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This Article explores the efficient design of civil liability for mandatory securi-
ties disclosure violations by established issuers. An issuer not publicly offer-
ing securities at the time of a violation should have no lLiability. Its annual
filings should be signed by an external certifier—an investment bank or
other well-capitalized entity with financial expertise. If the filing contains a
malterial misstatement and the certifier fails to do due diligence, the certifier
should face measured liability. Officers and directors should face similar
liability, capped relative to their compensation but with no indemnification
or insurance allowed. Damages should be payable to the issuer, not traders in
its shares, because the true social harm from issuer misstatements is poor
corporate governance and reduced liquidity. A trader is as likely to be a
gainer by selling, as a loser by buying, at the misstatement-inflated price.

An issuer publicly offering securities at the time of a violation should be
liable to purchasers for the resulting inflation in price. Such lLiability is an
antidote to what otherwise would be an extra incentive not to comply.

This design would increase incentives for U.S. issuers to comply with
periodic disclosure rules. At the same time, litigation-expensive fraud-on-the-
market class actions would be eliminated. So would underwriter liability for
lack of due diligence, a sharply diminishing spur for disclosure given the
speed of modern offerings. For countries considering implementation of se-
curities disclosure civil liability systems for the first time, this design helps
them get it right from the start.
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INTRODUCTION

Corporate transparency has been increasingly recognized as a key
element in financial market development and in economic growth more
generally. Mandatory disclosure regimes seek to promote corporate
transparency by requiring issuers to disclose information about them-
selves that they might otherwise not be inclined to release. A system that
permits civil damages actions against persons associated with a mandatory
disclosure violation can create incentives to encourage compliance. This
Article addresses the optimal design of such a system of civil damages in
the case of established issuers trading in major securities markets. This
“start from scratch” inquiry is timely both in the United States and
abroad. In the United States, civil liability is an established tool to en-
courage compliance, but the existing system has come under intense
strain. Abroad, interest in civil liability is just awakening, and countries
have the opportunity to write on a clean slate.

This Article seeks to answer five questions: Who should be civilly
liable for damages when a disclosure violation occurs? According to what
standard? For how much? To whom? And should it matter whether the
issuer is selling securities at the time of the violation? A central thesis of
this Article is that the answers to these questions should reflect the more
modern understanding that the primary way that mandatory disclosure
increases social welfare is by enhancing economic efficiency through bet-
ter corporate governance and increased liquidity, not by providing inves-
tor protection. Approaching the design of the liability system from this
perspective suggests a new set of insights into many of the traditional lia-
bility issues.

Part I establishes the need for a fundamental reevaluation of how to
design a system of civil damages for mandatory disclosure violations.
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Parts IT and III develop the argument that a mandatory disclosure regime
should require a similar level of disclosure whether or not an issuer is
offering securities. Accordingly, any accompanying system of civil liability
should be designed to provide the relevant actors with equally strong in-
centives to comply under either circumstance. Part II analyzes the path-
ways through which increased disclosure improves corporate governance
and enhances liquidity. This analysis shows that the social interest in the
disclosures of established issuers trading in major markets is equally great
whether or not the issuer is making a new securities offering. Part III
demonstrates the affirmative harm that results from imposing greater ex-
pected liability for mandatory disclosure violations on the relevant actors
(other than the issuer) when an issuer is making a public offering than
when itis not. This harm arises because of the resulting inefficient distor-
tion in the issuer management’s choice of sources of finance.

Part IV sets out my proposed optimal civil liability system. The pro-
posal is constructed under the assumption that a country has decided it is
socially desirable to have a mandatory disclosure regime with a system of
civil liability to encourage compliance. Under my proposal, there would
be no issuer liability for misstatements in periodic filings when the issuer
is not offering securities. This means that in the United States, fraud-on-
the-market suits for such violations would be eliminated. There would
also be no underwriter liability for issuer misstatements at the time of a
securities offering. In place of these two types of actions, issuers would be
required to have their annual periodic filings certified by an investment
bank or other well-capitalized entity with substantial financial expertise
that would be subject to measured liability if the certifying entity failed in
its due diligence. Officers and directors would be subject to a similar
liability scheme. There would be issuer liability for disclosure violations
when the issuer publicly offers its securities, as an antidote to the extra
motives to defy mandatory disclosure regulations at such a time.

Part V considers the proposed system in the context of other recent
scholarly discussion on the subject. Part VI considers how the proposed
scheme could be implemented in the United States.

I. TaeE NEED FOR A FUNDAMENTAL REEVALUATION OF CIvIL
LiaBiLiTy DESIGN

The moment is ripe for a fundamental reevaluation of how to design
a system of civil liability for mandatory securities disclosure violations. In
the United States, the existing system’s increasing strain has led to a vari-
ety of calls for reform. Parochial interests spur many of the proponents
and opponents of these reforms, as would be expected in a pluralistic
democracy. Resolving their contending claims requires a conceptual
framework that reflects the realities of contemporary markets and a mod-
ern understanding of corporate governance and financial economics.
Countries abroad considering initiating civil liability systems for the first
time need such a framework at least as much, given the value of getting
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the system’s design correct from the start. For these countries, the ex-
isting U.S. system, given its problems, is no longer an obvious model to
imitate.

A. The United States

The civil liability system in the United States was initially designed in
the early 1930s with the enactment of the Securities Act of 1933 (the
“Securities Act”)! and the Securities Exchange Act of 1934 (the
“Exchange Act”).? Much has changed over the last seventy-five years.
Capital markets have become much more liquid and better informed,
developments that in turn have led to fundamental changes in corporate
governance.®> Understanding of financial economics has advanced enor-
mously: A field that was once an intellectual backwater is now a fertile
source for Nobel prizes.* The primary focus of the underlying disclosure
regime for established issuers has shifted from new securities offerings to
ongoing periodic reporting, largely as a result of Securities and Exchange
Commission (SEC) rulemaking.

In response to these changes, Congress, the SEC, and the courts
have made piecemeal adaptations to the 1930s-designed civil liability sys-
tem. What we have today, however, falls far short of the civil liability sys-
tem that a modern understanding suggests would most effectively and
efficiently support our current system of mandatory disclosure.

1. The Traditional Approach. — Traditionally, the U.S. mandatory dis-
closure regime focused primarily on an issuer’s disclosure at the time it
was making a public offering of securities. Under the Securities Act, the
offering was required to be registered, which involved filing a statement
with the SEC that answered a variety of disclosure-prompting questions.
Persons associated with the offering faced a comprehensive system of civil
damage liability. Absolute liability was imposed on the issuer for inves-
tors’ damages arising from a material misstatement in the registration
statement.> Absolute liability subject to a “due diligence” defense was im-

1. Pub. L. No. 7322, 48 Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-77aa
(2006)).

2. Pub. L. No. 73-291, 48 Stat. 881 (codified as amended at 15 U.S.C. §§ 78a-781ll).

3. Jeffrey N. Gordon, The Rise of Independent Directors in the United States,
1950-2005: Of Shareholder Value and Stock Market Prices, 59 Stan. L. Rev. 1465, 1469-71
(2007) (attributing development of modern U.S. corporations’ orientation toward share
value maximization and prevalence of independent director-dominated monitoring boards
to increase in informedness of share prices and liquidity of capital markets).

4. Winners whose work was primarily in financial economics include George Stigler
(1982), Franco Modigliani (1985), Harry Markowitz (1990), Merton Miller (1990), William
Sharpe (1990), Robert Merton (1997), and Myron Scholes (1997). See All Laureates in
Economics, at http://nobelprize.org/nobel_prizes/economics/laureates/ (last visited Jan.
14, 2009) (on file with the Columbia Law Review).

5. Section 11(a) of the Securities Act provides that any person acquiring a security
whose registration statement contains “an untrue statement of a material fact or omit[s] to
state a material fact required to be stated therein or necessary to make the statements
therein not misleading” may bring an action for damages against, among others, the
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posed on the issuer’s top officers and directors and on the investment
banks underwriting the offering.® This imposition of absolute liability
subject to a due diligence defense was intended to motivate each of the
nonissuer actors, particularly the lead underwriter, to do an independent
investigation of the issuer and to participate actively in the drafting of the
registration statement.”

In contrast, although issuers with publicly traded shares were re-
quired on an ongoing basis to make periodic disclosures on Forms 10-K,
10-Q, and 8K filed pursuant to the Exchange Act, misstatements in these
filings traditionally did not give rise to any effective kind of civil liability in
most situations.®

directors and top officers of the issuer, the offering’s underwriters, and every other person
who signs the registration statement, which includes the issuer. 15 U.S.C. § 77k(a).

6. Section 11(a), as just noted, imposes absolute liability on each of these actors. See
id. Section 11(b) frees each of these actors (but not the issuer) from this liability if the
actor can affirmatively establish that “he had, after reasonable investigation, reasonable
ground to believe and did believe” that the registration did not contain the untrue
statement or omission triggering the section 11(a) claim. Id. § 77k(b) (3) (A).

7. See Edward F. Greene, Determining the Responsibilities of Underwriters
Distributing Securities Within an Integrated Disclosure System, 56 Notre Dame L. Rev.
755, 767-70 (1981) (noting that full disclosure was key goal in drafting of section 11 of
Securities Act); see also Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 581
(E.D.N.Y. 1971) (“‘Only the underwriter and the accountant are free to assume an adverse
role, have little incentive to accept the risk of liability, and possess the facilities and
competence to undertake an independent investigation. They may therefore reasonably
be required to share the burden of verification.”” (quoting Comment, BarChris: Due
Diligence Redefined, 68 Colum. L. Rev. 1411, 1421 (1968))); Escott v. BarChris Constr.
Corp., 283 F. Supp. 643, 696-97 (S.D.N.Y. 1968) (discussing responsibility of underwriters
to protect investors by verifying information). Commentary by persons intimately involved
with the creation of the Securities Act confirm that this in terrorem arrangement for
imposing damages in the absence of adequate investigation was a critical part of the
legislative plan to promote full disclosure. See William O. Douglas & George Bates, The
Federal Securities Act of 1933, 43 Yale L.J. 171, 173 (1933) (asserting that civil liabilities
were “set high to guarantee that the risk of their invocation will be effective in assuring that
the ‘truth about securities’ will be told”); Felix Frankfurter, The Securities Act: II, Fortune,
Aug. 1933, at 53, 108 (“The scope of the liability is carefully defined. Untruth in a material
fact or its omission—the means whereby investors are misled—makes all who are
chargeable with the duty of knowing and revealing the truth liable to an investor in
ignorance of the truth.”).

