
By C. Evan Stewart

I N THE age-old Chicken Little fable, 
Chicken Little, while eating lunch 
one day, has an acorn hit her on the 
head and she concludes that “[t]he 

sky is falling.”1 Her analysis and conclusion, 
as well as the hysteria that she then engen-
ders, should be cautionary tales for those 
who have publicly been bemoaning the fast 
eroding primacy of the U.S. capital markets. 
Query whether these people are right either 
on the evidence or as to the remedies they 
propose to fix the problem they have identi-
fied. Query also whether by focusing on this 
issue we are missing the more significant 
problem(s) we face.

What Is the Problem?
There seems to be a growing consensus 

among the cognoscenti that the primacy of the 
U.S. capital markets is under serious attack, 
the consequences of which are too dire to 
even contemplate. Treasury Secretary Henry 
M. Paulson Jr., Mayor Michael R. Bloomberg, 
Senator Charles E. Schumer, Governor Eliot 
Spitzer, the U.S. Chamber of Commerce, and 
many others, have all weighed in, with the 
principal “bad guys” identified as “the growth 
of U.S. regulatory compliance costs and liabil-
ity risk.”2

More specifically, the critiques have pointed 
out (i) the costs and complexities of the Sar-
banes-Oxley legislation—and §404, in particu-
lar (Section 404 requires public companies to 
demonstrate on an ongoing basis that they 
have sufficient internal controls to prevent 
fraud); (ii) the fact that many of the world’s 
largest IPOs have recently been taking place 
outside the United States; (iii) the premium 
investors pay for shares of foreign companies 
listed in the United States is markedly down;3 

(iv) the civil litigation system in the United 
States places a litigation tax on doing busi-
ness here;4 and (v) the regulatory/enforcement 
costs of doing business here are materially 
greater than under any other country’s regu-
latory scheme.5

Both the Chamber of Commerce and a pri-
vately funded group, the Committee on Capi-
tal Markets Regulation, have issued reports 
and suggested reforms to slow or reverse 
the disturbing trends.6 At the same time, the 
Securities and Exchange Commission itself 
has proposed a number of reforms along the 
same lines. And not to be outdone, New York’s 
governor has recently weighed in with a few 
reforms of his own.7 What are the essentials 
of all these reforms? They are:

• to modify §404 somewhat, imposing 
a “materiality standard” vis-à-vis the 
required internal controls, and what the 
auditors would be required to test for in 
that regard;
• to postpone §404’s application for 
“smaller” public companies;
• to make it easier for foreign companies 
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to delist from U.S. securities exchanges;
• to tone down prosecutorial “kill-the-cor-
poration” tactics (e.g., alter the govern-
ment’s “cooperation” policies, establish 
that a selective waiver of attorney-client 
privileged information to governmental 
entities does not constitute a waiver as 
to civil litigants, etc.);
• to make the prosecution of federal secu-
rities fraud cases more difficult;
• to reduce/consolidate the number of 
securities regulators;
• to scrap the United States’ complex 
regulatory scheme (with the harsh regu-
latory enforcement environment used to 
enforce our current system), and to adopt 
instead the “principles-based” regulatory 
scheme utilized by the Financial Services 
Authority (FSA) in London.

Will the Reforms Save the Markets?
The short answer to the question posed 

above is: no. Even a relatively quick and dirty 
look at each of the reforms reveals why that 
would be the case.

First of all, many of the attacks on §404 
have had their desired effect. Both the SEC 
and the PCAOB (Public Company Account-
ing Oversight Board) have issued a new 
materiality standard in an attempt to make 
compliance easier and more cost-effective.8 
The SEC has also announced that it will delay 
the application through the end of 2009 for 
companies with a public float of less than 
$75 million.9 And the SEC has not only ruled 
that foreign companies do not have to adjust 
to American accounting standards, but has 
further proposed to make it easier for foreign 
companies to leave U.S. markets.10

What is the likely impact of these specific 
changes? Not to be unduly pessimistic, but 
it is highly unlikely to bring nirvana. Just to 
comply with the new standard of material-
ity will take some time for companies, and 
whether the associated costs will be greatly 
reduced is anyone’s guess. The whole costs 
issue seems to be a bit of a red herring in 
any event because the costs associated with 
§404 compliance have been going down sig-
nificantly over time.11 Extending the witching 
hour for small companies for another year 
seems unlikely to assist those companies 
in the “long run”—the SEC should fish or 
cut bait: either exempt small companies or 
mandate compliance. And as to the foreign 

accounting and delisting “reforms,” they 
seem counterintuitive—we are going to be 
better off by having less transparent books 
and records and we are going to encourage 
companies to come to the United States by 
making it easier to leave?12

