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INTRODUCTION

DROFESSOR Roberta Romano proposed recently that the cur-
rent mandatory system of federal securities law be replaced by

a system of issuer choice.' A U.S. issuer desiring not to be bound
by the existing federal regime would be allowed to select instead
the securities law regime of any of the fifty states, the District of
Columbia, or any foreign country.! This reform, she argues, would
empower investors It would eliminate the federal government's
current regulatory monopoly, where officials make the rules to best
satisfy their own agendas, and create in its place a market with
multiple jurisdictions competing to offer issuers the regulations
that maximize share value.' Professors Stephen Choi and Andrew
Guzman have proposed essentially the same reform.' To Choi and
Guzman, however, the primary advantage of issuer choice is that it
would enable each issuer to choose from among a range of regimes
the one best suited to the issuer's particular securities regulation

I See Roberta Romano, Empowering Investors: A Market Approach to Securities
Regulation, 107 Yale LJ. 2359,2361-62 (1998).

2 See id.
3 See id. at 2362.
4 See id.
- See Stephen J. Choi & Andrew T. Guzman, The Dangerous Extraterritoriality of

American Securities Law, 17 Nw. J. Int'l L. & Bus. 207, 228-32 (1996) [hereinafter
Choi & Guzman, Dangerous Extraterritoriality]; Stephen J. Choi & Andrew T.
Guzman, Portable Reciprocity: Rethinking the International Reach of Securities
Regulation, 71 S. Cal. L. Rev. 903, 907 (1998) [hereinafter Choi & Guzman, Portable
Reciprocity].
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needs.6 As a result of these proposals, issuer choice is beginning to
attract serious attention in policy circles.7

This Article argues that, despite these apparent attractions, we
should reject issuer choice and retain the current mandatory sys-
tem. My focus is on the impact of issuer choice on disclosure regu-
lation, the most important component of securities law subject to
the proposed reform.8 Giving U.S. issuers the right to choose their
disclosure regime would likely decrease, not increase, U.S. eco-
nomic welfare. For each U.S. issuer, there is a socially optimal
level of disclosure. More information about the issuer and the re-
sulting increase in its share price accuracy produces social benefits
in the form of improved selection of new investment projects, im-
proved managerial performance, and reduced investor risk. More
information, however, entails additional social costs as well, such as
the time and talent of lawyers and accountants as well as the diver-

6 See Choi & Guzman, Dangerous Extraterritoriality, supra note 5, at 232; Choi &
Guzman, Portable Reciprocity, supra note 5, at 916-17.
7 See, e.g., The Market for Regulation, Economist, Mar. 7, 1998, at 82 (discussing

Romano's proposal). On June 12, 1998, the American Enterprise Institute ("AEI")
held a seminar in Washington, D.C. entitled "A Market Approach to Securities Regu-
lation" featuring Professor Romano. See ABI Conference Summaries: A Market
Approach to Securities Regulation (visited May 19, 1999) <http://www.aei.orglcs/
cs9738.html>.

8 In their articles proposing issuer choice, Romano and Choi and Guzman also
devote the largest portion of their respective discussions to matters involving disclo-
sure regulation. The other major component of securities regulation concerns fraud:
making false or misleading statements in connection with a securities transaction or
trading on the basis of inside information. Since both of these activities, like disclo-
sure, involve the quality of information available to the investing public, many of the
arguments against issuers choosing their own disclosure regimes translate readily into
arguments against issuers choosing their own antifraud regimes as well. In at least
one regard, the case against issuer choice in antifraud regulation is even stronger than
the case against issuer choice in disclosure regulation. Antifraud regulation applies to
face-to-face transactions as well as to impersonal market ones. In a market transac-
tion, the efficient market hypothesis suggests that the effect on share value arising
from the issuer's choice of regulatory regime will be reflected in the market price
even if any particular buyer is unaware of the choice or its implications. All that the
hypothesis requires is that some persons trading in the market be aware of these
things. Thus, the buyer, whether aware or not, is, through a lower price, compensated
ex ante for any inadequacies in the chosen regime regardless of the negative effects
these inadequacies may have on the economy as a whole. See infra Section I.C.3. In
a face-to-face transaction where the buyer may be unaware of the issuer's choice of
regime or its implications, there is no assurance of such ex ante compensation because
there is no opportunity for more informed traders to affect the terms of the transaction.
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sions of management and staff time involved in gathering and pro-
viding the information.9 The issuer's socially optimal level of dis-
closure is reached when the marginal social benefits equal the
marginal social costs. Unfortunately, issuer choice would lead U.S.
issuers to disclose at a level significantly below this social optimum.

To readers steeped in the history of corporate and securities law
scholarship, arguments about mandatory disclosure will have a fa-
miliar, if distant, ring. While most commentators took mandatory
disclosure's desirability as a given for the first three decades
following passage of the Securities Act of 1933 ("Securities Act")10

and the Securities Exchange Act of 1934 ("Exchange Act"),' a
heated debate broke out in the mid-1960s.1 Opponents argued
that market forces alone could provide sufficient incentives for is-
suers to disclose at their socially optimal levels. By the mid-1980s,
however, this debate had largely died out. A rough consensus re-
turned, with even most economics-oriented legal academics, rang-
ing from Professor John Coffee to Professors Frank Easterbrook
and Daniel Fischel, concluding that, on balance, mandatory disclo-
sure should be retained. 3

9 See infra Section I.B for a fuller discussion of the social costs of disclosure.
,0 Securities Act of 1933, ch. 38, 48 Stat. 74 (codified as amended at 15 U.S.C. §§

77a-77aa (1994)).
" Securities Exchange Act of 1934, ch. 404, 48 Stat. 881 (codified as amended at 15

U.S.C. §§ 78a-7811 (1994)).
12 The debate began with empirical work by economists purporting to show that the

current mandatory U.S. disclosure regime produces no benefit. See, e.g., George J.
Stigler, Public Regulation of the Securities Markets, 37 J. Bus. 117, 121-24 (1964)
[hereinafter Stigler, Public Regulation]; George J. Benston, Required Disclosure and
the Stock Market: An Evaluation of the Securities Exchange Act of 1934, 63 Am.
Econ. Rev. 132, 153 (1973). This work and the work of other economists who came to
opposing conclusions is discussed infra Part II. Signaling-the idea that issuers with
good news will want to disclose it and that the market will infer from the silence of
the rest that they do not have good news-added a theoretical component to the case
against mandatory disclosure. See, e.g., Stephen A. Ross, Disclosure Regulation in
Financial Markets: Implications of Modem Finance Theory and Signaling Theory, in
Issues in Financial Regulation 177, 183-93 (Franklin R. Edwards ed., 1979). Signaling
theory is discussed infra Section I.C.2.

13 See John C. Coffee, Jr., Market Failure and the Economic Case for a Mandatory
Disclosure System, 70 Va. L. Rev. 717, 721-23 (1984) [hereinafter Coffee, Market
Failure]; Frank H. Easterbrook & Daniel R. Fischel, Mandatory Disclosure and the
Protection of Investors, 70 Va. L. Rev. 669, 672-73 (1984). Until now, Jonathan
Macey was the only prominent dissenter, arguing that the operation of private market
forces would lead to a socially efficient level of disclosure: "As markets have become
more efficient, society's need to devote resources to support a statutory regime of
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The proponents of issuer choice are clearly challenging this con-
sensus. Admittedly, they offer a different alternative to mandatory
disclosure from the one presented by its earlier opponents. Man-
datory disclosure's early critics would have allowed issuers to be
bound by no regime. Romano and Choi and Guzman, on the other
hand, would require each issuer to follow some disclosure scheme
but would permit the issuer to choose which one. This new alter-
native to mandatory disclosure, however, shares with the old alter-
native at least one core feature: Each grants issuers substantial
freedom to choose their own disclosure levels. Concern with how
issuers would use such freedom'4 is at the heart of the prevailing
consensus for retaining mandatory disclosure.

This Article advances the reopened debate over mandatory dis-
closure in two ways. First, it demonstrates that the proponents of
issuer choice have not effectively countered the arguments that
have formed the basis of the prevailing consensus for retaining
mandatory disclosure. While this consensus was formed when the

mandatory disclosure designed and enforced by the SEC has disappeared. Any in-
formation that was supplied by the force of law now is supplied by the marketplace."
Jonathan R. Macey, Administrative Agency Obsolescence and Interest Group For-
mation: A Case Study of the SEC at Sixty, 15 Cardozo L. Rev. 909, 928 (1994). This
dissent is questionable, however, since evidence that markets efficiently impound the
information that issuers choose to release in no way shows that issuers will choose to
release as much information as is socially optimal.

"It is quite possible that issuer choice would grant issuers as much freedom to
choose their level of disclosure as would no regulation at all. This result would occur
if each jurisdiction, in its effort to attract issuers, chose to appeal to the preferences of
a particular niche of issuers. See Stephen J. Choi & Andrew T. Guzman, National
Laws, International Money: Regulation in a Global Capital Market, 65 Fordham L.
Rev. 1855, 1878 (1997) [hereinafter Choi & Guzman, National Laws] (refering to this
situation as a "separating equilibrium"). Under these circumstances, if a significant
number of issuers wanted to disclose at any given level of disclosure (including dis-
closing essentially nothing), they would be free to do so because one or more jurisdic-
tions would design their regimes to meet this demand. It is also possible, however,
that each jurisdiction would try to maximize the number of issuers utilizing its regime
by appealing to the broadest segment of the market, i.e., by choosing the level that
minimizes the average distance between its requirements and the preferences of each
of the world's issuers. See id. at 1879-80 (referring to this situation as a "pooling
equilibrium"). While this occurrence would result in all jurisdictions offering regimes
requiring the same level of disclosure, the level chosen would still raise the same kind
of concerns that generated the prevailing consensus against switching from manda-
tory disclosure to no regulation. After all, the level of disclosure would still be de-
termined by preferences of issuers, and, as we will see infra Part I, each issuer would
prefer a level of disclosure that is lower than what is socially optimal for it. These
points are discussed in greater detail infra Section III.A.

1340
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alternative to mandatory disclosure was total abandonment of
regulation, the proponents of issuer choice have not shown how
the arguments that form the basis of this consensus have any less
force when applied to the new alternative of issuer choice.' Nor
have the proponents offered persuasive, more general rebuttals to
these arguments. Second, this Article advances the affirmative
case for mandatory disclosure by identifying several new and im-
portant arguments in favor of retaining the current mandatory dis-
closure regime.

Part I of this Article presents a theoretical analysis of the kind of
disclosure regime that issuers are likely to adopt under a system of
issuer choice. An issuer's managers, not its investors, will in the
first instance make this choice. I show that disclosure's costs to
these managers are greater than its social costs and that disclo-
sure's benefits to them are less than its social benefits. Each issuer
will accordingly choose a regime requiring significantly less disclo-
sure than is socially optimal. Part II evaluates the existing empirical
literature bearing on the question of whether the current system of
mandatory disclosure enhances or diminishes social welfare. I find
the results of these empirical studies to be inconclusive. I also
show that the question will probably never be empirically resolved
one way or the other. Highlighting this difficulty reveals how in-
appropriate it is for the proponents of issuer choice to try to put
the empirical burden on scholars advocating retention of the cur-
rent system, particularly given the strong theoretical argument that
issuer choice would lead to underdisclosure. Part III appraises the
argument advanced by Professors Choi and Guzman that issuer

11 This is not to say that there are not differences that make issuer choice superior to
total abandonment of regulation-there are. Rather, this observation only seeks to
point out that issuer choice and total abandonment of regulation share features that
make each of them inferior to mandatory disclosure. Compared to total abandon-
ment of regulation, issuer choice has at least two advantages. First, it permits an is-
suer, at the time of a new issue of securities, to provide assurances to its investors that
if its disclosures do not turn out to be a true and complete set of answers to a set of
questions provided by the chosen regime, the issuer will face governmental sanc-
tions. In addition, issuer choice also allows the issuer to give a commitment, backed
by governmental enforcement and sanctions, to provide an ongoing stream of peri-
odic information at the level required by the chosen regime. In each case, however,
since the issuer is free to choose its regime, it is free to choose (1) which information
will have government sanction-backed assurances of truthfulness and (2) what level of
information the issuer will commit to provide periodically.

1341
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choice would better accommodate differences among U.S. issuers
in their optimal levels of disclosure. I find that in practice issuer
choice would be unlikely to realize this hoped-for result. Part IV
examines the transition costs of adopting issuer choice. Part V
considers the argument that issuer choice improves capital mobility
and reduces costs by permitting foreign issuers to choose their own
regime when their shares are offered or traded in the U.S. market.
I argue that the same advantages can be obtained with far fewer
problems by maintaining the current mandatory U.S. regime but
redirecting its reach so that it applies only to U.S. issuers. Part VI
concludes.

The new round of debate concerning mandatory disclosure has
sharpened our understanding of the role of disclosure regulation,
and the proponents of issuer choice deserve credit for initiating this
process. But ideas that are good for provoking debate are not nec-
essarily good policy. A switch to issuer choice would result in issu-
ers disclosing significantly less than is socially optimal. This
consequence is undesirable unless the existing mandatory regime
results in issuer disclosure behavior that deviates even further from
what is socially optimal. There is no reason to presume that it
does, and to date the proponents of issuer choice have offered no
sustained argument, theoretical or empirical, to the contrary.

I. THE NATURE OF THE DIscLOSuRE REGIMES
ISSUERS WILL CHOOSE

The obvious starting point for an inquiry into the social welfare
effects of adopting issuer choice is to ask what kind of disclosure
regime each U.S. issuer would select if given the choice. Funda-
mental to the stories of both Romano and Choi and Guzman is a
belief that the issuer will choose, from the regimes available, the
one requiring it to disclose at the most socially beneficial level.16 In

16 Issuer choice will create an incentive for each jurisdiction to shape its require-
ments to attract as many issuers as possible. Romano sees this effect as a virtue. In
her eyes, the incentive created by issuer choice would be a useful antidote to the ten-
dency of the SEC, as a "monopolist" regulator, to adopt the rules that suit its own
agenda rather than the rules that would maximize share value. See Romano, supra
note 1, at 2362. For us to be assured that competition will in fact move requirements
in that direction, however, we would need to assume that, when faced with a choice,
an issuer will choose the more socially beneficial regime over the less beneficial one.

1342 [Vol. 85:1335
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fact, each issuer will prefer a regime that requires it to disclose sub-
stantially less.

A. The Persons Choosing an Issuer's Regime:
Private versus Social Optimality

Under the issuer choice approach, an issuer's managers are the
individuals who actually choose the issuer's disclosure regime."
Thus, it is on the preferences and incentive structures of the man-
agers that we must initially focus, not on those of the investors. If
the choice is to be made at the time of an initial public offering
("IPO"), the managers will themselves be, or be allied with, own-
ers of a substantial portion of the issuer's shares. If the choice is to
be made when the corporation is already a large, established pub-

Similarly, Choi and Guzman see issuer choice and its ensuing jurisdictional compe-
tition as making available a range of regimes, each with its own level of required dis-
closure. See Choi & Guzman, Portable Reciprocity, supra note 5, at 916-17. Each
issuer, rather than being forced to comply with a purported "one-size-fits-all" manda-
tory regime, can instead be matched with the regime most suitable for it from a social
welfare point of view. Again, there is no assurance that such a matching will occur
unless we assume that when faced with a range of choice, the issuer will choose the
most socially beneficial regime available.

"Professor Romano contemplates a system in which, for any given issuer, one sov-
ereign-the U.S. federal government, a state, the District of Columbia, or a foreign
country-would have jurisdiction over all transactions involving the issuer's securi-
ties. See Romano, supra note 1, at 2362. She contemplates three possible ways to
choose this sovereign: (1) The firm's founders could select the sovereign through a
choice of law clause in the firm's articles of incorporation, (2) the founders' choice of
the state of incorporation could be deemed the jurisdiction governing securities trans-
actions as well, or (3) the firm's principal place of business could supply the securities
regulation regime. See id. at 2408-10. Under any of these schemes, management
could subsequently change the jurisdiction governing securities transactions, but to do
so the managers would need to obtain the approval of the issuer's shareholders. See
id. at 2415-16. Romano does not explicitly address the question of how existing, pub-
licly traded issuers would be treated at the time that issuer choice is adopted. She
presumably intends, however, that these issuers initially would continue to fall under
the U.S. federal regime until and unless management decides to switch to some other
jurisdiction and obtains the necessary shareholder approval. See id. at 2401-02,2415-
18; infra Section IV.A. For a discussion of why I believe that shareholder approval is
not a meaningful check on a management decision to make such a switch, see infra
note 69.

Professors Choi and Guzman suggest that at the time of each new issue of securi-
ties, an issuer's management would choose the jurisdiction whose rules would govern
transactions in securities of that particular issue. See Choi & Guzman, Portable Recip-
rocity, supra note 5, at 922. They propose no exit mechanism once that choice is made.
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licly traded corporation, the managers may own only a tiny per-
centage of the issuer's shares.

Assume that the managers have a range of regimes from which
to choose, each requiring a different level of disclosure. A regime
requiring greater disclosure involves both added costs to and
added benefits for the managers. The marginal cost of additional
disclosure tends to rise; the marginal benefit tends to decline. 8 As
depicted in Figure 1, the managers will choose the regime that re-
quires the issuer to disclose closest to the level at which the mar-
ginal increase in cost to the managers (the private marginal cost)
equals the marginal increase in benefit to them (the private mar-
ginal benefit). This point, however, will fall below the issuer's so-
cially optimal level of disclosure because, as shown below, over the
whole range of levels at which an issuer could disclose, the social
marginal cost of an issuer's disclosure is below the private marginal
cost to its managers, and the social marginal benefit of its disclo-
sure is above the private marginal benefit to these individuals. 9

"I This somewhat stylized model measures the issuer disclosure level cardinally and,
as depicted in Figure 1, shows that the disclosure level has a rising marginal cost curve
and a falling marginal benefit curve. This model is a reasonable depiction of the costs
and benefits facing managers. The managers first have the issuer release the piece of
information that is most beneficial to them relative to its cost, then the piece of in-
formation that is next most beneficial relative to its cost, and so on. This behavior
corresponds to a situation where the marginal private benefit of disclosure is decreas-
ing and the marginal cost is increasing.

9 Since there is no reason to believe that the difference between the marginal social
benefit and marginal private benefit, or between the marginal social cost and mar-
ginal private cost, would increase substantially as an issuer discloses more, the mar-
ginal social benefit should, as depicted in Figure 1, also be decreasing and the
marginal social cost also be increasing. See supra note 18.

1344 [Vol. 85:1335
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$
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Figure 1.

B. Costs

1. The Divergence of Private from Social Costs Because of Interfirm
Costs

For each individual U.S. issuer, a disclosure of information in-
volves two different kinds of costs: "operational" costs and "inter-
firm" costs. Operational costs are the out-of-pocket expenses and
the diversions of management and staff time that issuers incur to
provide the required information. Interfirm costs arise from the
fact that the information provided can put the issuer at a disadvan-
tage relative to its competitors, major suppliers, and major custom-
ers. For example, if an issuer discloses that a given line of business
is particularly profitable, other firms may be attracted to enter the
same market, driving prices, and hence the issuer's profits, down.
At the same time, the issuer's major suppliers and customers may
conclude that in the future they can drive harder bargains with the
issuer than they otherwise would have thought possible. Opera-
tional costs are costs both to the individual firm and to society as a
whole. Interfirm costs, however, are costs only to the individual
firm. They are not social costs because the interfirm disadvantages

1345



1346 Virginia Law Review [Vol. 85:1335

to the issuer from the disclosure are counterbalanced by the advan-
tages disclosure confers on the other firms.' Thus, at all levels of
disclosure, an issuer's private marginal costs will exceed its social
marginal cost by an amount equal to these interfirm costs. Even
managers who completely identify with existing shareholders-
managers who seek to maximize share value so that costs to the
shareholders are equivalent to costs to them-would therefore
choose a regime with a disclosure level below the social optimum.

2. Romano's Dismissal of the Importance of the Private/Social Cost
Divergence

This divergence of private from social costs means that issuer
choice will lead to market failure and thus presents a serious prob-
lem for the proponents of issuer choice. Professor Romano, how-
ever, dismisses the importance of the divergence, suggesting that it
is "a tenuous rationale for securities regulation."'" She bases this
dismissal on four lines of attack, each of which is unconvincing.

20 It can be argued that interfirm costs involve a social aspect as well because the
disadvantage to which disclosure puts the issuer relative to its competitors, major
suppliers, and major customers leads, as an incidental effect, to a reduction in the is-
suer's incentives to produce private information in the first place, which hurts the
economy's dynamic efficiency. But there are positive incidental effects as well: In-
creased disclosure enhances competition, and hence static efficiency, by informing
competitors where there are profit opportunities, thereby leading to production levels
more consistent with marginal cost pricing. Both these incidental effects-negative
and positive-are outside the ordinary domain of financial economics, however, and
how they balance out is something that the country's governmental authorities should
decide. I consider in more detail elsewhere these points and others relating to the
private versus social costs of disclosure. See Merritt B. Fox, Securities Disclosure in a
Globalizing Market: Who Should Regulate Whom, 95 Mich. L. Rev. 2498, 2550-52
(1997) [hereinafter Fox, Disclosure in a Globalizing Market]. Other scholars have
also commented on the problems for disclosure posed by the existence of interfirm
costs. See Lucian Arye Bebchuk, Federalism and the Corporation: The Desirable
Limits on State Competition in Corporate Law, 105 Harv. L. Rev. 1435, 1490-91
(1992); Coffee, Market Failure, supra note 13, at 723-37; Easterbrook & Fischel, su-
pra note 13, at 685-86; Edmund W. Kitch, The Theory and Practice of Securities Dis-
closure, 61 Brook. L. Rev. 763, 846-74 (1995).

2 1 Romano, supra note 1, at 2426. Professors Choi and Guzman also acknowledge
the existence of interfirm costs. See Choi & Guzman, National Laws, supra note 14,
at 1875. They do not, however, attempt to confront the negative implications of this
market failure for the reform they advocate.
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a. The claim that as a matter of theory the divergence of disclosure's
social from private cost does not necessarily call for regulation

Romano's first line of attack is to suggest that even if this diver-
gence between social and private costs exists, the theoretical case
for mandatory disclosure is not as clear cut as I suggest:

It can be shown analytically... that even in the case of such
third-party externalities [i.e., information that would hurt the
issuer by helping its competitors], mandatory disclosure is not
always optimal compared to voluntary disclosure, and it would
in all likelihood be extremely difficult for a regulator to deter-
mine when mandatory disclosure is optimal.'

