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satiable demand for financial assets to securitize. If underwriters 
were willing to rush deeply flawed asset-backed securitizations to 
the market, mortgage loan originators had no rational reason to re-
sist them. 

Thus, the real mystery is not why loan originators made unsound 
loans, but why underwriters bought them. Anecdotal evidence sug-
gests that due diligence efforts within the underwriting community 
slackened in asset-backed securitizations after 2000.72 Others have 
suggested that the SEC contributed to this decline by softening its 
disclosure and due diligence standards for asset-backed securitiza-
tions,73 in particular by adopting in 2005 Regulation AB, which 
covers the issuance of asset-backed securities.74 At this point, it be-
comes plausible that failures in regulatory oversight, including by 
the SEC, may have played a greater causal role in the debacle than 
has been generally emphasized (even if the SEC had no responsi-
bility or capacity to monitor the mortgage loan origination proc-
ess). 

72 Investment banks formerly relied on “due diligence” firms that they employed to 
determine whether the loans within a loan portfolio were within standard parameters. 
These firms would investigate and inform the underwriter as to the percentage of the 
loans that were “exception” loans (that is, loans outside the investment bank’s normal 
guidelines). Subsequent to 2000, the percentage of “exception loans” in portfolios se-
curitized by these banks often rose from the former level of 25% to as high as 80%. 
Also, the underwriters scaled back the intensity of the investigations that they would 
authorize the “due diligence” firm to conduct, reducing from 30% to as few as 5% the 
number of loans in a portfolio that it was to check. See Vikas Bajaj & Jenny Ander-
son, Inquiry Focuses on Withholding of Data on Loans, N.Y. Times, Jan. 12, 2008, at 
A1. 

73 See Richard E. Mendales, Collateralized Explosive Devices: Why Securities 
Regulation Failed to Prevent the CDO Meltdown, and How to Fix It, 2009 U. Ill. L. 
Rev. (forthcoming 2009) (manuscript at 34–38, on file with the Virginia Law Review). 

74 See Asset-Backed Securities, Securities Act Release No. 33-8518, Exchange Act 
Release No. 34-50,905, 70 Fed. Reg. 1506 (Jan. 7, 2005) (to be codified at 17 C.F.R. 
pts. 210, 228, et al.). Regulation AB codified a series of “no-action” letters and estab-
lished disclosures standards for all asset-backed securitizations. See Asset-Backed Se-
curities (Regulation AB), 17 C.F.R. §§ 229.1100–229.1123 (2008). Although it did not 
represent a sharp deregulatory break with the past, Regulation AB did reduce the 
due-diligence obligation of underwriters by eliminating any need to assure that assets 
included in a securitized pool were adequately documented. Professor Mendales has 
pointed out that government sponsored entities, such as Ginny Mae, had required 
such documentation. See Mendales, supra note 73, at 35–36. His point is that Regula-
tion AB should have adopted the procedures used by housing-related GSEs, such as 
Ginny Mae, which mandated quality control procedures. Id. 
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Still, a diagnosis that blames the 2008 financial crisis simply on 
inadequate disclosure and due diligence is too simple. Deregula-
tion enabled those investment banks that failed or merged in 2008 
to significantly increase their leverage over a brief period between 
2004 and 2008. Indeed, if one takes a broader “before and after” 
perspective, the most striking fact about the recent crisis is that the 
United States, as of the beginning of 2008, had five major invest-
ment banks that were not owned by a larger commercial bank: 
Merrill Lynch, Goldman Sachs, Morgan Stanley, Lehman Brothers 
and Bear Stearns. By late fall of 2008, all of these investment banks 
had either failed or abandoned their status as independent invest-
ment banks. Two (Bear Stearns and Merrill Lynch) had been 
forced at the brink of insolvency to merge with larger commercial 
banks in transactions orchestrated by banking regulators. One—
Lehman Brothers—had filed for bankruptcy, and the two remain-
ing investment banks—Goldman Sachs and Morgan Stanley—had 
converted into bank holding companies under pressure from the 
Federal Reserve Bank, thus moving from SEC to Federal Reserve 
supervision.75 Each of these firms had survived prior recessions, 
market panics, and repeated turmoil and had long histories extend-
ing back as far as the pre-Civil War era. Yet, each either failed or 
was gravely imperiled within essentially the same six month period 
following the collapse of Bear Stearns in March 2008. 

If their uniform collapse was not enough to suggest the possibil-
ity of regulatory failure, one additional fact unites them: each of 
these five firms voluntarily entered into the SEC’s Consolidated 
Supervised Entity (“CSE”) Program, which was established by the 
SEC in 2004 for only the largest investment banks.76 Indeed, these 
five investment banks were the only investment banks permitted 
by the SEC to enter the CSE Program. A key attraction of the CSE 
Program was that it permitted its members to escape the SEC’s 

75 For a concise overview of these developments, see Jon Hilsenrath, Damian Pal-
etta & Aaron Lucchetti, Goldman, Morgan Scrap Wall Street Model, Become Banks 
in Bid to Ride Out Crisis, Wall St. J., Sept. 22, 2008, at A1 (reporting that Goldman 
Sachs and Morgan Stanley were pressured by the Federal Reserve to convert into 
bank holding companies). 

76 See Alternative Net Capital Requirements for Broker-Dealers That Are Part of 
Consolidated Supervised Entities; Supervised Investment Bank Holding Companies, 
Exchange Act Release No. 49,830, 69 Fed. Reg. 34,428 (June 21, 2004) (to be codified 
at 17 C.F.R. pts. 200, 240). 
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traditional net capital rule, which placed a maximum ceiling on 
their debt to equity ratios, and instead elect into a more relaxed 
“alternative net capital rule” that contained no similar limitation.77 
The result was predictable: all five of these major investment banks 
increased their debt-to-equity leverage ratios significantly in the 
period following their entry into the CSE Program, as shown by 
Figure 1 below:78 

 
 
 
 

 
 

77 The SEC’s “net capital rule,” which dates back to 1975, governs the capital ade-
quacy and aggregate indebtedness permitted for most broker-dealers. See Net Capital 
Requirements for Brokers or Dealers, 17 C.F.R. § 240.15c3-1 (2008). Under subpara-
graph (a)(1)(i) of this rule, aggregate indebtedness is limited to fifteen times the bro-
ker-dealer’s net capital. 17 C.F.R. § 240.15c3-1(a)(1)(i) (2008). A broker-dealer may 
elect to be governed instead by subparagraph (a)(1)(ii) of this rule, which requires it 
to maintain its net capital at not less than the greater of $250,000 or two percent of 
“aggregate debit items” as computed under a special formula that gives “haircuts” 
(that is, reduces the valuation) of illiquid securities. 17 C.F.R. § 240.15c3–1(a)(1)(ii). 
Both variants place fixed limits on leverage. 17 C.F.R. § 240.15c3–1(a)(1). 

