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I. INTRODUCTION

Not to put anyone off, but the field of municipal securities! regulation is the
antithesis of sexy. Its powerful soporific effect may already be making itself felt on the
reader; its effect on legal scholars is manifest. Academic attention to the issues presented
by municipal securities regulation is extremely limited and grand theories of municipal
securities regulation are glaringly 2absent from |
One purpose of this Article is to question why this is so, as well as to establish that it is
something that might be of concern. Another is to observe that, from the perspective of
the end user, functional differences between municipal and nonmunicipal securities
regulation may and should be coming to an end. The third is to make the case for using
municipal securities regulation as a pilot program for the overall improvement of the
federal securities laws.

The market for municipal securities is large—to the person on the street perhaps
eyepoppingly so. Even in 1975, the first year in which the federal government attempted
regulation of that market, $25 to $49 billion of municipal securities were outstanding.3

There are now more than $2.4 trillion outstanding;* t he | i on‘s share is direc
indirectly owned by individual investors.> Nonetheless, according to the Securities and
Exchange Commission (SEC or Commission) as recently as 2006, —t he m
registration, Commission review, and other regulation applicable to nonmunicipal issuers
is not necessary or appr op&Theadplenatibndorthisst at e and | oc
is —recognition of the fact that mMunicipal issuers

In the same speech in which the SEC apparently was tugging its forelock in the
vague direction of federalism, however, it recognized deficiencies in the currently
applicable regime.® The Commission specifically called on Congress to improve

1. —Muni ci pal secur it byehsslatesand eir pohiticalsnbilitisions. hritophsru e d
Cox, Chairman, U.S. Sec. & Exch. Coeawvudicipal Magkg@é&c h by SEC Chai rn
18, 2007) [hereinafter Cox Speech], available at http://www.sec.gov/news/speech/2007/spch071807cc.htm.

2. In fact, in the last 32 years there appear to have been no more than 80 articles that refer in any way to
the regulation of municipal securities; most of the references have been in passing. In the last five years, the
only significant commentary seems to have related to the regulation of the so-called pay-to-play practices of
municipal dealers, see, e.g., Gajan Retnasaba, Do Campaign Contributions and Lobbying Corrupt? Evidence
from Public Finance, 2 J.L. ECON. & POL'Y 145 (2006) (finding evidence of corruption from campaign
contributions in the public finance industry), and the lack of regulation of 529 college savings plans, see Mercer
E. Bullard, The Visible Hand in Government-Sponsored Financial Services: Why States Should Not Be Allowed
to Offer 529 Plans, 74 U. CIN. L. REV. 1265 (2006) (arguing that state control of 529 plans is harmful to
investors).

3. Michael McCarthy, Christopher Taylor & Donald Langevoort, Fireside Chat: Municipal Securities
(Apr. 20, 2004) [hereinafter Fireside Chat], available at http://www.sechistorical.org/collection/programs/
transcripts/Transcript_ 2004 0420.html.

4. Cox Speech, supra note 1.

5. See id. (stating that the proportion owned by individual investors is as much as two-thirds).

6. Press Rel ease, Sec. & Exch. Comm' n, Stketns@@hai rman Cox Call
the Market for Municipal Securities (July 26, 2007), available at http://www.sec.gov/news/press/2007/2007-
148.htm.

7. Cox Speech, supra note 1.
8. Id. (discussing disclosure weaknesses, concerns about governmental accounting, and the need for
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municipal accounting and disclosure practices, evidently acknowledging that it has
reached or is reaching the limits of its own authority.? This is particularly interesting in
light of a languishing rule proposal made by the SEC relating to municipal point-of-sale
disclosure,0 and may have to do with the jurisdictional lumps the Commission has
suffered in the last few years at the hands of the D.C. Circuit Court of Appeals.1l A
supplemental explanation is that the Commission foresaw some sort of train wreck
coming, and wished to establish publicly that it would have done more if only it could.

I n any event, the academy"*s di sinclination to
municipal finance cannot be justified either by its lack of importance or by its state of
perfection. More plausible reasons might include the arguable obviousness of answers to
at least a few of the questions that might be raised, as well as resignation to the notion
that watchful industry lobbies might defeat any meaningful change. Another potential
suspect is the reluctance of at least some of academic bent to acknowledge a situation in
which that free market thing—we | | | it just hasn*t quite worked o
Each of these prospects will be examined below.

It is true, of course, that the issuers of municipal securities are governments
themselves. To be sure, this raises issues of intergovernmental comity and, perhaps,
federalism. The fact that the issuers are governments, however, also means that they have
no shareholders and generally are not managed to produce profits. Instead, they properly
are managed for the benefit of those consenting to be governed—and, incidentally but
necessarily, to pay off those who purchase their debt. As explained below, this ultimately
simplifies any debate about the costs and benefits of investor protection, with the result
that a new disclosure regime designed for municipal issuers could be much to the liking
of those inclined to discount the value of shareholder primacy in the corporate sphere.

Part II of this Article provides background on the condition of municipal securities
regulation in 2008. This includes brief coverage of the (evidently) sexless scandals

prompting the regulation that does presently exist—i n ot her words, the story*‘s
also includes a pri mer on the —who, I —what kI an
—wher el s e e ag-topaeveh fortthe nost cliohé-@rscious in the audience.)

Part III comprises a fairly fleeting examination of the theme of federalism manifest in

improvements to disclosure practices).

9. See SEC & EXCH. COMM'N, DISCLOSURE AND ACCOUNTING PRACTICES IN THE MUNICIPAL
SECURITIES MARKET 3—4 (2007) [hereinafter DISCLOSURE AND ACCOUNTING], available at http://sec.gov/
news/press/2007/2007-148wp.pdf. By some accounts, its authority already may have been surpassed. See Lynn
Hume, SECOSs New Mu,n iBOND | BUYER,i Mar.i V,e 2007, at 1, available at
http://www.bondbuyer.com?$nocookies$/article.htm1?id=20070306Q2HNE8Y W& queryid=891480208&hitnu
m=17(noting that the 1975 —Towerll Amendment severely |imits th
infra Part IL.B.2.

10. See Confirmation Requirements and Point of Sale Disclosure Requirements for Transactions in
Certain Mutual Funds and Other Securities, and Other Confirmation Requirement Amendments, and
Amendments to the Registration Form for Mutual Funds, Securities Act Release No. 8358, Exchange Act
Release No. 49,148, Investment Company Act Release No. 26,341, 82 SEC Docket 5 (Jan. 29, 2004).

11. Gol dstein v. Sec. & Exch. CEQuan(fiming thata fule By th8 d 8 7 3, 874 (D.C
Commission requiring advisers to hedge funds to register with the Commission if the funds they advise have 15
or more —shareholders, | imited);pegeg, fierhery.Sec.i&&Exmlber s, or benefi ci
Comm' n, 177 F.3d 1016 (D.C. C iomder bardng @aght)ff frénf becomdng ng t hat t he Com
associated with an investment adviser was beyond the limitations of the Commi ssi on‘ s auBhority wunder the
Act).
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municipal securities regulation to date. Part IV ruminates on the possible applications of
the theories of law and economics and public choice. Part V covers practical
considerations to be taken into account in any proposal for regulatory redesign. Part VI
synthesizes the earlier parts to make the case that divergent regulatory treatment of
municipal and other securities is not merited and properly should come to an end. It also
advances the proposition that the need to revise municipal securities regulation provides
an opportunity for experimentation that might result in more widespread improvements in
the federal securities laws.

II. BACKGROUND

A. A Scandalous, if Untitillating, History: Municipal Poster Children

In many regards, municipal securities regulation is a tale of call and response
between municipal financial fiasco and federal regulatory reaction.1? There is, of course,
nothing unique in a governmental impulse toward securing the barn door after noticing
the absence of part of the herd,3 but the identification of the most significant
developments in municipal securities regulation with particular missing ponies surely is
pronounced. Moreover, since the history of those developments is relatively abbreviated,
a recounting of the most important stories can be quite brief.

First, it seems to be generally agreed that the initial significant move toward federal
regulation of municipal securities was spurred by the New York City bond crisis, which
peaked in 1975.14 The Big Apple eventually was bailed out by the cooperation of its
unions, the actions of New York State, and a federal guarantee, but some of the risks of
municipal finance had been exposed to the public eye, and the Municipal Securities
Rulemaking Board (MSRB) was born by act of Congress.1® The MSRB adopts, but does
not enforce, standards for the conduct of municipal securities dealers;1® some of its
initiatives are discussed in Part II.B below. The legislation creating the MSRB also
required registration wunder the S¥ofurities Exche
municipal securities dealers!® (many of whom were already subject to registration by
reason of their transactions in nonmunicipal securities19).

Eight years later, the Washington Public Power Supply System (WPPSS) lived up
to its acronym, going into notorious default on the bonds issued to support its Projects

12. Cf. Robert L. Palmer, When Law Fails: Ethics, Commerce, and Tales of Value, 2 S. CAL. INTERDISC.
L.J. 245,262 n.85 (1993) (describing the derivation of thet er m —c al |l and responsel).
13. This is evidenced, forins t ance, by t he a3adgsthemsetves, byfinsidertrading 33 and
legislation in the 1980s, see infra note 160 and accompanying text, and by the adoption of the Sarbanes-Oxley
Act of 2002, see infra notes 171 and 202 and accompanying texts.
14. Fireside Chat, supra note 3.
15. See Ann Judith Gellis, Municipal Securities Market: Same Problemsd No Solutions, 21 DEL. J. CORP.
427,430-32 (1996) (describing the MSRB as a reaction to the —wak
Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (codified as amended at 15 U.S.C. § 780-
4(b) (2006)) (legislation creating the MSRB).
16. The term —dealerll as used in this essay encompasses both
17. Securities Exchange Act of 1934, 15 U.S.C. §§ 78a—78nn (2006).
18. 15 U.S.C. § 780-4(a)(1).
19. Seeid. § 781 (detailing the registration requirements for securities dealers).



