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ENHANCED INVESTOR PROTECTION AFTER 
THE FINANCIAL CRISIS 

TUESDAY, JULY 12, 2011 

U.S. SENATE, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington, DC. 
The Committee met at 10:02 a.m. in room SD–538, Dirksen Sen-

ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 
Chairman JOHNSON. The Committee will come to order. 
Today, the Committee will examine ‘‘Enhanced Investor Protec-

tion After the Financial Crisis.’’ This hearing will survey the inves-
tor protection provisions contained in the Dodd-Frank Wall Street 
Reform and Consumer Protection Act as we approach its 1-year an-
niversary. 

About one-half of American households are invested in the secu-
rities markets, directly or indirectly. During the financial crisis, re-
tail as well as institutional investors suffered financial harm when 
their retirement and other securities accounts lost value. Some had 
invested in companies with compensation systems that encouraged 
executives to take on unmanageable risks. Some had bought asset- 
backed securities based on inflated credit ratings. Many were vic-
tims of the market decline when the public lost confidence in the 
markets and their regulators. 

This last financial crisis highlighted the need for stronger inves-
tor protections to mitigate the negative impact of future crises. 

Congress responded by passing the Wall Street Reform Act, 
which contains robust investor protection provisions and other new 
reforms. These provisions sought to strengthen the financial system 
by improving the accuracy of credit ratings, better aligning the eco-
nomic interests of securitizers and investors, boosting the effective-
ness of the SEC, giving shareholders a greater voice over com-
pensation, regulating municipal advisors and hedge fund advisors, 
and encouraging credible whistleblowers to come forward and re-
port fraud and abuse by providing them enhanced protections and 
incentives. 

As we approach this 1-year anniversary, it is timely for us to sur-
vey investor protection provisions in the Wall Street Reform Act, 
many of which are still in the process of being finalized. While 
some have criticized reforming Wall Street, I believe we must give 
these provisions a chance to work to protect investors and Amer-
ican families who depend on our financial system. 
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I remember the economic nightmare we lived though 3 years ago 
and am proud that the Senate could act to pass these historic re-
forms last year. I take my responsibility as Chairman of the Bank-
ing Committee to oversee implementation of this new law seriously 
and look forward to hearing from the witnesses about these inves-
tor protections. 

Now I will turn to Ranking Member Shelby. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator SHELBY. Thank you, Mr. Chairman. Thank you for call-
ing this hearing. 

Mr. Chairman, I noted with interest we have the former Chair-
man, Mr. Harvey Pitt, among the panelists—all of them are wel-
come—and also Paul Atkins, former Commissioner. A good panel. 

The title of today’s hearing is ‘‘Enhanced Investor Protection 
After the Financial Crisis.’’ The reality, however, is that the pas-
sage of Dodd-Frank did little to improve investor protection. In-
stead, the act codifies a series of special interest provisions of ques-
tionable value to the average investor. In fact, several of these pro-
visions threaten to harm investors. 

For example, under the proxy access provision, the SEC adopted 
a rule that would grant shareholders with a mere 3 percent of a 
company’s shares the special right to have their board of director 
nominees include in a company’s proxy material. Three percent. 

Special interest groups, like unions, State pension funds, and 
hedge funds will now have the leverage to force companies to adopt 
politically motivated agendas, regardless of whether doing so would 
benefit all shareholders. 

As a result, Dodd-Frank’s corporate governance provisions could 
move control of corporations away from average investors to special 
interests with minority positions and political clout. 

Another troubling Dodd-Frank provision is that the mandate 
that the SEC pay whistleblowers. Although encouraging people to 
inform the SEC of corporate misdeeds I believe is a good idea, the 
whistleblower provision in Dodd-Frank is drafted in a way that 
could actually harm investors. Whistleblowers, even those who are 
part of the scheme, will receive 10 to 30 percent of fines that the 
SEC collects as a result of their tips. Rewards in a single case 
could run into tens of millions of dollars. This will be a huge wind-
fall for whistleblowers and their attorneys. It would also be far in 
excess of the amount needed, I believe, to encourage whistle-
blowers. 

Recent history has demonstrated that the problem has not been 
a lack of tips but, rather, the SEC’s failure to follow up on tips. 
Perhaps the millions that will go to whistleblowers under Dodd- 
Frank should be redirected to harmed investors. 

Finally, the Dodd-Frank’s mandated internal changes at the SEC 
I believe are symbolic of the Act’s empty promise of investor protec-
tion. Dodd-Frank requires the SEC to set up an Office of Investor 
Advocate and an Ombudsman for that office. 

Think about it. The SEC is supposed to be the investor’s advo-
cate already and has an Office of Investor Education and Advocacy. 
Adding another two layers of bureaucracy I believe is not the kind 
of help that investors need. 
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It is now 1 year since the passage of Dodd-Frank, and we can 
see more clearly the consequences of a special interest agenda. The 
Act, I believe, again, has not helped investors but has saddled 
Main Street and providers of capital—the engines of economic 
growth, in other words—with a long list of new regulatory require-
ments and more to come. At a time when the unemployment rate 
is at 9.2 percent, this hardly seems like a wise course to me. 

Thank you, Mr. Chairman. 
Chairman JOHNSON. Are there any other Members who wish to 

speak? If not, we are fortunate to have a distinguished panel of 
regulators and experts before the Committee today. 

Mr. David Massey is the President of the North American Securi-
ties Administrators Association. Mr. Massey is also the Deputy Se-
curities Administrator of North Carolina Securities Division and 
serves as a member of the Financial Stability Oversight Council. 

Ms. Lynnette Hotchkiss is the Executive Director of the Mal-
practice Securities Rulemaking Board, a self-regulatory organiza-
tion whose mission is to promote a fair and efficient municipal se-
curities market. 

Mr. Harvey Pitt is currently the Chief Executive Officer of the 
consulting firm Kalorama Partners. Previously he served as the 
Chairman of the SEC from 2001 to 2003. 

Ms. Barbara Roper is the Director of Investor Protection at the 
Consumer Federation of America and has in the past served as a 
member of the Investor Advisory Committee at the SEC. 

Ms. Anne Simpson is Senior Portfolio Manager at the California 
Public Employees’ Retirement System, where she heads the cor-
porate governance program. 

Mr. Paul Atkins is a Visiting Fellow at the American Enterprise 
Institute. From 2002 to 2008 he served as a Commissioner at the 
SEC. 

Our final witness is Mr. Lynn Turner. In addition to his decades 
of experience in the accounting field, from 1998 to 2001 he served 
as the Chief Accountant at the SEC. 

I would like to welcome our witnesses and thank them for their 
willingness to testify at this important hearing. 

Mr. Massey, please proceed with your testimony. 

STATEMENT OF DAVID MASSEY, NASAA PRESIDENT AND 
NORTH CAROLINA DEPUTY SECURITIES ADMINISTRATOR 

Mr. MASSEY. Good morning, Chairman Johnson, Ranking Mem-
ber Shelby, and Members of the Committee. I am David Massey, 
the Deputy Securities Administrator for the State of North Caro-
lina and the current President of the North American Securities 
Administrators Association, known as NASAA. Thank you for the 
opportunity to offer NASAA’s view of the gains made in investor 
protection since the passage of the Dodd-Frank Act 1 year ago. 

The Wall Street reforms and investor protections in Dodd-Frank 
Act were born out of necessity. The financial crisis made it clear 
that the existing securities regulatory landscape needed an over-
haul. 

This comprehensive law was developed to promote stronger in-
vestor protection and more effective oversight to help prevent an-
other economic crisis from threatening the financial security of 
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Main Street investors. State securities regulators were pleased that 
the Dodd-Frank Act addresses a number of critical issues for inves-
tors by incorporating disqualification provisions to prevent people 
who violate securities law from selling unregistered securities offer-
ings under Rule 506 of Regulation D, by strengthening the ‘‘accred-
ited investor’’ definition, and by increasing State oversight of in-
vestment advisors. Dodd-Frank also includes a provision to safe-
guard senior investors from unqualified advisors and creates an in-
vestor advisory committee to provide input to the SEC on its regu-
latory priorities. 

Dodd-Frank took a necessary first step toward reducing risks for 
investors in unregistered private offerings by requiring the SEC to 
write rules to prevent known offenders from using the Regulation 
D, Rule 506 exemption from registration. In 1996, the National Se-
curities Markets Improvement Act curtailed the authority of State 
securities regulators to oversee these unregistered private offerings 
before and while they are being sold to the public. 

In the years since, these private offerings have become a favorite 
vehicle for unscrupulous promoters and brokers with criminal and 
disciplinary records to prey on investors. The SEC recently pro-
posed rules mandated by Dodd-Frank to close this avenue to known 
violators of our securities laws. 

Unregistered private offerings were originally intended only for 
institutional investors and sophisticated individuals. These accred-
ited investors were presumed capable of assessing risks and mak-
ing investment decisions without the protection of regulatory re-
view and registration. However, the net worth standard the SEC 
uses to determine the eligibility of an investor to participate in pri-
vate offerings has remained unchanged since 1982. Dodd-Frank im-
proved the way eligibility is determined by excluding the value of 
individual investors’ homes in the calculation of their net worth. 

NASAA will continue to push for additional improvements to the 
accredited investor standard, and we urge Congress to go further 
by reinstating State regulatory authority and oversight of all Rule 
506 offerings. 

Dodd-Frank recognized the strong investor protection record of 
the States with its provision to expand State authority to include 
mid-sized investor advisors with $25 million to $100 million in as-
sets under their management. Investors will benefit from this 
change because it will enable the SEC to focus on the largest in-
vestment advisors while mid-sized and smaller advisors will be 
subject to the strong State system of oversight and regulation. 

State securities regulators are preparing for this increased re-
sponsibility. We now employ a more automated and uniform exam 
process as well as risk assessment analyses to better prioritize our 
exams. This enables States to do more intelligent and effective 
exams. 

Finally, NASAA members have launched an aggressive outreach 
effort to prepare the investment advisor industry for State over-
sight and to enable new registrants to set up their business oper-
ations the correct way and avoid inadvertent noncompliance. 

Last month, the SEC extended its timeline for the completion of 
this investment advisor switch into the middle of 2012. Dodd-Frank 
outlined many ambitious reforms to be implemented by Federal 



5 

regulatory agencies. Some delay is to be expected. However, State 
securities regulators are concerned about any effort that might de-
rail or delay important investor protections. A lack of adequate 
funding already has forced the SEC to defer a number of valuable 
investor protections promised by Dodd-Frank, such as the creation 
of the Investor Advisory Committee. 

Also, controversies over the Consumer Financial Protection Bu-
reau have indefinitely delayed the creation of a senior investor pro-
tection grant program that would support State initiatives to pro-
tect vulnerable senior investors from individuals using misleading 
professional designations. 

What NASAA asks of the Congress is simple and clear: Please 
continue your commitment to protecting investors and do not weak-
en the critical investor protections of Dodd-Frank, either directly 
through legislative repeals or indirectly through a lack of adequate 
funding. 

We look forward to working with the Committee, as well as all 
Members of Congress and fellow regulators, to ensure that the 
Dodd-Frank Act’s investor protections are implemented fully. 

Thank you. 
Chairman JOHNSON. Thank you, Mr. Massey. 
Ms. Lynnette Hotchkiss, please proceed. 

STATEMENT OF LYNNETTE HOTCHKISS, EXECUTIVE 
DIRECTOR, MUNICIPAL SECURITIES RULEMAKING BOARD 

Ms. HOTCHKISS. Good morning, Chairman Johnson, Ranking 
Member Shelby, and Members of the Committee. I appreciate the 
opportunity to testify here this morning on behalf of the Municipal 
Securities Rulemaking Board. 

Congress created the MSRB in 1975 to protect investors in the 
municipal market, and last year, in Dodd-Frank, you expanded our 
jurisdiction to include the protection of State and local government 
bond issuers as well as public pension plans. To the best of our 
knowledge, this is the first time ever that a securities regulator has 
been charged with protecting an issuer of securities. You also gave 
us jurisdiction to regulate municipal advisors in addition to our ex-
isting jurisdiction over dealers in this market. We appreciate the 
opportunity to report to you today on how we have responded to 
these increased responsibilities. 

As you can see from the chart, the municipal securities market 
makes up just over $3.7 trillion of the total U.S. debt market. Addi-
tionally, about $150 billion is invested in 529 college savings plans, 
another kind of municipal securities which fall under our jurisdic-
tion. 

The second chart shows how the $382 billion of municipal securi-
ties issued since the enactment of Dodd-Frank last July are being 
used. It is hard to imagine a street, airport, school, park, or town 
hall in this country not financed through the issuance of municipal 
securities, and I do not need to tell those of you who have served 
in State or local office just how important the municipal bond mar-
ket is to the continued health and vitality of our States, cities, 
towns, schools, and universities. 

Like every market, transparency and disclosure are critical to in-
vesting protectors. Our free online resource called EMMA does ex-
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actly that. As you can see, EMMA provides investors with free ac-
cess to disclosures and pricing data, information they need to make 
informed investment decisions. An example of information on 
EMMA from a recent issuance in your respective States is included 
with my written testimony. 

In fact, a journalist from Reuters reported just last week that, 
and I quote, ‘‘Since the Municipal Securities Rulemaking Board 
made their EMMA system operational, transparency in muni land 
is an order of magnitude better than any other bond market.’’ 

Because retail accounts for two-thirds of all investors and over 
80 percent of all customer transactions in municipal securities, we 
designed our EMMA system to be easily usable by the general pub-
lic. 

The MSRB has undertaken other substantial initiatives to pro-
tect investors. We are in the process of implementing a Federal fi-
duciary duty standard, additional restrictions on ‘‘pay to play’’ ac-
tivities, and mandated disclosures of all conflicts of interest. These 
are described in detail in my written testimony. 

In Dodd-Frank, Congress gave the MSRB the authority to regu-
late municipal advisors and swap advisors. Mr. Chairman, as you 
and Ranking Member Shelby are well aware, the events of Jeffer-
son County, Alabama, made it very clear that vast improvement in 
the municipal derivatives market was needed, and the MSRB has 
already taken significant steps in this area: first, by ensuring that 
State and local governments are given impartial professional ad-
vice by qualified advisors; and, second, by ensuring that under-
writers that recommend swaps explain in clear language all of the 
risks attendant to that transaction. 

In a similar way, our expanded authority allows us to further 
protect investors in competitive bidding situations. Just last week, 
the SEC and the Department of Justice announced settlements 
with JPMorgan Securities in connection with bid rigging. Earlier 
this year, UBS and Bank of America Securities entered into similar 
agreements. 

Until now, the SEC could only address this egregious behavior 
through its anti-fraud jurisdiction. But now, under recent initia-
tives of the MSRB, such conduct would be a clear violation of our 
fair dealing and fiduciary duty rules, providing additional fire 
power to the SEC to go after these wrongdoers. 

The MSRB is dedicated to ensuring that the municipal market 
regulations we promulgate and the transparency afforded by our 
EMMA system promote an open, fair, and efficient market, one 
that protects issuers and investors alike, and one that continues to 
fund the critical public infrastructure needs of our country. 

Thank you again for the invitation to testify, and I look forward 
to any questions that you might have. 

Chairman JOHNSON. Thank you, Ms. Hotchkiss. 
Mr. Pitt, please proceed. 

STATEMENT OF HARVEY L. PITT, FORMER CHAIRMAN, 
SECURITIES AND EXCHANGE COMMISSION 

Mr. PITT. Good morning, Chairman Johnson, Ranking Member 
Shelby, Members of the Committee. I am pleased to be back before 
you today to respond to the Committee’s invitation to testify about 
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the critical issue of ‘‘Enhanced Investor Protection After the Finan-
cial Crisis.’’ 

The Committee has specifically requested that today’s testimony 
focus on Titles IV and IX of the Dodd-Frank Act and the extent to 
which those provisions enhance investor protection or could be im-
proved. 

I would like to highlight five overarching observations about 
Dodd-Frank in Titles IV and IX from my written statement for 
your consideration. 

First, the financial crisis that began in 2007–08 was the product 
of the failure of our outmoded and cumbersome financial regulatory 
system and the lack of adequate tools that would have enabled reg-
ulators to respond effectively, efficiently, and with alacrity both to 
the warning signs that a crisis was imminent and to what eventu-
ally became a full-blown crisis. I believe that Dodd-Frank unfortu-
nately represents a missed opportunity to fix that which was clear-
ly broken and to provide a better arsenal of regulatory rules to de-
tect and cope with the next financial crisis, which sadly is not all 
that far away. 

Instead of producing a more nimble regulatory regime, we have 
saddled regulators with a more cumbersome regulatory system that 
almost ensures that we will not be any better equipped to respond 
to future financial and capital markets developments than we were 
for this last crisis. And, worse, we have created the possibility that 
the independence of three critical financial regulators—the Federal 
Reserve Board, the SEC, and the CFTC—will be impaired by sub-
jecting these agencies to the dictates of the new Financial Stability 
Oversight Council that is led by the Treasury Secretary and, there-
fore, must be responsive to policies pushed by whatever Adminis-
tration is in power at that particular time. 

Second, I am deeply concerned that Dodd-Frank sets financial 
regulators, and particularly the SEC, up for failure. The SEC has 
been saddled with extensive new regulatory obligations, but has 
been denied the necessary resources with which to fulfill those obli-
gations. In particular, the Act imposes or expands SEC jurisdiction 
and oversight over more than 10,000 new and potential regulatees. 
Despite the agency’s good-faith and diligent efforts, the public will 
be lulled into believing that we have solved the problems that 
caused our most recent economic collapse. But in my view, Dodd- 
Frank represents only the triumph of optimism over decades of 
hard-learned, real-world experience. 

Third, Dodd-Frank tackles significant and difficult issues of cor-
porate governance in awkward and potentially pernicious ways. 
Among such provisions, Dodd-Frank’s whistleblower bounty pro-
gram threatens to undermine corporate governance and compliance 
programs by encouraging potential whistleblowers to evade inter-
nal corporate policies and ethical precepts in order to maximize the 
potential lucre these whistleblowers may demand from the SEC. 
Similarly, the Act’s say-on-pay provisions have usurped the proper 
province of State corporation laws and potentially subject share-
holders to a steady stream of frivolous litigation, which has already 
begun, designed to force those companies whose shareholders object 
to specific compensation programs into treating what was intended 
as an advisory expression of shareholder sentiment into a binding 
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declaration that potentially any corporate officer’s or director’s com-
pensation package is too high. 

Equally troublesome is the approach toward proxy access that 
Dodd-Frank has encouraged the SEC to adopt. The solution to 
proxy access issues, in my view, is to permit proxies to be solicited 
electronically rather than by snail-mailed hard copy. That simple 
change would reduce rather dramatically the current fervor with 
which corporate shareholder activists seek to append their agendas 
and proposals onto management’s proxy-soliciting materials. 

But even in the absence of such a change, the easiest solution 
to the so-called proxy access issue is to permit shareholders to 
amend their companies’ by-laws to the extent such power is grant-
ed under the law of the State of incorporation by whatever majority 
vote State law requires. All the SEC would need do in such an en-
vironment is prescribe the disclosures that must be made as well 
as the length of time and the number of shares any shareholder 
must hold the company’s securities to entitle any shareholder to 
propose a by-law amendment. 

Fourth, Dodd-Frank imposes upon the SEC a new Office of the 
Investor Advocate, a position clearly designed to permit a non-Pres-
idential appointee to second-guess, challenge, and attack virtually 
any action or any inaction of the Commission with which the Inves-
tor Advocate disagrees. Investor advocacy is one of the two critical 
objectives of the SEC, the other being to facilitate the development 
of effective capital markets that can compete with markets any-
where in the world. Creating a special position whose principal 
function apparently will be to harangue the Commission without 
any censorship of any kind, including rational and intelligent com-
mon sense, is something that can create the seeds of further SEC 
dysfunctionality. 

Fifth, there are ways to ameliorate Dodd-Frank’s unintended 
consequences, but they require this Committee to approach this 
legislation in a nonpartisan and evenhanded manner. Among other 
things that should be considered are: mandating the development 
of an independent compliance audit process, akin to the financial 
audit process that currently exists; ensuring that the SEC has ap-
propriate resources to fulfill its new compliance examination and 
broad regulatory oversight responsibilities; extending the existing 
deadlines for SEC rulemaking beyond their current artificial and 
often impossible dates; and providing a better means for the Gov-
ernment to assess the true costs and benefits of each of the hun-
dreds of new regulations that Dodd-Frank requires. 

Dodd-Frank was intended to address laudable goals. Unfortu-
nately, it creates perverse incentives that will likely undermine the 
intended benefits to investors. With care and a bipartisan effort, 
the Act can be tailored so that it more likely accommodates its 
original objectives. 

Thank you again for the invitation to appear here, and I will be 
happy to respond to any questions the Committee Members may 
have. 

Chairman JOHNSON. Thank you, Mr. Pitt. 
Ms. Roper, please proceed. 
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STATEMENT OF BARBARA ROPER, DIRECTOR OF INVESTOR 
PROTECTION, CONSUMER FEDERATION OF AMERICA 

Ms. ROPER. Good morning, Chairman Johnson, Ranking Member 
Shelby, and Members of the Committee. I appreciate the invitation 
to appear before you today. 