8. As a formal matter, a material misstatement in any of these Exchange Act periodic
filings is subject to liability pursuant to section 18(a) of the Exchange Act. 15 U.S.C. § 78r.
Court decisions, however, have concluded that to succeed, the plaintiff must establish
“eyeball reliance” on the misstatement in the filed document. See, e.g., Ross v. A.-H.
Robins Co., 607 F.2d 545, 552-53 (2d Cir. 1979) (“‘Reliance on the actual [filed] report is
an essential prerequisite for a Section 18 action and constructive reliance is not
sufficient.”” (quoting Heit v. Weitzen, 402 F.2d 909, 916 (2d Cir. 1968))). This
requirement cuts out most investors since the typical investor, when making a buy or sell
decision, does not read the issuer’s actual Exchange Act filings. At most, she would find
out about a misstatement in such a filing only indirectly, by learning information based on
the misstatement contained in an online, newspaper, or analyst report. Also, because the
eyeball reliance requirement involves particularized proof with regard to each claimant,
class actions are not practical. Without the availability of a class action, most securities
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2. Modern Developments. — Two developments over the last twenty-
five years have radically altered this picture. Both are related to the in-
creasing acceptance of the efficient market hypothesis (EMH) from fi-
nancial economics, which holds that the prices of securities of large, es-
tablished issuers trading in liquid markets fully reflect all publicly
available information.® One development is the underlying mandatory
disclosure regime’s movement toward a “company registration” ap-
proach. The other is the rise of the fraud-on-the-market class action.
These two developments create multiple strains that undermine both the
policy rationale for the existing system of civil liability and its political
support.

a. The Movement Toward Company Registration and the Question of Under-
writer Liability. — Under the company registration approach, a large, es-
tablished, publicly traded issuer would register just once, provide infor-
mation thereafter on a periodic basis, and then be able to offer and sell
securities whenever it wished without the need to register the securities
themselves.!® The U.S. movement toward company registration, though
still not complete, has switched the regime’s primary regulatory focus for
these issuers to their ongoing periodic disclosures.!! Such issuers, as a

claims are not worth the costs of pursuing. As a result of these factors, section 18(a) has
largely been considered a “dead letter.” David L. Ratner & Thomas Lee Hazen, Securities
Regulation: Cases and Materials 328-31 (5th ed. 1996). Liability for such a misstatement
was also not available based on Exchange Act section 10(b), 15 U.S.C. § 78j(b), and Rule
10b-5, 17 C.F.R. § 240.10b-5 (2008), at least as a practical matter, until the issuance of court
decisions, discussed infra note 16, broadening the interpretation of the Rule’s “in
connection with the purchase or sale of a security” requirement and facilitating class
actions by allowing a presumption of reliance based on the fraud-on-the-market theory.

9. See Richard A. Brealey, Stewart C. Myers & Franklin Allen, Principles of Corporate
Finance 358-59 (9th ed. 2008) (summarizing EMH).

10. The core logic of company registration is that established issuers are already
required on a continuing basis to answer most of the questions that they have traditionally
been asked to answer when registering new offerings and that no useful purpose is served
in requiring the questions to be answered again at the time of each securities offering.
According to the efficient market hypothesis, for an established issuer whose shares trade
in a thick, efficient market, its answers to these questions in its periodic filings will already
be reflected in the prevailing secondary market price at the time of the new primary
offering. The price of the shares in the new offering will be determined primarily by this
secondary market price. The origins of the company registration concept can be traced to
a 1966 article by Milton Cohen. Milton H. Cohen, “Truth in Securities” Revisited, 79 Harv.
L. Rev. 1340, 1341-42 (1966). It subsequently formed the organizing principle behind the
American Law Institute’s proposed codification of federal securities law. See Fed. Sec.
Code, at xx—xxi (1980) (citing Cohen, supra, as an impetus for codification project).
Congress never enacted the wholesale reform of the securities acts envisioned in the ALI
Code, but the ideas in the code and in Cohen’s article have animated much SEC
rulemaking over the last few decades. See infra note 11.

11. This shift began in the 1970s with the SEC’s adoption of Regulation S-K, which
served as the basis for coordinating disclosure under both the Securities Act registration
requirements for new offerings and the Exchange Act periodic disclosure requirements by
having the requirements for each incorporate by reference questions set out in a single
regulation. See 17 C.F.R. § 229. This development was followed in the early 1980s by the
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adoption of Rule 415 “shelf registration,” id. § 230.415, and S-3 “short form” registration,
id. § 239.13. Rule 415 permits, for large established issuers, a single registration statement
to register a set number of securities that could be offered from time to time over a two-
year period and that would incorporate subsequent periodic disclosure filings by reference
as amendments to the original “shelf” registration statement. Shelf Registration, Securities
Act Release No. 6499, Exchange Act Release No. 20,384, 48 Fed. Reg. 52,889, 52,894-95
(Nov. 23, 1983). Rule 415 was a departure from the traditional position of the SEC not to
permit an issuer to register securities that it does not intend to sell immediately. The
traditional position was based on an interpretation of the language of section 6(a) of the
Securities Act, 15 U.S.C. § 77f(a), and reflected a policy against the sale of securities on the
basis of stale information. See In re Shawnee Chiles Syndicate, 10 S.E.C. 109, 113 (1941)
(describing section 6(a) policy to “assure investors that the registration statements . . . on
which they rely, so far as is reasonably possible, provide current information”).

The S-3 short form registration procedure takes advantage of the fact that under the
periodic reporting requirements of the Exchange Act, a registered issuer must annually file
a Form 10-K, which covers a wide range of questions about the issuer’s business, finances,
and management, a quarterly report on Form 10-Q, and, when certain “extraordinary
events” happen, a “current report” on Form 8K. See Adoption of Integrated Disclosure
System, Securities Act Release No. 6383, Exchange Act Release No. 18,524, Investment
Company Act Release No. 12,264, 47 Fed. Reg. 11,380, 11,382-85 (Mar. 16, 1982)
(announcing adoption of Form S-3). Form S-3 allows a large, established, thickly traded
issuer to incorporate by reference into its registration statement the information provided
in its 10-K, 10-Q), and 8-K filings over the preceding year. The only information relating to
the affairs of the issuer that must actually be set out in the registration statement is, in most
cases, the use of proceeds and a description of any material change since the last 10-K not
already described in a subsequent 10-Q or 8-K. Id.

In the first half of the 1990s, the SEC took steps that further reduced the central role
that the registration statement and prospectus traditionally played in regulating the
offering process, loosening the rules on prefiling publicity and pre-effectiveness written
promotions. See John C. Coffee, Jr., Re-Engineering Corporate Disclosure: The Coming
Debate over Company Registration, 52 Wash. & Lee L. Rev. 1143, 1150-55 (1995)
[hereinafter Coffee, Re-Engineering] (describing SEC changes during this period). In
1996, the SEC’s Advisory Committee on the Capital Formation and Regulatory Process
(the “Advisory Committee”), chaired by then Commissioner Steven Wallman, issued a
report exploring what a fullfledged company registration system would look like and
recommending a voluntary pilot program. See Report of the Advisory Committee on the
Capital Formation and Regulatory Processes, [1996-1997 Transfer Binder] Fed. Sec. L.
Rep. (CCH) 1 85,834, at 88,403 (July 24, 1996), available at http://www.sec.gov/news/
studies/capform.htm (on file with the Columbia Law Review) [hereinafter Wallman
Report]. The SEC’s initial response, in November 1998, was the release of its “Aircraft
Carrier” proposal, so named because of its sheer physical size. See The Regulation of
Securities Offerings, Securities Act Release No. 7606A, Exchange Act Release No. 40,632A,
Investment Company Act Release No. 23,519A, 63 Fed. Reg. 67,174, 67,174 (proposed Nov.
3, 1998) (to be codified in scattered sections of 17 C.F.R.) (announcing proposed SEC
revisions).

Although criticisms of the “Aircraft Carrier” proposal led to its abandonment by the
SEC, a modified version, generally referred to as the “offering reforms,” was adopted in
late 2005, by means of a number of new or amended rules. See Securities Offering
Reform, Securities Act Release No. 8591, Exchange Act Release No. 52,056, Investment
Company Act Release No. 26,993, 70 Fed. Reg. 44,722, 44,722 (Aug. 3, 2005) (codified in
scattered sections of 17 C.F.R.) (announcing securities offering reforms). While not fully
abandoning the traditional transactional basis of disclosure regulation, the reforms took
the regulatory regime, particularly for large, established, publicly traded issuers, yet further
in the direction of company registration by their even greater emphasis on Exchange Act
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practical matter, can offer their shares at any time they wish, without de-
lay or significant additional disclosure beyond their most recent periodic
filings. Registration of the offering is still required as a formal matter,
however, which has important implications for liability.

The Securities Act system of liability for misstatements at the time
of an offering of new securities, while still fully workable for a new
issuer doing an initial public offering (IPO), does not fit well with this
movement toward company registration for large, established issuers that
are already publicly traded. The speed with which new securities issues
can be brought to market by such issuers makes it impossible for the un-
derwriter, as a practical matter, to do due diligence and thus to play its
traditional gatekeeper role in assuring that what is disclosed about
the issuer at the time of offering fully and truthfully meets the regula-
tions.!? Yet these offerings still need to be registered and, as the recent
In re Worldcom, Inc. Securities Litigation decision makes clear, the standard
of liability imposed on the underwriter has not significantly changed.!3
Thus underwriters have moved from being a force to promote disclosure
to being merely an insurer for disclosure failure.!* Underwriters

periodic disclosure. The starting point is amended Rule 405, which provides a definition
for “Well-Known Seasoned Issuers” (“WKSIs”), a category intended to cover large,
established, publicly traded corporations expected to be thickly traded and followed by
analysts in the market. 17 C.F.R. § 230.405; Securities Offering Reform, 70 Fed. Reg. at
44,726-27 (describing WKSIs). WKSIs are permitted under the amended Rule 415 to
register “for the shelf” an unlimited number of shares to be offered (subject to refiling
requirement every three years) at any point in the future, from time to time, or on a
continuous basis. 17 C.FR. §230.405. Under this “automatic shelf registration”
procedure, payment of registration fees is allowed on a “pay as you go” basis, rather than at
the time of registration, as was required previously. Id. § 230.456. Immediate “takedowns”
of securities so registered can occur without any delay for possible SEC review of updating
filings. Id. § 230.415(a)(5). Because of a change in Rule 415(a)(4), shares registered
pursuant to the automatic shelf registration procedure may also be used for “at the market
offerings” made directly into the secondary market, either by the issuer itself or with the
aid of a broker. Unlike before, there is no need to name an underwriter in the registration
statement and no limit on the number of shares so offered. 1 Louis Loss, Joel Seligman &
Troy Paredes, Securities Regulation 550 (4th ed. 2006).

12. In theory, since the underwriter continues to face section 11 liability, it could
insist that the offering be held up pending completion of a proper due diligence
investigation. Delays, however, are costly for issuers. This cost was not present before the
short form and shelf registration reforms made speedy registration possible. For a fuller
discussion of the reasons why short form and shelf registration led investment banks to
stop performing their traditional due diligence role, 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].

13. See In re Worldcom, Inc. Sec. Litig., 346 F. Supp. 2d 628, 662—-64 (S.D.N.Y. 2004)
(noting requirement that underwriter’s behavior be “reasonable”).

