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Archangel Problems: The SEC and 
Corporate Liability* 

Much ink has been spilled about the so-called “London Whale” scandal 
involving JPMorgan Chase & Co. that occurred in 2012—not surprisingly, 
given that the scandal is an accessible reference point in the leitmotif of 
corporate law and finance post-2008.  But the London Whale case is more than 
that.  It is a timely and illustrative example of some challenging and important 
problems facing government regulators in today’s financial markets.  In 
particular, the London Whale case demonstrates that the Securities and 
Exchange Commission, the United States’ chief regulator of the nation’s 
financial markets, is increasingly a part of the problem rather than the 
solution.  This Note examines the London Whale case in this light by taking a 
closer look at the implications the case has for America’s changing financial 
markets and for the Securities and Exchange Commission’s role in those 
markets. 
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Introduction 

October 15, 2013, seemingly marked the end of the mounting civil 
monetary penalties against JPMorgan Chase & Co. (JPM) in the wake of 
what has come to be known as the “London Whale” trading scandal.  On 
that day, JPM agreed to a $100 million settlement with the Commodity 
Futures Trading Commission in connection with the debacle, bringing the 
total that the bank has had to pay to a number of U.S. and U.K. regulators to 
over $1 billion.1  Of course, the bank’s woes are likely far from over,2 and 
the fates of the traders personally involved have yet to be determined 
(though their prospects are not great).3  The penalties come on top of 
trading losses stemming from the scandal that potentially exceed $7 
billion.4  Given the roughly $8 billion price tag (which includes half of JPM 
CEO Jamie Dimon’s personal salary5), it is safe to assume that JPM is 
happy to put this particular matter to rest. 
 

1. Silla Brush, JPMorgan Said to Settle CFTC London Whale Trading Probe, BLOOMBERG 
(Oct. 15, 2013), http://www.bloomberg.com/news/2013-10-15/jpmorgan-said-to-settle-cftc-lond 
on-whale-probe-for-100-million.html. 

2. See id. (noting that the Securities and Exchange Commission (SEC) and Department of 
Justice (DOJ) investigations remain ongoing); cf. Bess Levin, Jamie Dimon Loves the Thrill of 
Running a Large Corporation that Faces Daily Threats of Multi-Billion Dollar Fines, and He’s 
Excited About the Prospect of Doing It Somewhere Else Someday, DEALBREAKER (Oct. 15, 2013, 
3:40 PM), http://dealbreaker.com/2013/10/jamie-dimon-loves-the-thrill-of-running-a-large-corpor 
ation-that-faces-daily-threats-of-multi-billion-dollar-fines-and-hes-excited-to-doing-it-
somewhere-else-some-day/ (quipping about JPM’s role as financial regulators’ perennial 
whipping boy).  The level of public outrage suggests that JPM’s trial in the court of public opinion 
stands to become a fixture of corporate reportage.  See, e.g., Claudia Zeisberger & Andrew Chen, 
Perspective: The ‘London Whale,’ INSEAD KNOWLEDGE (Oct. 4, 2013), http://knowledge.insead 
.edu/business-finance/banking-insurance/perspective-the-london-whale-2867 (announcing a forth-
coming case study of the London Whale scandal). 

3. See Complaint at 1, SEC v. Martin-Artajo, No. 13 CV 5677 (S.D.N.Y. Aug. 14, 2013) 
[hereinafter SEC Complaint] (bringing civil charges against two traders involved); Sealed 
Complaint at 1, United States v. Grout, No. 13 MAG 1976 (S.D.N.Y. Aug. 9, 2013) [hereinafter 
DOJ Indictment, Grout] (indicting a trader involved); Sealed Complaint at 1, United States v. 
Martin-Artajo, No. 13 MAG 1975 (S.D.N.Y. Aug. 9, 2013) [hereinafter DOJ Indictment, Martin-
Artajo] (same); see also Matt Levine, The London Whale Hated All the Lying About How Much 
Money He Was Losing, DEALBREAKER (Aug. 14, 2013, 12:00 PM), http://dealbreaker 
.com/2013/08/the-london-whale-hated-all-the-lying-about-how-much-money-he-was-losing/. 

4. Jessica Silver-Greenberg, New Fraud Inquiry as JPMorgan’s Loss Mounts, DEALBOOK, 
N.Y. TIMES (July 13, 2012, 11:49 AM), http://dealbook.nytimes.com/2012/07/13/jpmorgan-says-
traders-obscured-losses-in-first-quarter/. 

5. Christina Rexrode, JPMorgan CEO Jamie Dimon’s Pay Slashed in Half over London 
Whale Loss; Bank’s Profits Spike, HUFFINGTON POST (Jan. 16, 2013, 9:45 PM), http://www 
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At $1 billion, one would be remiss to fail to point out that the London 
Whale penalties pale in comparison to amounts that JPM has recently 
agreed to pay out in connection with other, unrelated events.6  But the 
London Whale penalties are troubling not because of their amount but 
because they exist at all.  One segment of the penalties is particularly 
worrisome: the Securities and Exchange Commission (SEC)’s extraction of 
$200 million in a settlement related to JPM’s alleged violation of the 
Securities Exchange Act of 1934 (Exchange Act)’s internal control 
provisions.  Implemented in 1977 as part of the Foreign Corrupt Practices 
Act (FCPA), the SEC initially wanted little to do with enforcing the internal 
control provisions.7  However, since the 2008 financial crisis, the SEC has 
taken a more liberal enforcement approach that has proved somewhat 
controversial.8  To the extent that the London Whale settlement indicates 
the SEC’s intent to continue to expansively construe its regulatory authority 
under the internal control provisions, it is troubling because it represents an 
expansion of liability with no concomitant expansion of policy-
implementation certainty for companies subject to the provisions. 

Liability represents a cost to companies subject to it.  And 
increasingly, the SEC’s enforcement of the Exchange Act’s internal control 
provisions makes enforcement penalties simply a cost of doing business.  
Companies can find little guidance—and even less comfort—in the SEC’s 
various attempts to clarify the scope of its enforcement priorities under 
these provisions.  And comparing the SEC’s stated priorities with its actual 
pattern of enforcement only increases the uncertain scope of liability.  
Accordingly, it has become cheaper and more efficient for individual 
companies to simply settle with the SEC when it brings an enforcement 
action rather than for those companies to attempt to convince a court that 
their actions were appropriate under the current regulatory framework.  The 
cost-of-doing-business nature of SEC enforcement is particularly apparent 
in the context of its enforcement of the Exchange Act’s internal control 
provisions.  As the London Whale settlement and other recent SEC 
 

.huffingtonpost.com/2013/01/16/jamie-dimon-pay-cut_n_2485990.html. 
6. See, e.g., Tom Schoenberg et al., JPMorgan Said to Reach Record $13 Billion U.S. 

Settlement, BLOOMBERG (Oct. 20, 2013), http://www.bloomberg.com/news/2013-10-19/ 
jpmorgan-said-to-have-reached-13-billion-u-s-accord.html (reporting on JPM’s $13 billion 
settlement with the DOJ related to its mortgage-bond business); Jessica Silver-Greenberg, For 
JPMorgan, $4.5 Billion to Settle Mortgage Claims, DEALBOOK, N.Y. TIMES (Nov. 15, 2013, 6:20 
PM), http://dealbook.nytimes.com/2013/11/15/jpmorgan-reaches-4-5-billion-settlement-with-
investors/ (reporting on JPM’s $4.5 billion settlement with a group of investors related to its sale 
of mortgage-backed securities). 

7. See William J. Stuckwisch & Matthew J. Alexander, The FCPA’s Internal Controls 
Provision: Is Oracle an Oracle for the Future of SEC Enforcement?, CRIM. JUST., Fall 2013, at 
10, 11. 

8. See, e.g., id. at 14–16 (discussing a recent SEC enforcement action under the Exchange 
Act’s internal control provisions, which introduced a new level of uncertainty with regard to 
complying with those provisions). 
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enforcement actions demonstrate, companies seem to believe that they have 
little choice but to comply with the SEC’s edicts under these provisions. 

But the internal control provisions represent more than just a cost of 
doing business because they allow the SEC to impose substantive corporate 
governance requirements on companies subject to them.  Although the 
proper scope of government involvement in the marketplace is fiercely 
debated,9 I take no position in this normative (and empirical) debate.  
Instead, in this Note I assume that government has a role to play in setting 
corporate governance polices and argue that the way the SEC currently 
imposes these policies is fraught with uncertainty.  This Note seeks to use 
the London Whale settlement and the SEC’s enforcement of the Exchange 
Act’s internal control provisions to illustrate that the SEC’s unpredictable 
approach is increasingly problematic.  This Note also proposes a potential 
solution that could serve as a model for other areas of enforcement that 
raise similar concerns regarding the SEC’s ad hoc approach.  Specifically, I 
propose that the Exchange Act should be amended to eliminate corporate 
liability for internal control violations and to make clear that the SEC can 
only impose liability on individuals within a company for these violations. 

This Note proceeds in five Parts.  Part I provides the specifics of the 
London Whale trading scandal and subsequent SEC enforcement action and 
compares the London Whale enforcement action to a similar action in 
which the SEC declined to impose corporate penalties.  Part II articulates 
some reasons for the unpredictable pattern of SEC enforcement and locates 
this discussion in the context of the increasing substitutability of the public 
and private securities markets.  Part III details some specific problems 
caused by unpredictable SEC enforcement and explains why those 
problems frustrate the SEC’s stated normative goals.  Part III also compares 
the current pattern of SEC enforcement with private-party enforcement 
under the securities laws in order to identify the proper foundation for a 
potential solution.  Part IV then proposes an amendment to the Exchange 
Act’s internal control provisions as a solution to the problem of 
unpredictable SEC enforcement.  Specifically, Part IV recommends that the 
SEC should only be allowed to impose liability for violations of the internal 
control provisions on those individuals who actually violate a company’s 
internal controls.  This solution would insulate companies from pro forma 
 

9. Particularly in the context of mandatory disclosure rules.  Compare, e.g., John C. 
Coffee, Jr., Market Failure and the Economic Case for a Mandatory Disclosure System, 70 VA. L. 
REV. 717, 721–23 (1984) (advancing arguments in favor of mandatory disclosure rules), and 
Zohar Goshen & Gideon Parchomovsky, The Essential Role of Securities Regulation, 55 DUKE 

L.J. 711, 755–66 (2006) (same), with Frank H. Easterbrook & Daniel R. Fischel, Mandatory 
Disclosure and the Protection of Investors, 70 VA. L. REV. 669, 687 (1984) (suggesting that 
mandatory disclosure rules may be unnecessary), and Roberta Romano, Empowering Investors: A 
Market Approach to Securities Regulation, 107 YALE L.J. 2359, 2373–81 (1998) (“There is little 
tangible proof of the claim that corporate information is ‘underproduced’ in the absence of 
mandatory disclosure . . . .”). 
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and unpredictable enforcement of those provisions because the companies 
themselves would not be liable.  Crucially, this solution would increase 
policy-implementation certainty for companies, reintroduce normative 
consistency into SEC enforcement practice, and still leave the SEC with 
room to prescribe governance requirements in appropriate instances.  This 
solution would also recalibrate the efficiency calculus for companies 
choosing between the public and private markets when issuing securities.  
Part V concludes. 

I. Two Banks 

A. Or, The Whale 

Bruno Iksil was an honest man who was thwarted by the lies of 
others.10  Or at least that’s the story according to the SEC.11  Iksil, known in 
the banking industry as the London Whale because of the size of his trading 
positions,12 stands at the center of the trading scandal that has become 
synonymous with his industry nickname.  Though Iksil was the trader 
primarily in charge of the day-to-day activities of one of JPM’s investment 
divisions, headquartered in London,13 he was not alone in controlling its 
actions.  His superior, Javier Martin-Artajo, with the help of Iksil’s junior 
trader, Julien Grout, began to take a more active role in the division in early 
2012, when the value of its investment positions began to decline due to a 
number of market movements.14  During that time, Martin-Artajo told both 
Iksil and Grout to stop reporting the division’s losses unless they were 
easily explained by some major market event.15  This instruction directly 
contravened JPM’s stated valuation-reporting policy, which, in addition to 
incorporating U.S. Generally Accepted Accounting Principles (GAAP), 
established a number of investment-pricing steps for JPM traders to follow 
when valuing their positions.16  While Grout began, in March, to take steps 
 

10. See Levine, supra note 3. 
11. See id.; see also SEC Complaint, supra note 3, at 10–16 (portraying Iksil, who is 

identified in the complaint as “CW-1,” in a favorable light). 
12. Azam Ahmed, The Hunch, the Pounce and the Kill: How Boaz Weinstein and Hedge 

Funds Outsmarted JPMorgan, N.Y. TIMES, May 26, 2012, http://www.nytimes.com/2012/05/27/ 
business/how-boaz-weinstein-and-hedge-funds-outsmarted-jpmorgan.html. 