What about changing the government’s 
prosecutorial zeal? Well, maybe there is less 
kill-the-company rhetoric (with instead an 
increased number of deferred prosecution 
agreements), but there also seems to be 
no shortage of push-beyond-the-envelope 
prosecutions brought on by the government 
against white collar defendants.13 It is true 
that the Justice Department has “amended” 
its corporate “cooperation” policy—-no longer 
will companies be deemed “uncooperative” if 
they do not waive the attorney-client privilege 
or if they live up to their corporate bylaws 
and advance legal fees to employees who are 
government targets.14 Because of the yawning 
gap that exists with this not-so-substantial 
shift (i.e., according to the “amended” policy, 
companies will be given affirmative credit for 
waiving the privilege and doing other things 
deemed cooperative), Congress has before it 
legislation to prevent the Justice Department 
from pressuring companies to waive the attor-
ney-client privilege.15 But even if this were to 
become law, it would have no binding effect 
upon other semi-governmental organizations 
(e.g., FINRA, the Financial Industry Regulatory 
Authority) or the numerous state regulators 
(e.g., state attorney generals).

Legislation on a related front—to allow for 
the selective waiver of privileged informa-
tion—was almost introduced in Congress.16 
Selective waivers, however, are unnecessary, 
bad public policy, and counterproductive 
and counterintuitive to strengthening the 
privilege.17 As such, the concept “proved 
to be very controversial,” and it was pulled 
from proposed amendments to the Federal 
Rules of Evidence.18

With respect to altering the civil litigation 
landscape, much of the critics’ “wish list” has 
already been accomplished. Three recent U.S. 
Supreme Court rulings have made prosecuting 
complex civil litigation more difficult (if you are 
a plaintiff’s lawyer) or more properly rigorous 
(if you are a defense lawyer). In Bell Atlantic 
Corp. v. Twombly,19 for example, the Court held 
that the mere allegation of parallel antitrust 

conduct was insufficient as a matter of plead-
ing an antitrust conspiracy in order to survive 
a motion to dismiss under the Federal Rules 
of Civil Procedure. And in Credit Suisse Secu-
rities (USA) LLC v. Billing,20 the Court upheld 
the doctrine of implied immunity, ruling that 
conduct actionable under the antitrust laws 
may not also be actionable under the securities 
laws if conflicting regulatory prerogatives of 
the Securities and Exchange Commission have 
been (are, or could be) put at issue.21 

Most recently, in Stoneridge Investment 
Partners LLC v. Scientific-Atlanta Inc.,22 the 
Court rejected the plaintiffs’ bar’s attempt-
ed end-run around Central Bank23 (via the 
concept of “scheme liability”) and reaf-
firmed that any 10b-5 claim must properly 
allege that the aggrieved plaintiff(s) relied 
upon some act or omission by a primary  
violator defendant(s).24

The over-proliferation of securities regula-
tors in the United States has been an issue for 
time immemorial. And there have been some 
recent steps to address this situation—most 
prominently, the merging of certain func-
tions of the New York Stock Exchange and 
the National Association of Securities Dealers 
into the Financial Industry Regulatory Author-
ity.25 Other ways to “simplify” certain aspects 
of the regulatory oversight system have been 
proposed, but whether they will come to frui-
tion is anyone’s guess.26

But besides bureaucratic inertia and the dif-
ficulty inherent in unwinding the mind-boggling 
complexity of our current system, the notion 
that regulators (and prosecutors) are going to 
give up an incredibly powerful weapon that 
they currently employ in the manifestation of 
parallel proceedings is extremely naïve. The 
Kafkaesque whipsaw to which governmental 
targets can find themselves exposed when dif-
ferent regulators go after them is a (regrettably) 
common occurrence in the current regulatory 
system.27 And while this practice recently took 
a hit in at least one prominent case,28 govern-
ment lawyers with whom I have spoken do not 
see a change in these tactics any time soon. So 
long as that is so, we should not expect a huge 
overhaul of the regulatory structure (at least 
for compliance and enforcement purposes).

