COMMENTS
FEDERAL REGULATION OF MUNICIPAL

SECURITIES: A CONSTITUTIONAL
AND STATUTORY ANALYSIS
When Congress
in 1933,1 municipal
believed at the time
municipal securities

enacted the first federal law regulating securities
securities 2 were given a special status. It was
that there was no need for public regulation of
because of the lack of "recurrent demonstrated

THE FOLLOWING CITATIONS WILL BE USED IN THIS COMMENT:
Securities Act of 1933, 15 U.S.C. §§ 77a-aa (1970) [hereinafter cited as "1933
Act"];
Securities Exchange Act of 1934, 15 U.S.C. §§ 78a-jj (1970) [hereinafter cited as
"1934 Act" or "Exchange Act"];
Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (1975) (codified in various sections of 15 U.S.C.) [hereinafter cited to the amended section(s) of
the 1934 Act, with parallel citations to U.S.C.A.];
Hearings on S. 2969 and S. 2574 Before the Subcomm. on Securities of the Senate
Comm. on Banking, Housing and Urban Affairs, 94th Cong., 2d Sess. (1976) [hereinafter cited as Hearings].
1. 1933 Act.
2. "Municipal securities" are defined by section 3(a)(29) of the 1975 Amendments, 15 U.S.C.A. § 78c(a) (29) (Supp. 1976), as:
[Slecurities which are direct obligations of, or obligations guaranteed as to
principal or interest by, a State or any political subdivision thereof, or any
agency or instrumentality of a State or any political subdivision thereof, or any
municipal corporate instrumentality of one or more States; or any security
which is an industrial development bond ....
Municipal securities may be either long-term (generally greater than one year) or
short-term. There are four basic types of long-term municipal securities:
(1) General obligation bonds backed by the issuer's full faith and credit
and paid from general tax revenues.
(2) Special fund bonds payable only from the proceeds of a particular
tax or other income of the municipality.
(3) Revenue bonds payable only from the proceeds of a specific municipally owned project.
(4) Industrial development bonds, the proceeds of which are used to construct an industrial facility which the municipality then leases to a business.
The rent paid by the business for the facility is the only source from which
these bonds are paid.
See Hearings 51; Calvert, An Introduction to Municipal Bonds, in FUNDAMENTALS
OF MUNICIPAL BONDS 3 (G. Calvert ed. 1963). The remaining municipal securities consist of short-term debt and are of three basic types: securities issued in anticipation of
revenue receipts to be received in the near future, securities to cover emergencies not
foreseen when the budget was prepared, and securities issued in anticipation of bond
sales. Hearings51.
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abuses."' Issuers of municipal securities were therefore not made
subject to the stringent registration requirements which the 1933 Act
imposed on issuers of corporate securities.4 Until recently, the wisdom
of this decision has been reinforced by prevailing market conditionsmunicipal securities have proven to be second only to federal government securities in safety,' with little evidence of issuer misconduct.'
The municipal securities market has undergone significant change
since the 1933 Act was passed, in terms of both volume of investments7
and relative importance as an essential source of capital for governments.' The recent financial crisis in New York City has caused
widespread public concern and market uncertainty and has resulted in
increasingly critical scrutiny of the municipal market. In the wake of
the crisis, issuers have been faced with reduced participation by wary
underwriters and have been forced to pay higher interest rates in order
to sell their securities, thus increasing their borrowing costs for years
to come. 9
These events stimulated activity in all segments of the municipal
securities market. Congress' initial response was to create a comprehensive scheme of self-regulation for municipal securities brokers and
dealers"0 similar to that already in existence for corporate securities
professionals. Investors who held overdue New York City securities
sued the city," and the Securities and Exchange Commission
3. See note 29 infra. See Note, Municipal Bonds and the Federal Securities Laws:
The Results of Forty Years of Indirect Regulation, 28 VAND. t. REv. 561, 582-605
(1975).
4. See Part I.A. infra.
5. Hearings 124. See notes 37-39 infra and accompanying text.
6. Hearings 66, 155-56, 165. Most instances of fraud which have occurred have
been caused by dealer, rather than issuer, misconduct. Id. at 324. See, e.g., SEC v.
R. J. Allen & Assoc., [1974-1975 Transfer Binder] CCH Fan. SEc. L. REP. 1 94,920 (S.D.
Fla. 1974); SEC v. Charles A. Morris & Assoc., [1972-1973 Transfer Binder] CCH FED.
SEc. L. REP.
93,756 (W.D. Tenn. 1973); SEC Securities Exchange Act Release No.
8165, [1966.1967 Transfer Binder] CCH FED. Sac. L. REP. 1 77,474 (Sept. 22, 1967).
7. The municipal securities market is larger than any other public securities market
in terms of the number of issues and issuers. In 1975, approximately 8,000 new issues
of long-term bonds and short-term notes, amounting to $58.2 billion, were sold by state
and local governments. Hearings256-57.
8. Over half of all state and local capital investment is financed through offerings
of debt securities. Id. at 257.
9. One study estimates that these higher interest rates will cost issuers over $1.5
billion in increased interest payments over the outstanding life of recent issues. Forbes
& Petersen, Costs of Credit Erosion in the Municipal Bond Market, in Municipal Finance Officers Association Report, at 9 (December 20, 1975).
10. Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (1975),
discussed in Part I.C. infra.
11. Abrams v. City of New York, [1975-1976 Transfer Binder] CCH FED. SEc. L.
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announced that a Formal Order of Private Investigation had been
issued in order to determine whether any transactions in New York
securities had violated the securities acts.' 2 New York responded with
a suit in federal district court challenging the SEC's authority to con-

duct such an investigation.' 3

In the midst of this confusion, two bills were proposed in the
Senate which would increase the regulation of the municipal securities
market. One bill' 4 would bring municipal securities fully within the

comprehensive registration and disclosure requirements of the Securities Act of 1933, forcing municipal issuers to comply with the Act in
the same manner as corporate issuers.

The other bill would not alter

the exempt status of municipal securities under the 1933 Act, but
would instead create a comprehensive scheme of annual reports and

distribution statements which would be made available to all
investors.' 5
This Comment will begin with a brief description of municipal securities regulation under the federal securities laws prior to 1975,
emphasizing the distinctions between the corporate and municipal

markets which underlie the original municipal exemptions.' 6

The

1975 Amendments to the securities laws and their impact on the
responsibilities of municipal brokers and dealers will then be discussed.
Next, the Comment will present a description of the two 1976 regulatory proposals and will discuss some of the problems with these pro-

posals.'1

The present and proposed regulations will be considered

REP. 95,266 (S.D.N.Y. 1975). The investors charged the, City and other parties involved in the issue with having failed to disclose material facts, and asked for restitutionary recovery in excess of $1 billion.
12. CCH Fed. Sec. L. Report No. 624, at 2 (Jan. 15, 1976).
13. City of New York v. SEC, [1976-1977 Transfer Binder] CCH FED. SEC. L. REP.
1 95,667 (S.D.N.Y. July 27, 1976) (complaint). The City asked the court to declare
that the SEC has no authority under the 1933 Act or the 1934 Act to regulate, investigate, or take any action with respect to municipalities, or alternatively, that any provisions of the acts found to authorize such activity be declared unconstitutional on the
basis of the Supreme Court's recent decision in National League of Cities v. Usery, 96
S. Ct. 2465 (1976). See Part I1 infra for further discussion of this question.
14. S. 2574, 94th Cong., 1st Sess. (1975) (introduced by Senator Eagleton). See
text accompanying note 82 infra.
15. S. 2969, 94th Cong., 2d Sess. (1976) (introduced by Senator Williams). See
notes 83-97 infra and accompanying text.
16. A complete description of municipal market operations may be found in Note,
supra note 3, at 562-75. Several recent articles have also discussed the municipal disclosure problem and these contain descriptions of the market and its unique problems.
See generally Note, Federal Regulation of Municipal Securities, 60 MINN. L. REv. 567
(1976); Note, Municipal Bonds-The Need for Disclosure, 78 W. VA. L. REv. 391
(1976).

17. The 1976 proposals and accompanying hearings have also been discussed in
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from the perspective of both public policy and the substantial constitutional issues which are involved. The ability of private investors to
overcome the obstacles of common law sovereign immunity and the
prohibitions of the eleventh amendment will be analyzed, as well as
the concepts of federalism and comity embodied in the tenth
amendment's implied limits on the federal government's power to regulate municipal issuers. Finally, an alternative scheme will be proposed
which would accomplish the required objectives without placing an
unreasonable burden on municipal issuers, and with far less federal
intrusion upon the prerogatives of state and local government.
I.

FEDERAL REGULATION OF MUNICIPAL SECURITIES

A. MunicipalSecurities Regulation Under the 1933 and 1934 Acts
Municipal securities are designated as one type of "exempt security" under the 1933 Act'8 and are thus exempted from the requirements
of the 1933 Act under all circumstances unless otherwise "expressly
There are no such
provided" in specific provisions of the Act.'
express provisions in the section of the Act requiring registration and
the delivery of a prospectus before the sale of any security, 20 and
municipal securities are therefore not subject to these requirements.
Nor are municipal securities subject to the extensive civil liabilities
provided in sections 11 and 12 of the Act for sales in violation of the
rules regarding registration statements, prospectuses and oral communications. 2' Section 17 is, however, applicable to municipal securities
as a result of an express provision in section 17(c);12 this general antiNote, Disclosure by Issuers of Municipal Securities: An Analysis of Recent Proposals
and a Suggested Approach, 29 VAND. L. REV. 1017 (1976).
18. 1933 Act § 3(a)(2), 15 U.S.C. § 77c(a)(2) (1970).
19. 1933 Act § 3(a), 15 U.S.C. § 77c(a) (1970).
20. 1933 Act § 5, 15 U.S.C. § 77e (1970). Section 5 makes it unlawful to make
use of any means of interstate commerce to sell, offer to sell, or deliver securities without first complying with the registration statement and prospectus requirements of the
Act,
21. Section 11 of the Act, 15 U.S.C. § 77k(a) (1970), imposes liability upon the
issuer and other specified participants for material untruths or omissions in the registration statement. Since the issuer of municipal securities is exempt from the registration
requirements it obviously will never have liability for misstatements in such documents.
Section 12, 15 U.S.C. § 771 (1970), imposes civil liability upon any person who sells
a security by means of a prospectus or oral communication which contains a material
untruth or omission. Municipal issuers, though not required to furnish prospectuses to
purchasers, do make oral statements which might contain material untruths or omissions.
However, section 12 contains an express exemption for municipal securities, even though
all other "exempt securities" (as defined by § 3) are subject to its proscriptions.
22. "The exemptions provided in section 3 shall not apply to the provisions of this
section." 1933 Act § 17(c), 15 U.S.C. § 77q(c) (1970). Section 17 makes it unlawful
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fraud provision serves as the only limitation on municipal securities under the 1933 Act.

Unlike the 1933 Act, the Securities Exchange Act of 1934 contains no all-inclusive exemption section. Instead, the 1934 Act defines

the term "exempted securities" and includes municipal securities
within that definition.13 It is therefore necessary to examine the
language of a particular section to determine whether it applies to
municipal and other exempt securities. Municipal securities are
exempt from the comprehensive reporting provisions of section 12 of
the Act.24 Although section 10, which prohibits the use of any "manipulative or deceptive device" in connection with the purchase or sale

of any security, contains no mention of "exempted securities," by its
terms it only applies to any "person" as defined by the Act, suggesting a
possible basis for an implied municipal exemption." The presumption
has always been, however, that municipal securities issuers are
"persons" under the Act,2 and thus subject to the anti-fraud provisions

of section 10.
In summary, then, prior to the enactment of the 1975 Amend-

ments, municipal securities could be regulated only through the
general anti-fraud provisions of the 1933 and 1934 Acts.

While

for any person offering or selling any security in interstate commerce
(1) to employ any device, scheme, or artifice to defraud, or
(2) to obtain money or property by means of any untrue statement of a material fact or any omission to state a material fact necessary in order to
make the statements made, in the light of the circumstances under which
they were made, not misleading, or
(3) to engage in any transaction, practice, or course of business which operates or would operate as a fraud or deceit upon the purchaser. 1933 Act
§ 17(a), 15 U.S.C. § 77q(a) (1970).
Section 17(b), 15 U.S.C. § 77q(b) (1970), also makes it unlawful to distribute any information which describes a security without fully disclosing any receipt of consideration for making such a distribution.
23. 1934 Act § 3(a)(12), 15 U.S.C. § 78c(12) (1970).
24. 1934 Act § 12(a), 15 U.S.C. § 781(a) (1970).
25. 1934 Act § 10, 15 U.S.C. § 78j (1970). The definition of "person" in the
Act is found in section 3(a) (9); prior to 1975, it included "an individual, a corporation,
a partnership, an association, a joint-stock company, a business trust, or an unincorporated organization." 1934 Act § 3(a)(9), 15 U.S.C. § 78c(a)(9) (1970). Thus municipal corporations and states were not explicitly included as "persons" and therefore not
literally within the prohibitory scope of section 10.
26. Section 3(a) (9) now reads, "The term 'person' means a natural person, company, government, or political subdivision, agency, or instrumentality of a government."
1934 Act § 3(a)(9), 15 U.S.C.A. § 78c(a)(9) (Supp. 1976). The SEC adopted the
position that section 10 had always applied to municipal issuers and that this amendment was adopted only for clarifying purposes. See SEC Securities Exchange Act
Release No. 11,876, [1975-1976 Transfer Binder] CCH FEn. Snc L. REP. 1 80,333
(Nov. 26, 1975), in which the Commission referred to past applicability of rule lob-5.
27. When a violation of these anti-fraud provisions occurs, the SEC may enjoin further issue and suspend brokers and dealers from further activity in the market. See, e.g.,
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some commentators contend that these exemptions were primarily
politically motivated, 8 a weighing of the costs and benefits of regulating municipal securities justified the exemptions at the time of their
enactment. There had been only rare instances of misrepresentation
by municipalities,2" and the need for investor protection was therefore

perceived as minimal.

The anti-fraud provisions, which were appli-

cable to municipal issues, were thought to provide adequate protection

against occasional abuses by giving the investor recourse against the
issuer if full and adequate disclosure of material facts had not been
made. The additional protection which registration would provide was
viewed as unnecessary because of the character of then-typical municipal securities investors-banks, insurance companies, and other institutions thought amply capable of protecting themselves.3" Moreover,
the cost of extensive regulation would substantially reduce a municipality's yield on its issue; 3 ' since increased costs would have to be borne
by taxpayers, rather than by corporate shareholders, the argument for
exemption proved to be compelling.
SEC Securities Exchange Act Release No. 8165, [1966-1967 Transfer Binder] CCH FED.
SEc. L. RaP.
77,474 (Sept. 22, 1967). The courts have also implied the availability
of a private right of action by individual investors for violations of these provisions.
While some courts have refused to recognize an implied right of action under § 17(a)
of the 1933 Act, e.g., Dyer v. Eastern Trust & Banking Co., 336 F. Supp. 890 (D.
Me. 1971), other courts have allowed such actions, e.g., Goldstein v. Grayson [19691970 Transfer Binder] CCH FED. SEc. L. REP. 1 92,645 (S.D.N.Y. 1970). Whether or
not such private actions are recognized under section 17 is immaterial because section
10(b) of the 1934 Act and SEC rule 10b-5 offer virtually identical protection for the
investor, and implied rights of action have been universally accepted under those provisions. See generally Doty, Application of the Antifraud Provisions of the Federal Securities Laws to Exempt Offerings: Duties of Underwriters and Counsel, 16 B.C. IND.
& COM. L. REv. 393, 400-03 (1975); Note, Federal Regulation of Municipal Securities,
supra note 16, at 574-79.
There is some distinction in the jurisdictional aspects of the two anti-fraud provisions. The 1933 Act vests concurrent jurisdiction over actions brought pursuant to its
provisions in both state and federal courts. 1933 Act § 22(a), 15 U.S.C. § 78v(a)
(1970). The 1934 Act, however, vests exclusive jurisdiction in the federal district
courts, at least for all express actions provided under the Act. 1934 Act § 27, 15
U.S.C. § 78aa (1970). However, an action still might be maintained in state court
based upon a violation of rule lOb-5, as a matter of state tort law. See 1 L. Loss, SECURITIEs REGULATION 986-99 (1961); 2 id. at 2005.
28. See, e.g., Landis, The Legislative History of the Securities Act of 1933, 28 GEO.
WAsH. L. REv. 29 (1959). The draftsmen had originally contemplated no exemption
at all for municipal bonds, but they were exempted in the author's view for "obvious
political reasons." Id. at 39.
29. The House committee report on the Securities Act of 1933 stated that public
regulation of municipal securities was not needed because of the lack of "recurrent demonstrated abuses." H.R. REP. No. 85, 73d Cong., 1st Sess. 6-7 (1933), reprinted in Hearings 66 (statement of Senator Williams).
30. See Hearings27 (statement of SEC Chairman Roderick M. Hills).
31. Id. at 66,
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The Municipal Securities Market

The distinctions between the corporate securities market and the
municipal securities market3 2 are substantial, and indicate the need for
a unique solution to the municipal disclosure problem. Perhaps the
most important distinction is the historical absence of fraud in the municipal market, and the limitations on the opportunity to commit fraud

which are inherent in the market's structure.3 3 Public officials, unlike
their corporate counterparts who often have a substantial economic
stake in the success of the corporation, do not have any direct mone-

tary interest in the proceeds from the sale of municipal securities. The
temptation to defraud the investor for personal gain is therefore

considerably weaker in the municipal market.34 The opportunity for
fraud by municipal issuers is also reduced, since governmental entities

are subject to the political process and the intense public scrutiny which
that entails.3 5 Individual public officials must answer regularly to voter
constituencies.