13. See Zeisberger & Chen, supra note 2. 
14. See SEC Complaint, supra note 3, at 2. 
15. See id. at 10. 
16. See id. at 7–8.  The alleged reasons for Martin-Artajo and Grout’s flouting JPM’s policy 

are somewhat unsavory: “Both Martin-Artajo and Grout engaged in this scheme to enhance the 
SCP’s apparent performance, and thereby curry favor with their supervisors and enhance their 
promotion prospects and bonuses at JPMorgan.”  Id. at 9–10.  Such allegations have formed a 
constant refrain in American media and in law-enforcement actions since 2008, and they 
undoubtedly increase the settlement value of enforcement actions for the SEC by threatening 
banks with trial in the court of public opinion.  Yet, as is discussed below, it is not clear that even 
the best internal control policies could curb the harm caused by individuals with these 
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to comply with Martin-Artajo’s wishes,17 Iksil was not comfortable with 
this approach and continually voiced his displeasure to both Martin-Artajo 
and Grout.18  Despite Iksil’s protestations,19 Martin-Artajo and Grout 
continued to misstate the division’s losses until the end of April 2012, when 
JPM took control of the division away from Martin-Artajo, Iksil, and Grout 
because it had been alerted to the possibility that the division’s positions 
were not being priced appropriately.20 

When JPM’s senior management learned of the possible violations in 
Iksil’s division, it began an internal review of the division.  This review 
consisted of four distinct evaluations—by JPM’s investment banking 
valuation-control group, JPM’s internal audit department, JPM’s controller, 
and an outside law firm.21  Each review revealed that Iksil’s division had 
consistently understated its losses when valuing its positions.22  While 
JPM’s senior management was consistently kept abreast of the progress of 
each investigation, it requested that the members of the respective 
investigations keep their findings close to the chest.23  In response to what it 
had learned, JPM’s senior management implemented a number of new 
policies designed to improve its internal-valuation review methods.24  With 
these new policies in place, JPM filed its quarterly results with the SEC on 
May 10, 2012; these results, because of the improper valuation activities in 
Iksil’s division, overstated JPM’s quarterly revenue by $660 million.25 

The SEC instituted cease-and-desist proceedings against JPM as a 
result of its misstated quarterly revenues.26  Among other things, the SEC 
took umbrage with JPM senior management’s insistence on silence amongst 
those conducting the four internal investigations, claiming that the 
information-sharing restrictions contributed to a culture of silence that 
prevented senior management from receiving all of the pertinent 
information and precluded some involved in the investigations from 
appreciating the gravity of certain facts.27  Nonetheless, the SEC conceded 
that JPM’s senior management had learned most of the pertinent facts 

 

motivations, and the SEC’s use of this archetypal story to extract penalties from banks only 
damages the economy as a whole.  See infra sections III(A)(1)–(2). 

17. SEC Complaint, supra note 3, at 10; JPMorgan Chase & Co., Exchange Act Release 
No. 70,458, 107 SEC Docket 1, at 6–7 (Sept. 19, 2013) [hereinafter SEC Enforcement Action]. 

18. See SEC Complaint, supra note 3, at 10–18. 
19. For a detailed description of Iksil’s complaints, see id., where Iksil is identified as “CW-

1.” 
20. See SEC Enforcement Action, supra note 17. 
21. See id. at 11–14. 
22. See id. 
23. Id. at 14–15. 
24. See id. at 15–17. 
25. See SEC Complaint, supra note 3, at 18–19. 
26. SEC Enforcement Action, supra note 17, at 1–4. 
27. See id. at 14–15. 
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surrounding the inadequate valuations.28  It appears that the core of the 
SEC’s dissatisfaction with JPM’s internal controls stemmed from JPM 
senior management’s failure to inform the Audit Committee of JPM’s board 
of directors of what it knew about the deficient valuations.  As the SEC 
noted in its cease-and-desist order: 

[JPM’s] Audit Committee’s Charter requires [JPM] management to 
provide updates to the Committee on all “significant operating and 
control issues in internal audit reports,” the “initiation and status of 
significant special investigations,” the “identification and resolution 
status of material weaknesses” in controls, and any “reportable 
conditions in the internal control environment, including any 
significant deficiencies.”29  

The SEC charged that, despite these stated policies, JPM’s senior 
management failed to conduct any inquiry into whether the situation in 
Iksil’s division was such that it was required to inform the Audit 
Committee.30  It also charged that JPM’s senior management failed to 
inform the Audit Committee about its concerns regarding its internal review 
policies for valuation reports.31  In particular, the SEC faulted JPM’s senior 
management for failing to inform the Audit Committee, at a meeting on 
May 2, 2012, concerning the situation in Iksil’s division, that investigations 
were underway.32  While JPM’s senior management did inform the Audit 
Committee of the investigations on May 10, 2012, the SEC claimed that 
this disclosure was insufficient because it did not allow the Audit 
Committee to participate in the investigations or in the remedial measures 
subsequently taken.33  Because of these failures, the SEC charged JPM with 
violating the Exchange Act’s internal control provisions.34 

In addition to the SEC action against JPM as an entity, the SEC has 
filed a civil complaint against Martin-Artajo and Grout,35 and the 
Department of Justice (DOJ) has indicted them.36  Both actions aim to 
appropriately punish the traders responsible for the London Whale debacle, 
and both civil penalties and jail time seem almost certain for the two men.  
Iksil, the London Whale himself, appears to have escaped relatively 
unscathed—while he was fired from JPM, the SEC and DOJ have agreed 
not to pursue him in return for his cooperation as a witness.37  JPM itself 
 

28. See id. at 15–16. 
29. Id. at 17. 
30. Id. 
31. Id. 
32. Id. 
33. See id. at 17–18. 
34. See id. at 19. 
35. SEC Complaint, supra note 3. 
36. DOJ Indictment, Grout, supra note 3; DOJ Indictment, Martin-Artajo, supra note 3. 
37. See Dan Fitzpatrick & Gregory Zuckerman, At J.P. Morgan, Whale & Co. Go, WALL ST. 
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was not so lucky; on September 19, 2013, it agreed to pay the SEC a $200 
million penalty for its allegedly ineffective internal controls.38  While the 
government’s decision to pursue Martin-Artajo and Grout is laudable, and 
while shareholder suits against JPM resulting from the misstatements in its 
May 10 report may also be warranted, the SEC’s imposition of a penalty 
against JPM, as an entity, for failure to implement adequate internal 
controls was not appropriate.  Comparing the London Whale case with a 
similar SEC enforcement action helps demonstrate why this is so. 

B. The Jungle 

The London Whale penalty becomes more problematic when 
compared to a similar SEC enforcement action.  Troublingly, the SEC 
seemed to require less stringent internal controls of a different bank, 
Morgan Stanley, just months before it imposed its London Whale penalty 
on JPM.  The enforcement action in the Morgan Stanley case was brought 
against Garth Peterson, a Morgan Stanley employee in China who allegedly 
made fraudulent payments to a Chinese official, thereby violating the 
Exchange Act internal control provision applicable to individuals.39  The 
SEC declined to charge Morgan Stanley with any violation in connection 
with the matter,40 presumably because it was satisfied with Morgan 
Stanley’s internal control policies.  In its complaint against Peterson, the 
SEC specifically listed with approval several aspects of Morgan Stanley’s 
internal control policies, including that Morgan Stanley had given Peterson 
various compliance materials on a number of different occasions, had given 
him thirty-five compliance reminders, and had required him to certify both 

 

J., July, 13, 2012, http://online.wsj.com/news/articles/ SB100014240527023036440045775232841 
35460686; Levine, supra note 3. 

38. SEC Enforcement Action, supra note 17, at 19.  And remember, this $200 million is only 
a portion of the larger $1 billion in total penalties in connection with the London Whale scandal.  
See supra note 1 and accompanying text.  And perhaps most surprisingly, JPM also agreed to 
admit fault, at least with regard to a portion of the penalties it paid.  See JPMorgan Admits 
Traders Acted ‘Recklessly,’ in London Whale, Will Pay $100 Million in Deal with CFTC, 
HUFFINGTON POST (Oct. 15, 2013, 10:20 PM), http://www.huffingtonpost.com/2013/10/16/ 
jpmorgan-london-whale-cftc_n_4104970.html. 

39. Complaint at 1, 14–15, SEC v. Peterson, No. 12-CV-02033 (E.D.N.Y. Apr. 25, 2012) 
[hereinafter Peterson Complaint].  The internal control provision that is applicable to individuals 
is contained in § 13(b)(5), which states: 

No person shall knowingly circumvent or knowingly fail to implement a system of 
internal accounting controls or knowingly falsify any book, record, or account 
described in [§ 13(b)(2)]. 

15 U.S.C. § 78m(b)(5) (2012). 
40. Press Release, Sec. & Exch. Comm’n, SEC Charges Former Morgan Stanley Executive 

with FCPA Violations and Investment Adviser Fraud (Apr. 25, 2012), available at http://www.sec 
.gov/News/PressRelease/Detail/PressRelease/1365171488702#.Uv6bQfZkLDA. 
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his compliance with Morgan Stanley’s Code of Conduct and with the 
FCPA.41  Further, the SEC noted: 

Morgan Stanley had policies to conduct due diligence on its foreign 
business partners, conducted due diligence on the [foreign official 
and state-owned entity involved] before initially conducting business 
with them, and generally imposed an approval process for payments 
made in the course of its real estate investments.  Both were meant to 
ensure, among other things, that transactions were conducted in 
accordance with management’s authorization and to prevent 
improper payments, including the transfer of things of value to 
officials of foreign governments.42 

Three things are particularly noteworthy about the SEC’s seeming 
approval of these aspects of Morgan Stanley’s internal control policies, at 
least as this approval compares to the London Whale case.  First, 
notwithstanding the fact that the SEC’s enforcement action against Peterson 
hews closer to the original purpose of the Exchange Act’s internal control 
provisions,43 it is unclear why the SEC should be satisfied with policies that 
essentially do no more than repeatedly subject an employee to reminders of 
his promise to be honest.  I am not convinced that if an employee bribes a 
foreign official—or misreports an investment value—the fact that he was 
reminded thirty-five (as opposed to one, ten, or thirty) times is any 
meaningful reason to absolve his employer of liability for his actions. 

Second, the Morgan Stanley case involved the bribery of a foreign 
official, whereas the London Whale case involved a company’s internal 
trading loss.  Given the different factual underpinnings, it is not entirely 
clear how many of the policies that the SEC approved of in the Morgan 
Stanley case would apply in the London Whale context.  Would the SEC be 
satisfied if JPM continually reminded its employees to mark the value of 
their investments according to company policies?  Does the SEC wish to 
see some sort of internal due diligence done on a company’s employees?  
To the extent that these are policies that the SEC is looking for, JPM did 
have comparable ones in place—remember that its internal control policy 
required its traders to price investments in accordance with GAAP and that 
senior management conducted four independent evaluations when 
irregularities in Iksil’s division began to come to light. 

Finally, in the Morgan Stanley case, the SEC specifically lauded 
Morgan Stanley for having policies in place to ensure that transactions only 

 

41. Peterson Complaint, supra note 39, at 12–13. 
42. Id. at 13. 
43. See U.S. SEC. & EXCH. COMM’N, A RESOURCE GUIDE TO THE U.S. FOREIGN CORRUPT 

PRACTICES ACT 40 (2012) (couching its definition of effective compliance programs in terms of 
being able to avoid or limit exposure to corruption). 
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took place with “management’s authorization.”44  Yet what the SEC 
required in the London Whale case, by penalizing JPM for failing to 
communicate the nature of its investigations to the Audit Committee, was 
board approval.  One would be hard pressed to fault JPM for satisfying 
itself with management approval in the London Whale case when such 
approval was apparently satisfactory in the Morgan Stanley case.45 

There is one difference between the two enforcement actions that 
could be seen as legitimizing the SEC’s different approach: in the London 
Whale case, the violations caused JPM to misstate its financials in a 
quarterly report, while there is no explicit indication that Morgan Stanley 
misstated its financials as a result of the violation in that case.  However, as 
I discuss further below, distinguishing between the two cases on this ground 
is unsatisfying for a number of reasons.46  Perhaps the most salient reason is 
that while there was no explicit allegation that Morgan Stanley misstated its 
financials in its quarterly reports, its reports would have incorporated gains 
from its employee’s illicit bribery activities,47 thereby misstating Morgan 
Stanley’s positions.  The fact that the SEC refused to call Morgan Stanley 
out on its misstated financials provides no legitimate ground for 
distinction.48  As this discussion illustrates, comparing the SEC’s 
enforcement actions in these two cases illuminates the inherent 
inconsistency of the SEC’s current enforcement paradigm.  In the remainder 
of this Note, I seek to identify the source of this inconsistency, I identify 
some problems that stem from inconsistent and unpredictable SEC 
enforcement, and I suggest a potential solution. 

II. SEC Mission Creep and the Substitutability Phenomenon 

The Securities Act of 1933 (Securities Act) fundamentally altered the 
organizational framework for U.S. companies by creating a distinction 
between the public and private ownership of those companies.  The Act 
 

44. Peterson Complaint, supra note 39, at 13. 
45. And what is expressly required by the terms of the statute.  See 15 U.S.C. 

§ 78m(b)(2)(B)(i) (2012) (requiring “management’s general or specific authorization”).  Although 
it is true that JPM’s policies did require its senior management to disclose certain issues to the 
Audit Committee, see supra note 29 and accompanying text, it is unclear why the SEC considered 
itself to be the proper entity for determining what JPM senior management’s obligations to the 
Audit Committee were under the terms of JPM’s own policy. 