78 This chart comes from Sec. & Exch. Comm’n, Office of Inspector Gen., SEC’s 
Oversight of Bear Stearns and Related Entities: The Consolidated Supervised Entity 
Program 120 (Report No. 446-A, Sept. 25, 2008), available at http://www.sec-
oig.gov/Reports/AuditsInspections/2008/446-a.pdf [hereinafter SEC Inspector Gen-
eral Report No. 446-A]. 
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That higher leverage, coupled with a high concentration of their 
assets in subprime mortgages and related real estate assets, left 
them exposed and vulnerable when market conditions soured in 
2007–2008. For example, at the time of its insolvency, Bear Stearns’ 
gross leverage ratio had hit 33 to 1.79 

These facts may seem to corroborate a now popular hypothesis: 
excessive deregulation by the SEC caused the liquidity crisis that 
swept the global markets in 2008.80 The problem with this simple 
hypothesis is that it is too simple. Deregulation may well have con-
tributed to the 2008 financial crisis, but the SEC’s adoption of the 
CSE Program in 2004 was not intended to be deregulatory. Rather, 
the program was intended to compensate for earlier deregulatory 
efforts by Congress that had left the SEC unable to monitor the 
overall financial position and risk management practices of the na-
tion’s largest investment banks. Still, even if the 2004 net capital 
rule changes were not intended to be deregulatory, they worked 
out that way in practice. The ironic bottom line is that the SEC un-
intentionally deregulated by introducing an alternative net capital 
rule that it could not effectively monitor. 

The events leading up to the SEC’s decision to relax its net capi-
tal rule for the largest investment banks began in 2002, when the 
European Union adopted its Financial Conglomerates Directive.81 
The main thrust of the European Union’s new directive was to re-
quire regulatory supervision at the parent company of financial 
conglomerates that included a regulated financial institution (e.g., a 
broker-dealer, bank, or insurance company). The European Un-
ion’s entirely reasonable fear was that the parent company may 
take actions that could jeopardize the solvency of the regulated 
subsidiary. The European Union’s directive potentially applied to 

79 See id. at 19. 
80 For the strongest statement of this thesis, see Stephen Labaton, S.E.C. Concedes 

Oversight Flaws Fueled Collapse, N.Y. Times, Sept. 27, 2008 at A1. Nonetheless, this 
analysis is oversimplified. Although SEC Chairman Cox did indeed acknowledge that 
there were flaws in the “Consolidated Supervised Entity” Program, he did not con-
cede that it “fueled” the collapse or that it represented deregulation. As discussed be-
low, the SEC probably legitimately believed that it was gaining regulatory authority 
from the CSE Program (but it was wrong). 

81 See Council Directive 2002/87/EC, 2003 O.J. (L35) 1. For an overview of this di-
rective and its rationale, see Jorge E. Viñuales, The International Regulation of Fi-
nancial Conglomerates: A Case Study of Equivalence as an Approach to Financial 
Integration, 37 Cal. W. Int’l L.J. 1, 2 (2006). 
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the major U.S. investment and commercial banks because all did 
substantial business in London (and elsewhere in Europe). But the 
European Union’s directive contained an exemption for foreign fi-
nancial conglomerates regulated by their home countries in a way 
that was deemed “equivalent” to that envisioned by the directive. 
For the major U.S. commercial banks (several of which operated a 
major broker-dealer as a subsidiary), this afforded them an easy 
means of avoiding group-wide supervision by regulators in Europe, 
because they were subject to group-level supervision by U.S. bank-
ing regulators. But U.S. investment banks had no similar escape 
hatch, since the SEC had no similar oversight over their parent 
companies. Thus, fearful of hostile regulation by some European 
regulators,82 U.S. investment banks lobbied the SEC for a system of 
“equivalent” regulation that would be sufficient to satisfy the terms 
of the directive and give them immunity from European over-
sight.83 For the SEC, this offered a serendipitous opportunity to 
oversee the operations of investment bank holding companies; au-
thority which  the SEC had sought for some time. Following the 
repeal of the Glass-Steagall Act, the SEC had asked Congress to 
empower it to monitor investment bank holding companies, but it 
had been rebuffed. Thus, the voluntary entry of the holding com-
panies into the Consolidated Supervised Entity program must have 
struck the SEC as a welcome development, and the Commission 
unanimously approved the program without any partisan dis-
agreement.84 

But the CSE Program came with an added (and probably unnec-
essary) corollary: Firms that entered the CSE Program were per-
mitted to adopt an alternative and more relaxed net capital rule 
governing their debt to net capital ratio. Under the traditional net 

82 Different European regulators appear to have been feared by different entities. 
Some commercial banks saw French regulation as potentially hostile, while U.S. bro-
ker-dealers, all largely based in London, did not want their holding companies to be 
overseen by the United Kingdom’s Financial Services Agency (“FSA”). 

83 See Stephen Labaton, Agency’s ‘04 Rule Let Banks Pile Up New Debt, and Risk, 
N.Y. Times, Oct. 3, 2008, at A1 (describing major investment banks as having made 
an “urgent plea” to the SEC in April, 2004). 

84 See Alternative Net Capital Requirements for Broker-Dealers That Are Part of 
Consolidated Supervised Entities; Supervised Investment Bank Holding Companies, 
Exchange Act Release No. 49,830, 69 Fed. Reg. 34,428 (June 21, 2004) (to be codified 
at 17 C.F.R. pts. 200, 240). 
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capital rule, a broker-dealer was subject to fixed ceilings on its 
permissible leverage. Specifically, it either had to (a) maintain ag-
gregate indebtedness at a level that could not exceed fifteen times 
net capital,85 or (b) maintain minimum net capital equal to not less 
than two percent of “aggregate debit items.”86 For most broker-
dealers, this 15 to 1 debt to net capital ratio was the operative limit 
within which they needed to remain by a comfortable margin. 

Why did the SEC allow the major investment banks to elect into 
an alternative regime that placed no outer limit on leverage? Most 
likely, the Commission was principally motivated by the belief that 
it was only emulating the more modern, advanced “Basel II” stan-
dards used by the Federal Reserve Bank.87 To be sure, the invest-
ment banks undoubtedly knew that adoption of Basel II standards 
would permit them to increase leverage (and they lobbied hard for 
such a change). From the SEC’s perspective, however, it designed 
the CSE Program to be broadly consistent with the Federal Re-
serve’s oversight of bank holding companies, and it even incorpo-
rated the same capital ratio that the Federal Reserve mandated for 
bank holding companies.88 In addition, the CSE Program required 

85 See 17 C.F.R. § 240.15c3–1(a)(1) (2008).  
86 See 17 C.F.R. § 240.15c3-1(a)(1)(ii) (2008). This alternative standard is framed in 

terms of the greater of $250,000 or two percent, but for any investment bank of any 
size, two percent will be the greater. Although this alternative standard may sound 
less restrictive, it was implemented by a system of “haircuts” that wrote down the 
value of investment assets to reflect their illiquidity. 