She does not explain her assertion, but instead simply cites an arti-
cle by Ronald Dye.' Dye's model, however, applies only in such a
restricted range of circumstances as to be essentially useless as a
guide to policy.24 Moreover, when reasonable estimates of the

2 Romano, supra note 1, at 2368.
See id. at 2368 n.23 (citing Ronald A. Dye, Mandatory Versus Voluntary Disclo-

sures: The Cases of Financial and Real Externalities, 65 Acct. Rev. 1 (1990)).2
1 Ronald Dye contemplates a situation in which an entrepreneur, in advance of a

sale of securities to outside investors, commits to providing information that will re-
duce by some given amount the uncertainty associated with his issuer's future cash
flow to shareholders. See Dye, supra note 23, at 3-5. Dye compares the amount of
disclosure that entrepreneurs can be expected to provide voluntarily with the amount
that is socially optimal. Dye considers the consequences of two kinds of third-party
effects that can arise from an issuer's disclosure. "Financial externalities," the first
kind of third-party effect, occur when an issuer's disclosure reduces uncertainty con-
cerning the future cash flows to shareholders of one or more other issuers but has no
effect on the cash flows of these issuers. Id. at 2. This "financial externality" effect
thus relates to disclosure's "public goods" aspect. See Romano, supra note 1, at 2367;
infra Section I.C.2 (discussing the "public goods" effect as one of the factors causing
the social marginal benefit from disclosure to exceed its private marginal benefit).
"Real externalities," the second kind of third-party effect, arise when the issuer's dis-
closure does affect the cash flows of one or more other issuers. Dye, supra note 23, at
2. It is this second kind of third-party effect that is the subject of the discussion above
and to which Romano refers in the quotation.

Dye concludes that under some circumstances, the voluntary level of disclosure will
be at least as great as the socially optimal one, thereby rendering mandatory disclo-
sure unnecessary, while under other circumstances the voluntary level will fall short
of that goal. See id. at 3. He suggests that in situations where only financial external-
ities exist, the voluntary level would equal the socially optimal one under a fairly wide
range of conditions, but that "where real externalities are present ... optimal manda-
tory and equilibrium voluntary disclosure tend to diverge." Id. He also suggests that
with real externalities, the direction of the divergence-whether voluntary disclosure
produces too much information or too little-is unclear in the absence of detailed in-
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formation. See id. at 19. A number of factors, however, severely limit the generality
of Dye's conclusions and render the model relatively useless as a guide to policy.

1. The empty set of information to which the model applies. Dye makes two critical
assumptions concerning the type of information to which his model applies. One is
that management does not know the information that it is committing to provide at
the time it makes the commitment. See id. at 5. The other is that the information is
disclosed prior to sale of the shares. See id. at 3-4.

Disclosures made by real-world issuers will almost always fail to conform with one
or the other of these assumptions. Before an issuer has public holders of its securities,
it has no need to release publicly any information about its financial condition and
prospects. When the issuer's entrepreneurs decide to have a public sale of its securi-
ties, however, they are likely to decide to release some of this information just before
the sale. Strictly speaking, there is no commitment with this release; nothing in ad-
vance of the release binds the entrepreneurs to make it. The released information
may be accompanied, however, by a pledge that it represents a truthful set of answers
to a recognized set of questions. One could characterize certified financials in this
fashion, for example. See, e.g., Easterbrook & Fischel, supra note 13, at 675. But
even if Dye's use of the term "commitment" is stretched to include such a pledge, the
commitment is made simultaneously with the release of the information, and so it in-
volves information known to the entrepreneurs. Thus, it does not fit within Dye's
model because it violates the model's first assumption.

Something else is likely to happen at the time of the public sale of securities, how-
ever. The entrepreneurs are likely to commit to providing additional information pe-
riodically in the future. The decision to list on a stock exchange that requires such
ongoing disclosure is an example of such a commitment. See Dye, supra note 23, at 5.
Although an act of this sort does represent a real commitment as the term is generally
understood, it does not fit into Dye's model either. While the information ultimately
disclosed pursuant to this commitment may not be known by the entrepreneurs at the
time they make the commitment, the disclosure will occur after the sale of the securi-
ties, thereby violating the second assumption of Dye's model.

Dye's model is thus not useful in comparing voluntary versus mandatory disclosure
with regard to either new issue disclosure (currently subject to the mandatory re-
quirements of the Securities Act) or periodic disclosure (currently subject to the
mandatory requirements of the Exchange Act), since both kinds of disclosure involve
situations violating at least one of his assumptions.

2. The exclusion of share sales to fund new investment. The only kind of transaction
Dye contemplates in his model is an entrepreneur's sale of his own shares. The issuer
involved has already raised its needed capital and made its investment. The sale oc-
curs simply because the entrepreneur wishes to consume before the investment pro-
duces its cash flow. See id. at 3-5. Thus, the model does not reach disclosure
associated with a share sale by an issuer to raise capital to fund a new project, a more
common kind of transaction that is probably more vital to the economy.

3. The misspecification of disclosure's costs and benefits. The only function for dis-
closure that Dye identifies in his model is disclosure's potential for altering the alloca-
tion of risk between selling entrepreneurs and purchasing outside investors. See id at
3. According to Dye, disclosure that conforms to the model's two assumptions will
bring the price that investors will pay for their shares closer, one way or the other, to
the discounted present value of the cash flows that they in the end actually receive,
thereby reducing the riskiness of their decision to invest. The commitment to provide
such disclosure creates a corresponding uncertainty as to the price that the entrepre-
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neur will receive: He knows that the disclosure will affect the price, but he does not
know which way because he does not know its content. Thus, in terms of risk,
disclosure benefits risk-averse investors and harms risk-averse entrepreneurs.

This result, however, is an artifact of the model's particular features discussed
above, whereby entrepreneurs are the sellers of the shares and commit to provide,
before the sale, information not currently known to them. Neither new issue disclo-
sure nor periodic disclosure that issuers provide in the real world will have this risk
reallocation effect. Consider first new issue disclosure. For the entrepreneur, the in-
formation disclosed is in reality already known to him. Thus, the "commitment" as-
sociated with its provision, rather than creating uncertainty as to the price the
entrepreneur will receive, has a predictable impact on that price. The information
will not, however, be known to the investors prior to disclosure. Its receipt will re-
duce each investor's uncertainty as to the return on an investment in the issuer's
shares. With disclosure, the price she pays will on average be closer, on one side or
the other, to the cash flow she will actually receive in the end. This increased accu-
racy does not necessarily mean that it will reduce her exposure to risk, however. Dis-
closure by an individual firm concerning its financial condition and prospects relates
to uncertainties that are uncorrelated with uncertainty concerning the aggregate cash
flows generated by all the firms in the market. To say this in the language of the capi-
tal asset pricing model ("CAPM"), disclosure only reduces unsystematic risk. This
result can hold even if the firm's disclosure reduces uncertainty concerning the cash
flows of certain other firms (for example, ones within the same industry), thereby cre-
ating financial externalities, since a whole group of firms would usually not be a big
enough factor in the economy as a whole for their results to affect significantly the
overall return in the market. Thus, if the investor purchases shares as part of a fully
diversified portfolio, the reduction in unsystematic risk will not reduce the riskiness of
her overall portfolio, which is all that matters in terms of her exposure to risk. An
investor purchasing shares as part of a less than fully diversified portfolio would bene-
fit from the disclosure, but CAPM suggests that, unlike in Dye's model, the entrepre-
neur will not receive a higher price as a result of providing this benefit. See infra
Section I.C.1.

Now consider the commitment to provide periodic disclosure. This commitment
likewise will not increase risk for the entrepreneurs nor reduce it for investors. The
commitment to provide information will not create uncertainty concerning the price
that the entrepreneur will receive because the information will not be disclosed until
after the sale and therefore cannot affect that sale price. For the same reason, the
commitment cannot bring the price that the investor pays closer to the cash flow she
will ultimately receive. The fact that with periodic disclosure the investor at some
point after the sale will have a more accurate perception of these cash flows is irrele-
vant to the riskiness of her investment decision, which is determined by how likely it
is (based on what is known at the time of the sale) that these cash flows will deviate
substantially one way or the other from the price paid for the shares.

Dye's model thus seriously misspecifies disclosure's potential costs and benefits,
both private and public. It focuses on a factor on which real world disclosure is likely
to have little or no impact-the allocation of risk between entrepreneurs and inves-
tors-while ignoring its important effects, discussed below, on capital allocation and
the agency costs of management. See infra Sections I.C.2-3.
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model's parameters are utilized, his model in fact supports the case
for mandatory disclosure.'

b. The claim that investors holding diversified portfolios solve the
divergence problem

Romano next argues that the externality producing the diver-
gence between social and private costs does not require mandatory

In his analysis of real externalities, Dye finds that if an issuer experiences negative
private returns from additional disclosures but the disclosures lead to positive market-
wide returns, the voluntary level of disclosure will be below the socially optimal level.
See Dye, supra note 23, at 19. He observes that the opposite would be true if the is-
suer experiences positive private returns from additional disclosure but the market
experiences negative returns. See id. He suggests that plausible scenarios can be con-
structed either way and that "without possessing detailed a priori knowledge about
the relation between private and market wide returns to additional disclosures for
each firm, it is difficult to surmise whether [socially optimal] mandatory disclosures
will exceed voluntary disclosures." Id.

The signs of the private and market returns to disclosure are not in fact as indeter-
minate as Dye states. Specifically, I suggest above that there is a wide range of items
of information for which one of the private costs of disclosing the item is its harm to
the disclosing issuer's competitive or bargaining position vis-A-vis other firms, i.e., the
interfirm part of the cost of the item's disclosure. See supra Section I.B.1. This part
of the private cost of the item's disclosure is counterbalanced by a real externality, the
corresponding gains enjoyed by the other finns. Thus, the combined effect on mar-
ket-wide return of this part of the cost of disclosing this item and the corresponding
benefit to other firms is a wash. The other part of the private cost associated with the
item's disclosure-the operational costs-has no such corresponding positive external
effects, nor do the private benefits to the issuer associated with the item's disclosure
have any corresponding negative external effects. Consequently, the social value of
the disclosure-what Dye would term its effect on "market-wide returns," Dye,
supra note 23, at 19-is at least as great as these private benefits from the disclosure
minus its operational costs. For all items the release of which would put the issuer's
overall disclosure near the socially optimal level, the effect of their disclosure on pri-
vate returns (private benefits minus total private costs, including both interfirm and
operational costs) will be negative, while, by definition, the effect of their disclosure
on market-wide returns will be positive. Firms will thus not voluntarily disclose as
much as is socially optimal.

More generally, it is hard to imagine how, as an ordinary matter, a disclosure by any
one issuer would have a negative effect on the aggregate cash flows of all the other
firms in the economy. If such a disclosure affects the aggregate cash flow of these
other firms at all (i.e., if a real externality is present), it typically will have a positive
effect, since this additional information will allow the other firms to better predict the
consequences of their actions. Thus, contrary to Dye's conclusion, there is little pos-
sibility that the private returns to disclosure are positive and the market-wide ones
negative. Dye's own model, therefore, suggests that real externalities create a diver-
gence between the voluntary level of disclosure and the socially optimal one and that
the direction of this divergence is toward too little voluntary disclosure.



1999] Retaining Mandatory Securities Disclosure

disclosure because "[t]he majority of investors hold portfolios...
and therefore, unlike the issuer, they will internalize the externality
if they make the disclosure decision."'  The idea here is that if the
interfirm costs to an issuer from a disclosure are indeed not social
costs because the disadvantages to the issuer are counterbalanced by
the advantages the disclosure confers on other firms, the issuer's in-
vestors will not want management to consider these costs in making
their disclosure decisions because the investors will own shares in
other firms as well.' This argument too does not stand scrutiny.

To start, the argument has no applicability to new issue disclo-
sure, which is a large part of the entire scheme of securities regula-
tion.' To see this point, consider firm A, which is about to engage
in an IPO and whose managers are deciding whether to choose a
high-disclosure regime or a low-disclosure one, and firm B, which
is a competitor of A. The high-disclosure regime would require a
release of information that, by enhancing B's ability to compete
with A, would benefit B but harm A. The only way A could inter-
nalize this externality is if the sale price for A's shares was somehow
enhanced because of the benefit that the choice of the high-
disclosure regime would confer on B. Unfortunately, the sale price
will not be enhanced. Potential purchasers of A shares fall into
two groups: those who currently hold B shares and those who do
not. Those who do not obviously have no reason to pay more for
A shares because of the benefit to B from A's managers choosing a
high-disclosure regime. Potential purchasers who do hold B shares
have no reason to pay more either. Whether they buy A shares or
not, they will benefit from A choosing the high-disclosure regime
and suffer from A choosing the low-disclosure one.29

Romano's argument is unpersuasive with respect to periodic dis-
closure as well. This time, consider firm C, an existing publicly
held issuer with all of its shares already outstanding and whose
managers are deciding whether to choose a regime requiring a high

16 Romano, supra note 1, at 2368.
7, See id.
28 The analysis that follows in the text also applies to the choice of a regime to gov-

ern an issuer's ongoing periodic disclosures if it is made at the time of the issuer's ini-
tial public offering.
29 In a public market for securities, there is no opportunity for bargaining between

the holders of B shares and the managers of A whereby B shareholders could condition
their purchase of A shares upon A's managers choosing the high-disclosure regime.
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level of ongoing periodic disclosure or one requiring a low level of
such disclosure, and firm D, a competitor of C. The high-
disclosure regime would require the release of information that
would, by enhancing D's ability to compete with C, benefit D but
harm C. The fact that most C shareholders hold diversified portfo-
lios will not eliminate this externality. To start, few of these share-
holders are likely to have portfolios that include shares of D. This
is because of a basic lesson of corporate finance that an investor
can enjoy most of the benefits of diversification by holding only a
few dozen stocks out of the many thousands available? Thus, in
all likelihood, the holders of the majority of C shares would have
no D shares and hence no compensating interest that would coun-
terbalance the competitive disadvantage of the high-disclosure
regime.

Even in the unusual situation where the holders of a majority of
C shares do hold D shares as well, they are unlikely, when they
vote their shares, to take account of the benefits from C choosing
the higher disclosure regime. In deciding how to vote, these share-
holders are likely to focus only on the cash flows that C's managers
can produce. This is because the vast information asymmetries
that exist between shareholders and managers, combined with
well-known collective action problems, make shareholder influ-
ence tenuous enough without the introduction of additional crite-
ria for judging management such as the effect on D of C's
management's choice of disclosure regime.31

30 Holding twenty properly chosen stocks achieves 95% of the risk reduction that
would be obtained from holding the whole market portfolio and holding 100 such
stocks achieves 99% of such reduction. See Ronald J. Gilson & Bernard S. Black,
The Law and Finance of Corporate Acquisitions 92 (2d ed. 1995). Only an investor
that holds a portfolio consisting of the same percentage of all the stocks available in
the market-an index fund-would privately experience costs and benefits from dis-
closure that parallel its social costs and benefits. Yet index funds are notoriously pas-
sive concerning corporate governance. See John C. Coffee, Jr., Liquidity Versus
Control: The Institutional Investor as Corporate Monitor, 91 Colum. L. Rev. 1277,
1339-41 (1991) [hereinafter Coffee, Liquidity].

31 In addition, assuming that fewer than all of C's shareholders hold shares of D, it
would presumably be a breach of fiduciary duty on the part of the managers of C to
adopt a disclosure regime sufficiently strict that the private costs to C exceeded the
private benefits to C when their reason for doing so was the benefit that the higher
level of disclosure would derivatively confer on the subset of its shareholders who
were also holders of D shares. See Frank H. Easterbrook & Daniel R. Fischel, The
Economic Structure of Corporate Law 143-44 (1991) (noting that equal division of
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Finally, if Romano's argument were correct as applied here, the
fact that shareholders hold diversified portfolios could also serve as
an equally valid argument against having legal sanctions against
any type of corporate behavior that negatively affects other corpo-
rations, including patent infringement or even breach of contract.
Such a result obviously would make no sense.

c. The claim that proponents of mandatory disclosure have not
established the existence of any kind of disclosure having interfirm
costs

Romano also suggests that persons who argue that the diver-
gence of private from social costs justifies mandatory disclosure
"have not specified what information requirements the rationale
justifies, let alone whether that information is the focus of SEC dis-
closure requirements."'32 It seems self-evident, however, that al-
most all potential corporate disclosures have interfirm costs
associated with them. The extensive presence of interfirm costs
was one of the main factors that drove adoption of mandatory dis-
closure in the first place.33 That the interfirm cost problem in fact is

gains is the general norm in corporate law unless the unequal benefit makes no
shareholder worse off).

Moreover, the more reliable devices for helping align management interests with
those of shareholders-the hostile takeover threat and share price-based managerial
compensation-will be of no help in pushing C's managers to account for the deriva-
tive benefit that C shareholders who also hold D shares would receive from C's
choice of the higher disclosure regime. These devices depend on share prices. A
firm's share price is a function of the market's perception of the prospective cash
flows that managers can produce, see Richard A. Brealey & Stewart C. Myers, Prin-
ciples of Corporate Finance 58-62 (5th ed. 1996), not of the advantages it confers on
another firm. A shareholder is extremely unlikely to add or subtract C shares from
her portfolio based on whether management has made a disclosure benefiting D.

'2Romano, supra note 1, at 2380.
3 One of the major categories of information required by the Exchange Act that

was not provided by many corporations prior to its enactment in 1934 was sales and
cost of sales. See infra Section II.A.1. Maurice Kaplan and Daniel Reaugh, in an
article surveying, among other things, the annual reports of major corporations in
1930, found that 47% of these firms omitted their net sales figures. See Maurice C.
Kaplan & Daniel M. Reaugh, Accounting, Reports to Stockholders, and the SEC, 48
Yale LJ. 935, 947 (1939). Kaplan and Reaugh suggested that this result could be ex-
plained by the existence of interfirm costs:

The usual reason given for refusing to disclose sales and cost of sales figures is
the creation of consumer resistance where the gross profit margin is wide and
that its publication invites competition or gives an advantage to existing com-
petitors, especially where the competitors' figures remain undisclosed.
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the focus of SEC requirements can be confirmed by even a quick
review of SEC Regulation S-K,M which provides the questions that
are incorporated by reference into its Forms 10-K (for periodic dis-
closure) and S-1 (for IPO disclosure). Regulation S-K calls for a
wide variety of information the disclosure of which on the one
hand would be useful for predicting an issuer's future cash flows,
but on the other hand could seriously hurt the issuer through the
advantages it confers on other firms. Examples include profits and
sales of each significant individual line of business conducted by
the issuer,35 future capital spending plans,' research and develop-
ment spending,37 cost ratios,' liquidity constraints,39 and informa-
tion on backlogs,' inventories,'1 and sources of supply.42

d. The claim that issuers will not comply

Finally, Professor Romano argues that the divergence of private
from social cost cannot justify a mandatory disclosure statute
because wherever such a divergence is present, issuers will resist
providing the required disclosures. Hence the statute is not im-
plementable. Romano gives as her example the SEC requirement,
imposed in 1969, that issuers provide line-of-business ("LOB") re-
porting.43 She cites a number of studies that she believes prove the
ineffectiveness of LOB reporting rules. She bases this conclusion

Under the Securities Exchange Act... corporations... are required to list
net sales in their ... periodic reports ....

Id. at 946 (citation omitted); see also Twentieth Century Fund, Inc., The Security
Markets 580-81 (1935) [hereinafter Twentieth Century Fund, Security Markets] (list-
ing "advantage to competitors" as a reason for inadequate disclosure).

Regulation S-K, 17 C.F.R. § 229 (1998).
35 See id. § 229.101(b).

See id. § 229.101(a)(2)(iii)(B)(3).
37 See id. § 229.101(c)(1)(xi).

See id. § 229.303(a)(3)(ii).
39 See id. § 229.303(a)(1).
40 See id. § 229.101(c)(1)(viii).
41See id. § 229.101(c)(1)(vi).
42 See id. § 229.101(c)(1)(iii). There is also anecdotal evidence supporting the exis-

tence of significant interfirm costs. My personal experience in legal practice, and that
of other securities practitioners with whom I have talked, is that at the margin, where
it is not absolutely clear whether the securities laws require disclosure, issuers often
resist providing it, giving as their most frequent reason their fear that the information
will be used by their competitors.
43 See Romano, supra note 1, at 2380-81. LOB reporting is required by 17 C.F.R.

§ 229.101(c)(1)(ii).

[Vol. 85:13351354
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on the fact that the studies show no statistically significant increase
in actual returns after imposition of the requirements." These re-
sults are not surprising, however, because LOB disclosure will re-
veal as many situations in which the market would otherwise
overvalue shares as situations in which the market would otherwise
undervalue them.45

Contrary to her conclusion, the studies cited by Romano in fact
provide affirmative evidence that the LOB reporting rules have
resulted in issuers providing meaningful new information to the
market. If there is meaningful new information in the market,
share prices become more accurate.' The studies she cites demon-
strate that LOB disclosure indeed did lead to an improvement in
price accuracy. Their results, showing reduced total variance and
price dispersion,47 provide direct evidence of improved price accu-
racy. In addition, these studies contain indirect evidence as well:
The results show that the accuracy of analysts' forecasts increased,'
which in turn should lead to improved share price accuracy.

3. The Further Divergence of Private from Social Cost Because of

Management's Agency Relationship with Shareholders

The fact that an issuer's managers are in an agency relationship
with its shareholders gives rise to an additional source of diver-
gence between the managers' private costs of disclosure and the
social costs of that disclosure.49 Periodic disclosure increases the

"See Romano, supra note 1, at 2380-81.
45 See infra Section I.C.3.
46 The relationship between increased disclosure and price accuracy is discussed in-

fra Section I.C.3. The social gains from improved price accuracy are discussed infra
Section I.C.

47 See Bipin B. Ajinkya, An Empirical Evaluation of Line-of-Business Reporting, 18
J. Acct. Res. 343, 359 (1980); Rosanne M. Mohr, The Segmental Reporting Issue: A
Review of Empirical Research, 2 J. Acct. Literature 39,56-57 (1983) (collecting stud-
ies).

4" See Mohr, supra note 47, at 42-55 (collecting studies). For a review of the litera-
ture concerning the proposition that mandatory disclosure as a general matter en-
hances price accuracy, see Fox, Disclosure in a Globaizing Market, supra note 20, at
2540 n.80; infra Section II.A.l.

41 In the preceding discussion of the other source of divergence-interfirm costs-it
was assumed that managers completely identify with existing shareholders. See supra
Section I.B.1. This assumption permitted the costs of disclosure to the firm as a
whole to be treated as equivalent to disclosure's costs to the managers, the actual dis-
closure decisionmakers. This is reasonable since firm costs are costs to the managers
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effectiveness of a number of devices-the shareholder vote, share-
holder enforcement of management's fiduciary duties, and the
hostile takeover threat-that work to limit the ability of managers
to deviate from acting in the shareholders' best interests. This con-
sequence represents a cost to managers, who would prefer to pur-
sue their personal goals under as few constraints as possible.'

C. Benefits

Proponents of issuer choice rely on an unstated premise that the
private marginal benefit associated with an issuer's disclosure
equals its social marginal benefit." Such a premise requires two as-

as well: Disclosure, by damaging the firm, derivatively damages the managers without
providing them with any compensating gains. The assumption, however, understates
the total cost of disclosure to the managers since it ignores the fact that disclosure can
harm their position in their agency relationship with shareholders.

50 See infra Section I.C.3. This increased managerial discipline would have a posi-
tive influence on share price from which the managers may gain a derivative benefit.
The size of this benefit, however, would in many cases be insufficient to cancel out the
personal cost to managers of having to work under greater discipline. See id.