46. See infra notes 111–13 and accompanying text. 
47. See Peterson Complaint, supra note 39, at 4–12 (detailing Peterson’s bribery schemes and 

the various benefits to both him and Morgan Stanley stemming from them). 
48. An even more troubling aspect of the SEC’s failure to fault Morgan Stanley for its 

misstated financials emerges from the comparison of the two cases.  In the London Whale case, 
JPM restated its May financials, thereby providing the SEC ammunition with which to prove that 
JPM had in fact misstated those financials, while Morgan Stanley did not issue a restatement and 
was not penalized.  Thus it would seem that the SEC, by punishing JPM but not Morgan Stanley, 
tacitly encourages companies to not correct their misstated reports lest they should be penalized 
for having misstated them in the first place. 
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accomplished this division by implementing a series of disclosure 
requirements for companies wishing to sell their securities to the public at-
large.  Specifically, the Act requires companies making public offerings of 
their securities to file a registration statement covering those securities,49 
and the Act also prescribes the methods that companies can use when 
soliciting potential buyers of those securities.50  At the same time, the Act 
establishes a number of exemptions for certain transactions, the most 
important of which exempt transactions not involving a public offering51 
and those not by an issuer, underwriter, or dealer.52  Exempted transactions, 
as the name implies, are not subject to many of the Act’s registration 
requirements.53  In 1933, when the Act was passed, the rationale behind this 
division was clear: the small, individual, unsophisticated investors burned 
by the stock market crash of 1929 needed protecting, and it was believed 
that this protection could be achieved by requiring companies seeking to 
sell securities to these unsophisticated investors to disclose certain 
information pertaining to those securities.54  Given this rationale, the 
exemption of certain securities from the Act’s scope made sense; 
sophisticated investors—i.e., those to whom companies could sell without 
exposing themselves to the regulatory requirements of the Act55—were 
presumably without need of the Act’s protection.  The distinction between 
nonexempt and exempt securities created by the Act, and the differing 
regulatory requirements applicable to each category, has led to the 
evolution of two types of markets for securities in the United States: the 
public markets and the private markets. 

The subsequent development of the Exchange Act has solidified this 
distinction.  That Act created the SEC56 and located it at the center of the 
realm of federal securities regulation by investing it with a mandate to 
regulate in the name of investor protection, market efficiency, and capital 
formation;57 in so doing, the Exchange Act provided the foundation for 
 

49. 15 U.S.C. §§ 77e–77g. 
50. Id. § 77e. 
51. See id. § 77d(a)(2). 
52. See id. § 77d(a)(1). 
53. THOMAS LEE HAZEN, THE LAW OF SECURITIES REGULATION § 4.1[1] (6th ed. 2009). 
54. See LARRY D. SODERQUIST & THERESA A. GABALDON, SECURITIES REGULATION: 

CASES AND MATERIALS 2 (7th ed. 2010); Luigi Zingales, The Future of Securities Regulation, 47 
J. ACCT. RES. 391, 391 (2009).  Louis Brandeis succinctly summed up the disclosure ideology: 
“Sunlight is said to be the best of disinfectants; electric light the most efficient policeman.”  
LOUIS D. BRANDEIS, OTHER PEOPLE’S MONEY AND HOW THE BANKERS USE IT 92 (1914). 

55. See 17 C.F.R. § 230.506 (2013) (providing an exemption for both sophisticated and 
accredited investors). 

56. Securities Exchange Act of 1934, Pub. L. No. 73-291, § 4, 48 Stat. 881, 885 (codified as 
amended at 15 U.S.C. § 78d). 

57. See 15 U.S.C. § 78c(f); The Investor’s Advocate: How the SEC Protects Investors, 
Maintains Market Integrity, and Facilitates Capital Formation, U.S. SEC. & EXCHANGE 

COMMISSION, http://www.sec.gov/about/whatwedo.shtml (“The mission of the U.S. Securities and 
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extensive regulation of the public securities markets.  The SEC is the arbiter 
of the divide between the public and private securities markets, and it has 
been integral in the implementation of this increasingly detailed, 
substantive, and complex regulatory regime.  The SEC uses the threat (and 
imposition) of liability to ensure that its regulatory will be done, so 
companies utilizing the public markets must look to SEC enforcement 
actions for guidance on what steps they must take to comply with its 
mandates.58  As a result, the years have seen entry into the public markets 
conditioned on compliance with an increasing number of substantive 
governance requirements59—such as those pertaining to internal controls 
and insider trading—all done in the name of investor protection, market 
efficiency, and capital formation.  But it is no longer clear that the stated 
rationales for the SEC’s regulation of public markets are still the guiding 
lights behind its actions.  Instead, it seems that a number of factors have 
caused the SEC to lose sight of its purpose, thereby causing it to harm 
investors, foster the creation of inefficient markets, and impede the growth 
of capital formation. 

Because the SEC is not acting according to the terms of its mandate, 
the public markets have become increasingly hostile to companies seeking 
to raise capital in them.  This hostility is more problematic now than ever, 
as the private securities markets are becoming better substitutes for the 
public markets.  This Part identifies some of the potential factors that have 
caused the SEC to stray from its regulatory mission and briefly details the 
increasing substitutability of the public and private securities markets in the 
United States. 

A. The SEC’s Mission Creep 

As noted above, the SEC is tasked with protecting investors, fostering 
efficient markets, and facilitating capital formation.  Yet it is not clear that 
these goals guide SEC decision making.  Instead, the SEC appears to be 
suffering from a kind of mission creep, and a number of political-economic 
factors may more readily explain recent SEC regulatory activity.  Professor 
Zachary Gubler offers an updated public-choice-theory account that 
suggests that the SEC is incentivized by a desire to increase its ability to 
extract regulatory rents by increasing its “political slack.”60  Gubler agrees 

 

Exchange Commission is to protect investors, maintain fair, orderly, and efficient markets, and 
facilitate capital formation.”). 

58. See Stuckwisch & Alexander, supra note 7 (commenting that the FCPA’s internal control 
provision “means whatever the SEC says it means” in its enforcement actions). 

59. James J. Park, Two Trends in the Regulation of the Public Corporation, 7 OHIO ST. 
ENTREPRENEURIAL BUS. L.J. 429, 434 (2012). 

60. Zachary J. Gubler, Public Choice Theory and the Private Securities Market, 91 N.C. L. 
REV. 745, 750 (2013).  Gubler defines political slack as “the space within which regulators are left 
to hand out regulatory rents to particular interest groups, free from the scrutiny of the public.”  Id. 
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with the underlying assumptions of the traditional public-choice-theory 
account of the SEC, according to which individuals at the SEC make 
regulatory decisions that are favorable to particular interest groups in 
exchange for career support from those interest groups.61  These decisions 
often involve adopting regulations whose costs fall disproportionately on 
smaller companies, thereby increasing the competitive advantage of larger 
companies in the public markets, where regulation is most prevalent.62  The 
traditional account also predicts that the SEC will, through “bureaucratic 
imperialism,” seek to increase its regulatory reach by taking over certain 
aspects of financial regulation from other agencies.63  Thus, according to the 
traditional account, we should expect to see continued growth of the 
regulated public markets because such growth provides an expanded basis 
for the SEC to create “regulatory rents” for interest groups.64 

But the expansion of the public markets has not occurred.  Contrary to 
the predictions of the traditional account, it is the private markets that are 
expanding.65  Gubler attempts to reconcile this phenomenon with the 
traditional public-choice account by suggesting that regulators can only 
hand out regulatory rents in the absence of public scrutiny and that, in the 
post-2008 world, avoiding public scrutiny means expanding the private 
securities markets.66  Gubler places his analysis in the context of the SEC’s 
approach to the shrinking U.S. initial public offering (IPO) market and 
argues that the complexity of the problem, the uncertainty as to the correct 
solution, and the potential for a large amount of public scrutiny should the 
SEC attempt to bolster the IPO market and fail tacitly encourage the SEC to 
look to the private markets for a solution that avoids these problems while 
still providing some measure of market access.67  As Gubler would put it, 
the SEC is encouraged to foster the expansion of the private markets 
because doing so meets the demand for increased security-market access 
while avoiding the uncertainty and potential public scrutiny surrounding a 
public-market solution.68  As evidence for his thesis, Gubler points to recent 
SEC rulemaking activity, where the SEC has made resales of restricted 
securities under the Securities Act easier and has refused to make it more 
difficult to avoid the public markets.69  This analysis suggests that the 
 

61. See id. at 748–50. 
62. See id. at 748–49. 
63. Id. at 749. 
64. Id. 
65. Id. at 750. 
66. See id. at 750–51 (detailing the conditions under which a regulator would be incentivized 

to implement a private-market solution as opposed to a public-market one). 
67. Id. at 751–52. 
68. Id. at 752. 
69. Id. at 765–66.  Gubler suggests that one way in which the SEC has refused to make it 

more difficult to avoid the public markets is its consistent refusal to construe the Exchange Act’s 
“held of record” requirement—the metric under which a company’s shareholders are counted in 
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current thrust of SEC regulatory activity may not be guided by the SEC’s 
stated goals of investor protection, market efficiency, and capital formation 
but instead may be driven by a desire to increase regulatory rents in an 
environment devoid of public scrutiny. 

Adding to the confusion surrounding the SEC’s current enforcement 
approach is the SEC’s post-2008 emphasis on controlling systemic risk.  In 
the wake of the 2008 financial crisis, regulators’ chief concern has been 
understanding and controlling systemic risk.70  Those in charge of 
reforming the regulatory system to meet the challenges created by systemic 
risk have, understandably, conceived of the SEC as having a role in the new 
regulatory environment.71  Several commentators have recognized the 
SEC’s new role of systemic-risk regulator by calling attention to the 
problems inherent in this new role.  One such commentator, Professor 
Steven Schwarcz, has recognized that a comprehensive approach to 
regulating systemic risk requires attending to a more nuanced set of 
concerns than the SEC is currently equipped to address.  Schwarcz 
distinguishes systemic risk from other types of financial risk: systemic risk 
concerns risks “to the financial system,” not simply risks “within the 
financial system.”72  As such, regulating systemic risk requires taking 
certain social costs, such as poverty and unemployment, into account.73  
Other commentators have recognized that the SEC is not ideally suited to 
grapple with these social costs.  First, the SEC’s normative goals are at odds 
with the regulation of systemic risk.74  Accordingly, any role that the SEC 
could play in such regulation would necessarily be fraught with uncertainty, 
which would in turn implicate the problems commonly associated with 
mission creep such as ineffective and expansive policy making that is 

 

determining whether it will be considered to be a public company under that Act—expansively.  
Id. at 766–67. 

70. See, e.g., Iman Anabtawi & Steven L. Schwarcz, Regulating Systemic Risk: Towards an 
Analytical Framework, 86 NOTRE DAME L. REV. 1349, 1380–410 (2011) (discussing the need for 
a comprehensive approach to the regulation of systemic risk, articulating some of the components 
of such an approach, and applying it to specific financial crises); Hal S. Scott, The Reduction of 
Systemic Risk in the United States Financial System, 33 HARV. J.L. & PUB. POL’Y 671, 672 (2010) 
(describing systemic risk as “the central problem for financial regulation that has emerged from 
the 2007–2009 financial crisis”).  See generally Steven L. Schwarcz, Systemic Risk, 97 GEO. L.J. 
193 (2008). 

71. See DEP’T OF THE TREASURY, FINANCIAL REGULATORY REFORM: A NEW FOUNDATION: 
REBUILDING FINANCIAL SUPERVISION AND REGULATION 43 (2009) (identifying the growth of the 
derivatives market as a new source of regulatory concern and highlighting the SEC’s role in 
crafting a solution); Scott, supra note 70, at 728 (recognizing that certain regulatory proposals 
have evidenced a fragmented approach whereby the SEC and other regulators have overlapping 
authority). 

72. Schwarcz, supra note 70, at 207. 
73. Id. 
74. See Troy A. Paredes, On the Decision to Regulate Hedge Funds: The SEC’s Regulatory 

Philosophy, Style, and Mission, 2006 U. ILL. L. REV. 975, 999 (“The SEC is not charged with 
managing systemic risk in financial markets . . . .”); Schwarcz, supra note 70, at 212. 
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doomed to failure because it is beholden to too many constituents.75  
Second, the SEC lacks the necessary expertise to properly address systemic 
risk.76  This lack of expertise is not surprising given that the SEC is tasked 
with ensuring investor confidence through efficient markets.77  As such, the 
SEC is primarily skilled in the implementation and enforcement of 
mandatory disclosure rules and antifraud actions—what one commentator 
has called “lemons problem[s]”78—not in managing leverage or otherwise 
addressing systemic risk.79 

Nevertheless, one can see the SEC’s actions in the London Whale case 
as indicative of the fact that it has embraced its new role as a regulator of 
systemic risk—how else to explain the fact that it used the Exchange Act’s 
internal control provisions, initially conceptualized to ensure that 
companies weren’t bribing foreign officials,80 to impose penalties for JPM’s 
failure to catch trading losses?  Indeed, such a conception is consistent with 
the traditional public-choice theorists’ prediction that the SEC will act as a 
bureaucratic imperialist.  The fact that this conception cannot readily be 
reconciled with Gubler’s account demonstrates that the SEC’s enforcement 
priorities have strayed from their stated normative justifications.  It is hard 
to imagine that the SEC’s seeking to increase regulatory rents in the 
absence of public scrutiny, as Gubler suggests is sometimes the case, and its 
also acting as a regulator of systemic risk are serving the interests of 
investors, market efficiency, or capital formation.  Yet it is just these sorts 
of problems that the SEC is being called upon to address, and its limited 
ability to do so has led to unpredictable enforcement, which frustrates the 
SEC’s stated aims.81  This unpredictable enforcement is particularly 
problematic now because public and private securities markets are 
becoming increasingly substitutable. 

 

75. The problematic nature of this kind of overreaching has been well documented in the case 
of certain multinational institutions, such as the World Bank.  See Jessica Einhorn, The World 
Bank’s Mission Creep, FOREIGN AFF., Sept./Oct. 2001, at 22, 30 (“The bank embraces an 
unachievable vision instead of an operational mission because it is under pressure from many 
different constituencies.”). 

