, the majority party of which cannot be expected to oblige if the
SEC has strayed too far from the ideological goals of a majority of voters.

Notwithstanding these political controls, however, at least during periods of "normal” politics when securities-
related issues are not on the "public agenda,” n106 the SEC will have little reason to worry about the policy preferences
of voters as a whole. Despite the pronounced rise in stock ownership among individuals in the United States, most vot-
ers do not concern themselves with the ordinary activities of the SEC. In fact, voters would face large collective action
problems were they to want the SEC to take a particular action. Agents of large, high-growth or capital-intensive
[*562] corporations, large investors, investment banks, venture capital funds, Wall Street law firms, and organizations
representing those groups, face relatively lower organization costs than dispersed voters, and can be expected to exert a
much greater influence on the SEC than do other members of the polity.
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Even if voters were to organize around an issue of importance to the SEC, independent agencies, such as the SEC,
are more able to resist general political pressures to alter policies in ways that would harm their regulatory constituents.
For example, assume that in the past a majority of voters were either indifferent to or supported an SEC policy P1, but
that as a result of some exogenous shock (e.g., a market crash), were sufficiently unhappy with P1 that they would be
willing to incur the costs necessary to elect political representatives favoring a radical new policy P2 not favored by
current political representatives. It would take on average one year to obtain working control of the House with new
representatives favoring P2, since the delay before the next federal election would range from zero to two years. For the
presidency, the average delay for control by the new majority of voters would be two years, and for the Senate, three
years, because it would take two election cycles. Thus, to obtain working control of the federal executive and legisla-
ture, the delay would be three years, on average, and only at that point could the new majority count on being able to
appoint new SEC commissioners favoring policy P2. Since the SEC has five members, with one appointed each year, it
would take an additional three years before control of the SEC could be reliably obtained, and the new policy imple-
mented. The structure of control over the SEC insures that any voter coalition in favor of P2 would have to hold togeth-
er for six years, double the time required to implement the policy through legislation. n107 An independent agency like
the SEC imposes delay (and thus, all else [*563] equal, stability) on the law-making process at the federal level, and
reduces the power of voter coalitions to affect its policies. Industry interest groups able to directly affect the SEC's poli-
cies are to that extent further empowered.

It should hardly be a surprise, then, that many SEC commissioners and chairmen have been drawn from business or
Wall Street - such as its highly successful first chairman, Joseph Kennedy, a notoriously successful businessman; Wil-
liam Casey, a venture capitalist; Harold Williams, a businessman and dean of the UCLA business school; or the current
chairman, Arthur Levitt, the former president of Shearson Hayden Stone, Inc. - and that SEC staff members frequently
find post-SEC employment with Wall Street firms or large corporations. n108 SEC literature used to recruit law stu-
dents contains ringing endorsements from former SEC staffers who now include the Vice Chairman of Merrill Lynch,
as well as partners at major law firms, and in the 2000 brochure, modestly notes that, "former SEC staff attorneys have
moved on to careers at the highest levels of securities firms, self-regulatory organizations, corporations, other govern-
ment agencies and law firms." n109 It should also be no surprise, then, that the SEC has been as responsive as it has in
expanding private choice of disclosure rules, tailoring its rules to issuers, and responding to industry concerns. To be
clear, this analysis should not be read to suggest that the SEC favors industry interests over the public interest. [*564]
It may well be that the externalities of securities regulation are sufficiently small that what is good for capital-raising
firms is good for America. However, nothing about devolution would reduce any externalities associated with disclo-
sure regulation. n110

