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I. Introduction
Frequently, fi nancial and economic regulation is cre-
ated or increased in response to a crisis.  Th e Securities 
Act of 1933, our nation’s fi rst federal securities law, 
was enacted (along with other New Deal legislation) 
in response to the stock market crash of 1929, when 
the country was in the throes of the Great Depres-
sion.  One year later, with the passage of the Securi-
ties Exchange Act of 1934, the Securities Exchange 
Commission (SEC) was created to monitor and 
regulate the securities industry.  World War II also 
caused much economic regulation.  Th e energy crisis 
of the early 1970s caused such a sharp infl ationary 
spiral that the Federal Reserve had to take measures 
and Congress passed legislation to help manage the 
economy through one of the most signifi cant periods 
of stress since the Great Depression.  In 2002, in 
response to major corporate and accounting scandals 
such as Enron and WorldCom, Congress enacted 
the Sarbanes-Oxley Act, establishing more stringent 
fi nancial accounting and reporting standards for pub-
licly-held companies.  And in response to the bursting 
of the internet bubble in 2001, the SEC and other 
regulatory bodies commenced a number of investiga-
tions and some criminal prosecutions. 

In the midst of the current fi nancial downturn, there 
have been a number of investigations and actions 
already commenced by various regulatory bodies.  
Moreover, initiatives are being discussed that call 
for greatly increased oversight and regulation of the 
fi nancial industry.  Th e debate over what kind of re-
form is necessary, and how to go about achieving it, 
however, is only in the beginning stages.  What seems 
clear is that regulators are very active and it is also 
likely that there will be change in the current regula-
tory framework — change that may have widespread 
impact on the way in which fi nancial institutions are 
regulated.

Th is article will provide (1) a discussion of some of the 
key regulatory investigations/actions stemming from 
the current economic downturn; and (2) a summary 
of some of the current proposals to restructure the 
fi nancial regulatory framework.

II. Select Current Regulatory Enforcement
 And Criminal Actions
As we have seen markets freeze up and/or deteriorate 
during the current fi nancial crisis, regulatory activity 
has picked up considerably, with regulators — civil 
and criminal — investigating market disruption.  
Th ese investigations cover a number of areas.  For 
illustrative purposes, we discuss some of those in-
vestigations below.  In addition to those discussed 
below, there are a number of other investigations 
and governmental reviews taking place (i.e., inves-
tigations into the practices of rating agencies and 
investigations into the way certain institutions valued 
securities).  
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 A. Subprime Lender Investigations:  
   New Century
Th e fi rst wave of subprime lending investigations 
began at least as early as in the spring of 2007 when 
the U.S. Attorney’s Offi  ce for the Central District 
of California and the SEC began investigations 
into the securities trading and alleged “accounting 
errors regarding allowances for repurchase losses” 
of major subprime lender, New Century Financial 
(“New Century”).1  Several of New Century’s ex-
ecutives are also being investigated by the Depart-
ment of Justice (DOJ).  A report commissioned by 
the DOJ, however, concluded that “investigators 
did not fi nd suffi  cient evidence to conclude that 
New Century engaged in earnings management 
or manipulation, although its accounting irregu-
larities almost always resulted in increased earn-
ings.”2  In this regard, the SEC is reviewing whether 
KPMG, New Century’s fi nancial auditor, inten-
tionally ignored certain red fl ags in New Century’s 
accounting processes.3  

Th e 2007 investigations of New Century by the DOJ 
and SEC presaged the joint DOJ-FBI “Operation 
Malicious Mortgage,” in which over 400 arrests relat-
ing to mortgage fraud have been made.4

 B. Bear Stearns Investigation — 
   New Arrests
In the days leading up to JP Morgan’s acquisition of 
Bear Stearns, the SEC’s Division of Enforcement sent 
a letter to JP Morgan in which it explained the poten-
tial for investigation and future inquiry into certain 
conduct of, and statements made by, Bear Stearns 
immediately preceding its public announcement of 
the emergency acquisition.5  Th e SEC’s Division of 
Corporate Finance also wrote a letter to JP Morgan in 
which it addressed “sales by client accounts managed 
by JP Morgan and Bear Stearns of the other fi rm’s 
securities, in view of the control relationship created 
by the merger agreement.”6 

On a related note, on June 19, 2008, former Bear 
Stearns employees, Ralph Cioffi   and Matthew Tan-
nin, were arrested on SEC charges stemming from 
the 2007 collapse of hedge funds of which they 
were managers.  According to the press, Cioffi  ’s and 
Tannin’s “arrests are the fi rst from a federal probe of 
possible fraud by banks and mortgage fi rms whose in-
vestments in subprime loans and securities plunged in 

value, causing losses that now total $396.6 billion.”7  
Th e SEC’s complaint alleges that Cioffi   and Tannin 
“deceived their own investors and certain institutional 
counterparties about the funds’ growing troubles 
until they collapsed and caused investor losses of ap-
proximately $1.8 billion.”8     