Improving protections for average investors has been a priority 
for CFA for roughly a quarter-century. The issue has taken on new 
urgency, however, in the wake of a devastating financial crisis that 
has left average investors, American investors, as fearful for their 
financial security as the events of September 11 left them fearful 
for their physical safety. 

Among the lesser known achievements of the Dodd-Frank Act is 
its creation of a multi-faceted investor protection framework that, 
if properly and effectively implemented, could significantly improve 
regulation of the securities markets and with it protection of inves-
tors. My written testimony discusses a broad range of the Act’s in-
vestor protection provisions. In my oral testimony, however, I focus 
on just a couple of the bill’s provisions, starting with its provisions 
to strengthen credit rating agency regulation. 

Before the crisis, the entire system of regulating asset-backed se-
curities was built on the assumption that credit rating agencies 
could reliably assess the risks associated with these complex and 
opaque investments, an assumption that proved to be disastrously 
misguided. Title IX of the Dodd-Frank Act seeks to address this 
fundamental weakness in the regulatory system with a package of 
measures designed to make credit ratings more reliable. 

Among the most important are provisions to improve the SEC’s 
oversight of ratings agencies, to strengthen the agency ratings 
agencies’ internal controls over the rating process, to make the as-
sumptions behind the ratings more transparent to users of those 
ratings, to hold rating agencies legally accountable for following 
sound procedures, and to reduce regulatory reliance on ratings. Im-
plementation of these provisions is still a work in progress and we 
would simply note that, with the major ratings agencies still sub-
ject to massive conflicts of interest, a lot hinges on the SEC’s abil-
ity to provide tough and effective oversight. 

The Act also includes provisions addressing more generic weak-
nesses in securities regulation, and among these are provisions de-
signed to provide investors with greater input into the SEC’s pol-
icymaking process by creating a potentially powerful new Office of 
Investor Advocate within the SEC and establishing a permanent 
Investor Advisory Committee. I think it will come as no surprise 
that I view these provisions very differently than former Chairman 
Pitt. 

Some question the need for these provisions because the SEC is 
supposedly the investor advocate, but it is not. Its job is to protect 
investors, which is different from advocating for investors. And the 
simple fact is that investors lack the organization, manpower, and 
resources to monitor agency actions and effectively interact with 
SEC leaders and staff. As a result, the agency’s agenda is often de-
veloped and specific proposals to implement that agenda are devel-
oped with minimal impact for investors, at least until the public 
comment process, while industry is involved at every step of the 
process. Once the Office of Investor Advocate and the Advisory 
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Committee are up and running, investors should benefit from an 
agency that is more attuned and responsive to their concerns. 

Another set of little noticed provisions in the bill have the poten-
tial to transform the disclosures retail investors rely on in making 
investment decisions. The Act requires the SEC to identify ways to 
improve the timing, content, and format of disclosures. It author-
izes the agency to engage in investor testing of new and existing 
disclosures to ensure their effectiveness. And it authorizes the 
agency to require pre-sale disclosures with regard to investment 
products and services. Together, these provisions give the agency 
the tools and authority it needs to develop disclosure documents 
that are more timely, relevant, and comprehensible to retail inves-
tors. 

All of the many investor protection provisions in the Act will de-
pend for their effectiveness on the SEC’s receiving the funding nec-
essary to carry them out. Unfortunately, after three decades in 
which our securities markets experienced explosive growth in size, 
complexity, technological sophistication, and international reach, 
the SEC today is critically underfunded and understaffed to carry 
out its existing responsibilities, let alone take on the vast new re-
sponsibilities entrusted to it in Dodd-Frank. 

Congress attempted to address this problem in Dodd-Frank by 
authorizing funding increases that would roughly double the agen-
cy budget by 2015. Unfortunately, the debates over the fiscal year 
2011 and 2012 budgets have already made clear that turning those 
authorizations into appropriations is going to be a tough fight, and 
we appreciate the leadership that you, Chairman Johnson, and 
Members of this Committee have played in fighting for that full 
SEC funding. While we are sympathetic to those who argue that 
money alone cannot solve all the agency’s problems, we also believe 
that without additional funding, the agency cannot reasonably be 
expected to effectively fulfill its investor protection mission. 

In conclusion, the investor protection framework provided in 
Dodd-Frank is a sound one, but it only takes us so far. For it to 
succeed, regulators will have to demonstrate a willingness to use 
their authority aggressively and effectively, and Congress will have 
to provide them with both the resources and the backing to enable 
them to do so. 

Chairman JOHNSON. Thank you, Ms. Roper. 
Ms. Simpson. 

STATEMENT OF ANNE SIMPSON, SENIOR PORTFOLIO MAN-
AGER, GLOBAL EQUITIES, CALIFORNIA PUBLIC EMPLOYEES’ 
RETIREMENT SYSTEM 

Ms. SIMPSON. Thank you. Good morning. Chairman Johnson, 
Ranking Member Shelby, and Members of the Committee, thank 
you very much for the opportunity to come and speak to you this 
morning. My name is Anne Simpson. I am Senior Portfolio Man-
ager in the Global Equity’s Division of CalPERS. So my purpose 
this morning is really to share with you some practical insight into 
how Dodd-Frank is working, emphasize to you how important the 
corporate governance provisions are, and if anything, to remind the 
Committee that there is still further work to be done. 
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But let me start at the most important point, which is explaining 
something about CalPERS and the size and significance of our fund 
in the market. As you will be aware, CalPERS is the largest public 
pension fund in the United States. We have approximately $235 
billion in global assets and our equity holdings extend to something 
like 9,000 companies worldwide. 

Now, this money is invested for an extremely serious purpose. 
We provide retirement benefits to more than 1.6 million public 
workers, retirees, and their families. And if you want to think 
about that in terms of its economic impact, this year, we will have 
paid out something in the order of $11 billion in benefits. Seventy 
cents on every dollar that we pay out typically comes from invest-
ment return. So think of the number of people reliant on the mar-
ket through the activities of our investment fund. This is not a the-
oretical exercise. 

The people that we are investing for, generally, they are on mod-
est incomes. On average, a CalPERS beneficiary will be living on 
benefits from the fund on the order of $2,000 a month. Today, we 
have released a report actually looking at the economic impact 
through those payments, if you would be interested in a copy. 

So for this reason, we have a very serious fiduciary duty to pay 
attention to the safety and soundness of the market, and this is 
why corporate governance is, to us, absolutely fundamental to the 
security of those returns, which we have to think about on a risk- 
adjusted basis over a very long investment time horizon. 

Our size and our very long-term liabilities mean that we cannot 
ignore problems in the market. There is no safe place for CalPERS 
to go when things go wrong. We are simply too big. There is not 
a corner of the stock market where everything is working wonder-
fully well and you can talk over $200 billion and hope these dif-
ficulties will somehow go away. So we have been paying very close 
attention to Dodd-Frank’s reform proposals and we are also very 
glad to be working within the new rigor, the new transparency and 
accountability that this Act is providing. 

I also would like to draw to your attention that in addition to the 
corporate governance reforms, CalPERS has been actively sup-
portive of other elements of Dodd-Frank, the proposals around sys-
temic risk oversight, proper funding and independence for regu-
lators, which has just been touched on, proper derivatives reform, 
credit rating agency overhauls, and consumer protection. We see 
these as a package of measures that need to be carefully coordi-
nated. Corporate governance will not do the job on its own. 

So let me then just turn to a number of corporate governance 
provisions in Dodd-Frank which we see as particularly important, 
and I would be glad in the questions to explain further why that 
is so. 

I think it is fair to say it is almost commonplace now that we 
acknowledge that the financial crisis was fueled by a toxic com-
bination of lax oversight and misaligned incentives. This is why 
governance reform is vital. It is through improved transparency 
and accountability that we will be able to address these sorts of 
systemic weakness. Too many chief executives pursued risky strat-
egies or investments that bankrupted their companies or weakened 
them financially for years to come, and we know the knock-on ef-
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fect in the economy has been devastating for millions. Boards were 
often complacent. They were blinded by group-think, which is also 
why we regard board divestiture so important, and unwilling to 
challenge or rein in reckless executives who threw caution to the 
wind. We know that accountability is critical to motivating people 
to do a better job. This is why sound pay is so important. 

We also think it is vital that proxy access is finally introduced 
in order that we can hold boards to account. Our significant and 
most important role is to be able to vote on the hiring, the firing, 
and the removal of board directors, and without proxy access and 
its companion piece, majority voting, we are not in a position to do 
that. We are simply those with bark but no bite. 

Finally, we would like to encourage the further improvement of 
disclosure, which Dodd-Frank has begun, notably around important 
subjects like board leadership, for example, the separation of the 
chairman and the chief executive. And we welcome the efforts that 
are being made to give investors the information they need that is 
critically important, but also it is very important that that informa-
tion can be matched by appropriate action, which is where proxy 
access will give us an extremely useful tool for improving the situa-
tion, not just for the benefit of our beneficiaries, but we think it 
will have a systemically useful impact. 

Thank you. 
Chairman JOHNSON. Thank you, Ms. Simpson. 
Mr. Atkins is a visiting scholar instead of a fellow, as was said 

at the beginning of the hearing. I regret that. 

STATEMENT OF PAUL S. ATKINS, VISITING SCHOLAR, AMER-
ICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RE-
SEARCH 

Mr. ATKINS. That is OK. Thank you very much, Mr. Chairman 
and Ranking Member Shelby and Members of the Committee for 
inviting me to appear today at this hearing. 

I come before you today not only as a former Commissioner of 
the Securities and Exchange Commission, but also a member of the 
former Congressional Oversight Panel for the TARP program and, 
of course, as a Visiting Scholar at AEI. It is a privilege for me to 
be able to participate in the public discussion about the issues of 
the day in the context of my years of work in the public and private 
sectors. 

The news of this past week has highlighted the disappointing 
state of affairs in our economy. The unemployment rate increased 
to 9.2 percent while the labor force itself shrank by more than a 
quarter of a million people. More than 14 million Americans are 
out of work, and almost half of those have been out of work for 
more than 6 months. 

Uncertainty in the legal and regulatory landscape of the financial 
services industry is a major cause of why the economy is doing so 
poorly, because it discourages investment and extensions of credit 
to entrepreneurs. A primary reason for this uncertainty is Govern-
ment policy, particularly Dodd-Frank, which was ostensibly en-
acted for the sake of market stability and investor confidence. Be-
cause most of the provisions were not directly related to the 
underpinnings of the financial crisis, investors ultimately will pay 
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for the increased costs associated with the mandates without re-
ceiving commensurate benefits. Further exacerbating uncertainty, 
legal challenges to Dodd-Frank and the rules that the various 
agencies will issue are inevitable, not just as to the technicalities 
of the rules and whether they have been properly promulgated, but 
also as to basic questions of jurisdiction and, yes, constitutionality. 

As the past year has shown, Dodd-Frank also mandates very 
tight deadlines for Federal agencies to draft and implement these 
rules. Members of this Committee have been justifiably concerned 
that Federal agencies are sacrificing quality for speed as they ne-
glect to properly weigh the costs and benefits to the economy of 
their proposed rules. These are complicated concepts with huge 
ramifications and the regulators have got to get it right. 

Today, you have asked specifically that we address Titles IV and 
VII of Dodd-Frank. Title IV and the rules that the SEC adopted ef-
fectively force all investment advisors managing more than $150 
million in assets to register with the SEC. Even advisors to venture 
capital funds, which Congress specifically exempted from registra-
tion, effectively are caught up in the SEC’s new registration and 
examination scheme. These rules will have a multi-pronged effect. 
They will burden advisors and thus investors with costs, increasing 
barriers to entry. They will strain SEC resources and divert its at-
tentions from protecting retail investors, which is what its primary 
focus should be. And the effect of these two situations will foster 
a mistaken sense of security among investors so that they may 
think that SEC registration means that they can let their guard 
down. Bernie Madoff indicates otherwise. 

Now, moving on to Title IX, which encompasses a wide range of 
issues, including credit rating agencies, whistleblowing, fiduciary 
duties, SEC management, and then a grab-bag of issues that have 
been pushed for years by special interest groups of politicized in-
vestors and trial lawyers, I just want to make a few points in the 
time remaining. 

This Committee took action with respect to the Credit Rating 
Agency Reform Act of 2006 to address the troubling oligopoly of 
credit rating agencies and the SEC’s opaque method of designating 
these agencies as nationally recognized statistical rating organiza-
tions. Ultimately, unfortunately, Dodd-Frank has taken an incon-
sistent approach with respect to credit rating agencies. The threats 
currently being levied by Government officials in Europe dem-
onstrate that rating agencies are susceptible to political pressure as 
to the supposed correctness of their ratings. Congress should con-
sistently push transparency, accountability, and competition in-
stead of Government control and second-guessing of ratings so that 
investors can get high quality and objective advice from credit rat-
ing agencies. 

Now, with respect to whistleblowers, I agree with the remarks of 
Chairman Pitt. Under Section 913, the SEC has recommended that 
Congress harmonize a standard of care for investment advisors and 
broker-dealers. I think it is important to remember that not all in-
vestors are the same. The standard of care as has developed over 
the past 75 years for brokers is robust and has features that vindi-
cate grievances that are more streamlined than what investors face 
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in State court with a fiduciary duty standard. In those cases, the 
contract rules—the fine print under the contract, especially. 

Some investors perhaps want and need a fiduciary who possesses 
intimate knowledge of their financial condition and can advise 
them accordingly. On the other hand, some investors would prefer 
to have a true broker who is engaged on a transaction basis and 
is compensated accordingly. These two kinds of activities should 
have different standards of care attached to them. 

Title IX contains many other provisions, most of which have 
nothing to do with the causes of the financial crisis, and in my 
short window of time today, I cannot discuss all of these sections, 
but I do want to make one special plea. I encourage this Committee 
to exercise its oversight over SEC management. Just last week, the 
SEC Chairman testified about the recent leasing decision and sug-
gested that the SEC should no longer have leasing authority. In 
contrast, last year, some were suggesting that the SEC should have 
a self-funding mechanism outside of the normal Congressional ap-
propriations process. 

In the meantime, the SEC has pursued an extremely divisive 
agenda marked by more than a dozen three-to-two votes in the past 
2 years alone. I have never witnessed such a division. This record 
is in marked contrast to my experience of 10 years total at the 
SEC, first as a staffer in two Chairmen’s offices and then as a 
Commissioner under three Chairmen. The dissenters today are rea-
sonable people and their dissents are not always fundamentally op-
posed to the rulemaking itself. But the sad fact is that it appears 
that the leadership of the SEC does not engage effectively on the 
finer points of the policy issues. Thus, I encourage this Committee 
to continue to exercise oversight of SEC management. 

Thank you. 
Chairman JOHNSON. Thank you, Mr. Atkins. 
Mr. Turner. 

STATEMENT OF LYNN E. TURNER, FORMER CHIEF 
ACCOUNTANT, SECURITIES AND EXCHANGE COMMISSION 

Mr. TURNER. Thank you, Chairman Johnson and Ranking Mem-
ber Shelby. It is always a pleasure and, quite frankly, an honor to 
be back here in front of this Committee, and it is especially a pleas-
ure with our distinguished Senator from Colorado. 

I have listened to the comments today and I guess we can all 
agree that we do not all agree. But it is fascinating to me, in light 
of the fact that here we are, 4 years after the subprime crisis im-
ploded on us, the worst since the Great Depression. Investors 
around the globe lost $28 trillion in the capital markets in value. 
That was half of the entire world’s GDP at the time. Ten to 11 tril-
lion was lost here in the United States, and that does not include 
the loss in value of their homes. 

People have said Dodd-Frank was the cause of this. Dodd-Frank 
was not even passed at the time that this occurred. What Dodd- 
Frank tried to deal with was the outcome of that. It was the crisis 
that started and caused the lost jobs we have heard about, tens of 
millions of lost jobs, lost wages, and lost homes. 

If Congress had not have acted as it did, I believe we would have 
been in a Hooveresque-type depression at this point in time, and 
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it certainly was not brought on by a regulatory structure that was 
out of whack, although certainly I think Dodd-Frank fixed some of 
the problems that are there, and on that point, I think I would 
agree with Harvey that there were some changes that did need to 
be made. But it was regulatory inaction leading up to and through-
out the crisis that caused us problems. 

As Dr. Greenspan has noted himself, there were things they 
could have done, they had the power to do. Congress had given 
them the power. This Banking Committee had given the Fed the 
right to regulate those bad loans that were made, and the Fed 
chose not to regulate. That is what has caused the unemployment 
and jobs, and I congratulate Congress for acting on that. 

In my 35 years of experience, though, as a banker, an auditor, 
a regulator, investor, and teacher, I have always found that if you 
are going to have markets work, they have got to have five basic 
fundamental pillars to work. There has got to be transparency. You 
have got to have the information you need to make the invest-
ments. You have got to have accountability, the people who take 
that money, including the management teams, the boards, have got 
to be accountable for their actions, as do the regulators. It is up 
to this Committee to oversee those regulators, and I agree with 
Paul that good oversight at the SEC is important. There has to be 
independence. The conflicts that we saw at the credit rating agen-
cies were outrageous and certainly contributed to the problems. 
You have got to have effective regulators. And, finally, you have got 
to have enforcement of the laws. 

Yet, as we look back at the mayhem of this last decade, we see 
that there was absolutely a dearth of transparency, accountability, 
law enforcement by the regulators and investors, and regulators 
alike. No one could decipher the financial statements from an AIG, 
a Lehman, a Merrill Lynch. Assets and capital were inflated, liabil-
ities understated, and profits upon which huge compensation pack-
ages were granted were a mirage. 

So in light of that, in this hearing on Title IX, let me get back 
to some of my comments. First of all, the whistleblower issue. A lot 
of people have different views on whistleblowers. Business in gen-
eral does not like them. Investors like them. Some people think 
they go too far. Some do not. Senator Shelby, you mentioned that 
they could pay out tens of millions, and you are absolutely right. 
But if they are paying out tens of millions, that means the SEC 
will have been imposing fines of $30 to $300 million. That means 
that you have got huge financial restatements out there of the like 
we saw at WorldCom, where it was restated $11 billion. Those fi-
nancial statements were fictional. They were like watching a movie 
called ‘‘Fantasia.’’ 

If it is that big, I do want to see that whistleblower come in and 
alert the SEC at the earliest possible date. The Association of Cer-
tified Fraud Examiners has shown that it takes on average 27 
months to find a fraud. Why would we not, in a situation like that, 
want that tipster to come in at a much earlier date so people do 
not have those great big losses from a WorldCom or an Enron or 
some of these things we have seen in the bank. 

I have served as an audit committee chair on public companies 
overseeing whistleblower and compliance programs. I think the 
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SEC was very reasonable in their final rulemaking back in May, 
and if anything, it is going to result in better internal compliance 
and hotlines. They encourage people to go to the business first, 
which is good. But 89 percent of the frauds that the SEC inves-
tigated from 1998 to 2007 involved the CEO and/or CFO at the 
company. There is a reason whistleblowers are hesitant, quite 
frankly, to go to the top. So giving them the chance to come into 
the SEC, I think, is great. 

Quickly, on proxy access, it was mentioned that just 3 percent. 
That is actually not correct, because it takes a majority. All I am 
asking for investors is give investors the same right, the owners of 
the business the same right that the management team that they 
have hired has to the proxy to vote the directors. And it is not 3 
percent. The labor unions never will be able to control this. That 
is a figment of someone’s imagination, because it takes a majority 
of the shareholders to put it through. That is excellent. 

As far as the SEC funding, I would just say I totally agree with 
Ms. Roper. From 2005 to 2007, the staff of the SEC was cut by 10 
percent. Its spending was cut by $75 million. As a business execu-
tive, I know you cannot shrink to greatness, and that is what peo-
ple were trying to do at the SEC leading up to the subprime crisis. 

There was some—I was asked to comment just briefly on PCAOB 
and some of the provisions on broker-dealer audits which the 
PCAOB is acting on today, very appropriately. We saw from Madoff 
that audits of these companies were very poor, the audit of the as-
sets was very poor, and this provision of the law helps the PCAOB 
prevent those type of things, which I think will be very good as 
well as work much better with international regulators. 

So I think with that, I will end my comments. But overall, I 
think this Title IX of Dodd was well done. Investors did not get ev-
erything they wanted, but, you know, I found that it would be nice 
if people in D.C., rather than thinking about being Democrats or 
Republicans, started thinking like being Americans, and I think in 
Title IX that is exactly what you did as a Congress and I think that 
is great. Thank you. 

Chairman JOHNSON. Thank you, Mr. Turner. 
I will ask the Clerk to put 5 minutes on the clock. 
For any and all witnesses, reflecting on the financial crisis, what 

do each of you feel was the most serious harm it caused to retail 
and to institutional investors? In reflecting on the new law, what 
do you feel are the reforms that will be most helpful to investors? 
Mr. Massey. 

Mr. MASSEY. Senator, in my opinion, the most injury from the 
perspective that we as State securities regulators see is with re-
spect to what we call retail investors, also known as mom-and-pop 
investors, and these are the people that not only have taken big 
hits to their life savings, they have also suffered impacts on their 
financial planning that they were hoping to send their kids to col-
lege with. They have lost jobs. They have lost ownership of their 
small firms. The landscape is littered with victims of the financial 
crisis, and these are regular people who depended to a great extent 
for their future on the integrity of the financial system. Now, when 
it fell apart, they took the hit. 

