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REGULATING THE U.S. TREASURY
MARKET

JERRY W. MARKHAM®

The market for U.S. Treasury securities is critical to our monetary policy
and government funding. It also serves as a benchmark for pricing other in-
vestments and has provided a haven for investors seeking safety and stability.
However, concern has recently arisen that “primary dealers” in that market
might have manipulated prices. In addition, an unusual market volatility event
that occurred in October 2014, and the growth of high-frequency trading have
raised further questions over the adequacy of regulation in that market. This
article addresses those concerns. It first describes the U.S. Treasury market
and identifies efforts by traders over the years to manipulate prices. It will
describe the existing regulatory structure, which allocates jurisdiction to mul-
tiple regulators that have overlapping missions. The article then advocates the
creation of a more streamlined and efficient regulatory system that would be
administered by a single business conduct regulator tasked with monitoring
and policing abuses in this critical market.
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. 1. INTRODUCTION

“The U.S. Treasury market is the deepest and most liquid government se-
curities market in the world.”" It plays a critical role in funding the government
and acts as an important tool in implementing the Federal Reserve Board’s
(Fed) monetary policies.” The U.S. Treasury market also serves as a benchmark
for pricing other securities, it provides a safe haven for investors seeking sta-
bility and safety, and it acts as a source of 11qu1d1ty for the short-term working
capital needs of many large businesses.’

The Treasury market also provides speculative opportunities when interest
rates fluctuate or market uncertainty accelerates.” Accompanying this specula-
tive trading have been several scandals involving traders who tried to manipu-
late Treasury security prices. As will be described below, the first of those
scandals occurred with the inception of U.S. government bond issues in the
1790s.” More recently, in 20135, several large financial institutions that act as

“primary dealers™ in the Treasury market became the targets of governmental
investigations seeking to determine whether they manipulated that market.

* Professor of Law, Florida International University College of Law at Miami.

1. U.S. DEP’T OF THE TREASURY ET AL., J. STAFF REP.: U.S. TREASURY MARKET ON OCTOBER
15,2014, at 1 (July 2015) [hereinafter DEP’T OF THE TREAS. J. REP. 1].

2. 1d

3. As further described by one author:

There are about $12.5 trillion in marketable securities outstanding, and primary

dealers trade an average of around $500 billion every day with their clients and

with other parties. Treasury securities play a variety of roles in the U.S. economy.

They are, of course, the federal government’s primary vehicle for financing the

federal deficit and refinancing maturing debt. Global investors use Treasuries for

investing and hedging purposes, and as benchmarks for pricing other types of

assets. In addition, many in the public and private sectors use Treasury yields to

glean information about expectations for the future course of the U.S. and global

economy.
Simon Potter, Challenges Posed by the Evolution of the Treasury Market (Apr. 13, 2015),
http://www.newyorkfed.org/newsevents/speeches/2015/pot150413.html [https://perma.cc/576W-
T743] (footnote omitted).

4. Seeid.

5. JERRY W. MARKHAM, LAW ENFORCEMENT AND THE HISTORY OF FINANCIAL MARKET
MANIPULATION 14 (2014) (describing some of those manipulations).

6. Primary dealers are designated as such by the Federal Reserve Bank of New York. That des-
ignation allows those dealers to participate broadly in Treasury auctions and to distribute Treasury
securities to other market participants. Primary dealers include large banks and broker-dealers. Fed-
eral Reserve Bank of New York, Primary Dealers, http://www.newyorkfed.org/markets/primarydeal-
ers.html [https://perma.cc/DKU2-5TLR] (last visited Nov. 21, 2016).

7. Alexandra Scaggs, Daniel Kruger & Keri Geiger, Primary-Dealer Trader Talk is Open Secret
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Concerns over speculative abuses in the U.S. treasury market had been height-
ened earlier after unusual volatility occurred in that market on October 15,
2014.® The growing presence of high-frequency traders (HFTs) and concerns
over their trading practices are raising additional doubts over the adequacy of
the multi-tiered regulatory structure that now exists for the Treasury market.’
This articie will describe the development and operation of the U.S. Treas-
ury market and will address historical concerns over speculation and manipu-
lation of prices of those instruments. It will then describe the present structure
of the U.S. Treasury market and the allocation of jurisdiction of its operations
among a host of regulators, including the Department of the Treasury (Treas-
ury), the Board of Governors of the Federal Reserve System (Fed), the Federal
Reserve Bank of New York (New York Fed), the Federal Deposit Insurance
Corporation (FDIC), the Securities and Exchange Commission (SEC), and the
Commodity Futures Trading Commission (CFTC). The article will describe
prior manipulations of the Treasury market, the events that occurred in the U.S.
Treasury market on October 15, 2014, and recent concerns with possible price
manipulations. The article will then advocate a reformation of the current reg-
ulatory structure that would combine business conduct regulation into a single