 C. Investigations Into Auction 
   Rate Securities
Th ere has been signifi cant disruption in certain as-
pects of the auction rate securities (“ARS”) market.  
Th e North American Securities Administrators As-
sociation (NASAA), the SEC, the Financial Industry 
Regulatory Authority (FINRA) as well as individual 
states including the New York Attorney General are 
investigating aspects of the ARS business.  Several 
class action lawsuits have also been fi led in the United 
States District Court for the Southern District of New 
York against several fi rms that issued these securities.  
Other investors have fi led arbitration claims relating 
to these failed securities. 

 D. CFTC Oil Market Investigation
Responding to concerns that speculators may be 
responsible for driving up the price of crude oil, 
the Commodity Futures Trading Commission 
(CFTC) has announced that it has been investigat-
ing “practices surrounding the purchase, transpor-
tation, storage, and trading of crude oil and related 
derivative contracts.”9  With no concrete evidence 
that speculators have manipulated prices, however, 
the CFTC’s “investigation” is more akin to a “mar-
ket study” aimed at determining the cause(s) of the 
dramatic rise in the crude oil prices.  Although this 
is not the fi rst time that the CFTC has investigated 
potential price manipulation in the commodities 
markets, the CFTC’s disclosure of its investigation 
to the public is what makes this current action 
unusual.10  CFTC Acting Chairman Walt Lukken 
and Commissioners Michael Dunn, Jill Sommers 
and Bart Chilton issued the following statement on 
May 29, 2008: 

In addition to the CFTC’s ongoing examina-
tion of the role of fundamental economic 
forces and new investors in the recent com-
modity market price increases, the agency 
continues to pursue one of its primary mis-
sions — to deter, detect, and punish futures 
market manipulation.11
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In pursuit of this mission, the CFTC is forming a task 
force, “which includes staff  representatives from the 
CFTC, the Federal Reserve, the Department of the 
Treasury, the [SEC], the Department of Energy, and 
the Department of Agriculture, [that] will examine 
investor practices, fundamental supply and demand 
factors, and study the role of speculators and index 
traders in the commodity markets.”12  “Th e bottom 
line,” says CFTC Commissioner Bart Chilton, “is we 
need to investigate.”13  Chilton and Lukken, however, 
have stated that they have yet to see any evidence that 
the sharp rise in oil prices is attributable to anything 
other than increased demand.  Lukken has also em-
phasized that Congress has now closed the “Enron 
loophole,” which exempts from U.S. regulation over-
the-counter oil trading through foreign exchanges 
such as the Intercontinental Exchange (ICE), and 
that the CFTC  is now “ratcheting up its scrutiny of 
traders using an alternate exemption called the ‘swaps 
loophole’ to avoid limits on excessive commodities 
speculation.”14

III. Proposals For Regulatory Reform
 A. Fed-Level Reform
  1. Treasury Secretary Paulson’s Plan
   For Regulatory Consolidation
Treasury Secretary Henry Paulson has proposed a 
regulatory reform plan that would essentially cre-
ate a “Super-Fed,” i.e., a Federal Reserve that would 
continue its current lending role, but regulate the 
whole fi nancial industry as well.  Paulson’s proposal 
involves the creation of three regulators:  (1) a market 
stability regulator; (2) a prudential regulator; and (3) 
a conduct of business regulatory agency (CBRA).  Th e 
Super-Fed would, under the proposal, assume many 
of the functions of the SEC and CFTC.
 
Th e market stability regulator would serve a macro-
regulatory role, monitoring the entire fi nancial in-
dustry and countering systemic risk to the stability 
of the fi nancial markets.  Th is macro-regulator would 
“collect information from commercial banks, invest-
ment banks, insurance companies, hedge funds, [and] 
commodity pool operators,” and would have the 
authority to investigate individual fi rms whose activi-
ties may pose a threat to the health of the fi nancial 
markets.15  Paulson’s proposal would create a single 
prudential regulator out of the many federal bank reg-
ulators.  Th e prudential regulator would primarily be 
concerned with the viability of federally-guaranteed 

institutions, serving a role, Paulson says, similar to 
that of the Offi  ce of the Comptroller of the Currency.  
Finally, the CBRA would take on many of the roles of 
the SEC and CFTC, enforcing regulations to protect 
consumers and investors.  
 