14. In Professor Coffee’s view, underwriters could simply regard the risk of liability
from not doing due diligence as a necessary cost of doing business in order to compete
and provide the issuer with quick access to the market. They could raise their fees or
increase insurance coverage to compensate for this risk. John C. Coffee, Due Diligence
After WorldCom, N.Y.LJ., Jan. 20, 2005, at 5.
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argue that this role serves little social purpose and should be
eliminated.!®

b. Class Action Damage Suits. — Two judicial developments—the
broadened interpretation of when an issuer misstatement can be consid-
ered “in connection with the purchase or sale of a security” under Rule
10b-5 and the creation of the presumption of reliance under the fraud-
on-the-market theory—made practical class action law suits based on ma-
terial misstatements in an issuer’s Exchange Act periodic disclosure fil-
ings. Prior to the late 1980s, an issuer that had made such a statement,
even with scienter, faced little or no threat of civil damage liability.!®

15. See Circumstances Affecting the Determination of What Constitutes Reasonable
Investigation and Reasonable Grounds for Belief Under Section 11 of the Securities Act,
Securities Act Release No. 6335, Exchange Act Release No. 18,011, Investment Company
Act Release No. 11,889, 46 Fed. Reg. 42,015, 42,017 (proposed Aug. 18, 1981) (to be
codified at 17 C.F.R. pt. 230) (“[Tlhis reduction in preparation time, together with
competitive pressures, will restrict the ability of responsible underwriters to conduct what
would be deemed to be a reasonable investigation . . . . [I]ssuers may be reluctant to wait
for responsible underwriters to finish their inquiry . . . .”); see also Comm’n on Fed.
Regulation of Sec., Report of Task Force on Sellers’ Due Diligence and Similar Defenses
Under the Federal Securities Laws, 48 Bus. Law. 1185, 1239 (1993) (“The ‘integrated
disclosure system’ and the expansion of shelf registration statements have called into
question whether underwriters any longer ‘sponsor’ an issue in a meaningful way, as
opposed to delivering advice and distribution services.”); Letter from ABA Comm’n on
Fed. Regulation of Sec., Bus. Law Section, to David B.H. Martin, Dir., Div. of Corp. Fin.,
SEC (Aug. 22, 2001), available at http://www.abanet.org/buslaw/committees/CL410000
pub/comments/20010822010000.pdf (on file with the Columbia Law Review) (“[T]he
benefits of ‘on demand financing’ . . . are undermined by continuing to impose on
financial intermediaries and other ‘gatekeepers’ the responsibility . . . to do a sufficient
due diligence investigation . . . without recognizing and making allowances for their
difficulty or even inability to do so.”); Letter from The Bond Mkt. Ass’n to Jonathan G.
Katz, Sec’y, SEC (Jan. 31, 2005) (on file with the Columbia Law Review) (urging relaxation
of underwriter liability on shelf registration); Letter from Davis Polk & Wardwell to
Jonathan G. Katz, Sec’y, SEC (Jan. 31, 2005) (on file with the Columbia Law Review) (same);
Letter from Merrill Lynch to Jonathan G. Katz, Sec’y, SEC (Jan. 31, 2005) (on file with the
Columbia Law Review) (same); Letter from Sec. Indus. Ass’n to Jonathan G. Katz, Sec’y, SEC
(Jan. 31, 2005) (on file with the Columbia Law Review) (same); Letter from Sullivan &
Cromwell LLP to Jonathan G. Katz, Sec’y, SEC (Jan. 31, 2005) (on file with the Columbia
Law Review) (same).

16. The starting point for the development of fraud-on-the-market class actions
against an issuer for damages suffered as a result of an issuer misstatement goes back forty
years. In SEC v. Texas Gulf Sulphur Co., the court found that whenever an issuer makes a
statement that is “reasonably calculated to influence the investing public,” such statement
satisfies Rule 10b-5’s requirement that it be “in connection with the purchase or sale of a
security,” even if neither the issuer nor its managers buy or sell shares themselves. 401 F.2d
833, 860-62 (2d Cir. 1968). This potential liability did not become a serious threat to most
issuers, however, until class actions became possible 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 Supreme Court only in 1988. See Basic Inc. v Levinson, 485 U.S.
224, 247 (1988). A material public misstatement by an official of an issuer whose shares
trade in an efficient market will, under the efficient market hypothesis, affect the issuer’s
share price. This effect provides a plaintiff a way to establish “the requisite causal
connection between a defendant’s misrepresentation and a plaintiff’s injury.” Id. at 243.
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Thereafter such an issuer began to be subject to potentially enormous
liability based on the losses of all the investors who purchased shares dur-
ing the period that the misstatement inflated the price and who still held
them when the market became aware of the truth.!'” The rise of the
fraud-on-the-market class action thus created strong new incentives for an
issuer to comply with its periodic disclosure obligations. Considered in
isolation, these new incentives were a good development, given the shift
in focus of the underlying regulatory regime to periodic disclosure.
There is a widespread feeling, however, that the incentives come at great
social expense.'® As the scandals of the early 2000s and the huge number
of recent accounting restatements suggest, they are also far from totally

This is an alternative to establishing this connection through a showing of traditional
reliance, which involves demonstrating that the misstatement induced the plaintiff to
purchase or sell the security. In the case of a falsely positive statement, for example,
allowing the plaintiff to show reliance by establishing that the defendant’s misstatement
caused the plaintiff to pay too much, rather than that it caused the defendant to enter into
what turned out to be an unfavorable transaction, eliminates the need to make
particularized claims of reliance for each purchaser. Thus, common issues of fact
predominate and class actions become possible. Prior to the fraud-on-the-market
presumption of reliance that made class actions practical, the individual investor rarely
found the prospective recovery of just her own damages sufficient to justify the cost of
bringing suit.

17. See Todd Foster et al., NERA Econ. Consulting, Recent Trends in Shareholder
Class Action Litigation: Filings Stay Low and Average Settlements Stay High—But Are
These Trends Reversing? 1 (2007), available at http://www.nera.com/image/PUB_
RecentTrends_Sep2007-FINAL.pdf (on file with the Columbia Law Review) (noting average
settlement values were at all-time high in first half of 2007, and “[fJor the first time, all of
the top ten shareholder class action settlements exceed $1 billion”); see also infra note 18
(discussing large amounts that issuers paid out annually in connection with such suits in
prior years).

18. See, e.g., John C. Coffee, Jr., Reforming the Class Action, 106 Colum. L. Rev.
1534, 1562-63 (2006) [hereinafter Coffee, Reforming] (describing argument that fraud-
on-the-market class actions may shift costs to shareholders, who may themselves be victims
of securities fraud). For the years 2000 through 2005, total annual securities class action
settlements have averaged about $4.1 billion. See Laura E. Simmons & Ellen M. Ryan,
Cornerstone Research, Post-Reform Act Securities Settlements: 2005 Review and Analysis 1
fig.1 (2006), available at http://securities.cornerstone.com/pdfs/settlements_2005.pdf
(on file with the Columbia Law Review) (reaching $4.1 billion figure by averaging total
settlement dollars each year from 2000 to 2005). Studies suggest that contingent fee
awards to plaintiffs’ lawyers in securities class actions average around thirty percent. See
Frederick C. Dunbar & Vinita M. Juneja, Nat’'l Econ. Research Assocs., Recent Trends II:
What Explains Settlements in Shareholder Class Actions? thl.4 (1993) (finding that
attorneys’ fees averaged 31.32% of settlements in sample of 135 cases from July 1991
through June 1993); Frederick C. Dunbar et al., Nat’l Econ. Research Assocs., Recent
Trends III: What Explains Settlements in Shareholder Class Actions? ii (1995) (finding
that although average settlements fell between 1993 and 1994, plaintiffs’ attorneys’ fees
remained constant, averaging one-third of settlement awards, or $1.96 million in 1993 and
$2.03 million in 1994). If we assume that defendants’ lawyers are paid comparable fees,
this would suggest that the total annual legal expenses associated with these actions
averaged about $2.46 billion ((.30 + .30) x $4.1 billion). The plaintiffs’ expenses come out
of the judgment or settlement and hence diminish what would otherwise be paid to the
investors who claim to be injured. The issuer defendants’ expenses are ultimately borne by
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effective.!® Such shortcomings have led some to call for eliminating, or
substantially curtailing, fraud-on-the-market class actions.?? These calls
have gained momentum as prominent persons have expressed concern
about the competitiveness of U.S. capital markets versus those abroad
and have suggested that securities class actions are part of the problem.2!

I will argue in Part IV that both underwriter liability at the time of
new offerings and fraud-on-the-market actions based on periodic disclo-
sure violations should indeed be eliminated, but only as part of a funda-

their shareholders at the time suit is brought. Other social costs include use of the judicial
system and the time and attention the issuers’ executives devoted to the litigation.

19. See John C. Coffee, Jr., Gatekeepers: The Role of the Professions and Corporate
Governance 15 (2006) [hereinafter Coffee, Gatekeepers] (describing rash of financial
scandals, including those involving Enron and Worldcom, whereby issuers attempted to
maximize market price of their securities by creating misimpressions as to what their future
cash flows were likely to be, and hundreds of resulting restatements).

20. See Anjan V. Thakor with Jeffrey S. Nielsen & David A. Gulley, U.S. Chamber Inst.
for Legal Reform, The Economic Reality of Securities Class Action Litigation 4-6 (2005),
available at http://www.instituteforlegalreform.org/issues/docload.cfm?docID=855 (on
file with the Columbia Law Review) (concluding that class action securities litigation often
overcompensates institutional investors); Anjan V. Thakor, U.S. Chamber Inst. for Legal
Reform, The Unintended Consequences of Securities Litigation 14 (2005), available at
http:/ /www.instituteforlegalreform.org/issues/docload.cfm?docID=857 (on file with the
Columbia Law Review) [hereinafter Thakor, Unintended Consequences] (arguing that
litigation destroys shareholder wealth, creates deadweight loss, and lowers firms’ capital
investment); see also Coffee, Reforming, supra note 18, at 1585-86 (concluding that
securities class action does not benefit shareholders and should be reconfigured into
“mechanism for deterrence”); Donald C. Langevoort, Capping Damages for Open-Market
Securities Fraud, 38 Ariz. L. Rev. 639, 646-47 (1996) (finding that “direct net harm” of
fraud may be zero and that litigation overcompensates investors); Amanda M. Rose,
Reforming Securities Litigation Reform: Restructuring the Relationship Between Public
and Private Enforcement of Rule 10b-5, 108 Colum. L. Rev. 1301, 1304-05 (2008) (arguing
that litigation can lead to overcompensation and stymie governmental efforts to set
effective enforcement policy).

21. The Committee on Capital Markets Regulation, also known as the “Paulson
Committee,” claims, for example, that there has been a reduction in the competitiveness of
U.S. capital markets versus markets abroad due in part to the costs imposed on issuers by
fraud-on-the-market class actions and the uncertainty that they create. The Committee
calls for reforms that would effectively reduce or eliminate such actions. For example, it
calls upon the SEC to impose a stricter standard than most courts have adopted
concerning what must be shown to demonstrate that the market for a security is sufficiently
efficient to justify application of the fraud-on-the-market theory. See Interim Report of the
Committee on Capital Markets Regulation 81-82 (2006), available at http://www.
capmktsreg.org/pdfs/11.30Committee_Interim_ReportREV2.pdf (on file with the
Columbia Law Review) (calling for adoption of In re PolyMedica Corp. Securities Litigation,
432 F.3d 1, 26 (1st Cir. 2005), rule that plaintiffs must prove market price fully reflects all
publicly available information). More importantly, the Committee calls for the SEC to
permit managers, with the approval of shareholders, to adopt charter amendments barring
shareholders from bringing fraud-on-the-market damage actions to court. Such claims
would instead be heard in arbitration. If the charter amendment so provided, the claims
could be brought only individually by each shareholder, not by a class action. Id. at
109-11. As noted supra note 16, this would largely eliminate issuer liability altogether
since, for most investors, individual actions do not have the prospect of sufficiently large
recovery to merit the costs of bringing the action.
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mentally redesigned system of civil liability that creates in their place new,
more efficient and effective incentives for periodic disclosure
compliance.??