87 The “Basel II Accords” refers to a revised version of the international agreement 
that purports to specify uniform capital adequacy standards for major banks. The 
“Basel I Accord” was reached in 1988 by the Basel Committee on Banking Supervi-
sion of the Bank of International Settlements (which is located in Basel, Switzerland). 
The Basel II Accords, which were driven by the growth of trading in over-the-counter 
derivatives and their uncertain impact on capital adequacy, underwent sustained ne-
gotiations in the years after 2000. For a discussion of the politics surrounding this 
process, which did not conclude until Fall of 2005, see Stavros Gadinis, The Politics of 
Competition in International Financial Regulation, 49 Harv. Int’l L.J. 447 (2008). 
Gadinis finds that the Federal Reserve did not itself sign off on the Basel II Accords 
until late September 2005. Id. at 506 n. 192. This was well after the SEC applied these 
standards to participants in its Consolidated Supervised Entity Program in 2004. For a 
more general discussion of the Basel Committee and its non-transparent style of op-
eration, see Anne-Marie Slaughter, Sovereignty and Power in a Networked World 
Order, 40 Stan. J. Int’l L. 283, 315–16 (2006). 

88 See SEC Inspector General Report No. 446-A, supra note 78, at 10–11. Under 
these standards, a “well-capitalized” bank was expected to maintain a ten percent 
capital ratio. Id. Nonetheless, others have argued that Basel II “was not designed to 
be used by investment banks” and that the SEC “ought to have been much more care-
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its participants to maintain “tentative net capital” of at least $1 bil-
lion and to notify the Commission if tentative net capital fell below 
$5 billion.89 The difference may seem modest; the SEC may have 
been overreached, but it was not “captured.” Still, this difference 
goes to the agency’s integrity. 

So what went wrong? The SEC’s Inspector General examined 
the failure of Bear Stearns and the SEC’s responsibility therefor, 
and reported that Bear Stearns had remained in compliance with 
the CSE Program’s rules at all relevant times.90 Thus, if Bear 
Stearns had not cheated, this implied (as the Inspector General 
found) that the CSE Program, itself, had failed. That conclusion 
seems fair enough, but it leads to a larger question: Why did the 
CSE program fail? 

Here, three distinct hypotheses, all of which are complementary 
and could each be correct to a degree, stand out. First, the Basel II 
Accords might have been deeply flawed, both because they relied 
heavily on the banks’ own models of risk and on the risk ratings as-
signed to banks by highly conflicted credit rating agencies.91 Sec-
ond, even if the Basel II Accords were adequate for commercial 
banks, they were ill-suited for investment banks, whose smaller 
capital base, lesser access to the Federal Reserve window, and 
more volatile earnings may have necessitated higher capital ratios 
in their case.92 Third, even if the Basel II Accords generated a rele-

ful in moving banks on to the new rules.” See Mewling and Puking: How Damaged is 
the Basel 2 Accord?, Economist, Oct. 25, 2008, at 89. 

89 SEC Inspector General Report No. 446-A, supra note 78, at 11. 
90 Id. at 10. 
91 This critique has been most fully advanced by Daniel Tarullo, whom President 

Obama has recently nominated to join the Board of Governors of the Federal Re-
serve System. See Daniel K. Tarullo, Banking on Basel: The Future of International 
Financial Regulation 152–59 (2008). Professor Tarullo argues that the new risk-
adjusted criteria adopted by Basel II largely allowed the major banks to specify their 
own risk models and thereby reduce their capital ratios. Also, Basel II motivated 
them to move transactions off their balance sheets. In short, he argues that Basel II 
led to laxer bank supervision generally. Id. at 160–66. 

92 See Mewling and Puking, supra note 88, at 89. Ironically, the Federal Reserve 
hesitated and did not formally accept Basel II until September 30, 2005, nearly a year 
after its endorsement by the SEC. See Gadinis, supra note 87, at 506 n. 192. See also 
Rebecca Christie, Rules on Bank Capital Draw Fire: FDIC Move May Delay Final 
Accord Covering World Financial System, Wall St. J., Dec. 8, 2003, at B8. This sug-
gests that the SEC moved faster and further towards deregulation and the use of pri-
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vant and sensible model for the regulation of capital adequacy at 
investment banks, the SEC may have been simply incapable of 
measuring the banks’ compliance with such standards. 

Although recent commentary suggests that the Basel II Accords 
relied excessively on self-regulation by allowing banks to use their 
own risk models to determine capital adequacy, the SEC’s imple-
mentation of its CSE program was a case apart, since the SEC 
moved faster and farther towards self-regulation than did the Fed-
eral Reserve.93 In particular, the SEC proved incapable of close 
monitoring of capital adequacy. All financial institutions know that 
increasing leverage is the simplest way to raise profits (at least in 
good times), and hence they have strong incentives to design their 
risk models so as to enable them to increase their level of lever-
age.94 Critics have also suggested that banks of all varieties evaded 
Basel II’s norms by moving financial transactions off their balance 
sheets. Although attempts to game the regulatory system charac-
terized commercial banks as well, they did not become fully subject 
to Basel II until a later point. In contrast, the SEC alone raced to 
adopt Basel II. Yet, the unique fact about the SEC’s performance 
(according to both the SEC Inspector General’s report and the 
public testimony of SEC Chairman Cox) was the inability of its 
staff to monitor the investment banks participating in the CSE 
program or to demand specific actions by them. Basel II’s ap-
proach to the regulation of capital adequacy at financial institu-
tions contemplated close monitoring and supervision. Thus, the 
Federal Reserve assigns members of its staff to maintain an office 
within a regulated bank holding company in order to provide con-
stant oversight. In the case of the SEC, however, a team of only 
three SEC staffers were assigned to each CSE firm,95 and a total of 

vate models for risk regulation than did the Federal Reserve, possibly with the result 
that financial disaster first struck at the investment banks. 

93 The SEC adopted its CSE program in 2004. See Alternative Net Capital Re-
quirements for Broker-Dealers That Are Part of Consolidated Supervised Entities; 
Supervised Investment Bank Holding Companies, Exchange Act Release No. 49,830, 
69 Fed. Reg. 34,428 (June 21, 2004) (to be codified at 17 C.F.R. pts. 200, 240). The 
Federal Reserve only agreed in principle to Basel II in late 2005. See Gadinis, supra 
note 87, at 506 n.192. 