Chairman JOHNSON. Does anyone else care to respond? 
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Ms. ROPER. I would just like to add to that. I think, you know, 
there is no question, the financial losses that investors took were 
devastating. I think equally devastating is their loss of confidence 
in the integrity of the financial system, their loss of confidence that 
they can rely on this as a place to save for retirement, to save for 
their long-term goals. 

And I think one thing that contributes to that is that sort of a 
peculiar characteristic of this crisis is that the harm that flowed to 
retail investors was not primarily as a result of anything that was 
done to them directly. They were not defrauded by a broker. They 
are the collateral damage of a regulatory system of a largely insti-
tutional market that simply did not function. And so they cannot 
even point to anything that they did. They followed the rules. They 
bought and held and diversified and suffered devastating con-
sequences. So I think it is that sense in which it undermines their 
confidence that they know how to participate safely in these mar-
kets and that their regulators will protect them in the future. 

Chairman JOHNSON. Ms. Simpson. 
Ms. SIMPSON. I would like to answer that. This is Anne Simpson. 

In addition to regulators letting people down, let us shine a spot-
light on the shareholder community. That is where we sit, as 
CalPERS. The question is, where were the owners? Why were we 
not able to see what the problems were as they were growing? Why 
were we not able or willing to intervene, to do something? And it 
is a simple corporate governance failure in the market which has 
left us powerless to behave as responsible owners. 

Think about two parts of the story. The first is majority voting. 
This is something which we wanted to come out of Dodd-Frank and 
in the end did not survive passage from the early discussions. This 
is a situation where, without majority voting, we cannot remove di-
rectors. And second, without proxy access, we cannot put forward 
people who we think are better able to do the job that needs to be 
done. And if we are not able to hold boards of directors accountable 
and regulators are not in a position to intervene, then, really, this 
is how you can have rampant risk running through the system, ex-
ecutive pay that is out of control, and the situation which really 
took us to the brink of the abyss. 

Our portfolio was hit to the tune of $70 billion and we are slowly 
but surely coming back. But it is extremely important that in cap-
italism, and that is the system we are all relying on, the owners 
have to be in a position to behave like owners, and that means 
being able to hold boards accountable. And if we are toothless, then 
I do not see who else can intervene to do the job. 

Chairman JOHNSON. Mr. Pitt and anybody else on the panel, I 
want you to reflect on say-on-pay. In an interview, you were asked 
whether say-on-pay is going to be an effective tool to prevent ex-
cesses, to which you replied, ‘‘I think it will be. I think that this 
will have a very definite impact on how corporations and share-
holders view these critical issues.’’ 

In your testimony today, you note that say-on-pay would lead to 
increased shareholder litigation. Is some litigation, which you note 
is finally likely to fail, a necessary consequence of getting the bene-
fits of say-on-pay? Mr. Pitt and other panelists, would you comment 
on this. 
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Mr. PITT. Yes. I believe that shareholders have the right to be 
fully informed about compensation, and they have the right to ex-
press their views. The difficulty that I see is that there has evolved 
a clear trend already on the part of some lawyers to sue anytime 
a corporation’s shareholders express disagreement with the com-
pensation levels. So what could have been an advisory kind of view, 
which is what the clear intent of Dodd-Frank was, has now been 
converted into a litigation tool, and that costs investors enormous 
expense. It also imposes on investors enormous burdens that I 
think are very difficult. 

I am very much in favor of transparency and having share-
holders have the ability to express whatever views they have. But 
I am not in favor of seeing this turned into a referendum and then 
a litigation exercise, which appears to be the direction in which 
this is headed. 

Chairman JOHNSON. Does anyone else care to comment? 
Ms. SIMPSON. Yes, thank you. CalPERS has voted on 4,000 say- 

on-pay votes in our U.S. portfolio this year, but we have been vot-
ing on this same issue in Australia, the United Kingdom, the Neth-
erlands, and Norway for some time. We are a global player, and 
I would say that say-on-pay is simply bringing the United States 
in line with international best practice. 

We have also found it extremely useful, and the reason is this: 
It has meant that companies want to pick up the phone or answer 
the phone and talk. They do not want to lose the vote, they do not 
want a high level of opposition, and they actually are being much 
more attentive to what the owners think, and this is only proper. 
Whatever pay is being paid, guess what? That money is being pro-
vided by the shareholders, and it is only good manners, surely, to 
be discussing the amounts and the performance targets. 

So we have seen two good things come out of this: 
One, the performance periods are getting longer. That is ex-

tremely important because we need to relieve the short-term pres-
sure on companies, and that in part comes through having short- 
term targets for pay. 

Second, we have seen a better alignment of pay and performance, 
and we have been delighted to see companies filing amendments to 
their plans all the way in the run-up to the AGM deadline. The re-
sult of that for CalPERS is that we voted against 7 percent of the 
plans that came forward. So we really see this as a good platform 
for dialogue, and thank you very much for the efforts in Dodd- 
Frank for doing that. 

I also forgot to mention earlier the importance of the claw-back 
rule in Dodd-Frank. It is extremely important that we have now 
clearly got this ability to retrieve ill-gotten gains. If you know that 
you cannot get away with it and people will come after you to turn 
the money back that you have perhaps bet your company on a 
short-term bet and done well yourself personally, if you know peo-
ple can come after you and ask for that money back, I think it con-
centrates the mind wonderfully. So thank you for that. 

Mr. ATKINS. If I could interject one thing. 
Chairman JOHNSON. Yes. 
Mr. ATKINS. The United States is a lot different than other coun-

tries around the world. Our litigation system and the shareholder 
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rights system is a lot different. And so I think the things that 
Chairman Pitt is pointing out ought to lead to some caution. 

And the other thing that troubles me very much when we talk 
about ‘‘investor rights’’ is that some owners are treated differently 
than others, and the sense that some people can pick up the phone 
and talk to and cut back-room deals or influence things because of 
their special interest or size I think is very troubling. And so what 
we need is more transparency, and to the extent that these special 
rules give certain shareholders more clout than others have I think 
is a very troubling development. 

Chairman JOHNSON. Senator Shelby. 
Senator SHELBY. Thank you, Mr. Chairman. 
Mr. Atkins, in the self-funding situation, some commentators, as 

you well know as a former Commissioner, have advocated self- 
funding for the Securities and Exchange Commission. Self-funding 
I believe would make the SEC less accountable to Congress, and 
as a former Commissioner, what is your view about how self-fund-
ing for the SEC would change the incentive perhaps for Commis-
sioners to properly execute their duties? Would it make them less 
responsible obviously to Congress, you know, if they did not have 
to come before Congress for an appropriation? 

Mr. ATKINS. Yes, sir, I think that is a very important point. I am 
not in favor of the idea of self-funding. If I were to put myself in 
the shoes of you all on the other side of the table and considering 
the responsibility to taxpayers, I think it is incumbent to try to ex-
ercise oversight and understand what is going on: To have various 
departments and agencies of the Government go through the nor-
mal appropriations process, to justify their budgets and then make 
decisions as to who is more deserving of the capital that is going 
to be allocated. So, I think that transparency is very important, 
and I think it has done the SEC well over the last decade. Account-
ability is crucial. 

Senator SHELBY. Thank you. 
I would like to address this question to the former Chairman, 

Mr. Pitt, and also to you, Mr. Atkins, as you both are former Com-
missioners of the SEC. Dodd-Frank enacted, as we all know, a 
number of changes. We have been talking about corporate govern-
ance. These changes give shareholders with 3-percent holdings I 
believe substantially more power than the average investors. Could 
these provisions cause companies to defer to the political or finan-
cial agendas of certain special interest shareholders at the expense 
of building the company’s value for the benefit of all shareholders? 
And how do these changes benefit individual investors if they do? 
Mr. Pitt, former Chairman. 

Mr. PITT. Thank you, Senator Shelby. I have a basic concern with 
any provision that holds a corporation’s shareholders hostage to the 
views of special interests with respect to a company. The ultimate 
goal of accountability, which is what was behind these provisions, 
is a good one, but the solution was much simpler than the one that 
the SEC has come up with. The solution was simply to allow solici-
tations electronically so that there would not be the same fervor to 
make use of management’s proxy materials; and, second, to rely on 
State law. The State law determines whether shareholders have 
the right to amend their by-laws, and if State law gives share-
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holders that right, then they ought to be able to exercise it subject 
to restraints on inundating the corporation with too many pro-
posals and the like. 

So I think there is a way to achieve the goal, but it is not nec-
essarily the one that Dodd-Frank contemplated. 

Senator SHELBY. Mr. Atkins. 
Mr. ATKINS. Yes, sir. About 5 years ago, at an SEC roundtable, 

in response to a question that I asked, a couple of witnesses basi-
cally admitted that these sorts of provisions add more arrows to 
their quiver for them to be able to advance in smoke-filled rooms— 
out of sight of the public and without any transparency—to ad-
vance their ulterior motives and their special agendas. And in the 
past, State pension funds have also been basically in cahoots from 
time to time with some of these special interests. 

So I think that lack of transparency is very troubling, and for an 
agency like the SEC, which stands for transparency in the market-
place, I think that is a troubling development. 

Senator SHELBY. Mr. Massey, Dodd-Frank shifts the regulation 
of certain registered investment advisors from the SEC to State 
regulators. Will the State regulators have the resources and exper-
tise necessary to properly oversee the investment advisors that 
would be moved to the States under their jurisdiction? And how 
would investors be helped by the change, if they will? 

Mr. MASSEY. Senator, right now the estimate from the SEC is 
that approximately 3,200 investment advisor firms that are cur-
rently federally registered would be shifted over to State registra-
tion and regulation in the so-called investor advisor switch. NASAA 
has been preparing for this switch for more than a year now and 
has created a number of tools to make the State’s role in regulating 
these investment advisors much more intelligent and much more 
efficient and much more responsive rather than a rubber stamp 
type of treatment of the examination requirement. 

We have risk analysis software that is distributed to the States 
to let them adjudge the relative risk of the various firms so they 
can set their priorities of examination. We have uniform examina-
tion procedures so that every examination is going to ask the same 
question of every investment advisor out there. And, most impor-
tantly, the shift has motivated the States to have an outreach pro-
gram by which road presentations are conducted in major cities for 
not only existing State registered investor advisors but also Federal 
advisors that are coming over, to let the Federal advisors know 
who the regulator is, to establish a positive working relationship 
with the State regulator, and to set up a good working relationship 
with what I refer to as the legitimate side of the industry so that 
the local cops on the beat can take their enforcement resources and 
put them against the Ponzi scheme operators. 

Senator SHELBY. Ms. Roper, recently the National Association of 
Manufacturers estimated that the new Dodd-Frank disclosure re-
quirement with respect to conflict minerals, such as the Congo and 
so forth, would cost between $9 billion and $16 billion—in other 
words, to the industry—rather than the $46 million that the SEC 
estimated. Are you concerned at all that this provision could end 
up costing investors more than the benefit that they will receive 
from disclosure? You know, we are all interested in doing the right 
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thing, but we are also interested in some balance of cost here for 
our manufacturers. 

Ms. ROPER. We did no work on that provision. I do not know any-
thing about the provision. I have no basis for analyzing either of 
those cost estimates, so I just do not have a basis for commenting. 

Senator SHELBY. OK. Ms. Simpson, do you have any knowledge 
base on this? 

Ms. SIMPSON. Thank you. Yes, we actually are great fans of get-
ting all relevant and material information properly provided to 
shareholders. But the root is going to be to ensure that, you know, 
the costs do not outweigh the benefits. That is a very sensible point 
of view. 

I have not seen the underlying estimates that you are referring 
to, so I cannot comment on that, but it would seem to me quite ex-
traordinary in this day and age of the Internet that a company 
could not find the relevant information in a cheap and affordable 
way. 

Senator SHELBY. OK. Mr. Turner, one last question. In your tes-
timony here today, among other things, you noted that in the lead- 
up to the financial crisis, and I quote, ‘‘most of the regulators were 
captured by industry.’’ Your words. In your view, which regulators 
were captured by industry or are captured by industry? And if a 
regulator is captured by industry, isn’t the solution to make the 
regulator more accountable to the American people by subjecting 
the regulators to more congressional oversight? That is one way, 
maybe not the only way. In other words, who was captured by in-
dustry? 

Mr. TURNER. I certainly think the banking regulators were cap-
tured by industry. The Federal Reserve—I have dealt with the Fed 
for much of my career, and I think even Dr. Greenspan has ac-
knowledged, I think, probably the best way to deal with it is 
through much greater transparency on the part of the Fed. I think 
the SEC in the mid-part of the last decade was extremely captured 
by industry, and contrary to what Paul said, the divisiveness at 
that point in time o the Commission was tremendous as well. In 
fact, I think the current Chairman, Chairman Schapiro, should be 
applauded for trying to dial the tone back a little bit. 

But on your point about accountability, I do think both the Fed 
and the securities regulator, as well as the CFTC, all of them need 
to be subjected to much more rigorous oversight. I will tell you 
leading—— 

Senator SHELBY. Like right here. 
Mr. TURNER. Like right here, Senator. You are absolutely right. 

And, in fact, I will tell you that myself and others—and I think 
Barb Roper was included in the group at the time. Just as we were 
getting into the subprime crisis, probably in about January of 2007, 
there was a group of us who came and met with the Banking Com-
mittee staff here as well as the House Financial Committee staff 
and members, and we urged at that point in time much greater, 
robust, in-depth oversight of the Commission. And, unfortunately, 
it did not happen in either institution. 

I will say on the funding issue, I believe you have been one of 
the proponents—I have testified before you when you pleaded with 
the SEC Chairman to take more funding, and I greatly applaud 
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you, Senator, for that. We probably disagree on the issue of self- 
funding. I am a strong proponent of self-funding. I think you can 
self-fund and still do the oversight hearing. I understand appropri-
ators, people on the Appropriations Committee, like that oversight, 
so I understand where you are coming from. 

Senator SHELBY. Like the two of us. 
[Laughter.] 
Mr. TURNER. Yes, and I think there is actually—— 
Senator SHELBY. He wants to give up his power. We do not. 
Mr. TURNER. But I think you could have done it. But, you know, 

whether you self-fund or not, the most important thing is that the 
money that you scheduled out in Title IX get delivered to the SEC. 
And my problem and my concern is if you look at the first year, 
2011, which is $1.3 billion, you are not even hitting that target. 
And if you are not even hitting that target, I have no expectation 
that you will get the SEC the funds that it needs. And I think the 
fact that you saw their staff cut by 10 percent from 2005 to 2007, 
$75 million cut in spending, the management was absolutely atro-
cious at the agency at the time, and I would have encouraged you 
to bring them up, as we did in January of 2007, and ask them what 
they were doing, because they did get the job done. And they did 
a great disservice to investors. 

Senator SHELBY. You are not saying to us today here in the 
Banking Committee that the SEC’s whole problem or the Federal 
Reserve’s whole problem—of course, they have no funding problem. 

Mr. TURNER. Certainly it was not the Fed because they got self- 
funded. 

Senator SHELBY. It was a lack of money? Or was it a lack of will 
and a lack of action and a lack of diligence? 

Mr. TURNER. I think first and foremost it was a lack of will and 
a lack of diligence. 

Senator SHELBY. Thank you. 
Mr. TURNER. I think in some cases funding contributed to that. 
Senator SHELBY. Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Reed. 
Senator REED. Thank you, Mr. Chairman, and thank you for 

your testimony. 
This issue of funding I think is central because Mr. Pitt ex-

pressed a concern I have, that we will give responsibilities to the 
SEC and not the resources to get them done, and that goes for the 
CFTC also. And so I was a strong proponent of self-funding even 
though I am also an appropriator. 

I presume, Mr. Pitt, that ultimately you would be supportive of 
some type of self-funding mechanism? 

Mr. PITT. Yes. I believe that there are a number of financial reg-
ulators who have the ability to self-fund, and the SEC should not 
be a stepchild. I think the concerns that have been expressed about 
accountability make it imperative that if self-funding is granted— 
and I believe it should be—that there be complete accountability 
before the appropriate committees, this Committee and others, so 
that you can assess where the SEC proposes to spend its money. 
But you would wind up saving taxpayers a billion plus dollars if 
the money did not come out of the Treasury, as it presently does. 

Senator REED. Thank you, Mr. Pitt. 
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The back and forth has revealed the issue of accountability as 
well as funding, and there are ways for accountability. One is this 
Committee—in fact, probably a more effective way, if used cor-
rectly, than the Appropriations Committee. But also there is the 
issue of regulatory capture, and as you point out, every other regu-
latory agency, except the CFTC, financial agency, is self-funded. 
But there is still the issue of regulatory capture. But I think that 
has to be resolved probably in other forums. I do not see anyone 
here—if someone would like to put their hand up and say if the 
Fed should be subject to the appropriation process, do I have any 
takers? Barbara? Not even Consumer Federation of America. 

[No response.] 
Senator REED. So I think this issue of—— 
[Laughter.] 
Senator REED. I think this issue of sort of, well, if they do not 

have appropriate oversight by the appropriators, they just will not 
be accountable to the American people defies the financial system 
we have in place today. 

Ms. Simpson, you talked about majority voting, and I just want 
to clarify because the proposal that we had in the legislation I 
think is essential. It fell out, unfortunately. That would have re-
quired a director to receive the majority of the votes cast. Today, 
a director could be elected to a board with 10 percent of the votes 
or one vote if no one decides to cast votes. That happens sometimes 
and leads to anomalies. So effectively without this majority—with-
out the ability to nominate directors and then without the ability 
to insist they at least get a majority vote, the leverage of share-
holders is diminished. 

Now, we have made some improvements, but you would suggest 
we should go further in terms of a majority vote. Is that correct? 

Ms. SIMPSON. Yes, thank you. And the situation you describe is 
not that uncommon. We sort of had a look back last year. Just in 
the Russell 3000, there are over 100 directors who did not win a 
majority of the vote and who are still just quietly sitting on the 
board. So far this year, another 36. So this is an environment 
which is really very troubling. You know, this may be a democracy, 
but it is of a very peculiar sort if you do not have to win the elec-
tion in order to keep yourself in place. And, of course, the comment 
that was made about special interests, I have to say with great re-
spect to be rather like a politician saying we should not trust the 
electorate with something as important as the vote. 

Senator REED. But let me follow up on that line of criticism that, 
well, this creates this lack of transparency because you might have 
big voting blocs doing things. Essentially whatever benefit you gain 
is equally shared by every other shareholder. Is that—— 

Ms. SIMPSON. Yes, that is absolutely right, and two points on 
that. First, CalPERS, being a great champion of transparency, 
thinks that has to apply to us as well. We put all of our votes on 
our Web site. Our policies are there for you to see. And I think that 
is very important, and I would encourage all investors to follow the 
same approach. 

The other issue about the financial benefit is really important. So 
even though CalPERS is so big, typically we will hold about half 
a percent of a company, and if we want to do anything, first of all, 
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we have to collaborate with others; and, second, you are quite 
right, the benefit is shared. 

We had a report done for our board just before the end of last 
year looking at 10 years of our investor engagement to see what 
had happened at those companies, and sure enough, you went from 
a situation where that group of companies went from underper-
forming to producing excess returns. And, of course, that is not just 
going to help CalPERS; it is going to help every other shareholder. 
So there is a net-net gain in the market. 

Senator REED. I think one of the dilemmas or sort of contradic-
tions is that the presumption, of course, is that corporations are 
run for the benefit of shareholders, but I think particularly when 
you look at the companies that failed—Lehman Brothers, Bear 
Stearns—they were not being run for the benefit of shareholders at 
all. They were being run for the benefit of the management, with 
huge rewards to management. In fact, as I sort of look back, it was 
a public ownership model and a private compensation model, and 
it worked very well until, you know, the tide turned. 

In many respects, shareholders are the least powerful people in 
corporations, and they are, according to corporate law—and I will 
defer to Mr. Pitt and others. They are the ultimate owners. They 
are the ones which every director has a fiduciary duty to and man-
ager has a fiduciary duty to. But it appears from what has hap-
pened in the lead-up to this collapse that shareholders were sort 
of the last people being considered. Is that your view? 

Ms. SIMPSON. Yes, I do agree with you. You know, we are the 
one-armed paper hanger. We need to have the tools to hold boards 
accountable, and I think what you will find, my conclusion is that 
if shareholders have votes that do not really matter and they do 
not have the ability to intervene in an effective way, they think, 
OK, the system is designed. Either you can sell or you can sue. 
Now, that is not going to work for CalPERS because we are too big 
and we are too long term. But we really do need the tools to be 
able to behave like owners, and that is why—and I know it has 
been said, well, we could go—Mr. Pitt has said we should go door 
to door with companies in different States filing resolutions to have 
amendments. But to be honest, we see this as a market funda-
mental. If capitalism cannot turn to the owners to hold companies 
accountable, then we should not be surprised when we have the 
problems that we do. 