Gabaldon Final Do Not Delete 3/31/2009 9:17 AM

2009] Financial Federalism and Municipal Securities Regulation 743

Four and Five.20 Federal response was not swift, but after five years sedulously spent

preparing a report and a sixth spent contemplating it, the SEC adopted a rule requiring,

subject to some exceptions, that municipal securities underwriters obtain and use

munici pal i ssuer s’ of ficial statement
the same use as a corporate prospectus).?l After Orange County, California, became

famous for its disastrous dabbling in derivatives (that is, for losing its shirt and the

camisoles of several other municipal issuers by reason of its unfortunate management of

a joint investment pool),22 the rule was amended to also require municipal securities

underwriters to transact business only with issuers willing to provide annual and certain

other continuing disclosure.23

The SEC‘'s 2006 call on Congress 9re
widespread and temporally diffuse hijinks by municipal issuers.24 Its position paper was
prefaced by reference to the disclosure defalcations of several issuers, including the City
of San Diego, California, the City of Miami, Florida (there is one in Ohio, you know),
and Maricopa County, Arizona.2> Referenced later in the paper is the thus far successful
attempt of Texas to secede from the Union with respect to disclosure of its accumulated
obligations to fund employee benefits (further discussed in Part III below).26 This last
event may, in fact, be the straw th
approach exhibits a level of brashness that might, if not patented, lead the composite
municipal livestock to storm the barn doors.2”

Before evaluatingt he r hyme and reason of the
it is necessary to note the subsequent developments attracting attention to municipal
securities. In the first quarter of 2008, tremors of the then-d e nomi nat ed
mo r t g a g2&were feli when thellratings of some of the guarantors of municipal debt
were downgraded and auctions setting the interest rates of municipal securities began to
fail; the rates then converted to high default rates adversely affecting the financial
stability of the issuers.2? This contributed to unusual volatility in the market for
municipal securities throughout mid-2008.3% Volatility transmogrified into something on

20. D1v. OF ENFORCEMENT, SEC. & EXCH. COMM'N, STAFF REPORT ON THE INVESTIGATION IN THE
MATTER OF TRANSACTIONS IN WASHINGTON PUBLIC POWER SUPPLY SYSTEM SECURITIES (1988); Municipal
Securities Disclosure, Exchange Act Release No. 21,600, 41 SEC Docket 1131, 1988 WL 999989, at *4 (Sept.
12, 1988) [hereinafter Exchange Act Release No. 21,600].

21. 17 C.F.R. § 240.15¢2-12 (2008).

22. See Gellis, supra note 15, at 454 (describing Orange @ounty"‘s

investment losses).

23. See Municipal Securities Disclosure, Exchange Act Release No. 33,742, 56 SEC Docket 546 (Mar. 8,
1994).

24. See Cox Speech, supra note 1.

25. DISCLOSURE AND ACCOUNTING, supra note 9, at 1.

26. See id. at 8 n.33.

27. There are, however, several states that already had provided by statute for their own accounting
standards. See id. at 8 n.32.

28. See generally Steven L. Schwarcz, Markets, Systemic Risk, and the Subprime Mortgage Crisis, 61
SMU L. REV. 209 (2008) (describing the crisis and its ripple effect).

29. For a clear and concise description of the sequence of events, see Sharon L. Thornton, Last Dark
Cloud Leaves the Municipal Market, DAILY REC. (ROCHESTER, N.Y.), May 28, 2008 (describing the impact of
the Supreme Court'

30. See Mark Anderson, Credit Fallout Hits Muni Bonds, FIN. & COM. DAILY NEWSPAPER, Mar. 29, 2008
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the order of an arctic freeze3! when, in late 2008, the subprime mortgage crisis ripened
into a more full-blown financial and economic crisis and it became obvious that the
investments and securities of municipal issuers had been severely affected by the forces
roiling the financial markets more generally. This led to a quick flurry of activity by the
MSRB and the SEC,32 putting the (temporarily) crowning touches on the regulatory
structure described below.

B. Who Does What and to Whom

It is a given, if not invariably true, that federal securities regulation is disclosure-
based,33 and it is logical, if not inevitable, that the issuers of securities be the ones made
responsible for disclosure. Municipal issuers were, however, exempted from the git-go
from the mandatory disclosure regimes of boththe Secur i t i es AWNAc)of 1933 (the
and the _34 Act , and s o % Ase yformil anytter, thenp fiaderdl nu e d .
regulation of the municipal securities market has been structured in terms of the
regulation of municipal securities dealers.

1. The Regulation of Dealer Practices

Thus, as noted above, federal regulation of municipal securities markets commenced
in 1975 with the chartering of the MSRB.35 It is a combination governmental regulator
and self-regulatory body3® charged with setting the standards of conduct for dealers in
municipal securities.3” Although its rules (which are subject to SEC approval) have the
force of law, it has no enforcement power.38 Enforcement was made the province of the
SEC, the National Association of Securities Dealers (NASD, now merged into the
Financial Regulatory Authority, or FINRA), and, in the case of bank municipal securities
dealers, various banking regulators.39

Some MSRB rules clearly have been customized to the municipal securities market.
Perhaps most in the public consciousness have been the rules intended to constrain
corruption by would-be municipal underwriters. Thus, Rule G-37 prohibits accepting a
municipal underwriting within two years of making a contribution to a person in a
position to influencetheunder wri ting‘s grant (thus | imiting a
as -teppa ya4 Rule;G-38 prohibits the use of consultants to assist in obtaining

(describing how interest rates ultimately led to market volatility).

31. See Sarah Wienke, Borrowing Costs May Impact St. Charles Municipal Bonds, ST. CHARLES COUNTY
BUS. RECS., Nov. 3, 2008 (noting how defaults of subprime mortgages has affected municipal borrowing).

32. See infra notes 99—101 and accompanying text.

33. See Cox Speech, supranote 1 ( di scussing the SEC's authority to insist on

34. For discussion of the reasoning underlying this exemption see infra Part 11.B.2.

35. Gellis, supra note 15, at 431-32.

36. Id.at433-34.

37. Id. at433.

38. Id

39. 15 U.S.C. §§ 780-4(c)(3), (5) (2006).

40. MUN. SEC. RULEMAKING BD., RULE 6-37: POLITICAL CONTRIBUTIONS AND PROHIBITIONS ON
MUNICIPAL SECURITIES BUSINESS (2005), available at http://www.msrb.org/MSRB1/rules/ruleg37.htm
[hereinafter POLITICAL CONTRIBUTIONS AND PROHIBITIONS].
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municipal business.*! These are rules that have no corollaries for dealers in nonmunicipal
securities and were adopted in response to various corruption scandals bubbling to the
surface in the 1990s.42

Many MSRB rules, however, simply resemble rules adopted by the NASD cum
FI NRA for the governance of dealers
reason of their transactions in nonmunicipal securities.*3 For instance, MSRB Rule G-19
parallels FINRA Rule 2310, requiring
transaction is suitable for the customer to whom it is recommended.*4 This requirement is
not at all surprising, particularly because, although the MSRB is thought of as the
primary regulator of municipal securities dealers, many such dealers also deal in
nonmunicipal securities and thus are members of FINRA and subject to its rules.*

Indeed, the two regulators have exhibited a fair amount of cooperative spirit. A
recent case in point is their reaction to the issues posed with respect to the sale of

interests in —529 plans. Il Coll ege savi

529 of the Internal Revenue Code often use registered mutual funds as primary
investment vehicles.*8 They are not, however, regulated as mutual funds under the federal
securities laws. Nonetheless, the MSRB and the then-NASD perceived that 529 plan sales
and mutual fund sales presented the same broker-dealer sales practice issues. In 2006, the
two regulators issued a joint statement indicating that they would attempt to conform
future rules and interpretations on sales practices in this area.*’ In line with its
commitment, the MSRB subsequently published an interpretation of its Fair Practice
Rules clarifying their application in the 529 plan market and addressing such matters as
suitability and churning.48

Cooperative or not, the standards set by either the MSRB or FINRA are subject to
approval by the SEC.4® The Commission itself also is empowered to set rules for the
conduct of registered dealers,0 and has done so in important ways. As detailed
immediately below, although these rules are couched in terms of dealer conduct they

41. MUN. SEC. RULEMAKING BD., RULE 6-38: SOLICITATION OF MUNICIPAL SECURITIES BUSINESS (2005),
available at http://www.msrb.org/MSRB1/rules/ruleg38.htm. As originally adopted, Rule G-38 imposed
disclosure requirements relating to the use of such consultants.

42. It may be worth noting that arising out of the same scandals was something of a corollary rule for
lawyers vis a vis their dealings with government officials. See MODEL RULES OF PROF. CONDUCT R. 5.7 (2002)
(noting the responsibilities of lawyers regarding law-related services).

43. See Securities Exchange Act of 1934 § 12, 15 U.S.C. § 78/ (2006).

44. Fin. Indust. Regulatory Auth., FINRA Manual: NASD Rule 2130 (2008); MUN. SEC. RULEMAKING
BD., RULE 6-19: SUITABILITY OF RECOMMENDATIONS AND TRANSACTIONS; DISCRETIONARY ACCOUNTS
(2005), available at http://www.msrb.org/MSRB1/rules/ruleg19.htm.

45. See Securities Exchange Act of 1934 § 12, 15 U.S.C. § 781.

46. See Bullard, supra note 2, at 1268.

47. See Mun. Sec. Rulemaking Bd., MSRB Notice 2006-03, Joint Statement of NASD and the Municipal
Securities Rulemaking Board (Feb. 22, 2006), available at http://www.msrb.org/msrb1/archive/2006/
JointStatement.asp (detailing rules and interpretations adopted by MSRB and NASD regarding 529 plans).

48. See Mun. Sec. Rulemaking Bd., MSRB Notice 2006-23, Interpretation on Customer Protection
Obligations Relating to the Marketing of 529 College Savings Plans (Aug. 7, 20006), available at
http://www.msrb.org/msrb1/archive/2006/2006-23.asp (clarifying the obligation of dealers to provide important
disclosures and undertake active suitability analysis).