as U.S. Collusion Probe Turns to Treasuries, SEC. REG. & L. REP. (BNA) 1286 (June 29, 2015). After
the press reported those investigations, numerous private lawsuits were also filed against those primary
dealers. Joe Rennison, Investor Lawsuits Pile Up Claiming US treasury Market is Rigged, FIN. TIMES
(LONDON) (Sept. 28, 2015), http://www.ft.com/cms/s/0/43f0b014-6218-11¢5-9846-
ded406ccb37£2 html#axzz4HRf146f] [https://perma.cc/7CUL-BHML] (noting that twenty-five such
lawsuits were filed or in the process of being filed). Several of these banks had earlier paid billions of
dollars to settle charges that they had massively manipulated interest rate and foreign exchange bench-
marks. See, e.g., In re Deutsche Bank AG, CFTC No. 15-20 (Apr. 23, 2015) (consent order for criminal
and civil charges of manipulating the Euro Interbank Offered Rate (Euribor); In re The Royal Bank of
Scotland plc, CFTC No. 13-14 (Feb. 6, 2013) (yen and Swiss franc LIBOR); In re Cooperatieve Cen-
trale Raiffeisen-Boerenleenbank, B.A., CFTC No. 14-02 (Oct. 29, 2013) (LIBOR rates and Euro In-
terbank offered rates); In re ICAP Burope Ltd., CFTC No. 13-38 (Sep. 25, 2013) (manipulation of Yen
LIBOR); /n re HSBC Bank plc, CFTC No. 15-07 (Nov. 11, 2014) (benchmark currency rates, princi-
pally the World Market/Reuters Closing Spot Rates); In re Barclays Bank PLC, CFTC No. 15-24 (May
20, 2015) (benchmark currency rates); In re Barclays Bank PLC, CFTC No. 15-25 (May 20, 2015)
(benchmark currency rates); In re UBS AG, CFTC No. 15-06 (Nov. 11, 2014) (same); In re The Royal
Bank of Scotland plc, CFTC No. 15-05 (Nov. 11, 2014) (same); In re JPMorgan Chase Bank, N.A.,
CFTC No. 15-04 (Nov. 11, 2014) (same); In re Citibank, N.A., CFTC No. 15-03 (Nov. 11, 2014)
(same).

8. See DEP’T OF THE TREAS. J. REP. 1, supra note 1.

9. See US. Dealers Slash Treasuries Market-Making ~ Survey, Reuters (Oct. 13, 2015),
http://www.reuters.com/article/2015/10/13/usa-bonds-dealers-idUSLIN12D19T20151013
[hitps://perma.cc/V32T-DFIN] (HFTs are driving traditional market makers out of the market); see
also, Katy Burne, The New Bond Market: Algorithms Trump Humans, WALL ST. J. (Sept. 23, 2015),
http://www.wsj.com/articles/the-new-bond-market-algorithms-trump-humans-1443051304
[https://perma.cc/JV8C-TL2Y] (describing concerns with such trading).
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agency.'
II. DEVELOPMENT AND STRUCTURE OF THE TREASURY MARKET

A. Development of the U.S. Treasury Market

Government bonds and other sovereign borrowings were in common use
long before the U.S. obtained its independence.'' The American colonies had
issued bills of credit to fund their operations, but such debt issuance was sharply
curtailed by the English authorities long before the Revolution.'? Still, a valu-
able lesson was learned, and the Continental Congress and individual colonies
funded the Revolution through the issuance of varying forms of debt securi-
ties.!® Those issues included the so-called Continental dollar that was used by
the Congress to finance the Continental Army until those instruments became
virtually worthless as the result of over-issuance and a lack of funding for their
redemption.14

The present U.S. Treasury market was founded on that Revolutionary War
debt.”* After the conclusion of that conflict, Alexander Hamilton convinced
Congress to assume the Revolutionary War debts of the Continental Congress
and the colonies.'® That assumption would create a national debt, which Ham-
ilton thought would be a “national blessing” in the funding of government op-
erations, as long as it was “not excessive” in amount.

Hamilton’s assumption effort was not without controversy,'® but a not alto-
gether seemly bargain with its principal opponent, Thomas Jefferson, assured

10. This article is the second in a planned series on consolidating regulation in markets such as
foreign currency exchange and mortgage-backed securities. See Jerry Markham, Regulating the Mon-
eychangers, 18 U. PA. J. BUS. L. 789, 790 (2016).

11. Government bonds elsewhere in the world were issued as early as 1517 by the government
of Amsterdam. VIRENDRA NATH, OUT OF ACES? FIFTY STEPS TO FINANCIAL ACUITY 162 (2015).

12. See 1 JERRY W. MARKHAM, A FINANCIAL HISTORY OF THE UNITED STATES, FROM
CHRISTOPHER COLUMBUS TO THE ROBBER BARONS (1492-1900) 50-53 (2002) (describing those
events).