Additionally, prior authorization by the voters of the

municipality is required for the issuance of many types of municipal
securities.3 6

Such referenda, and the public debates which precede

them, result in the dissemination and open discussion of information.
Thus, the public may continuously examine the workings of the issuer
to an extent which would appear to compensate for the lack of technical

reporting requirements.
Another significant distinction between the two markets is the

relative safety and lack of risk in the municipal security market.
Notwithstanding New York City's financial crisis, municipal defaults
have been almost nonexistent.37 Even during the depression years of
32. For a detailed description of the municipal securities market and its participants,
see Note, supra note 3, at 562-75.
33. See notes 37-38 infra. But see Note, supra note 3, at 586-605, indicating that
fraudulent activity does occur among broker-dealers.
34. The 1933 Act presently recognizes the inherent reliability of public officials. It
allows participants in the registration process of corporate securities, other than the issuer, a defense to section 11 liability for good faith reliance on statements made by public officials or contained in official public documents. 1933 Act § 11(b)(3)(D), 15
U.S.C. § 77k(b)(3)(D) (1970).
35. This is especially true in states which have adopted "sunshine" laws requiring
government operations to be conducted in public view. Hearings 67 (statement of Senator Williams).
36. See Speer, What Every Lawyer Should Know About Municipal Bonds, 44 ILL.
B.J. 146 (1955).
37. Hearings 67. Only two of the twenty-four major municipal defaults in the period between 1945 and 1970 involved general obligation bonds; most defaults involved
speculative tax-exempt revenue bonds, which are used to finance private-enterprise functions. Id. at 265 (statement of Ronald W. Forbes).
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1929 to 1937, only $1.35 billion (seven percent of the total) of municipal interest and principal went into default, compared with $7 billion
(thirty percent of the total) in the corporate market. By 1944, only
$100 million of municipal debt remained in default, while $3 billion
of corporate debt had not been paid. From 1945 through 1974, about
$500 million worth of municipal bonds went into default-less than
one quarter of one percent of the outstanding municipal debt at the
end of 1974. Permanent loss of principal and interest from 1945 to
1965 is estimated at less than $10 million-1/10,000th of the outstanding municipal debt at the beginning of 1965.38 The explanation
for this is that through the exercise of the general taxing power,39 the
municipality will in almost all cases have the ability eventually to repay
its obligations. The corporate issuer, on the other hand, with liability
limited to its assets, can disappear as a legal entity, leaving the investor
without recourse.
A third distinction between the municipal and corporate markets
is found in the mechanics of the underwriting and distribution process.
While the underwriting and distribution of a corporate issue are usually
the result of an agreement directly negotiated between the issuer and
underwriter, most municipal issues are sold through a competitive
bidding process. 40 This procedure is often required by state law, on
the assumption that it results in lower costs to the issuer and
its taxpayers. 41 An underwriter will typically be part of a syndicate
which bids on a large number of issues and is successful only about
one-quarter of the time.42 The time between the publication of the
request for bids and the date bids are required to be submitted is often
38. Id. at 320, 325 (statement of Professor Robert W. Doty).
39. Even in cases where municipal securities are not backed by the general taxing
power, see note 2 supra, the preservation of the municipality's credit rating will provide
it with a strong incentive to invoke the taxing power to pay off the securities in a default situation.
40. ALI-ABA COURSE OF STUDY, MUNICIPAL SECURITIES, DISCLOSURE REQUIREMENTS FOR UNDERwRITERS AND ISSUERS 135 (1976).

During 1975 there were 8,107

public offerings of municipal securities. Approximately 21% of these offerings were
by negotiated underwriting, while 79% were competitively bid. Comparable figures
in the corporate market are estimated to be 87% negotiated and 13% competitively
bid, Thus, in 1975 there were approximately 6,404 competitively bid municipal offerings as compared with 110 competitively bid corporate offerings. Hearings 146 (statement of the Securities Industry Ass'n). For a detailed description of the underwriting process, see Note, supra note 3, at 567-74.
41. ALI-ABA COURSE OF STUDY, supra note 40, at 135; Hearings 317 (statement
of Professor Robert W. Doty).
42. An underwriter typically will bid on at least ten issues per week, with some underwriters bidding on as many as forty issues per week. ALI-ABA COURSE OF STUDY,
supra note 40, at 136.
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as little as one week and almost never exceeds two weeks.43 When
the bids are opened and the winning syndicate is determined, the municipal securities are sold within a short period of time, normally only
a matter of hours.44 Because of this time pressure, it is unrealistic,
if not impossible, to impose on the municipal securities underwriter the
extensive duty to investigate the issuer which is required in the corpo45
rate securities underwriting process.
A final distinction lies in the types of investors involved in the two
markets. There are three major groups of investors in municipal
46
securities: commercial banks, insurance companies and individuals.
One of the original rationales for the municipal securities exemption
was that the high degree of sophistication of the investors-primarily
institutions at that time-obviated the need for the added protection
provided by the federal regulations. The argument is now made that
the typical municipal investor has changed, with the sophisticated
institution of the 1930s largely replaced by the less knowledgeable
individual.47 However, while it is true that the absolute dollar amount
of "municipals" held by individual investors has increased, their relative
share of investment in the market has actually dropped.48 The absolute number of investors is significant, but the actual character of the
so-called "individual" investor must be evaluated. The figures themselves are misleading, as the individual category includes securities
owned indirectly by individuals through trust and bond funds. In fact,
only about one-half of the absolute total referred to above is owned
directly by private individuals.4 9 Additionally, most of these direct
private investors are high-income and presumably well-informed
persons who invest in municipals because of the tax shelter effect. 5°
43. Id. at 135-36.
44. Hearings317 (statement of Professor Robert W. Doty).
45. Because of the time pressure involved, the standard practice in a competitive bid
underwriting is for the issuer to prepare an offering statement without participation by
the underwriters. See Note, supra note 17, at 1025-26 n.53.
46. J. PETERSEN, CHANGING CONDITIONS IN THE MARKET FOR STATE AND LOCAL

GOVERNMENT DEBT 33 (1976) (unnumbered report to the Joint Economic Committee,
94th Cong., 2d Sess.).
47. See, e.g., Note, Federal Regulation of Municipal Securities, supra note 16, at

584-85.
48. The dollar amount of individually owned municipals rose from $30.8 billion to
$47.5 billion during 1960-1973, but the total amount of all outstanding municipals rose
from $70.8 billion to $181.7 billion during that same period. This reduced the percentage of ownership by individuals from 44% to 26%.

Note, supra note 3, at 565.

Pres-

ently, nearly half of all outstanding municipal securities are still held by banks.
PETERSEN,

J.

supra note 46, at 34.

49. J. PETERSEN, THE RATING GAME 68 (1974).
50. J. PETERSEN, supra note 46, at 39. The average tax rate for municipal bond
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While members of the bond funds mentioned above may be less

affluent individuals provided access to the market by this collective
investment form, they are theoretically protected by the expertise of
professional fund managers. It is also important to note that the
percentage of individual wealth held in the form of municipal securities

is quite small in relation to that held in the form of corporate securities."
Each of the distinctions discussed above argues strongly for
careful examination of any proposal modeled after the regulatory
scheme for corporate securities. Although investor protection is necessary in the municipal market, the dominant concern should be the
maintenance of a workable marketplace in which municipalities can
economically borrow the funds necessary to maintain essential government functions. It must also be remembered that unlike the corporate
market, where the expense of compliance is passed on to parties who

are free to withhold their capital or patronage from the issuer (i.e.,
shareholders or consumers), extra costs incurred in the issuance of
municipal securities will be passed on directly to citizens in the form
of higher taxes from which they have no escape.
C.

The 1975 Amendments to the Securities Exchange Act of 1934

Under the 1934 Act, the SEC has substantial regulatory power
over broker-dealers.

They are required to register with the SEC

2

and

may be disciplined or suspended for violation of the Act or the rules
promulgated thereunder. 53 Prior to the 1975 Amendments, however,

sections 3(a)(4) and 3(a)(5) of the 1934 Act expressly exempted
banks from the broker and dealer definitions. 54 In addition, section
15(a)(1) expressly exempted broker-dealers dealing in the sale of
owners has been estimated at 55%. Approximately 70% of the municipal bonds held
by individuals are owned by those with incomes of $50,000 or more. Galper & Petersen,
The Equity Effects of a Taxable Municipal Bond Subsidy, 26 NAT'L TAX J. 611, 617
(1973).
51. J. PETERSEN, supra note 46, at 40, Table 7. The portion of wealth held by individuals in the form of municipal securities has remained stable at about 3% over the
last 25 years, as compared with between 24% and 40% of individual wealth held in
corporate securities over this same period. Id. Thus the corporate securities market has
a much greater impact on individual wealth than does the municipal securities market.
52. 1934 Act § 15(b), 15 U.S.C. § 78o(b) (1970).
53. 1934 Act § 15(b)(4), 15 U.S.C. § 78o(b)(4) (1970). The Commission has
established rules governing record keeping and reporting, rule 15b10-6, capital requirements, rule 15c3-1, and customer protection, rule 15c3-3. See 17 C.F.R. §§ 240.15b106, 240.153-1, 240.15c3-3 (1976).
54. 1934 Act §§ 3(a)(4)-(5), 15 U.S.C. § 78c(a)(4)-(5) (1970).
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"exempt" securities from the broker-dealer registration requirements. 55
Even though this exemption was narrowly construed by the SEC to
include only broker-dealers who dealt exclusively in exempt securities, 56 a significant number of broker-dealers and all dealer banks were
neither required to register with the SEC nor subjected to the rules
applicable to registered broker-dealers.
Allegations of widespread fraud among brokers and dealers in
municipal securities led Congress to enact the Securities Acts
Amendments of 1975.17 The objective of the Amendments was
to prevent fraudulent and manipulative acts and practices, to promote
just and equitable principles of trade, to foster cooperation and coordination with persons engaged in regulating . . . and facilitating transactions in municipal securities, to remove impediments to and perfect
the mechanism of a free and open market in municipal securities, and,
in general, to protect investors and the public interest ....58
This was to be accomplished by removing the blanket exemptions for
broker-dealers (including banks) from the 1934 Act. Brokers and
dealers who buy, sell or effect transactions in municipal securities, 59
and banks that buy and sell such securities are now deemed to be "municipal securities dealers" 6 and are required to register with the Commission. 0 1 No person will be permitted to engage in the business of
trading in municipal securities unless so registered. Registration is
conditioned upon filing with the Commission such information as the
Commission by rule deems necessary or appropriate in the public
interest. "2 The SEC may deny a registration application for failure to
meet certain qualifications or for prior violations.6 3 The SEC also has
55. 1934 Act § 15(a)(1), 15 U.S.C. § 78o(a) (1)(1970).
56. See H. Montgomery Snyder, Inc. [1970-1971 Transfer Binder] CCH FED. SEC. L.
REP. 77,996 (SEC 1971) (no-action letter).
57. See Note, supra note 17, at 1018. The 1975 Amendments rewrote a great deal
of the 1934 Act, affecting many different areas of the securities market in addition to
municipal securities. See generally Note, Legislation: Securities Acts Amendments of
1975, 29 OKLA. L. REV.462 (1976).
58. 1934 Act § 15B(b)(2)(C), 15 U.S.C.A. § 78o-4(b)(2)(C) (Supp. 1976).
59. Municipal securities are defined by new section 3(a) (29), 15 U.S.C.A. § 78c(a)
(29) (Supp. 1976).

See note 2 supra for the text of the definition.

60. 1934 Act § 3(a)(30), 15 U.S.C.A. § 78c(a) (30) (Supp. 1976).
61. 1934 Act § 15B(a)(1), 15 U.S.C.A. § 78o-4(a)(1) (Supp. 1976).

62. 1934 Act § 15B(a)(2), 15 U.S.C.A. § 78o-4(a)(2) (Supp. 1976).
63. 1934 Act § 15B(a)(2)(B),

15 U.S.C.A. § 78o-4(a)(2)(B)

(Supp. 1976).

These qualifications and standards will be formulated by the Municipal Securities Rulemaking Board, pursuant to section 15B(b)(2),

1976).

15 U.S.C.A. § 78o-4(b)(2)

(Supp.
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the authority to suspend or revoke the registration of any broker-dealer
who violates the securities laws."4

In addition to this regulation by the SEC, the 1975 Amendments
also created the Municipal Securities Rulemaking Board. 5 The Board
is so constituted as to perform a self-regulatory function, being staffed
by representatives of broker-dealers, banks and the public.6 6 The
Board is empowered to make rules requiring municipal securities

dealers to meet standards of operational capability, training, experience and competence, and to pass appropriate qualifying tests in such
areas." 7 The Board will determine what records must be kept by
broker-dealers"" and provide for periodic examination of broker-dealer
firms to determine compliance with the securities laws."9 The Board
itself, however, has no power to conduct inspections or to enforce its
rules; these functions are assigned to other agencies.70
64. 1934 Act § 15B(c)(2), 15 U.S.C.A. § 78o-4(c)(2) (Supp. 1976).
For a
65. 1934 Act § 15B(b)(1), 15 U.S.C.A. § 78o-4(b)(1) (Supp. 1976).
complete description of the structure and operations of the Municipal Securities Rulemaking Board, see Dikeman, Municipal Securities Rulemaking Board: A New Concept
of Self-Regulation, 29 VAND. L. REv. 903 (1976). Mr. Dikeman is Chairman of the
MSRB.
66. The 1975 Amendments create a Board of fifteen members appointed initially by
the Commission: five "public representatives" who are not associated with any broker,
dealer, or municipal securities dealer, at least one of whom shall be representative of
investors and at least one a representative of issuers of municipal securities; five "brokerdealer representatives" associated with and representative of non-bank municipal securities brokers and dealers; and five "bank representatives" associated with and representative of securities dealers which are banks. 1934 Act § 15B(b)(1), 15 U.S.C.A. § 78o4(b)(1) (Supp. 1976). The Board is to set up rules for the election of the members
to succeed the initial members. Id. The membership of the Board must at all times
be equally divided among the public representatives, broker-dealer representatives, and
bank representatives. 1934 Act § 15B(b) (2) (B), 15 U.S.C.A. § 78o-4(b)(2)(B)
(Supp. 1976).
67. 1934 Act § 15B(b)(2), 15 U.S.C.A. § 78o-4(b)(2) (Supp. 1976). The form
and content of quotations relating to municipal securities will be specified by rules
promulgated by the MSRB, as will the terms and conditions under which dealers may
sell any part of a new issue. The Board may also establish rules for arbitration of
claims, disputes and controversies relating to transactions in municipal securities, with
such arbitration limited to municipal securities brokers and dealers. The MSRB will
therefore have the power to proscribe many of the fraudulent dealer practices which previously plagued the market.
68. 1934 Act § 15B(b)(2)(G), 15 U.S.C.A. § 78o-4(b)(2)(G) (Supp. 1976).
69. 1934 Act § 15B(b)(2)(E), 15 U.S.C.A. § 78o-4(b)(2)(E) (Supp. 1976).
70. Firms which are members of the National Association of Securities Dealers
(primarily those which sell corporate as well as municipal securities) have been and will
continue to be controlled by this self-regulatory association. For a description of how
the NASD operates, see Note, supra note 3, at 578-80. Municipal securities dealers
which are banks will be regulated by the bank regulatory agencies. Any non-bank dealers which are also not members of the NASD will be controlled directly by the SEC.
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Two sections, the so-called Tower Amendments, 7 ' were added to
the 1975 legislation in an attempt to make it clear that, although the
bill established a pervasive and coordinated scheme of federal regulation of municipal securities dealers, the issuers of municipal securities
continued to be exempt from the basic regulatory requirements of the
federal securities laws. 2 The result, however, has been to confuse
both underwriters and issuers as to their disclosure responsibilities.?7
Section 15B(d)(1) specifies that neither the Board nor the SEC
is authorized to require any issuer of municipal securities, by direct or
indirect means, to file any information with the SEC or the Board prior
to the sale of such securities. This section thus establishes unambiguously that municipal securities continue to be exempt from the
registration requirements of the 1933 Act.
Section 15B(d)(2) states that the Board is not authorized under
the Act to require any issuer of municipal securities to furnish any
information to the Board or to a purchaser or prospective purchaser,
74
either directly or indirectly through a broker-dealer or otherwise.
Senator Tower, who co-sponsored this addition to the bill, was explicit
as to its purpose:
The Amendment is designed to make it clear that the bill will not be
a means of subjecting states, cities, counties, or villages to any unnecessary disclosure requirements which could be promulgated by the new
75
Board.
With this amendment the municipal issuers were relieved of the threat
that the Board would require information from dealers which would
only be obtainable from the issuer, thereby inducing the dealers to
compel disclosure by the issuer as a condition of underwriting the
issue. Such "indirect" methods of forcing disclosure requirements
upon issuers are explicitly prohibited by section 15B(d)(2).
Several questions remain, however, under these two sections. The
proviso to section 15B(d)(2) states that the Board may require municipal securities brokers and dealers to furnish to the Board or to a purchaser or prospective purchaser information about the issuer "which is
generally available from a source other than such issuer.""0 Arguably,
71. 1934 Act §§ 15B(d)(1)-(2), 15 U.S.C.A. §§ 78o-4(d)(1)-(2) (Supp. 1976).
72. Hearings on S. 249 Before the Subcomm. on Securities of the Senate Committee
on Banking, Housing and Urban Affairs, 94th Cong., 1st Sess. 191 (1975).
73. For a discussion of the impact the 1975 Amendments have had on the participants in the municipal securities market, see Note, supra note 17, at 1023-27.
74. 1934 Act § 15B(d) (2), 15 U.S.C.A. § 78o-4(d)(2) (Supp. 1976).
75. ALI-ABA COURSE

oF STUDY,

supra note 40, at 63.