49. Securities Exchange Act of 1934 §§ 15D(b), 15D(c)(5), 15 U.S.C. §§ 780-4(b), 780-4(c)(5).

50. Id. § 15D(C)(2), 15 U.S.C. § 780-4(c)(2).
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have had a significant impact on the overall state of disclosure in the municipal securities
market.51

2. The Backdoor to Disclosure

Federal regulation of disclosure in municipal securities offerings is, in a word (albeit
a long one), circumlocutious.’2 One man may be thanked for this state of affairs: his
name was John Tower and he hailed from Texas.® The eponymous amendment he
caused to be added to the legislation creating the MSRB assured that neither the new
entity nor the SEC had authority to require, directly or indirectly, any pre-issuance filings
by municipal issuers.>* Similarly, although the amendment contemplated a requirement
that municipal securities dealers furnish their customers, as well as the MSRB, with
information generally available from a nonissuer source, the amendment specifically
disempowered the MSRB (although not the SEC) from requiring issuers to furnish
information either pre-or post-issuance.>®

Accordingly, since the inception of the municipal securities regulatory scheme,
extracting information from issuers has been problematic and generally counter to
manifest congressional intent.56 The MSRB, as well as the SEC, nonetheless has engaged
in various strategies to provide the municipal securities market the information it is
thought to need. The types of information deemed necessary may usefully be divided into
three categories. The first is information about the issuer itself (issuer information). The

51. See infra Part 11.B.2.a— (describing the impact of the rules on disclosures in the municipal securities
market).

52. Circumlocutiousisde f i ned as —r oundab outWEBATBRES THIRD NEvdNg'E S a1 i

DICTIONARY (1993).

53. John Goodwin Tower: Biography, Biographical Directory of the United States Congress 1774 to
Present, http://bioguide.congress.gov/scripts/biodisplay.pl?index=T000322 (last visited Jan. 27, 2009).

54. Thus, 15 U.S.C. § 780-4(d)(1) states:

Neither the Commission nor the Board is authorized under this chapter, by rule or regulation, to
require any issuer of municipal securities, directly or indirectly through a purchaser or prospective
purchaser of securities from the issuer, to file with the Commission or the Board prior to the sale of
such securities by the issuer any application, report, or document in connection with the issuance,
sale, or distribution of such securities.

55. 15 U.S.C. § 780-4(d)(2) states:

The Board is not authorized under this chapter to require any issuer of municipal securities, directly
or indirectly through a municipal securities broker or municipal securities dealer or otherwise, to
furnish to the Board or to a purchaser or a prospective purchaser of such securities any application,
report, document, or information with respect to such issuer: Provided, however, that the Board
may require municipal securities brokers and municipal securities dealers to furnish to the Board or
purchasers or prospective purchasers of municipal securities applications, reports, documents, and
information with respect to the issuer thereof which is generally available from a source other than
such issuer. Nothing in this paragraph shall be construed to impair or limit the power of the
Commission under any provision of this chapter.

56. This bypasses the interesting question of what types of evidence generally may be taken into account
in determining legislative intent, as well as the equally interesting question of whether such intent exists. See,
e.g., William Eskridge, Politics Without Romance: Implications of Public Choice Theory for Statutory
Interpretation, 74 VA. L. REV. 275, 277 (1988) (qualifying evidence used to determine legislative intent); Max
J. Radin, Statutory Interpretation, 43 HARV. L. REV. 863, 870 (1930) (describing why legislative intent is
undiscoverable).

y
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second is information about the terms of the instruments that are being offered (deal
information). The third is information about aftermarket transactions in such instruments
(transaction information). These categories will be discussed in reverse order, reflecting
the ascending need to involve the issuer in the disclosure enterprise.

a. Transaction Information

Once municipal securities have been set adrift in the aftermarket, there presumably
is a need for the market to receive price and other transaction information, but no need
whatsoever for the issuer to produce it. Logically, data produced by municipal securities
dealers should be quite adequate to the task. Assuring the municipal securities market
access to this data was not, then, a jurisdictional challenge; rather, it was a technical one.
Nudges in the direction of a full-blown reporting requirement accelerated in 1995, when
the MSRB implemented the first step of its Transaction Reporting System.5” At this
stage, information regarding bonds traded between dealers four or more times per day
was required to be reported on a daily basis.®® Enhancements to the system occurred over

the following ten years,®® culminating in 2005 in a so-called —r @ daImell reporting

requirement for all transactions involving dealers in municipal securities.®? Dealers now
are required to submit all transaction information to the MSRB within 15 minutes of

execution:t2 t he i nformation then hemblic®pTheoprtpt | y

transparency of the municipal securities market thus is said to be in conformity with that
of the other major financial markets.53
b. Deal Information

Municipal bond indentures are complex instruments. It may not be too daring to
assert that many bond purchasers would not read them, even if given a copy. Although it

57. See Self-Regulatory Organizations; Order Approving Proposed Rule Change by the Municipal
Securities Rulemaking Board Relating to Reports of Sales or Purchases, and Procedures for Reporting Inter-
Dealer Transactions Pursuant to Rule G-14, Exchange Act Release No. 34,955, 57 SEC Docket 2626 (Nov. 9,
1994) [hereinafter Exchange Act Release No. 34,955]; MUN. SEC. RULEMAKING BD., RULE 6-14: REPORTS OF
SALES OR PURCHASE (2005), available at http://www.msrb.org/MSRB1/rules/rulegl4.htm [hereinafter REPORTS
OF SALES OR PURCHASE] (determining reporting procedures in municipal securities under Board Rule G-14).

58. See Mun. Sec. Rulemaking Bd., MSRB Notice, Public Reporting of Historical Information on
Transactions in Municipal Securities: Rule G-14 (June 15, 2000) [hereinafter Rule 6-14 Notice: Historical
Information], available at http://www.msrb.org/msrb1/archive/CTRfiling 0615.htm (offering a Comprehensive
Transaction Report on all transactions in municipal securities under Board Rule G-14).

59. 1In 1998, a second major step in providing municipal security price transparency was taken, requiring
the reporting of certain information relating to transactions with customers as well as to transactions with other
dealers. MSRB. Notice, Public Reporting of Transactions in Municipal Securities: Rule G-14 (June 25, 1998),
available at http://www.msrb.org/msrbl/archive/gl4 web2.htm. In addition to the reports of transactions
already required, in 2000 the MSRB mandated monthly reporting of all trades in municipal securities. Rule 6-14
Notice: Historical Information, supra note 58.

60. REPORTS OF SALES OR PURCHASE, supra note 57.

61. Id.

62. See Self-Regulatory Organizations; Notice of Filing of Proposed Rule Change by the Municipal
Securities Rulemaking Board to Create Real-Time Transaction Price Service and Propose Annual Subscription
Fee, Exchange Act Release No. 50,605, 84 SEC Docket 146 (Oct. 29, 2004) (outlining a proposed annual fee).

63. MUN. SEC. RULEMAKING BD., 1975:2005 MILESTONES IN MUNICIPAL SECURITIES REGULATION
(20006).

r el

ease



Gabaldon Final Do Not Delete 3/31/2009 9:17 AM

748 The Journal of Corporation Law [Vol. 34:3

might well be the tendency to dismiss such documents as full of boilerplate lawyer-speak,
significant terms often do lurk within. This was well illustrated in the mid-1980s when a
few municipal issuers tried to call bonds that market participants believed had been
escrowed to maturity with backing from U.S. Treasury securities.®* This led to wide-
spread questioning as to whether and under what circumstances bonds believed to be
escrowed to maturity actually could be called, giving momentum to a move toward
disclosure of call features.5°

In 1986, the MSRB proposed a requirement that municipal securities dealers
disclose the details of bond call features upon request.®6 The dealers professed
themselves unable to do so, claiming that they did not have ready access to this
information.6” Although one might think that the MSRB could have required municipal
underwriters (those dealers transacting their business directly with the issuers®8) to
summarize and disclose the relevant features, it did not do so. One of the complications
apparently had to do with the market
for deals; it was said that, in many instances, the underwriters themselves lacked intimate
knowledge of the instruments they sold.®® Moreover, if the MSRB had required
underwriters affirmatively to seek information about the bonds from issuers for purposes
of disclosing it, it would have exceeded its limited mandate.”0 It therefore took several
years, a market shift toward negotiated dealing rather than competitive bidding,’! and the
SEC's adopt i elp dewribed Relow, befort manddtory disclosure of call
features and other bond terms took place.

s heavy rel

c. Issuer Information

i. General

It now is well established that municipal issuers are subject to the antifraud
provisions ofarbdtthh &8s Gor3n¥se tétiagton their behalf)
have been subject to a number of enforcement actions brought by the SEC’3 and are

64. See, e.g., Joe Mysak, Underwriter Sees More Refundings of Escrowed Bonds in Spite of Furor, BOND
BUYER, Dec. 29, 1986, at 1; Joe Mysak, Escrow Agreement Change on Kansas Bonds Generates Outrage,
Interest, BOND BUYER, Dec. 8, 1986, at 1.

65. See, e.g., John H. Allan, Bonds Escrowed to Maturity Need Call Provisions to Be Clarified, BOND
BUYER, Dec. 15, 1986, at 1 (calling for disclosure).

66. Fireside Chat, supra note 3, at 6.

67. Id.

68. 15 U.S.C. § 780-4(b)(2) (2006); 17 C.F.R. § 240.15¢2-12 (2008).

69. Fireside Chat, supra note 3.

70. 15U.S.C. § 780-4(d)(2).

71. This market shift is, at least in part, attributed to the Tax Reform Act of 1986. See Fireside Chat, supra
note 3 (noting that the Tax Reform Act changed the tax advantage for banks).

72. See, e.g., Statement of the Commission Regarding Disclosure Obligations of Municipal Securities
Issuers and Others, Securities Act Release No. 7049, Exchange Act Release No. 33,741, 56 SEC Docket 479
(Mar. 9, 1994) [hereinafter Exchange Act Release No. 33,741].