B. Other Countries

Abroad, civil liability is not an established tool to encourage
mandatory disclosure compliance. With the increasing concern for cor-
porate transparency, however, interest is growing. The starting point for
this increasing concern with transparency is the growing recognition of
the value of deep, vibrant equity markets and of the dispersed pattern of
corporate ownership that they permit.?® By making it easier for issuers to
raise funds and investors to invest, such markets and ownership structures
facilitate the transfer of funds from stable or declining firms, with sub-
stantial cash flows but few promising new investment projects, to growing,
often new, firms, with less cash flow but many promising investment
projects. By making diversification easier, dispersed ownership promotes
the more efficient allocation of risk. The liquidity that deep, vibrant mar-
kets provide both lowers the cost of capital for issuers and increases inves-
tor utility.?* By giving venture capitalists an option to exit start-ups
through the sale of their interests in an IPO, such markets promote inno-
vation.?®> Share prices in such markets also more efficiently impound in-
formation held by diverse persons that is relevant to predicting an issuer’s
future cash flows and in so doing help managers make decisions based on
more accurate cash flow projections.

22. See infra Part IV.

23. See Bernard S. Black, The Legal and Institutional Preconditions for Strong
Securities Markets, 48 UCLA L. Rev. 781, 832-38 (2001) [hereinafter Black, Legal and
Institutional Preconditions] (discussing qualitative advantages of strong securities markets
and collecting studies showing relationship between strong securities markets and
economic growth); Ross Levine, Financial Development and Economic Growth: Views and
Agenda, 35 J. Econ. Lit. 688, 703-20 (1997) (compiling evidence indicating “strong,
positive link between financial development and economic growth”). For empirical
evidence that the direction of causation leads from financial development generally (both
in the form of a banking sector and of stock markets) to economic growth and not the
other way around, see Raghuram G. Rajan & Luigi Zingales, Financial Dependence and
Growth, 88 Am. Econ. Rev. 559, 584 (1998). For further discussion of the advantages of
dispersed ownership, see Erik Berglof & Stijn Claessens, Enforcement and Corporate
Governance 3 (World Bank Policy Research, Working Paper No. 3409, 2004), available at
http://ssrn.com/abstract=625286 (on file with the Columbia Law Review) (finding that
consolidated ownership leads to “entrenchment of the manager and owner, poor
performance of firms, limited risk diversification, liquidity costs as the owner cannot sell its
stake easily, and minority rights expropriation”).

24. See infra Part II.D (arguing that greater disclosure increases liquidity and reduces
cost of capital, leading to more efficient allocation of scarce resources).

25. See Bernard S. Black & Ronald J. Gilson, Venture Capital and the Structure of
Capital Markets: Banks Versus Stock Markets, 47 J. Fin. Econ. 243, 257-64 (1998)
(showing that venture capitalists’ successful exits take place disproportionately through
IPOs).
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Vibrant, deep equity markets and dispersed ownership structures in
turn appear to be possible only with a high level of corporate trans-
parency.2® Transparency has also been heralded as necessary for good
corporate governance more generally.?”

Several countries have implemented, or are considering implement-
ing, laws that would promote civil liability for disclosure violations. In
Canada, where securities regulation is primarily a provincial responsibil-
ity, Ontario, the leading financial province, recently enacted new legisla-
tion making it easier for investors to sue in the event of issuer misstate-
ments.?® Korea has provided for securities class actions for the first
time.2? Sweden, France, Spain, Germany, Norway, and the Netherlands
have each adopted reforms that remove some of the traditional road-
blocks to U.S. style class actions.?® The governments in Ireland and

26. See Coffee, Gatekeepers, supra note 19, at 109 (describing impossibility of
dispersed ownership and separation of ownership from control without reliable, audited
financial statements); Erik Berglof & A. Pajuste, Emerging Owners, Eclipsing Markets:
Corporate Governance in Central and Eastern Europe, in Corporate Governance and
Capital Flows in a Global Economy 267, 267-68 (Peter K. Cornelius & Bruce Kogut eds.,
2003) (explaining how countries with poor transparency were quickly transformed, after
initial privatization auctions created dispersed ownership, to concentrated ownership
economies); Black, Legal and Institutional Preconditions, supra note 23, at 783, 834-35
(collecting empirical studies showing relationship between transparency and depth of
equity markets measured by indicators such as ratio of stock market capitalization to GDP);
John C. Coffee, Privatization and Corporate Governance: The Lessons from Securities
Market Failure, in Corporate Governance Lessons from Transition Economy Reforms 265,
274-81 (Merritt B. Fox & Michael A. Heller eds., 2006) (comparing disappearance of
market trading for most of nearly 1,500 Czech issuers created by privatization in early
1990s with better performance of Polish capital markets and attributing difference in part
to very poor issuer disclosure in Czech Republic versus relatively high quality issuer
disclosure in Poland); Frank B. Cross & Robert A. Prentice, The Economic Value of
Securities Regulation, 28 Cardozo L. Rev. 333, 376-89 (2006) (collecting empirical studies
showing relationship between transparency and depth of equity markets measured by
indicators such as ratio of stock market capitalization to GDP); Hazem Daouk et al., Capital
Market Governance: How Do Security Laws Affect Market Performance? 25 (Feb. 16,
2006) (unpublished manuscript, on file with the Columbia Law Review), available at http://
ssrn.com/abstract=702682 (linking “increased enforcement of insider trading laws,
improved accounting standards . . . and a relaxation of short selling” to market
performance).

27. See, e.g., OECD Principles of Corporate Governance 49-57 (2004), available at
http://www.oecd.org/DATAOECD/32/18/31557724.pdf (on file with the Columbia Law
Review) (detailing importance of transparency in business); Mark J. Roe, Corporate Law’s
Limits, 31 J. Legal Stud. 233, 243-44 (2002) (arguing that corporate law is ineffective
without transparency).

28. Bill 198 to the Ontario Securities Act, which effectively eliminated the need for
plaintiffs to establish reliance or loss causation, became effective on December 31, 2005.
Canada Introduces Securities Disclosure Liability, Can. Int’l Fin. L. Rev., Jan. 1, 2006, at 28,
28; see also Bradley Davis, Bill 198 Will Bring a New Era in Class Action Litigation in 2006,
Law. Wkly., Oct. 14, 2005, at 9.

29. Ryu Jin, Assembly Passes Watered-Down Class Action Bill, Korea Times, Dec. 23,
2003, at 2.

30. See Stefano M. Grace, Strengthening Investor Confidence in Europe: U.S.-Style
Securities Class Actions and the Acquis Communautaire, 15 J. Transnat’l. L. & Pol’y 281,
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Finland are considering such reforms as well.3! And the Parmalat scandal
has led prominent academics to call for such reforms in Italy.?2

In each of these countries, the full efflorescence of U.S.-style securi-
ties class actions is not something that can be expected anytime soon
given, depending on the particular country, some mix of the absence of
contingent fees for plaintiffs lawyers, the existence of a “loser pays” rule
concerning the victor’s legal fees, an “opt in” rather than an “opt out”
structure of class action, and the lack of explicit reference to securities
fraud as being among the claims that can be brought collectively.33 Still,
even these first tentative steps signal a change in atmosphere that sug-
gests an increasing chance that in the future, more issuer disclosure viola-
tions will lead to civil liability. This change in atmosphere gains impor-
tance because it comes against the background of a recent body of
scholarly literature arguing that private damage suits play a special role in
the enforcement of securities disclosure laws.3*

290-300 (2006) (noting effects of different political economies on allowing class action
litigation); Peter Geier, A Wary Europe Moves a Step Closer to Class Actions, Nat’l L.J.,
Dec. 5, 2006, at http://www.law.com/jsp/article.jsp?id=1165244464820# (on file with the
Columbia Law Review) (commenting on change in five years since Europe allowed plaintiffs
to bring increased class action securities suits); Press Release, German Fed. Ministry of
Justice, The German “Capital Markets Model Case Act” (Jan. 12, 2006), available at http://
www.bmj.bund.de/media/archive/1056.pdf (on file with the Columbia Law Review)
(discussing similarities and differences between U.S. and new German class action
systems).

31. Geier, supra note 30.

32. Guido Ferrarini & Paolo Giudici, Financial Scandals and the Role of Private
Enforcement: The Parmalat Case 3 (European Corporate Governance Inst., Law Working
Paper No. 40/2005, 2005), available at http://ssrn.com/abstract=730403 (on file with the
Columbia Law Review) (noting influence of media on quickly formed class action system in
Italian courts after Parmalat).

33. For recent overviews of “collective action” reforms in Europe, see Heather Smith,
Is America Exporting Class Actions to Europe?, Law.com In-House Counsel, Feb. 28, 2006,
available at http://www.law.com/jsp/ihc/PubArticleIHC.jsprid=1141047298349 (on file
with the Columbia Law Review) (documenting first product liability class action court case in
Europe); see also Linklaters, Global Dispute Resolution: Class Action (2008), available at
http://linklaters.com/pdfs/publications/Litigation/Classactions.pdf (on file with the
Columbia Law Review) (describing increasingly stringent U.S. class certification standards
designed to increase viability of similar systems in Europe).

34. See, e.g., Black, Legal and Institutional Preconditions, supra note 23, at 796
(explaining historical success of stock market listing standards requiring corporate
disclosure in increasing dispersed ownership); Rafael La Porta, Florencio Lopez-De-Silanes
& Andrei Shleifer, What Works In Securities Laws?, 61 J. Fin. 1, 19 (2006) (studying
empirical relationship between availability of private enforcement of securities laws and
capital market development); Katharina Pistor, Martin Raiser & Stanislaw Gelfer, Law &
Finance in Transition Economies, 8 Econ. Transition 325, 348 (2000) (noting that effective
laws rather than rapidly changing laws are most likely to influence external financial
situations positively); Jennifer Arlen, Public Versus Private Enforcement of Securities
Fraud 12-19 (2007) (unpublished manuscript, on file with the Columbia Law Review)
(examining best allocation of public and private enforcement authority); Berglof &
Claessens, supra note 23, at 15, 22 (distinguishing effects of private versus public
enforcement mechanisms).
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II. THE SociAL VALUE OF DISCLOSURE AND THE IRRELEVANCE OF
WHETHER AN ISSUER IS OFFERING SECURITIES

What is the social interest in the level of an issuer’s disclosure? Is it
more intense when an issuer is making a public offering of securities? In
the discussion below, I conclude that for an established issuer trading in
an efficient market, society has an equally great interest in the issuer’s
disclosure regardless of whether it is offering securities. Thus, a
mandatory disclosure regime should require the same level of disclosure
under both circumstances, and corporate decisionmakers should have
equally strong incentives to comply. The system of civil liability for viola-
tion of these disclosure rules, as one source of compliance incentives,
should be designed accordingly.

The basis for this conclusion is that the primary social benefit from a
higher level of disclosure by established issuers is not the protection of
investors from unfair prices or risk. Rather, the primary benefits are a
more efficient allocation of resources in the economy as a result of im-
proved corporate governance,®® increased capital market liquidity and
the consequent reduction in the cost of capital, and the reduction in re-
sources used by secondary market investors to gain advantages over each
other in a race to discover information already known by issuers but
unannounced.?® These benefits generally arise equally whether or not
the issuer is offering securities at any given moment.