76. Paredes, supra note 74 (“[T]he SEC’s expertise does not extend to managing systemic 
risk.”). 

77. See id. at 999–1000. 
78. Id. 
79. Id. at 1000. 
80. See supra note 43 and accompanying text. 
81. See Schwarcz, supra note 70, at 209 (recognizing that improper government regulation 

can “disrupt the efficient evolution of markets” and can result in the “loss of economic welfare 
caused by firms performing fewer transactions”).  For an interesting discussion of some of the 
systemic-risk issues facing the SEC, see Nicholas Lemann, Street Cop, NEW YORKER (Nov. 11, 
2013), http://www.newyorker.com/reporting/2013/11/11/131111fa_fact_lemann ?currentPage=all. 
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B. The Substitutability of the Public and Private Securities Markets 

The private securities markets in the United States have been 
expanding.82  The evidence for this expansion is both anecdotal and 
empirical,83 though the reasons for the expansion are not clear.  One 
frequently cited reason for the growth is the Sarbanes-Oxley Act (SOX),84 
passed in 2002, which made the public securities markets much less 
attractive to companies by imposing a number of governance requirements 
on companies using those markets; those requirements in turn increased 
both compliance and liability costs for those companies.85  In addition to the 
private-market expansion that SOX’s regulatory framework facilitated, 
some commentators have focused on specific SEC actions that have 
encouraged the growth of private markets.  Professor William Sjostrom, Jr., 
points to the SEC’s adoption, in 1990, of Rule 144A86 as a significant driver 
of private-market growth in the United States.87  Sjostrom argues that the 
primary benefit of Rule 144A is that it increases the liquidity of the private 
markets by providing holders of private securities with an avenue for 
immediate resale.88  This reduction of the “illiquidity discount”89 frequently 
encountered in the private markets was further augmented by the 
development of a trading market for Rule 144A equity securities.90  
Sjostrom characterizes the development of Rule 144A equity offerings as a 
response to an increasingly harsh regulatory and litigation environment91 in 

 

82. Gubler, supra note 60, at 764. 
83. Id. at 764–65. 
84. Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (codified as amended in 

scattered titles of U.S.C.). 
85. See William J. Carney, The Costs of Being Public After Sarbanes-Oxley: The Irony of 

“Going Private,” 55 EMORY L.J. 141, 141 (2006) (“The relevant question today is whether 
regulation has gone so far as to force honest businesses, at least those of modest size, to consider 
abandoning public markets for less regulated private markets.”); Gubler, supra note 60, at 763 & 
n.87 (citing numerous such criticisms); William K. Sjostrom, Jr., The Birth of Rule 144A Equity 
Offerings, 56 UCLA L. REV. 409, 412 (2008). 

86. 17 C.F.R. § 230.144A (2013). 
87. Sjostrom, supra note 85, at 410–11. 
88. Id. at 411. 
89. An illiquidity discount is a reduction in the price of a security that must be made in order 

for the price to reflect the fact that the security cannot be sold as easily as other securities.  See 
RICHARD A. BREALEY ET AL., PRINCIPLES OF CORPORATE FINANCE 873–74 (10th ed. 2011) 
(discussing the value of liquidity). 

90. Sjostrom, supra note 85, at 411–12. 
91. The harshness of the private-party litigation environment was alluded to in the previous 

Part, and Professor Sjostrom is not the only commentator to have recognized its potentially 
adverse effect on the vibrancy of U.S. capital markets.  See, e.g., Paul G. Mahoney, The 
Development of Securities Law in the United States, 47 J. ACCT. RES. 325, 326 (2009) (“Market 
participants often argue that private securities fraud litigation is the single largest factor deterring 
foreign companies from accessing the U.S. markets . . . .”). 
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the public markets, and he argues for a regulatory regime that further 
encourages their use.92 

Indeed, the SEC is a primary driver of the growth of the private 
securities markets in the United States.  And if Professor Gubler is correct, 
the SEC may be institutionally incentivized to encourage this growth when 
it is faced with problems that it does not understand or know how to solve.  
The growth of the private securities markets is not intrinsically concerning.  
It becomes so when we acknowledge that private securities markets are 
attractive substitutes for public ones.  If the markets were not substitutes, 
companies would simply bear the additional costs of the public markets, 
and while this would implicate efficiency concerns, it would not implicate 
the problems with SEC enforcement patterns that are the focus of this 
Note.93  There is evidence that these types of markets are in fact suitable 
substitutes and that they are becoming increasingly more so, a phenomenon 
that Gubler and others have recognized.94  Gubler compares the two types 
of markets along three metrics: (1) capital raising, (2) capital liquidity, and 
(3) market price efficiency.95  In each, he concludes that private markets are 
becoming increasingly viable substitutes for public ones,96 and he also 
highlights the fact that private markets allow their participants to avoid 
potentially substantial compliance and liability costs.97 

Of course, the two types of markets are not perfect substitutes.  First, 
despite the existence of mechanisms such as Rule 144A, the private markets 
are still less liquid than the public ones.98  This is so because resales of 
securities in the private markets are hampered by legal restraints, which 
generally require purchasers to hold their securities for a specified amount 
of time,99 and because, at least until recently, developed securities 
exchanges did not exist in the private markets, making it more difficult for 
an efficient trading market to emerge.100  Second, the private markets are 
largely inaccessible to retail investors—many of whom invest through 
mutual funds and other similar intermediaries that are effectively prohibited 

 

92. See Sjostrom, supra note 85, at 442–48. 
93. For a discussion of the substitutability phenomenon, although in a different context, see 

Daniel A. Crane, Bargaining over Loyalty, 92 TEXAS L. REV. 253, 280–84 (2013). 
94. See Gubler, supra note 60, at 757–68 (comparing the two types of securities markets 

along three metrics and concluding that the private markets are unquestionably expanding); 
Sjostrom, supra note 85, at 432–42 (comparing Rule 144A equity offerings and IPOs and 
concluding that “a Rule 144A equity offering is now a bona fide alternative to an IPO for a 
domestic private company”). 

95. Gubler, supra note 60, at 757–58. 
96. Id. at 758, 761–62. 
97. See id. at 762–63.  Professor Sjostrom has also recognized that these avoided costs are a 

benefit of the private markets.  See Sjostrom, supra note 85, at 436–39. 
98. Gubler, supra note 60, at 759. 
99. Id. at 759–60. 
100. See id. at 760. 
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from accessing the private markets.101  The fact that mutual funds and other 
market intermediaries have limited access to the private markets is not 
necessarily a bad thing from the perspective of the companies using those 
markets because those companies can escape the scrutiny—and increased 
potential for harmful shareholder litigation102—that comes with market-
intermediary shareholders, who are among the nation’s largest investors.103  
But it is easy to see how shutting off a segment of the securities markets 
from retail investors does not mesh with the SEC’s stated normative 
purposes: investors are harmed because they are not as diversified as they 
would otherwise be, markets are less efficient because companies in the 
private markets are not subject to the monitoring provided by market 
intermediaries, and capital formation is hindered because companies using 
private markets don’t have access to retail-investor capital.  As this 
discussion suggests, the fact that the private markets can perform many of 
the functions of the public markets, but at lower cost to companies using 
those markets, amplifies the problems caused by the SEC’s current 
enforcement paradigm.  I now turn to these problems. 

III. The Problematic Status Quo and a Path Forward 

As discussed in the previous Part, a number of factors may explain the 
SEC’s inconsistent enforcement approach, and this inconsistent approach is 
particularly problematic given the increasing substitutability of the public 
and private securities markets.  In this Part, I explore the problem of 
unpredictable SEC enforcement in more detail.  First, I focus on SEC 
enforcement of the Exchange Act’s internal control provisions and 
demonstrate that the current pattern of this enforcement is divorced from 
the SEC’s stated normative goals.  Specifically, I illustrate how the SEC’s 
ad hoc enforcement harms investors and companies alike because its 
unpredictable nature causes companies to act inefficiently.  After detailing 
two of the harms stemming from this inefficiency, I discuss how the current 
pattern of private-party, as compared to SEC, enforcement under the 
securities laws suggests a potential solution, and I locate this analysis in the 
context of the increasing substitutability of the public and private securities 
markets. 
 

101. See id. at 790, 800 (recognizing the growing importance of mutual funds and related 
intermediaries as conduits for retail-investor market access and acknowledging that SEC 
regulations discourage such intermediaries from accessing the private markets). 

102. See C.S. Agnes Cheng et al., Institutional Monitoring Through Shareholder Litigation, 
95 J. FIN. ECON. 356, 358 (2010) (finding that “lawsuits with an institutional lead plaintiff are less 
likely to be dismissed and have significantly larger settlements”). 

103. Or in some cases, the world’s largest.  See BlackRock: The Monolith and the Markets, 
ECONOMIST (Dec. 7, 2013), http://www.economist.com/news/briefing/21591164-getting-15-
trillion-assets-single-risk-management-system-huge-achievement (detailing the risk-management 
strategies of BlackRock, the world’s largest investor and asset manager, with over $4 trillion in 
assets under management). 
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A. Problems with Ad Hoc SEC Enforcement 

While the types of harm stemming from inefficient arrangements are 
many—they include all harms implicated by inefficiency, generally104—and 
their degree is necessarily dependent on context, I will detail two harms that 
are particularly salient in the context of SEC enforcement actions.  First, 
unpredictable SEC enforcement causes companies to be overly cautious, 
resulting in inefficient compliance spending.  Second, when the SEC 
imposes penalties on companies themselves, rather than on companies’ 
individual employees, it harms shareholders by decreasing the overall value 
of the company.  After discussing these inefficiencies, I explain how they 
frustrate the SEC’s achievement of its normative goals. 

1. Inefficient Compliance Spending.—Because liability is costly in a 
number of ways, companies are often willing to pay big to avoid it.105  
Participants in U.S. public markets repeatedly demonstrate this willing-
ness.106  However, willingness to pay should not be mistaken for evidence 
that compliance costs are optimally set.  Instead, unpredictable SEC 
enforcement increases the likelihood that a company will pay more in order 
to ensure compliance than that compliance is actually worth.  This is so 
because the imposition of liability, particularly for large companies, carries 
with it a number of reputational costs, costs that could far exceed any actual 
liability imposed.107  Accordingly, in an unpredictable SEC enforcement 

 

104. See, e.g., RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 284–87 (7th ed. 2007) 
(identifying deadweight loss and rent-seeking behavior as consequences of monopolies). 

105. Although, admittedly, the costs of compliance under SOX are somewhat unclear.  
Compare HENRY N. BUTLER & LARRY E. RIBSTEIN, THE SARBANES-OXLEY DEBACLE: WHAT 

WE’VE LEARNED; HOW TO FIX IT 37–42 (2006) (citing an estimate of the average per-company 
cost of compliance with SOX as $4.36 million in 2005), with PROTIVITI, BUILDING VALUE IN 

YOUR SOX COMPLIANCE PROGRAM: HIGHLIGHTS FROM PROTIVITI’S 2013 SARBANES-OXLEY 

COMPLIANCE SURVEY 8 (2013) (finding that 75% of surveyed companies subject to SOX plan to 
spend less than $1 million on compliance in fiscal year 2013). 

106. The study of the London Whale case that began this Note is one example, but others 
abound.  See, e.g., Press Release, Sec. & Exch. Comm’n, SEC Announces Non-Prosecution 
Agreement with Ralph Lauren Corporation Involving FCPA Misconduct (Apr. 22, 2013), 
available at http://www.sec.gov/News/PressRelease/Detail/PressRelease/1365171514780#.Uuwit 
_1i499 (announcing the SEC’s agreement with Ralph Lauren whereby the clothier would disgorge 
$700,000 in illicit profits); Press Release, Sec. & Exch. Comm’n, SEC Charges Weatherford 
International with FCPA Violations (Nov. 26, 2013), available at http://www.sec.gov/News/Press 
Release/Detail/PressRelease/1370540415694#.Uuwh7P1i499 (describing the oilfield services 
company’s agreement to pay the SEC more than $250 million in penalties related to alleged FCPA 
violations). 

107. See Donald C. Langevoort, Deconstructing Section 11: Public Offering Liability in a 
Continuous Disclosure Environment, LAW & CONTEMP. PROBS., Summer 2000, at 45, 53–54 
(recognizing the potential for reputation effects stemming from liability).  See generally JENNY 

RAYNER, MANAGING REPUTATIONAL RISK: CURBING THREATS, LEVERAGING OPPORTUNITIES 

135 (2003) (“One compelling reason to ensure that you are complying with relevant laws and 
regulations is to avoid the reputational damage that almost always ensues when there is a long 
drawn-out investigation by a regulator or a high-profile court case.”). 
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environment, companies will be willing to pay up to the amount of their 
perceived reputational costs in order to avoid an enforcement penalty.  
Indeed, one set of commentators has already recommended that companies 
follow just such a practice when seeking to comply with the Exchange 
Act’s internal control provisions.108  However, when the likelihood of 
liability is known, companies will be able to discount their reputational 
costs by the likelihood of a penalty, thereby reducing their compliance 
costs. 