Paulson’s proposal “advocates a separation of respon-
sibilities between a regulator looking at the system as 
a whole [the market stability regulator] and another 
regulator focused on the health of the individual in-
stitutions [the prudential regulator].”16  According 
to Paulson, having a macro- and a micro-regulator 
under the auspices of one regulatory agency is wise 
because “investor protection and market stability are 
critical elements of competitiveness. . . .  Far from 
being at odds with one another, they are mutually 
reinforcing.”17

 
In light of the recent increase in collaboration be-
tween the SEC and CFTC, the federal government 
has also proposed to merge the two regulators, be-
lieving that “having one agency responsible for these 
critically important issues for all fi nancial products 
should bring greater consistency to regulation where 
overlapping requirements currently exist.”18  The 
current regulatory framework is unique in that it 
separates regulation of commodities and securities.  
Th e Paulson proposal suggests that there is overlap 
in the regulation of these  investments and reasons 
that it would be wise to pool the resources of the SEC 
and CFTC together.  Paulson suggests that an SEC-
CFTC merger could well increase the capabilities of 
the regulatory regime because the two agencies could 
avoid unnecessary duplication of eff ort and coordi-
nate enforcement.  SEC Chairman, Christopher Cox, 
has neither endorsed nor rejected the prospect of such 
a merger.  Th e CFTC, however, seems fi rmly against 
the idea.19 

  2.  SEC-Fed Information-Sharing 
    Agreement
While a merger between the SEC and CFTC is still 
only in the “proposal” stages, another regulatory 
change is about to get underway now that the SEC 
and Federal Reserve have completed their agreement 
to restructure an aspect of how Wall Street fi rms are 
regulated.20  Th e agreement, which calls for greater 
cooperation among the two agencies, is designed to 
facilitate greater inter-agency cooperation in several 
areas, “including anti-money laundering, bank bro-
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kerage activities under the Gramm-Leach-Bliley Act, 
clearance and settlement in the banking and securities 
industries, and the regulation of transfer agents.”21

 
Th e information-sharing agreement, which was an-
nounced on July 7, 2008, comes on the heels of the 
Senate Banking Committee’s attempts to put the 
breaks on the plan.  In a June 27, 2008 letter to Trea-
sury Secretary Paulson, SEC Chairman Christopher 
Cox, and Federal Reserve Chairman Ben Bernanke, 
Senator Christopher Dodd, Chairman of the Senate 
Banking Committee, and Senator Richard Shelby 
stated:

Given the limited authority of the Fed and 
the SEC to regulate investment banks with 
primary dealer status, and Congress’s ulti-
mate responsibility for formulating fi nancial 
regulatory policy, we ask that no action re-
garding implementation of the [agreement] 
be taken before we can determine that it is 
in the best interests of our nation’s economy 
and the well being of its citizens.22  

Despite the Senate Banking Committee’s sugges-
tion, however, the Federal Reserve and SEC surged 
forward with their discussions and reached an agree-
ment that, according to Fed Chairman Ben Bernanke, 
“formalizes and strengthens the ongoing cooperation 
between [the] two agencies to enhance the stability of 
the fi nancial system.”23  Among other things, the new 
agreement may have an eff ect on the SEC’s oversight 
of investment banks, which are currently monitored 
under the SEC’s Consolidated Supervised Entity 
(“CSE”) Program.

As of now, the following four investment bank fi rms 
are monitored by the SEC under the voluntary CSE 
program:  Lehman Brothers, Goldman Sachs, Merrill 
Lynch, and Morgan Stanley.24  SEC Chairman, Chris-
topher Cox, had this to say about the CSE program: 
Th ere is simply no provision in the law that requires 
investment bank holding companies to compute capi-
tal measures or to maintain liquidity on a consolidated 
basis . . .  Because the CSE program is not authorized 
in statute, it relies on the SEC’s authority under the 
Securities Exchange Act of 1934 to determine net 
capital rules for the regulated broker-dealer subsidiar-
ies of investment banks. . . .  It provides consolidated 
supervision to investment bank holding companies 

that is designed to be broadly consistent with Federal 
Reserve oversight of bank holding companies.  At the 
same time it achieves the statutory purpose, which is 
to monitor for fi nancial or operational weakness in 
the holding company or its unregulated affi  liates that 
might place the U.S.-regulated broker-dealers and 
other regulated entities at risk.25

Th e CSE is unusual because it is currently voluntary.  
Regulatory issues that will likely be addressed include 
whether the CSE program should become mandatory, 
thus including many fi rms that have not voluntarily 
submitted to the program.  Another approach came 
from Sheila Bair, Chairman of the Federal Deposit 
Insurance Corp. (FDIC), who has recently called for 
Congress to provide the FDIC with the authority to 
shut down failing investment banks through a process 
basically akin to receivership.  Bair’s proposal would 
involve granting the FDIC “authority to set up bridge 
banks to take over and sell assets of failed banks.”26  
Paulson has described Bair’s investment bank plan as 
“dead on.”27 

 3.  Hedge Fund Regulation
Unlike commodities and traditional securities such as 
stocks and mutual funds, hedge funds are largely un-
regulated.  By and large, hedge funds are not required 
to register with the SEC, nor are they subject to the 
reporting requirements of the Securities Exchange Act 
of 1934.  In response to the recent fi nancial down-
turn, there has been much discussion about the role of 
regulation in hedge fund markets, with a number of 
commentators calling for expanded SEC oversight in 
the largely unregulated industry.  Former Senator Paul 
Sarbanes has recently called for changes that would 
require hedge funds to register under the Securities 
Act of 1933. 