Senator REED. Thank you very much. 
Chairman JOHNSON. Senator Menendez. 
Senator MENENDEZ. Well, thank you, Mr. Chairman. Thank you 

for holding the hearing. 
I look at this issue, and I think about what is the market. The 

market is a series of investors seeking to invest in companies that 
hopefully will provide them a yield, a return on their investment 
so that they can personally prosper. And the flip side of that is a 
series of companies looking for investors so that they can grow 
their companies and prosper as well. And so there are two essential 
ingredients here, and one of them, but for their investments, would 
really not make the market what it is. Without them there is no 
market. And so investor protection seems to me to be incredibly im-
portant. 
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And I know that some say that the CalPERS of the world and 
the unions of the world are special interests. They happen to be the 
biggest singular investors along the way in this marketplace. So I 
do not look at them as a special interest. I look at them as a sig-
nificant part of the marketplace, representing a broad universe of 
individuals at the end of the day who are taking their savings and 
making investments for them. And so ultimately it seems to me 
that investor protection in their respect as well is a very broad one 
because they represent a very large universe of people, and at the 
end of the day, more than ideological issues, I think they want to 
see their investments grow on behalf of the people who they invest 
in. So I have a little different view. 

I have two sets of questions that I want to pursue. One is, Ms. 
Roper, with you. Soon after Dodd-Frank was signed into law, the 
SEC put out a study recommending a consistent best interest of 
the customer or fiduciary duty standard for broker-dealers and in-
vestor advisors, a priority that both Senator Akaka and I success-
fully fought for in the Wall Street reform with our honest broker 
amendment. And I know that the Certified Financial Planner 
Board of Standards recently sent a petition to the SEC with more 
than 5,000 signatures of financial planning professionals who favor 
fiduciary duties for all financial professionals giving investment ad-
vice. 

Do you agree with having a high and consistent standard of the 
best interests of the customer for all stockbrokers and financial 
professionals? And if so, why? 

Ms. ROPER. Absolutely, I agree, and any of you who are the re-
cipients of my nearly daily letters on this subject during the legis-
lative battle maybe remember that. This is in many ways the most 
important issue for retail investors. The last investment decision 
most people will make is who to rely on for recommendations. And 
the situation in the marketplace is this. Mr. Atkins says, you know, 
broker-dealers and investment advisors are doing two different 
things, so they should be subject to two standards. But let us re-
view that. They call themselves by titles that are indistinguishable 
to the average investor. They both offer extensive personalized in-
vestment advice. And they both market their services primarily 
based on that advice. If they are doing two separately distinctly dif-
ferent things, why has the SEC allowed them to present them-
selves in a way that makes it impossible for the average investor 
to distinguish between them? 

So if the investor cannot distinguish between them—and we 
know from survey research and focus group research that they can-
not. In fact, the RAND study found that investors could not tell 
whether their personal advisor was a broker or an investment advi-
sor, even after the differences had been explained to them. So they 
cannot go into the marketplace and make an informed decision 
based on an understanding of what services are being offered or 
what the standard of conduct is for those services. 

So the reform that is needed is to ensure that when they are 
doing the same thing, when they are providing personalized invest-
ment advice to retail investors, they should be subject to the same 
standards. 
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Now, the brilliance of the proposal that the SEC has put out 
there is that it recognizes both the need to raise the standard and 
the need to preserve investor access to a transaction-based source 
of advice. Not every investor wants ongoing account management. 
Not every investor wants, you know, comprehensive financial plan-
ning. So investors benefit if there is a source of advice available 
that is compensated through commissions, that offers advice on a 
transaction basis. And the SEC uses the authority that Dodd- 
Frank gave it to put out a proposal that recognizes this. Brokers 
can still charge commissions. Brokers can still sell proprietary 
products. They can sell from a limited menu of products. And the 
SEC has said they will deal with the principal trading issue. They 
are making every effort to ensure that this advance in terms of the 
standard of conduct nonetheless retains investor choice. 

Senator MENENDEZ. At the end of the day, they can make all of 
their commissions, but they have one standard. That would be the 
best interest of the investor. 

Ms. ROPER. Absolutely. 
Senator MENENDEZ. Otherwise, you could very well lead them to 

investments that would not necessarily be in their best interests, 
but for the standard—— 

Ms. ROPER. Absolutely. Absolutely. There is—you know, there is 
a difference between what you can do to satisfy a suitability stand-
ard and what you would have to do to satisfy a fiduciary duty. 
Now, they start from the same basis. You have to know the cus-
tomer. You have to do that analysis to determine what is appro-
priate for that investor. The fiduciary duty requires the broker to 
take an additional step and have a reasonable basis for believing 
that what they are recommending is not just appropriate for the 
investor, but in the best interest of the investor within the limited 
menu of options that they have available to sell. 

And where they have conflicts of interest, they are still able to 
operate, but they have to fully disclose those conflicts of interest to 
the investors. So they can no longer make recommendations based 
on their own financial interest because they get higher commission 
without disclosing that conflict to the investor and without then en-
suring that that recommendation is also in the best interest of the 
investor, and not just their own bottom line. 

Senator MENENDEZ. Thank you very much. 
I have one other question. I want to turn to Mr. Turner. Mr. 

Turner, one of the provisions that I successfully included in Dodd- 
Frank would require publicly listed companies to disclose in their 
SEC filings the amount of CEO pay, the typical worker’s pay at 
that company, and the ratio of the two. Now, over the last few dec-
ades, CEO pay has skyrocketed while the median family income 
has actually gone down. 

There are those in the House that have opposed this because 
they say it is too burdensome for companies to disclose that, and 
second, that the information is not useful to investors. I find it 
hard to believe that companies that do all kinds of complicated cal-
culations for everything else involving their revenues and expenses 
would find it difficult to take their 2,000 employees, figure out how 
much employee number 1,000 is paid, and report that one number 
to the SEC. It seems to me that it is much more about hiding the 
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fact that, many times, CEOs have 400 times the pay of their typ-
ical employee. 

Do you think it would be burdensome for companies to figure out 
how much their median worker is paid and report that number? 

Mr. TURNER. Senator, as you know, I was an executive in a semi-
conductor company that was international. We were one of the 
larger importer-exporters at the time, in fact, in the country, and 
I do not think—in fact, I would be surprised if for most companies 
that was a difficult thing. First of all, it is something you ought to 
be managing, so you only manage what you measure in the first 
place. And if the compensation committee of a board, and I have 
sat on some of these boards, was not even looking at that ratio, I 
would probably be concerned. It would tell me there is a lack of 
management here, a degree of management that should exist. 

But in terms of just getting the raw data, no, I think there are 
ways you can go about it. The SEC can implement some rules. I 
think they have been encouraged to implement some rules that are 
reasonable that would not have a great deal of cost. And again, let 
us keep in mind, when we talk about cost, this cost global markets 
$28 trillion. It cost U.S. investors $10 to $11 trillion. Much of that 
was due to very, very poor incentive packages. And in light of the 
fact that executive compensation this year—last year was up 23 
percent while Main Street wages went up zero—zero—I think it is 
fair to turn around and start managing and taking a look at that 
issue, and I think compensation committees should. I think they 
can. I think CFOs in the same role I was in can get that number. 
And, no, I do not expect that to be a high-cost number. If it is a 
high-cost number, that company probably has some other manage-
ment problems, as well. 

Senator MENENDEZ. Thank you. Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Akaka. 
Senator AKAKA. Thank you very much, Mr. Chairman, and I wel-

come our witnesses here as we hear what is the latest that has 
been happening to the Dodd-Frank bill and how it has impacted 
our national community. 

Ms. Roper, you have mentioned that the Dodd-Frank bill is a 
multi-protection framework and it provides tools that investors 
need to deal with, and I want to speak toward the Investor Advo-
cate. In the Office of the Investor Advocate, which was created to 
empower retail investors and represent their interests with the 
SEC and SROs, there will now be an independent external check 
that investors did not have during the Madoff or Stanford Ponzi 
schemes or the financial crisis. My question to you is, how will the 
structure of the Investor Advocate affect its ability to achieve its 
purpose? 

Ms. ROPER. I think we know from looking at how Inspector Gen-
erals function within agencies that if we want them to have any 
sort of ability to hold the agency accountable, they have to be inde-
pendent and they have to have the ability to report out when they 
find problems. And the strength, I think, of the investor protection, 
the Office of Investor Advocate provision in this Act are precisely 
those, frankly, that former Chairman Pitt has criticized. They are 
the provisions that ensure that this office does not become just an-
other weak and meaningless addition to the SEC bureaucracy. 
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You know, agencies do not like their IGs. They are uncomfortable 
with that function within the agencies. But I think we can all agree 
that they do perform a valuable function in terms of holding the 
agency accountable. The Office of Investor Advocate has exactly 
that same potential, to hold the agency accountable for being re-
sponsive to investor concerns. 

Now, I find it interesting that people who say that the SEC’s job 
to be the investor advocate are so threatened by the notion that it 
would be held accountable for listening to investor concerns. The 
Office of Investor Advocate cannot compel them to do anything. But 
they cannot be ignored, because they have to—the Commission has 
to respond. They cannot be denied access to the paperwork that 
they need to analyze proposals. They have to be built into the proc-
ess of developing the Commission’s rule proposals and agenda. 

You know, I think that it is instructive that these same provi-
sions that are designed to make the agency accountable to inves-
tors are viewed as so threatening by some. When I hear these 
words, the SEC, we do not need this because the SEC is the inves-
tor advocate, well, I have been an investor advocate for 25 years 
and, you know, I do not think you would find a single investor ad-
vocate who would agree with that statement. It is not the SEC’s 
job to advocate on behalf of investors, and in the best of times, in-
vestors find it very difficult to have their voices heard. 

So I think this is an important addition to the Act. I look forward 
to having the office established and up and running, and I think 
we can trust—the Chairman said, we will appoint this person. We 
will not put cowboys into that office who will behave recklessly. It 
is not in their interest. 

And just one final note. This question of the—the threat is that 
the Investor Advocate can criticize the agency action. What we are 
talking about here is that they report to their oversight committee. 
Now, Members of this Committee just expressed a lot of concern 
about the ability of Congress to provide effective Congressional 
oversight. The fact that the Office of Investor Advocate will be re-
porting to the oversight committee should ensure that the commit-
tees can do a better job of providing oversight to ensure that the 
Commission is effectively protecting the interests of investors. 

Senator AKAKA. Thank you. 
Mr. Massey, you have mentioned that this bill should be imple-

mented fully, and Mr. Turner also said that the law should be en-
forced. Mr. Massey, NASAA’s statement on an SEC study on the 
obligations of broker-dealers and investment advisors said that a 
uniform fiduciary standard would have a, and I quote, ‘‘significant 
positive impact on investors.’’ Do you have anything to add to Ms. 
Roper’s comments about how investors would be positively im-
pacted by a uniform fiduciary standard? 

Mr. MASSEY. Senator, I agree substantially with what Ms. Roper 
said. I would add that I believe that it is appropriate to introduce 
a fiduciary standard on those brokers who are presenting them-
selves as purveyors of investment advice. 

The brokerage industry has gone to a marketing mode in which 
it holds itself out to retail investors as being trusted advisors. Sur-
veys have shown that regular retail investors do not know the dif-
ference between a stockbroker and an investment advisor, and they 



29 

also believe that when they are sitting in front of a financial pro-
fessional, that that financial professional is acting in their best in-
terest, but that is not the situation. 

The fiduciary duty that has been discussed would be imposed 
only on the brokers who are providing investment advice just like 
investment advisors provide investment advice. So if you are going 
to present yourself as a trusted advisor, you ought to be held to the 
standards of a trusted advisor and be responsible. The benefits to 
the investors would be a mandatory disclosure of any conflicts of 
interest that might show any kind of bias in that advice that is 
being communicated. The benefits would be to obtain full informa-
tion about the—enabling the investor to choose the best performing 
product at the lowest expense to the investor. It makes sense to me 
and we fully support it. 

Senator AKAKA. Thank you very much. Thank you, Mr. Chair-
man. 

Chairman JOHNSON. Senator Hagan. 
Senator HAGAN. Thank you, Mr. Chairman, and thank you for 

holding this hearing on investor protection after the financial cri-
sis. 

I did want to welcome David Massey, who is from my State in 
North Carolina, and he has been a strong advocate for investors, 
especially those who lack the expertise or resources to protect 
themselves, so thank you for being here, too, and all of thee other 
panel members for being here. 

I did want to ask Mr. Pitt, Mr. Atkins, and Mr. Turner a ques-
tion concerning the Department of Labor. Right now—recently, the 
DOL has unilaterally proposed regulations under ERISA that 
would redefine the term ‘‘fiduciary,’’ and many of my colleagues, I 
know, have expressed concerns about the coordination that is tak-
ing place, or the lack of coordination, too, between the SEC and the 
Department of Labor. In light of the SEC’s recommendation that 
the Commission use its authority under Dodd-Frank to promulgate 
a uniform standard, and given you all’s expertise at the SEC, I 
wanted to get your thoughts on this matter. Are you concerned that 
DOL’s changes have not been made in coordination with the SEC, 
and what could some of the consequences of this coordination, if it 
does not take place, if we do not have the coordination? 

Mr. PITT. I believe in requiring coordination between agencies of 
Government. It is one Government, and when Paul Atkins and I 
were there, when we would take enforcement actions that affected 
national banks or affected entities overseas, we would coordinate 
with the Federal Reserve Board or the State Department. I think 
there is no place for unilateral action when other agencies have a 
vested interest. And indeed, in the context of pension investments, 
the SEC has a lot of expertise to offer in that area. 

Senator HAGAN. Mr. Atkins? 
Mr. ATKINS. Yes, Senator. I agree with Chairman Pitt. Both SEC 

and the Department of Labor have overlapping jurisdiction with re-
spect to these pension funds, 401(k) offerings, which touch just 
about everybody in the country. So, it is really vital that they co-
ordinate, and as you are saying, the current situation has been 
characterized apparently by a lack of coordination. What is really 
important here are the consequences of unilateral action. It will 
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raise costs and restrict choices that people have with respect to 
their 401(k) programs. The huge liability that will come down to 
peripheral actors will really discourage those people from being in-
volved. 

Senator HAGAN. I have heard that quite a bit. 
Mr. Turner? 
Mr. TURNER. Senator Hagan, the proposals that you refer to re-

late to a fiduciary standard that, as I recall, was adopted back at 
the time of ERISA, back in 1974. So things have dramatically 
changed since then. I think the Secretary over there is absolutely 
correct that they need to be updated. It has been, what, 35, 36, 37 
years since those things were done, and investment funds like 
401(k)s, IRAs, et cetera, have dramatically changed since then. I 
have served on the board of a mutual fund as a trustee. I currently 
am an independent member of the board of a $40 billion pension 
fund, as well, so have to deal with those fiduciary laws. And I do 
think that they need to be changed and updated. 

The things she is changing to, in fact, are already in many in-
stances incorporated into our contracts, so she is catching up the 
law to already what exists in many of our business contracts. So 
I do not think it is as dramatic a change as what some criticize her 
for. So I think they are good rules. I think she should move forward 
with them. But to the same point that Paul and Harvey say, 
though, in this city, it is always good to have people coordinate 
with one another and be talking with one another. I do not care 
whether it is the banking regulators, the SEC, CFTC. The more 
you can get in the room and hash over things, I think that is good. 

But ultimately, the independence of any agency or any cabinet 
position, I think, is important. Ultimately, it is the Department of 
Labor Secretary that is responsible for those rules. So if she goes 
through consultation, including with the SEC, and then decides 
after that to go ahead and move, I do not have a problem with that 
because I think she is moving wisely in the right direction. But I 
would certainly encourage her to do that after consultation with 
the Commission. 

Senator HAGAN. Well, it seems to me that it would be a problem 
if we have two different definitions of ‘‘fiduciary,’’ one at the DOL 
and then one at the SEC. 

Mr. TURNER. I would say this, that the things she is dealing 
with—there are two different things here. The fiduciary standard 
she is dealing with is dealing with what ultimately runs to the 
trustees on those funds. It will be applied broader, and I think to 
that extent, your concern has got some basis. But I do not think 
it is necessarily going to be the same fiduciary situation that the 
SEC necessarily has, so I do not know that, ultimately, at the end 
of the day, if they all talk to one another, I think you can have 
them talk to one another until they get blue in the face, and they 
may actually find that they do not have the same fiduciary stand-
ard at the end of the day. 

Ms. ROPER. Yes. I think there is an issue here. I actually think 
if you look at it, you will find that the changes to the fiduciary defi-
nition under DOL actually bring it closer into alignment with the 
definition of fiduciary under securities laws. The problem is not so 
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much with the definition, but then what flows from that definition 
under ERISA. 

And when I first started looking at this issue, I assumed, oh, it 
is fiduciary duty. I am all for it. As we have looked at the issues 
more closely, there are issues with the ERISA proposal, I mean, 
with the DOL proposal on fiduciary duty and they are varied. One 
of them is that there is a conflict with the business conduct rules 
for swaps dealers. And I was involved working with the drafters in 
writing that section of the legislation and the clear intent was to 
avoid bringing the ERISA fiduciary duty into this interaction be-
tween swaps dealers and special entities because it then brings— 
you know, you cannot have an adverse interest. You basically can-
not be a counterparty. 

Now, members worked very hard to draft the legislation in a way 
that did not bring ERISA into play. Under the DOL fiduciary defi-
nition, there are things that swaps dealers that would have to do 
to satisfy the business conduct rules that would make them fidu-
ciaries under the DOL definition and then would preclude them 
from acting as counterparties, precisely what Congress was trying 
to avoid. 

There are other problems. I think a legitimate concern about 
what happens in, say, the individual retirement account con-
text—— 

Senator HAGAN. I am hearing a lot of concerns on that. 
Ms. ROPER. Right. If you bring into play the DOL, the ERISA re-

strictions on any third-party compensation, say, 12(b)(1) fees, they 
are not—these are not irresolvable problems. I mean, you can—but 
the real issue here is so DOL rolled out what I think is a very well 
intended definition and one that does, in fact, come closer to the 
SEC definition, but it rolled them out without putting out the pro-
hibited transaction exemption explanations at the same time. So 
people do not know how it is going to work in the real world. And 
all of ERISA seems I am not an ERISA expert, but all of it seems 
to be devoted to figuring out what the prohibited transaction ex-
emptions are. 

And so you cannot sort of reasonably comment on the DOL pro-
posal of the fiduciary definition unless you know how it is going to 
interact with those exemptions. So while we would very much like 
to see the agency move forward with a proposal that is designed 
to benefit investors, there are issues with that definition that need 
to be resolved before it is finalized. 

Senator HAGAN. I see that my time has expired, but I do have 
other questions that I will submit to the record. Thank you, Mr. 
Chairman. 

Chairman JOHNSON. Thank you. 
Senator Shelby has one last question. 
Senator SHELBY. Just a few observations. Thank you, Mr. Chair-

man, for calling this hearing. I think it is important. 
One of my observations, and I have asked everybody that has 

come before this Committee for the last 25 years that were nomi-
nated for the Securities and Exchange Commission, a Commis-
sioner and the Chairman, who owns a corporation? Who does? And 
what does a corporation exist for, for whom? The shareholder. Who 
owns it? The shareholder. Not management. Not special interests 
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and so forth. In other words, shareholders, the investors, certainly 
not the directors or management. 

I believe that we need to have—create conditions, that is, our 
regulators and so forth, where a corporation cannot be hijacked for 
financial reasons by management or by special interests also hop-
ing to advance a political agenda, because why do you buy stock? 
To make money, for it to grow and so forth. 

So our challenge, I believe, is how do we balance all of this with-
out destroying something. We certainly do not want to give man-
agement a free pass. On the other hand, I do not think we ought 
to give special interests a free pass to hijack a company to advance 
something other than making money for me or my pension fund or 
my mutual fund or whatever. That is my observation. That is a 
challenge for us, as I know, and I do appreciate all of you coming 
here today. I think we had a lively discussion and a very important 
one. 

Thank you, Mr. Chairman. 
Chairman JOHNSON. I thank each witness for testifying and we 

appreciate your concern for the protection of investors in the 
United States securities markets. 

I ask all the Members of the Committee to submit any questions 
for the record by close of business next Tuesday, and I ask the wit-
nesses to submit your answers to us in a timely manner. 

This hearing is adjourned. 
[Whereupon, at 11:58 a.m., the hearing was adjourned.] 
[Prepared statements, responses to written questions, and addi-

tional material supplied for the record follow:] 
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Chairman Johnson, Ranking Member Shelby, and Members of the Committee, I’m 
David Massey, Deputy Securities Administrator for North Carolina and President 
of the North American Securities Administrators Association, Inc. (‘‘NASAA’’). I am 
honored to be here today to discuss how the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (the ‘‘Dodd-Frank Act’’) is providing enhanced protection 
to investors, particularly Main Street Americans who are looking to lawmakers and 
State and Federal regulators to help them rebuild and safeguard their financial se-
curity. 

The Wall Street reforms and investor protection provisions in the Dodd-Frank Act 
were born out of necessity. The financial crisis made it clear that the existing secu-
rities regulatory landscape required an overhaul. NASAA sincerely appreciates the 
work of Chairman Johnson and Members of this Committee to ensure that investor 
protection remained the foremost goal of the legislative effort to usher in the next 
generation of financial services regulation. 