With the capture model in mind, consider what effect devolution might have on disclosure rules changing to suit
industry preferences. To the degree that devolution would produce regulatory competition, n111 it would, as devolution
advocates claim, probably decrease any ability of regulators to retain rents for themselves. But, if the existing political
economy of securities regulation is as just sketched, then the SEC and its staff are unlikely to be retaining large amounts
of rents for themselves as it is. To the extent rents exist, they may consist largely of protection against political change
that would satisfy transient social preferences, and reduce long-run social welfare, as is arguably the case with monetary
policy and the Federal Reserve Board. Introducing a competitive element into the regulatory picture might create some
marginal improvement in regulatory incentives. However, if devolution were to produce a fragmented regulatory struc-
ture, one might also [*565] worry that the political pressure that industry could bring to bear on any given regulator
might diminish. Lobbying efforts would be divided and the total number of regulators would increase. While the efforts
of other political forces, such as unions, environmental organizations, and consumer lobbies, would also be fragmented,
the outcome of any given political struggle over some new disclosure issue might well be different than under the status
quo. Issuers might be averse to this type of political risk. n112 For investors or issuers, there is no reason to think that
the political economy of devolution would be better, and some reason to think it might be worse, than the current regu-
latory structure.

I11. Public Choice of Securities Regulation Under Devolution

In addition to the political risks associated with multiple regulators, devolution creates another risk: re-regulation. n113
Without an analysis of the forces that produced federal securities regulation to begin with, and some explanation of
what has changed to make those forces less strong today than they were seventy years ago, arguments for devolution
fall short. Even if one can build a plausible case that devolution would produce short-run welfare gains, those gains will
be illusory if devolution is not politically stable. In this Part, | offer three reasons why devolution would not be political-
ly stable: (1) the likelihood that political entrepreneurs will propose to re-regulate securities at the federal level, given
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the high probability of future recession, financial panic or high-profile financial scandals; (2) background populist sus-
picion of secret wealth and power, particularly as concentrated on Wall Street; and (3) the fact that the gains promised
by devolution are almost intrinsically uncertain, which has political implications. In addition, re-regulation would be
made more likely by the reduction in power of the SEC that devolution would entail. Finally, the political effect of re-
ducing the power of the SEC is also a reason why [*566] the political risks posed by re-regulation, should it occur, are
greater than simply restoration of the regulatory status quo. To that, | add two additional reasons why re-regulation
would be politically risky: (1) the circumstances under which re-regulation would occur; and (2) the increased scope for
regulation that would be created if devolution were to "wipe the slate clean™ at the federal level.

A. Why Federal Securities Regulation?

Devolution advocates have attacked federal securities regulation for failing to maximize the public interest, arguing that
the market failures it was supposed to address were either unreal or exaggerated and, in any event, less than the costs of
the regulatory monopoly it created. What they have not done is explain why statutes mandating disclosure were enacted
in the first place, or why they have been tolerated for seventy years, if they were not designed to remedy, and do not
serve the public interest by remedying, market failures. Mahoney argues that a limited amount of backward-looking
mandatory disclosure serves the public interest by remedying one particular type of market failure: agency problems
between managers and investors. n114 But even he acknowledges that the only way to explain the current regulatory
regime - which requires much more extensive disclosure, some of which is forward-looking - is to posit that the disclo-
sure rules were hijacked along the way, presumably by both the SEC and, by virtue of its inaction, Congress, for reasons
that remain mysterious, in spite of the harm that shift allegedly inflicted on issuers. n115 What political forces could
drive the SEC and Congress to abandon the public interest and over-regulate disclosure, and why did the public not res-
ist? | offer the following concededly speculative account of why federal regulation of disclosure was a likely political
outcome in 1933 and why it would again be a likely political outcome if devolution were achieved in the near future.

[*567]
B. The Odds of (Re-)Regulation

As is well known, both the economy and the financial markets are subject to cycles. n116 In the short and middle term,
what goes up must come down, even if, on average, both the economy and the stock market have a long-term upward
trend. Sometimes, stock market downturns are slow and sustained, as during the late 1960s and early 1970s; sometimes,
they are fast and sustained, as in the Depression; and sometimes, they are fast and short, as with the market break in
1989. Recessions have tended to be somewhat more regular, with down periods shorter than growth periods. n117 Nev-
ertheless, recessions inflict serious economic and political dislocation when they occur. Financial scandals litter Ameri-
ca history, from the 1905 Armstrong investigation, which "methodically extracted admissions from insurance execu-
tives of ... bribery, and self-dealing," n118 to the 1938 conviction of Richard Whitney, former NYSE president, for em-
bezzling $ 27 million from clients, n119 to the convictions of Ivan Boesky and Michael Milken for securities fraud in
the 1980s, with the subsequent bankruptcy of Drexel Burnham and collapse of the "junk bond" market. n120