35. Good corporate governance encourages firm managers to select more accurately
the most promising from among all the proposed investment projects in the economy and
to better operate their existing projects.

36. The importance of economic efficiency as a goal for disclosure regulation has
gained increasing recognition over the last twenty-five years. Professor Coffee, for
example, states: “Th[e] focus on fairness, rather than efficiency, is not surprising because
proponents of a mandatory disclosure system have historically stressed the former over the
latter. Nonetheless, the strongest arguments for a mandatory disclosure system may be
efficiency-based.” John C. Coffee, Jr., Market Failure and the Economic Case for a
Mandatory Disclosure System, 70 Va. L. Rev. 717, 751 (1984) [hereinafter Coffee, Market
Failure]; see also Zohar Goshen & Gideon Parchomovsky, The Essential Role of Securities
Regulation, 55 Duke L.J. 711, 713 (2006) (“[T]he ultimate goal of securities regulation is
to attain efficient financial markets and thereby improve the allocation of resources in the
economy.”); Steven A. Ross, Disclosure Regulation in Financial Markets: Implications of
Modern Finance Theory and Signaling Theory, in Issues in Financial Regulation 177, 191
(Franklin Edwards ed., 1979) (discussing costs of compliance with disclosure
requirements). For other perspectives on the efficiency-enhancing features of securities
disclosure, see Marcel Kahan, Securities Laws and the Social Costs of “Inaccurate” Stock
Prices, 41 Duke L.J. 977, 985, 1006 (1992) (linking disclosure rules to accurate stock
pricing and efficient resource allocation); Paul G. Mahoney, Mandatory Disclosure as a
Solution to Agency Problems, 62 U. Chi. L. Rev. 1047, 1048, 1050 (1995) (arguing that
goal of disclosure should be focused on, and limited to, helping investors uncover
breaches of contractual or fiduciary obligations).

The growing importance of efficiency is also illustrated by the enactment in the
United States of The National Securities Market Improvement Act of 1996, Pub. L. No.
104-290, 110 Stat. 3416 (codified as amended in scattered sections of 15 U.S.C.), which
amended the Securities Act to add section 2(b) providing that:
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A. Disclosure’s Irrelevance to Investor Protection

Disclosure by established issuers trading in major markets is not nec-
essary to protect investors against either unfair prices or risk.3” The mar-
kets in which the shares of such issuers trade are efficient. According to
the efficient market hypothesis, the price of such a share is unbiased—
meaning it is as likely to be below the share’s actual value as above—
whether there is a lot of or very little information publicly available about
the issuer. In other words, greater disclosure is not necessary to protect
investors from buying shares at prices that are, on average, unfair, i.e.,
greater than their actual values. Issuer disclosure may reduce risk—on
average bringing price closer, on one side or the other, to actual value—
but it reduces only unsystematic risk. Simply being diversified can protect
investors from this unsystematic risk much more effectively and at less
social cost than increasing issuer disclosure. The weakness of the investor
protection rationale for mandatory disclosure is important because, as
will be discussed in Part IV, it suggests that the compensatory justification
for awarding damages to investors who suffer secondary market trading
losses as a result of a mandatory disclosure violation is similarly weak.38

B. Disclosure’s Role in Improving Corporate Governance

Disclosure does, however, enhance efficiency by improving corpo-
rate decisions relating to which proposed new investment projects in the
economy are selected for implementation and how already existing
projects are operated.®® The starting point in establishing this proposi-
tion is to note that it is in the best interest of public shareholders that
management make these decisions in a way that maximizes share value,
i.e., maximizes the future expected cash flows for the rest of the life of

Whenever pursuant to this title the Commission is engaged in rulemaking and is

required to consider or determine whether an action is necessary or appropriate

in the public interest, the Commission shall also consider, in addition to the

protection of investors, whether the action will promote efficiency, competition, and

capital formation.
Id. §106(a), 110 Stat. at 3424 (codified as amended at 15 U.S.C. § 77b(b)(2006))
(emphasis added). The 1996 Act made an essentially identical amendment to the
Securities Exchange Act by the addition of section 3(f). See id. § 106(b), 110 Stat. at
3424-25 (codified as amended at 15 U.S.C. § 78c(f)).

37. T have considered the points discussed here in significantly more detail elsewhere.
See Merritt B. Fox, Securities Disclosure in a Globalizing Market: Who Should Regulate
Whom, 95 Mich. L. Rev. 2498, 2532-44 (1997) [hereinafter Fox, Disclosure in a
Globalizing Market] (rejecting fairness as compelling reason for disclosure and examining
risk reduction strategies other than disclosure).

38. See infra Part IV.B.1.

39. For further discussion and empirical evidence of how corporate disclosure and
the resulting increase in share price accuracy lead to the improved allocation of resources
in the real economy, see Merritt B. Fox et al., Law, Share Price Accuracy, and Economic
Performance: The New Evidence, 102 Mich. L. Rev. 331, 338-41 (2003) [hereinafter Fox
et al., Share Price Accuracy] (examining empirical evidence suggesting disclosure can
increase economic efficiency).



254 COLUMBIA LAW REVIEW [Vol. 109:237

the firm, discounted to present value, paid to the holder of the share.
When corporations operate in competitive markets and are properly reg-
ulated to account for externalities, management decisions meeting this
criterion maximize overall social wealth as well. Under these circum-
stances, at the margin, what the corporation pays for its inputs equals the
value of what it takes from society, and the price at which it sells its output
equals the value of what it gives back. Thus decisions that maximize the
difference between the two—the net cash flows generated by the corpora-
tion over its life discounted to present value—maximize the corporation’s
contribution to society. These are the same decisions as the ones that
maximize share value.

The decisions that maximize share value, however, are not necessa-
rily the decisions that maximize the utility of the managers. This is partic-
ularly so in corporations with dispersed ownership, where no one share-
holder has a sufficiently large holding to have the incentives and ability to
monitor management closely. The deviations between the decisions that
maximize managerial utility and the ones that maximize share value are
the “agency costs of management.” The central task of corporate govern-
ance for dispersed ownership corporations—the typical ownership pat-
tern for large U.S. corporations—is to construct for managers a structure
of incentives—carrots and sticks—that cost-effectively minimizes these
agency costs of management.*°

A higher level of disclosure reduces the agency costs of management
by two routes. First, disclosure enhances the effectiveness of the legal
mechanisms for assuring good corporate governance by making the exer-
cise of the shareholder franchise more effective and assisting shareholder
enforcement of management’s fiduciary duties. Second, disclosure en-
hances the effectiveness of the market mechanisms for aligning manage-
rial interests with those of shareholders: the hostile takeover threat and
share price-based management compensation.

In each case, a higher level of reliable issuer disclosure improves cor-
porate governance by getting more information into the hands of the
relevant actors. This increase in information goes beyond the raw con-
tents of the issuer’s disclosures. The content of these disclosures reduces
the costs for analysts, the media, and speculative traders to perform their
respective jobs. It does so both by providing feedstock for further investi-
gation and analysis and by reducing the costs of verification of already
available information. These cost reductions increase the activity level of
each of these groups and hence result in the generation of further new

40. See Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial
Behavior, Agency Costs and Ownership Structure, 3 J. Fin. Econ. 305, 308 (1976) (“The
principal can limit divergences from his interest by establishing appropriate incentives for
the agent and by incurring monitoring costs designed to limit the aberrant activities of the
agent.”). For a discussion of the differences in typical ownership patterns between the
United States and other countries as well as differences in views concerning the goal of
share value maximization, see infra note 96 and accompanying text.
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information.*! In the cases of the media and, to some extent, analysts,
this additional information is made public. The rest of the information
generated by analysts is given confidentially to speculative traders, who
combine it with information they generate themselves, to trade in ways
that move prices. The resulting movement in price is, of course, public,
and constitutes new information in and of itself. Thus, for example, a
sudden drop in an issuer’s share price may signal that analysts or specula-
tive traders have developed information, not publicly disseminated, of
some management failing. They are more likely to develop such informa-
tion with a higher level of reliable issuer disclosure.

1. Legal Mechanisms. — The shareholder franchise and the fiduciary
duties of management are legal mechanisms designed to encourage man-
agers to choose new investment projects and operate existing ones in
ways that maximize share value. Disclosure enhances the effectiveness of
both these mechanisms and does so in a way unrelated to whether the
issuer is offering new securities.

a. Shareholder Franchise. — Disclosure can enhance the effective exer-
cise of the shareholder franchise because a better informed shareholder
is more likely, in an election for directors, to vote for candidates who will
maximize share value. Similarly, such a shareholder is more likely to vote
in favor of the share value-maximizing outcome with respect to all other
matters subject to shareholder vote, such as an amendment to the articles
of incorporation, a merger, or ratification of a transaction in which man-
agement is interested.

Disclosure’s beneficial effects on shareholder voting works primarily
through the information it provides to the larger shareholder, i.e., the
institution or wealthy individual that holds between perhaps a fraction of
one percent and a few percent of the issuer’s outstanding shares. For
most publicly traded corporations that lack a controlling shareholder or
group, shareholders of this kind hold in aggregate sufficiently large por-
tions of the total shares outstanding to play a potentially critical role in
voting.#? Unlike the typical small individual shareholder, the larger

41. For evidence that analyst coverage can reduce the agency costs associated with
dispersed share ownership, which separates ownership from control, see John A. Doukas et
al., Security Analysis, Agency Costs, and Company Characteristics, 56 Fin. Analysts J. 54, 54
(2000).

42. Jay C. Hartzell & Laura T. Starks, Institutional Investors and Executive
Compensation 7 (Sept. 2002) (unpublished manuscript, on file with the Columbia Law
Review), available at http://ssrn.com/abstract=468800 (finding, in sample including all
firms in the S&P 500 Index, the S&P Midcap Index, and the S&P Smallcap Index, average
aggregate institutional holdings to be 53.1% of shares outstanding and average holdings of
top five institutional investors in a firm to be 22% of outstanding shares and 44% of
aggregate institutional holdings); accord Anthony Saunders et al., The Impact of
Institutional Ownership on Corporate Operating Performance 14 (NYU Stern Finance,
Working Paper No. 03-033, 2003), available at http://ssrn.com/abstract=468800 (on file
with the Columbia Law Review) (finding, in sample of firms in the S&P 100, that 59.3% of
shares outstanding were held by institutions and average holdings of top five institutional
investors in a firm is 20.1% of outstanding shares).
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shareholder has a big enough stake to make the kind of information pro-
vided for free by issuer disclosure worth learning. But familiar collective
action problems mean that if this information were not provided for free,
the shareholder would not affirmatively seek to ferret out the information
on its own, at least to the extent that would be socially optimal.*3

The corporate voting franchise has taken on new importance in re-
cent years. Institutional investors have begun to vote in like fashion
against management with respect to certain kinds of corporate govern-
ance issues, in part prompted by information services such as Institutional
Shareholder Services (ISS), which, while creating their own agency
problems, help mitigate the shareholder voting collective action prob-
lem.** Admittedly, the focus of these institutional investors seems to be
toward systemic changes in U.S. corporate governance, where the same
information, relating to the superiority of one corporate governance
practice versus another, is relevant to each institution’s votes with respect
to many different corporations.*® Substantial evidence indicates, how-
ever, that activist hedge funds have been able to target individual firms?¢
and accomplish changes in management, managerial policy, and corpo-
rate governance in ways that appear to be share value enhancing.*” The

43. For a more detailed discussion of these collective action problems, see Merritt B.
Fox, Required Disclosure and Corporate Governance, 62 Law & Contemp. Prob. 113,
116-18 (1999) [hereinafter Fox, Required Disclosure]. Ideally the amount of information
that should be made available to each such larger shareholder would be the amount that a
single owner of the same enterprise would want from an agent who was managing the
enterprise if the enterprise instead had a single owner ownership structure. This is
because there are substantial externalities when this larger shareholder receives
information since it increases the likelihood that the shareholder will exercise its franchise
in a way that will enhance the interests of all shareholders.