51 See Romano, supra note 1, at 2366-67 (asserting that under regulatory competi-
tion, managers will have incentives to adopt a disclosure regime that maximizes the
joint welfare of managers and investors). Choi and Guzman appear somewhat incon-
sistent on this matter. On the one hand, in an earlier work proposing a territorial
approach to securities choice of law in order to give issuers some degree of choice,
they recognize a scenario-a "race to the bottom"-in which managers would choose
to bind the issuer to provide a socially suboptimal level of disclosure. See Choi &
Guzman, National Laws, supra note 14, at 1872. Under this scenario, managers gain
from engaging in some kind of opportunistic behavior, such as, in Choi and Guzman's
example, insider trading. See id. The fact that this behavior is opportunistic implies
that the joint wealth of shareholders and managers would be greater if the managers
did not engage in such behavior. Greater disclosure would make managers' oppor-
tunistic behavior impossible. A credible promise that such greater disclosure is forth-
coming would be reflected in increased proceeds from a share issuance. As Choi and
Guzman tell it, the managers' benefits from the increased proceeds are only indirect,
however, and are not as great as the managers' gains from the opportunistic behavior.
See id. Managers therefore would choose a lower disclosure regime. See id. Thus,
while increased disclosure would increase the joint wealth position of the parties and
represent a social gain, such disclosure will not occur unless it is mandated because
managers do not fully capture disclosure's social benefits and would therefore select a
lower disclosure regime if given the choice.

On the other hand, later in the same article, Choi and Guzman state that a
"separating equilibrium" permitting an issuer's managers to choose a lower disclosure
regime would be socially preferable to a regime requiring the issuer to disclose at the
higher level. Id. at 1877-78. In this section of their article, Choi and Guzman appear
not to recognize that they are advocating a reform that, under the circumstances of
their earlier race-to-the-bottom scenario, would lead to a decrease in social welfare.
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sumptions. The first is that the social benefits of the disclosure
level chosen will be fully reflected in the issuer's share price. The
second is that the persons making the disclosure choice-the is-
suer's managers-will fully enjoy this share price improvement.
Unfortunately, the proponents of issuer choice do not spell out
mechanisms that would generate either of these results. In fact,
neither of these assumptions is correct much of the time. Thus, the
private marginal benefit associated with an issuer's disclosure is
likely to fall below the social marginal benefit, adding to the extent
of market failure if the disclosure level is determined by market
forces.

An issuer's increased disclosure will result in three kinds of so-
cial benefits that will, at least in some situations, not be fully cap-
tured by its managers: (1) the reduction in the portfolio risk for the
issuer's less than fully diversified shareholders; (2) the improve-
ment in quality of real investment projects chosen to be imple-
mented in our economy; and (3) the reduction in the agency costs
of management.

1. Reduction in Investor Risk

When more information is available about an issuer, its share
price is likely to be closer, on one side or the other, to actual
value. 2 This enhanced accuracy represents a gain to the less than
fully diversified investor, because it reduces the risk of holding the
issuer's shares in her portfolio. Since the risk that is reduced is un-
systematic, however, the issuer's share price will not on average be
any higher than it would be absent this disclosure-the fundamen-
tal lesson of the capital asset pricing model.'3 Thus, the issuer's

Moreover, Choi and Guzman do not address this matter at all in their pieces propos-
ing unfettered issuer choice.

11 See infra Section II.A.1.
According to the model, the market does not reward reductions in a share's un-

systematic risk because an investor can eliminate unsystematic risk by holding a fully
diversified portfolio. See Brealey & Myers, supra note 31, at 160-64. The fact that
less than fully diversified investors could protect themselves in this fashion suggests
that this gain from greater disclosure offers a less compelling reason for mandatory
disclosure than the reasons discussed infra Sections I.C.2-3. Nevertheless, since less
than fully diversified investors exist and will continue to exist irrespective of the gov-
ernment's regulatory choices, the reduction in risk for these investors does represent a
social gain.
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managers receive no corresponding reward for the benefit enjoyed
by the investors.

2. Improved Project Choice

A second social benefit of disclosure is an improved choice
among proposed new investment projects in the economy. One
can see this improvement in project selection most easily in a sim-
plified world in which each new investment project is undertaken
by a new issuer that raises the necessary funds through an IPO.
An issuer's managers will proceed with their proposed project if
and only if the issuer's share price is high enough that the issuer
can raise the cash necessary to implement the project without hav-
ing to offer all of its equity to the public. In this situation, the
managers can retain the rest of the equity for free. The retained
shares constitute an "entrepreneurial surplus" that gives the man-
agers a pro rata claim on the expected positive cash flow generated
by the project. Thus, under this scenario, the private benefits from
disclosure's improvements in project choice would differ from the
social benefits only to the extent that the social benefits of the cho-
sen disclosure level are not fully reflected in price. To the extent
the benefits are reflected in price, they will be directly enjoyed by
the entrepreneurs making the disclosure decision in the form of a
larger entrepreneurial surplus.

Ideally, society would want to implement all proposed projects
in rank order of their risk-adjusted expected returns (based on all
available information, including what is known by the managers
proposing each project). The marginal project that just exhausts
society's scarce savings for investment would set the risk-adjusted
expected return on capital. Whichever issuer's shares an investor
purchases, she would receive a risk-adjusted expected return just
equal to that of the marginal project.

This ideal will not be achieved in the real world, however, be-
cause some of the information possessed by each proposed pro-
ject's entrepreneurs will not be public and hence not fully reflected
in share price. Some projects inferior to the ideal world's marginal
project will be implemented because their issuers' share prices are
inaccurately high. Their entrepreneurs will gladly proceed with the
project because they can raise all the cash necessary to implement
their projects by offering the public less than all of the equity of
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their respective firms and keep the rest as entrepreneurial surplus.'
Likewise, some projects superior to the ideal world's marginal pro-
ject will not be implemented because their issuers' share prices are
inaccurately low. With such a project, a public offering of even all
of the issuer's equity would not produce sufficient cash to fund the
project.

An increase by all issuers in their level of disclosure would in-
crease the accuracy of the price of every issuer's shares. The
resulting reduction in the number of misallocations would be a so-
cial benefit that, if greater than the social costs involved, would
represent an increase in social welfare (i.e., a net social gain).
The question for us, however, is what kind of incentives exist for
the managers of each individual issuer voluntarily to produce the
level of disclosure that is needed to achieve this social gain. In
other words, to what extent would any social gain produced by a
single issuer's increased disclosure be reflected in its share price?

If we were to pick one issuer at random and command an in-
crease in the amount of disclosure it provides, its managers would
not on average enjoy any perceptible benefit even if the extra disclo-
sure's cost to them were zero. This critical point is left out of the
existing literature debating the desirability of mandatory disclo-
sure. In an efficient market, the issuer's share price without the
increased disclosure would represent an unbiased estimate of the
future cash returns to the share's holder discounted to present
value and so would the share price with the increased disclosure."

'4 Such a project has a negative net present value (evaluating its expected future
cash flow on the basis of all available information including that available to each of
the economy's entrepreneurs, and using the expected return on the marginal project,
adjusted for risk, as the discount rate). Nevertheless, if the entrepreneurs go ahead
with the project, the shares retained by the entrepreneurs have value because once
the investment in the project is made using the proceeds of the share sale, the project
will produce an expected positive future cash flow. The retained shares represent a
pro-rata claim on this expected positive cash flow.
5 By "unbiased," I mean that the price is on average equal to the share's actual

value, i.e., what the future income stream accruing to the holder of the share-its
dividends and other distributions-wi turn out to be, discounted to present value.
Speculators-the persons whose actions in the market set prices-assess what this fu-
ture income stream will be based not only on the information that is available about
the issuer but also on the information that the issuer chooses not to disclose. The
empirical literature testing the efficient market hypothesis suggests that the infer-
ences that speculators draw from issuer disclosures are in fact unbiased. Since there is
no reason to believe that inferences from an issuer's absences of comment are any
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Each price-the one in the market with less disclosure and the one
in the market with more disclosure-is generated by a probability
function with a mean equal to the share's actual value. Comparing
market pricing with less versus more disclosure is analogous to tak-
ing different sample sizes from an urn containing many red and
green balls in order to estimate the ratio of the two in the urn. A
small sample's ratio, like a price in a market with low disclosure,
will be an unbiased estimate of the actual ratio in the urn. In other
words, if many such small samples were taken, their average ratio
would equal the actual ratio in the urn, but any given sample is
likely to be way off, one way or the other. A large sample's ratio,
like a price in a market with high disclosure, will also be an unbi-
ased estimate of the actual ratio in the urn. The only difference is
that a large sample's ratio will be more accurate in the sense that it
will be closer, one way or the other, to the actual ratio in the urn.
Thus, on average, the issuer's share price with high disclosure will
be the same as with low disclosure. 6

If, however, we were to observe an issuer voluntarily picking itself
out to provide more disclosure than do other issuers-to choose a
stricter regime on its own-we would on average expect the issuer's
share price to go up and its managers to enjoy a greater entrepreneu-
rial surplus. Market participants would reason that because the is-
suer's entrepreneurs choose to reveal more, the issuer probably
has better prospects relative to issuers choosing to disclose less.

more likely to be biased than inferences from an issuer's disclosures, this literature
suggests as well that the inferences speculators draw from an issuer's absences of
comment are also unbiased. I discuss these points in considerably more detail else-
where. See Fox, Disclosure in a Globalizing Market, supra note 20, at 2533-39.

6 The issuer's increased disclosure will on average result in better capital allocation,
thereby increasing the overall expected rate of return on capital in the economy. This
increase in the overall supply of expected future dollars would lower the rate at which
a proposed project's cash flow (and that of all other investment opportunities) is dis-
counted. In a large economy that implements many proposed projects, however, the
effect of this single improvement in capital allocation will have only a tiny effect on
the discount rate. Thus, the effect of the improvement on the price of the issuer's
shares would be imperceptible. See infra Section II.A.2.

The increased disclosure will also reduce the overall risk associated with the issuer's
shares but not in a way that will enhance share price. Since the information disclosed
is firm specific, all of the reduction will be in the share's unsystematic risk. The mar-
ket, however, does not reward reductions in a share's unsystematic risk with a higher
price. See supra note 53 and accompanying text.
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Thus it is the fact that an issuer chooses to disclose, not the disclo-
sure itself, that leads to the association between greater disclosure
and higher share price. This concept forms the basis of signaling
theory: Issuers that have good news signal this fact by disclosing
their news and those that do not have good news signal this fact by
their inability to make comparable disclosures.'

While the signaling phenomenon means that the market will be
better informed in a system of issuer choice than might first ap-
pear, it will not be as well informed as it would be if all issuers were
compelled to disclose at the higher level that some issuers choose
voluntarily. Silence is not a complete substitute for affirmatively
disclosing a lack of good news because the market knows that an
issuer could choose a low-disclosure regime for reasons other than
a lack of good news.' As we have seen, an issuer may choose not
to disclose because revealing the information might put it in an in-
ferior position vis-A-vis a competitor, major supplier, or major
customer. 9

Projects therefore are not as well chosen in a signaling world-a
world where issuers, through choice of regime, are free to choose

Signaling theory is the theory of self-induced disclosure in the context of an IPO.
No one has offered any other plausible argument as to why voluntary disclosure alone
could produce a sufficient level of information. The classic statement of signaling
theory is found in Ross, supra note 12.

m See Easterbrook & Fischel, supra note 13, at 687-88. Commentators have also
noted that empirical reality does not conform with signaling theory's prediction that
voluntary disclosure will result in the market being informed at the socially optimal
level. See Coffee, Market Failure, supra note 13, at 745; Joel Seligman, The Histori-
cal Need for a Mandatory Corporate Disclosure System, 9 J. Corp. L. 1, 7 n.24 (1983).
Coffee points out that the market was not able, from the silence of the issuers in-
volved, even to begin to infer in advance that New York City and the Washington
Public Power System would experience disastrous defaults. See Coffee, Market Fail-
ure, supra note 13, at 745. These were the two largest defaults in the history of the
United States, but the issuers, as municipal entities, were exempt from the mandatory
disclosure system. See Ann Judith Gellis, Mandatory Disclosure for Municipal Secu-
rities: A Reevaluation, 36 Buff. L. Rev. 15, 16-21 (1987).

"I A second reason, other than lack of good news, why an issuer might not disclose is
that management is contemplating a management buyout and does not want the good
news it possesses to increase the share price. This possibility is particularly damaging
to the signaling mechanism since it suggests that silence might in fact indicate highly
positive news. See Coffee, Market Failure, supra note 13, at 740-41. This problem is
likely to be relevant, however, only where we are looking to signaling to produce
price accuracy in the secondary market, not in the IPO market. It also relates to be-
havior that is partially constrained by rules against insider trading.
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the level at which they bind themselves to disclose and where the
market draws negative inferences from the decision of the issuers
that choose a low level regime-as they would be in a world where
all issuers disclose at a high level. Moving from the signaling world
to the mandatory disclosure world would produce social benefits
because the list of projects implemented would move closer to the
ideal. If these social benefits exceed the social costs, the move
represents a net social gain. The entrepreneurs who do not dis-
close at a high level in the signaling world would not, through
higher prices, fully capture this gain from their increased disclosure
in the second world. Part of the gain would instead accrue to the
entrepreneurs who disclose at a high level in both worlds because
the improved allocation of capital would mean a higher percentage
of their projects would be implemented. In essence, to price each
IPO properly, the market needs information about all potential
projects so that it can make the relevant comparisons accurately.

Professor Romano cites a number of studies showing a positive
relationship between disclosure and share price as evidence that
there are "powerful incentives" for issuers seeking new funds to
disclose information and that issuers can hence be trusted to
choose for themselves the socially optimal disclosure regime.'
This relationship, we have just seen, is due to the fact that the
issuer chooses to disclose, not to the disclosure itself. It is the pat-
tern we would expect to find under signaling theory. In an issuer
choice world where we rely on signaling, issuers will have incen-
tives to choose a regime requiring a level of disclosure greater than
zero. But, as we have just seen, these incentives will not be great
enough to induce issuers to choose a regime requiring a level as
high as is socially optimal, even in the IPO context.

This "public goods" aspect of issuer disclosure does not end
here.6 There are other ways in which information disclosed by one
issuer about itself could be useful in analyzing other issuers. It
could, for example, reveal something about possible industry-wide

60 See Romano, supra note 1, at 2374.
61 A public good is something for which the costs of extending its benefit to an addi-

tional person is zero and which it is impractical to exclude that person from enjoying.
See Paul A. Samuelson & William D. Nordhaus, Economics 32 (15th ed. 1995). The
term has been used by many commentators in the disclosure area because disclosure
has features of this sort.
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trends." Again, these are social benefits that the issuer disclosing
the information cannot appropriate through higher share price.

3. Greater Managerial Adherence to Shareholder Interests

A third social benefit of issuer disclosure is a reduction in the
extent to which managers of public corporations place their own
interests above those of their shareholders. Here I am talking pri-
marily not about disclosure at the time of an IPO, but about infor-
mation provided thereafter. 3 Greater ongoing, periodic disclosure
increases the effectiveness of a number of devices that work to

62See Easterbrook & Fischel, supra note 13, at 685. The model by Ronald Dye,
cited by Romano in her effort to dismiss the divergence between private and social
costs caused by interfirm costs, is relevant here as well. Dye refers to disclosure that
is useful for analyzing another issuer as involving a "financial externality." Dye,
supra note 23, at 2. While Dye suggests that voluntary disclosure would be socially
optimal under a fairly wide range of circumstances where only financial-not real-
externalities are involved, see id. at 15, a number of factors significantly limit the
model's usefulness as a guide to policy. See supra note 24.

3Under the current regime, post-IPO disclosure comes from two sources. One
source is the periodic disclosure requirements under §§ 12, 13, and 15(d) of the Ex-
change Act. See 15 U.S.C. §§ 781, 78m, 78o(d) (1994). This disclosure is provided on
Form 10-K (an annual report requesting much of the same information as is re-
quested on the Securities Act Form S-1 used in connection with IPOs), Form 10-Q (a
quarterly report), and Form 8-K. The other source is Section 5 of the Securities Act,
which makes no distinction between IPOs and subsequent public offerings and hence
requires that post-IPO public offerings of securities be registered as well. See id.
§ 77e. Because the issuer and its directors and officers are much more likely to face
substantial liability where there is a materially false or misleading statement or omis-
sion in a Securities Act registration statement than in an Exchange Act filing, and be-
cause under the Securities Act underwriters face strict liability for such statements or
omissions unless they can demonstrate that they engaged in due diligence, issuers
provide higher quality disclosure when they engage in subsequent public offerings
than when they do not. See Merritt B. Fox, Shelf Registration, Integrated Disclosure,
and Underwriter Due Diligence: An Economic Analysis, 70 Va. L. Rev. 1005, 1025-
30 (1984) [hereinafter Fox, Shelf Registration]; Merritt B. Fox, Rethinking Disclosure
Liability in the Modem Era, 75 Wash. U. L.Q. 903, 903-04 (1997) [hereinafter Fox,
Rethinking Disclosure Liability]; infra note 91. Because, as analyzed below, greater
disclosure more effectively constrains managers from engaging in non-share-value-
maximizing behavior, firm managers who anticipate making such offerings tend to act
more in concert with the interests of shareholders. See Merritt B. Fox, Finance and
Industrial Performance in a Dynamic Economy: Theory, Practice, and Policy 138-39
(1987) [hereinafter Fox, Finance and Industrial Performance]; Frank H. Easterbrook,
Two Agency-Cost Explanations of Dividends, 74 Am. Econ. Rev. 650, 654 (1984).
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limit such behavior.' Disclosure assists in the effective exercise of
the shareholder franchise and in shareholder enforcement of man-
agement's fiduciary duties.' Even more importantly, disclosure in-
creases the threat of hostile takeover when managers engage in
non-share-value-maximizing behavior. Disclosure both makes a
takeover less risky for potential acquirers and reduces the chance
that an inaccurately high share price will deter a value-enhancing
acquisition.'

6"The reduction in managerial discretion is, as discussed above, a direct cost to
managers, but this cost is smaller than the social gains resulting from better resource
allocation. See Michael C. Jensen & William H. Meckling, Theory of the Firm:
Managerial Behavior, Agency Costs, and Ownership Structure, 3 J. Fin. Econ. 305,
305-10, 326-28 (1976). The question here is the extent to which managers capture
these social gains.

6I discuss these points in more detail in Merritt B. Fox, Required Disclosure and
Corporate Governance, in Comparative Corporate Governance: The State of the Art
and Emerging Research 701 (Klaus J. Hopt et al. eds., 1998). In the United States, we
are so accustomed to a high level of issuer disclosure that we tend not to appreciate
its importance with respect to these devices. A comparison with Russia is revealing.
The dearth of disclosure there renders the fiduciary duties nominally imposed on
management almost useless. See Bernard Black & Reinier Kraakman, A Self-
Enforcing Model of Corporate Law, 109 Harv. L. Rev. 1911, 1927-28 (1996). It also
makes relatively meaningless disinterested shareholder approval of transactions in
which management is interested. See Merritt B. Fox & Michael A. Heller, Corporate
Governance Lessons from Russian Economy Fiascos 17-18 (Mar. 25, 1999) (unpub-
lished paper, on file with the Virginia Law Review Association).

6The market for corporate control is a well-recognized device for limiting the
agency costs of management where ownership is separated from control, as in the
typical publicly held corporation. Greater information disclosure and the resulting
increase in price accuracy improves the control market's effectiveness in performing
this role. A potential acquirer, in deciding whether it is worth paying what it would
need to pay to acquire a target that the acquirer feels is mismanaged, must make an
assessment of the target's worth in the acquirer's hands. This assessment is inherently
risky and the acquirer's managers, like most persons, are likely to be risk averse. See
Brealey & Myers, supra note 31, at 13. Greater disclosure, however, reduces the
riskiness of this assessment. Hence, with greater disclosure, a smaller apparent devia-
tion between incumbent management's decisionmaking and what would maximize
share value is needed to impel a potential acquirer into action, since there would be
less risk associated with going ahead.

Also, when share price is inaccurately high, even a potential acquirer certain that it
can run the target better than can incumbent management may find the target not
worth paying for. The increase in share price accuracy that results from greater dis-
closure reduces the chance that a socially worthwhile takeover will be thwarted in this
fashion.

Greater disclosure thus makes the hostile takeover threat more real. Incumbent
managers will be less tempted to implement negative net present value projects in or-
der to maintain or enlarge their empires or to operate existing projects in ways that
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In determining the extent to which an issuer's entrepreneurs and
managers will be able to capture the social benefits from its ongo-
ing, post-IPO disclosure, we should start by observing that, like
IPO disclosure, post-IPO information too has "public goods" as-
pects.67 It will aid in the analysis of the prospects of other issuers
just going public with IPOs. It will also help discipline managers of
other established public issuers by assisting the devices that limit
the ability of their managers to deviate from their shareholders'
best interests. If one has detailed information about one issuer's
performance, for example, it is easier to detect shirking by the
managers of its competitors, who face a similar external business
environment. These public goods type benefits will not be cap-
tured in the price of the issuer making the disclosure.

As for the disciplining effect of any given level of periodic dis-
closure on an issuer's own management, there is, in theory, a way
for its managers to capture the full social benefit. Managers can in-
ternalize the benefit by binding the issuer at the time of its IPO to
provide in the future periodic disclosure at a particular level. The
higher the promised level, the less the market would expect man-
agement decisionmaking to deviate from what is in the sharehold-
ers' best interests, and the higher the market price for the issuer's
initial offering, net of the prospective costs of this commitment."
The entrepreneurs fully capture the increase in firm value since it
would be reflected, pro-rata, in the price at which the offered
shares are sold and the rest of the shares would continue to belong
to the managers.

Reality will be different. This internalization of the benefits
from the disciplinary effects of disclosure will not be complete
unless the market is confident at the time of the IPO that the issuer
is totally bound to disclose at the chosen level for the life of the
firm. It is probably impractical, however, to institute an issuer
choice regime with such an ironclad guarantee.69 Yet without it,

sacrifice profits to satisfy their personal aims. Those managers who nevertheless con-
tinue such self-interested behavior are more likely to be replaced. See Fox, Finance
and Industrial Performance, supra note 63, at 84-91.

67 See supra note 61 and accompanying text.
8 See Easterbrook & Fischel, supra note 13, at 684.
6 Professor Romano suggests as a default rule that management would not be al-

lowed to change disclosure regimes without the approval of a majority of sharehold-
ers. See Romano, supra note 1, at 2415-16. She also suggests that any individual
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issuer could choose to require a higher, supermajority vote. See id. While these sug-
gestions might appear to answer my concern, in reality they pose a dilemma. On the
one hand, relying on shareholder voting to protect against managerial opportunism
involves the classic free-rider problem. For a shareholder with a small fraction of the
shares of a corporation-the type that in aggregate hold the majority of the shares of
most corporations-it is not worth acquiring the information necessary to judge the
desirability of such a change in regime. After all, there is only a very small chance
that her vote will affect the outcome of the elections, and, even if it did, she would
experience only a small fraction of the effect of the change in regime. See Bernard S.
Black, Shareholder Passivity Reexamined, 89 Mich. L. Rev. 520, 526-29 (1990); Jef-
frey N. Gordon, The Mandatory Structure of Corporate Law, 89 Colum. L. Rev. 1549,
1573-77 (1989). On the other hand, if the percentage needed for approval is set very
high to help protect against this passivity problem, the arrangement locks the issuer
into a disclosure regime that is not likely to adapt to the particular changing needs of
firms from the issuer's home jurisdiction. This result presents a contrast to a system
of mandatory disclosure based on the issuer's nationality, where the issuer's disclo-
sure would be governed by a regime that is likely to make these adaptations.

