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US CAPITAL MARKETS REFORM

Y
ears after the adoption and
implementation of the Sarbanes-
Oxley Act, the competitiveness
of US capital markets in the face

of increasing globalization has become a
national political issue. But rather than
wring its hands over how to make the US
market the best in the world, the Securities
and Exchange Commission has come up
with a lateral solution. By opening up to
the rest of the world, it will make the US a
more important, if not critical, place to
operate. And it will enable it to lead the
worldwide debate on regulatory standards. 

The debate over US competitiveness has
its origins in a speech given in November
2006 by US treasury secretary Henry
Paulson at the New York Economic Club,
after news reports of the decline in foreign
company IPOs in the US. Paulson stressed
that the US capital markets are the deepest,
most efficient, and most transparent in the
world, but he observed that the reasons for
the decline warranted examination. 

Different diagnoses
Many reports commissioned by bipartisan
groups soon followed. But they have not
uniformly mirrored Paulson’s views on the
competitive position of the US capital
markets. Some have observed that the US
(and New York as a global financial centre)
has lost ground. The Committee on Capital
Markets Regulation, dubbed the Paulson
Committee because of the treasury
secretary’s endorsement of its concerns and
goals, released a report at the end of
November 2006 that underscored the vital
role that well-functioning capital markets
play in the US economy. The report stressed

the importance of the locus of capital
formation. It highlighted the fact that the
US share of global IPOs declined from 50%
in 2000 to 5% in 2005, and identified the
US’s high regulatory compliance costs and
liability risks as a contributing factor. The
Committee endorsed the UK’s principles
and risk-based regulatory approach. It made
several proposals to reduce the burden of
litigation and regulation on the one hand
and to increase shareholder rights on the
other, which it asserted would prevent
further erosion of the competitive position
of US capital markets. The most
controversial proposal would divest
shareholders of the right to bring civil
securities fraud claims and inhere that right
exclusively with the SEC.

In January 2007 NYC mayor Michael
Bloomberg and New York senator Charles
Schumer weighed in at a more parochial
level with their “Report on Sustaining New
York’s and the US’s Global Financial
Services Leadership”, which focuses on the
loss of jobs, and consumption and income
tax revenues. The report warns the US
capital markets risk losing their
preeminence and dominance, saying that
“time is of the essence” for action by US
policy-makers. It assesses the factors that
affect where financial institutions locate
their operations, and notes that US-
headquartered firms have not felt the brunt
of the decline, given their global operations
and the increasing share of their revenues
earned outside the US. The executives
interviewed for the report said that the US
presents a complex and unpredictable legal
and regulatory environment in which to
operate compared to the more amenable
and collaborative environment in London. 

The Bloomberg and Schumer report
advances a host of recommendations aimed
at striking a better balance between
competition and innovation, and strong
financial regulation. They include limiting
the liability of foreign companies with US
listings in proportion to their exposure to
the US markets, imposing a cap on auditor
liability and making structural changes to
the litigation environment in the US,
including limiting punitive damages.

The Commission on the Regulation of
US Capital Markets in the 21st Century
(sponsored by the US Chamber of

Commerce) released a report in March
2007 that presents a more optimistic
perspective. It suggests that, while the
future competitiveness of US capital
markets is a serious issue, news headlines
about a decline oversimplify the trends in
the US’s share of capital markets activity. In
a May 17 2007 speech, US treasury under-
secretary for domestic finance, Robert K
Steel, asserted “our markets are the
strongest in the world,” and that “financial
markets in the US are second to none”. He
suggested that globalization is an
opportunity for the US to assert leadership.

The debate is now at a tipping point and
the US federal government has started to
act. On March 13 2007 Paulson hosted the
Capital Markets Competitiveness
Conference. It was attended by a who’s who
of business leaders, and current and former
government officials, including
Christopher Cox, Warren Buffett, James
Dimon, Jeffrey Immelt, Charles Schwab,
John Thain, Ann Yerger, Michael
Bloomberg, Alan Greenspan, Arthur Levitt
Jr, Robert Rubin and Paul Volcker. Paulson
stressed that generating proposals is a high
priority and later announced on May 17
the first stage of his capital markets action
plan, intended to enhance US capital
markets’ competitiveness. Paulson has
formed a non-partisan federal advisory
committee, co-chaired by former SEC
chairman Arthur Levitt and former SEC
chief accountant Donald Nicolaisen to
address challenges facing the auditing
profession, such as industry concentration,
competition, financial soundness, and
employee recruitment and retention. The
basic business model of the accounting
profession will be studied, including the
advisability of allowing a new category of
federally chartered accounting firms to
raise outside capital and imposing limits on
the liability of accounting firms. The
advisory committee will also undertake a
rigorous analysis of the factors driving
financial restatements, and their impact on
investors and the capital markets.