44. See Frank P. VanderPloeg, Legal Standards for Adoption of Executive
Compensation Programs and Contracts, in Tax Strategies for Corporate Acquisitions,
Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations & Restructurings 2008,
at 167, 169 (PLI Tax Law & Estate Planning, Course Handbook Series No. 833, 2008).

45. Id.

46. The contrast between institutional investor votes and activist hedge fund votes is
established in Marcel Kahan & Edward B. Rock, Hedge Funds in Corporate Governance
and Corporate Control, at i (Univ. of Pa. Inst. for Law & Econ. Research, Working Paper
No. 06-16, 2006), available at http://ssrn.com/abstract=919881 (on file with the Columbia
Law Review) (“[H]edge fund activism differs from activism by traditional institutions in
several ways: it is directed at significant changes in individual companies (rather than
small, systemic changes), it entails higher costs, and it is strategic and ex ante (rather than
intermittent and ex post).”). But see Lucian Bebchuk, The Myth of the Shareholder
Franchise, 93 Va. L. Rev. 675, 676 (2007) (arguing that shareholders generally have little
influence through their franchise).

47. William W. Bratton, Hedge Funds and Governance Targets 11 (European
Corporate Governance Inst., Working Paper No. 80/2007, 2007), available at http://ssrn.
com/abstract=928689 (on file with the Columbia Law Review) (describing hedge funds’
high record of success in using proxy system to achieve corporate change); Alon Brav et al.,
Hedge Fund Activism, Corporate Performance, and Firm Performance 1 (Sept. 22, 2006)
(unpublished manuscript, on file with the Columbia Law Review), available at http://www.
fdic.gov/bank/analytical/cfr/2006/oct/hedge_fund.pdf (concluding that activists are at
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more firm-specific information these funds have, the more effective they
can be. This firm-specific information is the kind of information that
comes from greater issuer disclosure.

More generally, recent years have seen a substantial movement seek-
ing to enlarge the shareholder role in selecting directors. This has taken
a variety of forms: the SEC’s intermittent consideration of rules to per-
mit, under certain circumstances, shareholder use of the company proxy
to nominate directors;*® corporations on their own adopting require-
ments that directors can be elected only upon the vote of an absolute
majority of their shareholders;*® and reforms to permit internet proxy
voting.50

least partially successful at achieving corporate change two-thirds of the time and that
there are statistically significant abnormal returns in the range of five to seven percent
around time of announcement that hedge fund has become active with respect to
particular issuer).

48. The SEC, by twice putting out for comment proposals to provide shareholder
access to the company proxy under certain defined circumstances, flirted with increasing
the shareholder role in the selection of directors of public companies. See Shareholder
Proposals, Exchange Act Release No. 56,160, Investment Company Act Release No. 27,913,
72 Fed. Reg. 43,466, 43,469 (proposed Aug. 3, 2007) (to be codified at 17 C.F.R. pt. 240);
Security Holder Director Nominations, Exchange Act Release No. 48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,785 (proposed Oct. 23, 2003) (to
be codified at 17 C.F.R. pts. 240, 249 & 274). Ultimately, however, it decided to maintain
the Rule 14a-8(i) (8) exclusion of election-related shareholder proposals from company
proxy materials and to amend the rule to clarify that it excludes not just proposals for a
specific person to be nominated or elected director, but also proposals relating to the
procedures for nomination and election. Shareholder Proposals Relating to the Election
of Directors, Exchange Act Release No. 56,914, Investment Company Act Release No.
28,075, 72 Fed. Reg. 70,450, 70,453 (Dec. 11, 2007) (codified at 17 C.F.R. pt. 240.14a-
8(1)(8)) (2008).

49. Notwithstanding the retrenchment at the SEC, increasingly corporations have
adopted on their own a majority voting standard for director elections. See AT&T Inc.:
Majority Voting Standard Is Adopted for Some Elections, Wall St. J., Nov. 21, 2006, at A1l
(announcing amendment to AT&T bylaws to adopt majority voting standard for director
nominees in uncontested elections); Neal E. Brunette & John D. Stoll, GM Board Declines
to Discuss Meeting on Alliance, Turnaround, Wall St. J., Oct. 4, 2006, at A2 (noting that
GM’s board amended company bylaws “to allow majority voting in the election of
directors”); Jared A. Favole, Delaware Lets Firms Enact Rule on Majority Vote, Wall St. J.
Online, Oct. 4, 2006, available at LexisNexis, WSJNL file (citing Clorox, Co., Agilent
Technologies Inc., Martek Biosciences Corp., and Wal-Mart Stores Inc. as recent examples
of Delaware-incorporated companies “to enact majority-vote standards with teeth”);
McDonald’s Corp.: Bylaws Are Amended to Address Uncontested Director Elections, Wall
St. J., Nov. 15, 2006, at B12 (noting that McDonald’s Corp. amended bylaws to adopt
majority voting standard for directors in uncontested elections); Kara Scannell, SEC Proxy
Plan May Spur Debate—Agency Takes up Issues of Shareholders’ Access, Directors’
Accountability, Wall St. J., July 25, 2007, at A3 (announcing SEC vote on whether to allow
shareholders to amend election-related bylaws).

50. See Internet Availability of Proxy Materials, Exchange Act Release No. 52,926,
Investment Company Act Release No. 74,598, 80 Fed. Reg. 74,598, 74,598 (proposed Dec.
15, 2005) (to be codified at 17 C.FR. pts. 240, 249 & 274) (“We are proposing
amendments to the proxy rules . . . to furnish proxy materials to shareholders by posting
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b. Fiduciary Duties. — A high disclosure regime enhances the effec-
tive enforcement of management’s fiduciary duties because managers are
not otherwise likely to provide information voluntarily about their
breaches of fiduciary duty.! A rule requiring the issuer to report all ma-
terial transactions it enters into in which managers or directors have an
interest provides an example of how mandatory disclosure can help.
Once the existence of such a conflict of interest transaction is known,
shareholders can force management to meet its burden of establishing
the validity of the transaction. To do this, management must show either
that appropriate procedures have been followed in the transaction’s au-
thorization to remove the taint of the conflict or, alternatively, that the
terms of the transaction are fair to the issuer. Without shareholders
knowing such a transaction exists, this fiduciary breach-reducing burden
placed on management by corporate law is meaningless.5?

Arguably, a manager willing to engage in a transaction that is unfair
to the corporation would also be willing to violate disclosure rules in or-
der to cover up the transaction, in which case disclosure regulations
would have no deterrent effect. This argument, however, ignores that
the transaction itself, or its effects, may ultimately become visible, at
which time it may be easier, from a factfinding perspective, for a court to
conclude that there has been a disclosure violation than that unfairness
has occurred. More important, the habit of engaging in a wide range of
required disclosures may make it harder for a manager to rationalize
breaking the disclosure regulations than to rationalize entering into a
questionable transaction that the manager persuades himself is good for
the corporation as well as himself. This is especially so because disclosure
regulation tends to bring with it the involvement of gatekeepers, such as
accountants and lawyers.?3

2. Market Mechanisms. — A high level of disclosure also reduces the
agency costs of management through its beneficial effects on two market

them on an Internet Web site and providing shareholders with notice of the availability of
proxy materials.”).

51. See Mahoney, supra note 36, at 1089-95 (conducting efficiency analysis of
mandatory disclosure regime).

52. For a more detailed discussion of these points, see Fox, Required Disclosure,
supra note 43, at 118-20 (“Absent required disclosure, managers are not inclined to
provide information that might suggest the existence of a breach of fiduciary duty.
Without that information, it is often impossible for shareholders to know about the
potential breach.”); see also Roe, supra note 27, at 269-71 (discussing value of corporate
law in “protecting distant shareholders”).

53. Corporate managers and directors also, of course, have a duty of care. Because of
the business judgment rule, however, successful legal action against breaches of this duty
are extremely rare. See Lyman Johnson, Rethinking Judicial Review of Director Care, 24
Del. J. Corp. L. 787, 801 (1999) (noting rarity of adjudicated breaches of duty of care).
Disclosure, however, does enhance the functioning of substitute deterrents to duty of care
violations: the shareholder franchise discussed here and market mechanisms for reducing
managerial agency costs—the takeover threat and share price-based compensation—
discussed immediately below. See Goshen & Parchomovsky, supra note 36, at 741-42.
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mechanisms that help align managerial interests with those of sharehold-
ers: the hostile takeover threat and share price-based management
compensation.

a. The Market for Corporate Control. — More information, with the re-
sulting increase in price accuracy, improves the control market’s effec-
tiveness in limiting the agency costs of management. A potential acquirer
who believes that a target is mismanaged must determine whether it is
worthwhile to pay the costs necessary to acquire the target. To make this
determination, the potential acquirer must assess what the target would
be worth in its hands. This assessment is inherently risky. Greater disclo-
sure, however, reduces this risk. Because the potential acquirer’s man-
agement is risk averse, this reduction in the riskiness of its assessment
means that a smaller apparent deviation between incumbent manage-
ment decisionmaking and the decisions that would maximize share value
is needed to impel the potential acquirer into action.5*

With greater disclosure, incumbent managers will therefore be less
tempted to operate existing projects in ways that sacrifice profits to satisty
their personal aims, to implement negative net present value (NPV)
projects in order to maintain or enlarge their empires, or to hold onto
assets that would be more valuable in the hands of another firm. And
those who nevertheless do these things are more likely to be replaced.
Disclosure performs this helpful role regardless of whether the issuer is
offering new securities.

b. Share Price-Based Managerial Compensation. — Greater disclosure
can likewise reduce the agency costs of management by increasing the
use of share price-based managerial compensation. The problem for
managers with share price-based compensation, compared with straight
salary with the same expected value, is the undiversifiable, unsystematic
risk it imposes on the manager. More disclosure makes share prices more
accurate, which reduces this unsystematic risk. As a result, a manager,
when offered a total compensation package with a given expected value,
will be willing to take a larger portion of it in share price-based form if
the issuer is operating under a high disclosure regime.5%

54. See, e.g., Merritt B. Fox, Finance and Industrial Performance in a Dynamic
Economy: Theory, Practice, and Policy 84-91 (1987) [hereinafter Fox, Finance and
Industrial Performance] (analyzing managerial decisionmaking based on return/risk
ratio); Fox, Disclosure in a Globalizing Market, supra note 37, at 2546—48 (“[FJear of a
takeover will motivate incumbent management to make decisions more in accord with the
best interests of shareholders than it might otherwise make.”); Aaron S. Edlin & Joseph E.
Stiglitz, Discouraging Rivals: Managerial Rent-Seeking and Economic Inefficiencies 1302
(Nat’l Bureau of Econ. Research, Working Paper No. W4145, 1997), available at http://
ssrn.com/abstract=227981 (on file with the Columbia Law Review) (“[M]anagerial rent-
seeking affects not only the level of investment, but also the form.”).