94 Citibank, for example, “actually boasted after the release of the Basel II formula 
in 2004 that it could reduce its minimum capital by about 15 percent.” Robert Kutt-
ner, A Fine Mess, Am. Prospect, Dec. 2008, at 37, 39. 

95 SEC Inspector General Report No. 446-A, supra note 78, at 2. 
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only thirteen individuals comprised the SEC’s Office of Prudential 
Supervision and Risk Analysis that oversaw and conducted this 
monitoring effort.96 From the start, it was a mismatch: three SEC 
staffers to oversee an investment bank the size of Merrill Lynch, 
which could easily afford to hire scores of highly quantitative 
economists and financial analysts, implied that the SEC was simply 
outgunned.97 

This mismatch was compounded by the inherently individualized 
criteria upon which Basel II relies. Instead of applying a uniform 
standard (such as a specific debt to equity ratio) to all financial in-
stitutions, Basel II contemplated that each regulated financial insti-
tution would develop a computer model that would generate risk 
estimates for the specific assets held by that institution and that 
these estimates would determine the level of capital necessary to 
protect that institution from insolvency. Thus, using the Basel II 
methodology, the investment bank generates a mathematical 
model that crunches historical data to evaluate how risky its port-
folio assets were and how much capital it needed to maintain to 
protect them. Necessarily, each model was ad hoc, fitted to that 
specific financial institution. But no team of three SEC staffers was 
in a position to contest these individualized models or the historical 
data used by them. Thus, the impact of the Basel II methodology 
was to shift the balance of power in favor of the management of 
the investment bank and to diminish the negotiating position of the 
SEC’s staff. Even if Basel II’s criteria were not inherently flawed, 
at the least they generated a very sophisticated tool that was be-
yond the capacity of the SEC’s largely legal staff to administer ef-
fectively. 

The SEC’s Inspector General’s Report bears out this critique by 
describing a variety of instances surrounding the collapse of Bear 
Stearns in which the SEC’s staff did not respond to red flags that 
the Inspector General, exercising twenty-twenty hindsight, consid-
ered obvious. The Report finds that, although the SEC’s staff were 
aware that Bear Stearns had a heavy and increasing concentration 

96 Id. Similarly, the Office of CSE Inspectors had only seven staff. Id. 
97 Moreover, the process effectively ceased to function well before the 2008 crisis hit. 

After SEC Chairman Cox reorganized the CSE review process in the Spring of 2007, 
the staff did not thereafter complete “a single inspection.” See Labaton, supra note 
83, at A23. 
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in mortgage securities, they “did not make any efforts to limit Bear 
Stearns’ mortgage securities concentration.”98 In its recommenda-
tions, the Report proposed both that the staff become “more skep-
tical of CSE firms’ risk models” and that they “develop additional 
stress scenarios that have not already been contemplated as part of 
the prudential regulation process.”99 

The Inspector General’s proposed reform, however, may expect 
more of the SEC’s staff than they can realistically deliver. Under 
the CSE program, the SEC’s staff had no power other than to 
threaten ouster from the program. Unlike a prophylactic rule (such 
as the SEC’s traditional net capital rule that placed a uniform ceil-
ing on leverage for all broker-dealers), the identification of “addi-
tional stress scenarios” by the SEC’s staff would not necessarily 
lead to specific actions by the CSE firms; rather, such attempts at 
persuasion are more likely to produce only an extended dialogue, 
with the SEC’s staff being confronted with counter-models and in-
terpretations by the financial institution’s managers. Ouster, if at 
all, would occur much later, perhaps even too late. 

Our sense that the SEC cannot negotiate successfully for volun-
tary compliance in an area where the investment banks have strong 
economic interests to increase their leverage is confirmed by a 
similar assessment from the person with perhaps the most recent 
experience in this area. In his September, 2008 testimony before a 
Senate committee, SEC Chairman Christopher Cox emphasized 
the infeasibility of voluntary compliance, expressing his frustration 
with attempts to negotiate issues such as leverage and risk man-
agement practices with the CSE firms. In a remarkable statement 
for a long-time proponent of deregulation, he testified: “[B]eyond 
highlighting the inadequacy of the . . . CSE program capital and li-
quidity requirements, the last six months—during which the SEC 
and the Federal Reserve have worked collaboratively with each of 
the CSE firms . . . —have made abundantly clear that voluntary 
regulation doesn’t work.”100 His point was that the SEC had no in-

98 SEC Inspector General Report No. 446-A, supra note 78, at ix. 
99 Id. at xi. 
100 See Turmoil in U.S. Credit Markets: Recent Actions Regarding Government 

Sponsored Entities, Investment Banks and Other Financial Institutions: Hearing Be-
fore the S. Comm. on Banking, Housing & Urban Affairs, 110th Cong. 4 (2008) [here-
inafter Turmoil in U.S. Credit Markets] (testimony of Christopher Cox, Chairman, 
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herent authority to order a CSE firm to reduce its debt to equity 
ratio or to keep it in the CSE Program.101 If it objected, a poten-
tially endless regulatory negotiation might only begin, and the CSE 
firm could at least threaten to leave the program. Armed only with 
the sanction of ouster from the CSE program, the SEC’s staff were 
handcuffed and did little to resist rapid increases in leverage at all 
the CSE participants. 

Ultimately, even if one absolves the SEC of “selling out” to the 
industry in adopting the CSE Program in 2004, it is still clear at a 
minimum that the SEC lacked both the power and the expertise to 
restrict leverage by the major investment banks, at least once the 
regulatory process entitled each bank to generate its own risk 
model. Motivated by stock market pressure and the incentives of a 
short-term oriented executive compensation system, senior man-
agement at these institutions effectively converted the process into 
self-regulation. 

One last factor also drove the rush to increased leverage: com-
petitive pressure. The major investment banks were in active com-
petition to obtain inventory from the major loan originators, and 
this gave the loan originators leverage. Needing an assured source 
of supply, some investment banks (most notably Lehman and 
Merrill, Lynch) invested heavily in acquiring loan originators and 
related real estate companies, thus in effect vertically integrating.102 

Sec. & Exch. Comm’n), available at http://banking.senate.gov/public/_files/ 
COXTestimony92308.pdf (emphasis added). Chairman Cox has repeated this theme 
in a subsequent Op-Ed column in the Washington Post, in which he argued that 
“[r]eform legislation should steer clear of voluntary regulation and grant explicit au-
thority where it is needed.” See Christopher Cox, Op-Ed., Reinventing a Markets 
Watchdog, Wash. Post, Nov. 4, 2008, at A17. 

