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promotional, rather than prosecutorial in nature.94 

Initially, the lawyer-dominated SEC was not really equipped 
with the capability of maintaining a promotional-oriented 
stance towards the securities industry. Karmel writes that 
in the late 1970's the "prosecutorial functions so predomi­
nated over the developmental functions given to the agency 
in the 1975 amendments that the agency could not en­
gage in meaningful promotional activity. "95 In terms of 
the methodology that the SEC employed in moving along 
the transition to a national market system, Karmel char­
acterizes the SEC as "indict[ing] the entire securities in­
dustry for failing to accommodate itself sufficiently and 
quickly to a rapidly changing economy and marketplace, 
and then try[ingJ to punish the industry instead of assist­
ing its passage into a new technological age."96 Thus, the 
law orientation of the SEC exhibited itself even as the 
SEC tried to engage in a newer promotional direction. 

However, the amendments did begin a potential shift from 
a pure prosecutorial disclosure-enforcement framework to 
one that also concerns itself with the promotional activities 
involved in capital formation. This added promotional ele­
ment, while subservient in priority to SEC enforcement, 
continues to influence the SEC to the present. Even though 
the 1997 GPRA Strategic Plan does not include capital for­
mation witllin the SEC mission statement, it is included along 
with protecting investors, and maintaining fair, honest, and 
efficient markets as one of the SEC's three primary goals. 

The stage for the erosion of the disclosure-enforcement 
framework was further set in the 1980's with Reagan's ap­
pointment of Chairman John Shad. The appointment of 
Shad broke with a long-standing policy of appointing apo­
litical candidates to the position based on purely profes­
sional credentials.97 Shad vigorously endorsed Reagan's anti­
regulatory agenda. In terms of the SEC, this meant shift­
ing the agency away from zealous enforcement and manda­
tory disclosure toward playing a more cooperative role with 
the industry in promoting capital formation.9R Shad felt 
that the SEC's rigorous oversight and ponderous disclosure 
rules hampered the industry's competitiveness and worked 
against its vigorous health.99 

A noteworthy change that Shad introduced, aside from the 
stripping away of unnecessary disclosure rules and cutting 
back of enforcement activity, was the creation of the Of­
fice of the Chief Economist as a subdivision of the 
chairman's office. While Chairman Roderick Hills had al­
ready created the Directorate of Economic and Policy Re­
search in 1975, Shad was unsatisfied with the level of 

economic consideration in SEC regulation. He felt that 
the creation of a new office under the chairman's guid­
ance, with more direct integration into the decisionmaking 
process, would remedy the situation. lOll 

Shad's activities as chairman directly threatened the disclo­
sure-enforcement framework, potentially replacing it with a 
more economically oriented task of capital formation. 
While Shad did succeed in temporarily destabilizing the 
disclosure-enforcement framework, it appears doubtful 
that Shad seriously undermined it in the midterm. I 01 For 
example, in terms of the creation of an Office of the Chief 
Economist, "though attorneys and economists jousted over 
policy, the latter made room for themselves in a 
decisionmaking hierarchy still very much dominated by 
attorneys. Economic analysis contributed to agency 
decisionmaking, but still in a support and advisory ca­
pacity."I02 Yet, at the same time, Shad's activities, while 
not replacing the disclosure-enforcement framework, did 
succeed in elevating economic considerations to a more 
formal status within the administrative hierarchy of the 
SEC. This elevated, yet secondary role, continues to play 
itself out within the regulation of the SEC, and under the 
right circumstances may indeed emerge to eventually over­
take the disclosure-enforcement framework as the primary 
means of doing business for the SEC. 