Nothing in macroeconomics is uncontroversial, and a few commentators have of late questioned whether the busi-
ness cycle has been eliminated - in other words, whether the U.S. economy will [*568] ever again go into recession in
a relatively predictable fashion. n121 It is interesting to note that commentators raised the same question in the 1960s,
during the last unusually long expansion. n122 Even without a regular economy-wide downturn, however, future finan-
cial crises are likely. Unless human nature has changed or information asymmetries have been completely eliminated,
financial frauds and scandals, on both the small and large scale, will be a permanent feature of the securities landscape.
n123 Thus, the odds of some sort of financial crisis, recession or scandalous event occurring in the not-too-distant future
seem almost certain, and the odds that all three will occur together seem substantial.

When the finance sector moves into a sustained bear market or suffers from a sharp and confidence-impairing crash
or break, federal elected officials have often felt pressure or seen an opportunity to propose new legislation to deal with
whatever real or perceived problem caused the bear market or crash. Likewise, when financial fraud or scandal is unco-
vered by prosecutors or journalists, it attracts public attention, and politicians react by holding hearings and floating new
bills. Recessions, most of all, bring in sweeping political change, as evidenced by the elections of Roosevelt in 1932,
Reagan in 1980, and Clinton in 1992. n124 Nothing in the [*569] devolution proposals would change these tendencies
of recessions, crashes or scandals to drive politics.
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When crashes, scandals and recessions occur together, as they have in the past, the pressure (or opportunity) for
politicians to act is most acute. Even if legislative responses are bad for the public, politicians can nevertheless benefit
from enacting new laws to the extent that two things are true: (1) the problem is complicated and good information
about the problem is so costly to obtain and process that most voters will not become sufficiently informed to evaluate
the merits of the proposals; and (2) the legislative solution has a possibility of remedying the problem. In such a situa-
tion, legislative action can be more politically attractive than inaction, at least where any net cost that the legislation
imposes will not be verifiable for a long period of time. Action allows politicians to show they can "do something"
while inaction requires politicians to defend a status quo tainted in the voting public's mind by the salient fact of market
downturn or scandal. To the extent competition or media scrutiny constrains political choice in these moments, it tends
not to push for inaction over ill-considered action, but instead, for different forms of action that vie with one another.

The political risks of recessions, crashes and scandals suggest that, should devolution be enacted, the odds of re-
regulation are high. The trigger event will be a financial crisis or large-scale financial scandal that can be plausibly
blamed on devolution, or the lowered levels of disclosure that advocates hope devolution will permit. The political
point, if you recall, is not whether in fact devolution will have caused the crisis or scandal, but whether it is a plausible
partial cause, and whether the actual or principal cause(s) of the scandal or crisis is sufficiently complicated that voters
will be unable to know for certain. The history of federal securities law suggests that the lack of disclosure will have a
role in most financial scandals, as it is difficult to do something financially scandalous if everyone knows about it. Fur-
thermore, it is likely that the lack of disclosure will also have contributed to most financial crises, if for no other reason
than the fact that whatever frauds come to light as a result of a crash will have, to that extent, "caused" the crash.

As Seligman notes, "within ten weeks of the ... [1929] crash, six members of Congress introduced bills to regulate
corporate financial [*570] statements, margin loans, or short sales of securities.”" n125 After the beginning of the long-
er slide from June 1930 to August 1931, "the flurry of bills introduced were not just the hastily drawn creations of rela-
tively obscure junior members.” n126 Rather, they were led by "Virginia's Carter Glass, ... [a] lifelong conservative, ...
[who] generally opposed "centralized' federal power ... but [whose] conservatism permitted one consistent exception ...
the application of federal controls against the New York City "money crowd.™ n127 Indeed, even from the perspective
of corporations that bear the brunt of regulation, regulation may be attractive if it helps restore investor confidence, re-
turn credibility to the financial markets, and reduce the cost of capital. "By 1933, ... there was obvious need to restore
buyers' confidence. Everyone in the securities industry knew ... that something must be done." n128 The circumstances
surrounding the initial adoption of the current disclosure regime shows the way that recessions, crashes and scandals
can make regulation politically irresistible.