76. 1934 Act § 15B(d)(2), 15 U.S.C.A. § 78o-4(d)(2) (Supp. 1976).
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this proviso indicates that underwriters will have performed their duty
of investigation and disclosure if they merely examine and provide
information which is publicly available. Any further obligation to
investigate could not be met if the issuer has no obligation to provide
the underwriter with access to the data on which the public information is based. Alternatively, the section and proviso may be
narrowly construed so as merely to prevent the Board from requiring
any direct or indirect disclosure from an issuer; whatever disclosure and
investigation is compelled by the anti-fraud provisions of the securities
acts rather than by the Board would still be required of the underwriter. This latter alternative may be supported by a recent case
brought under rule 10b-5,7r in which the Seventh Circuit held that
"something more than published data must be analyzed if an underwriter is to discharge his duty of investigation. '7 8 The case was decided before the 1975 Amendments became effective, however.
The 1975 Amendments have been effective for only a short time,
and will require extensive interpretation from the Commission and the
courts. The direction which these interpretations take may in large
measure determine whether additional regulation will be needed in the
municipal securities market.
D. The 1976 Regulatory Proposals

During the 94th Congress, several bills were proposed to increase
federal regulation of municipal securities. Senator Eagleton introduced S.2574 on October 28, 1975, 7 and an alternative bill, S. 2969,
was introduced by Senator Williams on February 17, 1976.80 Extensive hearings on both bills were held in February of 1976,1 but
neither was enacted into law by the close of the 94th Congress. Both
bills will undoubtedly be reconsidered by the newly constituted 95th
Congress.
S. 2574 would bring municipal securities completely within the
regulatory scope of the 1933 Act. It would amend section 3(a)(2)
77. Sanders v. John Nuveen & Co., 524 F.2d 1064 (7th Cir. 1975), vacated and re,,anded, 425 U.S. 929 (1976) (ordering reconsideration in light of Ernst & Ernst v.
Hochfelder, 425 U.S. 185 (1976)).
78. 524 F.2d at 1071.
79. The full text of S.2574 is reported in Hearings 3-4. Two bills with similar
objectives were introduced in the House, H.R. 11044 and H.R. 11534. With a few minor exceptions, these bills are identical to S.2574.
80. The full text of S.2969 is reported in Hearings5-13.
81. Hearings. For a summary of some of the testimony given at the hearings, see
Note, supra note 17, at 1043-48.
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of the 1933 Act to remove the "exempt securities" status of muni-

cipal securities, so that municipal issuers would be required to file a
registration statement with the Commission before a new issue is
offered to the public and would be subject to the civil liabilities provided in sections 11 and 12.82
Another, more moderate approach is taken by S. 2969, and is premised on the recognition that municipal securities are so different from
corporate securities that a single regulatory scheme is inappropriate.
Thus, the exemption for municipal securities contained in the 1933
Act would be retained-municipal issuers would not be required to file
a registration statement with the SEC prior to a public offering. 83 The
most significant aspect of S. 2969 is the addition of a new section to
the 1934 Act, section 13A, entitled "Municipal Securities Disclosure."
This section would provide regulation and disclosure by requiring the

preparation by municipal issuers of "annual reports" and "distribution
statements."
The bill would require a municipal issuer with over $50 million
of municipal securities outstanding during any portion of a fiscal year

to prepare for that fiscal year an annual report and reports of events
of default.8 4 The information to be contained in these reports is
specified in sections 13A(a)(2)-(4).8 5 The annual report would con82. Hearings3-4. See notes 18-22 supra and accompanying text.
83. See Note, supra note 17, at 1040-42.
84. S. 2969, 94th Cong., 2d Sess. § 13A(a)(1) (1976).
85. (2) The annual report required by paragraph (1) shall contain the following information, if applicable:
(A) An identification and description of the issuer of the securities
outstanding;
(B) A description of any legal limitation on the incurrence of indebtedness by the issuer or the taxing authority of the issuer;
(C) A description of the issuer's debt structure, including information with respect to amounts of authorized and outstanding funded debt;
estimated amount of short term debt, character of amortization provisions
of funded debt, sinking fund requirements, security for debt, nature and
extent of guaranteed debt, and debt service requirements;
(D) A description of the nature and extent of other material contingent liabilities or commitments of the issuer;
(E) If any payment of principal or interest on any security of the
issuer or any predecessor thereof has been defaulted on, or has been postponed or delayed, within the past twenty years, a description of the date,
amounts and circumstances of such event and of the terms of any succeeding arrangements thereof;
(F) A description of the issuer's tax authority and structure over the
past five years including the nature of taxes levied, tax rates, property
(real and personal) valuation and assessment procedures, amount of property valuations and assessments, amounts of tax levies, amounts of tax
collections and delinquent tax procedures and experience;
(G) A description of the issuer's major taxpayers;
(H) A description of the principal governmental and other services
provided or performed by the issuer, the extent to which similar or differ-
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tain, inter alia, "[flinancial statements of the issuer in such detail
and form and for such periods

scribe." '

. . .

as the Commission may pre-

The financial statements would have to be audited and ap-

proved by an independent public or certified accountant.8 7 In addition
to the information required by sections 13A(a)(2) and (3), the

Commission would be given the authority to require the inclusion in
the reports of additional information, with the limitation that such
information be "specific" and "similar" to that required in section
8
13A(2). 8
The second vehicle for disclosure in S. 2969 is the distribution

statement. Section 13A(b)(1) would require an issuer that offers or
sells a municipal securities issue in excess of $5 million, to or through
a municipal securities broker, dealer or bank acting as agent, to prepare a distribution statement prior to the offer or sale. 9 Section
13A(b)(2) specifies that the distribution statement shall include as
much of the information contained in the annual report as the SEC by

rule may require, plus certain additional information.9"

Section 13A

ing services are performed by other governmental entities which serve the
same geographic area and any major changes in such services in the last
ten years;
(I) A description of the nature and extent of Federal or other assistance programs available to the issuer; and
(J) Financial statements of the issuer in such detail and form and
for such periods beginning not earlier than the fifth previous fiscal year
as the Commission may prescribe, which statements for any fiscal year
commencing on or after December 31, 1978, shall be audited and reported
on by an independent public or certified accountant in such manner as the
Commission may prescribe.
(3) The reports of events of default referred to in paragraph (1) shall contain
such of the information required by paragraph (2) as the Commission may by
rule or regulation prescribe.
(4) The reports required by paragraph (1) shall, in addition, contain such
other similar and specific information as the Commission may by rule or regulation prescribe as being necessary or appropriate in the public interest or for
the protection of investors.
Id. § 13A(a) (2)-(4).
86. Id. § 13A(a) (2)(J).
87. Id.
88. id. § 13A(a)(4).
89. id. § 13A(b)(1). The distribution statement appears to be the equivalent of
the prospectus required of corporate issuers.
90. (2) The distribution statement required by paragraph (1) shall contain such
of the information pertaining to the issuer required by subsection (a)(2) as
the Commission may by rule or regulation prescribe, and the following:
(A) A description of the offering, including amount to be offered,
price, plan of distribution, and underwriting arrangements and compensation;
(B) A description of the security to be offered, including provisions
as to security, events of default, payment of principal and interest, sinking
fund, redemption, debt reserve funds, priority, legality and authorization
for issue and rights of security holders to bring suit against issuers;
(C) A description of any project or enterprise of the issuer to be fi-
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(c) of the bill provides for certain exemptions from the distribution
statement requirement. A distribution statement would not be
required for an offer or sale which meets the criteria of an exempted
security under sections 3(a)(9) or 3(a)(10) or an exempted transaction under sections 4(1)-(4) of the 1933 Act."

In addition to these,

an exemption will be recognized where a disclosure in connection
with the offer or sale of the issue has been approved "as adequate for
the protection of investors" by a state governmental authority, other
than the issuer, which is "expressly authorized by [state) law to grant
92
such approval.
The remaining sections of the bill govern the availability of the
required reports to investors, 3 give the Commission authority to prescribe the form of these reports,9 4 and allow the Commission to adjust
nanced from the proceeds of revenue or special assessment securities, and
any engineering or financial feasibility reports or studies on the construction and operations of the project or enterprise;
ing; (D) A description of the intended use of the proceeds of the offer(E) A statement of counsel's opinion as to the legality of the issuance of the securities to be offered;
(F) A statement of the availability of the reports required by this
section; and
(G) Such other similar and specific information as the Commission
may by rules or regulations require as necessary or appropriate in the public interest or for the protection of investors;
except that, prior to any sale, the information specified in subparagraphs (A),
(B), and (E) may be set forth in preliminary form.
Id. § 13A(b) (2).
91. These are the standard "security" and "transaction" exemptions available under
the present 1933 Act which may be used to exempt certain corporate securities from
the registration requirements. The "securities" exemptions are for securities exchanged
by the issuer with existing shareholders, 1933 Act § 3(a)(9), 15 U.S.C. § 77c(a)(9)
(1970), and securities issued in reorganizations approved by court or government authority, id. § 3(a)(10), 15 U.S.C. § 77c(a)(10). The "transaction" exemptions apply
to transactions by any person other than an issuer, underwriter, or dealer, id. § 4(1),
15 U.S.C. § 77d(1), private offerings, id. § 4(2), 15 U.S.C. § 77d(2), certain transactions by a dealer, id. § 4(3), 15 U.S.C. § 77d(3), and broker's transactions executed
upon customer's orders on an exchange or in the over-the-counter market, id. § 4(4),
15 U.S.C. § 77d(4).
Curiously, the intrastate exemption, id. § 3(a)(11), 15 U.S.C. § 77c(a)(11), is not
included in the exemption list which would be applicable to municipal securities, with
no apparent explanation for the exclusion.
92. S. 2969, 94th Cong., 2d Sess. § 13A(c)(1) (1976).
93. Id. § 13A(f). The issuer must make the reports available upon request to security holders at the issuer's expense and to anyone else at the expense of the requesting
party. Public notice of this availability must also be given. However, there is no requirement in the bill that the reports be filed with the Commission or any other public
agency.
94. Id. § 13A(e).
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the threshold dollar limits for annual reports and distribution statements. 00
The bill does not contain any provision regarding civil liability for
fraud. Senator Williams, in his remarks introducing the bill, made it
clear that this omission was intentional, and that the general anti-fraud
provisions were to remain the only standard applicable in the area. 6
The only provision of the bill which addresses the question of civil
liability serves merely to limit the underwriter's liability to the total
price at which the issue was sold by it to the public.
E. Analysis of the 1976 Proposals
S. 2574 is obviously the more extreme of the two proposals for
regulation of the municipal securities market. By extending the full
registration provisions of the 1933 Act to municipal securities, 98 the bill
would subject municipal issuers to all the requirements (and costs)
now borne by corporate issuers. 9 The bill is therefore subject to all
the specific objections made to S. 2969, discussed immediately below,
as well as to the general criticism that it totally ignores the substantial
differences between the municipal and corporate markets.
The consensus of those testifying at the congressional hearings
was that such regulation was neither necessary nor desirable, 10 0 and the
practical difficulties which adoption of the bill would occasion seem
insuperable. SEC Chairman Hills has stated that even if Congress
greatly increased the SEC's budget, it would be years before it could
have a staff sufficiently trained to comment on registration statements
for the many varieties of municipal issues. 10 ' The staff's work would
be further complicated by the necessity of drafting new and different
rules and forms explaining what information must be disclosed by
municipal issuers, as those currently used for corporate issuers would
95. Id. § 13A(d). The Commission may change these minimum amounts-considering economic conditions, costs involved, and the nature of the distribution system for
municipal securities-if such change is deemed to be appropriate in the public interest.
96. 122 CONG. REC. S 1633 (daily ed. Feb. 17, 1976), reprintedin Hearings67.
97. S. 2969, 94th Cong., 2d Sess. § 13A(g) (1976). This section is identical to
a portion of section 11(e) of the 1933 Act which limits underwriter liability in connection with the issuance of corporate securities.
98. See text accompanying note 82 supra.
99. See note 118 infra.
100. Hearings 23 (statement of SEC Chairman Roderick M. Hills), 33 (statement
of Edwin H. Yeo, Undersecretary of the Treasury for Monetary Affairs), 122 (statement of Senator Harrison H. Williams), 141 (statement of Securities Industry Ass'n),

154 (statement of Wallace Sellers).

101. Id. at 21 (statement of SEC Chairman Roderick M. Hills).
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be inappropriate in the municipal context. 11 2 Moreover, as will be
discussed in detail below, corporate-type disclosure requirements would
result in a degree of federal control over local government affairs which
might jeopardize the bill's constitutional validity under the tenth
amendment. 03 In light of the limited and arguably superfluous benefits to be derived from a full disclosure policy, 0 4 these problems, in addition to those difficulties common to both bills, cast serious doubt on
the wisdom of S. 2574's comprehensive regulatory scheme. 10 5
S.2969 would retain the exemptions for municipal securities contained in the 1933 Act, and municipal issuers would therefore not be
required to prefile any information with the SEC. The bill merely
would amend the 1934 Act to require municipal issuers to disclose
information through "annual reports" and "distribution statements."'' 00
Perhaps the most significant present problem which this bill addresses is the accounting methods used by municipalities. Most
government entities do not keep their books according to generally
accepted accounting principles, 07 and thus whatever financial information they currently report voluntarily is difficult or impossible to
interpret. The bill would permit the Commission to specify the form
of financial statements and the accounting methods to be followed in
their preparation' 08 in order to establish needed uniform accounting
standards for all local governments. There are, however, certain
problems which the Commission must face. At present, the National
Council on Governmental Accounting recognizes several forms of
municipal accounting which are necessary to reconcile the variety of
budget systems used by different municipalities; 0 9 the Commission, of
102. See Note, supra note 17, at 1040. The Note also points out the difficulty in
meshing certain sections of the 1933 Act with the peculiarities of municipal issuers; for
example, who is a "director" of a municipality? Id.
103. See Part III infra.

104. See notes 33-39 supra and accompanying text.
105. For further criticism of S. 2574, see Note, supra note 17, at 1037-40; Note, Federal Regulation, supra note 16, at 581 n.158.
106. See text accompanying notes 84-92 supra.

107. Hearings 16.

Four critical areas of deficiency in the accounting practices of

state and local governments have been identified:

1. Financial statements consolidating the funds of a governmental entity are
generally not presented;

2. Accrual accounting is not followed in many cases;
3. Recognized standards of accounting for pension costs are frequently not
followed;

4. Depreciable property and the related depreciation are usually not recorded. Id. at 54.
108. S. 2969, 94th Cong., 2d Sess. § 13A(e) (1976).

109. See Hearings 116 (statement of Jackson Phillips).
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course, must be mindful of this budgetary diversity in attempting to
sanction any single method. The Commission must also be cognizant
of the fact that its expertise lies in the field of corporate accounting,
and that there are major differences between corporate and municipal
accounting procedures."10 It will therefore be important for the SEC,
in formulating uniform standards, to avail itself of a broad spectrum
of expertise in the fields of municipal finance and securities law."'
The bill also addresses itself to the second critical flaw in municipal financial reporting by requiring municipal financial statements to
be audited by an independent public or certified accountant."12 At
present, the financial disclosures are not only non-uniform, but the
truth and accuracy of the information provided is usually neither
examined nor guaranteed by an independent audit. 113 One study of
disclosures contained in municipal offering statements revealed that
only 10 percent of the offering statements sampled supplied copies of
certified financial reports. 114 The difficulty with obtaining complete
private audits lies in the cost to the issuer. The objective of the audit
requirement-an examination and verification of financial data by an
auditor independent of the issuer-can be accomplished by less
expensive means than the use of a private accountant. A state
agency created for the purpose of certifying local government financial
statements would provide this verification at much lower cost than
private accountants, while at the same time maintaining the degree of
independence from the issuer necessary to ensure the integrity of the
process. 115 While this alternative is probably permissible within the
literal terms of the bill,"' the bill should be amended to eliminate any
doubt that such a state agency is an acceptable substitute for the "public
or certified accountant."
110. See id. at 314 (statement of Professor Robert W. Doty).
111. Both the National Council on Governmental Accounting and the Committee on
Governmental Accounting and Auditing of the American Institute of Certified Public
Accountants have established municipal accounting standards. Id. at 313-14. A study
has also been commissioned at the Center for the Management of Public and Nonprofit
Enterprise in the Graduate School of Business at the University of Chicago to examine,
and recommend improvements in, the present standards of accounting and financial disclosure. Id. at 56 (statement of Harvey Kapnick).
112. S. 2969, 94th Cong., 2d Sess. § 13A(a)(2)(J) (1976).
113. 122 CONG. Rec. S 1633 (daily ed. Feb. 17, 1976), reprinted in Hearings 67
(statement of Senator Williams).
114. Hearings 252 (statement of Ronald W. Forbes). Only half of these actually
described the accounting methods used in the reports.
115, See id. at 126 (statement of Richard Kezer), 143 (statement of Securities Industry Ass'n).
116. See S. 2969, 94th Cong., 2d Sess. § 13A(a) (2) (J) (1976).
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Several aspects of S. 2969 are difficult to evaluate since they give
rise to both advantages and disadvantages.

One of the primary con-

cerns of municipal issuers is the increased costs which they would incur
in complying with extensive disclosure requirements. 117 These fears
are generated by the high costs which corporate issuers must pay to
comply with the requirements of the 1933 and 1934 Acts. 118 The bill
treats this problem by establishing minimum threshold dollar amounts

below which a municipal issuer would not have to provide the annual
reports and distribution statements normally required. 119 These threshold amounts are designed to exempt issuers who would be most sensitive

to the costs of additional disclosure-those who have only a small dollar
amount of securities outstanding

20

and those making issues with small

amounts.' 2 '

principal
Despite these obvious advantages, the minimum thresholds work
against the bill's main objective. Estimates of the percentage of issues
and issuers which would be exempted from the bill's requirements
range from sixty-three 22 to ninety-four percent; 23 whatever the cor-

rect figure, it would be substantial. If in fact a significant number of issuers were exempted from the disclosure requirements, the bill's goal

of providing the investor with uniform information about all issuers
would be frustrated. On the other hand, if a large percentage of issuers

were not exempt or complied voluntarily with the disclosure requirements, the securities of the exempt issuers which did not make any disclosures might be considered to be inferior by the market. 24 The is-

suer, while theoretically exempted by the bill, would be forced by the
market to meet the higher disclosure standards or be penalized with
117. Hearings 44 (statement of Harvey Kapnick), 115 (statement of Jackson Phillips), 127 (statement of Richard Kezer), 156, 162, 165-66 (statement of Richard
Carver).
118. Id. at 320 (statement of Professor Robert W. Doty), Table: Total Costs of Flotation. The table vividly demonstrates the higher costs for corporate issues, particularly
for smaller issues, where the cost of a corporate issue may be five to ten times higher
than the cost of a municipal issue of corresponding size.
119. If the issuer has less than $50 million in securities outstanding in any fiscal
year, no annual report would be required. S. 2969, 94th Cong., 2d Sess. § 13A(a)(1)
(1976). If the aggregate amount of an issue is less than $5 million, no distribution
statement would be required. Id. § 13A(b) (1).
120. Issuers with only a small amount of securities outstanding probably have not
entered the market on a regular basis and thus do not have the experience and expertise
needed to implement the disclosure requirements in an efficient, inexpensive manner.
121. It is in the small issue that the cost of complying with the securities laws represents the greatest percentage of the total amount of the issue. See note 118 supra.
122. Hearings205 (statement of Gilman C. Gunn).
123. Id. at 249 (statement of Donald R. Hodgman).
124. Id.
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higher interest costs. 1- 5 An added argument against the threshold minimums is that they would be superfluous, since large issuers are already
voluntarily disclosing a great deal of information, 126 while the very
small issuers which the threshold would exempt are not currently dis127
closing any information.
The solution to this dilemma lies in the realization that the dollar
amount of the issue or amount of securities outstanding should not be
the sole or even the most important criterion used to determine the
need for disclosure. There are many different types of municipal securities, 128 each with differing risks and therefore requiring disclosure of
different information; the disclosure guidelines should be based on
these criteria rather than solely on dollar amounts. 129 All issuers
should be subject to some disclosure requirements, with the quantity
and type of information varying according to the type of issue as well
as its size.
A similar problem exists with the bill's exemption from the distribution statement requirements of issues which have been approved by
a state authority (other than the issuer) expressly authorized by state
law to grant such approval.'Y0 The advantage of this exemption is that
it allows the states to retain jurisdiction over their municipal issuers,
thus greatly reducing the potential for federalism and comity attacks
upon the bill.' 3 ' However, the only constraint imposed upon the state's
discretion to approve an issue is that the disclosure be "adequate for
the protection of investors.' 32 The state is not required to employ
any specific criteria; presumably, it may approve an issue even when
the information which would otherwise be required by the bill is not
supplied. 3 3 The problem is mitigated somewhat by the fact that
annual reports will continue to be required regardless of state
approval,3 4 but it is still significant because of the absence of the ad125. Id. at 125 (statement of Richard Kezer), 143 (statement of Securities Industry
Ass'n), 249 (statement of Donald R. Hodgman).
126. Id. at 116 (statement of Jackson Phillips). As a result of the crisis in New
York City, the onus is on all "big city" issuers; these issuers are also attempting to sell
large quantities of securities and are thus compelled by market forces to disclose more.
See id.at 120 (statement of Brenton W. Harries) (concerning disclosure in a $50 million issue of general obligation bonds by New Jersey).
127. Id. at 112 (statement of Brenton W. Harries).
128. See note 2 supra.
129. See Hearings 153 (statement of Wallace 0. Sellers).
130. S.2969, 94th Cong., 2d Sess. § 13A(c)(1) (1976).
131. See Part III infra.
132. S. 2969, 94th Cong., 2d Sess. § 13A(c)(1) (1976).
133. Hearings35 (statement of Robert Gerard).
134. The exemption states only that the provision of subsection (b) (pertaining to
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ditional information about the specific issue with which investors would

be provided in the distribution statement. 135 In addition to this difficulty, the state approval exemption would help to perpetuate the

present lack of uniformity in disclosure patterns; 136 if each state
adopted different disclosure criteria, issues from different states would
remain difficult to evaluate and compare.'
One solution to the state exemption problem would be to enumerate specific disclosure criteria which any state approval process must
consider when passing upon the adequacy of an issue. The SEC might

also be given oversight jurisdiction to insure that the state-approved disclosure was uniform and adequate to meet the objectives of the section.