101 Chairman Cox added in the next sentence of his Senate testimony: “There is sim-
ply no provision in the law that authorizes the CSE Program, or requires investment 
bank holding companies to compute capital measures or to maintain liquidity on a 
consolidated basis, or to submit to SEC requirements regarding leverage.” Turmoil in 
U.S. Credit Markets, supra note 100, at 6. This is true, but if a CSE firm left the CSE 
Program, it would presumably become subject to European regulation (from which it 
was exempt only because the CSE participants were subject to U.S. financial supervi-
sion at the parent company level). See supra notes 81–84 and accompanying text. 
Thus, the system was not entirely voluntary and the SEC might have used the threat 
to expel a non-compliant CSE firm. 

102 See Gretchen Morgenson, How the Thundering Herd Faltered and Fell: Merrill 
Lynch Couldn’t Escape the Housing Crash, N.Y. Times, Nov. 9, 2008, at B1 (analyz-
ing Merrill Lynch’s failure and emphasizing its acquisitions of loan originators); Terry 
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In so doing, they assumed even greater risk by increasing their 
concentration in real estate and thus their undiversified exposure 
to a downturn in that market. This need to stay at least even with 
one’s competitors best explains the now famous line uttered by 
Charles Prince, the then-CEO of Citigroup in July, 2007, just as the 
debt market was beginning to collapse. Asked by the Financial 
Times if he saw a liquidity crisis looming, he answered: 

When the music stops, in terms of liquidity, things will be 
complicated. But as long as the music is playing, you’ve got 
to get up and dance. We’re still dancing.103 

In short, competition among the major investment banks can pe-
riodically produce a mad momentum that sometimes leads to a 
lemmings-like race over the cliff. This in essence happened in the 
period just prior to the 2000 dot-com bubble, again during the ac-
counting scandals of 2001–2002, and most recently during the sub-
prime mortgage debacle. Once the market becomes hot, the threat 
of civil liability—either to the SEC or to private plaintiffs in securi-
ties class actions—seems  to constrain this momentum only weakly. 
Rationalizations for staying in the race are always available: “real 
estate prices never fall,” “the credit rating agencies gave this deal a 
‘Triple A’ rating,” etc. Explosive growth and a decline in profes-
sional standards often go hand in hand. Here, after 2000, due dili-
gence standards appear to have been relaxed, even as the threat of 
civil liability in private securities litigation was growing.104 

This erosion in professional standards occurred not coinciden-
tally just as asset-backed securitizations were becoming the princi-

Pristin, Risky Real Estate Deals Helped Doom Lehman, N.Y. Times, Sept. 17, 2008, 
at C6 (discussing Lehman’s expensive, multi-billion dollar acquisition of Archstone-
Smith). 

103 See Michiyo Nakamoto & David Wighton, Bullish Citigroup Is ‘Still Dancing’ to 
the Beat of the Buy-Out Boom, FT.com, July 10, 2007, http://www.ft.com/ 
cms/s/0/5cefc794-2e7d-11dc-821c 0000779fd2ac.html?nclick_check=1. 

104 From 1996 to 1999, the settlements in securities class actions totaled only $1.7 bil-
lion; thereafter, aggregate settlements rose exponentially, hitting a peak of $17.1 bil-
lion in 2006 alone. See Laura E. Simmons & Ellen M. Ryan, Securities Class Action 
Settlements: 2006 Review and Analysis 1 (Cornerstone Research 2006), available at 
http://securities.cornerstone.com/pdfs/settlements_2006.pdf. This decline of due dili-
gence practices as liability correspondingly increased seems paradoxical, but may sug-
gest that at least private civil liability does not effectively deter issuers or underwrit-
ers. 
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pal underwriting activity of most major investment banks. In 2002, 
a critical milestone was reached: in that year the amount of debt 
securities issued in asset-backed securitizations equaled (and then 
exceeded in subsequent years) the amount of debt securities issued 
by public corporations.105 Debt securitizations were not only the 
leading business of Wall Street, since a global market of debt pur-
chasers was ready to rely on investment grade ratings from the ma-
jor credit rating agencies, but they were also particularly important 
for the independent investment banks in the CSE Program. Al-
though all underwriters anticipated high rates of return from secu-
ritizations, the independent underwriters had gradually been 
squeezed out of their traditional line of business—underwriting 
corporate securities—in the wake of the step-by-step repeal of the 
Glass-Steagall Act. Beginning well before the formal repeal of that 
Act in 1999, the major commercial banks had been permitted to 
underwrite corporate debt securities and had increasingly exploited 
their larger scale and synergistic ability to offer both bank loans 
and underwriting services to gain an increasing share of this un-
derwriting market. Especially for the smaller investment banks (for 
example, Bear Stearns and Lehman), the future lay in new lines of 
business, where, as nimble and adaptive competitors, they could 
steal a march on the larger and slower commercial banks. To a de-
gree, both did, and Merrill eagerly sought to follow in their wake.106 
To stake out a dominant position, the CEOs of these firms adopted 
a “damn-the-torpedoes-full-speed-ahead” approach that led them 
to make extremely risky acquisitions. Their common goal was to 
assure themselves a continuing source of supply of subprime mort-
gages to securitize, in part because they feared that commercial 
banks could fence them out by acquiring regional banks. In pursuit 

105 For a chart showing the growth of asset-backed securities in relation to conven-
tional corporate debt issuances over recent years, see Coffee, Seligman & Sale, supra 
note 55, at 10. 

106 For a detailed description of Merrill Lynch’s late entry into the asset-backed se-
curitization field and its sometimes frenzied attempt to catch up with Lehman by ac-
quiring originators of mortgage loans, see Morgenson, supra note 102, at B1. Merrill 
eventually acquired an inventory of $71 billion in risky mortgages, in part through ac-
quisitions of loan originators. By mid-2008, an initial writedown of $7.9 billion forced 
the resignation of its CEO. As discussed in this New York Times article, loan origina-
tors dealing with Merrill believed it did not accurately understand the risks of their 
field. Id. For Lehman’s similar approach to acquisitions of loan originators, see supra 
note 102 and accompanying text. 
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of this goal, both Merrill Lynch and Lehman made risky acquisi-
tions, in effect vertically integrating into the mortgage loan origina-
tion field. These decisions, plus their willingness to acquire mort-
gage portfolios well in advance of the expected securitization 
transaction, left them undiversified and exposed to large write-
downs when the real estate market soured. 