Likewise, the political point is not whether recessions that coincide with financial crises are caused by those crises,
but whether they plausibly contributed to them in some meaningful way and, thus, whether regulation of the perceived
causes of the crises might restore the economy's health. The continued belief of many professional historians that the
Crash of "29 contributed to the Depression will make any subsequent correlation between crisis and recession plausibly
causal. n129 Using the present as a guide for the future, the political pressure of legislative response to market crashes
will only increase. The spread of stock ownership to a much larger segment of the voter population than at any prior
[*571] point in history - with aggregate household investments in financial instruments exceeding $ 9 trillion n130 -
means that a market crash will produce a sudden loss of wealth for the portion of the American public with the greatest
political power, both in wealth and in votes. As Hu notes, "stocks have become more than the asset class of just the
elite. Between 1989 and 1998, the percentage of families earning $ 10,000 to $ 24,999 ... that held stock nearly doubled
... [and] the proportion of all families that had direct or indirect stock holdings rose ... to 48.8%." n131

In the rush to respond to this hypothetical, but likely, future crisis, at least some politicians will attempt to turn
events against a previously devolved securities regulatory scheme, and push for re-regulation of disclosure at the federal
level. Try to imagine a scenario in which none of the 536 elected federal representatives - or any of a large number of
would-be representatives - seek to attempt to blame devolution at least in part for the crisis, scandal, or recession, or to
"do something" by re-regulating disclosure. Mahoney essentially argues that political pressure of this sort is in fact the
explanation for the original federalization of mandatory ongoing disclosure in the 1934 Act:

[The reasons the exchanges] were subjected to government oversight ... [and lost their exclusive role in setting disclo-
sure standards] center on a perception that the exchanges made little effort to stop their members and listed companies
from defrauding investors... . In the wake of the stock market crash of 1929 ... congressional and public opinion drew a
causal link from the behavior of exchange members to the Crash. n132
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Mahoney argues, in other words, that Congress, knowingly or not, acted on the basis of a misperception when it passed
the federal securities laws. None of the devolution advocates offer any reason [*572] to think that Congress would do
any better were a similar political moment to arise in the future.

C. Suspicion of Secret Power

Making re-regulation even more likely is the fact that Americans distrust an unregulated Wall Street. Roe, in his justly
famous book on the political origins of U.S. financial regulation, makes a good case that an important part of the expla-
nation for those regulations is a general, latent popular distrust of concentrated economic or political power. n133 This
distrust has been particularly acute when power has been viewed as "secret." Secret cabals of cigar-wielding bankers
holding politicians by puppet strings are a staple of the American political subconscious. An important factor in the his-
tory of the securities laws, neglected by devolution advocates, is that disclosure (“sunlight,” to use Brandeis's phrase)
was viewed by many wealthy businessmen as the lesser of the political evils presented by the disaster of the Depression.
After all, socialism was taken seriously as a policy alternative by large numbers (often approaching a majority) of
Americans in the 1930s. During this period, a majority of those polled supported public ownership of utilities, and near-
ly as many people supported public ownership of banks as opposed it. n134 As late as 1942, the "Roper-Fortune poll
found that 25% felt that "some form of socialism would be a good thing ... for the country as a whole." n135 Disclosure
rules served to defuse the demand for direct regulation of industry on several levels. First, most directly, it allowed poli-
ticians to show that something was being done. Second, it was directed at moneyed interests and, hence, discharged
some of the Depression Era resentment of, and hostility toward, concentrated wealth. [*573] Third, it forced large
businesses and investment banks to reveal, not just to investors but to the public, details of their operations, reducing
that portion of populist suspicion that is most aroused by secrecy.