Romano also argues that the cost to an institutional investor of informing itself for
any given vote is lower than it might first appear, since questions about the effect of a
switch to any particular regime on the firm's share value are likely to arise with re-
spect to many of the issuers in which the institution holds shares. See Romano, supra
note 1, at 2416. This is a fair point. It is limited, however, to the extent that argu-
ments in favor of such a switch differ in their validity from one issuer to the next and
do so in ways the determination of which requires information about the particular
issuers involved.

There is also an open question as to how representative the preferences of institu-
tional investors are of the preferences of other shareholders with respect to how much
an issuer should be required to disclose. On the one hand, it seems clear that institu-
tions have greater skill at and inclination toward obtaining information about an is-
suer from sources other than the issuer's public disclosures than do small individual
investors. Romano argues that studies showing that institutional investors do not out-
perform the market suggest otherwise, see id. at 2416 n.182, but this contention is not
correct. Such studies show only that the market reflects new publicly available
information so quickly that investors find it hard to make trading profits from
possessing it. See supra note 55. They do not show that investors of all kinds possess
the same amounts of information. If an issuer fails to provide sufficiently high
disclosure, institutional investors' greater skill at and inclination toward obtaining
information means that their cost of effectively exercising their franchise is smaller
than that of the individual investor. Institutions can more easily find substitutes to
issuer disclosure for obtaining information, and so their preference for a high level of
issuer disclosure will not be as intense. In fairness, it would be easy to exaggerate the
importance of this difference, however. The collective action problems for small in-
dividual investors may be so great that disclosure is of no direct use to them anyway,
since individual investors would not make the effort to process the information even
if it were given to them. Disclosure benefits individual investors indirectly instead by
making more effective the other constraints on management.

Professors Choi and Guzman propose that an issuer select a securities law regime at
the time of each new issue of securities. See Choi & Guzman, Portable Reciprocity,
supra note 5, at 922. Since they propose no exit mechanism, the issuer appears to be
bound by that choice-including its ongoing periodic disclosure requirements-for as
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the market knows that managers will be subsequently tempted to
switch to a lower disclosure regime and thus the market will dis-
count the share price at the time of the IPO to reflect this possibility.

The temptation to switch arises because lower disclosure
reduces the effectiveness of the devices that limit managerial dis-
cretion and hence provides managers with more room to make de-
cisions that satisfy their own objectives at the expense of the
interests of shareholders. Managers who consider switching to a
lower disclosure regime know that if they do, the firm's share price
in the secondary market will decline because of the expected re-
duction in managerial discipline. The amount of this decline will
not necessarily be as great, however, as the amount by which re-
duced managerial discipline diminishes the share value. After all,
as just noted, the market knows in advance that managers will be
tempted to switch to a lower disclosure regime and the discount
reflecting this possibility will still be present at the time that any
actual switch occurs. In such a situation, the price drop accompa-
nying a switch would be less than the drop in share value. The
switch to a lower disclosure regime would therefore be less costly
to managers and thus more likely to occur.'

Moreover, even if the price decline were as great as the decline
in value, the managers would often find that the increased free-
dom, especially the freedom resulting from the reduced threat of
takeovers, would be worth the price decline. After all, managers'
biggest concern with secondary market share price is often the

long as the securities are outstanding. This approach solves the commitment problem
in an ironclad way, but it has, in an even more extreme form, the adaptability prob-
lems that a high supermajority clause would have under Romano's proposal. See in-
fra Part IV.70 In other words, the switch is partially paid for in advance, whether or not it is
made. As a result, the cost to management of making the decision to switch is low-
ered, thereby making the switch more probable. This situation is a classic example of
a "lemons" problem. See generally George A. Akerlof, The Market for "Lemons":
Quality Uncertainty and the Market Mechanism, 84 Q.J. Econ. 488, 495-96 (1970)
(describing representations of quality as an instance of the "lemons" problem).

71 Managerial share ownership and stock options can ameliorate, but not eliminate,
this problem. Such holdings constitute only a fraction of the issuer's outstanding
shares-in most cases a small fraction, see Michael C. Jensen & Kevin J. Murphy,
CEO Incentives-It's Not How Much You Pay, But How, Harv. Bus. Rev., May-
June 1990, at 138, 141-and so most of the reduction in share value from non-share-
value-maximizing decisions is externalized onto other persons.
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takeover threat in the first place.' Admittedly, the switch to a
lower disclosure regime would also increase the issuer's cost of
seeking additional capital through new share issues. Many estab-
lished firms, however, never raise new capital in this fashion.'
Even for those firms that do, existing public shareholders, not the
managers, will largely or wholly bear the cost of the lower share price.

In sum, the inability of managers to provide an ironclad guaran-
tee of any promise to disclose at a high level, combined with this
temptation to switch to a lower disclosure regime, means that when
managers, at the time of the IPO, choose the regime under which
their issuer will operate, they are not likely to capture fully the
beneficial disciplining effects of adhering over the long run to the
level of disclosure required by that regime. And if the managers
subsequently choose a less rigorous regime, the penalty they incur
as a result of any price drop at the time of the switch is not likely to
be as great as the decline in share value due to reduced managerial
discipline.'

72Management's first concern is presumably keeping office. The standard model of
how the market for corporate control disciplines management starts with the proposi-
tion that there is a high correlation between the efficiency of an issuer's managers and
the price of its shares and that potential acquirers look for underpriced shares. See
Henry G. Manne, Mergers and the Market for Corporate Control, 73 J. Pol. Econ.
110, 112 (1965).

73See Fox, Finance and Industrial Performance, supra note 63, at 233-37 (collecting
studies showing the importance of internally generated finance for many firms).

7 4As a result, the argument-based on signaling theory-that issuer choice will lead
to socially optimal disclosure is inherently even harder to make for periodic disclo-
sure than for IPO disclosure. Stephen Ross, in his classic exposition of signaling the-
ory, assumes that managers are benefited proportionally to the degree by which they
increase the value of the firm. See Ross, supra note 12, at 185. Telling a convincing
story as to why this assumption might hold in the case of periodic disclosure is much
more complicated than in the case of IPO disclosure, since, unlike in an IPO context,
entrepreneurs making a periodic disclosure are not in essence selling a portion of the
equity of the company previously belonging to them. Professor Coffee, for example,
makes the following observation:

[T]he theory of voluntary disclosure does seem to have some validity as applied
to initial public offerings and, to a lesser extent, to all primary distributions.
This theory has far less persuasive force, however, when applied to secondary
market trading, which the '34 Act chiefly governs. Here, high agency costs
currently exist .... thus sheltering opportunistic managerial behavior. A man-
agement that will oppose a lucrative takeover offer to its shareholders is also
capable of biasing its disclosures ....

Coffee, Market Failure, supra note 13, at 746-47 (footnote omitted).
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II. EMPIRICAL EVIDENCE CONCERNING THE
WELFARE EFFECTS OF MANDATORY DISCLOSURE

Under the current system, managers of U.S. issuers are required
to disclose at a level prescribed by U.S. authorities.' Under issuer
choice, managers would be free to bind themselves to the disclo-
sure level of their choosing. Part I of this Article demonstrated
that a system of issuer choice would involve substantial market
failures. Thus, a switch to issuer choice will decrease social welfare
unless the current system of mandatory disclosure involves even
larger governmental failures. This observation gives rise to two
questions. First, what empirical evidence is available concerning
the relative impact on social welfare of the current system versus
issuer choice? Second, what are the implications of this evidence
for whether the United States should switch to an issuer choice
regime?

A. Empirical Evidence Concerning the

Imposition of Mandatory Disclosure

There are no empirical studies comparing the current mandatory
disclosure system with an issuer choice regime, since issuer choice
has never been tried. Studies, however, have compared the current
system with the previous world of no federal regulation.
1. Studies of the Effect of New Issue and Periodic Mandatory

Disclosure on Price Accuracy

The efficient market hypothesis suggests that an issuer's share
price will be an unbiased estimate of the share's actual value
whether there is a lot of publicly available information about the
issuer or only a little.76 More information, however, will increase
the expected accuracy of the price, i.e., the likelihood that the price
will be relatively close, one way or the other, to the share's actual

7- In theory, an issuer whose economic center of gravity as a firm is in the United
States could avoid the U.S. disclosure regime if it only offered its shares abroad, only
listed its shares for trading abroad, incorporated abroad, and had a majority of-its
shares held by foreigners. Few, if any, such issuers exist, however. See Fox, Disclo-
sure in a Globalizing Market, supra note 20, at 2616-18.

76 See supra Section I.C.2.
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value.' This result occurs because with more information, specula-
tors-the persons who set an issuer's share price in the market-
have a more accurate sense of the issuer's future. Accuracy is
revealed empirically by the amount of dispersion in the issuer's
share price over time. To quote George Stigler, "Price dispersion
is a manifestation-and, indeed, it is the measure-of ignorance in
the market."'78 Thus, we would expect that if the imposition of the
federal mandatory disclosure system led to an increase in meaning-
ful information being publicly available, mandatory disclosure
would have reduced price dispersion. There is considerable evi-
dence that price dispersion did in fact decline after imposition of
the federal regime.

a. Studies by Stigler and Simon of the effect of new issue mandatory
disclosure on price accuracy

George Stigler examined two groups of new share issues, one
from the period 1923-28 (prior to the passage of the Securities Act,
with its new issue disclosure requirements) and the other from the
period 1949-55 (after the Act's passage).79 For each group, he cal-
culated the average of the price performance of the group mem-
bers over the five years after issuance relative to the price
performance of the market as a whole for the corresponding period
(thus controlling for factors affecting the market as a whole).' He
found that the variance in the relative price performance of indi-
vidual share issues around the average of the group as a whole de-
clined by almost half between the pre-Act group and the post-Act
group.8' This result is thus consistent with the proposition that the
improved disclosure associated with new issuers after adoption of

n See supra Section I.C.2. To put this concept of expected accuracy in statistical
terms, consider price to be a random variable generated by a distribution function
with a mean equal to actual value (reflecting the fact that the price is unbiased). A
good measure of the price's expected accuracy would then be the variance of the dis-
tribution-the expected value of the square of the deviation from actual value. The
greater the variance, the lower the price's expected accuracy. See Robert V. Hogg &
Allen T. Craig, Introduction to Mathematical Statistics 16-28,34-40 (2d ed. 1965).
78 George J. Stigler, The Economics of Information, 69 J. Pol. Econ. 213,214 (1961).
7
9See Stigler, Public Regulation, supra note 12, at 120.
80 See id.
"I See id. at 121 tbl.1, 123 tbl.3.
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the Securities Act led to greater price accuracy' since, compared to
the pre-Act group, the initial price of the typical issuer in the post-
Act group (discounted to present value and adjusted to account for
the performance of issuers generally) was closer to what the is-
suer's performance in fact turned out to be.'

This analysis assumes, in accordance with the rational expectations model, that
the market for new issues, whether provided with a lot of disclosure or only a little, is
efficient in the sense that each issuer's price is an unbiased estimate of its actual
value. See supra note 55 and accompanying text; infra note 94.

3 Reluctant to attribute Stigler's result to the institution of the federal mandatory
disclosure regime, Romano instead attempts to explain away Stigler's finding by first
asserting that "the legislation simply forced riskier investments off the market."
Romano, supra note 1, at 2377 (footnote omitted). Romano admits, however, that
this finding "has also been interpreted as indicating that the disclosure mandated by
the Act enabled investors to form more accurate price predictions." Id. Her first ex-
planation is an idea originally put forward by Stigler. See Stigler, Public Regulation,
supra note 12, at 122 (explaining results by noting "that many more new companies
used the market in the 1920's [sic] than in the 1950's [sic]" and consequently concluding
that "a major effect of the S.E.C. was to exclude new companies") (footnote omitted).

Romano's and Stigler's account is not the explanation adopted by others who have
looked at the data. See Irwin Friend & Edward S. Herman, The S.E.C. Through a
Glass Darkly, 37 J. Bus. 382, 390-91 (1964); Carol J. Simon, The Effect of the 1933
Securities Act on Investor Information and the Performance of New Issues, 79 Am.
Econ. Rev. 295, 311-13 (1989). Presumably everyone, including Stigler and Romano,
accepts the theoretical proposition that any information that is of value to investors
for predicting the future with greater accuracy will lead to less share price dispersion.
The results showing that the post-Act group in fact had less dispersion should there-
fore logically lead one to the conclusion that the information that the Securities Act
prompted to be disclosed was in fact of such value, unless one had affirmative evi-
dence suggesting that some other factor was responsible. The only affirmative evi-
dence Romano offers, however, is a citation to a study showing an increase in the
proportion of debt financing after passage of the Act, particularly in the form of pri-
vately placed, higher risk debt. See Romano, supra note 1, at 2377 & nn.50-51. It is
not surprising that this development would occur during the depths of the Great De-
pression. One suspects that debt financing would have increased regardless of
whether mandatory disclosure was imposed on new issues.

Moreover, there is no obvious reason why increased disclosure, which simply re-
duces information asymmetries between managers and the market, would in fact
force riskier investments off the market. To be sure, increased disclosure would hurt
the implementation chances of riskier projects that, based on all available information
including what is known by the managers proposing each project, should not be pur-
sued. But greater disclosure would also help the chances of riskier projects that,
based on the same information, should be implemented. See supra Section I.C.2 for a
discussion of the relationship between disclosure and project choice.

It may be possible to tell a story about how the liability system that helps enforce
the Securities Act disclosure requirements is biased against riskier projects. Pre-
sumably, this story would suggest that potential issuers with riskier projects and per-
sons associated with such issuers face a greater risk of liability-even if they make just
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In a second, more recent study, Carol Simon makes a similar
kind of comparison, using the techniques of modem financial eco-
nomics. ' This time the comparison is between a group of pre-Act
new share issues and groups of new share issues in each of several
post-Act periods.' Like Stigler, she finds a lower variance for the
share issues made after mandatory disclosure was imposed than for
those made in the pre-Act period.'

as great an effort to comply with the disclosure requirements-than potential issuers
with less risky projects and their associated persons. Perhaps to suggest just such a
story, Romano cites an article by Seha Tinic that argues that after adoption of the
Act, underwriters, fearing liability, switched to larger, less risky issuers. See Romano,
supra note 1, at 2377 (citing Seha M. Tinic, Anatomy of Initial Public Offerings of
Common Stock, 43 J. Fin. 789, 813 (1988)). Tinic used indirect evidence to support
the argument: a finding that the offering price discount relative to initial trading
prices was higher in a post-Act 1966-71 sample of IPOs than in a pre-Act 1923-30
sample. See id. at 804-05 & tbl.3. The larger discount reduces both the probability of
litigation and, if litigation does occur, the amount of damages ultimately recovered.
See id. at 800-01. Tinic theorizes that the discount therefore constitutes a form of liti-
gation insurance. See id. at 797-803. Thus, Tinic's argument that underwriters have
switched to less risky issuers rests on the claim that the increase in the discount repre-
sents litigation insurance. A number of factors, however, undermine the force of this
explanation of the increased discount and hence its probative value as evidence that
underwriters switched to less risky issuers because of fear of litigation. First, the cost
of this insurance would be extraordinary-in essence, one gives up a dollar today in
order to be sure that one is not sued for that same dollar tomorrow-and so it is hard
to believe that rational contracting parties would agree to such an arrangement.
Second, there are severe problems in attributing the increase in the discount to this
one change between the two sample periods when so many other factors changed as
well. Finally, Tinic makes an error in the description of the potential litigation costs
created by the Act that diminishes the force of the litigation insurance theory. See
Janet Cooper Alexander, The Lawsuit Avoidance Theory of Why Initial Public
Offerings are Underpriced, 41 UCLA L. Rev. 17,26 n.28 (1993).

Beyond Romano's citation of Tinic, neither Stigler nor Romano have attempted to
tell a story to explain why the Securities Act's liability system is biased against riskier
projects or to suggest why the bias that such a story would predict is a more plausible
explanation for the observed reduced price dispersion than the fact that greater dis-
closure helped investors better predict the issuer's future.

4 See Simon, supra note 83.
See id. at 300, 310.

8 See id. at 309-10 & tbl.7. The use of several post-Act periods rules out the "bull
market" explanation of Stigler's results, i.e., that the greater variance in the pre-Act
period was due to the fact that it was a boom period whereas the post-1933 period
that Stigler used was not. See id. at 308-13.
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b. Benston's study of the effect of periodic mandatory disclosure on
price accuracy

George Benston studied the effect of the periodic disclosure re-
quirements under the Exchange Act.' His results are more mixed
than the findings of the new issue disclosure studies discussed
above. Benston looked at 466 New York Stock Exchange
("NYSE") firms for a period starting prior to the imposition of the
Exchange Act regime and running to a point ninety months after
its imposition, using the market model to determine the variance of
their month-to-month residuals as a measure of price dispersion.'
Of these, 290 firms disclosed sales data before imposition of the
Exchange Act regime and 176 did not.89 After imposition, all 466
firms were required by law to disclose this sales data. Benston fo-
cused on whether the riskiness of the 176 firms that were required
by the Act to reveal their sales figures for the first time (the "non-
disclosure" firms) declined relative to the riskiness of the firms that
had been disclosing sales all along (the "disclosure" firms).' To
make this comparison, Benston looked to see whether, after the
Act was imposed, the average decline in the variance of the residu-
als of the nondisclosure firms was greater than that of the disclo-
sure firms. Benston found that it was, but only by a very small,
statistically insignificant amount, and consequently concluded that
the post-Act disclosure of sales data by the nondisclosure firms did
not reduce their riskiness.9

See Benston, supra note 12.
See id at 138, 141-49. The residual is the difference between the issuer's actual

return in a month (price change plus dividends) and the return predicted by the mar-
ket model. See Gilson & Black, supra note 30, at 194. The market model predicts an
issuer's return based on the overall market's performance during the month and the
issuer's traditional sensitivity to market-wide trends. See id. Thus, the variance of an
issuer's residuals measures the amount of uncertainty that exists about an issuer with
respect to factors specifically affecting the issuer. In other words, variance of residu-
als is a measure of firm-specific or unsystematic risk. A reduction in the variance of a
fim's residuals would suggest an increase in meaningful information in the market
about the firm.

"See Benston, supra note 12, at 143.
10 See id. at 142-43.
91 See id. at 148-49 & tbl.4. This result, of course, does not prove that no such de-

cline occurred. This part of Benston's study looks at a single disclosure item-sales
data-among a whole package of new requirements. See infra notes 96-105 and ac-
companying text. The effect of this single requirement on price accuracy may have
been positive and large enough relative to its costs to make it economically worth-
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while, but not large enough, given the relatively weak statistical powers of Benston's
test, to show up as significant. See infra Section II.A.3.

There are also some problems with the fundamental design of Benston's test. First,
the "control" group-the firms that were already reporting sales before the passage
of the Exchange Act-themselves significantly improved the quality of their sales dis-
closures in response to the regulations. Prior to the passage of the Exchange Act,
there was great variation among these firms with respect to how the sales figure was
calculated. See Kaplan & Reaugh, supra note 33, at 945 n.42, 947; infra notes 102-05
and accompanying text. The Exchange Act made these sales disclosures more uni-
form and standardized. This improvement in the quality of the sales information of
the disclosure firms would mute any differences in the price dispersion reactions of
the two groups to imposition of the sales disclosure requirement even if the require-
ment did decrease the dispersion of the nondisclosure firms. It would therefore be
less likely that any difference in reaction would show up in the data as statistically
significant.

Second, a test looking at the reaction in the 1930s of share price riskiness to the im-
position of Exchange Act periodic disclosure requirements is less likely to show the
positive effects of mandatory disclosure than a test, such as those discussed in the text
above, looking at the reaction of share price riskiness to the imposition of the Securi-
ties Act's new issue disclosure requirements. Issuers had fewer incentives in the
1930s to provide accurate information in response to the Exchange Act's require-
ments than they had in response to those of the Securities Act. The Securities Act
had, from the very beginning, extensive civil liability provisions under Section 11, see
15 U.S.C. § 77k (1994) (imposing absolute liability on the issuer and, unless they
could affirmatively prove they had performed adequate due diligence, on the direc-
tors, key officers, and underwriters as well), and under Section 12(a)(2). See id.
§ 771(2). There was also regular SEC staff review of S-1 filings. See Byron D. White-
side, Development of S.E.C. Practices in Processing Registration Statements and
Proxy Statements, 24 Bus. Lawyer 375, 376-78 (1969). The Exchange Act had only
Section 18 liability, see 15 U.S.C. § 78r, the insuperable reliance requirements of
which have made it a dead letter. See David. L. Ratner & Thomas Lee Hazen, Secu-
rities Regulation: Cases and Materials 328-31 (5th ed. 1996). Moreover, SEC staff
review of Exchange Act filings was, compared to its review of S-1 filings, "less thor-
ough and prompt, and generally less effective." Milton H. Cohen, "Truth in Securi-
ties" Revisited, 79 Harv. L. Rev. 1340, 1362 (1966).

The incentives to comply with Exchange Act periodic disclosure requirements are
much greater today than in the 1930s. This increase is due in part to developments
under Exchange Act Section 10(b), see 15 U.S.C. § 78j(b), and Rule 10b-5, see 17
C.F.R. § 240.10b-5 (1998). Potential Rule 10b-5 liability for Exchange Act disclosure
violations by firms that do not trade in their own securities did not develop until the
late 1960s. See SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 857-62 (2d Cir. 1968),
cert. denied sub nom. Kline v. SEC, 394 U.S. 976 (1969). This potential liability in
turn did not become a serious threat to most issuers until class actions became possi-
ble with the development of the fraud on the market theory of reliance, which was
first enunciated in the lower courts in the 1970s and was affirmed by the United States
Supreme Court only in 1988. See Basic, Inc. v. Levinson, 485 U.S. 224, 241-47 (1988).
The advent in the early 1980s of integrated disclosure, in which many issuers can in-
corporate by reference their Exchange Act periodic filings into their new issue Securi-
ties Act registration statements, also created an incentive for improving the quality of
Exchange Act disclosure since the items incorporated by reference become subject to
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Benston's results are also relevant, however, as to the value of
the total package of information required to be disclosed under the
1934 Act's regime: The riskiness of both disclosure and nondisclo-
sure firms, as measured by the average standard deviation of the
members' residuals, declined by about one-third from the pre-Act
period to the post-Act period.' This finding would imply that
whatever the effect of mandated disclosure of sales data on price
accuracy, the total mandated package did substantially increase the
supply of meaningful information in the market, and consequently
improved price accuracy. Benston, however, ignores the results of
his own study.

Why does Benston ignore the fact that the riskiness of each
group-the nondisclosure firms and the disclosure firms-appears
to have dropped substantially after the imposition of the Act and
focus exclusively on the difference in the amount by which each
dropped?93 The reason is that Benston concluded in advance that,
aside from sales information, the Act's other disclosure require-
ments were of no importance, even in the aggregate.' In making
her argument against mandatory disclosure, Romano adopted
Benston's account, citing to his article for the proposition that "the
only major mandated item that was not reported by a significant
set of firms prior to the 1934 legislation was sales."'95

the Securities Act liability scheme. I have explored the shrinking difference in
incentives between the Securities Act and the Exchange Act disclosure regimes in
greater detail elsewhere. See Fox, Shelf Registration, supra note 63, at 1025-32; Fox,
Rethinking Disclosure Liability, supra note 63, at 903-04.