Such a provision might represent the best compromise between the
need for uniform investor protection and the desire to preserve primary

state responsibility for the regulation of municipal issuers.
Perhaps the greatest flaw in S.2969 is the discretion which it gives
the Commission to prescribe additional rules and regulations governing

municipal disclosure. 138 This power to effect changes in the disclosure
mechanism is constrained only nominally by such criteria as "similar

and specific" and "necessary or appropriate in the public interest or
for the protection of investors."' 39 The Commission's discretion extends to the contents and method of preparation of the annual reports
distribution statements) shall not apply. S. 2969, 94th Cong., 2d Sess. § 13A(c)(1)
(1976). Subsection (a) (requiring annual reports) is apparently not affected.
135. The distribution statement would include as much of the information required
in the annual report as the Commission specified, id. § 13A(b) (2), and thus would overlap somewhat with information already supplied to investors. However, the distribution
statement would presumably contain current figures whereas the annual report could be
almost one year old. Since additional information would be required in the distribution
statement which pertained to the particular issue it accompanied, it would enable an investor to make a decision about the particular issue rather than just the financial condition of the issuer in general. This additional information about the issue would be especially important when securities other than general obligation bonds were involved.
For example, where revenue bonds were issued, the investor would not be interested in
the financial stability of the municipality as much as in the earning potential of the specific municipally owned project. See note 2 supra.
136. A further problem is which state should give the approval. The state of which
the issuer is a subdivision would be the appropriate choice, rather than requiring
separate approval in each state in which the offers or sales will be made. This should
be clarified in the bill; it is ambiguous as presently written.
137. Hearings 204 (statement of Gilman C. Gunn), 309 (statement of Professor
Robert W. Doty).
138. Id. at 34, 211. The Commission has the power to effect the disclosure required
in sections 13A(a) (1), -(a) (2) (J), -(a) (3), -(a) (4), -(b) (1), -(b) (2), -(b) (2) (G),
-(d), -(e), -(f) (2), and -(f) (3).
139. See, e.g., S. 2969, 94th Cong., 2d Sess. § 13A(a) (4) (1976).
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and reports of events of default, 14 the manner of auditing the financial
statements included in the annual reports, 1 4 ' the accounting procedures
used to prepare the required financial statements, 1 42 the manner of
preparation of the distribution statements, 4 and any additional information which might be required in the annual reports 144 and distribution statements. 45 The Commission is apparently given virtually
unlimited discretion to raise or lower the minimum threshold amounts
which determine the applicability of the bill. 4 ' The Commission may
also prescribe the requirements which the issuer must meet regarding
the availability of the distribution statement, 47 and may designate the
location at which the issuer must make the annual reports and distriFinally, the
bution statements available for public examination. 4
Commission may establish a central repository for these reports and
require the issuers to file copies of the reports and distribution
statements with the repository "in accordance with such rules and regulations as the Commission finds are necessary or appropriate in the
public interest."' 49
Legitimate concern has already been aroused concerning the cost
and difficulty of compliance with the bill.' 50 The degree of discretion
left with the Commission to complicate compliance even further cannot
but aggravate this concern. Wherever possible, the Commission's
discretion should be narrowed and the bill made more specific to
permit a more accurate assessment of its probable impact.
Despite the assurances of the sponsors of the bill,'"' S. 2969 establishes a structure within which the Commission could not only
140. ld. § 13A(a)(1).
141. Id. § 13A(a)(2)(J).
142. Id. § 13A(e).
143. Id.§ 13A(b)(1).
144. Id.§ 13A(a)(4). The additional information which the Commission may require must, however, be "similar" to that required in section 13A(a) (2), as well as "specific."
145. ld. § 13A(b)(2)(G). Again, such additional information must be "specific"
and "similar" to that expressly required by the bill.
146. Id. § 13A(d). The bill requires the Commission to give "due regard to such
factors as general economic conditions, costs involved, and the nature of the distribution
system for municipal securities." The change must also be "deemed to be appropriate
in the public interest." These criteria are obviously not meant to be exclusive and are
sufficiently vague to allow the Commission virtually unbridled discretion to apply the
bill to any municipal issuer, no matter how small.
147. Id. § 13A(f)(2).
148. Id.§ 13A(f)(3).
149. Id.
150. See notes 117-21 supra and accompanying text.
151. See Hearings 14 (statement of Senator Williams).
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require disclosure of extensive additional information but also impose
de facto pre-issue filing requirements not unlike those from which
municipal issuers are specifically exempted under the 1933 Act.'5 2
Aside from the SEC's substantial discretion ary rulemaking power, this
conclusion is reinforced by two additional factors. First, the bill does
not specify a time at which the annual report must be filed.'5 3 The
bill does state that the distribution statement must be prepared "prior
to such offer or sale,"' 54 but is silent as to when it must be filed or
distributed. This is presumably within the rulemaking discretion of the
Commission under section 13A(a) (1), and thus these statements and
reports could conceivably be required prior to the offer or sale of any
securities.' 155
The second factor which causes some issuer uneasiness is the
negative implication arising from the bill's repeal of a portion of the
1975 Amendments. 6 At present, both the Municipal Securities
Rulemaking Board and the Commission are prohibited from requiring
any issuer of municipal securities to file any application, report or
document with the Commission or the Board prior to the sale of such
securities. 57 S. 2969 would amend this section by deleting the prohibition against the Commission requiring an issuer to make a filing
prior to the sale of its securities.'
No other provision of S. 2969 gives
152. See id. at 143-44 (statement of Securities Industry Ass'n), 237 (statement
of Richard B. Smith), 309 (statement of Professor Robert W. Doty).
153. See id. at 116 (statement of Jackson Phillips), 238 (statement of Richard B.
Smith).
154. S. 2969, 94th Cong., 2d Sess. § 13A(b)(1) (1976).
155. The annual report would presumably be required at some fixed time after the
issuer's fiscal year ends (for example, corporate issuers must now file Form 10-K within
90 days after the end of their fiscal year). However, if the issuer plans to offer a new
issue before the annual report is required to be filed, it is possible that the SEC might
require the annual report to be filed before such offer or sale were allowed to take place.
In this way, the investor would be assured of adequate time to review the general information about the issuer before the issue occurred. This being so, the Commission could
enjoin the issue, under its power to enjoin violations of the Act or rules and regulations
promulgated thereunder, 1934 Act § 21(d), 15 U.S.C.A. § 78u(d) (Supp. 1976), until
satisfied that the annual report met the criteria of section 13A. The Commission has
not done this for present 1934 Act reporting companies; however, to allay the issuers
fears, the bill should be amended to state specifically that the filing date for the annual
report cannot be affected by plans for a new issue.
156. 1934 Act § 15B(d)(1), 15 U.S.C.A. § 78o-4(d)(1) (Supp. 1976) (part of the
Tower Amendment to the 1975 Amendments).
157. 1934 Act § 15B(d)(1), 15 U.S.C.A. § 78o-4(d)(1) (Supp. 1976).
158. S. 2969, 94th Cong., 2d Sess. § 2(d) (1976). Section 15B(d)(1) of the 1934
Act would read as follows:
The Board is not authorized under this chapter, by rule or regulation, to require
any issuer of municipal securities, directly or indirectly through a purchaser or
prospective purchaser of securities from the issuer, to file with the Board prior
to the sale of such securities by the issuer any application, report, or document
in connection with the issuance, sale, or distribution of such securities.
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the Commission any express power to require filing of any information
prior to or after a sale.'6 9 Thus, the change in section 15B(d)(1) is
meaningless, unless the Commission is to be allowed to require such
filing under its discretionary authority to promulgate additional rules
and regulations relating to the preparation and availability of the annual
reports and distribution statements.
This change in section 15B(d) (1) may have been intended
simply to forestall any potential conflict between that section and the
express requirements of S. 2969.60 However, this is a particularly
sensitive area due to the issuers' concern over the amount and timing
of proposed disclosure requirements and the impact such filing
requirements might have on the constitutional validity of the bill.' 61
The bill should therefore be revised to limit the Commission's
rulemaking discretion and to clarify the purpose of the change in
section 15B(d)(1) of the 1934 Act.
One of the most significant problems in today's municipal securities market is not addressed at all by S. 2969. This is the question of
how the responsibility to collect and investigate the required information and certify it to the investor is to be allocated." 2 Nothing in S.
2969 specifies the consequences of failure to comply with the requirements of the bill;' thus, the anti-fraud provisions presumably remain
the only remedies which either the Commission or private parties may
bring to bear upon non-complying issuers.' 64 Many uncertainties exist
as to liability under these provisions for municipal market participants.
Specifically, the question of what constitutes a due diligence
investigation by public officials and underwriters of municipal issues
has not yet been answered.' 65 Merely assuming that the process will
function as it does in the corporate market ignores the unique character
159. See Hearings237 (statement of Richard B. Smith).
160. It is possible to argue, however tenuously, that the bill's requirement of annual
reports and distribution statements to be filed with a central repository prior to sale is
an "indirect" requirement to file such information with the Commission prior to sale,
thus violating the original section 15B(d) (1).
161. See Part III infra.
162. Hearings 212 (statement of S. Grady Fullerton), 308 (statement of Professor
Robert W. Doty). The two issues of what must be disclosed and by whom it must be
disclosed correspond with the dual objectives of securities regulation-protecting the investor (by defining what information must be disclosed), and protecting the market itself
as a workable forum for raising capital (by defining whose responsibility it is to provide
the information). While S. 2969 deals, at least partially, with the first objective, it totally ignores the second objective.
163. See id. at 205 (statement of Gilman C. Gunn).
164. See id. at 127 (statement of Richard Kezer).
165. See id. at 22 (statement of SEC Chairman Roderick M. Hills); ALI-ABA
COURS OF STUDY, supra note 40, at 137-48.
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of the municipal market and the particular problems faced by underwriters and officials connected with municipal issues. Underwriters
typically bid for municipal issues on a competitive basis, so that a
thorough investigation of the issuer's disclosures is impractical. 16 6 Yet
a recent case' 67 suggests that a higher standard of investigation will be
required of underwriters when the issue is exempted from the 1933

Act. 6 8

Public officials of the municipal issuer are in a situation somewhat
analogous to that of the officers and directors of the corporate issuer
and thus may be thought to have the same duty of investigation and

similar personal liability. However, certain public policy considerations indicate this should not be the case. It is a basic tenet of de-

mocracy that public officials should come from varied backgrounds.
This very diversity, however, makes it virtually impossible to define
reasonable behavior in the context of a complex regulatory scheme.

While diversity is also present in the corporate situation, some basic
familiarity with business and finance can properly be assumed; the
same assumption cannot be so readily indulged in the case of municipal

officers.

Moreover, many public officials serve only on a part-time

basis with little or no compensation, and even those who have full-time

positions may not be compensated at levels comparable to officers and
directors in private industry. 6 '

Imposing personal liability on these

officials might discourage public service or at a minimum impose undue
constraints upon the officials' performance of their discretionary duties
due to concern for potential liability. 170 Finally, it should be noted that
166. See notes 40-45 supra and accompanying text.
167. Sanders v. John Nuveen & Co., 524 F.2d 1064 (7th Cir. 1975), vacated and remanded, 425 U.S. 929 (1976) (ordering reconsideration in light of Ernst & Ernst v.
Hochfelder, 425 U.S. 185 (1976)).
168. Sanders held that the underwriter's reliance on financial reports prepared by a
certified public accounting firm would not provide it with a defense to a lOb-5 action
where minimal investigation would have uncovered serious discrepancies. Such reliance
by an underwriter on "expertised" information would have been sufficient to avoid liability under section 11 for untrue statements or material omissions in a registration statement, 1933 Act § 11(b)(3)(C), 15 U.S.C. § 77k(b)(3)(C) (1970), see Escott v. Barchris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); the Sanders court stated
that "something more than published data must be analyzed if an underwriter is to
discharge his duty of investigation." 524 F.2d at 1071.
169. See ALI-ABA COURSE OF STUDY, supra note 40, at 137-38; Hearings 393-94
(statement of Municipal Securities Rulemaking Board).
170. Hearings 394 (statement of Municipal Securities Rulemaking Board). See generally Note, Federal Regulation, supra note 16, at 592-94. The answer to this
problem for corporate officers was liability insurance, purchased by the officer
or by the corporation on behalf of the officer, or indemnification of the officer
by the corporation. These alternatives are not suitable in the case of municipal officials.
If personal liability insurance were even available, it would be prohibitively expensive
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public officials may not have control over their subordinates comparable to that exercised by corporate officers. An elected mayor, for
example, may lack authority to dismiss an elected auditor whose competence he questions. In such a situation, the mayor's signature on a
registration statement cannot be viewed as equivalent to that of a
corporate president with power to review all company hiring decisions.
In spite of these factors, however, the needs of the investor cannot
be ignored. Public officials occupy a unique position with regard to
control of the information which should be available to the investing
public. While the legitimate exercise of discretion by often untrained
officials must be protected, it is unreasonable to shift the entire burden
to the investor by immunizing municipal officers from all liability. The
solution may lie in a compromise, perhaps taking the form of immunity
from personal liability for all but active fraud on the official's part. Such
a compromise would contribute to the deterrence of true misconduct
without the inhibiting effect on public service which might result from
penalizing officials for honest errors.
All these issues must be faced by Congress before it imposes additional requirements, and thus more potential liability, on municipal
issuers. In order to resolve any doubt as to a municipal issuer's amenability to suit in a federal court, an express private action should be
created under the anti-fraud provisions through the insertion of a civil
liability section similar to sections 11 and 12 of the 1933 Act 7' which
now apply only to corporate issuers.17 2- Once such an action is clearly
available, the Commission must then formulate definitive standards
pursuant to its broad definitional powers 1 7 3 concerning the type of conduct which will result in liability and the type of conduct which will
enable the various classes of defendants to avoid liability. Because S.
2969 fails to confront these questions of liability, it would do little more
than perpetuate the uncertainty now existing in the municipal securities
market and should therefore be rejected in its present form.

Ii. SOVEREIGN IMMUNITY:
COMMON LAW AND THE ELEVENTH AMENDMENT
The effectiveness of either the present or proposed regulation of
for most municipal officials, because of their lower levels of compensation compared to
corporate officials. If the municipality purchased such insurance or indemnified the official, the liability would merely be passed back to the municipality and eventually to
its taxpayers, with no deterrent effect on the official resulting from this increased cost.
171. 1933 Act §§ 11-12, 15 U.S.C. §§ 77k-i (1970).
172. See note 21 supra and accompanying text.

173. See 1933 Act § 19(a), 15 U.S.C. § 77s(a) (1970).
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municipal securities will in part be determined by the availability of
private damage suits by investors in federal court against municipal
issuers and officials. 74 The issue of sovereign immunity, therefore,
plays an important role in the development of any such regulatory
scheme. It is important to recognize from the very beginning that two

distinct doctrines are involved in this analysis: common law sovereign
immunity and the prohibitions of the eleventh amendment.

Although

often confused by the courts, 7 5 the two are quite distinct, both in their
effects and in what is needed to overcome their restrictions.
The common law doctrine of sovereign immunity predates both

the eleventh amendment and the Constitution itself.'" 6

Originally

justified by the rationale that "the King can do no wrong," the doctrine

still exists in one form or another in many states.' 7 7 It grants the state
immunity from suit in any court.

In contrast to this, the eleventh

amendment acts only as a jurisdictional bar to suit against a state in
78
federal court by citizens of that or any other state.1

A.

The Government Entities To Which Sovereign Immunity Applies
The initial

question

to be

determined

is which

political

subdivisions may utilize these two sovereign immunity doctrines to bar
a suit by investors in municipal securities. The question under the
common law sovereign immunity doctrine is the more difficult one to
answer. The common law doctrine clearly protects the state from
174. The courts have recognized the importance of private rights of action in the enforcement of the securities laws in other contexts. See J.I. Case Co. v. Borak, 377 U.S.
426, 31-33 (1964); Chris-Craft Indus., Inc. v. Piper Aircraft Corp., 480 F.2d 341, 361
(2d Cir. 1973), cert. denied, 414 U.S. 910 (1973).
175. See, e.g., Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 283, 285
(1973). For a discussion of this confusion, as well as a complete analysis of the general area of sovereign immunity, see Comment, Implied Waiver of a State's Eleventh
Amendment Immunity, 1974 DuKE L.J. 925, 947-48, 951-54.
176. Jaffe, Suits Against Governments and Officers: Sovereign Immunity, 77 HARv.
L. REv. 1, 2-21 (1963).
177. See notes 179-84 infra and accompanying text.
178. The eleventh amendment states:
The Judicial power of the United States shall not be construed to extend to
any suit in law or equity, commenced or prosecuted against one of the United
States by Citizens of another State, or by Citizens or Subjects of any Foreign
State. U.S. CoNsT. amend. XI.
The amendment, by its terms, applies only to bar suit by citizens of a state other than
that which is being sued, but it was established early in the amendment's history that
the prohibition extended to suits in federal court by a state's own citizens as well, Hans
v. Louisiana, 134 U.S. 1 (1890), and this interpretation has been uniformly followed
by the Supreme Court. See, e.g., Edelman v. Jordan, 415 U.S. 651, 662-63 (1974); Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 280 (1973); Parden v. Terminal
Ry., 377 U.S. 184, 186 (1964).
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suit. ' The contours of the immunity doctrine have been substantially
altered through the legislative or judicial processes in many states,
however.'8 0 The original common law doctrine also applied to
counties, as well as to districts, but this has been changed in many
states.'8 ' Municipalities, by contrast, have not always been included
within the protection of the state's sovereign immunity; 182 their liability
has often depended on whether the activity which gave rise to the suit
was governmental or proprietary. 8 3 However, this area also has been
8 4
substantially modified by legislative or judicial action in many states.'
Thus, while it is clear that common law sovereign immunity will apply
in some situations to counties and municipalities, as well as to states,
a careful examination of the state's statutes and decisions must be

undertaken to determine whether common law sovereign immunity will
be a bar to suit in a particular situation.
It is somewhat easier to determine which political subdivisions

may utilize the eleventh amendment to bar a suit brought in federal
court.

States are obviously protected by the clear language of the

amendment, but counties and municipalities are not within its protections.