On May 6, 2008, President Bush nominated Troy 
Parades, a law professor at the University of Wash-
ington in St. Louis, to replace Paul Atkins, as SEC 
Commissioner.  Opposed to hedge fund regulation, 
Parades endorses a voluntary ‘best practices’ ap-
proach to regulation of the hedge fund industry.28  
Th e President’s Financial Working Group recently 
issued a report endorsing the ‘best practices’ ap-
proach as well, calling for increased transparency 
and disclosure, more detailed valuation procedures, 
more extensive risk management analyses, and meth-
ods to address confl icts of interest.29  Furthermore, 
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a May 15, 2008 article in Forbes Online suggested 
that approval of hedge fund regulation may be dif-
fi cult to obtain:

Th e hedge fund industry as a whole just suf-
fered through its worst-ever fi rst quarter. Yet 
some leading hedge funds have been wildly 
successful in currently volatile markets, and 
others, especially so-called “vulture funds,” 
are playing a market-stabilizing role. The 
industry will marshal these facts as power-
ful weapons in the fi ght against legislative 
intervention.30

 4.  Regulation Of Credit Derivatives
Much like hedge funds, derivatives instruments are 
largely unregulated as well.  Complex fi nancial instru-
ments whose value rises and falls depending on vari-
ables defi ned in the instrument, derivatives are traded 
via exchanges, or between two parties (“OTC”).  
Exchange-traded derivatives are regulated by the SEC 
or CFTC; OTC derivatives, including credit deriva-
tives, are not subject to such regulation: 

Congress exempted credit derivatives from 
regulation in 1974, and the industry has 
grown largely unfettered under self-regula-
tion. At the end of 2007, there were $62.2 
trillion outstanding in credit-default swaps, 
up 81 percent from the end of 2006, accord-
ing to the International Swaps and Deriva-
tives Association.31  

As Daniel Sorid explains, “credit derivatives have been 
described as the fastest-growing fi nancial market — a 
market for buying and selling the risk that an invest-
ment will fail, or default.”32  In a move intended to 
prevent the “domino-like” eff ects that the failure of 
a major investment bank might have on the market, 
the Federal Reserve has proposed creating a “central 
clearinghouse” for derivatives trading.33  Consistent 
with this plan, participants at a June 9, 2008 meeting 
(which included every major investment bank) con-
vened by Timothy Geithner, President of the Federal 
Reserve Bank of New York, “agreed to register their 
trades with a computerized system that would allow 
for nearly instantaneous recording.”34  Erik Sirri, Di-
rector of Trading and Markets at the SEC, has stated 
that the Fed and the SEC, in addition to discuss-
ing information-sharing initiatives, are considering 

whether a central clearinghouse for derivatives trading 
might counter the “negative eff ects of misinforma-
tion and rumors that may occur during high volume 
periods.”35 

Because these derivatives are often complex, they are 
primarily traded by sophisticated institutional inves-
tors, not individual retail investors.  Funds, dealers, 
professional investors and institutions are the “play-
ers” in derivatives markets, not the small investor.  
OTC and credit derivatives have not been subject 
to regulation to date, and the fact that sophisticated 
investors trade these instruments should make for 
diff erent priorities in regulatory goals than in markets 
where the small investor needs protection. 

IV. Conclusion
Th e recent fi nancial downturn and resultant calls 
for regulatory reform combined with increasing 
complexity of fi nancial instruments suggest that the 
regulatory agencies will not only remain quite active 
in the future, but may also experience change and ex-
pansion of their roles as Congress considers proposals 
for structural reform.  It is inevitable that regulators 
and agencies will continue to investigate when mar-
ket disruptions occur.  When disruptions occur, there 
is a tendency to seek to blame someone or something 
and increase regulation.  While, in some cases, there 
is blame reasonably associated with a disruption, 
this is not always the case and it is often hard to cor-
rectly assess where blame belongs.  Similarly, some 
regulation benefi ts society and some merely stifl es 
innovation.  Investing entails risk, and some invest-
ments are both risky and benefi cial to the economy.  
We can only hope that a reasonable balance is struck 
between regulatory needs and the need for a vibrant 
and creative securities market.
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