This comprehensive law was crafted to promote stronger investor protection and 
more effective oversight to help prevent another economic crisis and restore the con-
fidence of Main Street investors. The Dodd-Frank Act addresses a number of critical 
issues for investors by incorporating disqualification provisions to prevent securities 
law violators from conducting securities offerings under SEC Regulation D, Rule 
506; strengthening the accredited investor standard; and increasing State regulatory 
oversight of investment advisers. Dodd-Frank also includes a provision to safeguard 
senior investors from unqualified advisers and creates an investor advisory com-
mittee to advise the SEC on its regulatory priorities. In two other priority areas for 
investors, fiduciary duty and arbitration, the law authorizes the SEC to take action 
to provide enhanced protections and remedies for investors. 
Role of State Securities Regulators 

State securities regulators have protected Main Street investors from fraud for 
the past 100 years, longer than any other securities regulator. From the enactment 
of the first blue sky securities law in Kansas in 1911, State securities regulators 
continue, more so than any other kind of regulator, to focus on protecting retail in-
vestors. Our primary goal has been and remains to advocate and act for the protec-
tion of investors, especially those who lack the expertise, experience, and resources 
to protect their own interests. 

The securities administrators in your States are responsible for enforcing State 
securities laws, the licensing of firms and investment professionals, registering cer-
tain securities offerings, examining broker-dealers and investment advisers, pur-
suing cases of suspected investment fraud, and providing investor education pro-
grams and materials to your constituents. Like me, 10 of my colleagues are ap-
pointed by State Secretaries of State, five come under the jurisdiction of their 
States’ Attorneys General, some are appointed by their Governors and Cabinet offi-
cials, and others work for independent commissions or boards. Many call us ‘‘local 
cops on the securities beat.’’ I think of my State colleagues at NASAA as a national 
network of local crime fighters working to protect investors. 

Securities regulation is a complementary regime of both State and Federal securi-
ties laws, and we work closely with our Federal counterparts to uncover and pros-
ecute violators of those laws. 

States have been the undisputed leaders in criminal prosecutions of securities vio-
lators because we believe in serious jail time for securities-related crimes. Over the 
past few years, ranging from 2004 through 2009, State securities regulators have 
conducted nearly 14,000 enforcement actions, which led to $8.4 billion ordered re-
turned to investors. And, we have worked to secure convictions for securities laws 
violators resulting in more than 6,000 years in prison. 

Traditionally, State securities regulators have pursued the perpetrators at the 
local level who are trying to defraud the ‘‘mom and pop’’ investors in your States. 
That allows the SEC to focus on the larger, more complex fraudulent activities in-
volving the securities market at a national level. 

Even so, States have successfully exposed and addressed the conflicts of interest 
among Wall Street stock analysts by requiring changed behavior. We led all regu-
lators on late trading and market timing in mutual funds. And State securities reg-
ulators continue to lead the nationwide effort to address problems related to the 
offer and sale of auction rate securities, an effort that has resulted in the largest 
return of funds to investors in history. As regulators, we are convinced that every 
investor deserves protection and an even break. 
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Enhanced Investor Protections in Dodd-Frank 
As we enter our second century of investor protection, State securities regulators 

are at the forefront of investor protection. By passing and signing the Dodd-Frank 
legislation into law, President Obama and Congress signaled the beginning of a new 
era of investor protection and financial market oversight. Reforms now taking shape 
at the national level are giving new authority to State securities regulators to ad-
dress the challenges facing 21st century investors. 

Trust in the markets must be restored if our system of capital formation is to 
thrive. The Dodd-Frank Act helps restore investor trust by enacting a number of 
much-needed investor protections that empower State securities regulators to pro-
tect citizens from fraud and abuse in the financial markets. 
Reducing Investor Risk in Rule 506 Offerings 

Section 926 of the Dodd-Frank Act took a necessary first step toward reducing 
risks for investors in private offerings by requiring the SEC to issue rulemaking ex-
cluding securities law violators from utilizing the Regulation D, Rule 506 exemption 
(‘‘Rule 506’’) from securities regulation. In 1996, the National Securities Markets 
Improvement Act dramatically curtailed the authority of State securities regulators 
to oversee these unregistered private offerings. Rule 506 offerings are also exempted 
from Federal oversight and the SEC generally does not review them, so they receive 
virtually no regulatory pre-screening. 

These unregistered private offerings naturally have become a favorite vehicle for 
unscrupulous promoters, who use the Rule 506 exemption to fly under the radar. 
In 2009, more than 26,000 of these offerings were filed with the SEC with an esti-
mated offering total of $609 billion. Section 926 took the important step of ensuring 
that promoters and brokers who have a criminal or disciplinary history will no 
longer be able to prey on investors by using this exemption from registration. 

We appreciate the inclusion in the Dodd-Frank Act of the so-called ‘‘bad actor’’ 
disqualifier language to prevent recidivist securities law violators from conducting 
securities offerings under Rule 506. However, we continue to believe the best way 
to deter fraud is to fully reinstate State authority over these unregistered offerings 
through the repeal of Subsection 18(b)(4)(D) of the Securities Act of 1933. Allowing 
State securities regulators to review these offerings provides regulators with a pow-
erful weapon to detect and prevent fraud. 

As required under Section 926, the SEC recently proposed rules mandated by the 
Dodd-Frank Act to disqualify known securities law violators from using the exemp-
tion contained in Regulation D, Rule 506. The proposed rules protect investors with-
out hampering legitimate capital-raising by disqualifying felons and other ‘‘bad ac-
tors’’ from evading registration and review. Under the proposal, an offering would 
not qualify for the exemption from registration if the company issuing the securities 
or any other person covered by the rule had a specified ‘‘disqualifying event.’’ 

NASAA is a long-time supporter of the adoption of disqualification provisions for 
securities offerings under Rule 506. We commend the SEC for proposing disquali-
fication provisions that are in line with many of our concerns and will continue to 
work with the SEC to strengthen the proposal. 
Strengthening the ‘‘Accredited Investor’’ Standard 

Private offerings were originally intended only for institutional investors and so-
phisticated individuals who were presumed capable of assessing risks and making 
investment decisions without the benefit of regulatory review and registration. The 
‘‘accredited investor’’ standard, which sets out certain financial thresholds that must 
be met before an investor can purchase private offerings, was adopted as a means 
of assessing which investors could presumably fend for themselves. The standard as 
adopted by the SEC in 1982 has remained unchanged. Inflation has severely dimin-
ished the standard and eroded the investor protection goals it was meant to serve. 
To make matters worse, investors, and particularly retirees, with much of their net 
worth tied to their homes have been able to meet these diminished standards and 
purchase risky private placements that they may not fully understand. 

NASAA has long advocated for adjusting the definition of ‘‘accredited investor’’ in 
light of inflation and has expressed concern at the length of time the thresholds con-
tained in the definition have remained static. 

Section 412 of the Dodd-Frank Act addressed this problem by adjusting the finan-
cial thresholds in the definition of an ‘‘accredited investor’’, and by removing the 
value of the investor’s primary residence from the net worth calculation. Dodd- 
Frank also directs the SEC, 4 years after enactment, and once every 4 years there-
after, to review the definition of ‘‘accredited investor’’ to determine whether the re-
quirements of the definition should be adjusted or modified for the protection of in-
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vestors, in the public interest, and in light of the economy. Upon completion of the 
review, the SEC may adjust the other economic elements of ‘‘accredited investor’’. 

Raising the standard for individual investors will provide greater protection for 
investors and will aid State regulators in enforcement activities by furthering more 
accurate suitability determinations for those individuals who choose to take greater 
risks by investing in unregistered securities. 
Expanding State Oversight of Investment Advisers with the IA ‘‘Switch’’ 

The oversight of investment advisers has always been a partnership between 
State and Federal regulators, both of which are directly accountable to the investing 
public. Congress recognized the strong record of the States in this area when it en-
acted Section 410 of Dodd-Frank to expand State authority to include mid-sized in-
vestment advisers with $25 million to $100 million in assets under management. 

By the time this provision takes effect in mid-2012, State securities regulators 
will oversee the majority of all registered investment adviser firms. Having the 
States assume responsibility for mid-sized advisers will allow the SEC to focus on 
larger advisers. Investors will benefit from this change because it will enable the 
SEC to focus on the largest investment advisers, while mid-sized and smaller advis-
ers will be subject to the strong State system of oversight and regulation. 

States continue to prepare to receive oversight of approximately 3,200 mid-sized 
investment advisers from the SEC. Over the past year, NASAA members have been 
hosting a series of workshops for investment advisers in their jurisdictions. This 
outreach program is helping to educate federally regulated advisers about State reg-
istration and examination requirements. In addition, NASAA developed a memo-
randum of understanding calling for State securities agencies, when necessary, to 
assist one another with examinations of investment advisers. This MOU embodies 
the long-standing practice among NASAA members to work together to protect in-
vestors. NASAA members are actively engaged in sharing resources, including staff 
expertise, in an effort to bolster examination programs. 

Last month, the SEC extended its timeline for this ‘‘investment adviser switch’’ 
from later this year into the middle of 2012 to accommodate the reprogramming of 
the Investment Adviser Registration Depository (IARD) system and to give invest-
ment advisers sufficient time to transition from SEC to State registration. NASAA 
remains committed to coordinating the actions of the States in response to the 
SEC’s timetable and we will continue to work with the SEC, as well as industry, 
to see that the switch by investment advisers from SEC regulation to State regula-
tion goes as efficiently and seamlessly as possible. 
Extending the Fiduciary Duty 

State securities regulators routinely see the financial devastation caused when the 
interests of investors do not come first. That is why NASAA has consistently urged 
policymakers to protect investors by requiring all who provide investment advice 
about securities to be held to the fiduciary duty currently applicable to investment 
advisers under the Investment Advisers Act of 1940. 

Section 913 of the Dodd-Frank Act called for the SEC to examine the obligations 
of brokers, dealers, and investment advisers. We support the recommendations of 
the SEC staff report to apply a fiduciary duty to broker-dealers who provide person-
alized investment advice about securities to retail customers and believe it will have 
a significant positive impact on investors. NASAA looks forward to assisting the 
Commission as it develops rules to apply a fiduciary standard of care and loyalty 
to all who provide investment advice to ensure that this standard is as strong as 
the existing fiduciary duty of the Advisers Act. 
Delays to Important Investor Protections 

As with the fiduciary duty provision, Dodd-Frank shifts the ultimate responsi-
bility to decide whether, and in what form, several important investor safeguards 
will be delivered. For example, the SEC and the Commodity Futures Trading Com-
mission were given broad and sorely needed regulatory authority over certain seg-
ments of our marketplace, such as over-the-counter derivatives and private funds. 

Yet in spite of their increased responsibility, the agencies are operating at inad-
equate funding levels. NASAA has consistently urged Congress to support funding 
the SEC at the level requested by the Administration so that the agency can fully 
implement its responsibilities mandated by Dodd-Frank. We support funding the 
SEC at the $1.3 billion level authorized by Dodd-Frank to carry out the functions, 
powers and duties of the Commission for FY 2011. 
Giving Investors a Voice at the SEC 

The SEC has already deferred action on a number of new activities, such as the 
creation of the Office of Investor Advocate and the Investor Advisory Committee. In 
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2009, the SEC established an Investor Advisory Committee to provide the Commis-
sion with a variety of viewpoints regarding its regulatory agenda. The committee 
included a State securities regulator, along with other investor advocates, to make 
certain that all SEC regulatory actions serve the best interests of investors. 

This committee wound down in anticipation that legislation, ultimately the Dodd- 
Frank Act, would resurrect it under a statutory mandate. Indeed, Section 911 of the 
Dodd-Frank Act did require the SEC to establish and maintain a committee of in-
vestors to advise the SEC on its regulatory priorities and practices and also des-
ignated that a State securities regulator continue to serve as a member. SEC Com-
missioner Luis Aguilar recently said that this committee is of ‘‘critical importance 
to ensuring that the SEC is focused on the needs and the practical realities facing 
investors.’’ Unfortunately, budget uncertainty has forced the SEC to defer the cre-
ation of the Investor Advisory Committee. 

Providing Choice of Forum for Investors and Promoting Transparency 
Every year thousands of investors file complaints against their stockbrokers. Al-

most every broker-dealer presently includes in their customer agreements a manda-
tory pre-dispute arbitration provision that forces those investors to submit all dis-
putes that they may have with the brokerage firm or its associated persons to man-
datory arbitration. If cases are not settled, the only alternative is arbitration. For 
all practical purposes, the only arbitration forum available to investors is one ad-
ministered by the Financial Industry Regulatory Authority (FINRA). 

Arbitration has been presented to the investing public as an inexpensive, infor-
mal, totally private process that results in a speedy resolution of cases. However, 
the mandatory arbitration provisions in contracts take away the ability of a harmed 
customer to ‘‘have their day in court’’ by forcing investors into a forum that limits 
discovery, reduces the pleading standards and allows decisions in which there is se-
verely limited appeal. Arbitration as it exists does not treat the investing public 
fairly. If the system were a level playing field, arbitration probably would not be 
a universal requirement of the brokerage industry, and the investing public likely 
would embrace it voluntarily. Not surprisingly, studies have confirmed the belief 
that the securities arbitration forum is not perceived as fair to investors, and recov-
ery rates in fact favor the securities industry. 

In February, the SEC approved a FINRA rule proposal that would allow all inves-
tors filing arbitration claims the option of having an all-public panel, thus expand-
ing a pilot program to all investor claims. Historically, the panels had been com-
prised of two public arbitrators and an arbitrator who had worked in the securities 
industry. The FINRA rule change was an important step toward leveling the play-
ing field for investors and improving the integrity of the arbitration system. How-
ever, with the economy as it is today, investor confidence remains very low. Another 
major step in restoring investor confidence and industry integrity would be to re-
store investor choice in their agreements with their brokerage firm. 

Section 921 of Dodd-Frank provides the SEC with rulemaking authority to pro-
hibit, or impose conditions or limitations on the use of mandatory predispute arbi-
tration agreements if it finds that such prohibition, imposition of conditions, or limi-
tations are in the public interest and for the protection of investors. Pursuant to 
this provision, Congress should urge the SEC to use the authority provided the 
agency in Section 921 and impose rules prohibiting the mandatory nature of pre- 
dispute securities arbitration. This would allow investors the choice they ought to 
have between arbitration and litigation in an independent judicial forum. 
Funding the Grant Program to Safeguard Senior Investors from Unquali-

fied Advisers 
One of the highest priorities of NASAA’s membership is to protect vulnerable sen-

ior investors from investment fraud. We have long been concerned with the use of 
misleading professional designations that convey an expertise in advising seniors on 
financial matters. Many of these designations in reality reflect no such expertise. 
Our concern led us to promulgate a model rule designed to curb abuses in this area, 
and 27 States have adopted rules or laws governing the use of these designations. 

Section 989A of Dodd-Frank recognizes the harm to seniors posed by the use of 
such misleading activity and establishes a mechanism for providing grants to States 
as an incentive to adopting provisions meeting the minimum requirements of 
NASAA’s model rule on the use of designations in the offer or sale of securities or 
investment advice. The law provides parallel incentives for States that have adopted 
provisions meeting the minimum requirements of the National Association of Insur-
ance Commissioners’ model rule on the use of senior designations in the sale of life 
insurance and annuities. 
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The grants are designed to give States the flexibility to use funds for a wide vari-
ety of senior investor protection efforts, such as hiring additional staff to investigate 
and prosecute cases; funding new technology, equipment, and training for regu-
lators, prosecutors, and law enforcement; and providing educational materials to in-
crease awareness and understanding of designations. 

Unfortunately, disputes over the funding and leadership of the Consumer Finan-
cial Protection Bureau (‘‘CFPB’’) not related to investor protection have indefinitely 
delayed the creation of the senior investor protection grant program under Section 
989A. The CFPB Office of Financial Literacy must be fully funded and operational 
to begin issuing grants of up to $500,000 to States that have adopted the NASAA 
and NAIC model rules on misleading senior designations. These important senior 
investor protections should not be delayed because Congress has not provided suffi-
cient funding for the Federal financial regulatory agencies. 
Conclusion 

As discussed above, the Dodd-Frank Act provides meaningful, tangible benefits to 
investors. It requires the SEC to raise standards that are long overdue and blocks 
fraudulent actors from taking advantage of exemptions that should be reserved for 
reputable issuers. The Dodd-Frank Act empowers the SEC to raise the standards 
under which broker-dealers provide investment advice to ensure that the interests 
of investors come first. The law also recognizes the investor protection contributions 
of State regulators by increasing our authority over the regulation of investment ad-
visers and by ensuring we have a voice on both the SEC’s investor advisory com-
mittee and the Financial Stability Oversight Council. I am honored to serve on the 
FSOC along with my State banking and insurance colleagues. State regulators bring 
to the FSOC the insights of ‘‘first responders’’ who see trends developing at the 
State level that have the potential to impact the larger financial system. 

I want to thank Chairman Johnson for his consistent support for the important 
investor protections included in the Dodd-Frank Act. I appreciate your comments, 
Senator Johnson, that it ‘‘would be dangerous and irresponsible,’’ to rollback these 
hard-won reforms. 

Our message to Congress is simple and clear: Please continue your commitment 
to protecting investors and do not undermine the Dodd-Frank Act’s regulatory au-
thority either directly through legislative repeals or indirectly through a lack of ap-
propriate funding or delayed execution. 

We look forward to working cooperatively with the Senate Banking Committee, 
as well as all Members of Congress and fellow regulators to ensure full implementa-
tion of the investor protections included in the Dodd-Frank Act. 

PREPARED STATEMENT OF LYNNETTE KELLY HOTCHKISS 
EXECUTIVE DIRECTOR, MUNICIPAL SECURITIES RULEMAKING BOARD 

JULY 12, 2011 

Good morning Chairman Johnson, Ranking Member Shelby and Members of the 
Committee. I appreciate the invitation to testify today on behalf of the Municipal 
Securities Rulemaking Board. 

Since the MSRB was created by Congress in 1975 as the principal regulator for 
the municipal securities market, the MSRB has placed investors front-and-center in 
all of our market initiatives. Through our rulemaking over municipal market inter-
mediaries as well as our ground-breaking market information systems, we have put 
in place protections for the significant U.S. retail market for municipal securities.1 

While the MSRB’s original jurisdictional authority was limited to the regulation 
of broker-dealers and banks that buy, sell, trade and underwrite municipal bonds 
(referred to herein as ‘‘dealers’’) with the principal purpose of protecting investors, 
Title IX of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd- 
Frank Act) greatly expanded our ability to protect investors and increased our re-
sponsibilities to the marketplace by vesting us with the duties of regulating munic-
ipal advisors and protecting State and local government issuers, public pension 
plans and obligated persons. Over the past year, the MSRB has undertaken sub-
stantial rulemaking and transparency efforts to promote high standards of profes-
sional conduct and market disclosure aimed at creating conditions for fair, well-in-
formed financial decisions by all market participants. 
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The MSRB cannot act as a guarantor against poor decisions by either investors 
or issuers, or guard against the occurrence of adverse events in the market. How-
ever, we believe that a principles-based approach to regulating market inter-
mediaries leads to the best possible outcome in terms of market fairness and effi-
ciency. Key elements to ensuring such a fair and efficient market are such principles 
as suitability, disclosure, pricing and liquidity for investors. These elements also can 
have a substantial impact on the taxpayer’s wallet and the public’s confidence in 
the municipal market. 

Since Dodd-Frank was signed into law, the MSRB has been operating under the 
leadership of its first majority-public Board of Directors, which represents the inter-
ests of the public and municipal market investors and issuers, in addition to regu-
lated entities. This public Board has moved decisively but carefully to put in place 
safeguards that more fully protect the municipal market that is so fundamental to 
the public interest. 

Since last October, MSRB rulemaking initiatives have addressed fiduciary duty, 
fair dealing, municipal advisor registration, pay-to-play, gift-giving and supervision. 
We are also developing municipal advisor professional qualifications requirements, 
including appropriate licensing examinations, and have enhanced our Electronic 
Municipal Market Access (EMMA) Web site to allow investors unprecedented access 
to market data and disclosures. These are the initiatives I would like to discuss with 
you today. 
The Dodd-Frank Act and the Municipal Market 

First, I would like to address the impact of the Dodd-Frank Act on the municipal 
market. This piece of legislation represents the most significant change affecting the 
municipal market since 1986—including key changes in the regulatory landscape for 
municipal advisors,2 asset-backed securities,3 credit rating agencies 4 and deriva-
tives.5 Furthermore, to our knowledge, this is the first time Congress has enacted 
a law to protect issuers of securities.6 

The MSRB’s expanded authority falls under Title IX of the Dodd-Frank Act, 
which covers investor protections and improvements to the regulation of securities 
intermediaries. The Dodd-Frank Act granted the MSRB regulatory jurisdiction over 
municipal advisors.7 It also provides that MSRB rules for municipal advisors are to, 
among other things: (1) promote fair dealing, the prevention of fraudulent and ma-
nipulative acts and practices, and the protection of investors, municipal entities, and 
obligated persons; (2) prescribe means reasonably designed to prevent acts, prac-
tices, and courses of business that are not consistent with a municipal advisor’s fi-
duciary duty to its municipal entity clients; (3) prescribe professional standards; (4) 
provide continuing education requirements; (5) provide for periodic examinations; (6) 
provide for recordkeeping and record retention; and (7) provide for reasonable fees 
and charges necessary or appropriate to defray the costs and expenses of operating 
and administering the Board.8 

The establishment of a comprehensive set of rules for the activities of municipal 
advisors will provide significant protections to State and local governments and 
other municipal entities and will greatly enhance the existing protections afforded 
to investors beyond the protections already provided by the MSRB’s longstanding 
investor protection rules covering broker-dealers and banks. By way of illustration, 
the MSRB has previously established a series of investor protection rules covering 
the activities of brokers marketing 529 college savings plans, which are investments 
sold exclusively to parents, grandparents and other retail investors, many of whom 
may have little or no prior experience as investors. With the enactment of Dodd- 
Frank, the MSRB now has authority to adopt a more comprehensive set of rules 
that go beyond the brokers marketing 529 plans to professionals that advise the 
States on the structure and related fundamental matters relating to the operation 
of such 529 plans that have a direct impact on investors and beneficiaries of the 
plans. 