Thus, given the increase in incentives for issuers to comply with the Exchange Act's
periodic disclosure requirements, there is a particular danger in inferring that today
the Exchange Act has no impact on price dispersion from a finding that there was no
statistically significant extra reduction in price dispersion among the nondisclosure
firms back in the 1930s, when the Exchange Act's sales disclosure requirements were
first imposed.
12 See Benston, supra note 12, at 148-49 & tbl.4; see also Irwin Friend & Randolph

Westerfield, Required Disclosure and the Stock Market: Comment, 65 Am. Econ.
Rev. 467,469-70 (1975) (observing this effect in Benston's results).

93 Benston describes his study as one that tests the benefits of the Act "by examining
its differential effect on the securities of corporations that were and were not affected
by the legislation [the nondisclosing firms versus the disclosing firms]." Benston, su-
pra note 12, at 142.

94See id. (describing sales disclosure as "[t]he principal reporting requirement im-
posed by the '34 Act").

9 'Romano, supra note 1, at 2373.
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Benston's and Romano's conclusion that the rest of the Ex-
change Act's disclosure requirements were of no importance
would have come as a real surprise to commentators at the time of
the Act's passage. First, Benston's and Romano's conclusion rests
on the faulty premise that prior to the Exchange Act's enactment,
the exchanges already required that firms make available all of the
information-other than sales-that the Act required firms to dis-
close. Benston's method of researching the exchanges' disclosure
requirements in the 1920s and early 1930s was to make inquiries of
them. He was apparently informed that during this period the ex-
changes already "had... rules that required listed companies to
send certified income statements and balance sheets to stockhold-
ers in advance of the annual meeting."96 In fact, there were no such
rules. What regulation there was came from the fact that each is-
suer, at the time it applied to have its securities listed on the
NYSE, was required to enter into a listing agreement with the Ex-
changeY It is true that about the time of the passage of the Ex-
change Act, the NYSE started to require that each new applicant
enter into a listing agreement that provided that a certified income
statement and balance sheet be given annually to its shareholders."
But the listing agreements entered into by issuers that applied
prior to the Act (which would include all the firms in Benston's
study) did not contain requirements this strict, in some cases not
nearly this strict." Indeed, as indicated in a 1934 Senate report,

96 Benston, supra note 12, at 142.
17 The standard agreement, at least for issuers that applied in the mid-1920s or later,

obligated the issuer to provide certain kinds of information on an ongoing basis. See
John Hanna, The Securities Exchange Act as Supplementary of the Securities Act, 4
Law & Contemp. Probs. 256,258-59 (1937) [hereinafter Hanna, Supplementary]. For
a description of the practice prior to that time, see infra note 99.

98 See Hanna, Supplementary, supra note 97, at 259.
19 The New York Stock Exchange's Rules of Listing dated July 1,1925 (which, since

they were included in a 1930 casebook of an eminent scholar, were apparently still in
force in 1930) are reproduced in Adolf A. Berle, Jr., Cases and Materials in the Law
of Corporation Finance 700-13 (1930). The same rules dated September 20, 1938 are
reproduced in William Harman Black, The Law of Stock Exchanges, Stockbrokers &
Customers 997-1027 (1940). The listing agreement required under July 1, 1925 rules
did not require that the financial statements be audited nor that nonrecurrent items of
income be disclosed as such. See Berle, supra.

The earlier that an issuer in Benston's study listed on the NYSE, the less strict were
the periodic disclosure requirements under which it was operating during the pre-Act
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one of the problems addressed by the Act was the fact that the ex-
changes felt hampered in their ability to induce firms that had
listed earlier to provide more information because the exchanges
had "not considered themselves entitled to modify [these agree-
ments] without the consent of such issuers."1"

Moreover, certain important items of information were not re-
quired at all under the listing agreements, even under those of
firms listing just before the passage of the Act."'1 More impor-

test period. The Twentieth Century Fund, in its exhaustive 1935 study of the securi-
ties markets, noted that the NYSE's requirements became stricter over time:

It was, however, not until the boom period ending in 1929 was well under way
that the Exchange began in earnest to develop the requirements for disclosures
that it today imposes upon corporations desiring to list their securities. Since
the depression... the Exchange authorities have given further attention to this
matter.

Twentieth Century Fund, Security Markets, supra note 33, at 577. Similarly, Profes-
sor John Hanna stated in 1937 that "[l]isting requirements have become progressively
more rigorous in recent years." Hanna, Supplementary, supra note 97, at 258. There
is some reason to believe that issuers that listed prior to the mid-1920s had no obliga-
tion at all to provide ongoing periodic information. See Twentieth Century Fund,
Inc., Stock Market Control 133 (1934) [hereinafter Twentieth Century Fund, Stock
Market].

As evidence of how little bound many firms that listed prior to 1925 apparently
were (or, alternatively, how lax the enforcement of the listing agreements generally
was), consider the results of a survey conducted by Kaplan and Reaugh. Kaplan and
Reaugh made a careful examination of 70 firms' annual financial reports to share-
holders for 1930 (a year in the middle of Benston's pre-Act test period). See Kaplan
& Reaugh, supra note 33, at 938. Kaplan and Reaugh characterized these 70 firms as
representative of the 500 to 600 largest nonutility, nonrailroad, nonfinancial corpora-
tions in America. See id. at 938 n.16. Four of these 70 did not provide their share-
holders with even the simplest form of income statement. See id. at 940. A majority
of the surveyed firms did not report "cost of goods sold." Id. at 948.
,01 S. Rep. No. 73-792, at 5 (1934); see also John E. Tracy & Alfred Brunson Mac-

Chesney, The Securities Exchange Act of 1934, 32 Mich. L. Rev. 1025, 1049 (1934)
(noting that "[t]he New York Stock Exchange, through its listing requirements, has
made commendable progress in setting higher standards," but that these measures do
not "reach securities already issued and listed"). Professors John Tracy and Alfred
MacChesney describe the disclosure requirements of the Exchange Act as "fll[ing] in
the gap left open by... the listing requirements of the exchanges; [they] securenl simi-
lar information [to that required by the Securities Act] regarding securities already
outstanding." Id. at 1053.

"I For example, the Exchange Act required information that "differ[s] from the
usual stock exchange listing requirements in [its] demand for disclosure of the stock
interest and remuneration of officers, directors, ten per cent stockholders and oth-
ers." Hanna, Supplementary, supra note 97, at 261. Also, almost one-third of NYSE
companies published financial statements only once a year. See Twentieth Century
Fund, Stock Market, supra note 99, at 135. The SEC required issuers to provide
quarterly financials, pursuant to Form 10-Q under the Exchange Act.
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tantly, there were enormous problems with the quality of the fi-
nancial data that firms provided under the listing agreements." A
primary purpose of the Exchange Act was to remedy these prob-
lems. 3 One example is sufficient to give a sense of the magnitude
of these problems. Kaplan and Reaugh conducted a survey of the
1930 annual reports of a representative sample of the nation's 500
or 600 largest publicly traded industrial corporations." While most
firms (though not all) provided some kind of income statement,
almost one-third did not reveal how much depreciation, if any, was
deducted to arrive at their earnings figures."0 Without information
about depreciation, earnings numbers are virtually meaningless.

Opponents of mandatory disclosure offer, as one of the central
exhibits in their case, Benston's finding that there was no signifi-
cant difference in the reduction in riskiness between firms that
previously disclosed sales and firms that did not. Romano, for ex-
ample, characterizes this study as "important and still underappre-
ciated.....6 But Benston's finding is surely a weak reed on which to
lean. It would only take on real substance if his assumption were
correct that, aside from sales information, the rest of the Exchange
Act's disclosure requirements were of no importance. Benston
adopts this assumption on the basis of a superficial and, as it turns
out, erroneous examination of the historical state of affairs in the

1 See Kaplan & Reaugh, supra note 33, at 940 (describing how the 1930 annual in-
come statements of 34 of the 70 large corporations surveyed "were obviously inade-
quate" and how, as a group, the income statements of all the surveyed corporations
displayed "a striking lack of uniformity as to form and content").
10 See John Hanna, The Securities Exchange Act of 1934, 23 Cal. L. Rev. 1, 20

(1934). The SEC, in describing its Exchange Act disclosure requirements, com-
mented specifically on the shortcomings of listing-agreement disclosure:

The outstanding advances which these requirements [under the Exchange Act]
represent over reporting practices already in vogue are first, a greater emphasis
on the accounting steps involved in income determination, and second, a more
complete explanation of the changes which have occurred in balance sheet
items during the year under report .... The requirements give less attention, on
the other hand, to historical information concerning the company, since all
companies affected are already listed on the exchanges, and have been report-
ing consistently, under existing exchange requirements.

Securities Exchange Act Release No. 66, 1934 SEC LEXIS 225, at *6 (Dec. 21, 1934).
1 See Kaplan & Reaugh, supra note 33, at 938 n.16.
1 See id. at 956.
106Romano, supra note 1, at 2373.
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1920s and 1930s. 7 When his own data suggests that the assump-
tion is incorrect, he ignores the data rather than drop the assump-
tion or provide an alternative explanation.

c. Conclusion

Taken as a whole, the Stigler, Simon, and Benston studies
suggest that imposition of the current system of mandatory disclo-
sure did increase price accuracy and the amount of meaningful in-
formation in the market. The empirical evidence that mandatory
disclosure does in fact enhance price accuracy is very important,
particularly in light of the discussion in Part I showing that greater
information availability and increased share price accuracy pro-
duce several social benefits: reduced risk for less than fully diversi-
fied investors, improved choice of capital utilizing projects, and
reduced agency costs of management."8 Certainly, these studies are

,o7 A second reason for Benston's focus on sales is that he performed a separate
study purporting to show that in 1964, among different types of accounting numbers
reported in SEC filings, "sales [were] the only relatively important accounting num-
ber." Benston, supra note 12, at 142; see also id. at 137-38 (summarizing the study).
He measured the importance of an accounting number by testing whether an unex-
pected change in the number from the number previously disclosed led to significant
share price reaction. See id. at 138-39. A finding that only the sales number qualifies
as important by this measure hardly suggests that there is no value in mandating the
disclosure of all the other information required by the Exchange Act. It only means
that such other items, before their disclosure in an SEC filing, are largely anticipated
by the market because of previous information that has become available about the
corporation (quite possibly through a press release containing the same information).
An issuer that knows it will have to make a formal filing containing certain informa-
tion at specified dates will most likely disclose more about the same subject outside
the formal filings as well, and when it does so, the issuer will be more careful about
the accuracy of what it says. To the extent that the filed numbers simply verify the
investment community's understanding of the issuer based on this previously released
information, there would be no share price reaction to these other items, but the in-
formation might very well not have been released previously but for mandatory
disclosure.

116 Romano suggests that an increase in share price accuracy does not produce any
social benefits:

Even this alternative explanation [i.e., that mandatory disclosure increases price
accuracy] does not, however, demonstrate that the Act benefited investors. A
core tenet of modem finance theory is that investors are compensated for bearing
market risk, and it was firm-specific risk and not market risk that was measured to
have decreased with the 1933 Act.... A reduction in own-return variance (that is,
more accurate stock prices) is of no value to diversified investors. Consequently,
commentators who point to the return variance reduction as evidence affirming
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at odds with Professor's Romano's reference to "the near total ab-
sence of measurable benefits from the federal regulatory apparatus. 9

Two caveats are in order, however. First, statistical comparisons
between time periods are tricky because other factors change be-
sides the one motivating the inquiry-in our case, imposition of
mandatory disclosure-and it may be the changes in these other
factors that cause the observed change in outcome. This fact
should not pose too great a problem here, however, since in all
three studies the measure of riskiness already factored out share
price volatility caused by market-wide influences. Second, assum-
ing that the imposition of mandatory disclosure did cause the in-
crease in price accuracy, these studies do not show whether or not
the resulting social benefits exceeded the social costs of increased
disclosure.

2. Studies of the Effect of New Issue Mandatory Disclosure on Rate
of Return

a. Results of the existing studies

The most frequently cited results concerning the impact of the
Securities Act's new issue disclosure requirements on rate of re-
turn come from the study by George Stigler discussed in Section
II.A.1 above."' Stigler took two groups of new share issues, one
from the period 1923-28 (prior to the passage of the Securities
Act) and the other from the period 1949-55 (after the Act's pas-
sage), and compared their respective five-year post-issue growth in
prices to the growth in prices in the market as a whole.' The post-
Act group did no better than the pre-Act group.' Professor
Romano argues that this finding "strongly suggests that the new

the efficacy of the 1933 Act are mistaken; investors benefit only from reduc-
tions in risk that is priced.

Romano, supra note 1, at 2377. Romano's statement takes an unduly narrow view of
the functions in our economy of the securities markets. It misses the positive effects
in the real economy, discussed in Part I, that result from more available information
and more accurate share prices. It also ignores the benefit of more accurate prices for
less than fully diversified investors, although the ability of such persons to achieve the
same welfare gains by diversifying more would make this, standing by itself, a less
compelling argument for regulation. See supra note 53.

19 Romano, supra note 1, at 2372.
110 See Stigler, Public Regulation, supra note 12.
, See id. at 120.

112 See id. at 121-24.
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federal regime had, at best, no effect on investor welfare, '" 3 a sen-
timent shared by Stigler."'

At the time Stigler published his results, Professors Irwin Friend
and Fred Herman suggested that Stigler's results really showed
that new issue mandatory disclosure was worthwhile. They argued
that Stigler had made computational errors that understated the
performance of the post-Act group.15 After recalculating, how-
ever, Stigler still found that the after-issue price growth for a ma-
jority of the five years (including, most importantly, the fifth) was
still either not as good as the pre-Act group or not sufficiently better
than the pre-Act group to be considered statistically significant. 6

Commentators such as Professor Gregg Jarrell have also faulted
Stigler's study on methodological grounds, criticizing his failure to
account for dividends and for differences among stocks in system-
atic risk.1 Research, however, reveals no adequately conducted
study-including one by Jarrell himself-that does take account of
such factors and finds, at least with respect to seasoned issuers, that
the post-Act group outperforms the pre-Act group to a statistically
significant degree. 8

113 Romano, supra note 1, at 2376.
14 See Stigler, Public Regulation, supra note 12, at 120-22.
- See Friend & Herman, supra note 83, at 382-91.
Il See George J. Stigler, Comment, 37 J. Bus. 414, 418-19 (1964). In the fourth

year, the post-Act group did do better by a statistically significant amount. See id.
Romano, however, argues that this result does not seriously undermine Stigler's con-
clusion that Securities Act disclosure was not worthwhile, because Friend and Her-
man lack a theory as to why the regime should only improve the post-Act group's
performance four years after their shares were issued. See Romano, supra note 1, at
2376 n.47.

117 See Gregg A. Jarrell, The Economic Effects of Federal Regulation of the Market
for New Security Issues, 24 J.L. & Econ. 613, 624-27 (1981); Seligman, supra note 58,
at 10-11 & n.37.

11 Gregg Jarrell conducted a study making the same comparison as Stigler but cor-
recting Stigler's methodological shortcomings. See Jarrell, supra note 117, at 627. He
came to the same conclusion as Stigler. See id. at 666-69. Jarrell's study, however,
has itself been criticized for its exclusive focus on railroads (railroads were left un-
regulated in the post-1933 Act period, so they do not really belong in a comparison
example) and manufacturing (issues of manufacturing firms were regarded as rela-
tively clean in the pre-Act era, whereas issues of mining and of investment trusts,
which were excluded from Jarrell's study, were the issues that gave rise to most of the
stories of fraud). See Seligman, supra note 58, at 11 n.37; Rodney T. Smith, Com-
ments on Jarrell, 24 J.L. & Econ. 677, 682 (1981). Simon, in another study again using
the techniques of modem financial economics to consider the Stigler comparison, also
agrees with Stigler's conclusions with respect to seasoned issuers and initial public is-



Virginia Law Review

b. Problems with the existing studies

Stigler's and Jarrell's studies may sound helpful to opponents of
mandatory disclosure, but these tests have a fundamental problem
in their design that has been missed by the prior literature in the
debate. Stigler and Jarrell purport to test whether the social bene-
fits of mandatory disclosure exceed its social costs by comparing,
before and after the Act, the rate of return enjoyed by purchasers
of newly issued shares relative to the rate of return enjoyed by in-
vestors in the stock market generally.119 The assumption is that if
the returns enjoyed by the purchasers of newly issued shares im-
proved relative to market returns generally, the Act enhanced net
social welfare, and otherwise it did not. The decision to compare
relative pre-Act and post-Act rates of return, rather than absolute
ones, was probably made in order to abstract out other factors that
affected the market generally between the two periods. Unfortu-
nately, this choice "throws the baby out with the bath water." In a
well-functioning capital market, there should be no difference at
any point in time between the risk-adjusted expected rate of return
enjoyed by new equity purchasers and that enjoyed by purchasers
of shares in the secondary market. Both before and after adoption
of the Act, the investors who purchased new share issues were free
to purchase securities in the secondary market instead, and vice
versa.

This connection between the primary and secondary markets for
equities means that the ratio of risk-adjusted expected returns in
the two markets should always be one-to-one and should be unaf-
fected by the imposition of mandatory disclosure.1" This fact sug-

sues of shares to be traded on the NYSE, but finds that the pre-Act issues of shares to
be traded on regional exchanges were significantly over-priced while the post-1933
issues were not. See Simon, supra note 83, at 304-08, 313. Simon's result suggests
some kind of informational inefficiency in these markets that was corrected through
time or by imposition of the Securities Act.

119 See Jarrell, supra note 117, at 629; Stigler, Public Regulation, supra note 12, at 120.
1
2

, Any differences that do show up between the returns enjoyed by new issue inves-
tors and secondary market investors are probably due either to inadequate or inaccu-
rate risk adjustments or to information inefficiencies within the new issue market. In
addition, historical returns-the inevitable source of the data in all empirical studies
in finance-are only inexact (though unbiased) proxies for expected returns. The
reasons why greater disclosure can lead to net social gain---discussed supra Part I-
in no way depend on eliminating any such inefficiencies. See Fox, Disclosure in a
Globalizing Market, supra note 20, at 2538-40 n.78 (discussing more extensively the
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gests that the heated debate between proponents and opponents of
mandatory disclosure as to whether this ratio increased by a statis-
tically significant amount between the pre-Act and post-Act period
has been utterly beside the point. In particular, it is invalid for
Romano and Stigler to conclude that the Act did not enhance so-
cial welfare from the fact that the studies did not find a statistically
significant improvement in the rate of return enjoyed by the pur-
chasers of newly issued shares relative to the rate enjoyed by share
purchasers generally.

c. The difficulty in conducting a properly designed rate of return

study

These problems with the existing studies raise an important
question: What would be the proper way to design a test of
whether imposition of new issue mandatory disclosure increased
net social welfare? To answer this question, start by recalling from
Part I that a disclosure-induced increase in the accuracy with which
new share issues are priced will improve project choice in the
economy.12 The market will therefore better allocate scarce capi-
tal. Recall also that in choosing among all the proposed new real
investment projects in the economy, society ideally would want to
implement them in rank order of their risk-adjusted expected re-
turns (based on all available information including what is known
by the managers making each project proposal), with the marginal
project just exhausting society's scarce savings for investment. Be-
cause of information asymmetries between each proposed project's
managers and the market, the ideal will not be reached. With
more accurate prices, however, fewer projects with risk-adjusted
expected returns below this marginal project will be implemented
and fewer projects with risk-adjusted expected returns above this
marginal project will be foregone. As a result, there will be an
increase in the number of dollars of expected future cash flow
generated by projects funded by a given amount of savings through
new issues of equity. If this increase, discounted to present value,
exceeds the cost of the extra disclosure, society will experience a
net social gain.

literature concerning the possibility of such inefficiencies in the new issue market and
the role, if any, that greater disclosure can play in reducing them).

121 See supra Section I.C.2.
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Assume for a moment that greater disclosure does lead to such a
net social gain. Consider the effect of this gain on the market for
capital-the market for expected future dollars. The same number
of dollars invested today through the purchase of newly issued eq-
uity will, with greater disclosure, generate an increased number of
expected future dollars. This increased supply will drive down the
price today of an expected future dollar, whether the source of that
expected future dollar is newly issued equity or any other invest-
ment vehicle. Stated more conventionally, if greater disclosure
leads to a net social gain, it will also lead to an increase in the
economy-wide risk-adjusted expected rate of return on investment.

This analysis suggests that the only way to determine empirically
whether the Securities Act's new issue mandatory disclosure has
led to a net social gain is to see whether the overall risk-adjusted
rate of return increased after the Act's adoption. In theory we
could perform this test. The practical problem, however, is that
new stock offerings have represented only a small fraction of the
total amount of real investment occurring in the corporate sector
each year." Suppose that greater disclosure sufficiently improves
the choice of real investment projects funded by new issues of eq-
uity so that, after accounting for the costs of disclosure, the number
of future dollars expected to be generated by the projects so cho-
sen substantially increases. In absolute dollar terms, this increase
would represent an important net social gain. In relative terms,
however, it will represent only a small percentage increase in the
number of expected future dollars from all real investment pro-
jects, because most real investment projects are funded in other
ways. Thus, the price of a future dollar will go down only slightly,
or, again to state the result more conventionally, the expected rate
of return on investment, including investment in newly issued eq-
uity, will go up only slightly."

m Stigler's study, for example, looked at new issues during the period 1949-55 to
see if their purchasers did better than did purchasers of new issues during the pre-Act
period of 1923-28. See Stigler, Public Regulation, supra note 12, at 120. For the pe-
riod 1949-55, the proceeds from new stock issues constituted only 10.7% of the
amount spent by U.S. corporations on new plant and equipment. See Bureau of the
Census, U.S. Dep't of Commerce, Statistical Abstract of the United States 493 tbl.602
(1957).

123 Put another way, if increased new issue disclosure produces a net social gain, pur-
chasers of new equity issues will enjoy only a small portion of that gain. Three other
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In sum, the proper way to design a study of the net welfare ef-
fects arising from imposition of the Act would be to see whether
there was a change in the overall rate of return on investment in
the economy. Such a study would likely not provide meaningful
answers, however, because the statistical power of the tests avail-
able to us is not great enough to pick up the impact of the Act on
the economy-wide rate of return. Even if the Act's requirements,
by improving allocation of funds raised by new equity issues, led to
a welfare gain that substantially exceeded disclosure's costs in ab-
solute dollar terms, the Act's disclosure regime would probably
have only a very small effect on the economy-wide risk-adjusted
expected rate of return on investment. Investors in new equity is-
sues would enjoy no greater improvement in their expected rate of
return than would any other investors. Given the simultaneous
changes in all the other factors that affect this rate of return-from
Federal Reserve policy to trends in the international economy-
the gain that occurs as the result of imposing new issue mandatory
disclosure would almost certainly be lost in the background noise
and would not show up as statistically significant.

3. Studies of the Effect of Periodic Mandatory Disclosure on Rate of

Return

The only systematic inquiry into the impact of mandatory peri-
odic disclosure on shareholder returns is contained in the study by
Benston discussed in Section II.A.l.b. above. 4 Benston's study is
different from the studies measuring the returns to the imposition
of mandatory new issue disclosure. The new issue studies, as we
have just seen, are fundamentally misdesigned because the index
they use as the measure of the reform's impact-the ratio of the
expected rate of return of the particular securities involved to that
of the market as a whole-will remain unchanged regardless of the
size and direction of the reform's net impact on social welfare.
Benston's study is not vulnerable to this criticism. It compares the

groups will enjoy the rest: (1) the sellers of the shares, since the increased cash flows
produced as a result of better capital allocation will be discounted at an only slightly
higher rate; (2) investors in all the other available investment vehicles; and (3) suppli-
ers of all other factors of production in the economy. See Fox, Disclosure in a Glob-
alizing Market, supra note 20, at 2556.