Rigorous comparisons across time of the degree of popular distrust of Wall Street or large corporations are difficult,
but there is no reason to suppose that this distrust has disappeared. One need only recall the last relatively short-lived
American recession at the beginning of the 1990s to note the way that unions and politicians catered to workers by at-
tacking executive compensation at public corporations. At that time, public confidence in business was at an all-time
low, with 14% expressing a "great deal of confidence" in "major companies,” and only 9% expressing that level of con-
fidence in Wall Street. n136 The outcome of that political attack was not substantial - the $ 1 million cap on compensa-
tion for tax deductibility, with loopholes for option and bonus compensation - but it is illustrative of the way popular
distrust of wealth can combine with a business downturn to express itself in policy in times of crisis, even today. By
2000, after years of economic expansion, the number of those polled with that level of confidence in major companies
or Wall Street had doubled, at 28% and 18%, respectively. n137 As wealth and income disparities continue to grow
even wider than they are now, the level of resentment directed at business and the securities markets could be expected
to be much higher in the next recession. If conditions are otherwise ripe, general attitudes on the part of many American
voters can be harnessed by entrepreneurial politicians.

[*574]
D. Uncertainty about Merits

A third and final factor that would make re-regulation likely in the event of devolution is that at both the level of theory
and at the level of evidence, it is unlikely that any strong consensus among policy analysts will be soon reached on the
merits of devolution. That is, it will be unlikely that there will be agreement on whether securities regulation is better
done: (1) at the federal level (as with most aspects of current securities law); (2) in a system of devolved and competi-
tive regulation (as with current corporate law); (3) in a system of devolved but monopolistic regulation (as with most
aspects of current tort regulation); or (4) in a purely private system (as with most aspects of current contract law). At the
theoretical level, Romano acknowledges that "economic theory provides limited guidance concerning whether a mono-
polist will provide the optimal degree of product quality, variety or innovation." n138 Likewise, Mahoney notes the
"difficulty of determining optimal rules" of disclosure. n139 Although Romano believes the evidence in favor of devo-
lution is stronger than others do, she also acknowledges the evidence she adduces in favor of devolution "does not prove
... that state competition would be better" than the current regime, that the expected benefits are necessarily based on an
"educated prediction," or that the most one can say about the available evidence is that it does not support "blind adhe-
rence to the status quo." n140
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Two political results follow from deep uncertainty about the merits of disclosure regulation. First, uncertainty has
made (and will make) many different political positions on the topic plausible. Even among academics, reasonable
people can disagree without worrying that they will look foolish or suffer any reputational penalty in doing so. As expe-
rienced lawyers know, honest admission of uncertainty in public discourse can often backfire in circumstances when no
proof, one way or another, is available on an issue. The very fact of uncertainty makes acknowledging the uncertainty
reduce one's credibility to uninformed audiences precisely when it might seem reasonable to think the admission will
enhance it. The result of uncertainty in the political arena is that politicians willing to overstate their case tend to domi-
nate careful politicians, [*575] and strong claims tend to drive out honest speech. n141 In the end, this discourse is
driven to the low information level of the largely uninformed median voter. In essence, when a given issue is truly un-
certain, the ability of the voting public to monitor either Congress or regulators on that issue is impaired.

Uncertainty thus creates political "slack," providing politicians with greater freedom to do as they please. n142 Ab-
sent capture of regulators by private interests, regulation becomes more likely if politicians are personally inclined to
regulate. To the degree that slack created by deep uncertainty is inevitable, some degree of re-regulation of an issue
becomes, if not inevitable, at least likely, by that fact alone. How governmental authority regarding an uncertain issue is
allocated becomes critical. Regulatory agencies, like the SEC, which are run and staffed by people with some expertise
on the issue, and who are drawn from the industry, will tend to be less likely to regulate an uncertain issue. This results
either by the fact that they are expert enough to know that they do not know whether it would be a good idea, or because
they are captured by private interests that would rather not be regulated. Elected politicians, who derive their power
directly from voters, are more likely to seize the opportunity to regulate the uncertain issue as a part of their election
platform.

