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e What’s new: On November 18, 2025, the Ninth
Circuit granted an injunction pending appeal stay-
ing the enforcement of a California law requiring
certain companies to publish a climate risk report.
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e Why it matters: The law, SB 261, would have
otherwise required such reports to be publicly
disclosed by January 1, 2026.

e What to do next: The Ninth Circuit did not stay a
second California disclosure law, SB 253, that
requires certain companies to disclose their Scope 1
and 2 greenhouse gas emissions by a yet-
undetermined date in 2026. Since the Ninth Circuit
declined to also stay SB 253, companies should
continue to plan for compliance with that law.

On November 18, 2025, the U.S. Court of Appeals for
the Ninth Circuit granted an injunction pending appeal,
which stays enforcement of California Senate Bill 2611
(“Greenhouse Gases: Climate-Related Financial Risk”)
(“SB 261”). The law requires certain companies to pub-
licly publish a report identifying their financial risks as-
sociated with climate change and their efforts to mitigate
such risks.?

The plaintiffs, including the U.S. Chamber of Com-
merce, California Chamber of Commerce, American Farm
Bureau Federation and other business groups, sued the
California Air Resources Board (“CARB”) in January
2024.

The business groups challenged SB 261 as well as Cal-
ifornia Senate Bill 253 (“Climate Corporate Data Ac-
countability Act”3) (“SB 253”) on multiple grounds,
including the First Amendment, federal preemption and
extraterritoriality. Early in the case, the court dismissed
the Supremacy Clause and extraterritoriality claims and
deferred a motion for summary judgment on the First
Amendment claim until after discovery.

Subsequently, the business groups sought a preliminary
injunction to block enforcement of SB 253 and SB 261 on
First Amendment grounds. On August 13, 2025, the U.S.
District Court for the Central District of California denied
a motion for an injunction pending resolution of the legal
challenge to the laws.4

Next, the plaintiffs appealed to the Ninth Circuit and
sought an injunction pending appeal. After that injunction
was denied, the plaintiffs filed an Emergency Application

© 2026 Thomson Reuters




Wall Street Lawyer

for Injunction Pending Appeal with the U.S. Supreme
Court on November 14, 2025.

Before the Supreme Court ruled, the Ninth Circuit is-
sued an injunction. No opinion was issued, and the court’s

two-sentence order stated that:

The motion for injunction pending appeal (Dkt. No. 6) is
GRANTED IN PART and DENIED IN PART. The mo-
tion is granted as to the enforcement of Senate Bill 261 and
denied as to the enforcement of Senate Bill 253.

On the same day, the plaintiffs withdrew their applica-

tion for an emergency stay from the Supreme Court.’

Scope of the Injunction

The plaintiffs requested an injunction against enforcing
SB 253 or 261 “as to their members” or against “[p]lain-
tiffs’ members pending resolution of appeal.” The injunc-
tion, as requested, would apply to members of any of the
organizations that signed on as plaintiffs.

Nevertheless, the Ninth Circuit did not limit the injunc-
tion to enforcement against members of the plaintiff
organizations. And given that the U.S. Chamber of Com-
merce alone has an estimated 300,000 members, it seems
unlikely that the law will be enforced against any covered
entity pending resolution of the plaintiffs’ appeal.

SB 253—The Waiting Game Continues for
Implementing Regulations

CARSB still has not issued the regulations implement-
ing SB 253, but it is expected to continue the rulemaking
process. Those regulations are anticipated to provide clar-
ity on important questions about the applicability of the
law, including:

e What it means to be “doing business in California.”

e How the revenue thresholds will be applied, particu-
larly in the context of parent corporations that are
not doing in business in California and have
organization-wide revenues above the thresholds,
but have subsidiaries that are doing business in Cal-
ifornia and have revenues below the statutory
thresholds.
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For now, companies should consider CARB’s FAQ,
which were updated on November 17, 2025.6

The lack of clarity on these fundamental questions has
been a source of uncertainty for companies. Whether
companies will be required to disclose their greenhouse
gas emissions in 2026 will likely depend on the Ninth
Circuit’s ultimate resolution of the plaintiff’s appeal.

The appeal is set for hearing in January 2026. Unless it
is successful, it appears that SB 253 remains on track to
require certain companies to disclose their greenhouse gas
emissions sometime in 2026.

ENDNOTES:

1 https://leginfo.legislature.ca.gov/faces/bill TextClien
t.xhtml1?bill id=202320240SB261.