The MSRB has undertaken its Dodd-Frank responsibilities in a deliberate and 
thorough manner, recognizing that many of these financial professionals and prod-
ucts are falling under regulation for the first time. With respect to the Dodd-Frank 
provisions that affect the municipal market, but that come under the purview of 
other Federal regulators, the MSRB has provided input and coordinated with other 
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9 See, e.g., MSRB Comment Letter Re: SEC Proposed Rules on Registration of Municipal Advi-
sors, File No. S7–45–10 (February 22, 2011). 

10 MSRB Notice 2011–14 (February 14, 2011). 
11 Section 4s(h)(5) of the Commodity Exchange Act, as amended by the Dodd-Frank Act, re-

quires that a swap dealer with a special entity client (including States, local governments and 
public pension funds) must have a reasonable basis to believe that the special entity has an 
independent representative that satisfies these criteria, among others. Section 15F(h)(5) of the 
Exchange Act, as amended by the Dodd-Frank Act, imposes the same requirements with respect 
to security-based swaps. 

12 Pub. L. No. 111–203 §975, 124 Stat. 1922 (2010). 
13 SEC Complaint ¶ 1, SEC v. J.P. Morgan Securities LLP, Case No. 2:11–cv–03877 (D.N.J. 

July 7, 2011) (alleging fraudulent bidding practices by J.P. Morgan Securities in at least 93 mu-
nicipal bond reinvestment transactions); SEC Litigation Release No. 21956, Securities and Ex-
change Commission v. UBS Financial Services Inc. (May 4, 2011) (alleging fraudulent bidding 
practices by UBS Financial Services in at least 100 municipal bond reinvestment transactions); 
In the Matter of Banc of America Securities LLP, Exchange Act Release No. 63451 (December 
7, 2010) (alleging fraudulent bidding practices by Banc of America Securities in at least three 
municipal bond reinvestment transactions) [hereinafter Bid Rigging Enforcement Actions]. 

municipal market authorities to create consistent and well thought-out regulatory 
decisions.9 We would especially like to recognize the Securities and Exchange Com-
mission (SEC), the Financial Industry Regulatory Authority and the Commodity Fu-
tures Trading Commission in these coordination efforts. 
Fiduciary Duty 

I would now like to turn our attention to MSRB rulemaking efforts since the 
Dodd-Frank Act became effective. The Dodd-Frank Act has fundamentally altered 
the relationship of municipal advisors and municipal entities. As of October 1, 2010, 
municipal advisors owe a Federal fiduciary duty to their municipal entity clients 
under the Dodd-Frank Act. The MSRB has proposed a rule and interpretive guid-
ance to provide the underpinning for this fiduciary duty.10 The MSRB’s interpretive 
guidance would provide that a municipal advisor has a duty of loyalty to its munic-
ipal entity client, which requires the municipal advisor to deal honestly and in good 
faith with the municipal entity and to act in the municipal entity’s best interests. 
This duty of loyalty would also require municipal advisors to make clear, written 
disclosure of all material conflicts of interest and to receive written, informed con-
sent from appropriate officials of the municipal entity. 

The MSRB’s interpretive guidance would also require municipal advisors to exer-
cise due care in performing their responsibilities to municipal entity clients. That 
means that a municipal advisor should not undertake a municipal advisory engage-
ment for which the advisor does not possess the degree of knowledge and expertise 
needed to provide the municipal entity with informed advice. For example, a munic-
ipal advisor should not undertake a swap advisory engagement or security-based 
swap engagement for a municipal entity unless it has sufficient knowledge to evalu-
ate the transaction and its risks, as well as the pricing and appropriateness of the 
transaction.11 

We believe investors will benefit from ensuring that municipal advisors act in 
their clients’ best interest. Municipal securities offerings borne from self-interested 
advice or in the context of conflicting interests or undisclosed payments to third-par-
ties are much more likely to be the issues that later experience financial or legal 
stress or otherwise perform poorly as investments, resulting in significant harm to 
investors and increased costs to taxpayers. 

Importantly, under the Dodd-Frank Act, ‘‘municipal advisor’’ was defined to in-
clude guaranteed investment contract (GIC) brokers.12 That means that GIC bro-
kers now have a Federal fiduciary duty to their municipal entity clients and a duty 
of fair dealing to other clients, as described below. The proposed MSRB interpretive 
guidance on fiduciary duty would provide that they could not receive payments from 
other parties in return for giving them favorable treatment in what is supposed to 
be a competitive bidding process, even if they disclosed such payments. This is a 
major increase in the arsenal of enforcement agencies that, until now, have had to 
address this conduct through their anti-fraud jurisdiction. 

We believe that the new Federal fiduciary duty, and the MSRB’s proposed guid-
ance with respect to that duty arising from our new grant of authority under Dodd- 
Frank, would have squarely addressed much of the wrongdoing uncovered by the 
SEC, Internal Revenue Service and Department of Justice in their major GIC bid 
rigging investigation 13 had this Dodd-Frank provision been in place when the 
wrongdoing occurred. In light of these allegations concerning the conduct of GIC 
brokers, the MSRB Board of Directors will discuss whether additional guidance spe-
cifically directed at such conduct is warranted. 
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14 See, e.g., In the Matter of J.P. Morgan Securities Inc., SEC File No. 3–13673 (October 7, 
2010) (providing a plan of final distribution for the disgorgement and civil penalty paid by J.P. 
Morgan Securities for violating MSRB Rule G–17 and other Federal securities laws). 

15 17 C.F.R. § 240.10b–5, 15 U.S.C. 78j (2010). 
16 MSRB Notice 2010–37 (September 20, 2010). 
17 Pub. L. No. 111–203 §975, 124 Stat. 1918 (2010). 
18 MSRB Notice 2010–59 (December 23, 2010). 
19 MSRB Notice 2011–12 (February 14, 2011). 
20 Bid Rigging Enforcement Actions, supra note 12. 
21 MSRB Notice 2011–13 (February 14, 2011). 

Fair Dealing 
MSRB Rule G–17 provides that, in the conduct of its municipal securities and mu-

nicipal advisory activities, each dealer and municipal advisor must deal fairly with 
all persons and may not engage in any deceptive, dishonest or unfair practice. This 
‘‘fair dealing’’ rule is key to defining the relationships of dealers and municipal advi-
sors with investors and issuers, and has served as the basis for numerous enforce-
ment actions.14 The MSRB’s rule goes further than SEC Rule 10b–5 15 in that it im-
poses an affirmative duty to supply investors and issuers with disclosure about their 
transactions. This duty exists under the MSRB’s rule even in the absence of fraud. 

Last fall, the MSRB reminded dealers of their fair dealing obligations,16 including 
their duty to disclose to customers all material facts known by the dealer and those 
reasonably accessible to the market prior to or at the time of sale of a municipal 
security. The MSRB also stated that firms must analyze and disclose credit risks 
and other material information about a bond, such as redemption options or fea-
tures that would affects its tax status, in order to meet their fair dealing obliga-
tions. For example, if the credit rating of a municipal issuer was recently down-
graded, the dealer must provide an investor with this information. The MSRB made 
clear to the dealer community the critical importance of sharing with investors such 
key information so they are able to make the best possible decision based on their 
individual circumstances and risk tolerance. 

As I mentioned earlier, Congress expressly directed the MSRB in the Dodd-Frank 
Act to protect municipal entities.17 As one of the MSRB’s initial municipal advisor 
rules, the MSRB extended its fair dealing rule, MSRB Rule G–17, to cover the ac-
tions of municipal advisors.18 The MSRB has proposed two pieces of interpretive 
guidance under Rule G–17, which apply this basic principle of fair dealing to munic-
ipal advisors and to underwriters of municipal securities in their interactions with 
municipal entities, as well as with organizations such as hospitals and colleges that 
borrow through municipal entities (referred to in the statute as ‘‘obligated persons’’). 

The MSRB’s proposed interpretive guidance on fair dealing obligations for under-
writers 19 states that representations made by underwriters to issuers of municipal 
securities in connection with municipal securities underwritings must be truthful 
and accurate. It also requires an underwriter of a negotiated issue that recommends 
a complex municipal securities financing (e.g., a financing involving a swap) to dis-
close all material risks and characteristics of the financing, as well as any incentives 
for the underwriter to recommend the financing and any other conflicts of interest. 
The guidance also contains pricing and compensation standards. 

We note that, if true, the fraudulent and deceptive conduct of some major under-
writers alleged to have occurred in actions brought by the SEC and Department of 
Justice as a result of their GIC bid rigging investigation 20 would be considered a 
clear violation of Rule G–17 under this proposed interpretive guidance. 

The MSRB’s proposed interpretive guidance on fair dealing obligations for munic-
ipal advisors 21 covers a municipal advisor’s duties to obligated persons in a munic-
ipal securities or financial product transaction, as well as duties to municipal enti-
ties (such as public pension funds) when the advisor is soliciting business from a 
municipal entity on behalf of a third party. This guidance contains disclosure and 
competency requirements, as well as prohibitions on engaging in municipal advisory 
business in certain conflict of interest situations, such as those involving kickbacks. 
This interpretive guidance would offer protections to market participants when a 
stronger fiduciary duty does not exist. 

A dealer’s or municipal advisor’s compliance with its fair dealing obligations to 
municipal entities creates uniform practices and fair pricing methods that improve 
market efficiency and have cascading benefits to investors in terms of receiving a 
fair return on their investment. We believe our revised fair dealing rule to be a pil-
lar in investor protection. 
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22 MSRB Rule G–37 was adopted by the MSRB in 1994 due to concerns about the opportunity 
for abuses and the problems associated with political contributions by dealers in connection with 
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14, Number 3 (June 1994). 

23 MSRB Notice 2011–04 (January 14, 2011). 
24 MSRB Notice 2011–16 (February 22, 2011). 

Pay to Play 
As the first regulator to adopt a ‘‘pay to play’’ rule,22 the MSRB recognized the 

potential for market abuse that can arise as a result of market professionals using 
political contributions to influence the award of business by public officials. The 
MSRB has curbed potential abuses by underwriters of municipal securities that 
made political contributions to win business and is seeking to do the same for mu-
nicipal advisors. 

Municipal advisors that seek to influence the award of business by Government 
officials by making or soliciting political contributions to those officials distort and 
undermine the fairness of the process by which Government business is awarded. 
These practices can harm municipal entities and their citizens by resulting in infe-
rior services and higher fees, as well as contributing to the violation of the public 
trust of elected officials. The MSRB has proposed a rule that would, for the first 
time, regulate pay to play activities of firms and individuals that advise municipal 
entities, such as State and local governments and public pension plans, on munic-
ipal securities and municipal financial products, including derivatives.23 The rule 
would also cover firms and individuals that solicit investment advisory business 
from municipal entities, such as public pension plans, on behalf of others. 

Draft MSRB Rule G–42 would require quarterly disclosure of certain campaign 
contributions and would prohibit a municipal advisor from: 

• Engaging in ‘‘municipal advisory business’’ with a municipal entity for com-
pensation for a period of time beginning on the date of a non-de minimis polit-
ical contribution to an ‘‘official of the municipal entity’’ and ending 2 years after 
all municipal advisory business with the municipal entity has been terminated; 
and 

• Soliciting third-party business from a municipal entity for compensation, or re-
ceiving compensation for the solicitation of third-party business from a munic-
ipal entity, for 2 years after a non-de minimis political contribution to an ‘‘offi-
cial of the municipal entity.’’ 

Furthermore, draft MSRB Rule G–42 would prohibit municipal advisors and munic-
ipal advisor professionals from: 

• Soliciting contributions, or coordinating contributions, to officials of municipal 
entities with which the municipal advisor is engaging or seeking to engage in 
municipal advisory business or from which the municipal advisor is soliciting 
third-party business; 

• Soliciting payments, or coordinating payments, to political parties of States or 
localities with which the municipal advisor is engaging in, or seeking to engage 
in, municipal advisory business or from which the municipal advisor is soliciting 
third-party business; and 

• Committing indirect violations of Rule G–42. 
MSRB pay to play restrictions have served as a model for Federal and State regu-

lators imposing restrictions on pay to play activities in other areas and play a vital 
role in preserving market integrity. The MSRB has served as a key resource to such 
other regulators as they have developed and administered their rules. 

Gifts 
Gifts to employees controlling the award of municipal securities business by mar-

ket professionals can similarly harm investors. The MSRB limits these gifts by deal-
ers and recently proposed to extend the restrictions of MSRB Rule G–20 to munic-
ipal advisors.24 Just as the existing rule helps to ensure that dealers’ municipal se-
curities activities are undertaken in arm’s length, merit-based transactions in which 
conflicts of interest are minimized, amendments to Rule G–20 would help to ensure 
that engagements of municipal advisors, as well as engagements of dealers, munic-
ipal advisors, and investment advisers for which municipal advisors serve as solici-
tors, are awarded on the basis of merit and not as a result of gifts made to employ-
ees controlling the award of such business. 
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Supervision 
The establishment of a basic supervisory structure for municipal advisors is par-

ticularly important as the MSRB adopts new rules for municipal advisors that mu-
nicipal advisors must understand and comply with in order to avoid possible en-
forcement actions and to effectively put in place practices that serve to protect in-
vestors. The MSRB recently requested comment on a supervisory rule, draft MSRB 
Rule G–44, to require that each municipal advisor firm establish a supervisory 
structure to oversee compliance with applicable MSRB and SEC rules.25 

Draft Rule G–44 would require a municipal advisor to establish and maintain a 
system to supervise the municipal advisory activities of each associated person de-
signed to achieve compliance with applicable rules. Draft Rule G–44 would also re-
quire municipal advisors to adopt, maintain and enforce written supervisory proce-
dures designed to ensure that the conduct of the municipal advisory activities of the 
municipal advisor and its associated persons are in compliance with applicable 
rules. 

Board of Directors 
The new composition of the MSRB’s Board of Directors has assisted us in carrying 

out our regulatory actions over the past year. The Dodd-Frank Act requires the 
MSRB’s governing Board to be majority-public and to include municipal advisors.26 

On October 1, 2011, the MSRB seated a 21-member Board with a majority of pub-
lic members, including three municipal advisors.27 The Board also includes rep-
resentatives of issuers and investors, as well as members representing securities 
firms and banks. We have a newly structured majority-public Nominating Com-
mittee chaired by a public member. 

We believe this Board of Directors reflects the benefits of a self-regulatory organi-
zation and, at the same time, the wisdom of increasingly diverse and public mem-
bership. Our rulemaking—and the public’s interest—has benefited from the many 
perspectives offered by our Board members. The Board vigorously debates issues, 
carefully considers the experience and insight of each of its members and then pro-
ceeds with the best possible course of action. We believe the progress we have made 
over the last 9 months in further protecting the market has been unprecedented. 

The rules I have mentioned are just a small part of the regulatory backbone that 
helps support a fair and efficient municipal market. 

Professional Qualifications 
It is vital to our mission that municipal market professionals can competently pro-

vide their services to investors and municipal entities. The MSRB Professional 
Qualification Program fosters competency of municipal professionals and compliance 
with MSRB rules through required examinations and continuing education. The 
Dodd-Frank Act requires the MSRB to set standards of professional qualification for 
municipal advisors.28 The MSRB has been conducting outreach events and focus 
groups to gather input from municipal advisors and others about the development 
of a professional qualification examination to assess the competency of entry-level 
municipal advisors. 

The MSRB recently organized a municipal advisor examination working group to 
consider all comments received by the MSRB, assess commonalities in municipal ad-
visory activities and provide additional input. The working group expects to survey 
registered municipal advisors about the proposed examination content in late 2011 
and use the results of the survey to prepare a draft examination content outline. 
We will continue to keep interested parties apprised of our progress in this area as 
we proceed. 

EMMA and Market Transparency 
I would now like to discuss another top priority of the MSRB—market trans-

parency. Beginning as a pilot program in 2008, our EMMA system, at 
www.emma.msrb.org, has transformed the transparency of the municipal market. 
Any investor can now access from anywhere hundreds of thousands of disclosure 
documents and real-time trading information on 1.5 million outstanding municipal 
bonds. We provide all of this information to the public for free. 
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EMMA was created for the purpose of providing retail investors with easy access 
to key market information that was previously unavailable or difficult to find. Retail 
investors are heavily involved in the municipal market, with retail trades (generally 
viewed as trades of $100,000 or less) accounting for over 80 percent of the approxi-
mately 7.3 million customer transactions in municipal securities over the past 
year.29 The MSRB’s EMMA Web site supports well-informed decisionmaking by 
these investors. 

Over the past year, the MSRB has greatly expanded the amount and type of infor-
mation available to investors on EMMA. The MSRB began providing interest rate 
information on EMMA about auction rate securities (ARS) and variable rate demand 
obligations (VRDO) in 2009, after instability in these markets raised significant dis-
closure and market transparency concerns. Today EMMA remains the only source 
of current, market-wide interest rates for variable rate securities available to the 
general public. In May 2011, the MSRB enhanced EMMA to provide public access 
to key ARS auction and VRDO liquidity information, including actual copies of li-
quidity documents such as a letter of credit. Providing investors with easy access 
to these documents and data increases their ability to make informed decisions 
about investing. The MSRB testified before you in 2009 regarding our plans to in-
crease the information and documents available about ARS and VRDOs 30 and I am 
happy to report that this increased transparency has been accomplished. 

EMMA also is a tool for issuers to communicate important information about their 
bonds and their finances to investors. The MSRB received requests from State and 
local government issuers to provide the ability for issuers to voluntarily post pre-
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liminary official statements to EMMA. We are happy to announce that, as of May 
2011, we have made this possible. Preliminary official statements can provide poten-
tial investors with the details of a new issue before it comes to market. Issuers in 
several States have already taken advantage of this new EMMA feature—including 
South Carolina, Utah, Kentucky, Florida and Wisconsin—and we expect its use to 
increase over time. 

As part of its investor protection rules, the MSRB requires timely disclosure by 
our regulated entities and promotes good continuing disclosure practices by issuers. 
Issuers provide some types of continuing disclosure information under SEC Rule 
15c2–12. The MSRB has added the ability for issuers to submit numerous voluntary 
disclosures that go beyond this SEC baseline. Most recently, the MSRB enhanced 
EMMA to allow issuers to submit information about the timing and accounting 
standard used to prepare annual financials. This helps investors acquire a more 
complete picture of the issuers and issues in which they are investing. As EMMA 
provides a centralized location for disclosures, investors and others interested in the 
disclosure practices of issuers and trading activity of bonds can easily use EMMA 
to access and compare the available information. 

The MSRB will continue to improve EMMA. This fall, EMMA will display credit 
ratings from one or more of the Nationally Recognized Statistical Rating Organiza-
tions. These ratings will be available on the EMMA Web site, for free, and updated 
in real-time. 

Conclusion 
The municipal market funds much of this nation’s health, education and transpor-

tation infrastructure. It is the MSRB’s role to balance and protect the competing in-
terests in this public-purpose market. Where we have the jurisdiction and ability 
to act, the MSRB has raised the bar on professional conduct by financial profes-
sionals and advanced market transparency in many significant ways. The benefits 
of these efforts ultimately flow to the investor and taxpayer. 

The MSRB is dedicated to a thoughtful, thorough rulemaking process that in-
volves significant input from municipal market participants. We depend on input 
from investors, issuers, industry members and others to ensure MSRB rules are 
timely and appropriate. We believe that this widespread participation in rulemaking 
makes both the process and the product at the MSRB as balanced as possible and 
in the best interests of investors and municipal entities. 

We believe we not only have a responsibility to write regulations and provide 
transparency, but also a corresponding responsibility to educate market participants 
on the progress of these efforts. Since the Dodd-Frank Act, the MSRB has conducted 
outreach events across the country to provide a forum for education and input re-
garding our new mission and jurisdiction. We appreciate the opportunities provided 
by the Dodd-Frank Act to improve the municipal market and look forward to con-
tinuing to work with Congress, industry members, issuers and investors with this 
goal in mind. 

I thank you again for the invitation to speak today and will take any questions 
you may have. 
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1 Mr. Pitt is the Chief Executive Officer of Kalorama Partners, LLC, and its law-firm affiliate, 
Kalorama Legal Services, PLLC. Prior to founding the Kalorama firms in 2003, Mr. Pitt served 
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mitted to enhancing their fidelity to important fiduciary and governance principles, internal con-
trols and compliance programs. 