,I See Benston, supra note 12; supra Section II.A.l.b.
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market valuation of the already outstanding shares of two sets of
firms, one that would be expected to be more affected by the Ex-
change Act reform than the other if in fact the higher required
level of disclosure, as a general matter, enhanced net social welfare
by reducing the agency costs of management."z The power of the
statistical tests that Benston uses, however, is weak, probably un-
avoidably so. Moreover, Benston's study also has its own basic de-
sign problems. Ultimately, as with the new issue studies, Benston's
periodic disclosure work reveals little one way or the other about
the reform's impact on social welfare.

a. Benston's results

Recall that Benston looked at the returns of 466 NYSE firms,
290 of which had disclosed sales data before imposition of the Ex-
change Act regime (the "disclosure" firms) and 176 that did not
(the "nondisclosure" firms)." He used the market model to calcu-
late each group's cumulative average residual for the period be-
tween February 1934 and June 1935, a period during which the
Exchange Act's mandatory disclosure requirements were initially
imposed.' The market model is used in this fashion to control for
factors that affect returns in the market generally, thereby making
it easier to isolate and identify the effect, if any, of the particular
event under study-in this case, imposition of mandatory periodic
disclosure. Benston found that the cumulative residuals were
+.10% for the disclosure group compared with +.72% for the non-
disclosure firms,1" thus suggesting that the requirements increased
each group's value. Neither figure, however, was significantly dif-
ferent from zero statistically.29 This result leads Benston to con-

"' See supra Section I.C.3.
,16 See Benston, supra note 12, at 138, 141-49.
"7 See id. at 146. The cumulative residual is a measure of how well, over a period of

time surrounding the event in question (in this case imposition of the Exchange Act),
the stock outperformed (or, if negative, underperformed) its expected return given
general trends in the market. See Gilson & Black, supra note 30, at 193-204; supra
note 88. Thus, if the cumulative residuals were positive for the nondisclosure firms,
this result would provide affirmative evidence that the firms were made more valu-
able by being forced to disclose sales, presumably because the gains from increased
managerial discipline exceeded the costs of disclosure.

' See Benston, supra note 12, at 147 n.22.
129 See id. at 147-48.
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elude that "the disclosure provisions of the '34 Act were of no ap-
parent value to investors."'"

b. Problems with the statistical power of Benston's tests

Benston is overly hasty in his conclusion. The fact that the cu-
mulative residual for the disclosure firms is not significantly differ-
ent from zero means nothing. The Act was imposed on all NYSE
companies, and thus any effect that it would have on the disclosure
firms would be completely absorbed by the market-wide return
that the market model abstracts out of the cumulative residual.
Benston appears to have already made up his mind about these
firms anyway. Benston starts with the assumption that imposition
of the Act on the disclosure firms will have no effect because he
considers sales to be the only important accounting number not al-
ready disclosed by all NYSE firms, and the disclosure firms were
already providing sales figures."'

The fact that the cumulative residual for the nondisclosure firms
is not significantly different from zero does not mean a great deal
more. The statistical power of the test that Benston uses is suffi-
ciently weak that it would not pick up any plausibly sized increase
in value from imposition of the sales requirement. An example
will illustrate the point. Suppose that requiring firms to disclose
their sales figures had a sufficiently great positive impact on the
devices that limit managerial discretion that, despite the costs of
the requirement, it increased the value of the firms not previously
disclosing this information by 0.5%. Putting this figure in the con-
text of today's market, a 0.5% increase would represent a net so-
cial gain of about $19 billion." This amount obviously represents a
huge social gain and would make the disclosure requirement highly
worthwhile. Yet, due to background noise, this gain would not be

1 Id. at 149.
3 See id. at 142; supra notes 92-107 and accompanying text (discussing this ex-

tremely dubious assumption).
3 The market capitalization of all NYSE listed companies at the end of 1997 was

approximately $10 trillion. See NYSE, Fact Book for the Year 1997, at 40 (1998).
Therefore, if firms representing 38% of this capitalization increased in value by 0.5%
as a result of imposition of the disclosure requirement, this increase would represent a
gain of $19 billion.
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large enough, in all likelihood, to have associated with it a price
change that is statistically significant.

To see this point, start by noting that in an efficient market, the
share price of nondisclosure firms would have risen commensu-
rately with the hypothetical 0.5% increase in value when the Act
was imposed. Other chance factors occurring simultaneously,
however, would almost certainly also have affected the prices of
the nondisclosure firms' shares so that the effect of the sales
disclosure requirement on share price could not be ascertained
with certainty. Due to these other factors, the observed changes in
share prices at the time that the sales disclosure requirement is im-
posed, even after adjustment by the market model, would likely
differ substantially from that 0.5% increase.'33

For the price change that accompanies imposition of the sales
disclosure requirement to be considered statistically significant, the
change must be sufficiently different from zero that one can, with
reasonable confidence, reject the "null hypothesis" that the true ef-
fect of imposing the requirement is zero and that the observed
price change results solely from the other chance factors. The
"standard error" is a statistically derived estimate of the tendency
of these other factors to cause the observed price changes to devi-
ate from the actual effect of the imposition of the requirement on
prices. The standard error in Benston's study was 3 .07%.M As a
result, the observed adjusted price change would have to be at least
5.53% before we could reject the null hypothesis with 95% confi-
dence, the usual standard for deeming a result statistically signifi-
cant.35 In other words, the observed change would have to be that
large in order for us to say with 95% confidence that imposition of
the sales requirement had any positive effect. There is a less than
one in twenty-five chance that an increase of 0.5% in the actual
value of the nondisclosure firms-a $19 billion gain-will be ac-

133 The expected value of the effect of these other factors on share price is zero, but
this only means that these factors are as likely to add to the effect on share price of
the imposition of the sales disclosure requirement as to subtract from it.

See Benston, supra note 12, at 147 n.22.
1355.53% represents 1.96 standard deviations. If the change in value were in fact

zero and the adjusted price change was normally distributed, 95% of the time the ad-
justed price change would be within ± 5.53%. See Hogg & Craig, supra note 77, at
96-101,370.
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companied by an observed change in share prices sufficiently
large-at least 5.53 %-to meet this standard.'"

This example demonstrates two things. First, it shows the dan-
ger of confusing statistical significance with economic significance,
as Benston obviously did in concluding that his study showed that
the disclosure provisions of the Exchange Act were of no apparent
value to investors.37 Second, it illustrates the extraordinary, and
unwarranted, burden that Romano puts on those who doubt the
wisdom of her proposed changes. She cites to the Benston article
as her prime exhibit for the proposition that the empirical burden
is on the doubters, stating that "[t]here is little tangible proof of the
claim that corporate information is 'underproduced' in the absence
of mandatory disclosure"' " and suggesting that Benston's finding
"surely undermines blind adherence to the status quo."'39 In real-
ity, Benston's findings are not capable of undermining much.
Mandatory disclosure was bound to fail the test Benston set up for it.
Whatever the value to investors of the sales disclosure requirement, it
was almost certainly going to appear statistically insignificant.

As with new issue disclosure, it is unlikely that the impact of
mandatory periodic disclosure on net social welfare will ever be re-
solved empirically. Increased periodic disclosure and its conse-
quent increase in secondary market price accuracy can, as
discussed in Part I, reduce the extent to which managers of public
corporations place their own interests above those of their share-

*- This calculation involves the distribution of possible observed values of the price
change if the true value of the price change that results from imposition of the sales
disclosure requirement is an increase of 0.5%. Since the observed change in prices
will be considered statistically significant at the 95% level and have the right sign only
if it is an increase or decrease of greater than 5.53%, the question becomes: What are
the chances that the observed change after imposition of the requirement will be of
that magnitude? Because of the number of observations, the distribution of possible
observed changes will approximate a normal distribution with a mean of 0.5% and a
standard deviation equal to the standard error of 3.07%. The required positive change,
5.53%, is 1.80 standard deviations above 0.5%, and so, based on standard statistical ta-
bles for the normal distribution, there is a 3.6% chance that the observed change in
prices will be an increase of greater than 5.53%. Thus, the chance that the observed
change will be considered statistically significant and have the correct sign is 3.6%.

O'To be precise, Benston said the data is "consistent" with this hypothesis. See
Benston, supra note 12, at 149. The example shows that the data is equally consistent
with the hypothesis that the disclosure provisions were of value to investors.

"' Romano, supra note 1, at 2373.
Id. at 2372.
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holders. If the value of the resulting improvement in the agency
relationship exceeds the cost of the disclosure, society will experi-
ence a net social gain. Again, this gain would increase the number
of dollars of expected future cash flow generated by existing pro-
jects and hence increase the overall rate of return on investment.
Thus, in theory, we could also determine whether the Exchange
Act's mandatory periodic disclosure requirements have led to a net
social gain by testing whether the overall rate of return increased
after the initial imposition of the Act's requirements on issuers.
We have the same problem, however, as with new issue disclo-
sure-even a substantial improvement in absolute dollar terms
would be nearly impossible to detect.

c. Design problems in Benston's study

There are also three fundamental design problems with Ben-
ston's use of the nondisclosure firms' average cumulative residuals
as a measure of the social welfare effect of the sales disclosure re-
quirements. The first difficulty arises from the fact that a full 38%
of the firms traded on the NYSE did not disclose sales prior to the
imposition of the Exchange Act.1' Any impact that the Act's sales
disclosure requirement had on the value of these firms would
therefore have a significant effect on the market-wide return. The
market model, however, abstracts the market-wide return out of
the cumulative residuals."' Thus, the cumulative average residual of
the nondisclosure firms will significantly understate the effect of the
sales requirement on these firms and, as a consequence, will aggra-
vate the weakness of the statistical power of the available tests.

The second design problem comes from the fact that the Act not
only forced the nondisclosure firms to begin providing their sales
figures, it also required the disclosure firms significantly to improve
the quality of the sales figures they were already providing. Prior
to the imposition of the Act, there was great variation among these
firms with respect to how the sales figure was reported.'42 After the
Act's adoption, sales figures were reported in a more uniform and
standardized fashion, making the information more accessible to

140 See Benston, supra note 12, at 142.
141 See supra note 127 and accompanying text.
142 See supra note 91.
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investors.43 Thus, if the Exchange Act's sales disclosure require-
ment increased the value of the nondisclosure firms, it should also
have increased the value of the disclosure firms, though perhaps by
a smaller amount. This increase in the returns of the disclosure
firms would increase the average market-wide return. Again, the
market model abstracts out the market-wide return from each
firm's residuals, including those of the nondisclosure firms. Thus,
average cumulative residuals of the nondisclosure firms would fur-
ther understate the effect of the sales requirement on these firms
and hence even further aggravate the weakness of the available
statistical tests.

The third design problem arises from the fact that the sales
disclosures by each nondisclosure firm, as discussed in Part I,
produce positive externalities that are enjoyed by the firm's
competitors, customers, and suppliers." Many of the firms
benefiting from these externalities were disclosure firms, which,
after all, constituted 62% of the firms in Benston's study.45 The
externalities enjoyed by the disclosure firms are part of the social
benefits produced by imposition of the Act, but they were not
captured by the average cumulative residuals of the nondisclosure
firms since the returns of the nondisclosure firms did not reflect
these benefits. Indeed, the residuals of the nondisclosure firms will
instead reflect the counterbalancing negative effects on them
resulting from their competitors, customers, and suppliers starting
to know the nondisclosure firm's sales figures. Thus, the interfirm
costs associated with the nondisclosure firms beginning to disclose
their firm's sales figures would have a negative effect on the
average cumulative residuals of the nondisclosure firms even
though these interfirm costs are not social costs. As a result,
Benston uses the wrong baseline for measuring whether requiring
the nondisclosure firms to start disclosing their sales figures leads
to a positive net social gain. If the requirement had a zero net
social gain, the residuals of the nondisclosure firms would be
expected to be negative. If the average residuals of the
nondisclosure firms is zero, this would suggest the requirement led
to a positive net social gain.

1,3 See id.
-4 See supra notes 91, 102-05 and accompanying text.
14- See Benston, supra note 12, at 142.
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B. The State Corporate Law Competition Literature

Professor Romano believes that the literature concerning the
social welfare effects of competition among the states in the area of
corporate law strongly supports her issuer choice proposal.1" Cor-
porate law competition develops because, under existing choice of
law rules, U.S. corporations are free to select their state of incorpo-
ration regardless of their physical location and where they do busi-
ness.147 Romano characterizes this arrangement as "a responsive
legal regime that has tended to maximize share value.""

The proposition that state competition for corporate charters
enhances U.S. economic welfare is in fact a controversial one and
has been the subject of one of corporate law's most intense debates
in the last twenty years. The opening salvo in the debate was fired
by William Cary in an article finding this competition to be a harm-
ful "race for the bottom."1 '9 Cary believed that states cater to the
self-interested desires of corporate managers for minimal regula-
tion."5 Ralph Winter responded with an argument that competi-
tion leads to a "race to the top," since the state offering the
corporate law rules that maximize share value will be offering firms
the lowest cost of capital.' He suggested that managers are com-
pelled to seek a low cost of capital by forces in both the market for
corporate control and in the market for their products. 2 A num-
ber of commentators have offered a more mixed evaluation of
charter competition as well. After considering the theoretical ar-
guments and reviewing the empirical evidence, these studies view
charter competition neither as so broadly helpful as do Winter and

141 See Romano, supra note 1, at 2383-88.
1' Under the "internal affairs" doctrine in conflict of laws jurisprudence, if a corpo-

ration located or doing business in State A is incorporated under the laws of State B,
State A will apply State B's corporate law to the corporation. See Restatement (Sec-
ond) of Conflict of Laws §§ 301-02 (1971).
I's Romano, supra note 1, at 2362; see also Roberta Romano, The Genius of Ameri-

can Corporate Law 1-31 (1993) (arguing that the existing choice of law system, in
which U.S. corporations can select their state of incorporation, promotes the maximi-
zation of share value).

149William L. Cary, Federalism and Corporate Law: Reflections Upon Delaware, 83
Yale L3. 663, 666, 705 (1974).

"o See id. at 666.
See Ralph K. Winter, Jr., State Law, Shareholder Protection, and the Theory of

the Corporation, 6 J. Legal Stud. 251, 256 (1977).
"'See id. at 264-66.
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Romano nor as so broadly harmful as does Cary.153 If these more
mixed evaluations are correct, state charter competition has not
been share value maximizing in many regards and our experience
with it provides little basis for the proposition that issuer choice
would be superior to the current mandatory system of disclosure
regulation.

Even if Romano is correct that state competition for corporate
charters is share value maximizing, Romano overstates her case
when she says that "[t]here is no reason to expect state competition
to operate differently for securities law than it does for corporate
law. '"" Unlike a firm's decision to include-through its choice of
where to incorporate-certain corporate governance terms in its
charter, a firm's decision to commit-through a choice of securities
regime-to a higher level of disclosure has positive externalities.55

As we have seen, this fact can have a crucial effect on the workings
of regulatory competition since it induces issuers to demand securi-
ties regimes requiring them to disclose at levels below what is so-
cially optimal."'

C. Implications of the Available Empirical Studies for Whether
Reform Should be Undertaken

The following picture emerges from the foregoing review of the
available empirical studies. There is affirmative evidence for the
proposition that mandatory disclosure has increased the amount of
meaningful information in the market and has improved price ac-
curacy. Everything else being equal, these benefits will lead to in-

1- See William L. Cary & Melvin Aron Eisenberg, Cases and Materials on Corpora-
tions 125-32 (7th ed. 1995); Bebchuk, supra note 20, at 1455-58; Black & Kraakman,
supra note 65, at 1974-77; Merritt B. Fox, The Role of the Market Model in Corpo-
rate Law Analysis: A Comment on Weiss and White, 76 Cal. L. Rev. 1015, 1035-44
(1988); Ehud Kamar, A Regulatory Competition Theory of Indeterminacy in Corpo-
rate Law, 98 Colum. L. Rev. 1908, 1909-10 (1998).

L4Romano, supra note 1, at 2385.
15 See supra Section I.C.
See supra Part I. Lucian Bebchuk makes the point that it is precisely because

disclosure involves these positive externalities that disclosure is more suitably regu-
lated at the federal level than under a system subject to competitive pressures. See
Bebchuk, supra note 20, at 1490-91. He contrasts disclosure regulation with other
areas of corporate law not involving positive externalities and concludes that these
other areas would be better regulated primarily at the state level specifically because
of the potential for jurisdictional competition. See id. at 1485-95.
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creased social welfare. Mandatory disclosure, however, involves
costs as well. Affirmative evidence is lacking for the proposition
that the benefits are greater than the costs. Affirmative evidence is
also lacking for the proposition that the costs are greater than the
benefits. Given the limited power of the statistical tests available
to test these latter two propositions, the imposition of mandatory
disclosure would have to have had an extraordinarily large positive
or negative net effect on social welfare in order to make its effects
detectable.

The empirical evidence concerning the social welfare effects of
competition in the state corporate law area is mixed. In any event,
the evidence is not really relevant to the issuer choice debate be-
cause the behavior regulated by corporate law does not involve
significant third-party effects while securities disclosure does. In-
deed, as we have seen in Part I of this Article, these third-party
effects are a primary reason for the existence of mandatory disclo-
sure regulation in the first place.

This picture of the available empirical studies argues against un-
dertaking the radical reform of issuer choice for two reasons. First,
as laid out in Part I, theoretical analysis suggests that there will be
a substantial market failure if an issuer choice regime is adopted.
We know that at least for some additional increase in the level of
disclosure above the amount that issuers will provide under issuer
choice, the increased benefits will exceed the increased costs. This
is because under an issuer choice system, each issuer will choose a
regime requiring a sufficiently low level of disclosure that the mar-
ginal social benefit of additional disclosure exceeds its marginal so-
cial cost. Thus, mandatory disclosure, by requiring a higher level
of disclosure, has the unquestionable potential to increase social
welfare. The proponents of issuer choice have presented no theory
as to why government is so disabled that its attempts to correct this
market failure are likely to be more damaging than the market
failure itself.

Given that empirical studies have not resolved the issue one way
or the other, the preponderance of our understanding of the sub-
ject is theoretical. Theory points toward retaining mandatory
disclosure rather than toward adopting issuer choice. Under these
circumstances, it is inappropriate for the proponents of issuer
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choice to argue that a lack of affirmative empirical evidence show-
ing that the benefits of mandatory disclosure exceed its costs
means that we should abandon mandatory disclosure, particularly
given how unlikely it is that the matter will ever be capable of em-
pirical resolution.

The second reason why this picture of the existing empirical
studies argues against adopting issuer choice rests on the pruden-
tial maxim that persons advocating change have the burden of
proof.157 Mandatory disclosure has been in effect for over sixty
years and is a generally well-regarded government program. To
the extent that empirical studies should play a role in deciding
whether to change, it is the proponents of issuer choice that need
to show empirically that mandatory disclosure causes harm, not the
proponents of retaining the current system that need to demon-
strate that it leads to a net social gain.

III. THE CAPACITY OF ISSUER CHOICE TO ACCOMMODATE
DIFFERENCES AMONG U.S. ISSUERS IN THEIR
SOCIALLY OPTIMAL LEVELS OF DISCLOSURE

Each U.S. issuer has a socially optimal level of disclosure, where
the social marginal benefit of the issuer's disclosure just equals its
social marginal cost.' One issuer's socially optimal level may well
differ from another's. Professors Choi and Guzman argue that
issuer choice is desirable because it better accommodates these
differences. "9 According to them, the competition among jurisdic-
tions engendered by issuer choice would lead to a range of differ-
ent regimes corresponding to these differing issuer needs. Each
issuer would then choose the regime most suitable for it.'6

This Part appraises their argument and finds three problems.
First, issuer choice may not in fact give rise to a set of regimes re-
quiring disclosure levels corresponding to these differing issuer
needs. All the world's major jurisdictions may in the end require

117 See Easterbrook & Fischel, supra note 13, at 714-15 (applying this maxim to the
same issue).

I See supra Section I.A.
19 See Choi & Guzman, National Laws, supra note 14, at 1874-83.
110 See id. at 1878.
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approximately the same level of disclosure. Second, even if issuer
choice does give rise to a differentiated set of regimes, the poten-
tial that this range of regimes affords for better accommodating is-
suer needs will not be realized. As demonstrated in Part I, each
issuer is unlikely to choose the regime requiring it to disclose at its
socially optimal level. Rather, it will choose one requiring signifi-
cantly less disclosure. Finally, Choi and Guzman offer no account
of why, to the extent that significant differences do exist among
U.S. issuers in their respective socially optimal levels of disclosure,
the federal mandatory regime cannot provide different rules for
different issuers. To some extent, it does so even today.

These three problems suggest that concern about accommodat-
ing differences among U.S. issuers is a poor reason to adopt issuer
choice. Compared to the alternatives, issuer choice is likely to lead
to a greater, not smaller, average deviation between the level at
which each U.S. issuer is required to disclose and the issuer's so-
cially optimal disclosure level.

A. The Range of Regimes Offered to U.S. Issuers
Under Regulatory Competition

1. The Need to Establish that Regulatory Competition Will Lead to
an Appropriately Differentiated Set of Regimes

An essential first step in showing that regulatory competition
will enhance, rather than harm, social welfare is to establish that it
will give rise to a set of choices that are better tailored to the
particular needs of individual U.S. issuers than is the current man-
datory regime."1 The proponents of issuer choice have not demon-
strated convincingly that it will.

'Il A more elaborate statement of this criterion follows. Regulatory competition
would give rise to some given set of regimes from among which U.S. issuers would
choose. For each issuer, this set will include some regime with requirements closer to
the issuer's particular socially optimal level of disclosure than the requirements of any
other regime. Compared to the level currently required by the U.S. system, the alter-
native level required by this regime may be closer to, or further from, this issuer's so-
cially optimal level of disclosure. If, on average, it is further from the socially optimal
level, we can confidently say, without knowing more, that issuer choice would harm
social welfare. If on average it is closer, a necessary but not sufficient condition has
been met for showing that issuer choice improves social welfare. The inquiry then
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It is easy to imagine, like Choi and Guzman do, that regulatory
competition would indeed lead to a range of disclosure choices.'62

In this story, each jurisdiction would try to maximize the number of
issuers utilizing its regime by tailoring its requirements to appeal to
a different niche in the market.63 It is just as easy to imagine, how-
ever, that each major jurisdiction would instead try to maximize its
number of issuers by appealing to the broadest possible segment of
the market, the approach that the large television networks tradi-
tionally have followed with respect to broadcast programming."
In that event, each such jurisdiction would offer a regime that mini-
mizes the average distance between its requirements and the pref-
erences of each of the world's issuers. In this second story, all
these regimes would have essentially the same disclosure require-
ments. 6 U.S. issuers would move from being regulated by a
standard designed for the average U.S. issuer to being regulated by
one designed for the average issuer worldwide. This result would
reduce, not enhance, U.S. welfare because the only effective choices
then available to U.S. issuers would likely have requirements further
from these issuers' socially optimal level of disclosure than are the
requirements of the current U.S. mandatory regime. 66

would go on, as in Sections IlI.B-C of this Article, infra, to consider whether, for each
issuer, this alternative is the regime that the issuer would in fact choose, and whether
refining the current mandatory system to take better account of the differences
among U.S. issuers presents a better course of action for reform.