13. Id. at77.

14. Id.

15. Id at 77-78.

16. RON CHERNOW, ALEXANDER HAMILTON 328-30 (2004).

17. John Steele Gordon, Past and Present: Alexander Hamilton and the Start of the National
Debt, U.S. NEWS & WORLD REPORT (Sept. 18, 2008), http:/www.usnews.com/opinion/arti-
cles/2008/09/18/past-present-alexander-hamilton-and-the-start-of-the-national-debt
[https://perma.cc/RVB7-3HSN].

18. Id.
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its passage.”” Jefferson agreed to withdraw his opposition to Hamilton’s as-
sumption program in exchange for Hamilton’s support in enacting legislation
to move the new nation’s capital to Washington, D.C.*°

Scandal soon followed after it was discovered that members of Congress,
and their merchant friends, on being informed of this bargain, began purchasing
the old debt from its unsuspecting owners at steep discounts.”’ They then ten-
dered the debt for face value when the assumption measure was enacted.”> Such
activity was not illegal at the time.”> However, it occasioned much outrage on
the part of Thomas Jefferson who sharply criticized this “base scramble” for
profits at the expense of the uninformed.**

Speculation in the U.S. government debt securities that were issued in ex-
change for the Revolutionary War debt was immediate.> One speculator, Wil-
liam Duer, who had served as Assistant Secretary of the Treasury under Alex-
ander Hamilton, formed a syndicate called the “Six Percent Club” for the
purpose of cornering U.S. government securities that were then paying an in-
terest rate of six percent.”® Such cornering operations seek complete control of
a security or commodity so that the perpetrator can dictate prices to other in-
vestors.?” That effort failed, however, ruining Duer and sending him to debtor’s
prison, where he died, causing a national panic in the process.®

19. THOMAS K. MCCRAW, THE FOUNDERS AND FINANCE 100-09 (2012).
20. Id. at 107-08.
21. MARKHAM, supra note 12, at 80.
22. 1d
23. At the time there was no legal prohibition against such activity by members of Congress.
MARKHAM, supra note 12, 80-81. More than 200 years after that event Congress passed the STOCK
Act in 2012, which now prohibits such insider trading by members of Congress and their staff. Stop
Trading on Congressional Knowledge Act of 2012 (STOCK Act), Pub. L. No. 112-105, 126 Stat. 291.
24. Jefferson charged that:
When the trial of strength had indicated the form in which the bill would finally
pass, this being known within doors sooner than without . . . the base scramble
began. Couriers and relay horses by land, and swift-sailing boats by sea, were
flying in all directions. Active partners and agents were associated and employed
in every state, town and country neighborhood; and this paper was bought for five
shillings, and even as low as two shillings, in the pound, before the holder knew
that congress had already provided for its redemption at par. Immense sums were
thus filched from the poor and ignorant, and fortunes accumulated by those who
had themselves been poor enough before.
ROBERT IRVING WARSHOW, ALEXANDER HAMILTON FIRST AMERICAN BUSINESSMAN 123-24
(1931).
25. MARKHAM, supra note 12, at 109.
26. Id
27. See generally MARKHAM, supra note 5, at 40-41 (describing cornering operations).
28. See MARKHAM, supra note 12, at 108—11 (describing those events). That debacle occasioned
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Despite such abuses, the U.S. treasury market grew and became an im-
portant funding source for the government.29 That role became critical during
the Civil War, during which the Northern government issued nearly $3 billion
in bonds.*® U.S. government bonds once again proved their value during World
War I when Liberty bonds were sold to the public and raised $18 billion to fund
that conflict.>! An additional $150 billion was raised through various bond of-
ferings to fund World War I1.%

In recent times, the U.S. government bond market does much more than
fund war operations.33 Among other things, it is used to fund the seemingly
ever-growing national debt, which increased from $5.6 trillion in 2000 to nearly
$15 trillion in 2014.*

more criticism from Thomas Jefferson:
[A]t length our paper bubble is burst, the failure of Duer in New York soon
brought on others, and these still more, like nine pins knocking one another down,
till at that place the bankruptcy is become general, every man concerned in paper
being broke, and most of the tradesman and farmers, who lend it to them at an
interest from 3. to 6. per cent a month, have lost the whole.

WARSHOW, supra note 24, at 150.

29. MARKHAM, supra note 12, at 114.

30. Many of those bonds were sold to the public through the efforts of Jay Cooke, a financier
who would fail spectacularly after the war and cause the Panic of 1873. See MARKHAM, supra note
12, at 211-13, 220, 291-93 (describing Cooke’s bond sales campaigns and the failure of his firm in
1873).

31. II JERRY W. MARKHAM, A FINANCIAL HISTORY OF THE UNITED STATES, FROM J.P.
MORGAN TO THE INSTITUTIONAL INVESTOR (1900-1970) 76 (2002).