The SEC has made compliance with the Exchange Act’s internal 
control provisions particularly difficult,109 as the London Whale case 
demonstrates.  While it is not entirely clear, it appears that the SEC’s 
primary concern with JPM’s internal controls in that case was that JPM’s 
senior management failed to report the existence and status of 
investigations pertaining to the potential mismarking in Iksil’s division to 
the Audit Committee.110  Yet requiring JPM’s senior management to report 
its investigation to the Audit Committee raises more questions with regard 
to compliance than it provides answers.  If the Audit Committee had known 
about the status of the investigations, what would it have needed to do?  
Would it have been required to add additional disclosure to JPM’s quarterly 
report detailing the risk of inadequate valuations in Iksil’s division?  This 
seems unlikely given the fact that JPM and other similar companies already 
include a number of such disclosures in their periodic reports,111 so 
additional disclosure to the same effect hardly seems warranted.  Would the 
Audit Committee have been required to delay the filing of JPM’s quarterly 
report?  Again, such a requirement is questionable because a delay would 
have exposed JPM to late penalties112 and would have held up other aspects 
of JPM’s business dependent upon the release of its quarterly report.  
Delaying the quarterly filing raises additional issues: If such a delay is in 
fact the result that the SEC wanted, what level of certainty with regard to 
the correctness of the financials did JPM need to have when the report was 
ultimately released, and who within JPM needed to have that certainty?  
None of this is to suggest that the SEC should not be imposing these types 
of requirements on companies—not only would such an argument far 
exceed the scope of this Note, but it is a normative and empirical claim that 
 

108. See Stuckwisch & Alexander, supra note 7, at 15–16. 
109. See id. at 14–16. 
110. See supra notes 29–32 and accompanying text. 
111. See, e.g., JPMorgan Chase & Co., Annual Report (Form 10-K) 17 (Feb. 28, 2013) 

(describing the risk that it could suffer losses from its employees’ violations of internal controls); 
Morgan Stanley, Annual Report (Form 10-K) 24–25 (Feb. 26, 2013) (same).  Indeed, JPM has 
included a description of this risk in its annual reports since before the London Whale scandal.  
See JPMorgan Chase & Co., Annual Report (Form 10-K) 10 (Feb. 28, 2011). 

112. See SEC. & EXCH. COMM’N, FORM 10-Q GENERAL INSTRUCTIONS 1 (requiring 
companies to file quarterly reports within 40 or 45 days after the end of the most recent quarter, 
depending on the nature of the filer). 
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few, if any, are equipped to answer.  Instead, I simply suggest that the 
SEC’s current enforcement actions raise questions for companies with 
regard to what is required of them but do not provide answers.  My 
comparison of the London Whale case to the Morgan Stanley case, above, 
puts the unpredictable nature of liability under the internal control 
provisions in context and suggests that a change is necessary.113 

2. Inefficient Share Price Reductions.—A further inefficiency arises 
from the structure of corporate ownership.  A company is owned by its 
shareholders; as equity investors, they are its residual claimants.114  As 
residual claimants, shareholders are entitled only to whatever is left of a 
company after its other claimants, such as its creditors and employees, have 
been paid off.115  The SEC was formed largely to protect shareholders; yet 
when it penalizes a company, it hurts shareholders by decreasing the value 
of the firm.  Penalties imposed at the company level must be paid out of the 
company’s assets, and because the shareholders are the owners of the 
company, its assets are their assets.  And often, these penalties come on top 
of losses already sustained by the company, as the London Whale case 
demonstrates,116 so an SEC penalty has the effect of kicking shareholders 
when they are already down. 

Yet in addition to harming shareholders in this direct sense, such 
penalties also hurt shareholders indirectly.  This indirect damage is most 
likely to be incurred in those cases in which the absolute harm to 
shareholders from a penalty may seem minimal (as in the London Whale 
case, where the penalty was $200 million; a sum that pales in comparison to 
JPM’s market capitalization of just over $210 billion117).  The potential for 
indirect harm stems from the fact that diversified shareholders are efficient 
risk bearers.  Specifically, diversification eliminates shareholders’ exposure 
to specific risk118 because stock prices of different companies (or, at least, 

 

113. See supra notes 43–48 and accompanying text. 
114. REINIER KRAAKMAN ET AL., THE ANATOMY OF CORPORATE LAW: A COMPARATIVE 

AND FUNCTIONAL APPROACH 28 (2d ed. 2009).  Recently, a number of commentators have taken 
aim at the characterization of a company’s shareholders as its residual claimants.  See Edward B. 
Rock, Adapting to the New Shareholder-Centric Reality, 161 U. PA. L. REV. 1907, 1926–30 
(2013) (recognizing that when managers’ and shareholders’ incentives are aligned, creditors bear 
more risk because managers are encouraged to shift that risk to creditors); Lynn A. Stout, 
Response, The Toxic Side Effects of Shareholder Primacy, 161 U. PA. L. REV. 2003, 2013 (2013) 
(“[I]t is not accurate to treat shareholders as the sole residual claimants in a company that is not 
insolvent.”).  While these scholars raise interesting points about the correctness of the residual 
claimant characterization in certain circumstances, their arguments do not change the theoretical 
underpinnings of the basic efficiency analysis that I have presented here. 

115. See KRAAKMAN ET AL., supra note 114 at 28 & n.80. 
116. See supra notes 4–5 and accompanying text. 
117. JPMorgan Chase & Co, BLOOMBERG, http://www.bloomberg.com/quote/JPM:US (last 

updated Apr. 25, 2014, 8:04 PM). 
118. BREALEY ET AL., supra note 89, at 170.  Specific risk, which is the risk that a particular 
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of companies in different industries) rarely move perfectly in tandem, 
thereby allowing shareholders to minimize the impact of firm-specific 
losses from one company by offsetting them with the gains that a different 
company is likely to be experiencing at the same time.119  The Exchange 
Act’s internal control provisions protect against specific risk—the risk that 
a particular company’s deficient internal controls will cause it to engage in 
some prohibited conduct, thereby exposing it to liability for violation of 
those prohibitions (or, in JPM’s case in the London Whale scandal, a 
trading loss of around $7 billion and liability).  The fact that shareholders 
can offload specific risk is problematic given the SEC’s current pattern of 
internal control enforcement.  Although SEC penalties will harm 
shareholders of a particular company’s stock, those shareholders are 
presumably diversified and thus will care little about their losses from an 
SEC penalty.  This is so because those losses will be offset elsewhere in 
their portfolios.  Because they will not care, the SEC may feel free to 
impose penalties on companies, without determining if such penalties are 
warranted, simply because it can.  Indeed, the SEC’s willingness to impose 
these types of penalties has only increased since the 2008 financial crisis 
because it has been able to use the public’s scorn for the banking industry to 
pressure companies into accepting large penalties to avoid further 
opprobrium.120  This rent-seeking behavior is harmful both to investors and 
to the economy as a whole, and it has the added effect of depressing 
securities prices in the public markets. 

3. Unpredictable SEC Enforcement and Company-Level Penalties 
Frustrate the Achievement of the SEC’s Normative Goals.—The SEC’s 
stated normative goals are frustrated when companies spend inefficiently on 
compliance and are subjected to rents in the form of unpredictable penalties.  
And, as the above discussion suggests, the current pattern of SEC 
enforcement has only exacerbated those inefficiencies.  Unpredictable 

 

company’s share price will decline on the basis of some factor specific to that company (such as 
the commission of securities fraud or losses stemming from inadequate internal controls), can be 
contrasted with market risk, which is the risk that a company’s share price will decline because of 
some broad-based market factor that affects all companies (such as a central bank’s decision to 
change interest rates).  See id.  Specific risk, unlike market risk, can potentially be eliminated 
through diversification.  Id. 

119. See id. at 169 & fig.7.10, 170 & fig.7.11 (illustrating the moderating effect that 
diversification has on portfolio values). 

120. See Year-by-Year SEC Enforcement Statistics, U.S. SEC. & EXCHANGE COMMISSION, 
http://www.sec.gov/news/newsroom/images/enfstats.pdf [hereinafter SEC Enforcement Statistics] 
(indicating that the number of SEC enforcement actions has generally increased since 2008).  The 
public’s disdain for banks and bankers was perhaps most iconically stated by Matt Taibbi in a 
2009 article for Rolling Stone, in which he called Goldman Sachs “a great vampire squid wrapped 
around the face of humanity, relentlessly jamming its blood funnel into anything that smells like 
money.”  Matt Taibbi, The Great American Bubble Machine, ROLLING STONE (July 9, 2009), 
http://www.rollingstone.com/politics/news/the-great-american-bubble-machine-20100405. 
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enforcement harms investors, efficient markets, and capital formation 
because it increases inefficient compliance spending, thereby reducing the 
funds that a company has to distribute to its investors as dividends or to 
reinvest in itself.  And company-level penalties that resemble rents also 
disserve these interests, again by reducing the overall wealth of the 
company.  But these inefficiencies also cause the SEC to lose legitimacy in 
the eyes of those it regulates,121 thereby reducing its ability to regulate in 
the name of its stated normative goals—the more SEC enforcement looks 
like rent-seeking, the less believable its normative justifications for its 
actions.  I have assumed throughout this Note that government has a role to 
play in regulating the marketplace, so the prospect of the SEC losing its 
legitimacy is worrisome.  It may be true that the SEC’s stated normative 
goals are no longer appropriate.  If so, an explicit change to its mission and 
agenda needs to be made and articulated; companies cannot be left to glean 
a change in regulatory mission from unpredictable enforcement.  If, 
however, the SEC still believes that it exists to achieve its currently 
articulated normative goals, then more rigorous adherence to those 
normative goals is warranted.  As discussed above, this problem is 
particularly salient now because private securities markets are becoming 
better substitutes for public ones, which means that companies can better 
avoid SEC enforcement without sacrificing capital-raising ability.122  Of 
course, JPM is unlikely to leave the public markets over $200 million, but 
this fact only highlights the efficiency concerns implicated by unpredictable 
SEC enforcement because JPM will remain in the public markets and thus 
will remain subject to heightened compliance costs and periodic penalties. 

More predictable SEC enforcement under the Exchange Act’s internal 
control provisions would ameliorate many of the concerns arising from the 
inefficiencies detailed above.  And while I have not intended to provide a 
complete discussion of the inefficiencies stemming from the unpredictable 
enforcement of the internal control provisions, I have located my discussion 
of the need for a closer look at current enforcement patterns in the broader 
discussion of SEC mission creep and the growth of the private securities 
markets, thereby demonstrating the particular urgency of this discussion 
post-2008.  Before offering a potential solution, I examine what the pattern 
of private-party securities-law enforcement can tell us about where to go 
from here. 

 

121. See, e.g., John C. Coffee, Jr. & Hillary A. Sale, Redesigning the SEC: Does the Treasury 
Have a Better Idea?, 95 VA. L. REV. 707, 708 (2009) (“[T]he credibility of the SEC as a financial 
regulator has never been lower.”); Joan MacLeod Heminway, Reframing and Reforming the 
Securities and Exchange Commission: Lessons from Literature on Change Leadership, 55 VILL. 
L. REV. 627, 627 (2010) (“Faith in the SEC’s power to regulate has been low.”). 

122. See supra subpart II(B). 
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B. What Private-Party Enforcement Patterns Can Tell Us About the 
Future 

The disclosure principle currently guiding federal securities regulation 
recognizes that markets are at least somewhat efficient, and thus that the 
proper regulatory approach is necessarily limited to ensuring that all 
material information is available to market participants and to policing 
fraud.123  Compliance incentives are particularly important under this 
disclosure-based system because universal participation is a key assumption 
upon which the system is based.124  Accordingly, compliance under the 
Securities Act and the Exchange Act is premised upon two broad liability 
features: (1) liability for misreporting125 and (2) liability for fraud.126  The 
Acts provide two vehicles for imposing these liability features: (1) lawsuits 
by private parties127 and (2) lawsuits and other enforcement actions by the 
SEC.128  However, the increasing substitutability of the public and private 
securities markets suggests that a reexamination of the interplay between 
the Acts’ liability features and the vehicles for the imposition of those 
features is necessary.  This is so because while the public and private 
securities markets have become increasingly substitutable in terms of 
capital raising, they have not become substitutable in terms of liability.  
Specifically, companies’ liability costs in the private markets are much 
lower than in the public markets.129  This cost differential has the potential 
to frustrate the SEC’s achievement of its stated normative goals because it 
may induce companies that would otherwise use the public markets, and 
thus be subject to more extensive SEC regulation, to choose the private 
markets instead.  In the following sections I discuss what the current 
patterns of securities-law enforcement suggests about the nature of a new 
enforcement paradigm in the context of increasingly substitutable public 
and private securities markets.  I do so by first focusing on private-party 
lawsuits under the Acts before turning to SEC enforcement actions. 
 

123. See Mahoney, supra note 91, at 328 (“The initial securities laws of 1933 to 1934 focused 
on mandatory disclosures and antifraud rules, both of which plausibly facilitate contracting in a 
setting in which buyers rely on better-informed agents.”). 

124. See Goshen & Parchomovsky, supra note 9, at 756 (summarizing the various arguments 
that proponents of mandatory disclosure advance, many of which recognize that the unequal 
provision of information creates a free-rider problem); cf. Luigi Zingales, The Costs and Benefits 
of Financial Market Regulation 19 (European Corporate Governance Inst., Law Working Paper 
No. 21/2004, 2004), available at http://ssrn.com/abstract=536682 (recognizing that one com-
pany’s disclosure helps investors analyze its competitors but that the disclosing company is not 
able to internalize this benefit). 

125. See, e.g., 15 U.S.C. §§ 77k, 77l(a), 78m(a), 78o(d) (2012). 
126. See, e.g., id. §§ 77q, 78j(b). 
127. See id. §§ 77k(a), 77l(a); Herman & MacLean v. Huddleston, 459 U.S. 375, 380 (1983). 
128. See, e.g., 15 U.S.C. §§ 78u(d), 78u-2, 78u-3.  SEC enforcement actions have taken on 

increased importance given the Supreme Court’s trend in narrowing the existence and scope of 
implied private rights of action.  See HAZEN, supra note 53, § 12.2[1]. 