73. See, e.g., Commission Charges Public Finance Consultants, Inc., Robert Fowler, Dolphin and
Bradbury, Inc., and Robert J. Bradbury with Violations of the Antifraud Provisions of the Federal Securities
Laws in Connection with a $75.35 Million Offering of Municipal Securities, Securities Act Release No. 8414,
Exchange Act Release No. 49,619, 82 SEC Docket 2518 (Apr. 26, 2004) (resolving SEC enforcement actions
against municipal issuers); City of Miami, Florida, Securities Act Release No. 8213, Exchange Act Release No.
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periodically reminded by the Commission that wh e
financial condition they must be truthful.”# Prompting this speech and its public
dissemination has, however, been a slow and perplexing process.
Following the issuance of its own report on the WPPSS bond default,”® the SEC
adopted Rule 15¢2-12 in 1989.76 This rule required underwriters to obtain and review an
i ssuer ‘s official statement (containing both issi
any municipal securities issue of $1 million or more to market;’ the rule also requires
delivery of the official statement to potential purchasers requesting it.”8 If the official
statement was filed with an approved, private Nationally Recognized Municipal
Securities Information Repository (NRMSIR), the period during which delivery is
required was shortened.” Coasting on the SEC‘'s tailwind, the N
requiring underwriters to send it two copies of the official statement required to be
obtained in accordance withthe Commi s si on‘® new rul e.
In 1994, the year of the Orange County debacle, the SEC addressed the perceived
need for post-offering disclosure by issuers by amending Rule 15¢2-12.81 As amended,
the rule prohibited dealers from underwriting the securities of issuers who did not agree
in writing to provide the public with annual financial information and disclosure of
certain material events.82 The annual information was to be provided to each NRMSIR
and to any state information depository (SID)83 in the state in which the issuer is
located.84 Reports of the specified material events were given either to all NRMSIRs or

47,552, 79 SEC Docket 2580 (Mar. 2 1 , 2003) (same); SEC v.1588% 6D&EC | |, Litigation R
Docket 1939 (Aug. 24, 1998); SEC v. Busbee, Litigation Release No. 14,508, 59 SEC Docket 929 (May 24,
1995).

74. See, e.g., Exchange Act Release No. 33,741, supra note 72, at 489 (reminding readers of the standard
of review for a disclosure and accuracy).
75. SEC. & EXCH. COMM'N., STAFF REPORT ON THE INVESTIGATION IN THE MATTER OF TRANSACTIONS IN
THE WASHINGTON PUBLIC POWER SUPPLY SYSTEM SECURITIES (1988).
76. See generally Exchange Act Release No. 33,471, supra note 72 (not i ng the WPPSS‘'s role in
increasing guidance for municipal securities).
77. 17 C.F.R. § 240.15¢2-12(a) (2008).
78. Id. § 240.15c2-12(b)(2).
79. Id.
80. MUN. SEC. RULEMAKING BD., RULE 6-36: DELIVERY OF OFFICIAL STATEMENTS, ADVANCE
REFUNDING DOCUMENTS AND FORMS G-36(OS) AND G-36(ARD) TO BOARD OR ITS DESIGNEE (2005)
[hereinafter DELIVERY OF OFFICIAL STATEMENTS], available at http://www.msrb.org/MSRBI1/rules/
ruleg36.htm. Also required to be submitted are any advance refunding documents obtained if the issuance in
question is an advance refunding. /d. It is worth noting that MSRB Rule G-32 already had required underwriters
and dealers selling new issue securities to deliver to customers, no later than the settlement date, a copy of any
official statement obtained. MUN. SEC. RULEMAKING BD., RULE 6-32: DISCLOSURE IN CONNECTION WITH NEW
ISSUES (2005), available at http://www.msrb.org/MSRB1/rules/ruleg32.htm.
81. See Municipal Securities Disclosure, Exchange Act Release No. 33,742, 56 SEC Docket 546 (Mar. 9,
1994). The following year, the SEC created the Office of Municipal Securities. See Lynn Stevens Hume, SEC
Creates a Municipal Office, Names Paul Maco as First Director, BOND BUYER, Mar. 23, 1995, at 24.
82. 17 C.F.R. § 240.15c2-12(b)(5).
83. These are entities —tpasonhhthasedntered into aicentinuing discldure ob |l i gat ed
agreement under Rule 15¢2-12 is required to send annual financial information and material event disclosures,
if such entity has been establ i shed JormationDepositotye st ate of t he i
(SID), http://www.msrb.org/msrb1/glossary/glossary db.asp?sel=s (last visited Jan. 31, 2009).
84. 17 C.F.R. § 240.15¢c2-12(b)(5).
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to the MSRB,8 as well as to pertinent SIDs.86 There were limited exemptions for small
issuers and for short-term offerings.8” This state of affairs will pertain until a rule
amendment, described below,8 becomes effective in 2009.
One of the truly odd (and possibly free-market myth-busting) parts of the story of
municipal securities regulation has to do with the alphabet soup sloshing through the last
two paragraphs, and the tremendous effort it has taken to struggle toward a central
repository of municipal securities information. The regime for nonmunicipal securities
al ways has been vastly si Mmpehddtrnoithe SEBH¥ AAcCct regi str at
_34 Act registration statement? S%®Wl it to the S
not simply replicate this model for any mandated municipal disclosure? The answer
appears to be some combination of issuer dissent, resistance by private information
vendors, and the power of Tower.9! In other words, a system basically paralleling the
filing requirements for nonmunicipal issuers threatens the line that Senator Tower drew
in the sand (even given a nonparallel lack of Commission review, declaration of
effectiveness, etc.), and, to boot, gores the ox of the private parties who were conducting
the business of feeding the market municipal securities information prior to the adoption
of Rule 15¢2-12.
Thus, until a rulemaking in December 2008, the SEC never required issuer or deal
information to be sent either to itself or to the MSRB (since continuing issuer information
about material events could be sent either to the MSRB or to all NRMSIRs). It did,
however, permit the MSRB to adopt its own rules requiring municipal underwriters to
send it copies of the official statements they receive,%2 as well as to create a Municipal
Securities Information Library (MSIL) that electronically indexes, stores, and
disseminates the documents that the MSRB acquires.®3 Moreover, in 2004, the staff of
the SEC indicated that the obligation of an underwriter under Rule 15¢2-12 to obtain
commitments from municipal issuers with respect to disclosure of annual financial
information and certain material eventscould be sati sfied by an issuer
transmit its information to a —Centr al Post Offi
Council of Texas.%* The Central Post Office attempts to standardize filings, and transmits

¢

85. The MSRB proposed in 2006 that it be removed from the list of recipients. See Proposed Amendments
to Municipal Securities Disclosure, Exchange Act Release No. 54,863, 2006 WL 3488902 (Dec. 4, 2006). This
proposal was mooted by the development described infra at note 99.

86. 17 C.F.R. § 240.15¢c2-12(b)(5)(C).

87. Id. § 240.15c2-12(d).

88. See infra note 99 (requiring a broker dealer, or municipal securities dealer to reasonably determine that
the issuer/obligated person has agreed to follow the MSRB).

89. See Securities Act of 1933 § 8, 15 U.S.C. § 77h (2006) (instructing on how registration statements take
effect).

90. See Securities Exchange Act of 1934 §§ 10, 12, 15, 15 U.S.C. §§ 78/, 78o0.

91. The reference is, of course, to the Tower Amendment, discussed supra Part I1.B.2 at notes 54-55.

92. DELIVERY OF OFFICIAL STATEMENTS, supra note 80 (creating rules for delivery of official statements).

93. See Sources for Municipal Securities Information, http://www.sec.gov/answers/nrmsir.htm (last visited
Jan. 31, 2009); Municipal Securities Information Library, http://www.msrb.org/msrbl/glossary/view_def.asp?
param=MUNICIPALSECURITIESINFORMATIONLIBRARY (last visited Jan. 31, 2008) (defining the
MSIL).

94, See Letter from Martha Mahan Haines, Chief, Office of Mun. Sec., Assistant Dir., Div. of Mkt.
Regulation, to Mr. W. David Holland, Chairman, Texas MAC and Mr. John M. McNally, Hawkins Delafield &
Wood LLP (Sept. 7, 2004), available at http://www.sec.gov/info/municipal/texasmac090704.pdf. The Central
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them to all NRMSIRs and any relevant SIDs (but not to the MSRB).% In effect, the
Central Post Office constitutes a voluntary central repository from the standpoint of
issuers, but not a reliable resource from the standpoint of information users.

In 2006, the MSRB issued a concept release suggesti ng adopt
equal s deliveryl approach to the sat
dealers to deliver official statements to customers.®® The —accessll i
the online availability of a document through a retooled version of MSIL. The MSRB
subsequently adopted effectuating rule changes and, with SEC permission, launched a
pilot version of an internet-based portal (known as Electronic Municipal Market Access,
or EMMA) to provide access to the materials it maintains.?” This presumably was
intended to one better the carrot offered by the SEC for dealer submission of offering
statements to NRMSIRs (i.e., effectively shortening to zero the period during which
actual deliveries to customers must be made).® Thus, although the private NRMSIRs
may still receive offering materials (on the same technically voluntary basis), so should
the MSRB.

The most recent territorial expansion by the MSRB occurred in late 2008.
Practically, if not intentionally, concealed in the many proposals for action surfacing
before the SEC was the MSRB‘s sugge
contractually-induced, continuing disclosure by municipal issuers.®® With little fanfare, in
December 2008 the Commission approved the requested changes to Rule 15¢2-8.100
Those changes will become effective on July 1, 2009.101

Regardless of the exact recipient entity, the net effect of the rules summarized above
is to force municipal issuers to engage in disclosure at the time of initial sale as well as to
make subsequent continuing disclosure. Municipal dealers are required to disseminate the
disclosure made at the time of initial sale to requesting customers, although this
obligation now can be satisfied by submission of the relevant documents to the MSRB.
At first glance, this structurally simulates federal regulation of nonmunicipal securities.
There are, however, some important differences. First, neither the SEC nor the MSRB
has any ability to require, directly or indirectly, the filing of preissuance disclosure.192

Post Office was established in response to a request by the Muni Council, —an i nf or mal
composed of representatives of approxi mately
although the MSRB did not participate in the bid process to create the Central Post Office. /d.