PREPARED STATEMENT OF HARVEY L. PITT1 
FORMER CHAIRMAN, SECURITIES AND EXCHANGE COMMISSION 

JULY 12, 2011 

Introduction 
Chairman Johnson, Ranking Member Shelby, Members of the Committee: 
I am pleased to appear before you today to respond to this Committee’s invitation 

to testify about the critical issue of ‘‘Enhanced Investor Protection After the Finan-
cial Crisis.’’ The financial crisis that began in 2007–2008 was, as we know only too 
well, one of the worst economic collapses this Country has experienced. The failures 
that led to that collapse are manifold, but principal among them, in my view, was 
the failure of our regulatory system (and financial regulators) to respond effectively, 
efficiently and with alacrity to both the warning signs that a crisis was imminent, 
and to cabin what eventually became a full-blown crisis. 

Thus, I strongly believe this Country needed (and still needs) to reform its finan-
cial regulatory apparatus, and that was clearly the impetus behind the adoption and 
enactment of the Dodd-Frank Wall Street Reform and Consumer Protection Act (‘‘D– 
F’’). The Committee has specifically requested that testimony today focus on Titles 
IV and IX of D–F, which were intended, among other things, to enhance ‘‘investor 
protection.’’ While Congress’ intent in passing D–F was laudable, and while there 
was a compelling need to reform our financial regulatory system, D–F unfortunately 
did not provide the regulatory reform that our financial and capital markets, and 
those who invest, so urgently needed, and still require. 

Notwithstanding my belief that D–F falls short of what we need, I believe the 
principal effort at this point should be to figure out what it will take to make the 
substance of D–F workable. Thus, my testimony is directed at the changes needed 
to enable D–F to fulfill its goals, without incurring many of the unintended con-
sequences that I believe plague so much of this legislation. The views I set forth 
are solely my own, formed on the basis of an aggregate of over 43 years experience 
in the financial and capital markets, both as a regulator, as a counselor to those 
in the financial services industry and, for the past 8 years, as the Chief Executive 
Officer of Kalorama Partners, LLC and its law-firm affiliate, Kalorama Legal Serv-
ices, PLLC.2 My views do not reflect the views of any past or current clients of the 
Kalorama firms, and do not reflect the views of the SEC. 
Summary 

There is no question that, in the wake of the financial crisis that began in 2007– 
2008, financial regulatory reform was needed. We needed a more nimble regulatory 
regime. However, the legislation passed nearly 1 year ago did not provide the reform 
the Country needed. While this is not the forum in which to revisit all the problems 
with D–F, in brief, I believe the Country required that financial regulatory reform 
provide three critical elements: 

• A steady flow of significant, current information on the activities of anyone 
playing a meaningful role in our financial and capital markets; 

• The imposition on Government of a duty to analyze the information it receives 
to discern trends and developments, along with the obligation to publish, ge-
nerically, the trends and developments Government discerns; and 

• The grant to the Government of the ability to create so-called tripwires, so that 
as trends start to become apparent, Government can halt those trends until it 
determines (subject to appropriate Congressional oversight) whether these 
trends are potentially harmful and, if so, what steps should be taken to cabin 
their further development. 

D–F did not achieve these goals. Worse, the Act is unduly complex, adds more 
layers of regulatory bureaucracy to an already over-bloated bureaucracy, makes fi-
nancial regulation more cumbersome and less nimble than it already was, and con-
tains the seeds for destroying the independence of three regulators whose independ-
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Continued 

ence was always a strength of our existing regulatory system-the Federal Reserve 
Board, the SEC, and the CFTC.3 

Notwithstanding these impediments, the SEC and other financial regulators have 
been working assiduously to adopt hundreds of new rules, and produce a plethora 
of written studies, often without being afforded the necessary time to achieve the 
demands imposed by D–F, including rules to implement provisions under Titles IV 
and IX of D–F—the Committee’s current focus—as well as Title VII and other provi-
sions of the Act, and many more rules are in process. While the SEC has valiantly 
attempted to address, through its rulemaking, many of the concerns that I and oth-
ers have raised regarding the potential for mischief contained within the 2,300+ 
pages of D–F, there is only so much the Agency can, or should, do once Congress 
has expressed its judgment on important policy issues. 

Without attempting to be exhaustive regarding the myriad problems I perceive in 
Titles IV and IX of D–F, there are four provisions that particularly deserve this 
Committee’s attention if D–F is to serve its intended investor protection purposes: 

• The expansion of the SEC’s examination and regulatory responsibilities over 
hedge funds, private equity firms, and some venture capital firms (as well as 
enhanced obligations regarding credit ratings agencies) that the SEC cannot 
possibly fulfill given the current wording of D–F and the lack of appropriate re-
sources; 

• The establishment of a whistleblower ‘‘bounty’’ program that: 
• creates negative incentives that threaten to undermine corporate compliance 

programs; 
• threatens to make every ‘‘tip’’ of which both the SEC and private sector firms 

become aware a ‘‘Federal case’’; and 
• sets the SEC up for failure by likely causing it to be inundated with a slew 

of ‘‘tips,’’ without giving it the resources necessary to ‘‘separate the wheat 
from the chaff’’; 

• Corporate governance provisions that: 
• intrude on the traditional province of State corporate law; 
• favor certain special interests at the expense of rank and file shareholders; 

and 
• impose significant unanticipated costs on corporations, and thus shareholders; 

and 
• Provisions that establish a new Office of Investor Advocate that: 

• Undermine the authority not only of the Staff but of the Commission itself 
with respect to both enforcement and rulemaking decisions; and 

• Create a potentially divisive source of internal second-guessing that may ac-
tually slow down, rather than facilitate, regulatory reforms that protect retail 
investors. 

Discussion 
1. Increasing the SEC’s Examination Responsibilities 

As a result of Title IV of D–F, and especially D–F §§402 & 403, the SEC’s jurisdic-
tion over hedge funds, private equity funds and certain venture capital firms has 
increased exponentially. While there is a paucity of precise data, it appears that, 
as of the end of 2009, there were over 9,000 hedge funds in existence.4 The Commis-
sion already oversees approximately 11,000 registered investment advisers and 
6,000 registered securities broker-dealers, beyond which D–F imposes on the SEC 
new oversight responsibilities for credit ratings agencies, municipal securities deal-
ers and a host of swaps professionals and participants. 

Putting to one side the substance of D–F’s creation of a new regulatory regime 
for hedge funds and other private fund investment advisers,5 the grant of this au-
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disappeared. But, no nexus has ever been suggested between the economic crisis that began in 
2007–2008 and the market/investment activities of hedge funds. 

6 See Compliance Programs of Investment Companies and Investment Advisers, Investment 
Company Act Rel. No. 25925, Investment Advisers Act Rel. No. 2107, 79 SEC Docket 1696 (Feb. 
5, 2003). 

7 ‘‘Enlisting’’ third-party expert examiners is not a guarantee against future Madoffs, but it 
will equalize the sophistication gap that exists between the young men and women who perform 
examinations for the SEC, on the one hand, and the experienced money managers whose oper-
ations the SEC Staff must examine. 

thority begs the question: How will the SEC exercise its oversight and compliance 
examination responsibilities once it has registered these new entities? It seems rath-
er clear that the SEC’s own compliance and examination efforts cannot match the 
number of entities requiring examination, or the sophistication and diversity of in-
vestment strategies with which the SEC’s Staff will be confronted. Despite promises 
of new funding that were made when D–F was first enacted, the current budget cri-
sis makes it impossible that the Commission will have sufficient resources to enable 
it to: 

• Develop the necessary expertise to permit it to examine an additional 9–10,000 
new entities subject to its jurisdiction; 

• Deploy such expertise as it has to perform regular compliance examinations; or 
• Provide investors with appropriate confidence that the funds in which they in-

vest are subject to extensive compliance oversight by the Federal Government. 
In February 2003, under my direction, the SEC proposed to require all investment 

advisers to undergo an exemption every year, or in the case of smaller advisers, 
every 2 years, by an independent, expert, private-sector entity that would perform 
a detailed compliance ‘‘audit’’ akin to the annual financial audits performed by inde-
pendent outside public accounting firms.6 The Commission would define requisite 
independence and expertise, and would dictate the substance of the annual (or bien-
nial) compliance audit, and these audits would result in the preparation of a de-
tailed report of findings that would be submitted both to the SEC and to the gov-
erning board of the funds whose advisers are examined. 

Although this is a proposal that could address the serious problems that inhere 
in the SEC’s existing compliance examination process, this proposal—or anything 
comparable—has not yet been adopted by the Commission. It is, in my view, long 
overdue, and should be mandated by Congress, to reduce the likelihood of future 
‘‘Madoff-like’’ situations.7 
2. Whistleblower Provisions 

D–F §922 creates a new SEC whistleblower program that was intended to in-
crease both the number and quality of ‘‘tips’’ received by the SEC from anyone who 
becomes aware of ‘‘possible’’ misconduct that could adversely affect our capital mar-
kets. It cannot be gainsaid that a well-designed whistleblower program that 
achieves the goal of providing the Commission with better access to quality indica-
tions of potential wrongdoing is a proposal that could benefit investors enormously. 
But, as D–F was enacted, this provision threatens to undermine corporate govern-
ance, internal compliance and the confidence of public investors in our heavily regu-
lated capital markets. 
a. Impact on Corporate Governance and Internal Compliance Programs 

Over the last half-Century, great strides have been taken to provide investors 
with the most valuable first-line of defense against securities fraud and other forms 
of misconduct—internal corporate governance has been improved to ensure that cor-
porate employees inculcate and adhere to proper values, while internal compliance 
processes at the firms of securities professionals have been strengthened and ex-
panded to nip nascent potential frauds in the bud. While it is undoubtedly beneficial 
to encourage those who become aware of possible misconduct to report to their firms 
and corporations any perceived instances of misconduct, and to encourage those 
firms and corporations to inquire into perceived instances of misconduct, D–F and 
the rules it compelled the SEC to adopt threaten to have exactly the opposite effect. 

D–F, and the SEC rules adopted under it on May 25, 2011, may incentivize tip-
sters to submit unsupported—and possibly speculative or even frivolous—‘‘tips’’ di-
rectly to the SEC, rather than to the companies or firms to which their ‘‘tips’’ relate. 
More significantly, the system created threatens to divert the SEC Staff’s attention 
away from more productive investigations. This is a logical outcome of the fact that 
the D–F whistleblower provisions give formal legal rights to those who claim their 
‘‘tips’’ were significant factors in the SEC’s ability to recover monetary payments in 
excess of $1 million, as a result of alleged securities-related misconduct. I believe 
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that the potentially huge amounts at stake—a bounty ranging from between 10 and 
30 percent of the monetary sanctions recovered in any successful enforcement action 
that resulted from the tip—and D–F’s unfortunate premium for being ‘‘first in line,’’ 
will at best undermine, and at worst eviscerate, companies’ existing internal compli-
ance programs. 

Sound risk management practices as well as legal requirements, such as the Sar-
banes-Oxley Act (‘‘S–Ox’’), place great emphasis on companies’ implementation of ro-
bust compliance programs to help ensure that wrongdoing is prevented or detected, 
and if detected, stopped and remedied as quickly as possible. Companies with strong 
compliance programs may be able to detect and remedy misconduct more quickly 
and more effectively than the SEC can, given the Commission’s many other respon-
sibilities and its need to comply with the legal formalities required of Government 
actors. Public investigative and enforcement processes simply take more time than 
internal action. 

However, D–F §922 and the SEC’s implementing rules do not require an employee 
first to report internally the suspected wrongdoing. Instead, they create over-
whelming financial incentives to bypass internal reporting mechanisms and require-
ments, and go directly to the SEC with their tips. As a result, they may effectively 
deny companies the opportunity to detect and take prompt remedial action in re-
sponse to internally reported tips from employees. They also reduce the likely qual-
ity of any tips received by placing more importance on speed than factual support. 
By diverting tips and complaints from internal compliance and legal channels to the 
SEC, the whistleblower provisions paradoxically may result in violations continuing 
and becoming more serious. This is the very opposite of the result intended by Con-
gress in enacting both S–Ox and D–F. 

In response to comments prior to the promulgation of the final rules, the Commis-
sion acknowledged the potential of §922 to undermine internal compliance pro-
grams, and adopted certain measures that are intended to ‘‘encourage’’ employees 
to report wrongdoing to their compliance or legal departments, before or at the same 
time they report to the SEC. These are: 

• A provision granting an employee whistleblower status as of the date the em-
ployee reports the information internally, if the employee provides the same in-
formation to the SEC within 120 days, thereby affording employees the ability 
to report the alleged wrongdoing internally first, without losing their ‘‘spot in 
line’’ for a possible award from the SEC. 

• A provision that credits employees who report their suspicions internally first 
with information obtained from a company’s internal investigation, that re-
sulted (in whole or in part) from information that was reported internally by 
the whistleblower, even if the internal report, by itself, would not have been 
‘‘sufficiently specific, credible, and timely’’ to ‘‘commence or reopen an [SEC] in-
vestigation . . . ’’ 

• A provision permitting the SEC to consider initial internal reporting as a factor 
weighing in favor of larger whistleblower awards. This provision, however, is 
permissive, not mandatory. Indeed, the failure to report suspicions internally 
will not necessarily result in a lower bounty, and whistleblowers who fail to re-
port internally are still eligible to receive the highest possible bounty—30 per-
cent. 

I do not believe these measures, taken together, create sufficient affirmative in-
centives to ensure that employees will actually report their suspicions internally 
first. Tipsters who bypass internal compliance procedures and report to the SEC in 
the initial instance—even after they become aware of an internal investigation 
about the alleged wrongdoing—are still eligible for a 30 percent award, and tipsters 
who do report internally first are not assured of receiving the highest level award. 
Further, with the lure of million-dollar bounties, it is unlikely that potential whis-
tleblowers will consider (assuming they understand) the prospect that they will be 
credited with the additional information generated by an internal investigation initi-
ated as a result of an internal report. I believe that, notwithstanding the SEC’s ef-
forts to incentivize initial internal reporting, the overwhelming majority of tipsters 
will report directly to the SEC, bypassing their companies’ internal reporting mech-
anisms and compliance departments. 

Other provisions of the rules exacerbate the potential for damage to corporations’ 
existing internal compliance programs. Specifically, the exclusion from eligible whis-
tleblower status of internal compliance and internal audit personnel—including law-
yers who receive tips in the context of a privileged attorney-client communication— 
is not meaningful. This is because the ‘‘exclusion’’ carves out, and thus makes eligi-
ble for whistleblower status, internal compliance, internal audit and legal personnel 
who claim ‘‘a reasonable basis to believe that disclosure of the privileged informa-
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tion is necessary to prevent substantial injury to the financial interest or property 
of investors.’’ 

As both Commissioners Casey and Paredes have observed, these exceptions effec-
tively swallow the rule. Consequently, as a practical matter, such personnel are eli-
gible to receive a bounty without taking any further internal action; like all other 
persons eligible for whistleblower status, these persons are not subject to a prior in-
ternal reporting requirement, despite being the very individuals directly charged 
with responsibility for the company’s internal compliance, internal audit and legal 
functions. 

By effectively negating the exemption of internal compliance and audit personnel 
from eligibility for whistleblower status, the rules: (1) create additional disincentives 
for both business heads and other employees to bring problems to the attention of 
internal compliance personnel, for fear that they will turn around and go directly 
to the SEC; (2) engender mistrust of internal compliance and audit personnel; and 
(3) otherwise create internal divisiveness between business lines and internal con-
trol support functions. 
b. Transforming Every ‘‘Tip’’ into a Federal Case 

Whether or not a tip is first reported to the tipster’s employer, a likely con-
sequence of this provision of D–F will be to convert every tip into a significant or-
deal for those companies that learn of them. This is so for several reasons. 

• Depending on the volume of tips received, but even if the Agency is not inun-
dated with tips, it is in the SEC Staff’s interest to refer every tip to the com-
pany or firm to which the tip relates, for initial review. In that way, the SEC 
Staff will not run the risk that they may mistake a valuable tip they receive 
for something of no real consequence. 

• Once a tip is referred to a company—either by the tipster or by the SEC Staff— 
companies will have little choice but to elevate every tip to a higher level of at-
tention than would otherwise be appropriate. After all, if a company inves-
tigating a tip wants to avoid having to go through at least two investigations— 
one by the company itself, and one by the SEC Staff—it will want to be able 
to document precisely how a spurious tip misses the mark in reality. This will 
add extensively to the cost of handling these kinds of tips, whether or not the 
tip has any merit at all. 

• Because the tipster will have legal rights to recover money if it turns out the 
tip has merit and leads to a recovery in excess of $1 million, the company may 
feel the necessity of expending undue resources on even frivolous tips, since a 
company determination the tip is frivolous that persuades the SEC Staff may 
result in litigation brought to contest the company’s bona fides in reaching it 
conclusion that the tip had no merit. 

This is a hidden ‘‘cost’’ of this provision of D–F that will elevate the price ex-
tracted for those who seek, in good faith, to comply with the statute. 
c. Impact on SEC Resources and Efficiency 

In addition to the concerns I have about the whistleblower provisions’ potentially 
devastating consequences for internal compliance programs, I am also concerned 
about the potentially impact of these provisions on the SEC itself. The prospect of 
huge bounties merely for reporting a ‘‘possible’’ violation will spur an excessive flow 
of whistleblowing claims to the SEC, with people reporting claims based on weak 
or speculative information or reporting wholly spurious claims ‘‘just in case.’’ And, 
while responsible counsel for whistleblowers could serve as effective gatekeepers, 
there is no assurance they will do so. D–F §922 specifically provides that any whis-
tleblower, who makes a claim, may be represented by counsel, and must be rep-
resented by counsel if he or she wishes to submit the claim anonymously. 

It is therefore not surprising that the Commission, in its adopting release, esti-
mated that it will receive approximately 30,000 tips, complaints and referral sub-
missions each year. Further, despite the extraordinary number of tips expected, nei-
ther the statute nor the rules ensure that the quality of tips is commensurately 
high. To the contrary, as the adopting release acknowledges, the standards for 
qualifying for a bounty under the False Claims Act are much higher than those 
under D–F. Yet, the SEC has been given relatively few additional resources with 
which to ‘‘separate the wheat from the chaff,’’ and has set aside $450 million to fund 
a pool from which rewards can be paid. D–F requires the SEC to establish a new, 
separate office within the agency to administer and enforce the whistleblower provi-
sions. This new office will report annually to House and Senate committees on its 
activities, whistleblower complaints, and the SEC’s response to such complaints. 
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However, due to funding constraints, that office is being staffed out of existing SEC 
personnel—diverting them from other responsibilities. 

In short, the SEC is being set up for failure. That serves no one’s interests, let 
alone that of investors. Somewhere, somebody should step back and say, ‘‘We are 
piling all these responsibilities on, creating all these new provisions, but how do we 
expect the agency to cope?’’ The SEC has been given more rulemaking, more studies 
and more demanding responsibilities under D–F than any other financial regulator, 
but was denied what many other financial regulators have—the ability to self-fund 
its operations (with accountability to Congress for the policy decisions it makes). 
The SEC should be given this authority, provided there is full and complete account-
ability to Congress on the uses to which the SEC proposes to put the funds available 
to it through this mechanism. 

d. Proposed Amendment 
On May 11, 2011, Rep. Michael Grimm of New York circulated draft legislation 

that would amend D–F to require a whistleblower to first report fraud through an 
internal compliance program before being eligible to receive an award under the 
program. I strongly support such an amendment. Indeed, I would go further and ad-
vocate that the ‘‘carve-out’’ from the exemption for whistleblower eligibility for inter-
nal compliance, audit and legal personnel be tightened, if not completely eliminated. 
2. Corporate Governance 
a. Proxy Access. 

D–F’s proxy access provisions are intended to promote shareholder democracy by 
requiring companies to include board candidates in management’s proxy materials 
if nominated by shareholders holding at least 3 percent of the voting equity for at 
least 3 years. As a practical matter, however, the proxy access provisions, which 
have been stayed by the SEC pending the outcome of litigation over the validity of 
the Commission’s rule, give disproportionate influence to certain shareholder con-
stituencies—such as unions and pension funds—that have special interests that 
may be different from, or even adverse to, rank and file investors. Given that these 
special shareholder constituencies already usually possess significant leverage to af-
fect corporate policy through the power of collective bargaining, it is not clear why 
providing them with an additional means of advancing their interests promotes 
shareholder democracy. 

And, it follows that, if the benefits of the new rule were overstated, the likely 
costs of the rule were not properly considered. Contested elections are expensive, 
and shareholders ultimately bear their cost. While the SEC said in its adopting re-
lease that it expects about 51 proxy contests a year as a result of the new rule, that 
would mean a drop from the 57 contested corporate elections in 2009. It is not clear 
how a rule designed to facilitate shareholder nominees can lead to fewer contested 
elections? 

While recognizing that some companies likely would oppose a particular share-
holder nominee, and incur the consequent expenses, the Commission assumed that 
these costs would be limited because the directors’ fiduciary duties would prevent 
them from using corporate funds to resist shareholder director nominations in the 
absence of any good-faith corporate purpose. Even if this assumption were true in 
an abstract sense, there is no way to quantify it sufficiently to support the Commis-
sion’s estimates of the number of proxy contests likely to result from the new rule. 