129. See Gubler, supra note 60, at 763. 
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1. Substitutability and Private-Party Lawsuits.—Private parties can 
bring lawsuits against companies under both the Securities Act and the 
Exchange Act.  The scope of private-party lawsuits differs somewhat under 
the two Acts, however.  This is because the Securities Act’s purpose is to 
regulate specific securities offerings,130 while the Exchange Act is designed 
to regulate particular companies.131  Accordingly, while the Securities Act’s 
private-party causes of action aim to ensure that all material information 
pertaining to a specific transaction is provided,132 private parties can impose 
much broader liability under the Exchange Act because companies, unlike 
transactions, engage in a wide variety of activities that implicate the 
securities markets.133  Accordingly, private-party lawsuits under the 
Exchange Act have taken on greater importance than those under the 
Securities Act. 

Further, the type of liability that private parties can impose under the 
respective Acts is also quite different.  Under the Securities Act, private 
parties are limited to imposing strict liability on companies that make 
material misstatements in the documents they use to offer and sell securities 
or that omit facts necessary to make the statements made in those 
documents not materially misleading—private parties cannot enforce the 
Securities Act’s antifraud provision.134  The Securities Act establishes three 
main avenues for relief for private plaintiffs.  Section 11 allows a plaintiff 
to recover if a registration statement contains “an untrue statement of a 
material fact or [omits] a material fact required to be stated therein or 
necessary to make the statements therein not misleading.”135  Section 
12(a)(1) allows recovery against those who offer or sell a security in 
violation of the prospectus requirements laid out in § 5 of the Act,136 and 
§ 12(a)(2) allows recovery against anyone who offers or sells a security 

 

130. See SODERQUIST & GABALDON, supra note 54, at 339 (recognizing that under the 
Securities Act “it is only technically incorrect to say that the transaction itself is what is 
registered”). 

131. See id. (“In the case of the Exchange Act, it is only technically incorrect to say that the 
issuer is what is registered.”). 

132. See HAZEN, supra note 53, § 7.1. 
133. See id. § 9.1. 
134. While the issue is somewhat muddled, the consensus seems to be that no private right of 

action exists under § 17(a) of the Securities Act.  See, e.g., Maldonado v. Dominguez, 137 F.3d 1, 
6–8 (1st Cir. 1998); Finkel v. Stratton Corp., 962 F.2d 169, 174–75 (2d Cir. 1992); Crookham v. 
Crookham, 914 F.2d 1027, 1028 n.2 (8th Cir. 1990); Bath v. Bushkin, Gaims, Gaines & Jonas, 
913 F.2d 817, 819–20 (10th Cir. 1990), abrogated on other grounds by Rotella v. Wood, 528 U.S. 
549 (2000); Sears v. Likens, 912 F.2d 889, 893 (7th Cir. 1990); Newcome v. Esrey, 862 F.2d 
1099, 1107 (4th Cir. 1988) (en banc); In re Wash. Pub. Power Supply Sys. Sec. Litig., 823 F.2d 
1349, 1350–58 (9th Cir. 1987) (en banc); Corwin v. Marney, Orton Invs., 788 F.2d 1063, 1066 
(5th Cir. 1986).  But see Craighead v. E.F. Hutton & Co., 899 F.2d 485, 492 (6th Cir. 1990) 
(noting that a private right of action under § 17(a) exists in limited circumstances). 

135. 15 U.S.C. § 77k(a) (2012). 
136. Id. § 77l(a)(1). 
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through the use of any prospectus or oral communication that contains an 
untrue statement of material fact or that omits a material fact necessary to 
make the statements not misleading.137  

Private-party enforcement under the Exchange Act plays a decidedly 
different role than private-party enforcement under the Securities Act.  
While there is no private right of action under the Securities Act’s antifraud 
provision,138 the Exchange Act’s antifraud provision is the cornerstone of 
securities-law enforcement.  Contained in § 10(b) of the Exchange Act (and 
fleshed out by Exchange Act Rule 10b-5139), the Exchange Act’s antifraud 
provision allows both private investors and the SEC to impose liability on 
companies in a large number of circumstances.140  Section 10(b) and Rule 
10b-5’s expansive scope have given the SEC and private investors 
substantial influence over corporate decision making, influence not present 
under the Securities Act.  Much of this influence is due to the Supreme 
Court’s adoption, in Basic Inc. v. Levinson,141 of the so-called fraud-on-the-
market theory of liability under § 10(b).  This theory allows Rule 10b-5 
plaintiffs to prove reliance simply by showing that they purchased a 
security traded in an efficient market—the underlying assumption being 
that prices in an efficient market reflect all available information, including 
fraudulent information.142  While originally articulated simply as a method 
for proving reliance, the fraud-on-the-market theory has greatly expanded 
the scope of companies’ liability for securities fraud by increasing the 
likelihood that they will be sued for such fraud.143  Many justifications have 
 

137. Id. § 77l(a)(2). 
138. See supra note 134 and accompanying text. 
139. See 17 C.F.R. § 240.10b-5 (2013). 
140. See Herman & MacLean v. Huddleston, 459 U.S. 375, 380 (1983) (holding that private 

parties may sue under § 10(b) of the Exchange Act); see also PAUL VIZCARRONDO, JR., 
WACHTELL, LIPTON, ROSEN & KATZ, LIABILITIES UNDER THE FEDERAL SECURITIES LAWS 51–
52 (2012) (calling Rule 10b-5 “by far the most important civil liability provision of the securities 
laws” and recognizing that an essential element of its importance “has been the early and 
continued recognition of a private right of action”).  The expansiveness of Rule 10b-5 has drawn 
much ire from critics.  See, e.g., Jill E. Fisch, The Trouble with Basic: Price Distortion After 
Halliburton, 90 WASH. U. L. REV. 895, 896 & nn.2–3 (2013) (recognizing that the fraud-on-the-
market theory adopted by the Supreme Court has been criticized because of the expansive 
corporate liability it allows and citing commentators who hold this view); A.C. Pritchard, Markets 
as Monitors: A Proposal to Replace Class Actions with Exchanges as Securities Fraud Enforcers, 
85 VA. L. REV. 925, 948 (1999) (criticizing the fraud-on-the-market theory for “produc[ing] an 
enormous increase in liability exposure for corporate issuers”).  But see William A. Birdthistle, 
The Supreme Court’s Theory of the Fund, 37 J. CORP. L. 771, 785 (2012) (arguing that some of 
the Supreme Court’s recent attempts to narrow the scope of the Exchange Act’s antifraud 
provision “damage[] the very structure of private deterrence of wrongdoing in the financial 
markets”). 

141. 485 U.S. 224 (1988). 
142. See id. at 246–47. 
143. See Jill E. Fisch, Cause for Concern: Causation and Federal Securities Fraud, 94 IOWA 

L. REV. 811, 818 (2009) (recognizing that “Basic dramatically facilitated the use of class action 
litigation in securities fraud cases”). 
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been advanced for Basic’s fraud-on-the-market theory, including that it 
provides compensation for defrauded plaintiffs, that it is a useful deterrent, 
and that it is a positive governance mechanism, though these justifications 
have been questioned.144 

Despite the differing scope of private-party causes of action under the 
Acts, companies utilizing the private markets can largely escape private-
party lawsuits.  Liability under §§ 11, 12(a)(1), and 12(a)(2) of the 
Securities Act can essentially be avoided by issuing securities in the private 
markets.  Section 11, by its terms, only applies to misstatements and 
omissions contained in registration statements.  Because, as discussed 
above,145 companies issuing securities in the private markets do not need to 
file registration statements, they will not be subject to § 11 liability.  
Similarly, § 12(a)(1) applies to those who offer or sell securities in violation 
of § 5’s prospectus requirements.  However, § 5’s requirements are also not 
applicable to those using the private markets to issue securities.146 

The applicability of § 12(a)(2) is a closer question.  By its terms, it 
applies to any person who offers or sells a security by means of a 
prospectus or oral communication that contains a material misstatement or 
omission.  The Act defines “prospectus” as “any prospectus, notice, 
circular, advertisement, letter, or communication, written or by radio or 
television, which offers any security for sale or confirms the sale of any 
security.”147  Under this definition, it would seem that communications 
made by companies issuing in the private markets that meet the Act’s 
definition of “prospectus” would subject those companies to liability under 
§ 12(a)(2).  However, the Supreme Court, in Gustafson v. Alloyd Co.,148 
mandated a different result.  The Court read the Act’s broad definition of 
“prospectus” in conjunction with the Act’s provision that requires certain 
information to be included in certain prospectuses, which is contained in 
§ 10 of the Act.149  Thus, the language in §10 limited the Act’s seemingly 
broad definition of “prospectus” such that, according to the Court, “the 
word ‘prospectus’ is a term of art referring to a document that describes a 
public offering of securities by an issuer or controlling shareholder.”150  By 
construing the term “prospectus” as applying only to public offerings, the 

 

144. See William W. Bratton & Michael L. Wachter, The Political Economy of Fraud on the 
Market, 160 U. PA. L. REV. 69, 82–132 (2011) (acknowledging these justifications and rejecting 
each in turn). 

145. See supra notes 51–55 and accompanying text. 
146. See 15 U.S.C. § 77d (2012). 
147. Id. § 77b(a)(10). 
148. 513 U.S. 561 (1995). 
149. Id. at 568–73. 
150. Id. at 584 (emphasis added).  This definition has been the subject of harsh criticism 

amongst commentators.  See, e.g., HAZEN, supra note 53, § 7.6[2] (calling the result “unfortunate 
and erroneous”). 
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Court essentially exempted companies issuing in the private markets from 
liability under § 12(a)(2). 

Similarly, private-party lawsuits under the Exchange Act can largely 
be avoided by using the private markets.  Other than under §§ 10(b) and 
14(a), courts have continually refused to recognize implied private rights of 
action under the Exchange Act,151 which means that private parties are 
largely limited to suing for fraud under that Act.  But because the fraud-on-
the-market theory articulated in Basic requires class action plaintiffs to 
show that a security was traded in an efficient market in order to establish 
reliance, companies that utilize private markets are essentially immune to 
private class actions because their securities are, generally, not traded in an 
efficient market.152  So, although the Exchange Act’s antifraud provisions 
are technically applicable to companies using the private markets, the need 
to prove reliance takes much of the bite out of those provisions for 
companies using those markets.  Further, managers of companies utilizing 
the private markets can also avoid insider trading charges because securities 
must be publicly traded for insider trading to occur.153 

A number of commentators, and arguably Congress, have recognized 
the need to recalibrate the liability calculus for companies choosing 
between the public and private markets.  Congress seemingly recognized 
the need to reduce the incentive for companies to choose the private 
markets solely to avoid liability by providing for liability under 
§ 12(a)(2).154  While, because of the Supreme Court’s holding in Gustafson, 
§ 12(a)(2) has not been the vehicle for changing incentives that it was 
perhaps intended to be,155 commentators have long recognized the need for 
limits to liability under the Securities Act.156  Accordingly, other measures 
have been implemented that serve this purpose, and these measures were 
taken at least partly in recognition of the potential for inefficient capital 
raising caused by a company’s ability to avoid private-party liability in the 
private markets.157  The result has been that certainty under the Securities 
 

151. See HAZEN, supra note 53, § 12.2[1]; SODERQUIST & GABALDON, supra note 54, at 
342–44 (providing cases where courts refused to find private rights of action under §§ 12(b)(1) 
and 13(a) of the Exchange Act).  Express private rights of action are available under §§ 9(e), 
16(b), and 18(a) of the Exchange Act.  HAZEN, supra note 53, § 12.2[1] & n.1. 

152. Cf. HAZEN, supra note 53, § 12.10, at 474 (“Actively traded public markets are generally 
efficient markets.”). 

153. See Elizabeth Pollman, Information Issues on Wall Street 2.0, 161 U. PA. L. REV. 179, 
217 (2012) (remarking that although the language of Rule 10b-5 reaches private markets, “insider 
trading actions against private securities traders have been nearly nonexistent to date”). 

154. See supra note 147 and accompanying text; see also, e.g., HAZEN, supra note 53, 
§ 7.6[2] (criticizing the Supreme Court’s holding in Gustafson). 

155. See supra notes 147–50 and accompanying text. 
156. See, e.g., Michael P. Dooley, The Effects of Civil Liability on Investment Banking and 

the New Issues Market, 58 VA. L. REV. 776, 842–43 (1972). 
157. See Langevoort, supra note 107, at 45–46 (detailing a number of measures that the SEC 

implemented in the 1970s and 1980s in response to certain issuers moving their capital-raising 
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Act has steadily increased and that the costs of entering the public markets 
have decreased.158 

Similarly, efforts have been made to limit the impact of Exchange Act 
antifraud liability.  Most notably, Congress passed, in 1995 and 1998, 
respectively, the Private Securities Litigation Reform Act159 (PSLRA) and 
the Securities Litigation Uniform Standards Act160 (SLUSA).  PSLRA 
limited Exchange Act antifraud liability by raising the pleading standards 
for 10b-5 actions,161 and SLUSA similarly limited liability by preempting 
intrastate class actions under 10b-5 with more than fifty members.162  Both 
acts were designed to reduce companies’ exposure to private-party antifraud 
lawsuits.  Further, courts have been narrowing the scope of § 10(b)’s 
implied right of action,163 and commentators have repeatedly suggested that 
the theoretical underpinnings of expansive securities fraud liability are 
flawed.164  While I acknowledge that there may be many reasons for the 
courts’ narrowing of the scope of securities fraud liability, I suggest here 
that it is at least plausible to believe that courts are responding to the 
efficiency concerns implicated by the ease with which private investors are 
currently able to hold companies utilizing the public markets liable for 
alleged violations of the Exchange Act’s substantive provisions.  Because 
Exchange Act antifraud liability is disproportionately imposed on 
companies utilizing the public markets, lowering the likelihood of such 
liability decreases the expected costs of using the public markets, thereby 
recalibrating the cost–benefit analysis for companies choosing between the 
two types of markets.  But while such measures have been implemented, or 
at least called for, in the context of private-party lawsuits, similar measures 

 

activities offshore).  Indeed, some liability costs can be enormous.  See Scott J. Davis, Would 
Changes in the Rules for Director Selection and Liability Help Public Companies Gain Some of 
Private Equity’s Advantages?, 76 U. CHI. L. REV. 83, 105 (2009) (noting that outside directors of 
both WorldCom and Enron paid $24.75 million and $13 million respectively to settle § 11 claims 
and stating that the lack of a scienter requirement and the possibility of even larger damages under 
§ 11 were thought to be factors in those settlement decisions). 