95. See id. (explaining the features of the Disclosure USA website).

96. Mun. Sec. Rulemaking Bd., MSRB Notice 2006-19, MSRB Secks Comments on Application of
—Access Equals Deliveryl Standard to Official
(July 27, 20006), available at http://www.msrb.org/msrb1/archive/2006/2006-19.asp. The obligation to deliver
advance refunding documents could be similarly satisfied. /d.

97. See Mun. Sec. Rulemaking Bd., MSRB Notice 2007-33, MRSB Files Pilot Portal for On-Line
Dissemination of Official Statements and Related Information and Seeks Comments on Revised Draft
Amendments to Establish an —Acc e s38Nd&di 20075 avddelk
at http://www.msrb.org/msrb1/archive/2007/2007-33.asp (announcing the plans for EMMA and requesting
comment).

98. See supra Part IL.B.2.c.i.

99. See Amendment to Municipal Securities Disclosure, Exchange Act Release No. 59,062, 2008 WL
5134042 (Dec. 15, 2008) (stating that issuers should provide disclosure documents to the MSRB).

100. 1d.
101. 1d.
102. See Cox Speech, supra note 1 (explaining the lack of disclosure controls and procedures).
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Second, any compulsion to produce either offering or ongoing information is, so far as
issuers are concerned, a matter of contractual obligation, the frequent breach of which has
been noted by the SEC.103 Third, the prevailing practice seems to be for municipal
underwriters, rather than the issuers themselves, to prepare the disclosure documents used

in negotiated underwritings.1% Four t h, centralized —reportingl

either to the NRSMIRs or to the MSRB actually is (as noted above) voluntary. The fifth
major distinction has to do with the content of any disclosure, since municipal official
statements and continuing reports need not be prepared in accordance with the same type
of detailed instructions applicable in the nonmunicipal realm.10% This distinction is
particularly significant in the context of financial accounting, discussed below. In any
event, the overall result is somewhat
Scotch tape and/or staplesd only not as good.

ii. Accounting Issues

Municipal issuers are not required to follow specific SEC forms for the preparation
of their disclosures, and they are not subject to federally imposed uniform accounting
standards. Whatever uniformity may exist is either a matter of voluntary compliancel06 or
the result of tough-mindedness on the part of the accounting profession: the ethical
requirements of the American Institute of Certified Public Accountants (AICPA) require
auditors of governmental entities to use the standards established by the Governmental
Accounting Standards Board (GASB).107 The GASB itself has been criticized as being
subject to regulatory capture;1%8 moreover, in some states, deviation from GASB
standards is required by law.19% For example, in 2007 the Texas legislature adopted a
statute withdrawing all Texas municipal issuers from GASB compliance (AICPA be
darned), and specifically requiring the state itself to disregard GASB Statement 45, which
calls for reporting the estimated accrued cost of certain employee benefits (rumored, in
the case of Texas, to be some $50 billion).110 Unless the market responds by eschewing
or discounting Texas securities, it seems that other states well may respond to this

103. See id. (discussing integrity in the municipal market).

104. See, e.g., Robert W. Doty, Recent Developments in Disclosure and Securities Law Considerations, in
TAX EXEMPT FINANCING 1988, at 265, 377 (PLI Tax Law & Estate Planning, Course Handbook Series No. J4-
3615, 1988) (noting that the practice of underwriters preparing disclosure documents does not change the view
thatthedocu ment is the issuer‘s document) .

105. The applicable requirements, such as they are, are set out in Rule 15¢2-12 itself.

106. Some states do specifically mandate that all of their municipal issuers comply with the standards of the
Government Accounting Standards Board, discussed immediately below. See Cox Speech, supra note 1
(discussing issues with the disclosure process). More generally, the Government Financial Officers Association
has published guidelines calling for use of these standards.

107. See CODE OF PROF'L CONDUCT § 202 & app. A (Am. Inst. of Certified Pub. Accountants 2007)
(stating that the ACIPA designates the GASB to establish financial accounting standards and principles).

108. See, e.g., DISCLOSURE AND ACCOUNTING, supra note 9, at 7 (citing Steve Burkholder, As GASB Faces
Reporting Criticism, Concern Grows About Independence, 3 ACCT. POL'Y & PRAC. REP. (BNA) 224 (2007)
(noting that certain states have considered legislation to allow their states and local governments to avoid GASB
rules); Arthur Levitt, Jr., Standards Deviation, WALL ST. J., Mar. 9, 2007, at A15.

109. See Cox Speech, supra note 1 (stating that Texas allows its state and local governments to avoid
GASB rules).

110. Id.; TEX. GOV'T. CODE ANN. § 2264 (Vernon 2007).

of
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reminder that they actually have carte blanche in designing their own financial
statements. 111

III. FINANCIAL FEDERALISM

One might think that the original exclusion of municipal issuers from the registration
and reporting requirements of the _33 and _34 Act
this area, is a matter of constitutional compulsion.112 One would be wrong. Although
there was a bit of constitutional timidity expressed in the original legislative history,113 at
least equal prominence was given to the lack of need for federal intervention in municipal
securities regulation.114 The reasons assigned for this lack of need were the local nature
of municipal securities markets, the lack of demonstrated abuses, and the sophistication
of those who invested in municipal securities at that time (all factors which, not
incidentally, have changed).11®

I n fact, the _33 and _34 Act |l egislators did
municipal securities to the antifraud provisions of both Acts.116 Although there was doubt
as to whether municipal issuers themselves were subject to antifraud liability under the
_34 Act, those doubts dissipated in the wake of
MSRB.117  Although Congress obviously is not an authority with respect to the
constitutionality of its own acts, it is clear that its members believed they were acting in a
manner consistent with their constitutional mandate, and there are no cases holding to the
contrary. Moreover, the constitutionality of a 1986 requirement that municipal bonds be
issued to registered holders (rather than in bearer form) for purposes of claiming the
benefits of exemption from federal income tax has been established.118 This is obviously
not on all fours with the question of whether there is a constitutional impediment to
subjecting municipal securities issuers to an offering regime of federal choosing, but
generally intimates that federal fussing with municipal bonds is not a doomed
proposition. At any rate, the constitutionality of this fussing seems to be presumed by the
SEC.119

111. Note, however, that so long as the market regards the rumored amount of the accrued employee
benefits to be reliable, and its subsequent augmentation to be predictable, any price change might be negligible.

112. After all, there is that business about states retaining power not ceded to the feds. See U.S. CONST.
amend. X; infra notes 117-25.

113. See H.R. REP. NO. 73-85, 7-14 (1933); Stock Exchange Practices: Hearings Before the Senate
Banking and Currency Committee on S. Res. 84 and S. Res. 56 and S. Res. 97, 73d Cong. 7443-45 (1934)
(discussing the differences between municipal bonds and stocks).

114. Id.; see also James M. Landis, The Legislative History of the Securities Act of 1933, 28 GEO. WASH. L.
REV. 29, 39 (1959) (describing political motivation for exemption).

115. See Cox Speech, supra note 1 (discussing the differences between the municipal bond market today
and the bond market when federal securities laws were enacted).

116. Securities Act of 1933 § 17, 15 U.S.C. § 77q (2006); Securities Exchange Act of 1934 § 10(b), 15
U.S.C. § 78j(b); see also In re New York City Municipal Sec. Litig., 507 F. Supp. 169 (S.D.N.Y. 1980)
(discussing the antifraud provision of the Securities Exchange Act).

117. See generally New York City Municipal Securities, 507 F. Supp 169, for a description of the
preexisting state of the law and the changes made in 1979.

118. South Carolina v. Baker, 485 U.S. 505 (1988).

119. See Cox Speech, supra note 1 (proposing that Congress give the Commission more power to regulate
municipal securities issuers, but mentioning no constitutional impediment).
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Still, it may be worthwhile to contemplate the constitutional argument a bit further.
The truly simple-minded version goes something like this: those who give the
government its power retain what is not granted (and if there is any doubt about that,
reread the Tenth Amendment); since it is not clear that the governed contemplated federal
regulation of municipal issuers (although they did confer the power to regulate interstate
commerce), federal pattycakes should be kept in federal pockets with respect to same.120
The flaw found in the mid-1980s by the Supreme Court with respect to such reservation
argument s i s t hat t he Constitution did
sovereignty that Congress may no#¥Rathempl| oy i
the Constitution protects states' rights structurally by affording them political redress.122

S

The Court‘s subsequent —New Federalisml cases

securities)1?8 may undercut the apparent clarity of this conclusion; they have been
descri bed as mutdly dkcdugve ghertsiofastaté andgfederal regulatory

authority and protecting e®AThatsfidr the bettiign c ur si on

money still is on the constitutionality of federal regulation of municipal issuers, evidently
on the strength of the registered holders case referred to above, coupled with the
invocation of the undoubtedly sweeping federal ability to regulate interstate
commerce.125

Assuming the correctness of the betting money, any special treatment of municipal
securities must be justified on nonconstitutional grounds. One set of possibilities has to
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do with —practical ll pg,lpdrhapsbecpuse lthérecisyno teddt er mi nat i ons

for full regulation in this area or because the costs would be too great); these possibilities

wi || be a focus of Part | V. Anot her candi dat e

this context, sounds of the values of federalism, even though not constitutionally
compelled.

—l ntergovernment al comi tyl roughley transl

government . | Divorced from both constitut

ates
onal

guestion is: —Why?l I n the case of the federal

municipal issuers, the answer probably would be obvious to militiamen in Montana. It
more generally has been suggested, however
of] federalism. . . . [T]he willingness of lawmakers and interest groups to ... pay more

120. Cf Santiago Legarre, The Historical Background of the Police Power, 9 U. PA.J. CONST. L. 745, 778—
79 (2007) (discussing this argument in the context of
121. Garcia v. San Antonio Metrop. Transit Auth., 469 U.S. 528, 550 (1985).
122. Id. at 550-51.
123. See Erin Ryan, Federalism and the Tug of War Within: Seeking Checks and Balance in the
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Interjurisdictional Gray Area, 66 MD.L.REV.503, 540 (2007) (defining —New Federalisml

124. Id. at 555.
125. Although outside the context of municipal securities regulation, one legal scholar has provided the
following summary:

When it comes to nonmarket social issues, the Court carves out a domain of state and local power
that is i mmune to federal l egislative interference

respect to market matters, by contrast, the Co u r t consistently decides against

states and localities and legitimates business-backed federal efforts to curb state and local
regulations.