A second effect of uncertainty is to make extreme political responses more likely: i.e., massive disclosures in
excess of the current disclosure system. Although uncertainty tends to produce inertia in individuals, in groups it can
produce rapid change, n143 because individuals faced with uncertainty tend to imitate one another. n144 Uncertainty
creates the risk of an "availability cascade" which, as Kuran and Sunstein describe it, "is a self-reinforcing process of
collective belief formation by which an expressed perception triggers a chain reaction that gives the perception increas-
ing plausibility through its rising availability in public discourse." n145 Rather than the political process producing
some compromise outcome, reducing variance in the range of likely regulatory solutions, [*576] uncertainty can pro-
duce outcomes that depend on focal points and starting points, with greater possible variance. Political uncertainty of
this sort is not diversifiable, as there are no alternatives at any given point in time from which to choose. Risk-averse
industry representatives would do well to avoid such political risks.

E. The Risks of Re-Regulation

If re-regulation were to occur, what would it entail? One possibility is that it would simply return us to the status quo.
Under conditions of uncertainty, it is often rational to rely on precedents to guide behavior; the natural precedent for
regulation of disclosure at the federal level being the existing system. If reinstatement of the status quo did result, devo-
lution would have produced two sets of transition costs, including rent-seeking losses associated with both devolution
and re-regulation. Those costs would be calculated against whatever net cost or benefit that devolution would have pro-
vided in the federal regulatory interregnum. Depending on one's assessment of the size of those transition costs, n146
the prospect of status quo restoration might itself be enough to caution against expending resources to pursue a broad
program of devolution.

Re-regulation, however, might not be so benign. Recall the circumstances under which re-regulation is most likely
to occur, using the initial enactment of the federal securities statutes as a guide. One or more of three things are likely to
be going on: economic recession, financial crisis or a flurry of media reports of fraud and scandal. Re-regulation of dis-
closure is likely to be a politically attractive remedy for those aspects of the financial crisis that result from investor
risk-aversion and lack of confidence regarding agency costs or fraud. Re-regulation of disclosure is also likely to ad-
dress some aspects of the financial scandals relating to fraud or deception. Because the nature and severity of perceived
problems will extend much further, however, the full domain of possible re-regulatory schemes is not likely to end with
simply the reimposition [*577] of a disclosure regime to cure fraud and restore investor confidence.

At a minimum, there is a political risk that other aspects of the relationship between investors and issuers, tradition-
ally left to state corporate law, would be federalized. Commentators have often noted the odd division of labor between
federal securities law and state corporate law. Federal regulation of proxies, tender offers, and insider trading are all
arguably much more integral to the substantive relationships among investors, firms, directors, and managers that are at
the heart of corporate law, than they are to the disclosure-oriented emphasis of the existing federal securities statutes.
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On the other hand, cash tender offers, mergers and recapitalizations involve investment decisions as important as an
initial decision to invest and present similar opportunities for fraud and deception. Because of the difficulties lawmakers
have had in untangling the strands of corporate and securities law, it may be politically attractive to shift all authority
over the relationship between issuers and investors to the federal level. Indeed, the federalization of corporate law has
been a recurring political risk even under the existing system of federal securities laws, and the SEC has had its hand
slapped on more than on occasion for using disclosure rules to displace rules of corporate law. n147 To date, however,
calls for the federalization of corporate law have been resisted, largely because no matter how controversial the states'
decisions within corporate law have been, the effects on the public have generally been relatively minor. In the event of
re-regulation under the shadow of recession, financial crisis or notorious scandal - all of which the states would plausi-
bly bear some blame in the court of poorly informed public opinion - their political ability to hold onto corporate law
will be greatly diminished.

In fact, the very structure of devolution could contribute to the risk of re-regulation. It is another oddity of the
American legal system that corporate law for U.S. public companies is largely set by five chancellors appointed by the
governor of one of the smallest states in the nation. Even in the best of times, and regardless of the merits of the compet-
itive regulatory system, this oddity suffers from at least the appearance of a "legitimacy" problem. Most American vot-
ers do not understand why Delaware sets the rules of corporate law, and myths spring up where simple explanations fail.
[*578] Even now, Delaware's supremacy is bandied about as evidence of a capitalist conspiracy. If securities regulation
were devolved, and if (as seems likely) one or two small states, possibly including Delaware, emerged as market lead-
ers, this legitimacy problem would be worse. Securities regulation matters more than corporate law, and matters to more
people, particularly in a financial crisis.