158. See Langevoort, supra note 107, at 46; Park, supra note 59, at 436–40. 
159. Private Securities Litigation Reform Act of 1995, Pub. L. No. 104-67, 109 Stat. 737 

(codified in scattered sections of 15 U.S.C. (2012)). 
160. Securities Litigation Uniform Standards Act of 1998, Pub. L. No. 105-353, 112 Stat. 

3227 (codified as amended in scattered sections of 15 U.S.C.). 
161. § 101(b), 109 Stat. at 747. 
162. § 101(a)–(b), 112 Stat. at 3227–33. 
163. See HAZEN, supra note 53, § 12.3[3].  A more fundamental narrowing of Rule 10b-5 

liability may be on the way.  See Lyle Denniston, Court Grants Two Cases (UPDATED), 
SCOTUSBLOG (Nov. 15, 2013, 1:27 PM), http://www.scotusblog.com/2013/11/court-grants-two-
cases-7/ (reporting that the Supreme Court has granted certiorari in a case challenging the fraud-
on-the-market presumption). 

164. See, e.g., Bratton & Wachter, supra note 144, at 72 (“The fraud-on-the-market . . . cause 
of action just doesn’t work.”); Howell E. Jackson & Mark J. Roe, Public and Private Enforcement 
of Securities Laws: Resource-Based Evidence, 93 J. FIN. ECON. 207, 209 (2009) (listing failings of 
private securities litigation). 
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have not been implemented in the context of SEC enforcement, where they 
are arguably even more necessary. 

2. Substitutability and SEC Enforcement.—Like private parties, but to 
a much greater extent, the SEC has the ability to punish those who violate 
the securities laws.  The SEC’s enforcement powers are largely the same 
under both the Securities Act and the Exchange Act and fall into seven 
main categories: investigations,165 the ability to issue cease-and-desist 
orders,166 the ability to seek civil penalties in court,167 the ability to seek 
injunctive relief,168 the ability to institute administrative proceedings,169 the 
ability to prohibit certain individuals from acting as officers of public 
companies,170 and the ability to seek other equitable relief in court.171  It 
appears that most SEC enforcement actions are taken pursuant to the 
Exchange Act because the broad scope of that Act’s antifraud provision and 
its extensive governance provisions give the SEC more latitude in its 
enforcement decisions and greater leverage when seeking penalties than it 
would otherwise have under the Securities Act.172  While SEC enforcement 
under the Securities Act is far from a dead letter,173 its incentive effect on 
companies choosing between public and private markets is small because it 
applies equally to public and private transactions.  Because companies will 
not be able to escape SEC enforcement under the Securities Act by 
choosing between markets, its scope will have little effect on their choice. 

Unlike under the Securities Act, however, SEC enforcement authority 
under the Exchange Act does not extend equally to public and private 
companies.  This unequal applicability of SEC enforcement under the 
Exchange Act stems from the fact that it regulates more conduct than the 
Securities Act.  Because the Securities Act, by its very terms, only regulates 
those transactions involving securities in interstate commerce,174 SEC 
enforcement under that Act can only reach securities to which that Act 

 

165. 15 U.S.C. § 78u(a). 
166. Id. § 78u-3. 
167. Id. § 78u(d)(3)(A).  Under the Exchange Act, the SEC also has the ability to impose civil 

penalties against certain entities without court approval.  See id. § 78u-2. 
168. Id. § 78u(d)(1). 
169. See id. § 78u-2. 
170. Id. § 78u(d)(2). 
171. Id. § 78u(d)(5). 
172. See SEC Enforcement Statistics, supra note 120 (breaking down SEC enforcement 

actions for the years 2003–2012 and indicating that, in 2012, only 89 enforcement actions 
pertained to securities offerings, out of a total of 734 enforcement actions). 

173. See supra note 172 (indicating that the SEC still brings enforcement actions under the 
Securities Act). 

174. See, e.g., 15 U.S.C. § 77e(a)(1) (making it unlawful to use a prospectus to sell any 
unregistered security through “any means or instruments of transportation or communication in 
interstate commerce or of the mails”). 
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applies.  The Exchange Act, however, regulates a whole host of activities—
bribery of foreign officials,175 internal controls,176 proxy solicitations,177 
etc.—that do not directly implicate the jurisdiction of the federal securities 
laws.  The SEC can only enforce violations of these more expansive 
regulations to the extent that it has jurisdiction over them, and the Exchange 
Act bases that jurisdiction on the fact that a company has securities 
registered under that Act.178  It follows that a company without securities 
registered under the Exchange Act will not be subject to that Act’s more 
expansive regulatory requirements.  Further, penalties stemming from these 
requirements are relatively easy to impose because liability is often strict179 
and because, for a variety of reasons, companies frequently choose to settle 
disputes rather than bother with drawn-out litigation.180 

It is easy to see how this unequal applicability potentially distorts 
incentives for those choosing between the public and private securities 
markets.  A company choosing between the two types of markets will still 
choose based on which type of market provides cheaper access to capital—
however, when evaluating the public markets, it will factor in the potential 
of SEC penalties for a violation of any one of the various substantive 
requirements that the Exchange Act imposes on registered companies.  
Rightly or wrongly, the private markets will look that much better to a 
company because they do not include the cost of potential SEC penalties for 
violations of these substantive requirements.  Of course, many companies 
have demonstrated their willingness to bear the costs of more expansive 
SEC enforcement181—which is why much of the SEC’s enforcement occurs 
under its Exchange Act authority.  However, this willingness should not be 
mistaken as evidence of efficient SEC enforcement under the Exchange 
Act.  Instead, the measures taken, or called for, in the private-party lawsuit 
context to recalibrate the cost–benefit analysis for companies choosing 
between the public and private securities markets should be used as a model 
for a similar solution in the context of SEC enforcement.  Specifically, any 
solution should seek to recalibrate the cost–benefit analysis for companies 
by reducing the costs of utilizing the public markets.  The next Part details 
such a solution. 

 

175. Id. § 78dd-1(a). 
176. Id. § 78m(a)–(b). 
177. Id. § 78n(a)(1). 
178. See, e.g., id. § 78m(a) (imposing internal control requirements on “[e]very issuer of a 

security registered pursuant to section 78l of this title”). 
179. See, e.g., id. § 78u-3(a) (vesting the SEC with the power to seek cease-and-desist orders 

against anyone who “is violating, has violated, or is about to violate” any of the Exchange Act’s 
provisions and not requiring a showing of scienter). 

180. MARC I. STEINBERG, UNDERSTANDING SECURITIES LAW § 15.01 (5th ed. 2009). 
181. See supra notes 105–08 and accompanying text. 



PATTON.FINAL.OC (DO NOT DELETE) 5/9/2014  11:09 AM 

1748 Texas Law Review [Vol. 92:1717 

IV. Internal Controls, Market Certainty, and Efficiency: A Potential 
 Solution 

Criticisms of SEC enforcement standards are myriad, as are proposed 
solutions.182  This Note addresses only one area of SEC enforcement—
internal controls—though the solution offered here may find purchase in 
other enforcement contexts.  My solution is as follows: the SEC should 
restrict its imposition of penalties for internal control violations to those 
individuals within a company who cause the harm that the internal controls 
were designed to prevent.  This solution has a number of benefits.  First, it 
increases certainty for companies issuing securities in the public markets 
because they know that they will not be liable for implementing internal 
controls that fail to find blessing at the SEC.  This increased certainty eases 
many of the efficiency concerns detailed earlier in this Note.  Second, this 
solution makes SEC enforcement more consistent with its stated normative 
aims, and it also dovetails with the individual liability contemplated by the 
internal control provisions added by SOX.  Finally, this solution leaves the 
SEC an avenue for prescribing specific internal control mechanisms.  Such 
a solution is particularly pertinent now, after the 2008 financial crisis, 
because the SEC’s mission creep and its institutional incentive to expand 
the private markets when faced with challenging problems mean that the 
potential for harm stemming from the inefficiencies detailed above has only 
increased. 

A. An End to Corporate Liability 

The Exchange Act’s internal control provisions should not subject 
companies to liability but instead should focus on the individuals who 
commit internal control violations.  While there are many ways in which 
this solution could be implemented, ranging from informal SEC guidance or 
interpretive releases to statutory amendment, I suggest that an Exchange 
Act amendment is the most appropriate way to implement such a solution; 
an amendment provides the most certainty for companies while still 
allowing the SEC considerable latitude to pursue necessary enforcement 
actions.  Accordingly, I suggest that the following new subsection be 
inserted into the Exchange Act immediately following § 13(b)(7)183: 

(c) For the purpose of subsections (a) and (b) of this section, no 
penalty shall be imposed upon any issuer of a security registered 
pursuant to section 78l of this title.  All penalties imposed for 
violations of the requirements contained in subsections (a) and (b) of 

 

182. See, e.g., Stuckwisch & Alexander, supra note 7, at 16–17 (discussing the unpredictable 
nature of SEC enforcement under the Exchange Act’s internal control provisions). 

183. Because a § 13(c) already exists, my amendment would also contain a conforming 
amendment renumbering subsections (c)–(r) as subsections (d)–(s). 
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this section shall be confined to those imposed pursuant to 
paragraph (5) of subsection (b) of this section. 

The benefits and some drawbacks of this solution are detailed below. 

B. Benefits 

1. Increased Certainty.—Companies choose between the public and 
private securities markets on the basis of a number of factors, of which the 
likelihood of liability is one.  The SEC’s assurance that a company will not 
be subject to liability under the Exchange Act’s internal control provisions 
allows that company to more efficiently choose between the two types of 
markets because a company will not choose the private markets simply to 
avoid liability under those provisions.  The steps that have been taken to 
reform private-party enforcement under the Securities Act and the 
Exchange Act, discussed above, indicate that such an approach is warranted 
in the context of SEC enforcement as well, particularly because SEC 
enforcement is even more unpredictable than private-party enforcement.184 

Professor James Park has suggested that this phenomenon—more 
predictable private-party enforcement coupled with less predictable SEC 
enforcement—may have a regulatory rationale.185  Park argues that the costs 
of public offerings, which are largely represented by private-party lawsuits, 
and the costs of governance reforms, which are largely represented by SEC 
enforcement actions, are inversely proportional—i.e., regulators may lower 
the costs of public offerings in order to give themselves more room to 
implement costlier governance reforms, or vice versa.186  According to 
Park, the trend has made public offerings increasingly dependent on the 
implementation of federally mandated governance measures.187  But as Park 
rightly points out, conditioning public offerings on governance reforms is 
problematic for a number of reasons.188  Chief among them is the difficulty 
inherent in comparing the costs of public offerings with the costs of 
governance reforms.189  As Park puts it, “[i]t is difficult, if not impossible, 
to accurately measure the costs, benefits and net effects, of many regulatory 
changes.”190  This difficulty supports the call for increased certainty that I 
have made throughout this Note, and my solution provides just such 
increased certainty by making the costs of the governance reform I have 

 

184. See supra subpart III(B). 
185. See Park, supra note 59, at 446–47. 
186. See id. 
187. See id. at 431–32. 
188. Id. at 447. 
189. Id. 
190. Id. 
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focused on—the Exchange Act’s internal control requirements—easier to 
identify.191 

Because uncertainty is a primary source of inefficiency, the increased 
certainty that my solution provides will reduce the inefficiency costs that I 
detailed above.192  Specifically, my solution would reduce inefficient 
compliance costs and would result in fewer unnecessary share-price 
reductions and less rent-seeking.  The reduction in inefficient compliance 
costs is particularly relevant in the current atmosphere of SEC enforcement 
of the internal control provisions, as my comparison of the London Whale 
case with the Morgan Stanley case demonstrates.193  While the two banks 
had similar compliance procedures, in the Morgan Stanley case the SEC 
declined to hold Morgan Stanley responsible as an entity, while in the 
London Whale case, the SEC imposed a $200 million penalty on JPM.  Any 
attempt to reconcile these two cases leaves only one conclusion: adequate 
compliance means only what the SEC says it means, and there is no way to 
know what the SEC means ex ante.  Eradicating corporate liability for 
internal control failures eliminates the irreconcilable distinction created by 
comparing the London Whale and the Morgan Stanley enforcement actions 
because companies will know that they won’t face liability for failing to 
discern and implement a particular internal control.  Similarly, but with 
regard to the effects that unpredictable SEC enforcement has on share 
prices, my solution would eliminate SEC rent-seeking by making it 
impossible for the SEC to impose penalties on a company’s shareholders 
for internal control violations by the company’s employees.  This solution 
thus recalibrates the efficiency calculus for companies choosing between 
the public and private securities markets. 

A final note with regard to reduced compliance costs is warranted.  
Others have recognized the need to protect companies from excessive 
internal control liability, particularly in the context of criminal enforcement.  
To this end, some commentators have suggested the implementation of an 
affirmative defense for companies faced with charges of violating the 
Exchange Act’s internal control provisions.194  One benefit that has been 
articulated in favor of such a compliance defense is that it would help 
reduce enforcement uncertainty.195  My proposed solution goes one step 

 

191. My solution is also supported by the fact that regulatory reform should generally be 
incremental.  See Charles K. Whitehead, The Goldilocks Approach: Financial Risk and Staged 
Regulation, 97 CORNELL L. REV. 1267, 1273–74 (2012). 