1d. at 563 (quoting David J. Barron, Reclaiming Federalism, DISSENT MAG., Spring 2005, at 37780, available
at http://www.dissentmagazine.org/article/?article=249).

because

_over
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attention to desired results than to which level of government is acting on their behalf
dates back ¥ the Framers. |

The American people may or may not care about the values of federalism, but
commentators do. There is a tsunami of literature on the subject.12” One of its insights is
the observation that some celebrations of federalism (perhaps those in the Montana
hinterlands?) actually are celebrations of decentralization rather than endorsement of the
dual sovereignty envisioned in the Federalist Papers.122 One might favor decentralization,
not merely because one fears the opposite, but because one affirmatively prizes the
proximity of government to the governed with its concurrent prospect of maximizing
citizen participation.129 What, if anything, does this have to say about a municipal
securities milieu in which obligations are issued, and after-market trading transpires, in
distinctly nonlocal markets? The question of whether a municipal issuer should incur debt
in the first place (and whether its obligations should be backed by its taxing authority or
otherwise) rather clearly is one as to which decentralized decisionmaking is appropriate,
but extrapolating that observation into a claim that decentralized decisionmaking about
what is to be disclosed to cross-border investors is unconvincing. The idea that individual
citizens would prize an opportunity to participate in setting accounting or other disclosure
standards is, in fact, somewhat farfetched (not wi
state-centered determination).130

Federalism, articulated in terms of its recognition of dual sovereignty, is regarded as
protecting at least three traditional values. One of these is protection against tyranny, as
the federal government guards against usurpations by the states and vice versa.13! The
second is promotion of accountability, served by clear identification of the sphere in
which each sovereign operates.132 The third is preservation of the benefits of localism.133
This is said to be distinct from a mere paean to decentralization in that it looks not just to
the prospect of enhanced participation but separately values localizing some
decisionmaking as a method of fostering diversity and encouraging innovation through
interjurisdictional competition.134

Admittedly, arguments based on prevention of tyranny resonate better in nonmarket,
civil-rightsy!3> areas than in the field of municipal securities regulation. This
acknowledgment is different, however, from saying that the benefits of checks and

126. Neal Devins, The Judicial Safeguards of Federalism, 99 Nw. U. L. REV. 131, 131-34 (2004).

127. See, e.g., Scott A. Moss & Douglas M. Raines, The Intriguing Federalist Future of Reproductive
Rights, 88 B.U. L. REV. 175 (2008) (noting the dissatisfaction of federal abortion rights law and the support for
a shift towards state regulation).

128. Edward L. Rubin & Malcom Feeley, Federalism: Some Notes on a National Neurosis, 41 UCLA L.
REV. 903, 91415 (1994).

129. See generally Theresa A. Gabaldon, The Lemonade Stand: Feminist and Other Reflections on the
Limited Liability of Corporate Shareholders, 45 VAND. L. REV. 1387 (1992) (describing the benefits of
localized decisionmaking).

130. See supra note 110 and accompanying text (describing the Texas statute).

131. THE FEDERALIST NoO. 28, at 180-81 (Alexander Hamilton) (New American Library 1961).

132. Ryan, supra note 123, at 606—07.

133. Id. at610-11.

134. Id. at611.

135. This characterization deliberately disregards Posnerian teaching. See, e.g., Richard A. Posner, Toward
an Economic Theory of Federalism, 6 HARV. J.L. & PUB. POL'Y 41 (1982) (addressing how the economic
theory of federalism can allocate responsibility between state and federal systems).
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balances should be disregarded when mere economics are at stake.136 In the absence of
constitutional declaration, the difficulty inheres in identifying who should be checking
whom. Quite arguably, however, when one sovereign (a state or other municipal issuer) is
dealing in a market comprised even partially of the citizenry of other jurisdictions, a case
for federal -1¥heckingl is made.

Promoting accountability by identifying spheres of authority is, of course, question-
begging with respect to the initial question of allocation. It does seem obvious, though,
that the current system of municipal securities regulation serves to confound
accountability. Insofar as the states actually do design their own accounting and other
disclosure standards,138 while the federal government simultaneously makes regulatory
noises (complete with acronyms),139 but neither demands nor enforces municipal
compliance,240 and even engages in intermittent muttering about intergovernmental
comity, 141 blame for any particular disclosure defalcation is uncomfortably diffuse.

The third value said to be protected by federalism has to do with fostering diversity
and encouraging innovation through interjurisdictional competition.142 This value
underlies a decades-long argument about the merits and demerits of federalizing
corporate law (uttered at hyperspeed, the demerits side of the conversation contends that
federal intervention is inefficient insofar as it deprives users of corporate law of choice
and prevents experimentation by the states).143 It nonetheless seems clear that diversity
and competition for the purpose of bringing about innovation are not always appropriate.
Diversity in accounting and disclosure standards simply leads to noncomparability of
alternative investment vehicles. Besides, does innovative accounting really sound like a
good idea, or does it sound like a two-wordsynony m f or1%—Enr onll ?

Intergovernmental comity is not, of course, a concept relevant only to state and
federal dealings; it also is a consideration in relations between various national
sovereigns.14® Comity indeed is granted by the United States to foreign sovereigns with
respect to their securities offerings on these shores, but it is a much less generous sort
than has been extended to municipal issuers. Thus, foreign governments are required to
register their securities, but do so on Schedule B, rather than by making use of the series

136. Apologies once again to Judge Posner et al.

137. Even i f a muni ci pfaclonlytwyh its owdcéizedryi thisgase still eonldbe made.

138. See supra notes 110—11 (citing the accounting and reporting standards of Texas).

139. See supra notes 75-101.

140. See Cox Speech, supra note 1 (explaining the federal regulators’ lack of disclosure controls and
procedures).

141. Seeid.

142. Ryan, supra note 123, at 610—11.

143. See, e.g., William Baxley, Comment, The Constitutionality of the Delaware Anti-Takeover Statute, 13
HARV.J.L. & PUB. POL'Y 319, 343—44 (1990).

144, Enr on' s wdrerpatly précipitated by a change in accounting conventions from representing
assets on the books at historical cost, to using mark to market accounting and representing the assets at the
present value of expected future income, thus creating a gap between the current assets on the books and the
amounts that were actually coming in at any given time. For a full discussion of this issue, see Milton C. Regan,
Jr., Teaching Enron, 74 FORDHAM L. REV. 1139 (2005).

145. Contemplation of either international law principles or international politics is well beyond the scope
of this essay. For a user-friendly account of many of the relevant considerations, see Robert L. Palmer, Toward
Universal Coherence in Determining Jurisdiction to Tax Income, 30 HARV. INT'L L.J. 1 (1989).
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of highly specific forms applicable to private issuers.146 Schedule B (cunningly located at

the end of the _33 Act, directly after

the Act), does call for a number of revelations, but leaves substantial flexibility with
respect to the detail of disclosure.14” Moreover, it appears to be historically the case that
the registration statements of foreign governments are handled more expeditiously than
those of private issuers.148 Foreign governments also have been successful in winning

special treatment vis-a-v i S v ar i ous 34 Act requirements, i

foreign national banks from the —no
section 13(k).149

The treatment of foreign governments by the federal securities laws may or may not
be optimal. This treatment does have to commend it, however, the benefit of centralized
filing. The treatment of foreign governments also features direct enforceability against
nondisclosing issuers, rather than the jerry-r i gged r el i ance on
that provides the structural support of municipal securities regulation. Finally, although
there is some flexibility in what is to be disclosed, the standards are somewhat more
detailed than those that dutiful municipal underwriters impose on issuers pursuant to Rule
15¢2-12.

IV. GRAND THEORIES

A. Law and Economics

As noted above, academic commentators largely have been silent on the subject of
municipal securities regulationd perhaps mysteriously so, perhaps not. In any event, if
one is to know what any particular school of theory might have to contribute in this area,
one will have to extrapolate. The relevant points of departure logically are existing
statements about the need or lack of need for any sort of mandatory disclosure scheme at
all.

Certainly, into the 1980s, noted law and economics scholars explored the argument
that there was no need for a mandatory disclosure regime.150 The basic notion was that,
left to market forces, rational issuers would be induced to make adequate disclosure in
order to receive the premium prices rational purchasers would pay for offerings the risks
of which were relatively well defined by reason of the information disclosed.1® Studies
were produced, in fact, indicating that post-_33 and _34 Act investors received no more
protection from mispricing than did investors in the 1920s (although prices became less

146. Securities Act of 1933 § 7, 15 U.S.C. § 77g (2006).

147. Id. § 1,15 U.S.C. § 77aa.

148. Cf Kingdom of Sweden, SEC No-Action Letter, 1980 WL 17462 (Sept. 10, 1980) (describing the
precursor version of shelf registration made available to the Kingdom of Sweden).

149. 17 C.F.R. § 240.13k-1 (2008). Note, however, that this treatment, which is a matter of SEC rule, puts
foreign national banks on the same footing as that statutorily granted to domestic banks. See Press Release, Sec.
& Ex c h.n, SE6 mdopts Fund Disclosure Rules and Foreign Bank Loan Exemption; Proposes Shell
Company Rules (Apr. 13, 2004), available at http://www.sec.gov/news/press/2004-50.htm (outlining SEC rule
13k-1).