85

This was authoritatively determined by the Supreme Court

179. See generally Comment, The Governmental Immunity Doctrine in Texas-Al
Analysis and Some ProposedChanges, 23 Sw. L.J. 341 (1969).
180. According to a 1969 survey, id. at 358-70, Alaska, Arizona, Hawaii, Iowa,
Nevada, New York, Oregon and Washington had abrogated the common law immunity
doctrine for both the state and its political subdivisions. 1d. at 362. Arkansas, Florida,
Indiana, Kentucky and Minnesota had abrogated the doctrine for municipalities, but
preserved the state's immunity. Id. at 364. Vermont had abrogated the immunity at
the state level without changing the rule for political subdivisions. Id. at 365. California, Illinois, New Jersey, North Carolina, Utah and Wisconsin had made substantial
changes (i.e., legislative and judicial exceptions) in the doctrine without entirely eliminating it. Id.
181. See note 180 supra.
182. Comment, supra note 179, at 344.
183. Id. The governmental/proprietary distinction is not easily defined but is a question of law to be determined by the court, Hunter v. City of Pittsburgh, 207 U.S. 161,
179 (1907); Barrett v. City of San Jose, 161 Cal. App. 2d 40, 42, 325 P.2d 1026, 1027
(1958). In general, governmental functions are those which are traditionally exercised
by the sovereign-for example, police power, protection of the citizenry, care of the poor
or disabled, and education. Proprietary acts are, conversely, those generally performed
by private persons-for example, operation of a public utility. Sherman v. City of Pasadena, 367 F. Supp. 1115, 1117-18 (C.D. Cal. 1973).
184. See note 180 supra.
185. This might seem unusual since counties and municipalities derive their authority
from the state constitution and state legislation, see 2 E. MCQUILLIN, MUNICIPAL CORPORATIONS § 10.03 (3d ed. 1949), and since county action is generally "state action" for
purposes of the fourteenth amendment, see Edelman v. Jordan, 415 U.S. 651, 667 n.12
(1974). While the Court has recognized this anomaly, it has still stated that "a county
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in Lincoln County v. Luning,186 in which the Court stated that
"[the Eleventh Amendment limits the jurisdiction only as to suits
against a State."'1 8 7 The point was reiterated in Hopkins v. Clemson
College 85 where the Court held that "neither public corporations nor
political subdivisions are clothed with that immunity from suit which
belongs to the state alone by virtue of its sovereignty."'
This position
has been followed in numerous lower court cases and it is now con190
sidered well settled.
Between these two extremes-the state, to which the eleventh
amendment is always applicable, and counties and municipalities, to
which it is never applicable-lie state subdivisions which will share in
the state's eleventh amendment immunity if regarded as an arm or
"alter ego" of the state.' 9 ' These are typically state universities, 92
prisons,'
and other state agencies. 9 4 Whether a particular agency
is considered an alter ego of the state will depend on many factors,
which will be governed by the state law defining the agency's
relationship with the state. These factors include:
Whether, in the event plaintiff prevails, the payment of the judgment
will have to be made out of the state treasury; ... whether the agency
has the funds or the power to satisfy -the judgment[;] . . .whether the
agency is performing a governmental or proprietary function; whether
it has been separately incorporated; the degree of autonomy over its
operations; whether it has the power to sue and be sued and to enter
into contracts; whether its property is immune from state taxation, and
defendant is not necessarily a state defendant for purposes of the Eleventh Amendment." Id.
186.

133 U.S. 529 (1890).

The holder of bonds issued by Lincoln County had pre-

sented his interest coupons to the county for payment, which was refused because the
interest fund was exhausted. Thereupon the plaintiff brought an action against the
county on the bonds and coupons. The Supreme Court allowed the suit over the county's assertion that suit was barred by the eleventh amendment.

187. Id. at 530.
188. 221 U.S. 636 (1911).
189. Id. at 645.
190. See, e.g., Incarcerated Men v. Fair, 507 F.2d 281 (6th Cir. 1974) ("The Elev-

enth Amendment, though a bar to awards . . . that will be satisfied out of a state's treasury. . . is not a bar to an award that may be satisfied out of a county's treasury." Id.
at 287 (citations omitted)); Markham v. City of Newport News, 292 F.2d 711, 716 (4th

Cir. 1961); American Hosp. Supply Corp. v. York County Institution Dist., 123 F. Supp.
187, 191 (M.D. Pa. 1954).

191. See Brennan v. University of Kan., 451 F.2d 1287, 1290 (10th Cir. 1971).
192. See, e.g., Soni v. Board of Trustees, 513 F.2d 347 (6th Cir. 1975), cert. denied,
426 U.S. 919 (1976); Brennan v. University of Kan., 451 F.2d 1287 (10th Cir. 1971).
193. See, e.g., Urbano v. Board of Managers, 415 F.2d 247 (3d Cir. 1969).
194. See Brennan v. University of Kan., 451 F.2d 1287, 1290 (10th Cir. 1971).
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whether the sovereign has immunized itself from responsibility for the
agency's operations.' 95
None of these indicia is considered conclusive, 96 and thus each agency
must be evaluated on the basis of its own particular circumstances, with
the result that some will be protected by the state's eleventh
amendment immunity and others will be left amenable to suit unless
they can rely on their own common law sovereign immunity.
B. Implied Waiver of Sovereign Immunity
Assuming that the doctrines of common law and eleventh
amendment sovereign immunity are found applicable in an investor
suit against a governmental entity, the plaintiff may still seek to overcome the jurisdictional hurdle by arguing that these immunities have
been waived. The Supreme Court has spoken on this issue in a
famous trilogy of cases: Parden v. Terminal Railway,197 Employees v.
Missouri Department of Public Health,"' and Edelman v. Jordan.'99
In Parden, employees of a railroad owned and operated by the
state of Alabama brought suit in federal court under the Federal
Employer's Liability Act (FELA)200 to recover for injuries sustained
while working for the railroad. The FELA provided that "[elvery
common carrier by railroad . . . shall be liable in damages to any

person suffering injury while he is employed by such carrier" ' 20 1 and
that "[u]nder this chapter an action may be brought in a district
court of the United States . . . .

Alabama moved to dismiss the

suit on the ground that the railroad was an agency of the state and the
state had not waived immunity. The Supreme Court found that two
questions were presented:
195. See Urbano v. Board of Managers, 415 F.2d 247, 251 (3d Cir. 1969), quoting
Krisel v. Duran, 258 F. Supp. 845, 849 (S.D.N.Y. 1966), af 'd per curiam, 386 F.2d
179 (2d Cir. 1967), cert. denied, 390 U.S. 1042 (1968).
196. 415 F.2d at 251.

197. 377 U.S. 184 (1964).
198. 411 U.S. 279 (1973).
199. 415 U.S. 651 (1974). These cases are analyzed extensively in several articles
and will be only briefly discussed in this Comment. See, e.g., Nowak, The Scope of
CongressionalPower to Create Causes of Action Against State Governments and the
History of the Eleventh and Fourteenth Amendments, 75 COLuM. L. REV. 1414, 141522 (1975); Tribe, Intergovernmental Immunities in Litigation, Taxation, and Regulation: Separation of Powers Issues in ControversiesAbout Federalism, 89 HRv. L. REv.
682, 688-93 (1976); Comment, supra note 175.
200. 45 U.S.C. §§ 51-60 (1970).
201. Id. § 51.
202. Id. § 56.
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(1) Did Congress in enacting the FELA intend to subject a State to
suit in these circumstances?
(2) Did it have 3 the power to do so, as against the State's claim of
20
immunity?
The Court answered the first question affirmatively, even though it did
not find any express congressional statement on the subject. 2 4 It
reasoned that Congress made the FELA applicable to "every common
carrier by railroad" in interstate commerce,20 5 terms which literally
included the states, and that other regulatory statutes, containing
comparable language, had -previously been held applicable to stateowned railroads. 00 Finally, the Court noted that if the state were not
amenable to suit, the railroad employees who were employed by the
state would have had a right to recover for their injuries but no means
of enforcing that right.20 7
The second question which faced the Court was really a composite
of two sub-questions: first, whether Congress had the power to abrogate the state's common law immunity from suit, and, second, whether
the eleventh amendment nonetheless barred such a suit in federal
court. It is clear from the Court's analysis that both of these
sub-questions were addressed, but an express acknowledgment that
they were two separate concepts would have prevented any confusion.
The Court found that the states, by ratifying the Constitution and
empowering Congress to regulate commerce, had surrendered any
portion of their common law sovereignty that might stand in the way
of such regulation. 211 Since it was within Congress' commerce power
to create a private cause of action to enforce the FELA, it followed,
said the Court, that the common law doctrine of sovereign immunity
did not preclude such an action.20 9
203. 377 U.S. at 187.
204. Id. at 190.
205. Id. at 187.
206. Id. at 188; see California v. Taylor, 353 U.S. 553 (1957) (Railway Labor Act,
45 U.S.C. §§ 151 et seq. (1970), held applicable to state-owned railroad); United States
v. California, 297 U.S. 175 (1936) (Federal Safety Appliance Act, 45 U.S.C. §§ 2, 6
(1970), held applicable to state-owned railroad). However, in the first case, California
voluntarily intervened as a party defendant, 353 U.S. at 556, and in the second, the suit

was brought by the United States, so the eleventh amendment issue was not raised in
either case. See 377 U.S. at 188-89.
207. 377 U.S. at 190. That is, "it would mean that Congress made 'every' interstate
railroad liable in damages to injured employees but left one class of employees-those
whose employers happen to be state owned-without any effective means of enforcing
that liability." Id.
208. Id. at 191-92.

209. Id. at 192.
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The second step in the inquiry gave rise to the most novel portion
of the Court's opinion. Prior to Parden, the courts had required an
express waiver, as determined by state law, 210 of the eleventh
amendment bar to suit against the state in federal court. However,
in Parden the Court reasoned that Congress, by enacting the FELA,
had "conditioned the right to operate a railroad in interstate commerce
upon amenability to suit in federal court, ' 21 and that Alabama, by
deciding to operate a railroad after passage of the FELA, must have
accepted that condition and thus consented to suit. 1 2 Thus the
"implied waiver" theory was born.
The Parden decision appeared to undermine significantly both
common law sovereign immunity and the eleventh amendment. by
requiring very little proof to show a congressional intent to subject the
states to liability and a waiver by the states of these protections. The
Court retreated from some of Parden's broader implications, however,
in Employees v. Missouri Department of Public Health.21 3 In that
case, employees of a Missouri state health facility brought suit against
the state for overtime pay due them under section 16(b) of the Fair
Labor Standards Act (FLSA).2 14 The Court ostensibly applied the
two-step analysis employed in Parden,215 but never reached the second
inquiry (Congress' power and the implied waiver theory) 216 since it
found no evidence in either the FLSA or its legislative history of congressional intent to allow a citizen to sue the state in federal court.2""
While Congress in 1966 had amended the FLSA to include certain
state employees within the Act's coverage, 18 the Court noted that the
plaintiffs interpretation would place "enormous fiscal burdens" on the
states 2 0 and concluded that "Congress, acting responsibly, would not
210. Id. at 194-95. See, e.g., Ford Motor Co. v. Department of Treasury, 323 U.S.
459, 465-70 (1945); Palmer v. Ohio, 248 U.S. 32, 34 (1918); Chandler v. Dix, 194 U.S.
590, 591 (1904). The Court in Parden stated that such a waiver must be judged by
federal law whenever the waiver is asserted to arise from an act done by the state within
a field which is subject to congressional regulation. 377 U.S. at 196.
211. 377 U.S. at 192.
212. Id.
213. 411 U.S. 279 (1973).
214. 29 U.S.C. § 216(b) (1970).
215. See text accompanying note 203 supra.
216. The issue was reached in Justice Marshall's concurring opinion, 411 U.S. at 28798, which clarified and narrowed the concept of implied waiver of immunity. See notes
222-227 infra and accompanying text. The majority opinion, by not reaching the issue,
left the question open for further interpretation by the lower courts.
217. 411 U.S. at 285.
218. FLSA § 3(d), 29 U.S.C. § 203(d) (1970).
219. 411 U.S. at 284.
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be presumed to take such action silently. ' 220 The Court "decline[d] to extend Parden" to situations where Congress' intent to

allow suits against the states was "not clear." 22 '
Justice Marshall, concurring in Employees,2 2 believed that Congress had sufficiently evidenced its intent to extend the benefits of the
FLSA to state employees.2 23 This finding necessarily led him to the
second inquiry. When the Court had made this inquiry in Parden, it
had been concerned with whether Congress had the power to subject
states to suit in federal court. But since Parden had avoided the issue

through creation of the implied waiver theory, Justice Marshall's
second inquiry focused instead on whether the state, by participating
in the regulated activity, had impliedly waived its common law and

eleventh amendment immunities.2 2 4 As to the former, Justice
Marshall explicitly adopted the Parden rationale that the states had

surrendered their common law sovereign immunity to the extent
necessary to allow Congress to regulate commerce.22 5 Common law
sovereign immunity, therefore, would not bar an employee from suing
in state court to enforce the federal right which Congress had created
in the FLSA.2 2 6 However, Justice Marshall did not find that the state

had impliedly consented to suit in federal court; this finding provided
220. Id. at 284-85. Of course, section 3(d) of the Act was amended, but the Court
was persuaded by the fact that no change had been made in the overtime provision itself,
section 16(b). Id. at 285.
221. Id. at 286-87. The Court also distinguished Parden in two respects. First, the
Alabama railroad in Parden was a proprietary function operated for profit, whereas the
state mental hospitals and training schools in Employees were traditional governmental
functions. Id. at 284. Also, while no other remedy existed for injured railroad workers
in Parden, the FLSA authorized the Secretary of Labor to bring suit against the state
(although this was not a practical remedy in most cases), and possibly allowed employees to sue in state court. Id. at 285-87.
222. Id. at 287-98 (joined by Justice Stewart).
223. Id. at 289. He inferred this intent from the amendment to section 3(d) bringing certain state employees within the Act.
224. Id. at 295. Because this inquiry avoided the more difficult constitutional question of whether Congress had the direct power to abrogate the eleventh amendment, it
was employed in the two subsequent Supreme Court cases and most subsequent lower
court decisions. While the extent of Congress' direct power to abrogate the eleventh
amendment has not been determined, Parden apparently held that Congress may directly
override a state's common law sovereign immunity merely by passing a law which derives its power from the commerce clause. This is because the power to regulate commerce necessarily implies the power to enforce the law; if such enforcement requires an
action by citizens against the state, then under Parden the state must have given up so
much of its common law sovereignty as is necessary to enforce the law (at least in state
court, and also in federal court if the state has waived its immunity under the eleventh
amendment). See notes 208-09 supra and accompanying text.
225. 411 U.S. at 288-89.
226. Id. at 297-98.
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him the grounds on which to concur in the dismissal of the suit. He
reasoned that the state was already engaged in the operation of these
facilities at the time of the 1966 amendment, and thus had exercised
no "true choice" to cease such operations rather than submit to any
conditions imposed by Congress. There had been no "voluntary
consent" to the exercise of federal jurisdiction as had been found in
Parden.227
The third and final case in this trilogy, Edelman v. Jordan,228
involved a plaintiff who had applied for assistance under the joint federalstate programs of Aid to the Aged, Blind and Disabled (AABD).229
The federal government, which provided funds for the programs to the
state under the Social Security Act, 2 0 had issued regulations requiring
decisions on all applications and payments on all approved applications
to be made within a fixed period of time.2" 1 The plaintiff, whose
application had not been approved until several months after the specified period had elapsed, sued for an injunction to force the local
government officials to process applications and make payments within
the federally mandated time periods, and also sought to recover those
payments which he would have received had his application been
approved within the correct period. The Supreme Court upheld the
prospective injunction granted by the lower court, but refused to allow
the suit for back payments.2 32
In analyzing the question of implied waiver or consent under the
eleventh amendment, the Court again utilized the two-step inquiry
which it had formulated in Parden and Employees: did Congress
intend to abrogate the state's eleventh amendment immunity, and if so,
did the state impliedly consent to the abrogation of that immunity by
its participation in the federally approved program.233 However, the
Court found both Parden and Employees specifically inapplicable in
2' 34
of
this case because of the absence of the "threshold fact"
congressional authorization to sue a class of defendants which literally
included states or state instrumentalities, 235 an element which the
227. Id. at 296. The obvious next question of whether voluntary consent would have
been found had the state commenced operation of such facilities after passage of the
amendment was left undecided. Id. at 297 n.11.
228. 415 U.S. 651 (1974).
229. 42 U.S.C. §§ 1381-1385 (1970).
230. Id. §§ 301 et seq., 1381-1383.
231. 45 C.F.R. § 206.10(a)(3) (1976); id. § 206.10(a) (5).
232. 415 U.S. at 658-59.
233. Id. at 672.
234. Id.
235. Id.
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Court had found present in the two prior cases. 2 6 Since no private
right of action was authorized by the statute, and there was thus no
evidence of a congressional intent to condition the states' participation
in the program upon consent to suit, the Court was forced to look for

an express consent to suit by the state. The state's joint participation
in the program with the federal government was not, in the Court's
view, sufficient to establish such consent.23 7 This strong presumption
against finding express state consent to suit must not be confused, however, with the standard which had been applied in Parden and Employees for finding an implied consent. The Edelman decision did