There are even more extreme, if not less likely, political risks associated with re-regulation. The moment for re-
regulation may well occur not just during a financial crisis affecting investors and issuers, but also during a recession,
affecting the polity more generally. Among policy prescriptions that either have been taken seriously in the United
States or were actually enacted in other countries in periods of economic turmoil (or in anticipation of such periods) are:
"substantive" social and economic regulation via corporate law (as with Germany's system of co-determination), natio-
nalization of whole industries, imposition of wage/price controls, rapid currency depreciation, and hyperinflation. The
fact that these risks are not even remotely likely in the current environment does not mean that circumstances cannot
change - to think otherwise is to, indeed, suffer from a failure of imagination. n148 Put in abstract terms, the policy
space from which re-regulatory policies would be chosen would be enlarged by a prior enactment and discrediting of
devolution.

I readily concede that this parade of horribles - the federalization of corporate law, substantive regulation and so-
cialism - remains speculative (albeit educated by history). Moreover, as one moves out the scale of economically dis-
astrous political remedies, the odds of any particular political disaster radically diminishes. Still, on an expected basis,
investors and issuers with even a moderate degree of risk-aversion can be expected to weigh unlikely but large down-
side risks in their political cost/benefit calculus on the merits of devolution.

[*579] F. The Political Role of the SEC

Finally, consider again the political role of an independent regulatory agency like the SEC, this time in the re-
regulatory process. All else being equal, if, as present, the SEC were delegated the task of responding to the market
downturn or financial scandal, the policy outcome would be, on average, more attractive to the industry than if Congress
and the President dealt with it directly. This is due to the expertise, background and future employment expectations of
the SEC and its staff, as well as the additional delay imposed on the ability of voter coalitions to seize control of an in-
dependent agency, as analyzed in Part 11-E. This analysis is borne out by the examples of the SEC's role as "political
circuit breaker" described in Part I1-C. Put in theoretical terms, the SEC functions not only as a regulator, but also as
part of a "structural mechanism" that helps address the potential for chaotic or unpredictable political change implicit in
the Arrow "impossibility theorem." n149 Along with such structural mechanisms as bicameral legislatures, separation
of powers and rules of procedure, n150 the existence of a strong political actor representing the interests of industry can
help maintain the status quo, rather than "freezing" into place inefficient disclosure obligations, as devolution advocates
contend, but against harmful legislative initiatives that may be all too tempting to elected politicians.

Whether one believes that the net effect is an instance of "pure capture™ or "Burkean independence™ n151 is irrele-
vant in evaluating the relative attractiveness to industry of having Congress or the [*580] SEC be the primary political
actor in such moments of crisis. That is, the merits of the competing legislative or regulatory responses, measured
against some social welfare function, are not important in trying to understand the positive reality of politics. Moreover,
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to the extent one believes, as devolution advocates appear to believe, that corporations have reasonably good incentives
to contract for the appropriate level of disclosure to maximize not only their own private but also their social welfare, at
least in the pre-investment stage, they should also believe that the behavior of a pro-industry SEC will be reasonably
good for social welfare, when compared to the behavior of a more unpredictable Congress.

For this reason, devolution poses additional political risks for the industry beyond those arising from devolution it-
self or re-regulation on its own. Devolution as proposed to date will involve greatly reducing, if not eliminating, the
SEC's role in establishing mandatory disclosure regulation. If a crisis or scandal were to erupt after devolution, the SEC
would no longer be the only regulatory body to take on the job of investigating, analyzing, and proposing remedies. If
the task of regulation disclosure were wrestled away from the SEC and given to the states or the stock exchanges, the
SEC will have suffered a major political loss. Even if Congress could still plausibly delegate the task of responding to a
financial crisis to the SEC, the SEC would no longer have the same level of authority and expertise as it does today, and
the SEC's proposed solution would be less likely to win the day. Basic economic analysis of organization costs suggests
that the total political power of the states and exchanges to fulfill the same pro-industry role as at present will also be
reduced; that is, the greater the number of people necessary to coordinate for political action, the lower the odds it will
be worth the cost for a fixed political benefit. Once the likelihood of future political activity is taken into account, devo-
lution's main advantage - that it removes authority and power from a centralized political actor capable, in theory, of
harming investor and industry interests - is also one of its main disadvantages.