55. Empirical evidence demonstrates that a reduction in the riskiness of an issuer’s
stock will increase the proportion of stock-based compensation that a manager is willing to
accept. See Clifford G. Holderness, Randall S. Kroszner & Dennis P. Sheehan, Were the
Good Old Days That Good? Changes in Managerial Stock Ownership Since the Great
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With a larger portion of compensation in share price-based form, as
with a more effective market for corporate control, incumbent managers
will have greater incentives not to operate existing projects in ways that
sacrifice profits to satisfy their personal aims and not to implement nega-
tive NPV projects in order to maintain or enlarge their empires.

The scandals of the early 2000s, which mostly arose out of a manage-
ment desire to report higher than actual earnings in order to maintain or
increase share price,5® arguably illustrate that share price compensation
is more effective at promoting disclosure violations than good manage-
ment. There are two responses. First, these problems arose largely from
the design of the compensation packages, which had insufficient empha-
sis on longer-run share performance.’” Long-run share performance is
much harder to manipulate through earnings management.>® Second,
the scandals simply point out the importance of having effective enforce-
ment of disclosure rules, without which share price-based compensation’s
high-powered incentives for genuinely good corporate performance will
not work.

C. Disclosure’s Potentially More Direct Effect on Project Choice

Disclosure-induced increased share price accuracy for established
firms may also more directly improve the selection of proposed new in-
vestment projects in the economy, though the importance of this more
direct route is debatable. Strict, classical corporate finance theory sug-
gests that share price accuracy’s effect on project choice occurs only as a
result of its impact on the quality of corporate governance, through its
enhancement of the various mechanisms discussed above that prompt
managers to maximize share value. The classical theory posits that when
an established issuer with sufficient internal funds considers a proposed
investment project, the terms at which outside funds can be obtained
should not influence the decision of a share value-maximizing manage-
ment as to whether to implement the project. A more nuanced, institu-
tionally oriented view, however, suggests that share price will affect an
issuer’s decision whether to undertake a proposed investment project.
Under this second view, however, share price will usually have this effect
regardless of the source of the funds tapped to implement the project,

Depression, 54 J. Fin. 435, 437 (1999) (“[R]eduction in costs and increase in benefits of
managerial ownership provide an explanation for the increase in managerial
ownership . . ..”).

56. Coffee, Gatekeepers, supra note 19, at 55-56, 62—64.

57. 1d. at 55.

58. The most common ways of inflating current earnings are to recognize revenues
prematurely, to postpone recognition of expenses, and to capitalize expenditures that will
not in fact contribute to future profitability and hence are properly categorized as
expenses. Each of these acts will reduce earnings in the future and therefore have a
depressing effect on future share price. Thus it is harder for managers to manipulate
earnings to increase their personal rewards if the share price-based compensation plan
emphasizes the longer run and hence captures this later depression in price.
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whether it be publicly offered equity, privately placed securities, bank
loans, or internally generated funds.

Whichever view is correct, the important point to grasp from the dis-
cussion below is that disclosure by an established, publicly traded issuer is
not significantly more socially important when the issuer is offering new
securities to the market than it is at other times. Either share price has
no effect on the decision whether to invest, even when shares are offered,
or share price does affect the investment decision, but does so regardless
of whether a share offering is the source of finance.

1. Classical Finance Theory. — Classical finance theory’s conclusion
that an issuer’s share price should not affect its project choice decisions
reflects the basic Modigliani and Miller tenet that investment and financ-
ing decisions should be separate.’® The share value-maximizing rule for
real investment decisions is that the issuer should not undertake a pro-
posed investment project unless the project has a positive or zero NPV,
i.e., that the expected future net revenues from the project discounted to
present value exceed or equal the project’s cost.? The discount rate is
determined by the market price of alternative expected cash flows availa-
ble for purchase in the market that have comparable amounts of undiver-
sifiable risk.6! Thus the two factors needed to make the NPV determina-
tion—the expected net revenues from the project and the discount
rate—are both independent of the issuer’s current share price. Only
projects with positive NPVs allow the firm to earn a higher risk-adjusted
expected return on the amount needed to fund the project than inves-
tors can receive by investing these same funds in the market. Thus only
positive NPV projects add to the value of holding a share.52

The share value-maximizing rule for finance is that the issuer should
raise external funds if and only if the funds received are greater than the
discounted present value of the expected future cash flows that must be
paid out in return. In the case of external equity finance, the funds re-
ceived are the share price (less the transaction costs of the offering), and
the future cash flows that must be paid out are expected dividends and
other shareholder distributions on the newly issued shares for the rest of
the issuer’s life.53 Thus, for a manager seeking to maximize the value of
her firm’s currently outstanding shares, share price is important to the
finance decision concerning whether to raise funds by issuing new shares,
but not to the real investment decision of whether to implement any par-

59. See Merton H. Miller & Franco Modigliani, Dividend Policy, Growth, and the
Valuation of Shares, 34 J. Bus. 411, 413-14 (1961) (“Having established that [a firm’s
current market value] is unaffected by the current dividend decision it is easy to go on to
show that [it] must also be unaffected by any future dividend decisions as well.”).

60. Brealey, Myers & Allen, supra note 9, at 17.

61. Id. at 215-17.

62. By the same logic, implementing projects with a zero NPV has no effect on share
value and implementing negative NPV projects decreases share value.

63. See, e.g., Daniel R. Fischel, The Law and Economics of Dividend Policy, 67 Va. L.
Rev. 699, 701-02 (1981) (describing “irrelevance” of dividend policy on share value).
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ticular project.®* Only the investment decision affects the allocation of
real resources in the economy and hence its capacity to enhance social
welfare through the provision of goods and services for consumption.

2. Institutional Finance Theory. — There is nevertheless a significant
chance that share price will affect a firm’s real investment decision
whether to undertake a proposed investment project. This is obvious
when the firm does not have sufficient internal funds to finance the pro-
ject and share price is inaccurately low. Under these circumstances, if a
public offering of equity would, at the accurate price, represent the least
cost method of external finance, implementing the project may not be
share value-maximizing even if the project has a positive NPV. This is
because funding the project by a share offering at an inaccurately low
price may, due to the dilution resulting from the higher number of
shares that must be issued to raise a given amount of funds, depress share
value more than the adoption of a positive NPV project would increase
share value. If, for example, because of the agency costs of debt, alterna-
tive forms of external finance are sufficiently more costly than equity fi-
nance would be if the share price were accurate, then these alternative
forms of external finance would also not be used. Hence, because the
share price is inaccurately low, the project would not be undertaken even
though it is socially desirable.

If share price is inaccurately high, a firm that has only a negative
NPV project idea may both engage in a sale of new equity, as classical
finance theory would suggest it should, and also, contrary to classical the-
ory, implement the project. Raising the funds through a new equity sale
followed immediately by a distribution of the proceeds might be awk-
ward.%5 Using the cash to implement the project instead, even though
doing so is not share value-maximizing, would avoid this awkwardness
and at the same time satisfy the managerial preference for larger firm
size. Thus an inaccurately high share price may lead to the implementa-
tion of socially undesirable projects.

The institutional finance theory account so far might appear to sug-
gest that share price accuracy, and hence disclosure, matters more when
an issuer is considering a public offering of shares. But there is more to
the story. Even where the firm has sufficient internal funds or a public

64. The importance of these rationales for separating the finance and investment
decisions emerges in the case of a firm that has overpriced shares, but has only a negative
NPV investment project under consideration, i.e., the expected rate of return on the
project is below what shareholders could earn if they received an amount of dividends
equal to the cost of the project and reinvested this amount in the market in securities with
risk comparable to that of the project. Separating the finance from the investment
decisions suggests that the firm should sell additional shares but should not invest the
proceeds in the project. The proceeds should instead be paid out to the shareholders as
additional dividends. Id.

65. Such a distribution would signal that the issuer sold its immediately preceding
new issue of shares simply because it believed they were overpriced in the market. This
signal might complicate shareholder relations and future sales of equity.
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equity offering is not the least-cost method, share price may affect
whether the project is implemented. On the supply side, share price can
affect the cost of financing a project by influencing the terms demanded
by the intermediaries constituting the other available external sources of
funds.’¢ On the demand side, for several reasons, an inaccurate share
price can affect management’s willingness to use funds to implement a
new project, whatever their source.

The first demand-side effect of an inaccurate share price is that it can
affect management’s willingness to use debt financing because of the
prospect that the firm will subsequently want to counterbalance any new
debt with new equity financing in order to maintain a perceived optimal
debt/equity ratio. If share price is inaccurately low, managers may be
unwilling to take on additional debt to finance a positive NPV project
because of the prospect that the counterbalancing equity financing may,
through dilution, become too costly to current shareholders.5” A second
demand-side effect of an inaccurate share price relates to its distorting
effect on the determination by firm management of the appropriate dis-
count rate with which to calculate the future expected cash flows from a
proposed project. This determination should, in theory, use only the
pricing of securities in the market representing alternative cash flows that

66. See Homer Kripke, The SEC and Corporate Disclosure: Regulation in Search of a
Purpose 123 (1979) (discussing importance of “market price of shares” for “the company’s
borrowing power, the interest rate it pays on its borrowings, and the value of its ‘paper’ in
mergers and acquisitions”).

67. Brealey, Myers & Allen, supra note 9, at 488-90. In the situation where top
management is reasonably confident that the share price is too low because it has
information that has not been credibly disclosed to the market, there may be a corrective
to this distorting effect of an inaccurate share price. Normally such a deviation between
share price and management’s perception of share value will disappear fairly soon, before
the equity offering to rebalance the debt/equity ratio would need to occur. This corrective
is less likely to be at work, however, in the case of an issuer that does not disclose at a high
level because it is not subject to rigorous mandatory disclosure regulations and does not
otherwise have a policy of providing high disclosure. Two factors make the manager of
such an issuer less likely to perceive the inaccuracy in share price. First, the manager
receives a smaller flow of information in the first place. The exercise of gathering and
presenting information for SEC filings is consciousness-raising. Thus, less of the negative
or positive information that exists somewhere within the firm (perhaps in some kind of
disaggregated form) makes its way into top management’s awareness because top
management is not forced to answer the questions that would be asked as part of a high
disclosure regime. See Fox, Required Disclosure, supra note 43, at 123-25 (discussing role
of disclosure requirements in raising managerial consciousness); Louis Lowenstein,
Financial Transparency and Corporate Governance: You Manage What You Measure, 96
Colum. L. Rev. 1335, 1342 (1996) (describing benefits of disclosure requirements).