nothing to clarify what type of activity must be present in order for
a court to find an implied waiver of immunity or consent to suit by
2 38
the state.
Subsequent to Edelman,3 9 three circuit courts 240 have been faced
236. Id.
237. "The mere fact that a State participates in a program through which the Federal
Government provides assistance for the operation by the State of a system of public aid
is not sufficient to establish coisent on the part of the State to be sued in the federal
courts." Id. at 673.
238. The decision did, however, suggest a possible stiffening of the standard for finding congressional intent to eliminate the states' immunity. Id. Justice Marshall filed a
strong dissent, in which he found that the cause of action created by 42 U.S.C. § 1983
(1970), coupled with the enactment of the AABD program and the federal regulation
which required "States to make corrective payments retroactively in the event of a successful fair hearing challenge," indicated that Congress had intended a cause of action to
be available against the state. 415 U.S. at 691-93. From this, Justice Marshall readily
found the "threshold fact" of congressional intent to abrogate state immunity. He then
went on to find that the state had voluntarily waived its immunity to suit by virtue of its
participation in the federally funded program. Id. at 688-90 (Marshall, J., dissenting).
239. The Supreme Court was again faced with these issues in Fitzpatrick v. Bitzer,
96 S. Ct. 2666 (1976). However, congressional intent to abrogate the state's common
law and eleventh amendment immunities was quite unambiguous in that case, and thus
the opinion did little to clarify the appropriate standards for closer cases.
Fitzpatrick involved a suit by present and retired male employees of the state of
Connecticut against that state under Title VII of the Civil Rights Act of 1964, 42 U.S.C.
§§ 2000e et seq. (1970), alleging that the state's statutory retirement plan discriminated
against them on the basis of their sex. Title VII authorized federal courts to award
money damages in favor of a private individual against an employer found to have subjected that person to employment discrimination on the basis of "race, color, religion,
sex, or national origin." Id. §§ 2000e-2(a), 2000e-5(g). In 1972, Congress had specifically amended Title VII to extend this private right of action to employees aggrieved
by public employers. Act of March 24, 1972, Pub. L. No. 92-261, 86 Stat. 103, amending 42 U.S.C. §§ 2000e et seq. (1970) (codified at 42 U.S.C. § 2000e-5(a)-(g) (Supp.
IV, 1974)). This amendment was passed pursuant to Congress' authority under section
5 of the fourteenth amendment, which gives Congress the power to enforce the fourteenth amendment by "appropriate legislation."
The employees were granted the prospective injunctive relief which they sought, but
the lower courts denied their request for payment of retroactive retirement benefits on
the ground that such relief was precluded by the eleventh amendment and the Supreme
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with suits by private investors against a state or state agency for alleged
violations of the anti-fraud provisions of the securities acts. Although
a government entity was not itself the issuer of the securities in any
of these cases (and the decisions thus do not squarely address the issue
with which this Comment is concerned) they do offer some indication
of the manner in which courts will interpret the Parden-Employees-Edelman trilogy in the area of federal regulation of municipal securities.
Court's decision in Edelman v. Jordan. The prospective injunctive relief was not appealed; on the question of money damages, the Supreme Court reversed, holding that
the "threshold fact" of Congressional authorization to sue the state as employer was
clearly present in the Act. 96 S. Ct. at 2670. The fact that Congress' authorization
to sue was based upon the fourteenth amendment, rather than the commerce clause as
in Parden, was the crucial distinction for the Court. Rather than examining the concept
of express or implied consent, the Court held that under the fourteenth amendment,
Congress had the power to eliminate the state's eleventh amendment immunity from suit
in federal court even without any state consent to the statute in question. Enforcement
of the fourteenth amendment was held not to be an invasion of state sovereignty because
the states had authorized Congress to enforce the amendment when they ratified it, and
thereby relinquished as much of their sovereignty as was necessary for this enforcement.
Id. at 2670, 2671.
Thus the Court has come full circle in its logic, if not in its application of that
logic. It will be recalled that Justice Brennan used this "surrender by ratification"
analysis in Parden to justify finding a surrender of the state's common law sovereign
immunity under the commerce clause: "Mhe states surrendered a portion of their
sovereignty when they granted Congress the power to regulate commerce." 377 U.S. at
191; see text accompanying notes 208-09 supra. Fitzpatrick applied similar logic. The
Court found that by ratifying the fourteenth amendment with its section 5 enforcement
clause, the states gave up as much of their eleventh amendment protection as was necessary to enforce the objectives of the fourteenth amendment. However, the Court made
clear that such an analysis, while applicable in the context of the fourteenth amendment,
would not be appropriate for finding, in state ratification of the commerce clause, a
waiver of the eleventh amendment, as opposed to a waiver of common law sovereign
immunity: "Congress may, in determining what is 'appropriate legislation' for the purpose of enforcing the provisions of the Fourteenth Amendment, provide for private suits
against States or state officials which are constitutionally impermissible in other contexts." 96 S. Ct. at 2671.
A federal district court has recently extended the Fitzpatrick holding. In Wade v.
Mississippi Cooperative Extension Serv., 45 U.S.L.W. 2302 (N.D. Miss. Dec. 14, 1976),
the court applied the fourteenth amendment enforcement rationale to find that a state
which was a defendant in a civil rights action could not raise the eleventh amendment
as a bar to the payment of the plaintiff's attorneys' fees as authorized by the Civil Rights
Attorneys' Fees Awards Act of 1976, Pub. L. No. 94-559, amending 42 U.S.C. § 1988
(1970). Wade was potentially distinguishable from Fitzpatrick in that the Attorneys'
Fees Act did not expressly create a cause of action against the states. The court held,
however, that the requisite congressional intent to abrogate the eleventh amendment pursuant to section 5 of the fourteenth amendment could be inferred from "clear and unequivocal legislative history." 45 U.S.L.W. at 2302.
240. Green v. Utah, 539 F.2d 1266 (10th Cir. 1976); Yeomans v. Kentucky, 514
F.2d 993 (6th Cir.), cert. denied, 423 U.S. 983 (1975); Brown v. Kentucky, 513 F.2d
333 (6th Cir.), cert. denied, 423 U.S. 839 (1975); Forman v. Community Services, Inc.,
500 F.2d 1246 (2d Cir. 1974), rev'don other grounds, 421 U.S. 837 (1975).
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The first case, Forman v. Community Services, Inc. ,241 was concerned primarily with whether shares in a nonprofit cooperative
apartment chartered and subsidized by New York State were "securities" within the meaning of the 1933 Act. The Second Circuit held
that they were, 242 and on this issue alone the Supreme Court
reversed.243 The state had also argued that the district court lacked
jurisdiction over the state due to its sovereign immunity. The Second
Circuit dismissed this contention, first finding that the state had
expressly waived its sovereign immunity in a state law which authorized
suit against the state in such cases,2 44 and then going on to hold that
the state had impliedly waived its sovereign immunity with respect to
violations of the federal securities laws by voluntarily entering a field
which was subject to extensive federal regulation. 245 The court distinguished Employees by observing that in that case the state's activity
pre-dated the federal regulation; in Forman, the regulatory system was
in effect before the state entered the field, and the entry therefore
24 6
constituted a waiver.
As noted earlier, the state of New York was not the issuer of these
securities. Its involvement was to provide the bulk of the financing
for the project through long-term, low-interest mortgage loans and substantial tax exemptions, conditioned on the developer's "willingness to
have the state review virtually every step in the development of the
cooperative. '247 Yet the court's message was clear: an "involvement"
in the sale and distribution of securities will be sufficient to find an
implied waiver by the state of apparently both common law and
241.

500 F.2d 1246 (2d Cir. 1974), rev'd on other grounds, 421 U.S. 837 (1975).

242. 500 F.2d at 1250.
243. 421 U.S. 837 (1975). The Court held that the shares were not securities within
the definition of the securities acts.
244. 500 F.2d at 1256. N.Y. PRiv. Hous. FIN. LAw § 32(5) (McKinney 1976)
states:
With regard to duties and liabilities arising out of this article the state, the
commissioner or the supervising agency may be sued in the same manner as a

private person. No costs shall be awarded against the commissioner, the
state, or the supervising agency, as the case may be, in any such litigation (emphasis added).

245. 500 F.2d at 1256, citing Parden as authority for this proposition.

The court

paraphrased Parden, stating:

[B]y enacting the federal securities laws in the exercise of the Commerce
Clause . ..the Congress conditioned the right to be involved in the sale and
distribution of securities upon amenability to suit in federal court as provided
by those regulatory laws. Id.
The court believed that any remaining doubt whether Congress intended to abrogate
these immunities could be satisfied by reference to the legislative history of the securities acts. Id. at 1256-57, citing H.R. REP.No. 85, 73d Cong., Ist Sess. 11 (1933).

246. 500 F.2d at 1256-57 n.13.
247. 421 U.S. at 841.
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eleventh amendment rights.248 There can be little question that actual
issuance and receipt of the proceeds from securities would cause the
Second Circuit to find such a waiver.
The next case in which the sovereign immunity issue arose in the
context of federal securities regulation was Brown v. Kentucky. 240
The plaintiff, receiver for an insolvent savings and loan association,
sought damages under the anti-fraud provisions of both the 1933 and
1934 Acts, 0 charging the state Commission of Banking and Securities
and certain loan examiners with fraudulent or grossly negligent conduct
in failing to discover the mismanagement and unlawful self-dealings of
certain officers of the association. 28 ' The Sixth Circuit held that since
any recovery would come from the state treasury, this was the "clearest
type of case" in which the eleventh amendment bar against suits in
federal court would protect the state; it therefore upheld the lower
252
court's dismissal.
The plaintiff in Brown had argued that by "interposing" itself into
a sphere of activity subject to concurrent federal regulation, the state
had impliedly waived its immunity to suit.253 This, it will be recalled,
was the argument which was accepted by the Second Circuit in
Forman. The Sixth Circuit, however, adopting the two-question
approach of the Supreme Court trilogy, found the case to be analogous
to Employees and rejected the plaintiff's contention. The court's
examination of the 1933 and 1934 Acts "totally fail[ed] to reveal
'a purpose of Congress to make it possible for a citizen of that State
or another State to sue the State in the federal courts.' "254 Thus the
requisite congressional intent to abrogate the state's sovereign immunity was missing.
Concerning the second inquiry-whether the state had, by participation in the program, in effect consented to an abrogation of its
immunity-the court relied on the traditional governmental-versus-proprietary distinction alluded to by Justice Marshall in his Edelman
dissent.28 It noted that the state's regulatory activity could not "in any
248. 500 F.2d at 1256.
249. 513 F.2d 333 (6th Cir.), cert. denied, 423 U.S. 839 (1975).
250. 1933 Act § 17(a), 15 U.S.C. § 77q(a) (1970); 1934 Act § 10(b), 15 U.S.C.
§ 78j(b) (1970), and Exchange Act Rule lOb-5, 17 C.F.R. § 240.10b-5 (1976).
251. 513 F.2d at 335.
252. Id. at 336.
253. Id.
254. Id., quoting Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 285
(1973).
255. "[T]he Court must be reluctant to hold a State to have waived its immunity
simply by acting in its sovereign capacity-i.e., by merely performing its 'governmental'
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way be construed as the exercise of a proprietary function, but [was]
rather clearly the exercise of a regulatory function . . historically exercised as part of its governmental powers. ' 25 6 Because the state was

only performing a "governmental" function, its activity could not be
viewed, according to the court, as a voluntary waiver of its sovereign

protections. 5 T
As was the case in Forman, Brown did not involve a municipal
issuer of securities; the two decisions can be reconciled at least factually
by noting the difference in the degree of state involvement in the
issuance of the security.2-5 8 Nonetheless, it is evident that the Sixth
Circuit entertains a significantly greater presumption against waiver
than does the Second Circuit.

Also, the Sixth Circuit's invocation of

the governmental-versus-proprietary distinction would indicate a greater
reluctance to find a waiver in the issuance of municipal securities, an

activity which is certainly a historically "governmental" function for
municipalities.
The most recent judicial statement on this issue came from the
Tenth Circuit in Green v. Utah.250 The state was charged with numerous violations of the anti-fraud provisions of the federal securities laws

growing out of its regulatory responsibilities 260 for an industrial loan
functions." 415 U.S. at 695 (Marshall, J., dissenting). However, it must be pointed
out that Justice Marshall was only trying to demonstrate to the majority that their use
of this distinction in Employees commanded a result different from that reached in Edelman. Justice Marshall, in his Employees concurrence, had himself criticized the distinction as an "unenlightening characterization of States' activities." 411 U.S. at 297 n.11
(Marshall, J., concurring in the result).
256. 513 F.2d at 336.
257. The Sixth Circuit reaffirmed Brown in Yeomans v. Kentucky, 514 F.2d 993 (6th
Cir.), cert. denied, 423 U.S. 983 (1975). That case, which was decided approximately
one month after Brown, presented almost identical circumstances but with the plaintiff
asserting that the state went beyond its regulatory activity and became an "aider and
abettor" or "participant" in the fraudulent activities. 514 F.2d at 994. The court was
unimpressed with this attempt to avoid its holding in Brown, and again found the
eleventh amendment a bar to the suit. "Regardless of what the specific allegations may
be, the complained of activities of the defendant States arose out of the immunity clothed
function of governmental regulation of securities." Id. at 995 (emphasis added).
258. Compare the finding of a waiver in Forman, in which the project (and thus the
securities) would not have been possible without the state's substantial financing and aid,
with the finding of no waiver in Brown, in which the state merely regulated the institution which issued the securities.
259. 539 F.2d 1266 (10th Cir. 1976).
260. The violations alleged included permitting the company, Western States Thrift
and Loan (WST), to be operated in an insolvent condition, allowing WST to make
loans in violation of state law, permitting utilization of funds for the benefit of officers
and directors of WST, failing to suspend WST from engaging in business when WST
was insolvent, failing to detect through routine examination that violations had occurred,
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company which had been organized pursuant to Utah statutes and
which was subsequently forced into state receivership.
The plaintiff utilized the argument, which had been successful in
Forman and unsuccessful in Brown, that by participating in activities
regulated by the federal securities laws, the state had impliedly waived
its sovereign immunity. 261 The plaintiff attempted to show the
requisite congressional intent to abrogate these immunities (the element missing in Brown) by pointing out that the definition of "person"
for purposes of the 1933 Act includes "a government or political
subdivision thereof, ' 2 2 and that the legislative history of the Act
supported the conclusion that Congress intended to regulate states
through the securities laws.2""
After analyzing and adopting the formulations of the Supreme
Court trilogy and reviewing the decisions of the Second and Sixth
Circuits, 2 4 the court found the facts presented in Green to more
closely resemble those in Brown, and to differ sufficiently from those
in Forman, to justify distinguishing the latter case. 26 The state of
Utah, in the opinion of the court, was merely engaging in a regulatory
function, as was the state of Kentucky in Brown; it "was not involved
in the actual selling and distribution of securities except to the extent
'206
its laws allowed industrial loan banks to issue securities.
While the finding of no waiver by the state would have been sufficient in itself to dismiss the suit, the court also ruled on the issue of
congressional intent to abrogate the state's immunity. The plaintiff's
argument for finding intent on the basis of the definition of "person"
in the Act was rejected outright by the court with the general statement
that
and failing to notify the public of the operating losses and precarious financial condition

of WST. Id. at 1268-69.
261. Id. at 1270.
262. 1933 Act § 2(b), 15 U.S.C. § 77b(2) (1970). This might be viewed as an
explicit indication that states were intended by Congress to be brought within the Act.
The plaintiff might also have noted that the 1975 Amendments to the 1934 Act amended
the definition of "person" for purposes of that Act to include "government, political subdivision, agency or instrumentality of a government." 1934 Act § 3(a)(9), 15 U.S.C.A.
§ 78c(a) (9) (Supp. 1976).
263, 539 F.2d at 1270.

264. Id. at 1270-73.
265. Id. at 1273.
266. Id. The state of New York in Forman was not involved in the "actual selling
and distribution of securities" either, yet the Second Circuit found an implied waiver and

suggested in dicta that it would infer a waiver from a state's participation in the securities field in any manner. Green is clearly to the contrary.
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[tihe fact that one statute [sic] in the Securities Act

. . .defines person
to include 'a government or political subdivision thereof' does not
establish a congressional intent
present the type of indication needed to
267
to lift Eleventh Amendment immunity.
This rationale would presumably be applicable in the situation where
the state was the issuer of the securities. However, the court went on
to suggest a narrower basis for its holding-that it had found no congressional intent "to remove the state's immunity when it engages in
regulating state chartered agencies," even "when securities are
involved in that regulatory function. 268 In light of this focus on the
regulatory context, the applicability of the Green holding to the muni-

cipal securities issuerremains unclear.
C. Actions Against Government Entities Under the Federal Securities Laws
The Supreme Court trilogy and the courts of appeals cases dis-

cussed above, while not directly related to the constitutional problems
involved in regulating municipal securities issuers, do indicate the form
of analysis the courts will utilize when faced with defenses based on

either common law or eleventh amendment sovereign immunity.

If

267. Id. at 1273-74 (emphasis by the court). Though arguably the section should
be somewhat more persuasive because it defines "person" for the entire 1933 Act, this
interpretation is entirely consistent with the majority opinion in Employees, in which
a similar definition was found insufficient to demonstrate the requisite interest. See text
accompanying notes 213-21 supra.
268. 539 F.2d at 1274 (emphasis added). The plaintiff also argued that if the court
did not find a congressional intent to abrogate the state's sovereign immunity, he would
have no alternative forum in which to prosecute his cause of action against the state.
While expressing some sympathy for the plaintiff, the court believed that this alone did
not constitute a sufficient basis to find that Congress had intended to deprive the state
of its historic immunity. This hardship was found to be subordinate to the state's immunity rights, "[particularly ... when a governmental function is involved." Id. This
inquiry points up the necessity for distinguishing between common law sovereign immunity and eleventh amendment considerations. It is not clear from the opinion, but
presumably the court did not deal at all with whether the activity constituted a waiver
of common law -immunity. If such a waiver had been found, the plaintiff arguably
would have been able to sue in the state courts to redress his grievances. See text accompanying notes 222-26 supra.
The "lack of alternative forum" argument may also hinge on whether the state's
activity is deemed to be a proprietary or governmental function. The court seemed to
indicate that if the activity performed by the state had been proprietary, it would have
given more weight to the lack of an alternative forum. The governmental/proprietary
distinction would presumably have more effect on the question of whether the state had
waived its common law immunity, thus providing an alternative forum, than on the determination of congressional intent to abrogate the eleventh amendment. See notes 28595 infra and accompanying text.
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suit were brought in federal court by an investor against a state either
under the present anti-fraud provisions26 9 or on an express cause of
action created by Congress, 7 the investor would have to overcome
each of the analytical hurdles posed by the courts in those cases.2 71 It
will be shown that an amendment to the securities laws creating such
a cause of action is necessary in order for the plaintiff to defeat the
issuer's claim of sovereign immunity.
The anti-fraud provisibns alone do not support the inference of a
waiver of either common law or eleventh amendment sovereign
immunity by the issuer. According to the literal terms of the Edelman
decision, the inquiry into congressional intent to condition a state
activity on a waiver of its immunity will not be begun absent the
"threshold fact" of congressional authorization to sue a class of de27
fendants which literally includes states or state instrumentalitiesY.
Edelman's requirement may not be satisfied in the municipal
securities context, since the initial inquiry of whether Congress in
enacting the securities acts intended to subject governmental issuers to
suit 213 must be answered in the negative. Congress did not make the
securities acts applicable to "every" issuer; it specifically exempted
municipal issuers from most provisions of the acts. The argument can
be made, as it was in Green," 4 that section 17 applies by its terms
269. 1933 Act § 17(a), 15 U.S.C. § 77q(a) (1970); 1934 Act § 10(b), 15 U.S.C.

§ 78j(b) (1970); Exchange Act Rule 10b-5, 17 C.F.R. § 240.10b-5 (1976).
270. In addition to adding a new provision applicable solely to suits against governmental entities, Congress could amend section 12 of the 1933 Act to provide explicitly
for suits against governmental entities as well as corporate issuers. Section 12 creates
a cause of action in favor of any person who purchases a security from one who offers
or sells a security by means of a prospectus or oral communication which includes an
untrue statement of a material fact or omits to state a material fact necessary to make
the statement not misleading, provided that the purchaser did not know and could not
reasonably have known, of such untruth or omission. 1933 Act § 12, 15 U.S.C. § 771
(1970).
271. Whether these hurdles will involve both common law sovereign immunity and
the eleventh amendment or just one or neither, will depend on what type of political
subdivision the issuer is. See Part II.A. supra. The rest of this section assumes the
situation where both apply; obviously, if one or both are inapplicable the plaintiff's difficulties are correspondingly reduced.
272. Edelman v. Jordan, 415 U.S. 651, 672 (1974). See text accompanying notes
233-36 supra.
273. See text accompanying note 203 supra. The securities situation is therefore different from that in Parden v. Terminal Ry., 377 U.S. 184 (1964), in which the FELA
was applicable to "every" common carrier by railroad. Id. at 187.
274. Green v. Utah, 539 F.2d 1266 (10th Cir. 1976). The Tenth Circuit rejected
this precise "definitional" argument as too insubstantial to establish the clear congressional intent required to lift eleventh amendment immunity. Id. at 1273-74. See text
accompanying note 268 supra.
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to any "person" 275 and that the 1933 Act includes in its definition of
person "a government or political subdivision"; 276 similarly, section
'
and the definition
10(b) of the 1934 Act applies to any "person,"277
of "person" under the 1934 Act was recently amended to include a
"government, political subdivision, agency or instrumentality of a
government. '278 However, a similar argument was rejected by the Supreme Court in Employees. While the definitional section of the
FLSA involved in Employees had been amended expressly to include
state employees, 279 the Court noted that "Congress, acting responsibly, would not be presumed to take such action

. . ."

without

an express indication of intent to abrogate the state's immunity,280 particularly when such abrogation would place "new" and "enormous"
fiscal burdens on the states. 281 The Court's analysis would also be
applicable to the securities laws-the fiscal burdens imposed by liability under the FLSA could not begin to approach an issuer's potential
liability in private actions under the anti-fraud provisions.
This result is consistent with the opinions of both the Sixth and
Tenth Circuits 282 but obviously clashes with the Second Circuit's opinion
in Forman. In that case, the court found a waiver of the immunities
by virtue of the state's participation in the securities field. The court
distinguished Employees by noting that in Employees the state's activity
came first and the federal regulation second, while the reverse was true
in Forman.2 s3 However, this analysis is pertinent only to the issue of
the state's waiver of its immunities (the second inquiry), which Employees never reached. The Employees decision was based upon a
finding of no congressional intent to abrogate the immunities (the first
inquiry), and the distinction of Employees by the Forman court is
therefore meaningless.28 4
275.
276.
277.
C.F.R.
278.
279.