The SEC’s lateral approach
At same time, the SEC, as the primary
regulator of US securities markets, has
begun is own initiative aimed at opening the
US borders to foreign market participants,
such as broker-dealers and stock exchanges.
This should foster a greater flow of capital,
and increase investment opportunities for
US investors and their foreign counterparts
residing in foreign countries that provide
reciprocal access to US-based market
participants. SEC chairman Christopher
Cox confirmed that a “sea change” in the

“Globalization is an
opportunity for the
US to assert 
leadership”

Lateral thinking
The SEC’s suggested mutual recognition regime will make
the US more competitive by opening it up



SEC’s approach to regulating foreign broker-
dealers and stock exchanges was being
considered in earnest. Cox assembled a
roundtable held in June 2006 that included
former SEC commissioners, NYSE and
Nasdaq representatives and securities
industry participants to discuss a proposal
for the so-called substituted compliance
regime advanced in a seminal Harvard
International Law Journal article entitled “A
Blueprint for Cross-Border Access to US
Investors: A New International Framework”,
which was authored by two SEC staffers,
Ethiopis Tafara, the director of the SEC’s
Office of International Affairs, and Robert J
Peterson, an SEC senior counsel. 

The article advances a substituted
compliance regime centred on mutual
recognition, under which foreign stock
exchanges and broker-dealers would be
permitted access to US investors. If the
regulatory regime in a foreign market was
judged comparable to the regime in the US,
stock exchanges and broker-dealers would
be able to operate in the US without
needing to fully register with the SEC and
comply with its regulations, provided the

foreign market regulators accorded
reciprocal treatment to US-based market
participants under the foreign regulatory
regime. The SEC would assess a
jurisdiction’s regulatory environment and
the foreign regulator would assess the US
regulatory environment. The SEC officials
have observed that, for reciprocal access to
work, the foreign stock exchange’s home
regulator would need to coordinate its
collective oversight to assure effective
regulation in both jurisdictions. It would
need to coordinate inspections and
regularly share information. As an initial
matter, it has also been suggested that the
mutual recognition regime be rolled out
first to sophisticated investors, who are
familiar with foreign market practices and
could bear the risk of dealing with broker-
dealers, stock exchanges and listed
companies that are not regulated in the US.

An alliance of regulators
If foreign regulatory regimes are judged
comparable and access is provided to US
capital markets, it raises the prospect for new
cross-border competition among capital

market participants. But it is not the SEC’s
intention to foster regulatory arbitrage.
Rather, it is to develop an alliance of
countries committed to high regulatory
standards. A critical mass of like-minded
regulators would reduce the risk of a
regulatory race to the bottom. 

At a US Senate securities, insurance and
investment subcommittee hearing on July
12 2007, Erik R Sirri, the director of the
SEC’s division of market regulation advised
that the SEC staff anticipates pressure from
some foreign jurisdictions with less than
adequate standards to be accorded mutual
recognition, but the staff intends to stick to
regimes with strong comparability to the
US regulatory scheme. 

There are obvious benefits of a mutual
recognition regime for capital market
participants in addition to the
opportunities for investors to invest in
foreign securities not listed in their
home country. US and foreign listed
companies would benefit from the
larger pool of investors as new investors

in their securities and increase trading
liquidity. US and foreign stock exchanges
could place trading screens in the other
markets to enable broker-dealers in those
markets to process trades from there
directly without additional costly layers of

intermediation. Lastly, the US and
foreign broker-dealers could solicit a
new set of previously un-served
investors to invest in securities not
previously offered to them. Given the
new business opportunities, a mutual
recognition regime emphasizes the
competitiveness of the capital market
participants as opposed to

competitiveness of the US capital
market in relation to foreign

markets around the globe, and offers
an opportunity for the US to lead the

globalization of capital markets. 

By Michael L Zuppone, co-chair, securities and
capital markets practice group at Paul Hastings
Janofsky & Walker LLP
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“The SEC’s aim is
to develop an
alliance of countries
committed to high
regulatory
standards”