2See our October 28, 2024, client alert “State of Play:
California Amends Climate Disclosure Rules” (available
at: https://www.skadden.com/insights/publications/2024/

10/state-of-play-california-amends-climate-disclosure-ru
les) and our September 26, 2023, client alert “California

Poised To Adopt Sweeping Climate Disclosure Rules”
(available at: https://www.skadden.com/insights/publicati
ons/2023/09/california-poised-to-adopt-sweeping-climat
e-disclosure-rules).

3 https://leginfo.legislature.ca.gov/faces/bill TextClien
t.xhtml?bill_id=202320240SB253.

4We discussed the denial of the injunction in our
August 19, 2025, client alert “Injunction To Block Cali-
fornia Environmental Disclosure Laws Denied” (avail-
able at: https://www.skadden.com/insights/publications/
2025/08/injunction-to-block-california-environmental-dis
closure-laws-denied).

51t appears the application was withdrawn in its en-
tirety, notwithstanding that the Ninth Circuit did not enjoin
enforcement of SB 253, and the emergency application
applied to both laws.

6 https://www.skadden.com/-/media/files/publication
$/2025/11/ninth-circuit-enjoins-california/faq.pdf.
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Financial stability is a focal point of my attention at the
Board of Governors, since I serve as chair of the Board’s
Committee on Financial Stability. Allow me to start by
saying that the financial system remains resilient, sup-
ported by strong balance sheets among households and
businesses and high capital levels across the banking
system. Earlier [in November], the Fed issued the most
recent version of our semiannual Financial Stability
Report. That report affirmed the system is resilient, while
also noting some of the same risks and vulnerabilities we
have seen in recent reports.

My remarks will center on three areas of vulnerabilities:
asset valuations; the structural shift in lending to private
companies, away from traditional bank loans and toward
private credit arrangements; and the growing role of hedge
funds as investors in the U.S. Treasury market. Finally, I
will turn to a longer-term issue—the potential for the use
of generative artificial intelligence (““AI”’) in financial mar-
ket trading that could both increase and decrease financial
stability.

Let’s begin by putting financial-system vulnerabilities
into context. The Federal Reserve promotes financial
stability in order to support the achievement of its dual
mandate of promoting maximum employment and price
stability. That is, achieving maximum employment and
price stability depends on a stable financial system. We
know from history, whether from the distant past—the
Great Depression—or from the recent past—the Great
Financial Crisis or the Great Recession—that financial
crises typically lead to large job losses and high
unemployment.! However, given the complexity of the
financial system, it is sometimes hard to see the connec-
tion between the system and everyday life.

Living and teaching in Michigan during the Great
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Recession, I saw firsthand how the financial system’s
fragility contributed directly to job losses. One example is
how the default of Lehman Brothers contributed, via a
chain of events, to declines in employment in Michigan.
Lehman’s failure in September 2008 led a money market
fund to “break the buck”—the fall in the value of its assets
meant it could no longer redeem shares for the $1 that
investors expected to receive—prompting a run on the
funds. In turn, the funds pulled back from riskier assets,
including asset-backed commercial paper. But the major
auto finance companies depended on that commercial
paper to finance loans to consumers; hence, they came
under stress.2 With less credit available, auto sales plum-
meted, and Michigan was hit very hard. Many people—
including some of my family members, my students’ and
colleagues’ family members, friends, and neighbors—Ilost
their jobs and experienced significant hardship. The Mich-
igan unemployment rate exceeded 14 percent in 2009,
while the national unemployment rate peaked at 10
percent in 2009. Correspondingly, foreclosures more than
tripled in Michigan between 2006 and 2010, and home
values in Michigan sank 33 percent over the same period.

I tell this story, not because I fear we are on the brink
of a financial crisis, but because I think it is worth empha-
sizing why resilience of the financial system matters for
the real economy—a point I have made since writing my
dissertation—and for everyday Americans’ lives. A stable
and resilient financial system supports employment and
stable prices and ensures families and businesses can func-
tion effectively in the economy. That is why policymakers
work diligently to understand the functioning of the
financial system and is one reason we publish a financial
stability report twice a year. And, of course, the story em-
phasizes the need to maintain resilience in the financial
system.

Asset Valuations

With that background, allow me to turn to the financial
system vulnerabilities I consider to be most salient cur-
rently, beginning with asset valuations. When we evaluate
asset valuations, we do not look at the actual levels of as-
set prices. Rather, we look at their levels relative to
fundamentals and whether their levels relative to funda-
mentals are high by historical standards.3
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As noted in the Financial Stability Report, our assess-
ment of asset valuations is that they are, on the whole,
elevated relative to historical benchmarks in a number of
markets, including equity markets, corporate bond mar-
kets, leveraged loan markets, and housing markets.