192. See supra subpart III(A). 
193. See supra notes 43–48 and accompanying text. 
194. See, e.g., Mike Koehler, Revisiting a Foreign Corrupt Practices Act Compliance 

Defense, 2012 WIS. L. REV. 609, 618; Marcia Narine, Whistleblowers and Rogues: An Urgent 
Call for an Affirmative Defense to Corporate Criminal Liability, 62 CATH. U. L. REV. 41, 79 
(2012). 

195. See Koehler, supra note 194, at 629–30. 
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further by completely precluding corporate liability, thus maximizing 
certainty.  By providing companies with maximum enforcement certainty, 
my proposed solution eliminates the opaque line-drawing problems that 
would exist under any less strict regime and that would, at least in the area 
of SEC enforcement, where strict liability is the name of the game, reduce 
any putative defense to nothing more than a nominal barrier against 
penalties. 

2. Normative Consistency.—My solution also has the benefit of 
bringing the SEC’s enforcement actions into closer alignment with its 
normative mission.  As stated above, the SEC exists to protect investors, 
maintain efficient markets, and facilitate capital formation.196  The SEC’s 
current enforcement approach does not achieve any of these goals because 
the costs of corporate penalties are borne by companies’ investors197—the 
very people the SEC was designed to protect—and the uncertainty caused 
by its approach does not facilitate either efficient markets or capital 
formation, for the reasons already discussed.198  Eliminating corporate 
liability as an option in SEC enforcement of internal control violations will 
force the SEC to adhere more closely to its stated mission.  This is 
particularly important in the wake of the 2008 financial crisis, as Professor 
Gubler’s arguments199 concerning the SEC’s institutional incentives in the 
face of uncertainty and as my discussion of the SEC’s dubious role in 
regulating systemic risk200 demonstrate.  My solution would steer the SEC 
away from the problems that attend all cases of mission creep, such as 
ineffective and expansive policy making that fails to address specific goals 
because it is guided by a desire to meet too many ends.201  My solution 
would also curtail some of the SEC’s institutional-incentive problems by 
eliminating a method by which it could surreptitiously expand the private 
markets when faced with the prospect of increased scrutiny because of a 
public-market failure—such as a failure to adequately control systemic risk. 

Further, my solution is in keeping with the increased individual 
liability that Congress contemplated when it passed SOX.  Two of SOX’s 
most well-known provisions require corporate officers to certify that 
internal controls have been implemented to ensure that financial disclosures 
are accurate202 and that those internal controls are adequate.203  These 
provisions explicitly vest responsibility for appropriate internal controls in 
 

196. See supra note 57 and accompanying text. 
197. See supra section III(A)(2). 
198. See supra section III(A)(3). 
199. See supra notes 60–69 and accompanying text. 
200. See supra notes 70–81 and accompanying text. 
201. See supra note 75 and accompanying text. 
202. 15 U.S.C. § 7241 (2012). 
203. Id. § 7262. 
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corporate officers, and it is not clear why corporate liability is needed to 
supplement them.  Viewing SOX as establishing a preference for individual 
rather than corporate liability makes intuitive sense, as the London Whale 
case also demonstrates.  In that case, it is arguable that, absent JPM’s 
discovery of the incorrect valuations in Iksil’s division (which was made 
possible by its existing internal controls), neither the SEC nor JPM 
shareholders would have ever known about the improper activities that led 
to JPM’s misstated financials.  Thus, perversely, by imposing a penalty at 
the corporate level for inadequate internal controls based on activities that 
would never have been known but for those controls, the SEC is actually 
encouraging companies to have internal controls that are worse than what 
they would otherwise have in order to avoid potential regulatory penalties.  
Under the current regime, companies will implement internal controls 
designed to uncover only those individual-employee harms that still hurt the 
company after having been discounted by the expected regulatory penalty.  
If an employee’s behavior, while still harmful, is less harmful to the 
company than the expected regulatory penalty, the company will have an 
incentive to not discover the bad behavior.204  But individual, rather than 
corporate, liability avoids such a result because companies know that they 
will not be liable at an entity level and will be incentivized to implement 
internal controls designed to effectively uncover all individual-employee 
harms that hurt the company.  Accordingly, it makes sense for the SEC to 
approach enforcement under SOX with these incentives in mind and to 
tailor its enforcement practices appropriately. 

3. Policy Prescription.—I have assumed throughout this Note that 
there are benefits stemming from federal corporate-governance mandates,205 
and my solution still allows for the recognition of these benefits.  This is so 
because my proposed statutory amendment requires that all penalties for 
internal control violations be imposed pursuant to § 13(b)(5) of the 
Exchange Act.  That provision allows for liability not only against persons 
who violate a company’s internal controls, but also against persons who 
“knowingly fail to implement a system of internal accounting controls . . . 
described in paragraph (2).”206  Section 13(b)(2) requires every company 
subject to its requirements to “make and keep books, records, and accounts, 
which, in reasonable detail, accurately and fairly reflect the transactions and 
dispositions of the assets of the issuer” and to “devise and maintain a 
system of internal . . . controls sufficient to provide reasonable assurances” 
that management has provided a number of authorizations concerning 
transactions and assets.207  These two provisions, read in tandem, vest the 
SEC with broad latitude to mandate particular internal controls because 

 

204. Or to not disclose it if discovered, which, again perversely, simply leads to more 
wrongful behavior. 
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they allow for individual liability for failing to implement any system that 
the SEC determines is necessary to meet the “reasonable detail” and 
“reasonable assurances” provisions of the Exchange Act. 

Additionally, commentators have recognized the desirability of 
measured regulatory reform,208 and policy prescription along the lines 
suggested by my solution promises to be more measured than its current 
iteration.  The requirement that an individual knowingly fail to implement 
particular internal controls provides a brake against ad hoc prescription of 
particular internal controls by raising the standard of proof required for 
liability.  By making it harder for the SEC to prove that a particular internal 
control policy was warranted, and thus increasing the costs of imposing 
liability, the new statutory scheme requires the SEC to think twice before 
deciding whether a particular internal control is worth the increased 
difficulty of imposing it.  Further, implicit in the phrase “fail to implement” 
is the requirement that anyone held liable under this portion of § 13(b)(5) 
actually has the authority to implement internal controls.  This language 
limits liability in a way that lets companies know ex ante who will be on the 
hook for failures to implement proper internal controls, thereby supplanting 
the need for SEC policy prescription by ensuring that companies place 
internal control policy making authority appropriately. 

Finally, to the extent that the SEC is concerned with being able to hold 
individuals liable, it should be relatively clear from the facts of the London 
Whale case209 that showing that the responsible individuals acted with the 
requisite level of culpability will not be difficult in the appropriate case.  
Recall that in the London Whale case, the senior trader, Martin-Artajo, 
repeatedly instructed his subordinates to flout JPM’s internal policies in 
order to hide losses, and as the SEC complaint and the DOJ indictments 
allege, there is plenty of evidence against both Martin-Artajo and Grout.210  
Further, the SEC had similar evidence against Peterson in the Morgan 
Stanley case.211  These cases demonstrate that, under my solution, the fact 
that the SEC has to prove scienter in every case should not be a prohibitive 
hurdle. 

 

205. See generally Lucian A. Bebchuk & Assaf Hamdani, Federal Corporate Law: Lessons 
from History, 106 COLUM. L. REV. 1793 (2006) (arguing that federal intervention in state 
corporate lawmaking may be necessary to provide an adequate level of investor protection). 

206. 15 U.S.C. § 78m(b)(5) (emphasis added). 
207. Id. § 78m(b)(2)(A)–(B). 
208. See, e.g., Whitehead, supra note 191. 
209. See supra subpart I(A). 
210. See SEC Complaint, supra note 3, at 8–18; DOJ Indictment, Grout, supra note 3, at 6–

14; DOJ Indictment, Martin-Artajo, supra note 3, at 6–14. 
211. See Peterson Complaint, supra note 39, passim. 
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C. Drawbacks 

Of course, my solution is not without flaws, two of which I briefly 
discuss here.  First, director and officer insurance and corporate indemnity 
agreements could ameliorate much of the pain of individual liability, 
thereby reducing its deterrent effect.212  Second, settlements will be harder 
to achieve under my solution because they will reference specific 
individuals, and individuals have more acute reputational concerns than 
companies, causing them to fight harder to avoid those reputational costs.213  
While these problems are, at least to some extent, unavoidable, they do not 
nullify the usefulness of my solution. 

With regard to director and officer insurance, it is true that, to the 
extent that a particular company officer will be insured against liability for 
an internal control violation, there will exist the moral hazard that he will 
not fully internalize the risks that attend his actions.214  However, even 
officers who are indemnified against liability will suffer the reputational 
effects of litigation, and thus some incentive will exist for them to avoid 
engaging in conduct that potentially violates their company’s internal 
controls.215  Further, the tort principles of vicarious liability still apply, so 
companies will still have an incentive to ensure that their agents act 
appropriately to avoid liability through that avenue.216 

With regard to reduced settlement rates, it is not clear that this is even 
a problem from an efficiency standpoint.  True enough, the SEC relies on a 
high settlement rate in its enforcement actions,217 but this does not mean 
that a high settlement rate is desirable.  Indeed, the number of SEC 
settlements has been very visibly criticized of late,218 and there is at least 
some evidence that SEC settlements are simply political expedients rather 
than intrinsically valuable enforcement tools.219  Given the uncertainty 
 

212. Langevoort, supra note 107, at 54–55. 
213. See id. (“Settlements are much easier to achieve when they do not adversely implicate 

the company’s senior executives.”). 
214. See generally JOSEPH WARREN BISHOP, JR., THE LAW OF CORPORATE OFFICERS AND 

DIRECTORS: INDEMNIFICATION AND INSURANCE (2011-2012 ed.). 
215. James D. Cox, Private Litigation and the Deterrence of Corporate Misconduct, LAW & 

CONTEMP. PROBS., Autumn 1997, at 1, 35–36. 
216. Id. at 36. 
217. Langevoort, supra note 107, at 55.  The London Whale case is but one of many 

examples of such settlements.  See supra note 106. 
218. See U.S. SEC v. Citigroup Global Mkts. Inc., 827 F. Supp. 2d 328, 335 (S.D.N.Y. 2011).  

In this increasingly infamous order, Judge Rakoff declined to approve an SEC consent order 
between the agency and Citigroup and reprimanded the SEC accordingly: 

Here, the S.E.C.’s long-standing policy—hallowed by history, but not by reason—of 
allowing defendants to enter into Consent Judgments without admitting or denying 
the underlying allegations, deprives the Court of even the most minimal assurance 
that the substantial injunctive relief it is being asked to impose has any basis in fact. 

Id. at 332 (footnote omitted). 
219. See Jonathan R. Macey, The Distorting Incentives Facing the U.S. Securities and 
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surrounding the efficacy of SEC settlements, the fact that they may be 
harder to obtain should hardly count against the solution I have proposed 
here. 

Conclusion 

Angels are the messengers of the gods.  And while comparing 
Congress to the deities may risk hyperbole, it isn’t a stretch to characterize 
the federal agencies as its messengers.220  One could even call the SEC an 
archangel—it is the chief regulator of the nation’s financial markets, and it 
is primarily responsible for ensuring that congressional messages about how 
to act in those markets are delivered to the markets’ constituents.  
Congress’s financial archangel has run into some problems.  For the 
moment, JPM’s regulatory woes stemming from the London Whale case 
may be over.  Yet the concerns with the current patterns of SEC 
enforcement implicated by the London Whale settlement are still very much 
alive.  A reexamination of those enforcement patterns is necessary.   

First, the current enforcement structure of the Exchange Act imposes 
inefficiencies that harm investors, companies, and markets alike because 
unpredictable SEC enforcement subjects companies using public markets to 
unnecessarily high compliance costs, reduced share prices, and regulatory 
rents.  Second, the evidence suggests that the current pattern of SEC 
enforcement is divorced from the stated justifications for that enforcement, 
and I have suggested that the fact that the SEC’s actions are not guided by 
its stated normative goals is particularly problematic given the increasing 
substitutability of the public and private securities markets.  Because the 
SEC is no longer guided by its stated normative aims, it suffers from 
mission creep that harms those within its regulatory ambit.  Specifically, the 
potentially perverse institutional incentives that the SEC faces when 
confronting difficult regulatory issues, as well as its expansion into the 
realm of systemic risk, demonstrate that the time for a reexamination of its 
enforcement approach is now.  A possible solution to the problems I have 
set forth in this Note is to eliminate corporate liability for violations of the 
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Exchange Act’s internal control provisions, instead confining such liability 
to individuals within companies.  Such a solution, though not without flaws, 
eliminates many of the efficiency concerns generated by current SEC 
enforcement actions, realigns SEC enforcement activity with its stated 
normative justifications, and still allows the SEC a meaningful avenue for 
policy prescription.  One final point is in order: my hope in this Note has 
not been to provide a full-fledged articulation and defense of the solution I 
have proposed—such an analysis would far exceed my limited scope here.  
Instead, I simply suggest that the solution I have proposed is justified on 
efficiency grounds and reiterate the need for a serious examination of SEC 
enforcement principles by locating my analysis within a broader discussion 
concerning the growth of private markets and the SEC’s institutional 
incentives.  My ultimate hope is that the SEC’s archangel problems do not 
continue forever. 

—Spencer P. Patton 