So where does this brief history leave us? Our contention is not 
that excessive leverage and inadequate risk management policies 
were the sole causes of the 2008 financial crisis. Much blame can 
also be fairly assigned to other culpable parties, including the credit 
rating agencies, mortgage originators, and Congress for deregulat-
ing over-the-counter derivatives in 2000.107 Nor were the investment 
banks alone in pursuing high leverage and de-emphasizing risk 
management practices. The private equity firms and some hedge 
funds also experienced a similar bubble and may yet in some cases 
face insolvency.108 But the unique fact about financial institutions in 
general, and investment banks in particular, is their fragility. They 
finance their business using short-term capital to hold long-term il-
liquid assets. This mismatch particularly exposes investment banks 
to liquidity crises, and, as a crisis mounts, their counter-parties 
back away and refuse to trade with them. This has happened be-
fore cyclically, well within the memory of the chief executives run-

107 The Commodity Futures Modernization Act of 2000 (“CFMA”) largely withdrew 
swaps and other over-the-counter derivatives from the regulatory jurisdiction of both 
the SEC and the CFTC (although both retained anti-fraud jurisdiction). See Com-
modity Futures Modernization Act of 2000, Pub. L. No. 106-554, 114 Stat. 2763. For 
an overview, see Thomas Lee Hazen, Disparate Regulatory Schemes for Parallel Ac-
tivities: Securities Regulation, Derivatives Regulation, Gambling, and Insurance, 24 
Ann. Rev. Banking & Fin. L. 375, 389–95 (2005). The SEC’s authority to adopt anti-
fraud rules relating to over-the-counter derivatives is set forth in Section 10(b) of the 
Securities Exchange Act of 1934. See 15 U.S.C. § 78j(b) (2006). Because such transac-
tions are effected on a bilateral basis, with little resulting transparency, however, the 
SEC has had little success to date in combating insider trading or manipulation in this 
area. 

108 See Andrew Ross Sorkin & Michael J. de la Merced, Debt Linked to Huge Buy-
outs Is Tightening the Economic Vise, N.Y. Times, Nov. 3, 2008, at A1 (discussing 
problems with recent buyouts by private equity firms); see also Peter Lattman, Craig 
Karmin & Pui-Wing Tam, Private Equity Draws the Cold Shoulder—Endowments, 
Pension Funds Rebuff Calls to Make Investments as Some Aim to Offload Stakes, 
Wall St. J., Nov. 4, 2008, at C1. 
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ning these institutions.109 Then as now, the SEC was not effective in 
dealing with this problem. 

Others have suggested that SEC deregulation also resulted in in-
adequate disclosure and insufficient due diligence.110 Here, we are 
less certain whether abbreviated disclosure played a significant 
causal role, but relaxed due diligence was symptomatic of this era. 
Even if we give the SEC the benefit of the doubt on this score, the 
conclusion still seems inescapable that the SEC was an ineffective 
monitor of leverage and risk management policies at financial insti-
tutions under its jurisdiction, from at least the time of the Drexel 
Burnham bankruptcy in 1990 through the current crisis. Equally 
important, a major reason for its failure, as SEC Chairman Cox has 
proclaimed,111 was the SEC’s need to rely on “voluntary” coopera-
tion and engage in extended negotiations with the investment 
banks over an issue that was central to these banks’ profitability. 
This is hardly an endorsement for the Blueprint’s call for greater 
self-regulation. 

Perhaps this may seem to be an academic criticism because the 
CSE Program is today moribund, and the remaining investment 
banks have reconstituted themselves as bank holding companies. 
But, for the future, the critical issue is what agency or agencies 
should supervise hedge funds, insurance companies, and other fi-
nancial institutions that are “too big to fail.” Inherently, this in-

109 In 1990, Drexel Burnham Lambert Group, Inc., the parent company in a financial 
conglomerate that included a large broker-dealer subsidiary, encountered a financial 
crisis and became unable to roll over its commercial paper, and its counter-parties 
similarly declined to trade with it. Its bankruptcy (and that of its broker dealer sub-
sidiary) led Congress to enact the Market Reform Act of 1990 to add Section 17(b) to 
the Securities and Exchange Act of 1934. For a review of this last major broker-dealer 
insolvency before the current crisis, see Sec. & Exch. Comm’n, Office of Inspector 
Gen., SEC’s Oversight of Bear Stearns and Related Entities: Broker-Dealer Risk As-
sessment Program 1 (Report No. 446-B, Sept. 25, 2008), available at  
http://www.sec-oig.gov/Reports/AuditsInspections/2008/446-b.pdf. The foregoing SEC 
Inspector General’s Report found the Commission to have poorly implemented the 
Broker-Dealer Risk Assessment Program that had been established pursuant to 
§ 17(h) in response to the Drexel bankruptcy. Id. at v. 

110 For this view, see Richard Mendales, supra note 73, at 34–38. Professor Mendales 
argues convincingly that (1) the focus of disclosure should be on the quality of the col-
lateral in the securitized pool, not on the historical returns on mortgages, and (2) un-
derwriters should be required to perform sufficient due diligence to document all the 
loans in the pool. Regulation AB did neither. 

111 See supra notes 100–101 and accompanying text. 
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volves two issues: (1) Who can best monitor the safety and sound-
ness of these institutions: the SEC, the Federal Reserve or some 
new entity, and (2) what role can safely be given to industry self-
regulation? Against this backdrop, we turn next to the Treasury’s 
proposals. 

III. CAN PRINCIPLES REPLACE RULES? 

Recent discussions about reforming the SEC, including the 
Blueprint, have been laced with earnest invocations of the superi-
ority of “principles” as a basis for any regulatory reform and a cor-
responding denigration of “rules-based” regulation.112 Like others, 
the Blueprint stresses that a quick change to a principles-oriented 
system is vital to maintaining global competitiveness.113 The finan-
cial industry generally agrees.114 Accordingly, this section reviews 
the literature on the principles versus rules debate. Not surpris-
ingly, we conclude, first, that our current system maintains a sub-
tler balance between the two than has generally been recognized 
and, second, that without rules, enforcement, and any sense of par-
ity therein, this system would decline in ways that business would 
actually find unpalatable. 

The standard analysis―both legal and economic―has long rec-
ognized that a principles-based system of regulation is broader and 
more fluid than its rules-based counterpart. Where a rule deline-

112 See, e.g., Jeremy Grant, US Firms Lobby for Regulation by Principles, Fin. 
Times, Sept. 17, 2007, at 22 (reporting the praising of the proposed switch to a princi-
ples-based regulatory regime because it would improve both regulation enforcement 
and U.S. capital market competitiveness in the world); Adam Shell, Paulson Criticizes 
Regulation, USA Today, Nov. 21, 2006, at 4B (quoting Paulson as saying that we must 
“rise above a rules-based mind-set . . . and adopt a more principles-based approach”). 