162 See Choi & Guzman, National Laws, supra note 14, at 1874-75.
113 Choi and Guzman refer to this situation as a "separating equilibrium." Id. at

1878.
"A See Newton N. Minow, Address to the National Association of Broadcasters,

May 9, 1961, in Newton N. Minow & Craig L. LaMay, Abandoned in the Wasteland:
Children, Television, and the First Amendment 185, 190-91 (1995).

,6-Choi and Guzman refer to this situation as a "pooling equilibrium." Choi &
Guzman, National Laws, supra note 14, at 1879-80.

'6 Most of the factors that determine an individual issuer's socially optimal level of
disclosure are ones that U.S. issuers share more in common with each other than they
do with issuers from other countries, a point acknowledged by Choi and Guzman.
See id. at 1882-83. Thus, the individual levels for most U.S. issuers will be much
closer to the U.S. average than to the world average. See infra Section ILI.B. Sup-
pose that issuer choice results in an undifferentiated set of regimes, as this text sug-
gests is quite possible. See infra Section III.A.3. Then, assuming that the current
U.S. regime at least roughly reflects this U.S. average, U.S. issuers would be better
governed by it than by the regimes that would be made available under issuer choice
by the major jurisdictions (including the United States), which would instead reflect
the world average. U.S. issuers that are not trying to avoid disclosure altogether will
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The proponents of issuer choice see their reform as creating a
market in which jurisdictions compete to sell a product--disclosure
regulation. The question raised by these two alternative scenarios
is whether this market would or would not in fact make available
an efficiently differentiated range of this product. Product differ-
entiation is the subject of an extensive literature in industrial or-
ganization economics.67 This literature suggests that there is no
reliable correspondence, as a general matter, between the pattern
of differentiation that results from market competition and the pat-
tern of differentiation that is socially optimal."6 Some models sug-
gest there will be too little differentiation, with each producer
seeking to offer a product close to the preferences of the average
consumer.'69 Other models suggest that there will be too much dif-
ferentiation, with each producer trying to soften price competition
by differentiating itself from its competitors.

The literature on product differentiation is thus at odds with
Choi and Guzman's general suggestion that we can count on the
competitive market to get right the level of differentiation:

[W]e argue that the global securities market should be free to
determine for itself-through a market-based competitive
process between regimes-the amount of diversity in regimes.
The market will then balance the benefit to issuers and inves-
tors from multiple regimes against the cost to different coun-
tries of maintaining a completely different level of regulation."

More is needed than this simple appeal to the general efficiency of
market processes if the proponents of issuer choice are to provide
any assurance that the set of regimes resulting from regulatory

probably feel bound to choose only from among the jurisdictions of the major capital-
ist countries. Only those countries can probably provide regimes with a credible
promise of expert administrative and enforcement processes.

167 The seminal work in this area is Harold Hotelling, Stability in Competition, 39
Econ. J. 41 (1929). The modem literature in the area is surveyed in Jean Tirole, The
Theory of Industrial Organization 277-303 (John Bonin & Hlne Bonin trans.,
1994).

6 See Tirole, supra note 167, at 279-87.
169 See, e.g., Hotelling, supra note 167, at 56-57.
170 See C. d'Aspremont et al., On HoteUing's "Stability in Competition," 47 Econo-

metrica 1145 (1979).
"I Choi & Guzman, National Laws, supra note 14, at 1883.
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competition will in fact improve the possible choices available to
U.S. issuers.

2. Choi and Guzman's Approach

Choi and Guzman claim that significant differentiation among
regulatory regimes is "likely."'" While they do not lay out an ex-
plicit model on which they base this prediction, they provide a
story about how a differentiated set of regimes might well arise."
They imagine a world with two types of issuers, A and B, and two

"2 Choi & Guzman, Portable Reciprocity, supra note 5, at 906.
"3 See id. at 917; Choi & Guzman, National Laws, supra note 14, at 1874-82. Re-

constructing Choi and Guzman's reasoning as to why they believe that a significantly
differentiated set of choices is likely to arise from issuer choice requires putting the
articles "Portable Reciprocity: Rethinking the International Reach of Securities
Regulation" and "National Laws, International Money: Regulation in a Global Capi-
tal Market" together. The result is not entirely satisfactory. Their more recent piece,
"Portable Reciprocity: Rethinking the International Reach of Securities Regulation,"
contains the conclusion that significant differentiation is "likely." Choi & Guzman,
Portable Reciprocity, supra note 5, at 906. The rationale they give for this conclusion,
however, is simply the idea that each jurisdiction will seek to appeal to a different
niche of issuers:

[D]ifferent issuers and investors will prefer different regimes. If there is suffi-
cient capital mobility, competition for issues is likely to lead to more than one
regime. Countries will find themselves unable to attract all types of issuers and
investors, because these securities market participants will not all seek the same
regulatory regime. In response, countries will target only a part of the overall
market.

Id. at 917.
Choi and Guzman do not explain in this recent piece, however, why this result is

more likely than each jurisdiction seeking to appeal to the broadest segment of inves-
tors. They instead cite to their earlier piece, "National Laws, International Money:
Regulation in a Global Capital Market," for "[a] detailed discussion of how such a
diversity of regimes may come about .... " Choi & Guzman, Portable Reciprocity,
supra note 5, at 917 n.58 (citing Choi & Guzman, National Laws, supra note 14, at
1874-82). The review of their analysis in Section III.A.2 infra is based on that earlier,
more detailed discussion. It should be noted that in the earlier discussion, however,
Choi and Guzman take no position as to whether jurisdictional competition is more
likely to lead to a differentiated or undifferentiated set of regimes. They simply note
that the undifferentiated outcome would be unstable in the absence of each jurisdic-
tion possessing some kind of natural advantage over certain issuers. See Choi &
Guzman, National Laws, supra note 14, at 1880. Since each major jurisdiction almost
certainly does have such a natural advantage today, see infra note 182, Choi and
Guzman then suggest various factors that might-but might not-be sufficient to
counteract such a natural advantage. See Choi & Guzman, National Laws, supra note
14, at 1881.
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countries, 1 and 2." A issuers want a high level of disclosure and B
issuers want a low one. Each country has both types of issuers.
Country I is large and has relatively more A issuers. Country 2 is
small and has relatively more B issuers.75 Initially each country is
isolated. Country l's regime, reflecting the preponderance of A is-
suers, requires a level of disclosure closer to A's ideal, and Country
2's a level closer to B's ideal.176 International capital mobility and
jurisdictional competition are then introduced." Country 2, Choi
and Guzman suggest, may seek to expand the volume of issuers
covered by its regime by moving its regime even closer to B's ideal
level. While this shift may result in the loss of some A issuers, it
would be more than counterbalanced by the gain in B issuers. In
response, Country 1 may resign itself to the loss of B issuers and
move even closer to A's ideal level of required disclosure. The fi-
nal result would be a significantly differentiated set of choices that
are closer to each type of issuer's private optimum than prevailed
on average before."8

Choi and Guzman, however, acknowledge that jurisdictional
competition could result in an undifferentiated set of choices in-
stead. They can see this result occurring if Country 1 responds to
Country 2's action by itself moving more toward B's ideal level in
order to retain those of its B issuers that would otherwise defect to
Country 2." Through a path they do not fully describe, each coun-
try's regime would then end up requiring the same disclosure level.
They argue, however, that unless each country has some "natural"
advantage for retaining its own issuers, this result would be unsta-
ble.'" Country 2, seeing that Country l's abandoned A issuers are
ripe for the picking, would reverse strategy and move towards A's
ideal level of required disclosure, again creating a significantly dif-
ferentiated set of regimes.'8' Choi and Guzman go on to explore the

174 See Choi & Guzman, National Laws, supra note 14, at 1876-81.
17 See id. at 1877.
176 See id.
117 See id.
78 See id. at 1877-78.

"19 See id. at 1879-80.
' See id. at 1880.
l See id.
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extent to which each country might in fact have such a natural ad-
vantage and the factors that would chip away at these advantages
thereby making any temporary lack of differentiation unstable."2

3. An Alternative Approach

Consider, however, an alternative scenario that uses Choi and
Guzman's same simple assumptions and is at least as plausible. In
this scenario, jurisdictional competition leads to an undifferenti-
ated set of regimes and the result is stable. The starting point is the
same, with the same two countries, each initially isolated, and the
same two types of issuers. Again, international capital mobility
and jurisdictional competition are then introduced. Assume that
neither country has any natural advantage with respect to any of
the issuers-the very condition that Choi and Guzman suggest
would make the undifferentiated result they conjure up unstable.
Each issuer will thus choose its regime entirely on the basis of how
close each regime comes to the issuer's privately optimal level of
required disclosure. Either country can move first in response to
this change in circumstances. Whichever country does take the
first step will adopt requirements equal to A's privately optimal

11 See id. at 1880-81. Choi and Guzman's own approach suggests a significant like-
lihood that an undifferentiated set of choices would in fact be stable. The United
States and the other major capitalist countries almost certainly have, and are likely to
retain for some time, a natural advantage with issuers of their own nationality. As
long as financial information is not fully globalized, U.S. investors, for example, will
continue to exhibit their very substantial bias toward investing in U.S. issuers. See
Fox, Disclosure in a Globalizing Market, supra note 20, at 2512-15, 2523-29. Given
the strong bias of U.S. investors for U.S. issuers, U.S. investors are likely to have a
strong bias toward the U.S. disclosure regime as well. Most U.S. issuers, wanting to
satisfy their most natural group of investors, are therefore likely to choose the U.S.
regime. One can tell the same story about issuers and investors in each of the small
number of other large capitalist countries with established regulatory regimes.

Under these circumstances, the United States and the few other large capitalist
countries will, according to mechanisms identified by Choi and Guzman, each seek to
attract the minority of issuers of the world that do not have a strong affinity for their
home country's regime. See Choi & Guzman, National Laws, supra note 14, at 1880.
These jurisdictions will do so by offering such issuers a disclosure regime reflecting
the lowest common denominator, the way the large television networks traditionally
competed for viewers in the United States. See Minow, supra note 164, at 190-91.
This process will require each of the countries to move their regimes toward some
world-average required level of disclosure.
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level since, worldwide, there are more A firms than B firms."n The
other country responds by adopting the same standards. This re-
sponse is based on an expectation, standard in models of this type,
that if two producers offer the identical product at the same price,
they would then divide equally the available customers. In this
case, Country 1 and Country 2 would divide equally both the A is-
suers (who would be fully satisfied and indifferent as to which
country to choose) and the B issuers (who would be less than fully
satisfied but also indifferent between the two countries). The re-
sult is a stable equilibrium. Requiring A's privately optimal disclo-
sure level, compared to requiring any other level of disclosure,
would make each country better off given at least one of the
choices that the other country might make, and at least as well off
given any other choice the other country might make. In game
theory terms, requiring A's privately optimal level of disclosure is
thus the dominant strategy for both countries."

"I Under Choi and Guzman's assumptions, A is the preponderant kind of firm in the

larger country. See Choi & Guzman, National Laws, supra note 14, at 1877. If there
were more B firms than A firms worldwide, the same scenario would play out, but
with each jurisdiction adopting requirements equal to B's privately optimal level.

114 Consider a model of this situation based on game theory. The first mover can
choose between (1) requiring A's privately optimal level of disclosure, and (2) requir-
ing something less. There would be no reason to require more disclosure than A's
privately optimal level since that would be less appealing to all issuers. The second
mover can choose among (1) requiring more than the first mover chose to require
(but, for the same reasons, not more than A's privately optimal level), (2) requiring
the same level as the first mover chose, and (3) requiring less than the level the first
mover chose. If the first mover chose A's privately optimal level, the second mover's
choices (1) and (2) are the same.

Consider how this game would play out. Assume arbitrarily that there are 70 A is-
suers in the world and 30 B issuers. If there is a difference in the regimes' required
disclosure levels, the A issuers choose the regime with a required level closer to their
private optimum and the B issuers choose the regime closer to their private optimum.
If both regimes require the same level, both types of issuers divide evenly between
the two regimes since the issuers are indifferent between the regimes. The payoff
diagram in terms of the number of issuers adopting each regime would be as follows:

Second Mover
(1) (2) (3)

FirstMover (1) 50,50 50,50 70,30
(2) 30,70 50,50 70,30

[Vol. 85:13351402
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The real world, of course, is more complicated than the simple
assumptions on which any of these scenarios is based. The supply
of each kind of issuer, for example, may be influenced over time by
the particular level or levels of disclosure required by the available
regimes. And each jurisdiction may be motivated in its choice of
required level by more than the number of issuers it can attract to
adopt its regime. As suggested by the brief discussion above con-
cerning product differentiation generally, the amount of differen-
tiation (if any) in any given market is determined by a number of
factors that pull in different directions. Pulling in favor of differen-
tiation is intense price competition, since differentiation tends to
soften such competition.' Pulling in favor of nondifferentiation is
a desire to maximize unit sales, which means choosing characteris-
tics that minimize the average distance between what is offered
and what each individual consumer wants."f Nondifferentiation is
also more likely where a producer's consumers gain some benefit
from the mere similarity of its product to that of another pro-
ducer."n The literature offers no intuition suggesting that one set
of factors or the other should dominate as a general matter.1" In
the real world we observe both markets with a great deal of prod-
uct differentiation and markets with almost none.

As for the particular market we are concerned with-the market
for disclosure regimes-forces for nondifferentiation would, if any-
thing, be particularly strong. For one thing, proximity produces a
clear benefit. Consider the later of two jurisdictions to choose the
requirements constituting its disclosure regime. If the later-
choosing regime selects requirements close to, rather than far
from, those of the earlier-choosing jurisdiction, it helps investors-
who have learned to interpret the meaning of the disclosures under
the earlier-choosing jurisdiction's regime-to interpret the disclo-

The dominant strategy for each jurisdiction is its choice (1). That decision would
make it better off than it would be under any other choice it might make given at least
one of the choices of the other party, and at least as well off as it would be under any
other choice it might make given any other choices of the other party.

115 See Tirole, supra note 167, at 286.
,86 See id.
lu See id. (discussing nondifferentiation as a method for lowering consumers' search

costs).
11 See id.
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sures required under the later-choosing jurisdiction's regime as
well. Also, price competition is likely to be limited in this market.
According to Choi and Guzman's own description, unit sales maxi-
mization, not revenue maximization, appears to be the main force
driving the behavior of jurisdictions in their choice of a required
level. 9 As Choi and Guzman see it, the larger the number of issu-
ers choosing a jurisdiction's regime, the greater the size and
importance of the regulating agency, the more transactions ef-
fected on the markets located in the jurisdiction, and the greater
the agency's economies of scale."g

4. Conclusion

In sum, Choi and Guzman overstate things when they conclude
that a differentiated set of regimes is a "likely" result of jurisdic-
tional competition. A more appropriate conclusion would be that
we have very little idea about what such competition would bring.
Indeed, based on what we do know, an undifferentiated set of re-
gimes seems the more likely result.19' Thus, Choi and Guzman
have not achieved an essential first step in demonstrating that is-
suer choice will match disclosure regimes with issuers in a way that
enhances, rather than harms, social welfare.

B. Even if a Differentiated Set of Regimes Does Develop,
Issuer Choice's Capacity to Customize is Not Worth

its Bias Toward Underdisclosure

Suppose that jurisdictional competition does lead to an appro-
priately differentiated set of regimes, as Choi and Guzman hope.
Thus, for each U.S. issuer, there is some jurisdiction that will offer
a required disclosure level approximately equal to the issuer's so-
cial optimum. Choi and Guzman assume that the issuer will select

18 In explaining disclosure choice, Choi and Guzman barely give mention to reve-

nue considerations. See Choi & Guzman, Portable Reciprocity, supra note 5, at 923.
110 See id. Based on a review of the literature on product differentiation, Tirole

states that "[i]t is, thus, clear that the incentive to differentiate products decreases
when firms do not compete in prices. Indeed, Hotelling (1929) enunciated the princi-
ple of minimal differentiation in such circumstances." Tirole, supra note 167, at 287.

191 It is also possible that a differentiated set of regimes will result, but that the re-
gimes will be too differentiated from a social welfare point of view.
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this jurisdiction. Choi and Guzman's assumption is incorrect. As
discussed in Part I, the persons who will choose each issuer's dis-
closure regime will be its managers. They have a preference for
choosing a regime with a level of required disclosure substantially
lower than the issuer's socially optimal disclosure level.

This fact raises the question of whether the cure-issuer choice
with its tendency toward underdisclosure-is worse than the dis-
ease-the lack of accommodation to individual differences among
U.S. issuers under the supposedly "one-size fits-all" federal manda-
tory disclosure regime. There are good reasons to believe that the
cure is worse than the disease. In other words, even if issuer choice
results in an appropriately differentiated set of regimes-a dubious
proposition in and of itself-it may still increase the average devia-
tion between each U.S. issuer's actual level of disclosure and its so-
cially optimal one. After all, as discussed below, the differences in
socially optimal disclosure levels among U.S. issuers (at least
among issuers that represent the bulk of capital in the United
States) are small relative to differences between U.S. issuers and
the major issuers of other countries. Thus, on the one hand, the cost
of imposing a uniform U.S. system of mandatory disclosure on U.S.
issuers is not necessarily very great in terms of its lack of customiza-
tion. On the other hand, under issuer choice, issuers will have a
strong tendency, as we have seen, to select regimes requiring them
to disclose at a level substantially below their social optimums.

The effectiveness of disclosure in helping to reduce the agency
costs of management and in assuring the best choice of real in-
vestment projects in the economy depends on an issuer's internal
decision structure and the corporate finance environment in which
the issuer operates." Studies in comparative corporate govern-

11 The internal decisionmaking structure arises out of a combination of the law of
the jurisdiction of incorporation and the issuer country's traditional business customs
and practices. Custom and practice include both the typical terms of the firm's arti-
cles of incorporation and the manner in which people typically behave within a given
set of publicly and privately imposed legal constraints. The corporate finance envi-
ronment is determined by a number of factors, including the degree of concentration
of share ownership, the nature of the holders of any such concentrated blocks, the
rules and practices under which these holders use their voting power singly and in co-
operation with others, the extent to which the legal system and suppliers of finance
facilitate or hinder hostile takeovers, and the relative availability of financing in dif-
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ance show significant contrasts among countries in both internal
decision structures and corporate finance environments."9 Publicly
traded issuers from a given country are likely to have much more
in common with each other than with issuers from other countries
with respect to these factors and therefore with respect to the ef-
fectiveness of disclosure as well. Controlling for costs, the more
effective disclosure is, the higher the socially optimal level of dis-
closure. Unlike effectiveness, there is no reason to expect major
variations in the costs of disclosure across countries. Thus, issuers
from any given country will tend to have optimal levels of disclo-
sure that are closer to each other than they are to those of issuers
from other countries.

By way of illustration, one can make a set of rough contrasts be-
tween the United States (and Canada, and, to a lesser extent, the
U.K.) on the one hand, and Germany and Japan on the other.
These contrasts suggest significant differences in the value of dis-
closure. Voting power in U.S. issuers is less concentrated and insti-
tutional investors in U.S. issuers are less inclined, separately or
together, to exercise their voting power to influence corporate de-
cisions.19 Debt/equity ratios are lower,95 and there is more use of
publicly offered equity as a source of finance,'96 particularly by rela-
tively new companies financing major projects. Hostile tender of-
fers are more frequent, as are solicitations of public shareholders in
proxy fights.'97 In contrast, in Germany and Japan, institutional in-

ferent forms (equity versus debt) and from different sources (private versus public
markets).

19 See, e.g., Mark J. Roe, Strong Managers, Weak Owners: The Political Roots of
American Corporate Finance (1994); Bernard S. Black & John C. Coffee, Jr., Hail
Britannia?: Institutional Investor Behavior Under Limited Regulation, 92 Mich. L.
Rev. 1997 (1994).196 See, e.g., Roe, supra note 193, at 169-70.

19 See, e.g., F.X. Browne, Corporate finance: stylized facts and tentative explana-
tions, 26 Applied Econ. 485, 488 (1994) ("[Non-financial flirms in securities-based fi-
nancial systems (the United States, the United Kingdom and Canada) have quite low
debt/equity ratios compared to those in the bank-based systems of Japan, Germany
and France.").

196 See, e.g., id. at 494 (stating that internal funding is significantly greater in the
United States, the United Kingdom, and Canada than in Japan and continental
Europe).

19 See Roe, supra note 193, at 172 (Germany); Coffee, Liquidity, supra note 30, at
1299-1300 (comparing the U.S. to Japan).
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vestors play a larger role both in monitoring managerial behavior
and in supplying finance, mostly debt.9 '

The picture painted here suggests that the optimal level of dis-
closure for U.S. issuers would be higher than for German and
Japanese ones. Compared to their foreign counterparts, U.S. insti-
tutional investors do less monitoring of the way issuers' managers
make both operating and project choice decisions. U.S. institu-
tional investors collect, analyze, and act on less information (both
public and nonpublic) concerning these matters. Thus, more of the
work of aligning managerial and shareholder interests with respect
to these decisions falls to devices-such as the hostile takeover
threat-that are assisted in their effectiveness by greater public
disclosure. Greater disclosure and its enhancement of share price
accuracy also does more to promote good project choice in the
United States because of the greater reliance placed by U.S. start-
up companies on the public equity markets as a source of capital.'

It is thus apparent that among issuers worldwide, a major por-
tion of the dispersion in their socially optimal levels of disclosure is
explained by their nationalities. This reality argues for an ap-
proach that applies to each issuer a regime requiring the level of
disclosure that is socially optimal for the typical issuer of its na-
tionality. There is certainly variation in optimal disclosure levels
among U.S. issuers. This variation, however, is insufficiently great,
particularly for those issuers representing the bulk of U.S. corporate
capital, to justify trying to accommodate it by a method-issuer
choice-that would introduce a substantial bias toward under-
disclosure.

1 Japanese firms borrow $5.33 from banks for every dollar they raise in the capital
markets, German firms $4.20, and American firms $0.85. See Jonathan R. Macey &
Geoffrey P. Miller, Corporate Governance and Commercial Banking: A Comparative
Examination of Germany, Japan, and the United States, 48 Stan. L. Rev. 73, 81-89
(1995).

,9 Ronald Gilson and Bernard Black show that the prospect of a vibrant initial pub-
lic offering market for issuers that have shown a certain degree of success greatly fa-
cilitates the earlier provision of venture capital to get them off the ground in the first
place and explains why there is so much more venture capital available in the United
States than in other industrialized countries. See Ronald J. Gilson & Bernard S.
Black, Venture capital and the structure of capital markets: banks versus stock mar-
kets, 47 J. Fin. Econ. 243 (1998).
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C. The Possibility of Providing Different Rules for Different Issuers
Within a Mandatory Disclosure Regime

The argument that issuer choice is needed to accommodate
differences among U.S. issuers is further undermined by the fact
that an alternative exists for accomplishing the same result without
creating a risk of a globally undifferentiated set of regimes or in-
troducing a substantial bias toward underdisclosure. This alterna-
tive would be for the U.S. mandatory disclosure regime to provide
different rules for different issuers. Less would be required of
those issuers with indices suggesting that their socially optimal
level of disclosure is relatively low. To some extent, the U.S. re-
gime provides this kind of differentiated treatment of issuers al-
ready. Small issuers, for example, can register a public offering of
new shares under Regulation A, which requires less detailed dis-
closure.' This rule appears to reflect the economies of scale in-
volved in disclosure: The social benefits from disclosure rise
proportionately with the size of the issue, but the social costs do
not. Similarly, issuers with fewer than 500 shareholders who do
not trade on a national stock exchange and have not engaged in a
public offering need not provide periodic disclosure at all, even if
they are very large firms." This exception appears to reflect the
idea that less substantial agency costs of management exist in firms
that have relatively few shareholders.