Second, managers do not have a monopoly of wisdom on the implications of a
particular piece of information within their possession for their firm’s future cash flows.
When disclosed, the impact of the piece on price reflects the combination of the piece
itself combined with the expertise and other information held by myriad persons in the
market who analyze the piece’s implications. When less information is disclosed, part of
the reason that the price is less accurate relates to these factors that are outside the
understanding of managers and hence of which they are not aware.
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have an amount of undiversifiable risk comparable to that of the pro-
posed project. Because companies with similar existing projects often
have many other different kinds of projects as well, however, identifying
which securities are claims on cash flows that in fact come close to having
unsystematic risk comparable to that of the proposed project is inexact at
best. And even if firms with such securities can be properly identified,
determining what their prices say about the appropriate discount rate is
difficult because it requires assessing, and separating out, the market’s
assumptions about the expected rates of growth in the other firms’ cash
flows implicit in their share prices. As a result of these difficulties, man-
agers, in their determination of the discount rate to use to determine the
NPV of a proposed project, may be influenced by the discount rate im-
plied by the price earnings ratio of their own firm. To the extent that
they do this, an inverse relationship develops between the discount rate
they use to calculate the project’s NPV and the issuer’s share price. This
leads to more projects appearing to have positive NPV than is actually the
case when share price is inaccurately high and the opposite when it is
inaccurately low.®®

Finally, because of concern with public perceptions, low share price
can more generally constrain the use of both external and internal
funds.%® This constraint arises because a low share price can trigger inves-
tor attention. Since a primary investor concern is that firms retain too
much cash flow that they invest in negative NPV projects,’® a low share
price may put management on the defensive even when in fact it has
positive NPV project proposals available for implementation.

D. Disclosure’s Role in Increasing Secondary Market Liquidity

Theory and empirical evidence both suggest that greater disclosure
increases liquidity and reduces a firm’s cost of capital. To the extent that
liquidity can be increased cost effectively, scarce resources in our econ-
omy will be allocated more efficiently.

1. The Theoretical Link Between Disclosure and Lfficiency. — More disclo-
sure reduces illiquidity in the secondary market for an issuer’s shares.
Insiders and their tippees can make supranormal profits by engaging in
trades based on nonpublic information. Market makers and specialists,
who ordinarily do not know the identity of the person placing a buy or
sell order, cover the expected costs of being on the other side of such
trades through their “bid/ask” spread, i.e., the extent to which the price
at which they accept buyer orders exceeds the price at which they accept

68. Again, if management knows that the share price is too high or too low because of
information it possesses, the inaccurate price may not have this effect. But the managers of
lower disclosure issuers are likely to be less aware of price inaccuracies. See supra note 67.

69. See Fox, Finance and Industrial Performance, supra note 54, at 282-87 (noting
that “a company with a good image will have a good chance of making a success out of a
new investment” and describing factors that contribute to image).

70. See infra notes 87-89 and accompanying text.
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seller orders.”! The bigger the spread, the less liquid the issuer’s shares,
and the less valuable they are to hold. When an issuer offers shares in the
primary market, the larger investors anticipate this spread will be in the
future, the lower the price at which the issuer can sell the shares and
hence the higher the issuer’s cost of capital.”?> By reducing the amount of
nonpublic information and hence the opportunities for insiders and tip-
pees to engage in such trades, ongoing periodic disclosure should there-
fore reduce bid/ask spreads, increase liquidity, and, consequently, re-
duce the cost of capital.”?

2. Empirical Evidence that Disclosure Increases Liquidity. — Empirical
support for the proposition that disclosure increases liquidity and
reduces the cost of capital comes from recent work by Hail and Leuz
concerning the effect on a foreign firm’s cost of capital when it cross-lists
on the NYSE or NASDAQ), which subjects the firm to the U.S. Exchange
Act disclosure regime.”* Because the United States has stricter, more ef-
fective disclosure rules than other countries, such a cross-listing requires
the firm to provide a higher level of disclosure than before.”> Foreign
issuers experience a price jump when undertaking such cross-listings.

71. Larry Harris, Trading & Exchanges: Market Microstructure for Practitioners
287-88, 299-302 (2003) (describing “bid/ask” spreads); Lawrence R. Glosten & Paul R.
Milgrom, Bid, Ask and Transaction Prices in a Specialist Market with Heterogeneously
Informed Traders, 14 J. Fin. Econ. 71, 72 (1985) (same).

72. The cost of capital is larger because the prospect of a larger bid/ask spread results
in the same issuer’s expected future cash flow being discounted to present value at a
higher discount rate.

73. For models working out these points more rigorously, see Robert E. Verrecchia,
Essays on Disclosure, 32 J. Acct. & Econ. 97, 164-72 (2001) (finding that disclosure
reduces information asymmetries and lowers cost of capital); David Easley & Maureen
O’Hara, Information and the Cost of Capital 32-33 (Nov. 2001) (unpublished manuscript,
on file with the Columbia Law Review), available at http://ssrn.com/abstract=300715
(same).

74. See Luzi Hail & Christian Leuz, Cost of Capital Effects and Changes in Growth
Expectations Around U.S. Cross Listings 40 (European Corporate Governance Inst., Fin
Research Paper No. 46,/2004, 2008), available at http://ssrn.com/abstract=938230 (on file
with the Columbia Law Review) [hereinafter Hail & Leuz, U.S. Cross Listings]; see also Luzi
Hail & Christian Leuz, International Differences in the Cost of Equity Capital: Do Legal
Institutions and Securities Regulation Matter?, 44 J. Acct. Res. 485, 524 (2006) (finding,
from cross-country comparison, inverse relationship between effectiveness of securities
regimes and cost of capital). For other empirical studies showing that greater disclosure
leads to increased liquidity and a lower cost of capital, see Christine A. Botosan, Disclosure
Level and the Cost of Equity Capital, 72 Acct. Rev. 323, 325 (1997) (presenting empirical
findings that for firms that attract low analyst following, greater disclosure is associated
with lower cost of equity capital); Christian Leuz & Robert E. Verrecchia, The Economic
Consequences of Increased Disclosure, 38 J. Acct. Res. 91, 113 (Supp. 2000) (presenting
empirical findings, from study of German firms, that increased disclosure leads to lower
cost of capital); Michael Welker, Disclosure Policy, Information Asymmetry, and Liquidity
in Equity Markets, 11 Contemp. Acct. Res. 801, 801 (1995) (presenting empirical findings
“that a well-regarded disclosure policy reduces information asymmetry and hence increases
liquidity in equity markets”).

75. Hail & Leuz, U.S. Cross Listings, supra note 74, at 1.
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Hail and Leuz decompose this price jump in order to isolate the effect of
the crosslisting on the market’s expectations of the firm’s future cash
flows from any effect on the rate at which the market discounts these cash
flows, i.e., from any effect on the firm’s cost of capital.”¢ The market’s
anticipation of greater ongoing disclosure following the cross-listing can
increase its expectations of the firm’s future cash flows for two reasons.
One is signaling: The firm’s willingness to submit its claims of a bright
future to greater scrutiny can increase the outside market’s perception of
the level of the firm’s future cash flow even assuming no change in the
future behavior of the firm and hence no change in actual cash flows.
The other reason is bonding: Greater scrutiny will change firm behavior
in ways that will increase actual future cash flows.”” While a substantial
portion of the price jump following a U.S. cross-listing can be explained
by the change in expectations caused by signaling and bonding, there
remains a significant residual that can best be explained by the cross-
listing having reduced the rate at which future expected cash flows are
discounted and hence the firm’s cost of capital decreases. Hail and Leuz
attribute this lower cost of capital to the increase in the expected level of
disclosure that accompanies a U.S. cross-listing.”® They find no compara-
ble results for a foreign firm’s over-the-counter (OTC) cross-listing in the
United States (the so-called “pink sheets” market), or for a Rule 144A
offering (under which unregistered shares of foreign issuers can be
traded in the United States among large institutional investors”®), neither
of which triggers the need to comply with the U.S. periodic disclosure
requirements.8°

3. Efficiency Effects of Higher Liquidity. — Equity markets involve the
purchase and sale of future dollars. The sellers in primary equity markets
are issuers or entrepreneurs. The shares they sell are claims on future
dollars in the form of expected future dividend streams. In return, these
issuers and entrepreneurs receive current dollars that they invest in real
investment projects. In contrast, the sellers in secondary equity markets
are shareholders who wish to obtain current dollars by giving up already
outstanding shares, i.e., previously issued claims to an issuer’s future divi-
dend streams. A secondary market seller of shares gives up these claims
on future dollars to obtain current dollars for one of three reasons: to
consume more than her current income, to readjust her financial portfo-
lio for risk-related reasons, or to speculate that the share price will fall in
the future (relative to a future price that reflects the market expected

76. Id. at 2 (explaining model that analyzes “ex-ante estimates of firms’ cost of equity
capital implied by market prices and analyst forecasts” in order to isolate issue of cash
flow).

77. 1d. at 7-8 (explaining effects of bonding on companies under increased U.S.
disclosure requirements and threats of SEC enforcement and shareholder suits).

78. Id. at 1.

79. See 17 C.F.R. § 230.144A (2008).

80. See Hail & Leuz, supra note 74, at 40.
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rate of return for cash flows with the share’s same level of systematic risk).
The buyers of the shares purchased in both the primary and secondary
markets are the counterparts of the sellers in the secondary market. They
give up current dollars to obtain claims on future dollars for one of three
reasons: to have a place to store the savings generated by their current
consumption being less than their current income, to readjust their fi-
nancial portfolios, or to speculate that the share price will rise in the fu-
ture (again relative to a future price that reflects the expected market
return). Whichever reason motivates a potential buyer, if she anticipates
a low level of liquidity in the secondary market at whatever time she
might wish to sell in the future, the share she is considering purchasing is
worth less to her. Her anticipation of a high bid/ask spread at the time
that she sells means that she anticipates a lower sale price. As a result, she
will not be willing to pay as much to purchase the shares today.

The depressing effect on the price of shares offered today in the
primary market from the anticipation of a low level of liquidity in the
future secondary market creates inefficiency in the economy to the extent
that the level of expected liquidity could be cost effectively increased. In
welfare economics terms, the anticipated illiquidity results in a “wedge”
between the value of what the savers—purchasers of future dollars—ex-
pect to receive and what the entrepreneurs or issuers—suppliers of future
dollars in the form of future dividend streams—expect to give up.8! The
same level of expected future dividend stream is worth less to savers today
if liquidity in the future is expected to be low than if it is expected to be
high. As a result, resources are allocated less efficiently.82

At the margin, with a given supply of investment opportunities, a
reduction in expected future secondary market illiquidity makes each ex-
pected future dollar of expected dividend stream more valuable and sell
for a higher price today and hence lowers the cost of capital. In longer-
run equilibrium, such a reduction in expected illiquidity will likely both
stimulate entrepreneurial activity, drawing out more investment opportu-
nities since they can be sold for more, and increase the amount of savings
supplied, since an expected dollar of dividend will be more valuable. The
important point is that these liquidity-based efficiency benefits of disclo-
sure are no greater at the particular moment that an issuer is offering
shares than they are at any other moment, because they relate to the
expectation of the level of liquidity in the future secondary market for the
shares involved.

81. See William J. Baumol, Economic Theory and Operations Analysis 517 (4th ed.
1977) (describing market imperfections from welfare economics perspective).

82. See Harris, supra note 71, at 214-15 (describing public benefits of liquid
markets). More liquidity also lowers the transaction costs associated with speculative
trading based on acquiring a variety of bits of publicly available information and analyzing
them to make more accurate predictions of an issuer’s cash flows. It therefore stimulates
such activity, and in the process increases share price accuracy. I