Conclusion

In this article, | have argued that the SEC already offers a great deal of private choice of securities regulation, already
tailors its rules to relevant features of investments, and is already a regulator highly responsive to industry concerns. In
the language of economic theories of regulation, it bears all the marks of an agency [*581] that has been captured by
industry interests. Whether this is for public good or ill is a topic for another day, but certainly for corporate America,
altering the regulatory status quo promises political benefits that are smaller than has been appreciated. The failure of
industry trade groups to pick up the devolutionary banner is thus not terribly surprising, even on that ground alone.

I have also argued that the potential costs of devolution are larger than previously recognized. The intrinsic uncer-
tainty of the merits of devolution, the latent and dangerous populist resentment of secret concentrations of wealth, and
the almost inevitable moment in the future when the economy is on its back, the stock market has stumbled, or some
high-ranking securities industry executive is caught with hand in the till, makes the re-regulation of disclosure at the
federal level more than likely. If re-regulation were to occur during a financial crisis, in the absence of a captured feder-
al regulatory agency to participate on behalf of the industry in the political scramble, its outcome might well be not
simply restoration of the status quo but something worse, from industry's perspective. Not only are the political benefits
of devolution smaller than previously recognized, but the political risks larger.

This two-sided political explanation as to why devolution may not be a good idea has different implications than
conventional critiques. For public-spirited policy analysts inclined to support devolution, more thought needs to go into
how devolution will be protected from re-regulation in times of financial crisis, how to address the general popular sus-
picion of concentrated wealth and power in the private sphere, and how the high political costs of politically "harden-
ing" any devolution of securities regulation might be reduced through new forms of feasible collective action. The anal-
ysis also suggests the need, more generally, for a dynamic theory of devolution in a political system that imposes high
political costs on making effective commitments about long-term changes in regulatory structure, making re-
federalization an ongoing risk for all types of regulation.

A possible, if not speculative, response to the concerns that the political risks of devolution raise is to try to achieve
the benefits of regulatory competition without incurring all of the costs, by retaining federal regulation of securities but
establishing some form of competition among federal regulators, as currently exists in part in the sphere of banking reg-
ulation. One might imagine two or three SEC-equivalents, one with authority over the NASDAQ, one with authority
over the NYSE, and one with authority over [*582] other exchanges. Such a proposal has much in common with Ma-
honey's devolution proposal, but would resolve the enforcement issues and partly address the conflicts issues of ex-
change-based regulation pointed out by Kahan. Such a regulatory competition at the federal level would not preserve a
single, powerful political actor to represent industry interests, but would fragment industry's political representation to a
lesser degree than devolution to the states. Alternatively, and posing much lower short-run political costs, Cox's propos-
al to retain federal regulation of securities, but shift to a "duopoly" by allowing issuers to comply with international ac-
counting standards, seems like a sensible way of introducing some of the potential economic benefits of devolution
without risking its political downside.
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Finally, the analysis suggests that trends toward increased "harmonization" may be desirable for reasons having
nothing to do with the benefits customarily ascribed to it (at least in public): scale economies and benefits of standardi-
zation. Instead, harmonization may be attractive because, as is also true in the case of banking regulation, it will gener-
ate a respected, politically effective securities regulatory body that is expert, captured, or both, and may serve to protect
industry interests by playing the same political roles in the international arena that the SEC plays domestically. Put oth-
erwise, as globalization of the securities markets progresses, domestic issuers and securities professionals may need to
consider not only what the most theoretically efficient system of disclosure regulation will be, but also whether and how
their interests are to be represented in international politics. Industry support for international harmonization may also
be explained more by politics than by economics (narrowly defined): to the extent that the SEC currently functions for
industry interests, in effect, as an umbrella trade group, in part because it is cloaked with the authority and apparent neu-
trality of a government agency, the domestic interests of capital providers may also benefit from being represented in-
ternationally by their own governmental agent. n152
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