Current Developments 

Obviously, the deep entrenchment of the disclosure-enforce­
ment framework within the identity of the SEC works 
against any ultimate change in regulatory regimes. More­
over, the political relationships that characterize the securi­
ties subgovernment are surprisingly stable, even in light of 
more general subgovernment instability. 103 Yet, in the 1975 
amendments to the Securities Acts, as well Chairman Shad's 
institutional changes, we have seen that although the disclo­
sure-enforcement structure remains firm, economic con­
siderations have indeed gradually infiltrated the agency. It 
seems clear that any further qualitative movement away from 
the disclosure-enforcement framework will likely stem, at 
least in part, from the watershed technological and ideo­
logical shifts that currently face the market. Technological 
advancements will work in both directions, however, some­
times stressing the need for new regulatory direction, but 
also sometimes only further entrenching the traditional dis­
closure-enforcement framework. Whemer or not rapid tech­
nological changes will lead to the dismantling of a regula­
tory regime built on disclosure-enforcement will partially 
depend on which of the emerging issues will capture the 
attention of the public, Congress, and the SEC itself. 
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Many of the recent changes in the securities markets re- . 
late directly to the advent of the Internet as a powerful 
trading force. Chairman Levitt points out that "in the 
next few years the number of online brokerage accounts 
will roughly equal the metropolitan populations of Se­
attle, San Francisco, Boston, Dallas, Denver, Miami, At­
lanta and Chicago, combined."lo4 The current bull mar­
ket environment, in addition to the ease and low costs of 
trading online, has seduced a large number of relatively 
inexperienced individual investors to try their hand in 
the securities markets. One can even argue that a power­
ful social culture has emerged around securities trading, 
with many Americans discussing their latest trading con­
quests in investment clubs, brokerage lounges, and chat 
rooms. 

It is not surprising that the SEC has chosen to react to these 
market changes through the lens of a disclosure-enforce­
ment orientation. Chairman Levitt views the rise of the 
retail investor as primarily an investor protection challenge. 
Levitt expresses concern about "the great influx of new 
and relatively inexperienced investors who may be so se­
duced by the ease and speed of Internet trading that they 
may be trading in a way that does not match their specific 
goals and tolerance."JOs In other words, Levitt fears a grow­
ing financial literacy crisis in which "there is an unaccept­
ably wide gap between financial knowledge and financial 
responsibilities."106 It appears that within such an environ­
ment, the traditional emphasis on mandatory disclosure is 
no longer enough to provide adequate investor protection. 
While this could have motivated the agency to begin a new 
reassessment of mandatory disclosure, the agency has in­
stead responded by trying to fill in the protection gaps 
through an increasing stress on investor education. 107 

In a parallel development, the SEC has vigorously responded 
to the threat ofInternet use in perpetrating securities fraud. 
However, a recent General Accounting Office (GAO) re­
port illustrates the various ways in which the Internet prom­
ises to directly challenge the limitations of SEC enforce­
ment activities. The report characterizes the Internet as a 
"new and efficient medium to defraud investors of millions 
of dollars," and explains that "fraudulent operators find the 
Internet attractive because they can instantly communicate 
with millions of victims-via professional-looking websites 
that appear to offer legitimate investment information, online 
newsletters, or e-mail-at far lower costs than traditional 
means of communication, such as the telephone."loB Such 
a dramatic characterization only serves to further entrench 
enforcement as the bread-and-butter of securities regula­
tion. The SEC has established an Office of Internet En-
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forcement with three full-time staff and over 125 volun­
teers nationwide in order to coordinate the agency's investi­
gations oflnternet securities fraud. 109 Yet, at the same time, 
the GAO report advocates the allocation of greater resources 
for the task, concluding that "the rapid growth in reported 
Internet securities frauds could ultimately place a signifi­
cant burden on the regulators' limited investigative staff 
resources and thereby limit the agency's capacity to respond 
effectively to credible fraud allegations. "110 

However, other technologically motivated changes can po­
tentially further increase stress on the disclosure-enforce­
ment framework. Due in a large part to the ease with which 
information can now change hands, the securities market 
has experienced increasing globalization. Choi and Guzman 
explain that: 

Driven by the rise in information technology 
and relative political and economic stability 
across several different nations, capital mar­
kets-from Hong Kong, Singapore and Taiwan 
to the United States, Switzerland and Britian­
have become largely interconnected. Traders 
on the London Stock Exchange, for example, 
monitor bid-ask prices on the New York Stock 
Exchange and other markets when determin­
ing their own market clearing prices. Today, 
companies regularly go abroad either to seek 
new financing or to develop a liquid market for 
their existing securities .... Investors, similarly, 
often place their funds abroad either directly 
through the purchase of foreign securities in 
foreign markets or indirectly through a domes­
tic institutional investor intermediary specializ­
ing in overseas investments. I II 

Moreover, the Internet provides a direct medium whereby 
foreign brokers or exchanges can reach out directly to indi­
vidual investors. For example, former Commissioner Steven 
Wallman points out that "it would be very easy ... for the 
Sydney exchange to set up a Web page giving Australian 
stock prices, with a button underneath that lets viewers con­
vert the prices into US dollars. Another button could link 
to seventy-five bankers in Australia who would be more than 
happy to take US customers' business if they click on the 
site and provide a bank account."1l2 