150. See, e.g., Frank H. Easterbrook & Daniel R. Fischel, Mandatory Disclosure and the Protection of

Investors, 70 VA. L. REV. 669 (1984) (examining the explanations given for securities regulation).
151. Id. at 684.
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volatile).152 Nonetheless, at least some law and economics scholars eventually conceded
thatsi hce —securities are not homogeneous product s,
prospects by investors is not cost-effective, there may be gains from collective insistence
on cert ai n5 Hilse wa$ notsd that eoHectillization of data within the SEC
was a method for avoiding duplication and also a way to permit analysts to cover smaller
firms,154

On the simple question of whether municipal issuers should be subject to any
mandatory disclosure requirements at all,1%° then, extrapolation from the starting point of
law and economics seems to go as follows. Rational municipal issuers should engage in
voluntary disclosure in order to satisfy the market (here concentrated in the form of rating
agencies and insurers); failure to do so would be penalized by a discounting of a
nondisclosing issuer‘s risk rating. Because valua
part, a function of ratings produced by speciali:
information should be easier and more efficient than in the case of corporate equity
securities. Moreover, prices of municipal securities historically have been less volatile
than corporate equity prices.156 Hence, there should be no more, and arguably less, need
for a mandatory disclosure regime. If one were to be imposed nonetheless, it presumably
would be for the benefits of centralization and standardization. In any event, since there
technically is no federally enforceable duty of disclosure and because any disclosure that
does occur is the function of contractual activity, municipal securities regulation really
should be quite an interesting destination for a visit from law and economics (although
the fact that the SEC felt the need to require by rule the contractual activity that the
market is supposed to dictate may be a little dispiriting to true believers). It might, for
i nstance, be quite interesting trauimxpl ore wheth
behavior predictably might be different from that of a private issuer.

The bottom line is that it is difficult to use law and economics to explain why the

152. See, e.g., George W. Benston, Required Disclosure and the Stock Market: An Evaluation of the
Securities Exchange Act of 1934, 63 AM. ECON. REV. 132 (1973) (noting that the disclosure provisions of the
Act were of no apparent value).

153. Easterbrook & Fischel, supra note 150, at 714.

154. John C. Coffee, Jr., Market Failure and the Economic Case for a Mandatory Disclosure System, 70
VA. L. REV. 717, 752 (1984). 1t is worth noting that in the 1990s, some number of nonadherents to the cult of
efficiency began to self-i denti fy as —c 0 1Sq geneally PROGRESOVG CORPORATE\LAWS . |l
(Lawrence Mitchell ed., 1995) (promoting corporate laws that emphasize responsibility). This group tended to
call for generally increased disclosure requirements in order to increase transparency with respect to various
social issues.

This transparency would permit investors to discriminate on the basis of social preferences, as well as
to serve to focus managers on matters in addition to the famous bottom line. See generally Cynthia A. Williams,
The Securities and Exchange Commission and Corporate Social Transparency, 112 HARV. L. REV. 1197 (1999)
(describing benefits of social transparency). The call for transparency vis-a-vis municipal issuers presumably
would be just as strong.

155. Separate attention might be devoted to the need for disclosure requirements of specific items, i.e.,
bond call features. Since early call obviously should affect yield calculation, risk in this regard should be sought
by rational investors, yet they apparently were unable to do so. See Fireside Chat, supra note 3 (discussing the
regulation of municipal securities).

156. The primary (but not exclusive) determinants of municipal
rating and prevailing interest rates. But see supra note 30 and accompanying text (discussing price volatility in
2008).
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screws on municipal issuers are progressively ratcheting downward. Perhaps, as
suggested in the Introduction to this Article, and as evidenced by the general financial
turmoil of 2008,157 the free market just does not always work out in life the way it does
on paper. Among other things, people are not always rational (much less smart),
bargaining is not always cost-free, etc. Another possibility is that lawmakers have, for a
variety ofnont heor eti c reasons, tended away

B. Public Choice

from economi

Coming to the fore in the | ast t wo decades

analysts seeking to explain how sausage is made and thus identifying the various
influences on the behavior of lawmakers.158 These influences include, at a minimum, not
only constituent and personal preferences, but also the preferences of special interest
groups.159 A public-choice fellow traveler recently has identified institutional self-
legitimation as a distinct influence, and has demonstrated quite convincingly that it was at
work in shaping the insider trading legislation of the 1980s.160 One strongly suspects that
these insights could be extended to the field of municipal securities regulation; in fact, it
may be the strength of that supposition that has rendered the extension not sufficiently
challenging to be interesting. In other words, the scandal and response history of the
relevant regulation seems to be so very much about giving the appearance of legislative
and administrative responsiveness to crisis, and so very little about developing a
genuinely coherent scheme; it seems obvious that some sort of interest-based skewing is
afoot. It also is worth noting that the MSRB itself has specifically identified issuer and
private-information-provider objections as traditionally standing in the way of centralized
information warehousing.161

V. OTHER CONSIDERATIONS

The federal securities laws have been justified on a number of grounds. Most
frequently identified are the goals of protecting the investing public from fraud and
overreaching, and improving investor confidence in the securities markets.162 Only
slightly less familiar are the goals of promoting the efficient allocation of investment
funds by enhancing the supply of publicly available information and discouraging
perceived improper practices such as management self-dealing.163

Today, there is no easily articulable reason why these goals are not as relevant in

157. Note, however, the contentions of some that the difficulties of 2008 were not market failures but rather
regulatory failures. See, e.g., Oliver Hartwick, Capitalism: Bruised But Still Champion, SYDNEY MORNING
HERALD, Nov. 15, 2008, at 32.

158. See, e.g., DANIEL A. FARBER & PHILIP P. FRICKEY, LAW AND PUBLIC CHOICE 24-25, 28-33 (1991);
Jonathan R. Macey, Promoting Public-Regarding Legislation Through Statutory Interpretation: An Interest
Group Model, 86 COLUM. L. REV. 223 (1986).

159. See, e.g., Macey, supra note 158, at 225-27.

160. Thomas W. Joo, Legislation and Legitimation: Congress and Insider Trading in the 1980s, 82 IND.
L.J. 575 (2007).

h a

161. See supra Part ILB.2.b (discussing therequireme nt of i ssuers to provide —deal inforn

162. See, e.g., Victor Brudney, Insiders, Outsiders, and Informational Advantages Under the Federal
Securities Laws, 93 HARV. L. REV. 322, 334 (1979).
163. Id. at 334-36.
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municipal securities markets as in the markets for the securities of private issuers.
Although Congress in 1933 may have perceived few municipal abuses and localized
markets composed of sophisticated purchasers,164 these conditions no longer pertain.
Abuses have transpired, markets are national, and fewer market participants are
institutional 165 There in fact are reasons to think that purchasers of municipal securities
are becoming increasingly vulnerable; this presumably has to do with the train wreck the
SEC seemed, in 2006, to foresee.

First, it is no secret that America is graying. It is a fairly oft-stated bit of investment
advice that, as people age, they should shift their investment emphasis toward fixed-
income and tax-free offerings. Interestingly, although the SEC is never loath to
characterize senior investors as highly susceptible,166 it somehow missed an opportunity
to do so in its recent call to Congress for increased municipal securities regulation.167
Nonetheless, at this point in time it would seem particularly appropriate to consider
revving up the protection of popular retirement investment vehicles.

Second, the recent bulge of investments in 529 plans for purposes of college funding
is worthy of note.168 It most definitely is individuals, not institutions, buying into this
bulge, and there is good reason to think that it is not the wealthiest individuals in America
who are purchasing plan interests.169 It has been noted, moreover, that there is a great
deal of disparity in disclosure with respect to such matters as plan fees, state income tax
consequences, etc.170

Third, the recent declaration by Texas that it does not intend to play by any gol-
darned, dad-blamed national standards indeed plants the seeds for wider-spread
insurrection. It is not farfetched to think that, in the absence of mandatory standards, the
disclosures of municipal issuers may become less comparable, rather than increasingly
convergent. Although the notion of efficient allocation of investments may not translate
perfectly in municipal contexts (since, among other things, returns are not linked to use of
funds), decreasing the standardization of disclosure is—duh—anything but helpful.

Given these considerations, as well as those presented by the turmoil of 2008,
inattention to the regulation of municipal securities simply cannot, as a practical matter,
be justified. Increased regulation can, especially insofar as it leads to standardizing issuer
disclosures. Without a doubt, it is easy to imagine the cavils to be raised about the costs

164. See supra notes 113—15 and accompanying text.

165. See generally Cox Speech, supra note 1 (discussing integrity in the municipal marketplace).

166. See, e.g., OFFICE OF COMPLIANCE INSPECTIONS & EXAMINATION, SEC. EXCH. COMM'N, NORTH AM.
SEC. ADM'RS ASS'N & FIN. INDUS. REGULATORY AUTH., PROTECTING SENIOR INVESTORS: REPORT OF
EXAMINATIONS OF SECURITIES FIRMS PROVIDING —REE LUNCHI SALES SEMINARS (2007), available at
http://www.sec.gov/spotlight/seniors/freelunchreport.pdf (explaining that financial service firms are focusing
their investment products toward senior investors who are susceptible to abusive sales tactics and investment
fraud).

167. Thus, the speech of Commissioner Cox described supra notes 1, 6 and accompanying text was silent
as to the need to protect older investors.

168. See Bullard, supra note 2, at 1265 (discussing the increase in use of 529 plans in the United States

since 2001).
169. See generally id. (noting that Americans that invest in 529 plans are those that wish to invest in their
children‘s college education)

170. See generally id. (explaining that states and only states are permitted to offer 529 plans and as a result,
states have created 126 separate 529 plans).
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of compliance: one might simply mimeograph some of the arguments against the
obligations imposed by the Sarbanes-Oxley Act of 2002.171 It is interesting, however, to
note that some of the complaining in that context has subsided, particularly as the
Commission has given increased guidance as to what constitutes compliance.172 It well
may be that additional specificity with respect to disclosure requirements can, over the
longer term, actually reduce costs.

One nonetheless must deal with the question of what amount of (standardized)
disclosure is optimal and, for that matter, whether full-fledged, full-body-contact
securities regulation would be desirable in the municipal context. As to the latter
question, the SEC evidently thinks not (cleverly detected from the fact that it has gone on
record to that effect).l’® The reasoning that the Commission has provided for the
conclusion (that is, that municipal issuers are governments) is, as discussed in Part III,
unpersuasive; Part VI attempts a different analysis.