32. Id at263.

33. Id at 266.

34. Historical Debt Outstanding—Annual 2000-2015, TREASURYDIRECT, http://www.treas-
urydirect.gov/govt/reports/pd/histdebt/histdebt_histo5.htm [https://perma.cc/2YN8-EZYT] (last vis-
ited Nov. 21, 2016
). One leading credit agency, Standard & Poor’s downgraded U.S. debt below an AAA rating in 2011.
Zachary A. Goldfarb, S&P Downgrades U.S. Credit Rating for First Time, WASH. POST (Aug. 6,
2011), http://www.washingtonpost.com/business/economy/sandp-considering-first-downgrade-of-us-
credit-rating/2011/08/05/gIQAqKeIxI_story.htm! [https:/perma.cc/CXU2-QVKI]. The growth of the
federal deficit has raised political concerns over whether the government will at some point bankrupt
itself unless spending is curbed. For example, in one debate between President Barack Obama and
former Governor Mitt Romney, the latter charged that the President had vastly increased the national
debt during his first term:

We’ve gone from $10 trillion of national debt, to $16 trillion of national debt. If the

president were reelected, we’d go to almost $20 trillion of national debt. This puts

us on a road to Greece.
COMMISSION ON PRESIDENTIAL DEBATES, Oct. 16, 2012 Debate Transcript, http://www.de-
bates.org/index.php?page=october-16-2012-the-second-obama-romney-presidential-debate
[https://perma.cc/KJ2Z-D2ZU]. Another political concern is the large amount of U.S. debt held by
China, which could disrupt U.S. government funding if not renewed. Buf see Cedric Muhammad, So
What if China Has $1.32 Trillion in U.S. Treasuries? It Still Can’t Crash America’s Economy, FORBES















220 MARQUETTE LAW REVIEW [100:185

the definition of “swap” for most regulatory purposes, including margin and
central clearing requirements.””> The Treasury Secretary announced that he had
made the determination to make that exemption on November 20, 2012.2%

In still another move away from functional regulation, Dodd-Frank created
a new Consumer Financial Protection Bureau (CFPB), which acts as an auton-
omous unit in the Fed.?”” The CFPB is responsible for adopting and enforcing
consumer protection regulations.”®® However, its enforcement and examination
responsibilities were limited to the larger banks, while the Fed, the OCC, and
the FDIC were given that responsibility for smaller banks, i.e., those with assets
of $10 billion.*®* The result is multiple regulators regulating products for dif-
ferent institutions under the same statutes. Although housed under the umbrella
of the Fed’s budget, the CFPB is independent of any oversight by the Fed.*®
This means that there are two regulators in the Fed assigned the same task of
enforcement but for different institutions, which completely ignores the theory
of functional regulation.*”’

C. “Twin Peaks” Regulation

The Government Accountability Office (GAO) noted in 2016 that fragmen-
tation and overlap in the regulation of financial services “have created ineffi-
ciencies in regulatory processes, inconsistencies in how regulators oversee sim-
ilar types of institutions, and differences in the levels of protection afforded to
consumers.”” The rest of the world had elected not to take the haphazard
American approach to regulation that involves multiple regulators for the same
parties. In England and other countries, financial services regulation has been
divided along the lines of prudential and business conduct regulation, the so-

295. See Dodd-Frank Act, Pub. L. No. 111-203, § 721, 124 Stat. 1658, 1668-69 (2010).

296. Determination of Foreign Exchange Swaps and Foreign Exchange Forwards Under the
Commodity Exchange Act, 77 Fed. Reg. 69,694 (Nov. 20, 2012).

297. BERNANKE, supra note 84, at 463.

298. See About Us, CFPB, http://www.consumerfinance.gov/the-bureaw/
[https://perma.cc/B44T-UQQA] (last visited Nov. 21, 2016) (describing the role of the CFPB).

299. See BERNANKE, supra note 84, at 447 (describing this allocation of jurisdiction).

300. Id. at463.

301. Ken Baebel & John C. Soffronoff, Jt., Introducing the Consumer Financial Protection Bu-
reau, American Banking Association, available at https://www.aba.com/Products/bankcompli-
ance/Documents/NovDec10CoverStory1.pdf [https:/perma.cc/AV3F-TBUH] (accessed on Dec. 13,
2015).

302. GAO, Financial Regulation: Complex and Fragmented Structure Could Be Streamlined to
Improve Effectiveness, GAO-16-175 (Mar 28, 2016), htip://www.gao.gov/products/GAO-16-175
[https://perma.cc/9YGS-MSR4].
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called “Twin Peaks” approach to regulation.”” The Bank of England is respon-
sible for the former and the Financial Conduct Authority for the latter in Eng-
land.’* Tn contrast, the multi-regulator and multi-layered structure of the fi-
nancial regulatory system in the United States is unlike that of England or any
other nation.