113 See, e.g., Jenny Anderson, On Paper, Wall Street Gets Its Way, N.Y. Times, Apr. 
1, 2008, at C1; Grant, supra note 112, at 22; Shell, supra note 112, at 4B (stating that 
Paulson’s speech was spurred on by industry complaints about rules that dampen 
competitiveness). But see Doidge, Karolyi & Stulz, supra note 10, at 4–5 (arguing that 
it is “simply wrong” to interpret the growth of market share in London as “evidence 
of a decline in the attractiveness of U.S. exchanges”). 

114 See Anderson, supra note 113, at C1 (quoting Lehman Brothers CLO saying that 
he thought that the proposal for a principles-based system would be “a major step 
forward”); Grant, supra note 112, at 22 (noting that Jamie Dimon, chief executive at 
JP Morgan Chase, and Dick Kovacevich, chairman of Wells Fargo, spearheaded an 
effort to lobby Washington to change the regulatory structure from a rules-based sys-
tem to a principles-based system because it would “improve the competitiveness of 
capital markets”). 
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ates, ex ante, allowed conduct, a principle provides a more general 
description of acceptable conduct.115 The regulator charged with en-
forcing the principle decides, ex post, whether particular conduct is 
acceptable and whether the conduct in question violates the princi-
ple.116 

This balance between the ex ante decision under a rules-based 
regime and the ex post decision under a principles-based system is 
best illustrated by using the example of alternative ways to regulate 
speed limits.117 A speed limit crafted as a rule may prohibit driving 
above seventy miles an hour. Anyone who does so breaks the rule. 
That is as simple as it can get, and the regulator, or fact-finder, 
need only find that the speed exceeded the limit and apply the 
penalty. 

In contrast, a speed limit crafted as a principle may simply pro-
hibit driving at an excessive speed. This is even simpler to draft, 
but harder to apply. Now, the fact-finder must examine the rele-
vant circumstances, which could include many factors from 
weather to age, driving experience, and type of vehicle, in order to 
determine what speeds are excessive. Different conditions could 
yield different results. In addition, the fact-finder would have to 
determine the actual speed and then apply the condition-based 
principle to that speed. Over time, one suspects that prosecutors, 
fearing reversal, may enforce the principles-based prohibition only 
in more egregious cases. Empirical observers may report that 
prosecutions occurred only when some other factor (suspected 
drunk driving, extreme high speed, or reckless driving behavior) 
was observed. 

115 See Louis Kaplow, Rules Versus Standards: An Economic Analysis, 42 Duke L.J. 
557, 559–60 (1992); see also Henry M. Hart, Jr. & Albert M. Sacks, The Legal Process: 
Basic Problems in the Making and Application of Law 155–58 (1958); Frederick 
Schauer, Playing by the Rules: A Philosophical Examination of Rule-Based Decision-
Making in Law and in Life 12–15 (1991); Duncan Kennedy, Form and Substance in 
Private Law Adjudication, 89 Harv. L. Rev. 1685 (1976); Pierre Schlag, Rules and 
Standards, 33 U.C.L.A. L. Rev. 379 (1985). 

116 Kaplow, supra note 115, at 560. 
117 Almost all commentators seem to have used this example. See, e.g., Cristie L. 

Ford, New Governance, Compliance, and Principles-Based Securities Regulation, 45 
Am. Bus. L.J. 1, 6 (2008); Kaplow, supra note 115, at 560; Frederick Schauer, The 
Tyranny of Choice and the Rulification of Standards, 14 J. Contemp. Legal Issues 803, 
803–04 (2005). 
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Clearly, the above described speed-limit rule is easier and less 
costly to enforce than its principle counterpart. Because a rule is 
easy to apply, it is often said to promote values like precision and 
certainty, equality and uniformity, and predictability and transpar-
ency.118 Transparency and certainty are maximized because the 
rule’s application leads to specific and known consequences.119 
These factors, in turn, affect the way in which regulators decide 
whether to enforce certain laws and how often.120 Clear and easy 
rules prompt easy, lower cost enforcement.121 

Still, these advantages are tempered by countervailing disadvan-
tages. A rule, because it is certain, does not allow for flexibility or 
substantive equality.122 It can be over- or under-inclusive, and can 
encourage behavior that is socially irresponsible up to the line it 
draws.123 In addition, when times change, rules may need to change, 
but that process may be slow and costly, requiring in the case of 
administrative regulations, promulgation, debate, and revision.124 

In contrast, the speeding principle allows for flexibility.125 Here, if 
the fact-finder determines the weather and lighting were sufficient 
to allow a speed of 70 miles per hour, then 70 it is. In alternative 
conditions, the allowed limit may be 50. Drivers face uncertainty, 

118 See, e.g., Kennedy, supra note 115, at 1688 (noting that rules promote “restraint 
of official arbitrariness and certainty”); see also Schlag, supra note 115, at 384 (de-
scribing the argument that the “sharp line” drawn by rules promotes certainty and 
understandability). 

119 See, e.g., Kaplow, supra note 115, at 563 (“Because learning about a rule is 
cheaper, individuals may spend less in learning about the law, and may be better 
guided by a rule since the law’s content can be more readily ascertained.”). 

120 See, e.g., id. (arguing that rules are cheaper to enforce because the majority of 
costs are borne during promulgation, whereas principles require additional costs for 
each instance of enforcement). 

121 See, e.g., id. at 573 (arguing that rules become cheaper than standards as the fre-
quency of enforcement increases). 

122 See, e.g., Schlag, supra note 115, at 384–85 (describing how the “sharp line” 
drawn by rules may mete out seemingly disproportionate punishment). 

123 See Kennedy, supra note 115, at 1695 (noting that with rules, “sometimes per-
fectly innocent behavior will be punished, and that sometimes plainly guilty behavior 
will escape sanction”); see also Kaplow, supra note 115, at 591 (noting that rules may 
prohibit socially acceptable behavior while failing to prohibit undesirable behavior). 

124 See, e.g., Kaplow, supra note 115, at 562 (noting that “[r]ules are more costly to 
promulgate than standards because rules involve advance determinations of the law’s 
content”). 

125 See, e.g., id. at 560 (describing how “[a] standard may entail leaving both specifi-
cation of what conduct is permissible and factual issues for the adjudicator”). 
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but gain the ability to adapt their behavior to changes in weather, 
car design, or circumstances. Further, a principle need not be rede-
fined when circumstances change, because the principle incorpo-
rates adaptive flexibility up front. 