To be sure, this is not investment advice. Indeed, it is
neither my role nor my desire to offer any comment on the
merits of different asset valuations. Our role at the Fed is
to simply observe that expected compensation for risk is
low relative to history—and that might revert, stay low, or
even go lower. And situations of elevated valuations are
quite common. Asset valuations have been stretched many
times since the 2009 trough.

I consider any potential financial system vulnerability
through the lens of how it might constrain the Federal
Reserve’s ability to attain its dual-mandate goals of
maximum employment and price stability. Currently, my
impression is that there is an increased likelihood of
outsized asset price declines. However, given the system’s
overall resilience, I do not see the kinds of weaknesses
that played out so painfully in the Great Recession, and,
thus, I do not see potential asset price declines as posing
risks to the financial system.

Private Credit

Another potential vulnerability worth watching is the
growth of private credit. Fed staff estimate that, over the
past five years, private credit has roughly doubled. When-
ever we observe such rapid growth in credit over such a
short period of time, it draws our attention. I use the term
private credit to describe loans to privately held businesses
that originate from nonbank entities. Privately held busi-
nesses are companies without publicly traded stock that
generally lack access to public capital markets for debt or
equity finance. The growth in nonbank lending to privately
held businesses has increased credit access. As a result,
private businesses that have difficulty securing a loan from
a bank can continue to grow their businesses with loans
from private credit providers.

In one of its simplest forms, private credit involves a
straightforward intermediation chain. Investors with very
long investment horizons and no particular need for liquid-
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ity invest in a private credit vehicle, such as a private credit
fund or business development company (“BDC”), which
then extends loans to private businesses. Such investments
are usually locked up or ineligible for redemption for five
to seven years, or even longer. At its best, private credit
vehicles conduct due diligence and monitor the loans on
behalf of the investors. Private credit vehicles tend to have
a strong incentive to monitor these loans and can flexibly
respond to emerging distress. This careful monitoring is
important, because private businesses are not subject to
the same public scrutiny—auditing and disclosure stan-
dards—as their public counterparts. This model has the
potential to enhance financial stability and expand eco-
nomic growth, since it matches longer-maturity loans with
longer-term funding and allows firms to get the financing
they need on favorable terms. Default rates have also been
low and returns high.

Nonetheless, we should expand the lens and inspect
this funding vehicle more closely. We have also seen more
complex intermediation chains involving more leveraged
players, such as banks and insurance companies, emerge
in recent years.* Some private firms may also have mul-
tiple sources of funding.

The increased complexity and the interconnections
with leveraged financial entities create more channels
through which unexpected losses in private credit could
spread to the broader financial system. What do recent
trends in the sector suggest about the potential for such
losses and financial stability risks? I do not currently see
the potential for private credit to contribute to an unex-
pected credit crunch in the same way that the asset-backed
commercial paper market did in 2008.

However, it is well worth keeping a close eye on
developments here. Default rates remain low, but they are
a backward-looking measure and could also reflect in-
creased usage of payment-in-kind arrangements, or PIKs;
loan amendments; and distressed exchanges. Recent
private business bankruptcies in the auto sector also re-
vealed unexpected losses and exposure across a broad
range of financial entities, including banks, hedge funds,
and specialty finance companies.

Should we expect to see more? There are some reasons
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to interpret the recent failures as outliers. I do not assess
the current risks from private credit to be a threat to
financial stability. The businesses that failed recently may
have been more exposed to changes in trade and immigra-
tion policy, made more use of off-balance sheet financing,
or been of poorer credit quality than other private
businesses. Therefore, it is difficult to infer general les-
sons from these specific cases.

Yet, history teaches us a lesson here. The likelihood of
observing additional cases like those recently in the news
increases when size of exposure and level of complexity
in these arrangements are not transparent, when a sector
experiences periods of rapid growth, and when these ar-
rangements have not been through a full credit cycle
(boom and bust). Accordingly, I will continue to focus on
ensuring that we understand developments in this sector
and how these lending arrangements are evolving over
time.