A Treasury study and report that was completed in 2008 recommended that
the U.S. abandon functional regulation in favor of a system of combined regu-
lation that would take a “Three Peaks” approach.’® The Treasury regulatory
reform proposal thus sought the creation of a regulatory system that would have
involved (1) a market stability regulator that would set monetary policy and
monitor systemic economic regulatory issues; (2) a prudential financial regula-
tor for government insured banks and broker-dealers that would adopt rules for
the protection of those industries government insurance funds; and (3) a busi-
ness conduct regulator that would regulate business conduct across all financial
services.’*

The market stability regulator would have had responsibility for implement-
ing monetary policy and providing liquidity to financial institutions, a role that
is filled by the Fed and that would have continued under the Treasury reform
proposal.*®” The prudential financial regulator would have been responsible for
the regulation of financial institutions that are protected by the Federal Deposit
Insurance Corporation (FDIC) in the case of banks, or the Securities Investors
Protection Corporation (SIPC) for broker-dealers. This prudential regulation
would have included capital adequacy requirements, investment and activity
restrictions, and on-site risk management supervision.’®

The proposed business conduct regulator would regulate business conduct
across all types of financial firms. The Treasury recommended the consolida-
tion of the CFTC and SEC as an interim step in creating a single business con-
duct regulator.’® Regulated business conduct would have included disclosures
required to be made to consumers, business practices, and licensing, where ap-
propriate, of financial services firms.>'°

303. US. GOV'T ACCOUNTABILITY OFF., GAO-16-175, FINANCIAL REGULATION: COMPLEX
AND FRAGMENTED STRUCTURE COULD BE STREAMLINED TO IMPROVE EFFECTIVENESS 65 (2016).

304. See generally DEP’T OF TREAS., BLUEPRINT FOR A MODERNIZED FINANCIAL REGULATORY
STRUCTURE 3 (2008); Markham, supra note 10, at 862.

305. DEPT. OF TREASURY, supra note 304, at 13944,

306. Id. at 144.

307. Id at137.

308. Id. at 137-38.

309. Id. at 106-11.

310. Id. at138.



222 MARQUETTE LAW REVIEW [100:185

Unfortunately, the Financial Crisis of 2008 derailed Treasury’s reform ef-
forts. Instead, a Treasury white paper urged the CFTC and SEC to consider
proposing legislation that would harmonize their regulation or justify any dif-
ferences.’!! “In its June 2009 white paper on financial regulatory reform, Treas-
ury noted that the broad public policy objectives of futures and securities regu-
lation are the same and that many of the differences in the regulation of the
markets are no longer justified.””'? Thereafter, the CFTC and SEC issued a
joint report describing the differences in their regulations and the legislation
needed for harmony.*>'* That report laid the groundwork for harmonization and
eventually consolidation, but, as described above, Dodd-Frank continued the
process of diverting from functional regulation to a system of multiple regula-
tors regulating the same product.*"

Recommendations for the consolidation of the SEC and CFTC had failed
in the past because jurisdiction over those agencies was divided between Con-
gressional agriculture committees for the CFTC and banking and finance com-
mittees for the SEC.>"> However, that division of oversight responsibility has
been an anachronism for decades because financial derivatives now almost
completely dominate the futures markets that once were limited to agricultural
based futures contracts.>'® Tt simply no longer makes sense to divide congres-
sional jurisdiction on such grounds. Perhaps this barrier could be breached by
creating new congressional committees that would be composed of members of
both the agricultural and banking and finance committees in the House and
Senate.

The futures industry had also previously rejected SEC style inside infor-
mation and other regulatory theories and, therefore, did not want to fall within
the reach of that aggressive agency’s enforcement programs.’'’  However,

311. DEP’T OF THE TREAS., supra note 200, at 50-51.

312. U.S. GOV'T ACCOUNTABILITY OFF., GAO-10-410, FINANCIAL REGULATION: CLEARER
GOALS AND REPORTING REQUIREMENTS COULD ENHANCE EFFORTS BY CFTC AND SEC TO
HARMONIZE THEIR REGULATORY APPROACHES 6 (2010).

313. CFTC & SEC, A JOINT REPORT OF THE SEC AND THE CFTC ON HARMONIZATION OF
REGULATION 24-25 (Oct. 16, 2009) (ex. 69) (“Joint Report”).

314. Id at4s. '

315. See BERNANKE, supra note 84, at 444 (describing that jurisdictional split and its barriers to
consolidation of SEC and CFTC).

316. By 1990, financial futures accounted for about 75 percent of the futures business, and the
U.S. Treasury bond futures contract was then the most heavily traded futures contract in the world.
MARKHAM, supra note 106, at 162.