To be sure, flexibility has its downsides. Neither those trying to 
abide by the law nor those doing the enforcing are certain what 
“it” is.126 Both have to assess and interpret the principle.127 The 
regulator then has to attempt to enforce its interpretation of the 
uncertain principle. Those with ample resources have greater in-
centive to contest the principle’s application to them. The result 
can be variation, more opportunities for manipulation and risky 
behavior, as well as increased enforcement costs as regulators 
struggle to define the inappropriate behavior and then enforce that 
standard on those who will argue the conduct was not within the 
intended definition.128 As the simple speeding example makes clear, 
this debate has multiple dimensions. Neither side wins—absolutely. 
The right choice of a rules-based or principles-based system de-
pends on the circumstances. To the extent that a principles-based 
standard is more costly for the regulator to enforce and to the ex-
tent that the regulator is resource constrained, a principles-based 
system may result in less enforcement, lower penalties, and a larger 
de facto zone of regulatory immunity for those subject to it. 

Although the debate about rules-based and principles-based 
standards often occurs as if the two never overlap, in reality they 
usually coexist.129 Indeed, the use of the term “based,” as in “prin-
ciples-based” or “rules-based,” is illuminating. Most systems are 
really combinations of the two, with the major difference being the 

126 See, e.g., Schlag, supra note 115, at 385 (describing how the uncertainty surround-
ing standards may create “confusion about what is or is not permissible”). 

127 See, e.g., id. at 387 (describing how standards require evaluative judgments by 
subordinates which “increase the likelihood of erroneous determinations”). 

128 See, e.g., Kaplow, supra note 115, at 562–63 (noting that “standards are more 
costly for .. .enforcement authorities to apply because they require later determina-
tions of the law’s content”); Schlag, supra note 115, at 385 (describing the argument 
that with unclear standards, “decision makers in borderline cases are likely to reach 
erratic results”). 

129 See, e.g., Kaplow, supra note 115, at 561 (noting that “legal commands mix [rules 
and standards] in varying degrees”); Kennedy, supra note 115, at 1688 (describing 
rules and standards as “distinct but overlapping”). 
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location of the system’s center of gravity in one or the other sys-
tem.130 

The U.S. securities regime has obvious examples of both. Con-
sider the types of financial disclosures required by Regulation S-K. 
This telephone book-length regulation controls the disclosures that 
companies must make when seeking to offer securities to the pub-
lic and when crafting the required annual reports. Regulation S-K 
operates by delineating required disclosures. Many of its provisions 
also contain specific materiality thresholds, or rules.131 But the cer-
tainty thereby afforded is undercut by, for example, Rule 12b-20 
under the Securities Exchange Act, which obligates an issuer to 
disclose “[i]n addition to the information expressly required to be 
included in a statement or report, . . . such further material infor-
mation, if any, as may be necessary to make the required state-
ments, in the light of the circumstances under which they are made 
not misleading.”132 Thus, the SEC’s disclosure instructions backstop 
a series of rules with a general principle. Not surprisingly, the SEC 
likes to wear both a belt and suspenders. 

Now consider Item 404 of Regulation S-K.133 It requires disclo-
sure of transactions exceeding $120,000 between the issuer and di-
rectors, officers, and 5% stockholders (as well as the family mem-
bers of those groups).134 It also requires disclosure of related 
entities in which these groups have an interest greater than 10%, at 
least when 10% is the materiality threshold for this provision.135 
Here, then, is an example of a precise disclosure rule. It is just one 

130 See, e.g., Lawrence A. Cunningham, A Prescription to Retire the Rhetoric of 
“Principles-Based Systems” in Corporate Law, Securities Regulation, and Account-
ing, 60 Vand. L. Rev. 1411, 1413 (2007). 

131 See 17 C.F.R. § 229.402 (2008) (defining the materiality threshold of compensa-
tion information by enumerating a list of material elements of the compensation); 17 
C.F.R. § 229.601 (2008) (defining the materiality threshold of contracts that must be 
filed and disclosed with the registration statement to the SEC); 17 C.F.R. § 229.903 
(2008) (defining, by an enumerated list, specific activities or events that constitute a 
“material risk” and should be reported in a disclosure statement to investors). 

132 17 C.F.R. § 240.12b–20 (2008). 
133 17 C.F.R. § 229.404 (2008). 
134 See id. 
135 See id. 
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of many contained in the Regulation S-K, which is one of the most 
lengthy Regulations the SEC has promulgated.136 

A requirement like that contained in Item 404 is clear. Because 
it is clear, violations are more straightforward. Either a company 
discloses all of the required transactions or it does not. Straight-
forward violations are easier to prove. If the violation is easy to 
spot and prove, enforcing the regulation is also easy.137 Herein lies 
the rub. Industry may well want a principles-based system because 
it is more difficult to enforce, and will, therefore, result in fewer en-
forcement actions.138 Rest assured, however, that more is involved 
in the debate. 

The next issue is that of safe harbors.139 Contrast Item 404―a 
quintessential example of a rules-based system―with the way that 
industry has pressed for a safe harbor on the definition of material-
ity. Material misstatements or omissions can, of course, result in li-
ability.140 The definition of the term “material” thus determines 
when liability arises. According to the Supreme Court, the key 
question in this definition is whether a reasonable investor would 
care. Not all information is equal. Information is material, how-
ever, if there is a “substantial likelihood that [a] disclo-
sure . . . would [be] viewed by [a] reasonable investor as having 
significantly altered the ‘total mix’ of information made avail-
able.”141 This judicial definition is a principle. In order to determine 
whether a misstatement is material, you have to determine who the 
“reasonable” investor is, what information that investor would find 

136 See John C. Coffee, Jr., Joel Seligman & Hillary A. Sale, Federal Securities Laws: 
Selected Statutes, Rules and Forms 242–377 (2008). 

137 See Cunningham, supra note 130, at 1424. 
138 See Anderson, supra note 113, at C1 (quoting former SEC commissioner Harvey 

J. Goldschmid as opining that some principles-based “advocates want broad princi-
ples that will not be enforced”). 

139 Safe harbors, or delineated protections, exist throughout the securities laws and 
regulations. See, e.g., 15 U.S.C. § 78u-5 (providing safe harbor protection for forward-
looking statements accompanied by meaningful cautionary language); Rule 10b5-1, 17 
C.F.R. § 240.10b5-1 (2008) (defining when certain purchases or sales of securities by 
an insider are exempt from insider trading liability). 

140 See, e.g., 17 C.F.R. § 240.10b5-1 (creating liability for purchasing or selling securi-
ties based upon “material nonpublic information”); TSC Indus., Inc. v. Northway, 426 
U.S. 438, 445 (1976) (court states that liability may be conditioned upon material 
omissions of facts that a reasonable investor would have found important in deciding 
whether to invest). 

141 TSC Indus., Inc., 426 U.S. at 449. 
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