Hedge Fund Footprint in Treasury Markets

Another vulnerability I am following carefully is the
footprint of hedge funds in the U.S. Treasury market. This
footprint has grown substantially over the past few years
and recently just exceeded its previous, pre-pandemic
peak. My focus relates to the potential for transmitting
stress to the U.S. Treasury market, which is critical to the
functioning of our financial system. The U.S. Treasury
market is the largest and most liquid financial market in
the world. Treasury securities, by serving as a source of
safe and liquid assets, enable the efficient and stable flow
of capital across the global financial system. The Treasury
market averages around $900 billion in transactions per
day, with transactions on high-volume days around $1.5
trillion per day in recent years.> The smooth operation of
U.S. Treasury markets is also critical for the transmission
and implementation of monetary policy.

Hedge funds’ holdings of Treasury cash securities—
that is, Treasury bills, notes, and bonds—have increased
from representing about 4.6 percent of total Treasury se-
curities outstanding in the first quarter of 2021 to repre-
senting 10.3 percent in the first quarter of this year, just
above its pre-pandemic peak of 9.4 percent.® This repre-
sents significant growth in the scale of liquidations that
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could result, if hedge funds were to sharply reduce their
Treasury positions because of changing market conditions.
We witnessed such an episode at the start of the pandemic
during the “dash for cash” when sales of Treasuries by a
broad range of market participants increased dramatically
and all at once.”

The sensitivity of hedge fund Treasury positions to
shifting market conditions depends on the Treasury trad-
ing strategies that hedge funds are pursuing. Staff analysis
suggests that the vast majority of hedge fund Treasury
positions involve relative value trading strategies, of
which there are many types. These trades exploit relative
price differences between related securities—pairs or
combinations of Treasury cash securities, Treasury deriva-
tives, or interest rate derivatives. To be sure, outside of
episodes of stress, relative value trades substantially
improve the efficiency and liquidity of Treasury securities
and related markets. Yet, during episodes of stress, the
unwinding of crowded positions in such trades could
magnify instability in these markets.

Relative value trading strategies typically share key

features that create potential Treasury market
vulnerabilities.® For example, relative value trades are
highly leveraged to amplify returns from small price dif-
ferentials, with these trades generally funded with repo
that is shorter term than the maturity of the trade, resulting
in maturity mismatch. As a result, these strategies are ex-
posed to significant funding risks that could arise from in-
stability in repo markets. Relative value trades that involve
derivative contracts—such as the cash-futures basis trade
and the swap-spread trade—are further exposed to margin
calls when additional liquidity is required to satisfy
increased minimum margin requirements. Such adverse
funding shocks can result from episodes of market volatil-
ity or from moves in relative prices that are disadvanta-
geous to the trade. Sudden funding shocks can then prompt
an unwinding of hedge fund positions, resulting in signifi-
cant Treasury security sales and the potential for market
liquidity strains. Increased volatility and losses due to
changes in relative prices can also lead hedge funds to
choose to exit trades for risk-management reasons, also
resulting in large Treasury security sales.® All of these

features of relative value strategies can make Treasury
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market liquidity conditions—and, in the extreme, market
functioning—more vulnerable to stress.

Note that it is not inevitable that episodes of market
volatility will induce an unwinding of relative value trades
and, indeed, instances of one of these trades unwinding
are rare. As you know, the swap-spread trade—a relative
value trade between Treasury securities and interest rate
swaps—experienced an unwinding during April’s height-
ened market volatility, because the relative prices of secu-
rities at the core of the trade moved in ways that became
unfavorable to the trade. Nonetheless, other relative value
trades remained fully intact. This was especially notable
for the cash-futures basis trade, reflecting the fact that
conditions in repo markets remained orderly throughout
the episode.'® Notwithstanding, the paucity of sizable rel-
ative value trade unwindings remains a potential impetus
for market liquidity strains.

Al Use in Financial Services

The potential implications of rapid advancements in Al
for financial stability constitute my final topic today. Just
as the scientific revolutions in chemistry and biology
brought both life-saving medicines and more potent
weapons, the recent advancements in Al have prompted
forecasts that run the gamut from utopia to doomsday.
How do theory and limited evidence inform us thus far
about the potential impact of Al on financial stability? To
structure our thinking, I would like to briefly consider one
aspect of this question: the use of Al in algorithmic trad-
ing in financial markets and the implications for financial
stability.