VI. SECOND-BEST OR PROTOTYPE?

Naked constitutional, comity, and economic principles (who was it that said
munici pal securities regul ati on wasn't sexy?)
regulating municipal issuers differently than private issuers. Neither do the goals of
securities regulation, nor the practical considerations alluded to immediately above.
Public choice theories may explain why distinctions exist, but do not justify them;
moreover, institutional legitimization does not have to preclude rationalization of the
institutional product. It is not, however, an immediately necessary leap to the conclusion
that the content of municipal disclosures should be as close as possible to the content of
private disclosures and that the structure of municipal securities regulation should
otherwise include all the bells and whistles of the more generally applicable regulatory
scheme. The following makes a cautious case for distinctions primarily based, not on
inherent differences in the character of the issuing entities, but, rather, on the notion that
the generally applicable scheme has imperfections that need not be duplicated and
eventually should be eliminated. It starts with the premise that municipal disclosure of
offering and continuing information should be mandatorily standardized and centralized,
and that the SEC should be given enforcement authority to ensure that the appropriate
disclosures are made. Part A focuses on whether standardized municipal disclosures
should simply be as close as possible to those currently mandated for private issuers. Part
B addresses the arguable need for the same type of Commission review and offering
limitations that currently are features in the nonmunicipal sphere. Part C deals with
liability to private parties.

171. See, e.g., John Paul Lucci, Enrond The Bankruptcy Heard Around the World and the International
Ricochet of Sarbanes-Oxley, 67 ALB. L. REV. 211, 235-40 (2003) (discussing the objections to Sarbanes-Oxley
by officials, corporate leaders, and commentators).

172. See, e.g., Definition of the Term Significant Deficiency, Securities Act Release No. 8829, 91 SEC
Docket 726 (Aug. 3, 2007) (defining significant deficiency).

173. See Cox Speech, supra note 1 (discussing why it would not be advantageous for citizens if the SEC
regulated securities in the municipality context).



Gabaldon Final Do Not Delete 3/31/2009 9:17 AM

762 The Journal of Corporation Law [Vol. 34:3
A. The Content of Disclosure

1. Learning from Past Mistakes

For decades, critics of the federal securities regime have contended that much of the
disclosure produced is not particularly useful.1’4 For starters, corporate prospectuses and
reports long have been characterized as unduly negative. Part of the negativity is said to
be inspired by the culture of SEC review;17® part presumably has developed simply as an
attempt to insure against civil liability. Development of statutory and judicial safe harbors

for disclosures —bespeaking caut i, have
municipal issuers probably already are motivated toward negativity by the insurance

mentality. Although they might feel more pressure in this regard were they subjected to

express liability to private parties (discussed below) and granted access to the statutory

safe harbormsg foaut-ibeemlpeakdi | abl e Hhoitis_34 Act

not clear that there really would be much practical effect on the content of their
disclosure.

Specific disclosures mandated by the SEC also have been criticized as confusing to
unsophisticated investors and laughably unnecessary for the sophisticated.1’8 Simply
subjecting municipal disclosure to the current requirements imposed on private issuers
would not in any event be workable (for instance, figuring the right municipal analogues
for corporate officers and directors would take at least a few moments), but mandating
highly specific disclosures at all presumably could result in the disclosure of at least some
details useful to no one. This is, of course, a matter of regulatory aptitude; one generally
would expect that if the Commission were given precisely the same authority over
municipal disclosure that it has over nonmunicipal disclosure, it would not squeeze out a
different sort of product—but it might like a chance to try.

Not to be forgotten is the argument that the more information is required to be
disclosed, the more costly it will be to produce it. Although the foregoing section
partially countered this argument, contending that additional guidance actually may be of

174. See generally, e.g., Benston, supra note 152 (analyzing the financial disclosure requirements of the _33
Act).

175. See, e.g., Elizabeth Glass Geltman, The Pendulum Swings Back: Why the SEC Should Rethink Its
Policies on Disclosure of Environmental Liabilities, 5 VILL. ENVTL. L.J. 323, 374-75 (1994) (discussing the
disclosure requirements applied to parties who have been name potentially responsible parties under CERCLA).

176. The —bespeaks c au tiallyocredted sdfoharbor for riseers iwlso hage bdenusakd
under ei t h3Act forimaterial BisBepresentations or omissions. It provides that a statement is not
materially misleading if it is accompanied with meaningful cautionary language or specifically tailored
warnings. See, e.g., In re Donald Trump Casino Sec. Litig.—Taj Mahal Litig., 7 F.3d 357, 371-74 (3d Cir.
1993) (providing an express private right of action for material misrepresentations or omissions in registration
statements in context of section 11 of the _33 Act). Somewhat similar statutory safe harbors for forward looking
statements, availa b | €34 Actoreporting companies, are section 2 7 A 0 B3 Att,H%U.S.C. section 77z-2
(2000), anwd4A8t120WEC. O78u-5t he _

177. See infra Part VI.C (discussing the effect of municipal issuers being exempt from private rights of
action).

178. One of the textbook standards for illustrating this state of affairs is the calculation of the book value
dilution new investors will undergo. See Regulation S-K, Item 506, 17 C.F.R. § 229.506 (2008) (requiring
separate disclosure if a purchaser suffers a material dilution in an equity interest); see, e.g., LARRY D.
SODERQUIST & THERESA A. GABALDON, SECURITIES REGULATION 102—-05 (6th ed. 2006). Obviously,
however, this calculation would not be a concern in the case of an issuance municipal debt.

only

repor



Gabaldon Final Do Not Delete 3/31/2009 9:17 AM

2009] Financial Federalism and Municipal Securities Regulation 763

assistance if disclosure in general is to be required, there is more to be said. For instance,
i n 2001 the reqguirements of _33 and _34 Act re
particularly controversial; layering on the additional certification and reporting
requirements of Sarbanes-Oxley in 2002 most definitely was.1”® One easily can anticipate
that an attempt to impose Sarbanes-Oxley certification and reporting requirements on
municipal issuers would be a nonstarter, in large part because of retroactive regret about
imposing them on private issuers. This regret may well be one of the things the SEC is
anticipating in its proclamation that municipal and nonmunicipal regulatory regimes need
not be parallel.
Another set of issues relating to disclosure content involves the logical disconnect
between those who purchase municipal securities and those who ultimately control the
issuer. Although, in the corporate sphere, arguments about such a separation are
relatively well-r e hear sed (owing to i netnism,iladkudc | sharehol de
power, and lack of interest), they are not quite the slam dunk that they are in the case of
government-issued securities. Thus, although it is the federally regulated proxy process
that is supposed to feed shareholders the information they need, that process relies
heavily on information produced for other market purposes.180 It is not illogical to think
that perceptions about what public sharcholders might want for purposes of control
decisions (as unlikely as it is that the information actually will be so used) has affected

the selection of the items t ¥ Mugofchésscl osed in re
items might not be relevant to municipal investors who never will vote for the officials of
the issuer.
It also is worth noting that, apart from control considerations, at least some part of
the _34 Act di scl osure system al ways has been

constraining managerial self-dealing simply by reason of exposing self-dealing practices
to sunshine.182 There is an argument to be made that municipal managerial self-dealing
only occasionally could be so extreme as to threaten the repayment of bond obligations,
and that limiting such self-dealing for the benefit of municipal citizenry is not pressing
federal business. On the other hand, with the exception of a relatively small group of
economic thinkers,18% few are likely to outright applaud managerial self-dealing in any
context, so the argument seems less strong than the one related to disclosures for
purposes of control. This is particularly true when one reflects on the relative enthusiasm
greeting the-pVaRB' ¢ ud+peasy whi ch, by precluding mu
from accepting business from municipal managers to whose campaigns they have

179. See, e.g., Lucci, supra note 171, at 235-40 (discussing the objections raised against Sarbanes-Oxley
from around the world).

180. Proxy materials must be accompanied or preceded by an annual report to shareholders. 17 C.F.R.

§ 240.14a-3. This report consists largely of information required to be filed underse ¢ t i on 34Act.d¥ t he
U.S.C. § 78m.

181. See Lawrence E. Mitchel,L, The Al nnocent Shareholdero: An Essay on Comper
in Securities Class Actions 35-36 (GWU Legal Studies, Research Paper No. 404, 2008), available at
http://papers.ssr.com/sol3/papers.cfm?abstract id=1118471.

182. See, e.g., Brudney, supra note 162, at 335 (explaining that t h e  _ 3sds endbarrissment as a
deterrent).

183. See Dennis W. Carlton & Daniel R. Fischel, The Regulation of Insider Trading, 35 STAN. L. REV. 857,

861 (1983) (suggesting that all owing insider trading —may [
managersl) .
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contributed, substantively moderate self-d e al i ng behavior rather than

disclosure.184

In sum, the arguments about bringing the content of municipal disclosure more-or-
less in line with private issuer disclosure do not seem to cut sharply in any single
direction. The SEC presumably would be well-advised to #ry to eschew unnecessary
detail, and to determine lack of necessity both by reference to the distinctions between
municipal and private issuers and by reference to the possibility that excesses of the
current regime for private issuers need not be extended to municipal issuers simply for
the purposes of consistency. It might, moreover and importantly, be advised to regard
municipal securities disclosure as a bit of an opportunity to experiment.

2. A New Laboratory

It probably is a foregone conclusion that social responsibility disclosures will, in the
aftermath of the financial difficulties of 2008, have a low priority on regulatory agendas.
Still, and perhaps ironically, given the clear-cut nature of the investor/control divide,
municipal securities regulation could present an occasion to implement something of a
lowcost pilot program for mandatory disclosure with respect to a variety of social
responsibility issues. There are at least three reasons why this is true. First, there is no
reason to fear that the need to disclose with respect to social responsibility issues would
di stract municipal managers from the
such disclosure by municipal issuers should not be particularly difficult or costly. Third,
social responsibility disclosure might be more welcome and useful to purchasers of
municipal securities than to purchasers of the securities of for-profit entities.

There is a healthy literature addressing social responsibility disclosure and revealing
that some of the reluctance to require social responsibility disclosures by for-profit
corporations comes from the concern that sunshine might actually affect business
decisions and distract managers from concentration on the all important bottom-line.18
Municipal issuers do not have bottom lines, per se (although they assuredly do have
variously desirable relation