317. See Jerry W. Markham, Merging the SEC and CFTC—A Clash of Cultures, 78 U. CIN. L.
REV. 537, 54448 (2009) (describing these hurdles.); Jerry W. Markham, Super Regulator: A Com-
parative Analysis of Securities and Derivatives Regulation in the United States, The United Kingdom
& Japan, 28 BROOK. J. INT’L L. 319, 397-98 (2003) (same).
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Dodd-Frank and other legislation have walled off the application of inside in-
formation theories to futures trading.’'® Moreover, there has been a sea change
in the politics of futures regulation. The powerful exchanges in Chicago and
New York that once lobbied Congress on behalf of the futures industry have
been largely consolidated into two entities, i.e., the CME Group and the Inter-
continental Exchange (ICE).>’* Before the consolidation by the CME, the fu-
tures exchanges were member owned and largely controlled by their local floor
members who fiercely fought against any form of SEC style regulation.’*’
However, consolidation of the futures exchanges was attended by demutualiza-
tion and the growth of electronic trading.**'

Demutualization meant that the CME had a new constituency in the form
of public shareholders and that it is now regulated as a public company by the
SEC.*** Tobe sure, the current CME leadership are from the older era, but they
are no longer beholden to floor members. This is because the growth of elec-
tronic trading also led to the closure of most trading floors.*® This means that
the floor members are no longer in a position to maintain control of the ex-
change. They also lost their power to control the lobbying efforts of the ex-
change.

The new electronic traders, for the most part, do not favor more regulation,
but many of those traders are familiar with the SEC and its regulation and do
not have the same fierce opposition to that regulation as once held by floor
traders.’®® In that regard, the other large operator of U.S. futures options ex-
changes, i.e., ICE, which began in 2000, had as its backers several large invest-
ment banks, including Goldman Sachs and Morgan Stanley, which have been
long accustomed to SEC regulation.’® Consequently, the old futures industry
exchange culture is fast becoming extinct. Moreover, the CFTC had become a
more aggressive agency in policing manipulation and other trading abuses
through the Dodd-Frank legislation that gave it the same anti-fraud authority as
the SEC, less insider trading prohibitions.326 The CFTC was, unlike the SEC,

318. See Dodd-Frank Act, Pub. L. No. 111-203, § 753, 124 Stat. 1750 (2010).

319. See CME GROUP, http://www.cmegrbup.com [https://perma.cc/S6B4-BAZZ] (last visited
Nov. 21, 2016) (describing CME operations); INTERCONTINENTAL EXCHANGE, https://www_intercon-
tinentalexchange.com/index [https:/perma.cc/A3ZG-VMF4] (describing ICE’s operations).
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once friendly to speculators who brought liquidity and more efficient pricing to
the markets.**” Today, the CFTC is aggressively attacking speculators and is
seeking headline-grabbing cases that have long been the forte of the SEC. 328

In any event, the merger of the SEC and CFTC would create a natural single
business conduct regulator over the U.S. Treasury market. Indeed, as described
above, the two agencies are already largely fulfilling that role, but as separate
agencies. Still, apart from the politics of such a consolidation, there are numer-
ous practical issues to be considered in merging those agencies. For example,
there needs to be strong representation on the consolidated commission from
both the futures and securities industries. Although cultural differences in the
futures and securities markets are fast being obliterated, such representation
would provide additional expertise in futures trading and knowledge of the nu-
ances in their regulation, such as for inside trading. That integration could be
accomplished by requiring at least two members of a five-member commission
to have strong futures industry backgrounds and two with strong securities in-
dustry experience. A third commissioner should be required to have strong
exposure to both industries, which is not that unusual today since, as noted, the
two markets have gradually become intertwined with each other.

Another issue is staffing for the merger of the CFTC and SEC. It is unlikely
that a merger would result in much of a reduction in enforcement staff because
the combined mission is no less than for the existing division of labor. How-
ever, some reduction could be effected in the commissioners’ offices because
their number and staff would be cut in half in a combined agency. Similarly,
savings could be achieved by eliminating duplicate human resources, govern-
mental affairs, information technology, the Secretariat, and public relations
staff.

The futures and securities industries would also have lessened burdens from
dealing with a single agency instead of the existing two agencies that have often
been at odds with each other over regulation. However, combining the agencies
may have the effect of creating a monolith bureaucracy that may be even more
costly in the form of additional regulations that one or the other of the agencies
would not have adopted if it were independent. As noted, the SEC became a
zealous regulator beginning in the 1960s, and the CFTC has recently adopted a
similar stance.’® In that regard, the SEC has long been accused of overreaching

327. Id at339.

328. Id. (describing the transformation of the CFTC into a more aggressive regulator).
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by seeking to create new regulations through novel litigation claims.**°

The SEC has also recently sought to tilt the table in its favor by bringing
cases before its own administrative law judges (ALJs) where its success rate is
substantially higher than for the cases it brings in federal court.®' These ad-
ministrative proceedings may be likened to “kangaroo courts” because the
CFTC and SEC and their empioyees are the judge, who is also the jury, and the
prosecutor from the agencies’ enforcement divisions.**> The ALJs have their
offices in the SEC building and have been admonished by the SEC’s chief ALJ
to be loyal to the agency by ruling in favor of the SEC.>** As one federal judge
also noted, “[tJhe SEC appoints the judges, the SEC pays the judges, they are
subject to appeal to the SEC . .. .">**