Certainly, sophisticated computer-driven trading algo-
rithms are not new. Traders have been using machine
learning and other advanced statistical tools for decades.
Trading in many important financial markets is now heav-
ily reliant on algorithms. But the adoption of generative
Al in trading is different and brings new challenges. Un-
like pre-programmed algorithms with limited flexibility,
generative Al is able to quickly review large amounts of
data and then autonomously deploy trading strategies that
could be opaque to humans. Used without careful testing
and human oversight, generative Al may create risks that
are difficult to monitor or mitigate. The use of generative
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Al in trading may also improve on current algorithmic
trading activity, especially if the less rigid models prove
able to adjust in ways that stabilize rather than destabilize
prices. There is early evidence for both.

Correlated Trading and Herding

Researchers are only starting to study whether the use
of generative Al in trading leads to more or less correlated
trading. Nonetheless, research so far offers some useful
insights. Theory and empirical evidence show that inde-
pendent but simultaneous actions by high-frequency trad-
ing (“HFT”) algorithms in response to a common signal
can indeed generate excess volatility and mispricing,
thereby reducing market efficiency.? Not all algorithms
are created equal. Studies have also shown instances when
correlated trading by HFTs improved price discovery
without increasing volatility.'® Research also shows wide-
spread use of popular arbitrage strategies helped eliminate
mispricing across fragmented markets.' In other words,
correlated trading by algorithms can, at times, also benefit
market quality and efficiency.

A recent experimental study by Fed economists demon-
strates that algorithmic strategies relying on generative Al
may also be less prone to herding behavior—by which I
mean ignoring private information and imitating others—
than human traders. In this experiment, the Al agents were
less influenced by the cognitive biases that sometimes
drive human investment decisions.!®

Collusion, Market Manipulation, and Concentration

Researchers have also pointed to the risk that genera-
tive Al could engage in collusion and market manipula-
tion, rigging the system to favor those employing the
technology. Recent theoretical studies find that some Al-
driven trading algorithms can indeed learn to collude
without explicit coordination or intent, potentially impair-
ing competition and market efficiency.'® However, others
observe that the possibility of collusion rests on the as-
sumption that all traders use very similar algorithms. They
argue that algorithmic traders have strong incentives to
differentiate their trading strategies, because noncollusion
can be highly profitable when others collude.'” Thus, ac-
cording to these views, the likelihood of tacit algorithmic
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collusion arising in real-world financial markets is very
small.

Beyond collusion, there is also the troubling possibility
that Al trading systems could learn to manipulate markets.
A recent theoretical study shows that self-learning, profit-
maximizing algorithms can unintentionally discover
spoofing strategies—that is, placing large orders they
never intend to execute just to create false impressions of
market demand.'® Potentially, some new Al systems could
operate with greater opacity, execute more complex trades,
and better hide manipulative intent than old-fashioned dis-
honest human traders. Additionally, there are growing
concerns that results obtained from complex Al models
may be difficult to explain or rationalize by human ex-
perts—the “black box™ problem.'® The inability to fully
audit trades executed by algorithms makes surveillance by
trading venues and regulators more challenging.

The good news here is that major electronic trading
platforms are also rapidly adopting advanced machine
learning techniques to detect market manipulation and col-
lusive behavior.2? Thanks to improving surveillance
capabilities, Al technology could ultimately strengthen
market integrity and enhance market liquidity. Trading
venues are also taking steps to mitigate the risk stemming
from the “black box” problem associated with Al-enabled
trading algorithms. For example, the Chicago Mercantile
Exchange (“CME”) recently reminded its members that
they must be able to fully explain and reproduce any deci-
sions or actions taken by their algorithms on the CME
market.?! Such initiatives may limit the deployment of
generative Al and other stochastic algorithms for direct
trade execution on major trading venues.

Last but not least, the debate is also growing as to
whether the adoption of generative Al in trading algo-
rithms may increase concentration due to high investment
barriers (as seen with one liquidity provider using 25,000
GPUs and building billion-dollar infrastructure) or de-
crease concentration by democratizing access to sophisti-
cated capabilities previously limited to large institutions.??

Taken together, areas to watch carefully have emerged,
as well as potential ways we will benefit from this new
technology.
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Conclusion

Back to my broader themes, the financial system
remains resilient. Yet, vulnerabilities from elevated asset
values, growth and complexity in private credit markets,
and the potential for hedge fund activity to contribute to
Treasury market dislocation warrant attention. These
emerging vulnerabilities also occur against a backdrop of
very significant technological change. These innovations
may ultimately improve financial stability but also involve
transitions and potential challenges that may require
thoughtful and deliberate navigation. My focus going
forward will be on working with my colleagues to navigate
these opportunities and vulnerabilities to ensure the
financial system remains strong and resilient.
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