Finally, what about changing the basic phi-
losophy of securities regulation altogether 
and endorsing the FSA’s “principles-based” 
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system? This is clearly a “grass is greener” 
notion. Those who are directly familiar with 
the FSA’s system do not think it really works 
all that well in promoting and ensuring 
investor protection.29 And its performance 
in the recent banking crisis led a committee 
of Parliament to conclude that the FSA had 
“systematically failed in its duty as a regu-
lator,” and that the entire matter had been 
“damaging to the financial services industry 
in the United Kingdom.”30 Do we really want 
to emulate that?

So what is the bottom line? Even the (more 
sage) promoters of these reforms think they 
will not make much of an impact (not even 
taking into account the limitations noted 
above). When the Committee on Capital Mar-
kets issued its first report in November 2006 
(with its multitude of proposals), here is what 
the committee wrote:

The Committee concludes that four factors 
are responsible for loss of U.S. competi-
tiveness to foreign and private markets: 
(i) an increase in the integrity of and trust 
in major foreign public markets result-
ing from more transparency and better 
disclosure; (ii) a relative increase in the 
liquidity of foreign and private markets, 
thus making it less necessary to go to 
the U.S. public equity capital markets for 
funding; (iii) improvements in technology, 
making it easier for U.S. investors to invest 
in foreign markets; and (iv) differences 
in the legal rules governing the U.S. pub-
lic markets and the foreign and private 
alternatives.
There is little public policy can do to 
reverse the impact of the first three  
factors….31

Beyond the committee’s correct conclusion 
as to our inability to stem some, most, or all 
of the market share we have lost, should we 
just throw in the towel and concede defeat? 
I would argue that if we stick to our knitting 
and remain committed to the U.S. markets 
being the best regulated, most transparent, 
most stable, and most devoted to investor 
protection, investors will continue to prize 
those criteria and want to keep well-invested 
in the United States, especially in times of 
great volatility and uncertainty.32

What Are We Missing?

By focusing on events we cannot really con-
trol (and which may not be as catastrophic as 
some envision), are we missing more impor-

tant challenges to our economy? I can think 
of at least two. One very important challenge 
comes from the phenomenon titled Sovereign 
Wealth Funds. What are Sovereign Wealth 
Funds (SWFs)? They are state-owned invest-
ment entities which (to quote Carl Sagan) 
have billions and billions of financial assets, 
resources they are ready, willing, and able 
to invest.33 There are some observers who 
fear SWFs because of the potential geopo-
litical influence they can wield, while others 
view investments by SWFs as just that and 
no more.34 

There can be no doubt that SWFs have been 
quite active in the United States recently, most 
visibly in providing huge capital infusions into 
some of the country’s largest financial institu-
tions laid low by the subprime meltdown.35 
Who knows whether SWFs will ultimately be 
good, benign, or something else? What is clear 
is that this is a matter worthy of close study 
going forward.36

Another very important challenge comes 
from the weakness of the dollar. Besides allow-
ing foreigners to visit America and load up on 
“cheap” goodies (while also making trips to 
Europe for U.S. citizens obscenely expensive), 
the dollar’s precipitous decline against other 
key currencies needs to be addressed, and 
soon.37 One consequence of this situation is 
that the oil-producing Gulf States (with oil 
being pegged to the dollar) are experienc-
ing serious inflation. (Gulf currencies have 
fallen relative to other currencies—e.g., the 
euro—which has caused imports and the cost 
of living to jolt upward.) 

At a time when foreign investors are already 
starting to move some of their money out of 
the United States, the Gulf States are mak-
ing public noises about unhooking their 
currencies from the dollar (Iraq and Kuwait 
have already done so).38 If this were to occur 
across the board—for example, if OPEC were 
to start pricing oil in euros—what would the 
Chinese and Japanese (with their immense 
energy needs) do with their vast U.S. Treasury 
holdings? If they were to cash most or all of 
those holdings and convert them into euros 
in order to pay OPEC, what might happen 
to the U.S. economy, our trade deficit, our 
standard of living, etc.?39 This is not a pretty 
picture to contemplate.

Conclusion
We have come a long way since Frances 

Fukuyama proclaimed “The End of History.” 
While we have an amazingly resilient economy, 
our country faces truly significant economic 
challenges in the near and mid-term. Better 
we face them head-on and without wasting 
our energies on tinkering with our legal and 
regulatory systems in an attempt to deal with 
trends in how capital is raised—trends we 
can do little to stop or reverse.
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