1933 Act § 17, 15 U.S.C. § 77q (1970).
1933 Act § 2(b), 15 U.S.C. § 77b(2) (1970).
1934 Act § 10(b), 15 U.S.C. § 78j(b) (1970); Exchange Act Rule 10b-5, 17
§ 240.10b-5 (1976).
1934 Act § 3(a)(9), 15 U.S.C.A. § 78c(a)(9) (Supp.1976).
FLSA § 3(d), 29 U.S.C. § 203(d) (1970). See text accompanying notes 218-

21 supra.

280. Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 284-85 (1973).
281. Id. at 284.
282. See text accompanying notes 253-54, 267-68 supra. Both courts found no congressional intent to abrogate sovereign immunity.
283. See notes 245-48 supra and accompanying text.

284. The Second Circuit's approach had previously been employed in Justice Marshall's concurring opinion in Employees to distinguish that case from Parden. He found

a congressional intent to abrogate the state's immunity (the first inquiry), but refused
to find a waiver by the state (the second inquiry), since its activity pre-dated the federal
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It is reasonable to conclude from these precedents that the antifraud provisions of the securities acts are insufficient to abrogate either

the state's common law or eleventh amendment sovereign immunity.
Private actions by individual investors against those issuers possessing
such immunity 25 would thus be barred without further congressional
action. -80 An express liability section in the securities acts which
clearly applied to governmental issuers would supply the missing ele-

ments discussed above.
An express provision of this nature would supply the threshold
fact of congressional authorization to sue a class of defendants which
literally included governmental issuers2 8 7 and would also demonstrate
conclusively that Congress intended to subject the governmental issuer to

suit in federal court.288 Such a clear statement would remove any bar
to suit arising from the issuer's common law sovereign immunity, since
it seems clear that Congress does have the power to abrogate this

common law immunity directly. 28 9 However, the analysis would not
end here, 20

except for issuers which were not protected by the

eleventh amendment. 29 '

The second inquiry must now be ad-

regulation. Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 296-97 (1973)
(Marshall, J., concurring in the result).
285. See Part II.A. supra, discussing which governmental entities possess these immunities.
286. Suits under sections 11 and 12 of the 1933 Act would similarly be barred.
While suits under these specific civil liability sections would avoid the first problemthat no private causes of action are authorized by the text of the anti-fraud provisionsthey would still fail to overcome the state's eleventh amendment protection because, like
the anti-fraud sections, sections 11 and 12 do not exhibit an intent to subject government
issuers to suit.
287. See text accompanying notes 204-06 supra.
288. See text accompanying note 237 supra.
289. This is clear from the majority opinion in Employees, where the Court observed
(in reply to the dissent):
Moreover, if Parden was concerned merely with the surrender of common-law
sovereign immunity when the States granted Congress the power to regulate
commerce, it would seem unnecessary to reach the question of waiver or consent, for Congress could subject the States to suit by their own citizens whenever it was deemed necessary or appropriate to the regulation of commerce.
No more would be required. 411 U.S. at 280 n.1 (emphasis added).
This follows from the logic in Parden to the effect that when the states ratified the Constitution, including the commerce clause, they surrendered whatever amount of their
sovereignty was necessary to allow Congress to regulate commerce. Since the private
action against governmental issuers is justified under Congress' commerce power, the
states cannot frustrate its purpose with their common law sovereign immunity.
290. This would be the case unless one assumes that Congress also has the power,
pursuant to the commerce clause, to abrogate the issuer's eleventh amendment immunity.
This question has never been reached by the decided cases, but see text accompanying
notes 297-306 infra.
291. See Part II.A. supra.
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dressed-whether a state would impliedly consent to suit in federal
court by issuing securities in a federally regulated market after Congress had created an express private right of action against government
issuers.
The Supreme Court has provided little guidance on this issue.
Parden involved a clearly proprietary, profit-making activity (a railroad)
which is easily distinguishable from the essential governmental function
of issuing securities to obtain necessary working capital. Neither Employees nor Edelman reached the waiver issue because the requisite
congressional intent was lacking. However, Justice Marshall did address the question in his separate opinions in those two cases29 2 and
offered a useful structure for analysis of the issue. In Employees,
Justice Marshall noted that at the time the FLSA was made applicable
to the states, the state was already fully engaged in the operation of
the affected hospitals and schools and thus had no "true choice" to
cease operation rather than consent to suit. He contrasted this with
the situation in Parden in which Alabama entered the interstate railroad business with "legal notice of an operator's responsibilities and
liability under the FELA to suit in federal court, and . . . could have
chosen not to enter at all .
-293 Justice Marshall dissented in
Edelman, finding that the state had voluntarily entered the AABD
program. The states, he said, could administer their own assistance
programs for the aged, blind, and disabled and thus not subject themselves to federal regulation. However, in voluntarily deciding to participate in exchange for federal matching funds, the states necessarily
gave up their protection from suit in federal court. 9 4
Justice Marshall correctly identified the question which must be
answered in the affirmative if a waiver of immunity and consent to suit
by the state is to be found. If the state has no true choice but to
participate in the activity, a finding of waiver which is based on such
participation is a transparent legal fiction employed to avoid the
strictures of the eleventh amendment. 29 5 Rather than rely on such a
292. Employees v. Missouri Dep't of Pub. Health, 411 U.S. 279, 287 (1973) (concurring opinion); Edelman v. Jordan, 415 U.S. 651, 688 (1974) (dissenting opinion).
293. 411 U.S. at 296.
294. 415 U.S. at 688-89.
295. Such a fiction was employed in the recent case of Carey v. White, 407 F. Supp.
121 (D. Del. 1976). After Employees, Congress amended section 16(b) of the FLSA,
29 U.S.C. § 216(b) (Supp. IV, 1974), expressly to allow private damage suits against
states. The relevant portion of the section now reads: "Action to recover such liability
may be maintained against any employer (including a public agency) in any Federal
or State court of competent jurisdiction by any one or more employees ......
Id. (emphasis added). On the basis of this amendment, the court did not find that Congress had
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fiction, it would be better for the courts to face squarely the issue of
whether Congress has the power to directly abrogate a state's eleventh
amendment protections.29 8 If such power is not found and a waiver
theory must be used, then the theory must be restricted to a voluntary
waiver by the state in a context where the state has realistic alternatives
to pursue if it does not wish to waive its protection from suit in federal
court.
It should be clear that the governmental issuer does not have the
option of abandoning the securities market and funding its operations
through current revenues. Long-term securities enable the state or
municipality to spread the costs of expensive government services over
a longer period of time, thus reducing the tax burden on present taxpayers and forcing future taxpayers to share in this burden in return
for the benefits they receive over the life of the facility. If all govern-

ment services were financed currently, the burden imposed aUpon
present taxpayers would obviously be enormous. The only choice
which the states have is either to subject themselves to suit in federal
court or to stop providing expensive, but also essential, government
services. Thus, participation in the securities market should not constitute a waiver of sovereign immunity.
This conclusion leads back to the original question in Parden:
does Congress have the power to abrogate a state's eleventh amendment

immunity directly, thus subjecting it to suit in federal court?2 97 This
inquiry was, of course, never answered by the Court, since it became
waived this immunity, rather than
involved with whether the state had
298
whether Congress had abrogated it.
Putting the question of constitutional power aside for the moment,
it is clear that from a policy standpoint, the legislative and not the judicial branch is the appropriate entity to decide when it is proper to
remove a state's constitutional immunity. While the federal judiciary
directly abrogated the state's eleventh amendment immunity, but rather held that Congress' intent was now sufficiently clear to imply that it had conditioned the state's participation in the program on the latter's waiver of the constitutional immunity. 407
F. Supp. at 125. The court apparently acknowledged the difficulty a state would encounter by refusing to participate in such a program, but nonetheless inferred a waiver from
that participation, stating only that "Where the activities in question are governmental
in nature, waiver will be implied only where Congress has expressly articulatedits intent
to expose participating states to federal suits." Id. at 124 (emphasis added).
296. The Supreme Court has addressed this issue in Fitzpatrick v. Bitzer, 96 S. Ct.
2666 (1976), in which it found that Congress did have the power to abrogate a state's
eleventh amendment immunity directly. This case was, however, expressly limited to
Congress' power under section 5 of the fourteenth amendment. See note 239 supra.
297. Parden v. Terminal Ry., 377 U.S. 184, 187 (1964).
298. See note 224 supra and accompanying text.
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is insulated from the influence of the states, Congress shares a "dual
responsibility to the state and federal systems and is accountable at both
levels."" 9 Congress is in a unique position to balance the need for
federal regulation, enforced by private actions against the state, against
the burdens such actions would place upon the state. If the need for
federal regulation were found to predominate, then the states' immunity
could be abrogated by congressional action; if the states felt that the
burdens placed upon them were too great, they could exert their political
influence upon Congress to have their immunity restored. By contrast,
if the judiciary found an implied waiver by the states, producing the same
loss of constitutional immunity, the states would be without recourse.300
One is therefore led to ask whether the language of the eleventh
amendment permits such congressional action. The Court has not
treated this question, but two commentators have suggested that the
eleventh amendment limits only the judicial power and does not prevent Congress from authorizing actions against the states in federal
court.3 0 ' It should first be noted that the literal terms of the
amendment limit only the judicial power. 30 2 Thus Congress, acting
within its article I power to regulate commerce, could effectuate such
regulation by requiring states to submit to suit in federal court for violations of the statutory scheme. Second, it can be argued that the
drafters of the eleventh amendment were "only responding to the judicial assumption of jurisdiction"303 in suits brought against the states,
and that the history of the amendment therefore indicates a fear of
judicial, rather than congressional, assertion of federal jurisdiction in
suits against the states.304 Finally, such an interpretation of the
amendment would be consistent with the article I grant to Congress
of exclusive power to regulate certain areas, including commerce; 305
299. Nowak, supra note 199, at 1441-45. Nowak analyzes this issue of congressional
power and concludes that "pragmatic problems of federalism posed by the eleventh
amendment should be resolved by Congress, not by the judiciary." Id. at 1441. See
also Tribe, supra note 199, at 693-99.
300. See Nowak, supra note 199, at 1442.
301. Id. at 1414; Tribe, supra note 199, at 693.
302. Tribe, supra note 199, at 694. See note 178 supra for the text of the eleventh
amendment.
303. Nowak, supra note 199, at 1440. The reference is to the notorious decision in
Chisholm v. Georgia, 2 U.S. (2 Dall.) 419 (1793). There, suit was brought against
the state of Georgia for failure to pay for supplies delivered during the Revolution. The
Supreme Court decided that it had jurisdiction and ordered entry of a default judgment
if the state did not defend. Id. at 479. Shortly after this case was decided, the eleventh
amendment was drafted and ratified, ostensibly for the purpose of overruling the decision. See Nowak, supra, at 1434.
304. See Nowak, supra note 199, at 1440.
305. See Tribe, supra note 199, at 694.
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if states could escape such power by an assertion of sovereign immunity,
the policy of exclusive federal regulation would be frustrated.
If the Court chooses to adopt this reasoning and draws a'
distinction between judicial and congressional power under the eleventh
amendment, Congress would have the power to create a federal cause
of action against the states for violations of the federal securities laws."'
Armed with this power, Congress, and not the courts, should act to
resolve the question of whether private actions against states for violations of the securities laws will be allowed. Congress is the appropriate body to balance the need for private actions against states to
effectuate the policies of the securities acts with the burdens such potential liability would place upon governmental issuers. Congressional
creation of an explicit private action for investors against governmental
entities would indicate that Congress had balanced these interests and
concluded that the policies behind the securities acts should prevail.
Such express congressional action would require governmental issuers
to face up to their potential liabilities and perhaps eliminate much of
the need for further regulation of the municipal securities market.
III.

TENTH AMENDMENT CONSIDERATIONS

After the Securities and Exchange Commission announced that it

was launching an investigation to ascertain whether violations of the
federal securities laws had occurred in connection with New York
City's financial crisis, the City asked a federal district court for a declaratory judgment that the Commission has no authority under its
statutory charter to regulate, investigate, or take any action with respect
to municipalities or their officials in connection with the issuance and
sale of municipal securities, or alternatively, if the Commission is
found to have such authority, that the provisions of the securities acts
which grant such authority are unconstitutional. 7 New York relied
306. Such congressional power would not be without restrictions. Professor Tribe
suggests three limitations: Congress could not confer on an article III court any
authority which would be outside the confines of that article; "any congressional attempt
to confer jurisdiction . . . must be reasonably ancillary to an otherwise valid substantive
exercise of federal lawmaking power"; and any such action by Congress should not "impair the States' integrity or their ability to function effectively in a federal system."
Id. at 696-97. The first two limitations present no problem in the context of federal
securities regulation; the third limitation, of course, refers to the tenth amendment and
issues of federalism, and is not so readily dismissed. This subject will be analyzed
in Part III infra.
307. The full text of New York City's complaint can be found in City of New York
95,667 (S.D.N.Y., July
v. SEC, [1976-1977 Transfer Binder] CCH FED. SEc. L. REP.
27, 1976).
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upon the Supreme Court's recent decision in National League of Cities

v. Usery.3 °8 The Court in Usery, in a 5-4 decision, 309 invalidated the
1974 amendments to the Fair Labor Standards Act (FLSA), which
had extended the minimum wage and maximum hours provisions of
the FLSA to employees of states and state subdivisions. 10 The Court
held that the amendments "directly displace[d] the States' freedom
to structure integral operations in areas of traditional governmental

functions .

and thus were "not within the authority granted
Congress by Art. I, § 8, cl. 3 [the commerce clause]. ' 1 2 New
York City relied on Usery as authority for its contention that Congress
lacks the power under the commerce clause to pass legislation dis. .'311

placing the freedom of the city to structure the traditional and integral

governmental function of financing governmental operations by the
issuance of notes and bonds.

Obviously, such a challenge to Congress'

power casts doubt on the validity of both the existing provisions of the
securities acts and the further regulation of municipal securities which

would be occasioned by S. 2574 or S. 2969. 3' 3 Prior to Usery, it had
been believed that such regulation of municipal securities was permissible,

14

but Usery challenges this belief and necessitates a re-exami-

nation of the federal-state relationship in the securities context.
The concept of federalism has as its source an implied doctrine
in the federal constitution that the states, as sovereign entities, retain

certain rights and privileges.315 This concept is expressly recognized
308. 426 U.S. 833 (1976). For another analysis of this decision and its applicability to municipal bankruptcy under the new Chapter IX of the Bankruptcy Act, see Note,
Municipal Bankruptcy, The Tenth Amendment and the New Federalism, 89 HARV. L.
REv. 1871 (1976).
309. Justice Rehnquist wrote the majority opinion. Justice Blackmun filed a brief,
cryptic concurring opinion, see text accompanying notes 345-47 infra. Dissenting opinions were filed by Justice Brennan (joined by Justices White and Marshall) and Justice
Stevens.
310. 29 U.S.C. §§ 203(d), (s)(5), (x) (Supp. IV, 1974). The original act had specifically excluded states and their political subdivisions from its coverage, 29 U.S.C.
§ 203(d) (1970).
311. 426 U.S. at 852.
312. Id. That the decision applied equally to political subdivisions was made clear
by the Court in a footnote:
mhe local governmental units which Congress sought to bring within the Act
derive their authority and power from their respective States. Interference
with integral governmental services provided by such subordinate arms of a
state government is therefore beyond the reach of congressional power ... just
as if such services were provided by the State itself. 426 U.S. at 855-56 n.20.
313. See Part I.E. supra.
314. See, e.g., Hearings 231 (statement of Donald Robinson), 245 (statement of
Donald R. Hodgman), 511 (memorandum of Henry T. Rathbun).
315. 426 U.S. at 842-45.
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in the tenth amendment.a 1 The differing interpretations of the tenth
amendment highlight the disagreement as to the strength of this doctrine and the scope of its limitations on the exercise of federal powers.
Justice Rehnquist, in announcing the Court's decision in Usery, found
the tenth amendment to be an "express declaration" of the limitations
on the authority of Congress to regulate state activities by means of

the commerce power.117 In contrast, Justice Brennan stated in dissent
that "nothing in the Tenth Amendment constitutes a limitation on congressional exercise of powers delegated by the Constitution to Congress
.

. .

. 'The amendment states but a truism that all is retained which

has not been surrendered.' "I'll Although the origins of the tenth
amendment indicate that it was not designed to limit congressional
power in any way,3 19 the Court utilized the amendment to limit Congress' exercise of the commerce power for over a century, beginning
with the death of Chief Justice John Marshall and ending in 1937.20

But in 1937 the Court, in sustaining the Social Security 321 and National
Labor Relations Acts,3 22 rejected this theory of the tenth amendment,
and finally, in 1941,23 it explicitly rejected the idea that the tenth
amendment was anything more than "a truism that all is retained which
has not been surrendered. '324 This began a period, which may have
ended with Usery, in which federal regulation of state activity was consistently upheld against tenth amendment federalism attacks.
316. The tenth amendment states: "The powers not delegated to the United States
by the Constitution, nor prohibited by it to the States, are reserved to the States respectively, or to the people." U.S. CoNsr. amend. X.
317. 426 U.S. at 842.
318. Id. at 862, quoting United States v. Darby, 312 U.S. 100, 124 (1941).
319. During later debates on the Bank of the United States, James Madison, sponsor
of the tenth amendment, declared:
Interference with the powers of the States was no constitutional criterion of
the power of Congress. If the power was not given, Congress could not exercise it; if given, they might exercise it, although it should interfere with the
laws, or even the Constitution of the States. 2 ANNALS OF CoNG. 1946-47
(1791).
See E. CoRwIN, THE CONsnTurroN AND WHAT IT MEANs TODAY 369-74 (1974 ed.), for
a concise historical explanation of the tenth amendment.
320. E. CORWIN, supra note 319, at 369.
321. Steward Machine Co. v. Davis, 301 U.S. 548 (1937); Helvering v. Davis, 301
U.S. 619 (1937).
322. NLRB v. Jones & Laughlin Steel Corp., 301 U.S. 1 (1937).
323. United States v. Darby, 312 U.S. 100 (1941) (upholding the Fair Labor Standards Act as originally enacted).
324. Id. at 124. Justice Stone declared that the power of Congress
can neither be enlarged nor diminished by the exercise or non-exercise of state
power. . . . It is no objection to the assertion of the power to regulate interstate commerce that its exercise is attended by the same incidents which attend
the exercise of the police power of the states. .