Great differences exist between United States securities regu­
lation and that of other countries. 113 In terms of navigat­
ing these differences, the SEC can react by increasing the 
amount of cooperation between countries, trying to fur-
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ther extend United States regulations to those foreign 
. firms, corporations, and exchanges that do business with 
United States citizens, or by moving toward the creation 
of a single regulatory agency that will o~ersee multiple 
national market systems. The extent to which the SEC 
chooses to impose regulatory standards on foreign firms 
and corporations will likely correlate with the weight it 
gives its commitment of protecting US investors through 
US disclosure rules versus the need to maintain a respect 
for international boundaries, limiting SEC expansionism. 

In any case, the emergence of alternative regulatory models 
within the consciousness of American lawmakers and the 
public may instill an increasing urgency in reexamining SEC 
regulation and disclosure requirements in light of efficiency 
standards. While the current bull market and relative stabil­
ity of the US markets, as opposed to foreign markets, has 
mitigated the need for worry over a potential flight of capi­
tal to markets with a lower regulatory burden, it seems un­
likely that such a favorable prognosis will continue indefi­
nitely. When the dominance of the US securities market as 
a stable investment environment begins to wane, corpora­
tions and investors !!lay play their cards in foreign markets 
with lower barriers to entry, a higher degree of market effi­
ciency, and a smaller regulatory burden. Precisely because 
globalization will subject the US regulatory framework for 
securities to intense competition, the SEC may need to grow 
even more sensitive to the market effects of any future regu­
latory initiatives. 

The growing importance of electronic trading networks, 
however, provides the most direct threat to the disclosure­
enforcement orientation of the SEC. Commissioner Laura 
Unger explains that the electronic trading technology 
changes the dynamics of the marketplace by removing a num­
ber of physical constraints imposed on markets. Within a 
traditional floor framework, those that are privileged to oc­
cupy space on the exchange floor maintain time and space 
advantages over those that do not. In terms of electronic 
trading networks, because trades take place electronically 
within cyberspace, time and space advantages, as well as 
geographic limitations, vanish. Moreover, electronic trad­
ing eliminates some of the need for a market to be a mem­
bership organization. 114 Perhaps most importantly though: 

Electronic trading technology has blurred the 
distinction between broker-dealers and ex­
changes. Over years, broker-dealers' systems 
have become increasingly automated. Broker­
dealers developed electronic trading systems that 
function very much like exchanges: bringing 

customer buy and sell orders together, and pro­
viding a means for customers to interact with 
each others' orders. These alternative trading 
systems, or ATSs, as we call them, became real 
competitors of the traditional markets .... 115 

The SEC responded to the emergence of electronic trading 
networks by changing the regulation that applies to ATSs, 
trying to strike a balance between not hampering the con­
tinuing development of electronic trading systems and, 
at the same time, assuring some basic regulatory stan­
dards. 1lG 

A number of recent developments have determined that 
the change is far from over. The NYSE and Nasdaq have 
both announced plans to go public, primarily in order to 
strategically position themselves to better compete with the 
electronic trading networks. This has provoked Levitt to 
question the ability of the exchanges, as SROs, to maintain 
a standard of regulatory integrity, even as they compete for 
a greater market share. ll7 The Commission's approach, 
though, has thus far mimicked the precedent set during the 
debate over the development of the national market system 
and the 1975 amendments. Levitt assured that the 
Commission's role is "not to impose or dictate the ultimate 
structure of markets. Rather, it is to establish, monitor, and 
uphold the framework that gives competition the space and 
sustenance to flourish."I'R However, if the market naturally 
develops in ways that increasingly fragments the national 
market system, the SEC may very well have to exercise a 
more activist promotional stance in moving the markets 
along toward better efficiency. 

In any case, overseeing the transformation of the markets, 
in addition to changing regulation so that it better addresses 
the new environment, calls upon the SEC to increasingly 
concern itself with questions of efficiency and capital for­
mation. Levitt's remark in his speech at Columbia Univer­
sity that, "unless the laws of nature betray us, true north 
will always remain true north" refers to the continued rel­
evance of the disclosure-enforcement framework. Perhaps 
Levitt feels that disclosure-enforcement, as the traditional 
bread-and-butter of securities regulation, will easily survive 
such an economically oriented diversion. However, perhaps, 
Levitt simply fails to realize that the Trojan Horse already 
sits within the city gates. 
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