The one-sided nature of these proceedings is exemplified by the fact that
the SEC’s success rate in administrative proceedings is substantially higher
than is the case for actions it brings in federal court (ninety percent in ALJ
administrative decisions versus sixty-nine percent in federal court during one
recent five-year period).>*® The situation worsens when a respondent appeals
from an adverse decision from an ALJ to the SEC. During the same five-year
period, the SEC upheld its ALJs decisions ninety-five percent of the time and
often increased penalties over those imposed by the ALJ, which of course dis-
courages appeal **®

Judicial review of SEC/CFTC administrative decisions is also quite limited.
Presently, the standard for judicial review is that the CFTC and SEC adminis-
trative decisions need only be supported by the “weight” or “preponderance”
of the evidence.®*” This is equated to proof that it is more likely than not that

330. See, e.g., id. atch. 6.

331. Several challenge/s have been mounted recently contending that the SEC’s administrative
proceedings are unfair and that ALJs are not appointed correctly as required by the Constitution. Rob
Tricchinelli, Jurisdiction and Procedure: More Circuit Court Action on SEC’s In-House Forum, 47
SEC. REG. & L. REP. (BNA) 1942 (2015).

332. See, e.g, Jean Eaglesham, SEC Wins With In-House Judges, WALL ST. J. (May 6,
2015), http://www.wsj.com/articles/sec-wins-with-in-house-judges-1430965803
[https://perma.cc/8SNF-V2W4].

333. Several challenges have been mounted recently contending that the SEC’s administrative
proceedings are unfair and that ALJs are not appointed correctly as required by the Constitution. Id.

334, Id

335. See, e.g, id. Indeed, one SEC ALJ hearing numerous cases over a four-year period had
never ruled fully in favor of a respondent. /d.

336. Id.

337. See, e.g., Steadman v. SEC, 450 U.S. 91, 1008 (1981) (adopting a preponderance test and
rejecting clear and convincing evidence standard); Reddy v. CFTC, 191 F.3d 109, 117 (2d Cir. 1999)
(“our role in reviewing the Commission finding of preponderance is narrow.”).



226 MARQUETTE LAW REVIEW [100:185

the defendant committed a violation. This is a far lower standard than the re-
quirement of proof beyond a reasonable doubt required to be shown in criminal
cases.

The penalties imposed in SEC and CFTC administrative proceedings do not
include imprisonment, but civil sanctions can be substantial. Such sanctions
include large fines, bars from the securities industry or futures trading, and rev-
ocation of licenses needed to do business in either industry.**® The severity of
those sanctions should demand a higher level of proof than civil actions seeking
recovery of damages that apply the more likely than not standard. Since these
sanctions are penalties, not damages, it would seem appropriate to impose the
criminal standard of beyond a reasonable doubt.***

Alternatively, a standard in between the existing preponderance standard
and the criminal standard is that of clear and convincing evidence. That is, the
government would be required to offer proof that a fact finder would find was
clear and convincing evidence that a defendant committed a violation.**® In
order to achieve acceptance, a single business regulator should be held to such
a higher standard of proof in bringing actions that can ruin careers, even if not
ultimately successful, because of the adverse publicity generated on filing.

SEC and CFTC administrative proceedings are also marked by the fact that
discovery is more limited than is available in proceedings in federal court, and
there is no ability to demand a jury trial in administrative proceedings.**' Those

338. As the SEC website notes:
Depending on the statutory basis for the proceeding, an administrative law
judge may order sanctions. Such sanctions include cease-and-desist orders; in-
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ties; and suspension or revocation of an issuer’s registered securities, as well as
the registration of a broker, dealer, investment company, investment adviser, mu-
nicipal securities dealer, municipal advisor, transfer agent, or nationally recog-
nized statistical rating organization. An administrative law judge may also order
that a fair fund be established for the benefit of persons harmed by a respondent’s
violations. :
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limitations should be corrected.** In addition, the SEC/CFTC commissioners
approve of the filing of the administrative complaint before it is filed.** This
means that the agency has decided that the conduct in question is a violation,
and ALJs are not allowed to make an independent judgment as to whether the
administrative complaint actually sets forth a cognizable claim.>** That limita-
tion varies dramatically from the commonly used motion to dismiss that is
available in federal court.’*

As noted, if successful, the government will seek and impose enormous
fines and trading restrictions against respondents in administrative proceed-
ings.**® There should also be consequences when the government fails to prove
these administrative cases, especially in view of the one-sided nature of these
proceedings. In fairness, successful respondents should have their attorney fees
and expenses reimbursed by the government. In that regard, the existing Equal
Access to Justice Act sets too high a high bar for attorney fee reimbursement
since it requires the defendant to show that the government’s action was not
substantially justified.’*’ That standard should be modified to awarding fees
when the respondent substantially prevails in an SEC/CFTC administrative pro-
ceeding. Additionally, a defendant that prevails in action brought by the busi-
ness conduct regulator should be given damages for lost wages, reputational
losses, and compensation for the disruption of their lives. If these changes can-
not be made, then the present one-sided administrative proceedings should be
barred except in cases of consent judgments.