.

. Id. at 114.

Later in the opinion, Justice Stone stated: "Our conclusion is unaffected by the Tenth
Amendment." Id. at 123.
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The Usery opinion represents a break from this prior line of authority and expressly overrules325 one prior Supreme Court decision,
Maryland v. Wirtz. 26

In Wirtz, the Court had upheld the extension

of the FLSA minimum wage and maximum hour provisions to employees of state hospitals, institutions and schools.32

opinion also sharply
United States.32 9

distinguished328

The Usery

another prior decision, Fry v.

Fry had upheld the applicability of federal wage

stabilization controls to state employees. Justice Rehnquist filed an extensive dissent in Fry which clearly portended the Usery decision by
suggesting a re-examination and possible overruling of Wirtz.3a0
325. 426 U.S. at 856.
326. 392 U.S. 183 (1968).
327. The Court in Wirtz had found United States v. California, 297 U.S. 175 (1936)
(holding that the Federal Safety Appliance Act was applicable to the operation of a railroad by the state of California) to be controlling, rejecting the state's attempt to distinguish that case on the basis of whether the regulated activity was governmental or proprietary in nature: "[Tihe Federal Government, when acting within a delegated power,
may override countervailing state interests whether these be described as 'governmental'
or 'proprietary' in character." 392 U.S. at 195.
The Court also examined the effects of the statute, rejecting the state's characterization of the Act as "tell[ing] the States how to perform medical and educational functions. . . ," id. at 193, and finding that the regulation established only minimum wage
and maximum hour restrictions and did not "otherwise affect the way in which school
and hospitdl duties [were] performed." Id. It is unclear from the opinion what would
have been the import of a finding that the regulation did affect the way in which the
schools and hospitals were run, since the Court also stated that it had "put to rest the
contention that state concerns might constitutionally 'outweigh' the importance of an
otherwise valid federal statute regulating commerce," id. at 195-96, thus apparently foreclosing any inquiry into the importance of state control of the regulated area.
328. 426 U.S. at 852-53.
329. 421 U.S. 542 (1975). The federal government had filed an action to enjoin
the state of Ohio from paying wage and salary increases to state employees above the
amount authorized under the Economic Stabilization Act of 1970. Ohio contended that
application of the wage freeze to state employees interfered with sovereign state functions and was therefore beyond Congress' power under the commerce clause. The
Court, in a brief opinion, found this argument foreclosed by Wirtz, id. at 548, commenting that the regulation constituted only a slight intrusion on the state's sovereign status
and characterizing the program as an "emergency measure." Id. The Court also stated
that the effectiveness of the federal policy to reduce inflation would have been drastically impaired if the sizeable group of state employees had not been included, thus indicating that the need for uniform federal action may be considered when examining the
scope of the commerce power.
While the Fry Court appeared to follow Wirtz, its more restrictive reading of the
tenth amendment does not comport with the virtually absolute federal authority to regulate commerce recognized in Wirtz. The Court in Fry, in dicta which Justice Rehnquist
turned back against the Fry majority in Usery, stated that: "The Amendment expressly
declares the constitutional policy that Congress may not exercise power in a fashion that
impairs the States' integrity or their ability to function effectively in a federal system."
Id. at 547 n.7.
330. Id. at 559 (Rehnquist, J., dissenting).
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Justice Rehnquist's dissenting opinion in Fry mirrored the majority opinion in Usery. The Usery Court found the application of federal
minimum wage and maximum hour restrictions to the states to be

constitutionally invalid, not because Congress lacked power under the
commerce clause to reach the activity, but because the tenth
amendment imposed an "affirmative limitation"33 ' on the exercise of

that power when such exercise threatened to infringe state sover3 32
eignty.
After determining that the tenth amendment acted as a limit on
federal power under the commerce clause, the next step was to de-

termine when this limit would be applied. Justice Rehnquist's test was
whether the federal regulation usurped state "'functions essential to
separate and independent existence,' ,,3"3
that is, whether the regulations "operate to directly displace the State's freedom to structure in-

tegral operations in areas of traditional governmental functions. ' 34 The
Court applied this test by examining the impact of the FLSA on state
activities. The states claimed that the FLSA would result in increased
costs and concomitant reduction or elimination of some governmental

activities, thereby displacing state policies regarding the manner in
which they will structure delivery of governmental services. 3 5
Although the Court admitted that "many of the actual effects . . . remain a matter of some dispute among the parties . . . ,
it stated

that "particularized assessments of actual impact" were not crucial to
resolution of the issue. 33 7 The single fact that the regulations would
"significantly alter or displace the States' abilities to structure

employer-employee relationships '13 8 was sufficient by itself to invalidate the regulation in the majority's view. Thus, the effect of regu331. 426 U.S. at 841.
332. Id. at 845.
333. Id., quoting Coyle v. Oklahoma, 221 U.S. 559, 580 (1911).
334. 426 U.S. at 851. By "traditional governmental functions," the Court may have
meant those functions traditionally performed by the states and immune from federal
regulation, or it may have been adverting to the governmental/proprietary distinction.
This latter distinction had previously been expressly rejected in Maryland v. Wirtz, 392
U.S. 183, 195 (1968). Neither approach would be acceptable, for both ignore the countervailing federal interests in regulating the activity.
Contrast Justice Blackmun's concurring opinion, which would simply balance the
federal interest in regulating the activity against the burdens placed upon the state to
conform to the legislation. 426 U.S. at 856. This approach was not suggested in the
majority's opinion, however, except possibly in its distinction of the Fry case. See text
accompanying notes 345-47 infra.
335. 426 U.S. at 846-48.
336. Id.
337. Id. at 851.
338. Id.
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lation was not dispositive; rather, it was the very existence of regulation
in an area affecting the states' "sovereignty" that offended the tenth
amendment. 3 9

While the Court directly overruled Wirtz, it merely distinguished
Fry. The majority identified four factors which took the federal regu-

lation in Fry outside the prohibitions on federal regulation imposed by
Usery.

10

First, the wage freeze was found to be only a limited

intrusion upon an area of state sovereignty, less disruptive than that
worked by the FLSA. The Court noted that the freeze actually reduced, rather than increased, the pressure on state budgets. Second,
the wage freeze was an "emergency measure to counter severe
inflation that threatened the national economy"; it did not interfere

with the states' freedom "beyond a very limited, specific period of
time." ' '

Third, the regulation "displaced no state choices as to how

governmental operations should be structured," but merely required
that choices already made by the states be maintained during the
"emergency" period.

42

Finally, the

Court

determined

that

the

problem which the regulations in Fry sought to remedy was one "which
only collective action by the National Government might forestall."34
The Court gave no indication as to the relative weight to be assigned
to each of these factors, nor whether all would be required to exempt

future federal regulations from the rules announced in Usery.

4

339. [Elven if appellants may have overestimated the effect which the Act will
have upon. [the State's] current levels and patterns of governmental activity,
the dispositive factor is that Congress has attempted to exercise its Commerce
Clause authority to prescribe minimum wages and maximum hours to be paid
by the States in their capacities as sovereign governments. Id. at 851-52 (emphasis added).
340. Id.
341. Id.
342. Id.
343. Id.
344. One district court has already had occasion to explore the limits of Usery. In
Christensen v. Iowa, 417 F. Supp. 423 (N.D. Iowa 1976), the equal pay provisions of
the FLSA as applied to states were challenged on the basis of Usery. However, the
court upheld these provisions, stating that "Usery should be confined strictly to its factual
context." Id. at 424. The court identified the "touchstone . ..for resolution of the
competing constitutional considerations [as] whether the functions at issue were 'functions essential to separate and independent existence' of the states." Id. at 425, quoting
National League of Cities v. Usery, 426 U.S. 833, 845 (1976). Using this as its
measure, the court stated: "It is difficult to say that the capacity of a state or its subdivision to direct that different pay be accorded for comparable work, based solely on the
sex of the worker, is a function 'essential to separate and independent existence.'" 417
F. Supp. at 425. While this case may indicate some reluctance to apply Usery expansively, it does not resolve more difficult cases where the state activity which clashes
with a federal regulatory policy is more readily justifiable than the sex discrimination
involved in Christensen.
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Another factor which may be invoked to limit Usery is the brief
concurring opinion of Justice Blackmun, who cast the fifth and deciding
vote in the case.345 Justice Blackmun interpreted the majority opinion
as adopting a "balancing approach. 3 46 While not indicating specifically what factors he would balance, he referred to the part of the
majority opinion which distinguished Fry. He also gave an example
of federal regulation which would not, in his opinion, be outlawed by
the majority opinion: environmental protection, where "the federal
interest is demonstrably greater and where state facility compliance
with imposed federal standards would be essential. 34 7 Presumably,
Justice Blackmun would balance the "federal interest" and the need
for uniform compliance against the burdens placed upon the state in
conforming to the regulation.
The Usery decision may be criticized for failing to provide adequate
guidelines for determining, first, when a state function is "essential to
separate and independent existence" 348 of the state, and second,
whether particular federal legislation usurps such a function to a degree
that is offensive to the concepts of federalism now read into the tenth
amendment. The issuance of securities by a governmental entity is
clearly an essential function, 49 for without such activity the government could not raise sufficient revenue to provide essential services to
its inhabitants. Without this ability to raise revenues, the governmental
entity would become virtually dependent on federal subsidy and would
effectively have no "separate and independent existence" of its own.
Thus even without more definite guidelines, the securities problem can
apparently be resolved at the first level of the analysis: since regulation
of the issuance of securities would work to "displace the States'
freedom to structure integral operations, ' 383 a literal reading of the
345. Four justices dissented in Usery. Justice Brennan, joined by Justices White and
Marshall, pointed to the long line of precedents holding that nothing in the tenth amendment constitutes a limitation on congressional exercise of the commerce power, 426 U.S.
at 862-63, and charged that the majority opinion abandoned the "heretofore unchallenged principle that Congress 'can, if it chooses, entirely displace the States to the full
extent of the far-reaching Commerce Clause.'" Id. at 875, quoting Bethlehem Steel
Co. v. State Lab. Rel. Bd., 330 U.S. 767, 780 (1947). Justice Stevens filed a separate
dissent in which he indicated his disagreement with the wisdom of the regulation, but
concluded that the appropriate branch of government, Congress, had resolved the issue
and possessed adequate power to regulate the activity. 426 U.S. at 880.
346. 426 U.S. at 856 (Blackmun, J., concurring).

347. Id.
348. Id. at 845.
349. For a suggested analysis of what these "functions essential to separate and independent existence" should be, see Note, supra note 308, at 1886-88.
350. 426 U.S. at 851.
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Court's holding would prohibit the legislation, without any inquiry into
its effects.
Notwithstanding the literal meaning of the Court's pronouncement,
its extensive examination of the effects of the FLSA regulation 35 '
indicates that even where the legislation is found to infringe on integral
state operations, the Court will still take the next step in the analysis
and evaluate the extent of the impact on the states. This requires a
detailed analysis of the particular legislation concerned. Even though
the anti-fraud provisions of the securities acts have applied to government entities for over forty years, the SEC investigation of the City of
New York 52 has cast a new light on the degree of interference which
may occur under the anti-fraud provisions. The SEC has begun a
massive investigation of the City's financial operations to determine
whether the City and persons associated with it engaged or were about
to engage in acts or practices which violated the securities acts.3 53
The full impact of this inquiry is unclear at present. Should the Commission, or the courts in fashioning relief in actions brought by private
investors under the anti-fraud provisions, merely compel disclosure of
information, then the only effect upon the City would be the cost of
complying with the mandate for disclosure. Unless this cost were
prohibitively high, the effect would probably not rise to a level which
would cause a restructuring of the manner in which securities were
issued, and the federal regulation would therefore be permissible under
Usery. However, if the Commission or the courts were to compel
changes in the financial structure of the City as a necessary condition
351. Id. at 846-51.
352. See note 12 supra and accompanying text.
353. See City of New York v. SEC, [1976-1977 Transfer Binder] CCH FED. SEC. L.
REP. 1 95,667 (S.D.N.Y. July 27, 1976) (complaint). According to the complaint, the
SEC directed an examination of
(1) the financial condition of the City;
(2) the financial operations and practices of the City;
(3) the accounting practices of the City;
(4) the investment risks involved in the purchase of City and MAC securities;
(5) the use of proceeds received by the City as a result of distributions of City
securities;
(6) the collectability of certain real estate taxes and other anticipated revenues, and the ability to obtain State and Federal aid; and
(7) the ability of the City to meet its financial obligations as they become due.
Id. at 90,278.
The Commission has also sought the testimony of present and former City officials, and
demanded the production of records concerning the manner in which the City is governed, including "how the City formulates its budgets and fiscal plans, receives and expends its revenues, and makes decisions and takes actions respecting taxation and the
financing of essential governmental functions." Id.
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to compliance with the anti-fraud provisions, the effect of the provision
would clearly reach objectionable levels.
The proposed amendments 54 to the federal securities laws present
similar problems. While the thrust of the amendments is to increase
disclosure by municipal issuers, several provisions would arguably allow
the Commission to dictate the form of a city's financial operations.1 51
The effect of these proposals depends greatly upon whether the Commission or the courts limit their demands to pure disclosure or whether
they use this power indirectly to compel reformation of a city's financial
operations.
The third step in the analysis should be an assessment of the
federal interest in regulating a particular activity. This approach was
not expressly adopted in the majority opinion, but such considerations
were clearly weighed when the Court distinguished the wage and price
stabilization regulations in Fry from the FLSA regulations in Usery.356
Justice Blackmun's balancing approach necessarily recognized the
importance of this factor by weighing the federal interest against the
burdens placed on the state."' It is this consideration which underlies
the most persuasive argument for allowing some federal regulation of
municipal securities issuers. As was demonstrated by the aftermath
of the New York financial crisis, the difficulties encountered by one
major governmental entity may force all other such issuers to make an
affirmative demonstration that they are not suffering similar problems. ' Even after such a demonstration, the psychological effect
of a major default or near default may have a far-reaching impact on
general investor confidence in the market. In addition, municipal
securities are held by many investors who are not residents of the municipality that issued the securities; the activities of even a single issuer
may affect investors throughout the country. The municipal securities
market, like the field of environmental protection,35 9 is particularly
suited for uniform federal regulation because of the adverse effects
which one state's activity may have on all other states and their citizens.
354. See Parts I.D. and I.E. supra.
355. See notes 84-95 supra and accompanying text. The amendments would allow
the Commission to dictate the form of financial statements disclosed to the public, as
well as allow the Commission to require additional information from the issuer.
356. 426 U.S. at 852-53. The legislation in Fry was "occasioned by an extremely
serious problem which endangered the well-being of all the component parts of our federal system and which only collective action by the National Government might forestall." Id. at 853 (emphasis added).
357. Id. at 856 (Blackmun, J., concurring).
358. See note 9 supra and accompanying text.
359. See text accompanying note 347 supra.
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Just as the cooperation of all states in the wage-price freeze was
necessary to counter the severe inflation that threatened the national
economy,160 the compliance of all municipal issuers is necessary to
maintain investor confidence in the municipal securities market, so that
government entities may continue to finance essential services through
the issuance of securities in this market.
While this necessity for federal regulation should be a major
factor, it should not be the overriding one. If the burdens of compliance with the legislation are extreme, the courts should examine the
federal legislation closely and explore less intrusive legislative
alternatives which accomplish the same results. Because the anti-fraud
provisions have been infrequently applied to the municipal market, it
is too early to tell whether they will be adequate to solve the problems
of that market. More specificity in these provisions-as to what information is required and who is required to provide it-would accomplish many of the same objectives sought by the more stringent
reporting requirements of S. 2574 and S. 2969 and thus would clearly
be a less intrusive alternative. It is possible, therefore, that the courts
would find the current proposals, S. 2574 and S. 2969, invalid. The
anti-fraud provisions, however, may be valid under Usery as the
method for accomplishing the necessary uniform federal regulation of
the municipal securities market which involves the least interference
with the state's ability to issue securities, a function "essential to a
separate and independent existence."
IV.

CONCLUSION

The municipal securities market has undergone many changes
since the securities acts were first passed over 40 years ago. While
these changes necessitate some departure from the earlier hands-off
attitude toward the municipal market, they do not compel complete
federal regulation. Both the differences between the municipal and
corporate markets and the dominant concern for maintenance of a
workable marketplace where municipalities can economically borrow
money argue for a more thoughtful, less restrictive solution to the
existing market problems than that proposed by either S. 2574 or S.
2969.
There is some evidence that market pressures have begun to move
municipal issuers toward a voluntary solution of existing disclosure
problems. Guidelines for adequate disclosure have been developed
360. Fry v. United States, 421 U.S. 542, 548 (1975).
Cities v. Usery, 426 U.S. 833, 853 (1976).

See also National League of
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and widely disseminated by the Municipal Finance Officers Association.3 ' These guidelines are the result of a cooperative effort
involving all classes of participants in the municipal market, and represent an attempt to reconcile the need for significant disclosure with
the distinctive character of the municipal market, the variety of sales and
distribution methods, and the many different types of municipal securities. Though the guidelines are purely voluntary, a recent survey shows
increasing utilization of the recommended practices in the wake of the
unfavorable publicity generated by the New York City crisis.302 These
developments suggest that federal legislative efforts should be moderate
until the crisis atmosphere has abated and the permanency of the trend
can be assessed.
Limited federal legislation, however, is clearly required. Congress should amend the securities acts to create an express private right
of action under the anti-fraud provisions of the acts. This amendment
should specifically authorize suits against governmental issuers who
violate these provisions, thus resolving the eleventh amendment question concerning Congress' intent to subject governmental issuers to
suit in federal court. This authorization would also remove any bar
to suit arising from the issuer's common law sovereign immunity. By
eliminating much of the present doubt regarding whether governmental
issuers may be sued in federal court, the creation of such an express
action would force issuers to confront their potential liability for violations of the anti-fraud provisions.
As has been urged throughout this Comment, any efforts at legislative modification of current practices should be oriented -toward two
principal goals. First, a balance should be struck between the investor's legitimate need for meaningful information and the special
needs and limitations of issuers, underwriters, and other participants
in the municipal market. And second, whatever regulatory scheme is
adopted must promote the deterrence of fraudulent conduct and provide an adequate remedy for investors victimized by such conduct.
361. MUNICIPAL FINANCE OFFICERS ASSOCIATION, DISCLOSURE GUIDELINES FOR OFFERINGS OF SECURITIES BY STATE AND LOCAL GOVERNMENTS (1976).
The Guidelines

are discussed in detail by Petersen, Doty, Forbes & Bourque, Searching for Standards:
Disclosure in the Municipal Securities Market, 1976 DUKE L.J. 1177.
362. See Petersen et al., supra note 361.