Choi and Guzman need to explain why this less radical reform is
not an adequate response to their problem with the mandatory sys-
tem-its insufficient accommodation of differences among U.S. is-
suers with respect to their socially optimal levels of disclosure. The
closest Choi and Guzman come to offering such an explanation is
to suggest that issuer choice will "affect[] the incentives of domes-
tic lawmakers to fashion regimes designed to maximize the welfare
of securities market participants."' This Article, however, shows
that the results of jurisdictional competition are likely to fall well
short of such welfare maximization. One could argue, of course,

2 See 17 C.F.R. §§ 230.251-230.263 (1999); Small Business Initiatives, 57 Fed. Reg.
36,442,36,442-49 (1992).
21 See 15 U.S.C. §§ 781(a), (g) (1994).
2 Choi & Guzman, Portable Reciprocity, supra note 5, at 923.
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that the incentives of regulators in a mandatory disclosure system
are so perverse that the rules they produce would fall even farther
short, but the proponents of issuer choice do not seriously attempt
such an argument.03

Choi and Guzman also suggest that issuer choice would pro-
vide issuers the opportunity to signal their "quality" by their
choice of regime, asserting that "[w]hen a firm issues in a high
quality regime, investors know there is relatively little risk even
without examining the disclosures made under that regime.
Therefore, the advantages of disclosure are supplemented by the
signal provided by the regime choice."' If this signaling effect
were indeed an advantage of issuer choice, it is not an advantage
that could be supplied by a mandatory disclosure regime, even
one that attempts to differentiate among issuers. Close examina-
tion, however, suggests that it is not such an advantage. Choi and
Guzman's application of the signaling concept in this particular
context simply does not make much sense. As the foregoing quo-
tation shows, what Choi and Guzman claim an issuer can signal by
choice of regime is its level of riskiness. The only kind of risk that
they could be talking about here is firm specific (i.e., unsystematic)
risk, since that is what issuer disclosure is all about. Yet the funda-
mental lesson of portfolio theory is that diversified investors care
only about the systematic risk associated with an issuer, something
about which the choice of regime signals nothing.' ° Moreover, even
if "quality" covers additional firm attributes about which investors
in fact would care, there is no special advantage in being able to as-
certain these attributes by simply examining the issuer's choice of
regime rather than by investigating all the issuer's underlying disclo-
sures. In an efficient market, the investor has no need to examine
either, since these attributes would already be reflected in the is-
suer's share price.

In sum, concern about accommodating the differing disclosure
needs of U.S. issuers is a poor reason for abandoning mandatory
disclosure and adopt issuer choice. Indeed, there is a serious

11 See infra Part VI.
' Choi & Guzman, Portable Reciprocity, supra note 5, at 924.
See supra Section I.C.1.
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risk that, compared to the alternatives, issuer choice will lead to a
greater, not smaller, divergence between the level at which each
U.S. issuer is required to disclose and the issuer's socially optimal
disclosure level. Issuer choice has three problems in this regard.
First, it may not in fact give rise to a set of regimes requiring dis-
closure levels corresponding to the differing needs of U.S. issuers.
Second, even if it does, each issuer is likely to choose a regime re-
quiring a level of disclosure well below what is socially optimal for it.
Finally, a mandatory system itself can be designed to provide con-
siderable accommodation to the different needs of different issuers.

IV. THE COSTS OF TRANSITION TO ISSUER CHOICE

Determining the desirability of a proposed reform requires con-
sideration of the transition costs associated with its implementa-
tion, not mere contemplation of how the reform would work in
equilibrium once it has been up and running for some time. The
specific concern here relates to currently existing, publicly traded
U.S. issuers. The firms currently belonging to this group represent
the bulk of productive capacity in this country today.' In the ag-
gregate, these particular firms are likely to continue to be a major,
if diminishing, factor in the economy for several decades into the
future. The efficient operation of these enterprises is thus a matter
of vital national concern, as is the fair distribution of the wealth
they generate. Currently, these issuers have both their new issue
and periodic disclosures regulated by the U.S. federal regime. Pro-
fessor Romano and Professors Choi and Guzman differ in how to
deal with these issuers upon adoption of an issuer choice regime, but
the approach of each raises serious problems with their overall plan.

2 Historical statistics give a sense of the importance to the U.S. economy of corpo-
rations that are publicly held and hence subject to the Exchange Act's periodic disclo-
sure requirements. Consider just the largest 200 nonfinancial corporations. Edward
Herman estimated that 83% of these were management controlled (a conclusion that
requires that they have dispersed public ownership). See Edward S. Herman, Cor-
porate Control, Corporate Power 54 (1981). At the time of that estimate, the 200
largest manufacturing corporations held 60% of all manufacturing assets in the coun-
try. See Mergers and Industrial Concentration: Hearings Before the Subcomm. on
Antitrust and Monopoly of the Senate Judiciary Comm., 95th Cong. 155 (1978)
(statement of Michael Perschuk, Chairman of the Federal Trade Commission).
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A. Romano's Approach

Professor Romano does not explicitly address the question of
what would happen to existing issuers at the time that issuer choice
is adopted. She presumably intends that these issuers would ini-
tially continue to be subject to the current U.S. federal regime.
Management, however, would be allowed at any point thereafter
to change regimes with the approval of a majority of the share-
holders.'

If Romano's issuer choice plan is implemented, the managers of
each existing issuer will switch their firm to a regime requiring an
inefficiently low level of disclosure unless the checks against such
self-serving action prove strong enough to prevent it. Everything
else being equal, managers prefer as low a level of periodic disclo-
sure as possible. Low disclosure reduces the effectiveness of de-
vices that limit managerial discretion and hence provides managers
with more room to satisfy their own objectives at the expense of
shareholders."S This preference will exist even when the gains to
the managers are smaller than the losses to the shareholders.

In many cases, the checks against managers' self-interested be-
havior will indeed be insufficiently strong to prevent a switch to a
regime with socially suboptimal requirements. The reasons for this
weakness are the same as the reasons-discussed in Part I-that
the market, at the time of an IPO, will fear that an issuer's initial
choice of a regime with an efficiently high level of disclosure will
not endure over the whole life of the firm. 9 In brief, collective ac-
tion problems make the requirement of a shareholder vote a noto-
riously poor check on managerial preferences of this sort."0 While
the switch to a regime with an inefficiently low level of disclosure
will depress share prices in the secondary market and reduce the
attractiveness of any future use of equity financing, these results do
not impact managers directly. And to the extent that they impact
managers indirectly, their effects are often attenuated.21

207 See Romano, supra note 1, at 2415-18.
20 See supra Section I.C.3.
29 See id. Every firm that engages in an IPO becomes a publicly traded issuer with

its existing capital managed indefinitely under the discretion of management.
210 See id.
211 See id.
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The prospect of such switches to regimes requiring lesser disclo-
sure is troubling for two reasons. First, it suggests that adoption
of issuer choice is likely to lead to significant new inefficiencies
involving firms that currently control the bulk of the economy's
productive capital. Eventually, less disciplined management com-
bined with the inevitable turnover in the ranks of major firms gen-
erally will cause such firms to fade in importance, but the costs
during the decades-long period of transition are potentially huge.
This concern is independent of many of the problems with issuer
choice identified in Parts I and II. It does not depend, for example,
on the existence of third-party effects arising from the fact that an
issuer's disclosures are useful to other issuers and their investors.
Nor is it related to the risk that a globally undifferentiated set of
regimes would develop, with each regime requiring a level of dis-
closure that on average is further from the socially optimal disclo-
sure level of each U.S. issuer than is the level required by the
current U.S. mandatory regime. Thus, even if the problems identi-
fied in Parts I and II were to prove unfounded, issuer choice's po-
tentially huge transition costs make it a questionable reform.

Second, adoption of the reform could significantly redistribute
wealth from the investors who hold the outstanding shares of exist-
ing issuers to the managers of these issuers. These shares were ini-
tially issued and traded during a period in which investors assumed
that the managers would be bound for the life of the firm by the
disciplining effects of the current, federally mandated level of dis-
closure. Issuer choice would permit the switch to a disclosure
regime in which managers could act more to their own benefit at
the expense of shareholders. Although every legal reform alters
expectations in ways that arbitrarily redistribute wealth, we should
be cautious about ones that involve potentially major redistribu-
tions while offering at best only speculative net gains to society. At
a minimum, realizing that this redistribution will occur illuminates
the large private interest in implementing issuer choice possessed
by some of its corporate management advocates.

B. Choi and Guzman's Approach

Under Professors Choi and Guzman's version of issuer choice,
an issuer would select a securities law regime at the time of each
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new issue of securities.212 Unlike Romano, Choi and Guzman pro-
pose no exit mechanism. Thus, if their version of issuer choice were
adopted, existing public U.S. issuers would presumably be deemed
to have chosen the federal disclosure regime for their outstanding
shares. They would thus continue to be bound by its periodic disclo-
sure requirements for the duration of their corporate lives.

Choi and Guzman's approach thus avoids the transition costs in-
volved in Romano's approach. By the same token, however, their
approach greatly reduces the significance of the overall reform
since, for perhaps decades, the majority of U.S. issuers would
continue to be bound by the U.S. federal system for periodic dis-
closure. Moreover, for any issuer so bound, the advantages of
choosing a foreign regime for a new issue of securities are dimin-
ished as well. While a foreign jurisdiction's new issue regime might
not require disclosure of certain items that the U.S. regime does
require, the issuer is generally bound in due course to provide
these items under the U.S. periodic requirements anyway.21 Thus,
choosing a foreign regime to govern a new issue of securities at
best provides just a bit of a delay in having to make public the
items of information required by the U.S. new issue regime.214

12 See Choi & Guzman, Portable Reciprocity, supra note 5, at 922.
21 1 If the U.S. issuer did choose the U.S. regime for its new issue of securities, it

would, pursuant to Section 5 of the Securities Act, need to register these securities on
Form S-1, S-2, or S-3. The questions concerning the issuer that each of these Forms
asks come from cross-references to certain items in Regulation S-K. See 17 C.F.R.
§§ 229.10-229.915 (1998). The information concerning the issuer that it is in any
event bound to produce annually pursuant to the periodic disclosure system is set out
in Form 10-K, information that is solicited by questions that also come from cross-
references to certain Items in Regulation S-K. A quick review of the list of items
cross-referenced by each shows a high degree of overlap. Indeed, the fact that the
traditional S-1 registration statement was simply asking the same information that the
issuer needed to produce anyway under its Exchange Act periodic disclosure obliga-
tions was a major premise behind the SEC's adoption of integrated disclosure in the
early 1980s, with its provisions for short-form registration of established issuers and
liberalized rules for shelf registration. See Fox, Shelf Registration, supra note 63, at
1007-08.

214 There is, however, greater potential liability associated with providing inadequate
answers to the new issue disclosure requirements than to the periodic ones. See supra
note 63. This greater potential liability may be a reason for an issuer to choose an-
other jurisdiction's regime. It also means, as a practical matter, that under the U.S.
regime an issuer is likely to disclose more in response to the same questions when it is
bound by the new issue requirements rather than by just the periodic requirements.
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Also, for most existing U.S. issuers of any significance, the effort
involved in complying with the U.S. new issue requirements may
actually be lower than the effort involved with a foreign regime.
Even though foreign jurisdictions require a lower overall level of
disclosure than does the U.S. regime and little of the information
asked for by them is substantially different from anything asked for
under the U.S. regime, the questions-and hence their appropriate
answers-are somewhat different in form. In contrast, an issuer
already bound by the U.S. periodic regime that chooses the U.S.
regime to govern its new issue of securities can, in most cases, meet
its requirements simply by incorporating by reference its answers
in the periodic reports it has already filed."5

If Choi and Guzman are serious about the benefits they believe
can be achieved from a system of issuer choice, they are going to
need to modify their proposal to resemble more closely Romano's
suggestion. In making this alteration, however, Choi and Guzman
will have to face the objection raised here to Romano's approach,
namely that the transition costs associated with a switch to an is-
suer choice system will be enormous.

V. FOREIGN ISSUERS

Currently, a foreign issuer wishing to offer its shares or to have
them traded in the United States must generally comply with the
requirements of the U.S. disclosure regime. 16 Under an issuer
choice system, a foreign issuer would be able to choose its own
country's regime instead. The proponents of issuer choice argue
that this regime would improve international capital mobility and
reduce costs because foreign issuers no longer would be deterred

25 Under Securities Act Form S-3, the issuer only has to provide information about
the terms of the securities and the way the offering will be underwritten. Information
about the business of the issuer may be incorporated by reference from previous Ex-
change Act periodic disclosure filings. To qualify to use a Form S-3, an issuer must
have provided periodic disclosure pursuant to Exchange Act requirements for at least
one year and have equity outstanding with a market value of at least $75 million.
Since the bulk of industrial capital in the United States is controlled by the largest 500
corporations, see Fox, Finance and Industrial Performance, supra note 63, at 117,
414-15, it is controlled by issuers that more than easily meet these requirements.

216 See Fox, Disclosure in a Globalizing Market, supra note 20, at 2610-17.
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by the U.S. regime's high-disclosure requirements from entering
U.S. markets or seeking U.S. investors."7 These are indeed valu-
able benefits, but obtaining them does not require adoption of is-
suer choice with all of its associated problems. The same benefits
can be secured by maintaining the current U.S. mandatory regime
but by redirecting its reach so that it applies to all U.S. issuers and
to no foreign issuers (with nationality determined by an issuer's
economic center of gravity).

I have argued elsewhere that redirecting the reach of the U.S.
regime in this fashion is a desirable reform."8 Briefly, my reasons
are as follows. The efficient market hypothesis assures us that an
issuer's share price will be discounted in the market to reflect the
investor welfare effects of its applicable disclosure regime.219 This
fact means that the primary function of disclosure is promotion of
efficiency in the real economy, not investor protection. As dis-
cussed in Part I, an appropriate level of disclosure by a country's
issuers can, through its positive effects on managerial motivation
and the choice of real investment projects, increase the returns

217 See Choi & Guzman, Portable Reciprocity, supra note 5, at 922-23; Romano, su-
pra note 1, at 2419-20.

211 See Merritt B. Fox, The Political Economy of Statutory Reach: U.S. Disclosure
Rules in a Globalizing Market for Securities, 97 Mich. L. Rev. 696 (1998) [hereinafter
Fox, Political Economy]; Fox, Disclosure in a Globalizing Market, supra note 20, at
2618-19. Nothing in my proposal is intended to prevent a foreign issuer from electing
to bind itself to the U.S. regime on an ongoing basis; I only suggest that the U.S. re-
gime not be mandatorily imposed on foreign issuers.

219 See Fox, Disclosure in a Globalizing Market, supra note 20, at 2533-39,2554-61.
The concept that prices are discounted to reflect the investor welfare effects of the
applicable regime is also a cornerstone of the case for issuer choice. See Choi &
Guzman, Portable Reciprocity, supra note 5, at 925; Romano, supra note 1, at 2366-
67. This concept has its limits, however. My proposal to exempt foreign issuers from
the U.S. regime does not apply, at least when the proposal is first implemented, to
foreign issuers engaging in IPOs in the United States and ones whose shares trade
primarily in poorly developed securities markets such as those that exist in many of
the emerging markets countries. See Fox, Political Economy, supra note 218, at 739-
41. The reason for this restriction is doubts about the efficiency of the markets in
which these securities are sold or traded, because with no assurance about the effi-
ciency of these markets there is no assurance that the prices of the securities trading
in them are properly discounted to reflect the welfare effects of the applicable disclo-
sure regime. See id. The willingness of the proponents of issuer choice to allow such
transactions without the issuers providing U.S. level disclosure is another danger of
their proposal.
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generated by capital-utilizing enterprises.' A competitive market
in disclosure regimes, however, will lead a country's issuers to dis-
close at below that socially efficient level."' The chief losers from
suboptimal disclosure are the country's entrepreneurial talent and
labor, not the issuer's investors, since competitive forces push capi-
tal, with its greater international mobility, toward receiving a single
global expected rate of return (adjusted for risk) regardless of the
disclosure practices of a given country's issuers.'

The United States thus has a strong interest in the disclosure
level of all U.S. issuers. Because of the market failures involved,
we would want this level determined under a system of mandatory
disclosure, not one of issuer choice. By the same token, the United
States has little interest in the disclosure behavior of foreign issu-
ers, even those issuers whose shares are sold to or traded among
U.S. residents.' There is thus no reason to mandate that foreign
issuers comply with the U.S. system. The right response to the
globalizing market for securities is not to abandon the U.S. system
of mandatory disclosure, but to refocus its application to where it is
needed. Such a response would be just as effective at improving
international capital mobility and reducing costs as would adopting
issuer choice, but would create none of the problems associated
with issuer choice.

VI. CONCLUSION

Issuer disclosure serves several social functions. It improves the
selection of proposed real investment projects in the economy, en-
hances the effectiveness of the mechanisms that help align the in-
terests of managers and shareholders, and reduces the risk for less
than fully diversified investors. Because disclosure involves social
costs as well, however, there are limits on how much of this good
thing we want. Thus, each U.S. issuer has an optimal level of dis-

See supra Sections I.C.2-3.
221 See supra Parts I, II.
= See Fox, Political Economy, supra note 218, at 732-33; Fox, Disclosure in a Glob-

alizing Market, supra note 20, at 2561-69.
' See Fox, Political Economy, supra note 218, at 736-41; Fox, Disclosure in a Glob-

alizing Market, supra note 20, at 2554-61.
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closure. The fundamental policy question is how to get each issuer
to disclose at a level as close to this social optimum as possible.

One approach, tried in the United States until the Great De-
pression, is total nonregulation. Each issuer is completely free to
determine how much information it will disclose. There are a num-
ber of market failures associated with this approach that are likely
to result in most issuers significantly underdisclosing. These fail-
ures arise from a number of sources. An issuer's disclosures are
useful to its competitors, suppliers, and customers, but the issuer
receives no reward in return. The disclosures are useful as well to
investors in assessing the value of the securities of other issuers,
but again the issuer captures none of that benefit. This second set
of benefits is important because it improves both the process by
which the interests of the shareholders and managers of other issu-
ers are aligned and the process by which real investment projects
associated with other issuers are selected. Finally, without regula-
tion, issuer managers have trouble vouching for the accuracy of
their disclosures or credibly committing to provide an optimal level
of periodic disclosure over time.

A second approach, used by the United States for the last sixty
years, is mandatory regulation. The function of mandatory disclo-
sure is to correct for the market failures identified above. This
second approach relies on political processes, combined with bu-
reaucratic expertise, to identify and enforce the socially optimal
level of issuer disclosure.

Issuer choice represents a third approach. While it does, to
some extent, improve the ability of issuer managers to vouch for
the accuracy of their disclosures and to commit credibly to an
optimal level of periodic disclosure over time, it does nothing to
correct the other two market failures associated with total non-
regulation. Issuer choice also creates the danger that each major
jurisdiction, in an attempt to appeal to the broadest possible seg-
ment of a global set of issuers, will adopt the same, lowest-
common-denominator required level of disclosure. This result
would be less well suited to the needs of U.S. issuers than is the
current mandatory regime. Finally, issuer choice may involve huge
transition costs, as the managers of many existing, publicly traded
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issuers may find it worthwhile to switch to inefficiently low disclo-
sure levels.

This Article makes out a strong case for mandatory disclosure as
the best approach for getting issuers to disclose at the socially op-
timal level. To overcome this case, the proponents of issuer choice
would need to show that the governmental failures associated with
regulation exceed the market failures likely to be associated with
issuer choice. To date, issuer choice's supporters have not done so.
For the most part, these proponents assume governmental failure
and ignore market failure. The crux of their argument for issuer
choice rests on the belief that competition among regulators will
create positive incentive effects. This is not a persuasive argument
for change absent a showing that these possible incentive effects
are worth their cost in terms of the market failures that issuer
choice will bring.

Where might such a showing come from? It is unlikely that it
will come from empirical studies of the effects of the imposition of
the Securities Act and the Exchange Act in the 1930s. Certainly,
no study to date comes close to showing that the governmental
failures associated with these regulations were more damaging to
our economic welfare than the market failures in the period of to-
tal nonregulation preceding these Acts. The nature of the data
strongly suggests that future empirical studies also are unlikely to
resolve the issue of whether the governmental failure associated
with mandatory disclosure is greater than the market failure asso-
ciated with issuer choice.

If a showing is to be made that the governmental failure is the
larger of the two, it likely will have to be made on the basis of the-
ory. Yet, this avenue of attack is not so promising, either. Because
the market failures associated with issuer choice assure us that is-
suers will disclose too little, an increase in disclosure will, over
some range, increase social welfare. The proponents of issuer
choice need to provide a theory as to why government is so dis-
abled that its attempts to correct this shortfall will result in a re-
quired level of disclosure falling outside of this range.

The literature on public choice is a possible foundation for such
a theory. Indeed, some commentators have argued on just this ba-
sis that mandatory disclosure represents overregulation at the be-
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hest of the securities industry." There are a number of reasons to
be skeptical that a successful theoretical argument in favor of is-
suer choice can be built on this basis, however. To start, there is
debate about the effectiveness of public choice theory in explaining
regulation generally. There is hardly a consensus that most politi-
cal action consists of self-interested rent-seeking. Even if one be-
lieves that public choice theory has considerable explanatory value
generally, a story that the influence of concentrated interests has
led to too high a level of mandated disclosure may err in not cor-
rectly identifying all of the concentrated interests involved. Some
members of the securities industry may well desire a high level of
mandatory disclosure in order to reduce the costs of collecting in-
formation. Others, however, may prefer a low level. For example,
if only a low level is required, more firms would be willing to be-
come public companies, thereby resulting in more fee-generating
initial public offerings and secondary trades. The story also omits
consideration of the managements of established public corpora-
tions, whose interests are likely to favor low levels of required dis-
closure.' It also does not account for the possibility that the
interests of those pushing for higher disclosure may coincide ser-
endipitously with correction of the market failures that would
occur under issuer choice.

This discussion suggests that mandatory disclosure is the best of
the three approaches for getting issuers to disclose near their opti-
mal levels. The proponents of issuer choice have yet to make a
persuasive case that their approach would work better, and their
prospects for doing so seem dim.

124 See Macey, supra note 13, at 922 (1994); Susan M. Phillips & J. Richard Zecher,
The SEC and the Public Interest 22-23 (1981). But see Easterbrook & Fischel, supra
note 13, at 670-73, 714-15 (considering the application of public choice theory to this
problem but concluding that mandatory disclosure should be retained).

25For critical reactions to public choice theory, see Dorothy A. Brown, The Invisi-
bility Factor The Limits of Public Choice Theory and Public Institutions, 74 Wash. U.
L.Q. 179 (1996); Richard H. Pildes & Elizabeth S. Anderson, Slinging Arrows at De-
mocracy: Social Choice Theory, Value Pluralism, and Democratic Politics, 90 Colum.
L. Rev. 2121 (1990); Cass R. Sunstein, Interest Groups in American Public Law, 38
Stan. L. Rev. 29 (1985).

26See supra Part I.
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