D. Prudential Regulation

The second prong for reforming regulation of the U.S. Treasury market is
assigning prudential regulation to a single regulator. As described above, the
SEC/CFTC are not effective in creating or administering such regulation and
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have little interest in doing so, preferring their business conduct role instead.**®
Consequently, a separate, more-qualified prudential regulator is needed for the
U.S. Treasury market. The Fed should continue to set monetary policy, but a
prudential regulator is needed to resolve dealers when they become insolvent,
and such a regulator should create, and examine compliance with, capital and
custody requirements for Treasury dealers.

The prudential financial regulator presently responsible for resolving 1nsol-
vent banks is the FDIC.>* It operates outside the normal bankruptcy process
for commercial corporat1ons %% The FDIC is authorized to seize control of in-
stitutions it insures when they are insolvent, to sell the institution or its assets
and to then pay off depositors for any shortfalls in amounts up to the statutory
insurance limit.>>' This process happens very quickly, often resulting in the
bank carrying on its operations under a new owner with little or no delay in
depositor access to their funds.**

SIPC is responsible for regulated broker-dealers that become insolvent.
Those liquidations are carried out under the Securities Investor Protection Act
of 1970.>** The SIPC trustee will transfer customer funds and securities to sol-
vent broker—dealers and then pay customers for any shortfalls up to the insur-
ance limit.>* In contrast, customer accounts of insolvent FCMs that fall within
the regulatory purview of the CFTC are not protected by government account
insurance.”®® Nevertheless, the bankruptcy code and CFTC rules have special
rules that govern the bankruptcy of a FCM.*’ Those bankruptcies are carried
out much in the manner of the bankruptcy of a commercial firm, except that
special provisions are made for the priority of customer claims and the transfer
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of customer positions and assets to solvent FCMs >

The prudential financial regulator would presumably replace the SECs pre-
sent net capital rule with its own capital requirements.>>> This would create an
anomaly with the CFTC, which has its own net capital rule.**® As noted, CFTC
regulated FCMs are not covered by account insurance.’®' Even so, the pruden-
tial regulator could be assigned the task of implementing capital requirements
for futures commission merchants (FCMs), which are the equivalent of the bro-
ker-dealers that are regulated by the SEC and have a capital rule similar to the
one imposed by the CFTC on FCMs.*®

A problem to be faced is what responsibility the prudential regulator will
have over implicit government guarantees. For example, money market funds
were guaranteed against loss during the Financial Crisis in 2008.°* The Ex-
change Stabilization Fund that was created during the Great Depression in the
1930s as a means to stabilize the dollar against other currencies was used in
2008 to stop a panic by investors in money market funds after one of those
funds experienced losses from Lehman Brothers commercial paper after it
failed.*®* Another implicit guarantee was found in Fannie Mae and Freddie
Mac mortgage-backed securities that became explicit after the government
seized control of those entities during the Financial Crisis in 2008.**> If privat-
ized again in the future, then the implicit guarantee concern will arise again.

The Dodd-Frank Act sought to eliminate any implicit guarantee of “too-
big-to-fail” financial institutions like AIG through the creation of FSOC.*
That super regulatory body designates systemically important financial institu-
tions, subjects them to oversight by the Fed, and requires them to have a “living
will” for their orderly liquidation in the event of bankruptcy.*”’ However, this
new system is untried and the prudential regulator would need to be given a
large role in that process.

Still another area of concern is custody requirements for customer funds
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and securities. Presently there are separate regimes for such requirements im-
posed by bank regulators, the SEC and CFTC.**® The issue here is where should
such authority be centralized, i.e., in the prudential financial regulator or in the
business conduct regulator? It would seem that the former might be best suited
for task since capital requirements go hand-in-hand with custodial requirements
in that both seek to assure that the financial institution can meet customer de-
mands for cash.’®® Custodial requirements seek to protect customer funds from
the claims of other creditors, while capital requirements seek to assure that the
financial institution has the requisite liquidity to meet customer demands.*™

V. CONCLUSION

Functional regulatory theory needs to be abandoned in favor of a consoli-
dated business conduct regulator over the Treasury market. This would be a
meaningful step toward the creation of a more streamlined and efficient regu-
latory system that would be administered by a single business conduct regulator
tasked with monitoring and policing abuses in critical markets.
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