Quite apart from the flaws in the Commission’s cost-benefit analysis, the new 
rules reflect an unnecessary and ill-advised change in shareholders’ rights, by pre- 
empting State law—the traditional source of such rights—in favor of imposing a 
new, one-size-fits-all regime on corporations from which they cannot opt out, even 
if their shareholders would prefer to do so. In 1934, when this Committee’s prede-
cessors passed the Securities Exchange Act, power over proxy contests was divided 
between the Federal Government and the States. State law determines what sub-
stantive rights a corporate shareholder may claim, while Federal regulation was in-
tended to govern the disclosure applicable to, and the mechanics of, shareholder 
votes. 

In stark contrast, this provision of D–F turns the traditional situs of legal author-
ity over shareholder voting power on its head. And, it ignores the most efficient 
ways to have resolved the thorny issue of proxy access: 

• Given the current ubiquitous state of computer facilities, proxy materials should 
no longer be required to printed and mailed to corporate shareholders. Instead, 
the Commission should permit proxy solicitations to occur utilizing electronic 
communications. This change alone would diminish much of the effort on the 



54 

part of corporate insurgents to utilize management’s proxy materials to further 
their own policy choices. 

• Even in the absence of a shift to electronic proxy solicitations, all the SEC need 
do is provide that shareholders have the right to amend their corporation’s by- 
laws in whatever way State law permits, including an amendment to permit 
whatever form of proxy access the requisite number of shareholders approves. 
By dictating the mechanics of how this issue would be presented to share-
holders (in particular, limiting the number of such proposals as well as the size 
and length of shareholdings entitling a shareholder to make such a proposal in 
management’s proxy materials), the SEC has a relatively non-controversial way 
to resolve the thorny issue of proxy access without turning the supremacy of 
State law over shareholder voting rights on its head. 

• This approach would take advantage of changes to State laws regarding proxy 
access. In 2007, the Commission considered amending Rule 14a–8(i)(8) to per-
mit shareholders to propose binding shareholder resolutions to amend a com-
pany’s by-laws to require the company to grant proxy access. Since 2007, the 
Delaware General Corporation Law and the ABA’s Model Business Code have 
been amended to include provisions that explicitly permit proxy access bylaws 
and proxy reimbursement bylaws. 

• This would have been (and still would be) an appropriate approach to proxy ac-
cess. An enabling proxy access rule would avoid discriminatory distinctions 
among shareholders—potentially pitting self-interested groups, like unions and 
pension funds, against the average rank and file investor—in favor of true 
shareholder suffrage. Such an approach would facilitate companies’ and share-
holders’ State-given rights to determine the processes that govern the nomina-
tion and election of directors, based on their unique circumstances. This ap-
proach would also, of course, facilitate shareholders’ ability to avail themselves 
of the rights afforded by those processes. 

b. Say-on-Pay 
D–F §951 requires public companies to solicit non-binding shareholders’ votes at 

least once every 3 years on the compensation of their highest paid executive officers. 
This new requirement has been referred to as say-on-pay. The first proxy season 
with say-on-pay votes has passed, and the overwhelming majority—88 percent—of 
these votes were positive, with more than 80 percent of these resolutions garnering 
at least 80 percent positive votes. 

However, shareholders in at least 39 companies voted ‘‘no’’ on executive com-
pensation. At least six of these ‘‘no’’ votes have been followed by derivative claims 
against those companies and their boards, claiming the pay packages awarded effec-
tively breach the fiduciary duties owed to shareholders who have rejected the spe-
cific executive compensation involved, as well as corporate waste, in awarding the 
rejected pay packages. Other ‘‘investigations’’ have been announced into the ap-
proval of pay packages that presumably will lead to litigation. 

The first wave of post-say-on-pay lawsuits lends credence to the warnings of those 
who predicted that the provision would lead to increased shareholder litigation, de-
spite the express provision in D–F §951(c) that the results of a say-on-pay vote do 
not create or imply any additional fiduciary duties on the part of the company’s 
board, nor change the scope of any existing fiduciary duties. While most legal com-
mentators expect these suits to fail, given not only the language of §951(c) but also 
the high burden of proof set by the corporate law of most States with respect to 
breaches of fiduciary duty and corporate waste in the area of executive compensa-
tion, that only makes the litigation costs that say-on-pay is likely to impose on cor-
porations—and thus their shareholders—even harder to justify. 
3. Office of the Investor Advocate 

Another example of D–F’s unintended consequences is found in §915, its directive 
that the SEC establish an Office of the Investor Advocate. Putting to one side the 
fact that it is the SEC as a whole that is the ‘‘Investor’s Advocate,’’ this provision 
contains the seeds of unnecessary conflict and adversarial posturing that will, ulti-
mately redound to the disadvantage of investors. The statute empowers the Investor 
Advocate publicly to criticize and challenge agency actions or inactions, without any 
obligation to seek the input of—or even give notice to—the agency officials whose 
judgments may be publicly challenged. 

Moreover, at a time that the SEC’s resources are strained to the limit (and be-
yond) by the imposition of D–F’s other mandates, coupled with the denial to the 
SEC of the ability to self-fund (but with accountability to Congress), the Investor 
Advocate is expressly entitled to retain or employ independent counsel—that is, 
counsel not already a part of the SEC’s staff—as well as its own research and serv-
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ice staff, as the Investor Advocate deems necessary to carry out the duties of the 
office. It is true that D–F §915 requires the Investor Advocate to ‘‘consult’’ with the 
SEC’s Chairman before making any such expenditures, but there is no requirement 
that the SEC Chairman’s views be given any deference whatsoever. 

In short, the statute creates an independent bureaucracy within the SEC that is 
inherently adversarial to both the Commission and its other Staff, rather than col-
laborative. Indicative of the adversarial nature of this position is the requirement 
imposed on the Commission to establish procedures requiring a formal response to 
all recommendations submitted to the Commission by the Investor Advocate. Such 
responses must be received within 3 months, and then trigger the Investor Advo-
cate’s ability to criticize the Commission’s or Staff’s failure to implement the Inves-
tor Advocate’s agenda of recommended action. This is the same obligation that is 
imposed upon the Commission in the face of any Inspector General ruling or criti-
cism of the Agency or its Staff. The creation of this Office threatens to disrupt, rath-
er than facilitate, the SEC’s investigative, enforcement and rulemaking functions. 

The ostensible purpose of creating the Office of Investor Advocate is to ensure 
that the interests of retail investors are built into rulemaking proposals from the 
outset and that agency priorities reflect the issues confronting investors. But, in 
order to achieve that objective, it was not necessary to create an entire new bu-
reaucracy in order to achieve that end, nor was it necessary to give the Investor 
Advocate the effective ability to second-guess every judgment made by the Commis-
sion and its Staff as to how best to set priorities, balance competing interests and 
allocate scarce resources. The Office of Investor Advocate, far from being a resource 
to the Commission and its Staff in fulfilling the Agency’s mission to protect inves-
tors, will be unnecessarily divisive. 
Conclusion 

The purposes behind D–F were surely laudable. But, in the critical area of inves-
tor protection, the provisions of the Act leave a great deal to be desired, and ulti-
mately threaten to have adverse consequences on investor protection. It is possible 
to cure these problems, but that will require a determination by Congress, and re-
solve by the Agency, to implement that regulation which will indeed be likely to pro-
mote the needs of all investors. 

I will be happy to respond to any questions the Members of the Committee may 
have. 

PREPARED STATEMENT OF BARBARA ROPER 
DIRECTOR OF INVESTOR PROTECTION FOR THE CONSUMER FEDERATION OF AMERICA 

JULY 12, 2011 

Chairman Johnson, Ranking Member Shelby and Members of the Committee: 
My name is Barbara Roper, and I am Director of Investor Protection for the Con-

sumer Federation of America (CFA), where I have been employed since 1986. CFA 
is a non-profit association of approximately 300 national, State and local pro-con-
sumer organizations founded in 1968 to advance the consumer interest through re-
search, advocacy, and education. I appreciate the invitation to appear before you 
today to discuss enhanced investor protection after the financial crisis. 
Introduction 

Improving protections for average investors has been a CFA priority for roughly 
a quarter century. During that time, experience has taught us that it often takes 
a crisis, or at least a scandal of major proportions, to highlight the need and provide 
the momentum for investor protection reforms. The recent financial crisis was trau-
matic event for U.S. investors that revealed serious shortcomings in the regulation 
of certain securities markets and market players. In particular, regulatory failures 
with regard to the market for asset-backed securities (ABS) and the credit ratings 
on which their sales depend were contributing causes of the crisis. Those regulatory 
shortcomings resulted in serious harm even to investors with no direct investments 
in ABS and no direct reliance on credit ratings. Indeed, many individuals with no 
investments at all nonetheless suffered devastating consequences in the form of lost 
jobs and lost homes. 

The crisis and events that occurred in conjunction with the crisis—such as the ex-
posure of the Madoff Ponzi scheme—also revealed more general short-comings in the 
quality of regulatory oversight provided by the Securities and Exchange Commission 
(SEC). In some cases, those regulatory shortcomings can be attributed to lack of 
needed enforcement tools or authority. In others, inadequate resources appear to be 
the cause. But recent events have also revealed regulatory stumbles at the SEC that 
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cannot be blamed on either of these causes but must instead be acknowledged as 
operational failures of the agency staff or a failure of will to regulate on the part 
of its leaders. 

Since Congress began consideration of financial regulatory reform legislation, a 
great deal of attention has been given to reforms designed to improve our ability 
to identify and address systemic threats, bring long-overdue regulatory oversight to 
the over-the-counter derivatives markets, and even to improve consumer financial 
protections by creating a new independent agency devoted to this task. Among the 
lesser known achievements of the Dodd-Frank Act is its creation of a framework 
that, if properly and effectively implemented, could significantly improve investor 
protections. Dodd-Frank takes a multi-faceted approach to bringing about this im-
provement in investor protections. Responding to abuses directly related to the cri-
sis, it includes sweeping proposals to address flaws in both the asset-backed 
securitization process and in credit ratings, flaws that created incentives to write 
risky mortgages and helped mask those risks from investors. In addition: 

• Dodd-Frank includes a suite of provisions designed to improve the 
quality of regulatory oversight provided by the SEC. 

These include enhanced regulatory and enforcement tools and the potential for in-
creased resources to enable the SEC to carry out its investor protection mission 
more effectively. Responding to recent problems in the operations of the SEC, the 
Dodd-Frank Act also includes provisions to improve outside oversight of the agency. 
And recognizing that investor voices are too often drowned out by industry in de-
bates over agency policy, it includes mechanisms to increase investor input in the 
policymaking process. 

• Dodd-Frank includes another set of provisions designed to strengthen 
specific protections for average retail investors. 

Among these, the provision to raise the standard of conduct that applies to bro-
kers when they give investment advice has received the most attention, both during 
the legislative debate and since. However, Title IX of Dodd-Frank also includes a 
number of other important investor protections, including provisions to strengthen 
the ability of defrauded investors to recover their losses, authority to address severe 
conflicts of interest in industry compensation practices, and provisions with the po-
tential to dramatically improve the quality of disclosures investor receive regarding 
both investment products and services and the investment professionals who pro-
vide those services. 

While Dodd-Frank creates a broad framework to improve investor protections, in-
vestors will only reap the benefits if the SEC uses its new tools and new authority 
effectively and if Congress provides it with the resources necessary to enable it to 
do so. It is too soon to tell whether that is likely to occur. To date, the SEC has 
appropriately focused its implementation efforts on those aspects of Dodd-Frank 
where it is required to act, leaving for another day areas where it has been given 
new authority but no such mandate. Many of the provisions in the Investor Protec-
tion Title fit in the latter category. Moreover, the agency’s funding status is far from 
clear. While the Senate secured a welcome funding increase for the agency in 2011, 
the House has been reluctant to provide 2012 funding for the agency that is com-
mensurate with its broadly expanded authority. Not only does this put at risk the 
high profile Dodd-Frank provisions related to derivatives, hedge funds, 
securitization, and credit ratings, but, if the agency is forced to rob Peter to pay 
Paul, the lower profile investor protection issues would also suffer. If that happens, 
average retail investors will not only fail to reap the strengthened investor protec-
tions promised by Dodd-Frank, they will see those basic protections diminished and 
will inevitably suffer the consequences. 

The investor protection provisions of Dodd-Frank are too numerous to discuss 
each in detail here. Instead, my testimony will provide a broad overview of signifi-
cant reforms and highlight a few areas of particular importance. My primary focus 
will be on topics of particular relevance to retail investors. Some issues with impli-
cations for retail investors, including municipal securities and whistleblower re-
forms, are not included in this testimony, not because they are not important, but 
because we lack the relevant expertise to provide informed commentary regarding 
the legislative provisions on these topics. Similarly, this testimony does not cover 
Dodd-Frank provisions to improve corporate governance. Although CFA strongly 
supported those reforms, others on the panel are better equipped to discuss their 
particulars. On the other hand, two other issues that aren’t primarily retail investor 
issues—securitization reforms and credit rating agency reforms—are discussed 
briefly here because they so clearly illustrate the harm that can come to retail in-
vestors when institutional markets are not regulated effectively. 
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I. Improving the Quality of Regulatory Oversight 
Dodd-Frank includes a suite of provisions intended to improve the overall quality 

of regulatory oversight provided by the SEC. These include general provisions to en-
hance the tools available to the agency to enforce the securities laws, provide better 
independent oversight of the agency, increase investor input into the agency’s policy-
making process, and authorize an increase in its funding. They also include a provi-
sion designed specifically to strengthen regulatory oversight of investment advisers, 
an area that has long been lacking. These provisions should help to improve the 
quality of regulatory oversight across the broad range of the SEC’s responsibilities. 
The following section describes some of those provisions in greater detail. 
A. Enhancing the SEC’s Enforcement Tools (various sections from 925 through 

929Z) 
Title IX of the Dodd-Frank Act provides the SEC with a whole host of fairly tech-

nical but important enhancements to its enforcement tools. These include provisions 
that: give the SEC broader authority to bar bad actors from the industry (Section 
925, collateral bars); ensure that the SEC has the ability to exercise its anti-fraud 
authority with regard to conduct that occurs overseas but significantly affects U.S. 
investors or conduct that occurs in the United States but involves transactions exe-
cuted elsewhere (Section 929P, extraterritorial jurisdiction); enable the PCAOB to 
share information with foreign jurisdictions (Section 292J); clarify that the SEC’s 
authority to act against those who aid and abet securities violations is satisfied by 
a showing of recklessness (Sections 929M–O); and allow for the ability to hire spe-
cialist personnel outside the usual hiring system (Section 929G). These are sensible 
reforms that should strengthen the SEC’s ability to provide effective enforcement of 
the securities laws. Several of them deserve extra mention. 

Expert Staff: The SEC’s failure to uncover the Madoff fraud has been blamed in 
part on its lack of staff with the sophisticated financial knowledge needed to under-
stand the mechanism of the fraud. The need to enhance the technical expertise of 
the staff, already great, takes on added urgency as the agency assumes responsi-
bility for oversight of securities-based swaps, credit rating agencies, and hedge 
funds and private equity funds—all highly complex and technical areas that will de-
mand staff with specialized expertise to enforce them effectively. Giving the agency 
the ability to hire specialist personnel outside the usual hiring system should assist 
the agency in building the technical expertise necessary to fulfill these functions and 
provide more effective regulatory oversight of an increasingly complex market. 

Extraterritoriality: The Supreme Court decision in Morrison v. National Australia 
Bank left a gaping hole in SEC enforcement authority with its ruling that Section 
10(b) of the Securities Exchange Act applies only to ‘‘transactions in securities listed 
on domestic exchanges, and domestic transactions in other securities.’’ Had this de-
cision gone unaddressed, the SEC’s ability to protect investors in an increasingly 
international marketplace would have been severely compromised. Moreover, the 
ability to evade U.S. fraud claims simply by moving transactions off-shore would 
have created a strong incentive for companies to avoid a U.S. listing and to execute 
transactions on foreign exchanges. 

Unfortunately, Dodd-Frank did not provide the same fix for private actions under 
Section 10(b) and Rule 10b–5, deferring a decision until after an SEC study of the 
issue. That study is currently underway. We are hopeful that the SEC will rec-
ommend that Congress amend the Exchange Act to ensure that Section 10(b), and 
the rules thereunder, are applicable to all purchases and sales of securities by U.S. 
financial institutions and individual investors residing in the United States. This is 
an important addition to the authority already provided to the SEC in the Act, first 
because private actions serve as an important supplement to SEC actions, particu-
larly in light of limited agency resources, and second because there will still be an 
incentive for companies to avoid a U.S. listing and execute transactions overseas 
until the protections of U.S. law are fully restored for U.S. investors. 

PCAOB Sharing of Information with Foreign Authorities: Limits on the PCAOB’s 
ability to share information with foreign regulators have been cited by some foreign 
jurisdictions as a reason not to permit PCAOB to inspect auditors within their juris-
diction. But the Sarbanes-Oxley Act requires PCAOB to inspect all auditors, includ-
ing foreign auditors that play a significant role in the audits of U.S. listed compa-
nies. The PCAOB has sought to satisfy this requirement by developing a program 
of joint audits with foreign jurisdictions, with mixed results. While it is not likely 
to immediately remove all impediments, the provision in Dodd-Frank permitting 
this sharing of information should help open the way to greater cooperation in in-
spections of foreign auditors. Given the important role that foreign audit firms play 
in the audits of large multi-national companies as well as foreign companies listed 
in the United States, ensuring that these auditors comply with U.S. audit standards 
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1 ‘‘U.S. Securities and Exchange Commission Organizational Study and Reform,’’ Boston Con-
sulting Group, March 10, 2011. 

2 These include reorganization of the Division of Enforcement and the Office of Compliance 
Inspections and Examinations, the rollout of the new Tips, Complaints and Referrals program, 
and hiring of a Chief Operating Office and a new Chief Information Officer. 

is an important investor protection priority. We are encouraged that the new leader-
ship at the PCAOB has made this a priority and appears to be working effectively 
to make progress in this area. 
B. Strengthening Oversight of the SEC (Subtitle F) 

Dodd-Frank also includes a package of reforms designed to improve outside over-
sight of the SEC. It achieves this primarily through a series of Government Ac-
countability Office (GAO) reviews and reports to Congress. These include an annual 
financial controls audit of the agency, a triennial report by GAO on the quality of 
the agency’s personnel management, triennial GAO reports on the SEC’s oversight 
of SROs, and a GAO study of the revolving door between the SEC and the securities 
industry it regulates. Perhaps most significantly, Section 961 of Dodd-Frank re-
quires the SEC to report to Congress each year on its examinations of regulated en-
tities and, in doing so, to certify the adequacy of its supervisory controls to carry 
out these exam functions. Effective exams are central to the agency’s ability to de-
tect and deter wrong-doing. This annual reporting requirement, subject to GAO and 
congressional review, should help to quickly identify any weaknesses in the exam 
program and focus agency attention on improving the quality of these examinations. 
That has the potential to significantly enhance investor protection. 

An organizational study of the agency required by Dodd-Frank has already been 
completed.1 The purpose of the study was to examine the internal operations, struc-
ture, and the need for reform at the SEC. In addition to praising recent initiatives 
undertaken by the agency to improve its efficiency and effectiveness,2 the report 
suggests additional steps for the agency to take to improve efficiency. Among its 
more substantive recommendations are for the agency to play a more active role in 
overseeing the self-regulatory organizations (SROs) under its jurisdiction, to up-
grade its information technology, and to hire staff with risk management and other 
high-priority skills. Ultimately, however, the report concludes that agency is un-
likely to be able to fulfill even its high priority functions without additional re-
sources. We share that conclusion, as we discuss in greater detail below. 
C. Providing Investors with Greater Input into Agency Policy Decisions 

(Sections 911 and 915) 
The SEC decides issues of enormous import to investors every day, often with lit-

tle or no input from the investors affected by those decisions. This does not reflect 
any intent to shut investors out of the process. Rather, it reflects the simple fact 
that investors often lack the organization, manpower and resources to monitor agen-
cy actions and interact effectively with SEC leaders and staff as they set the agen-
cy’s agenda and develop specific proposals to achieve that agenda. In contrast, in-
dustry is well funded and organized to perform this function, giving market partici-
pants an advantage in communicating with the agency that is further magnified by 
the revolving door that exists between the SEC and the securities industry. The in-
evitable result is that industry concerns tend to dominate the policy debate, while 
investor concerns can too easily be drowned out. 

The Dodd-Frank Act includes two provisions specifically designed to increase in-
vestor input into the agency’s policymaking process and ensure that investor con-
cerns are heard. Section 915 creates a new Office of Investor Advocate within the 
agency, while Section 911 establishes a permanent Investor Advisory Committee. 
Properly implemented, these provisions have the potential to make the agency more 
aware of and thus more responsive to investor concerns and priorities. The result 
should be an agency that more effectively fulfills its mission to protect investors and 
promote the integrity of the capital markets. 

The Office of Investor Advocate: The legislation seeks to ensure that this office will 
truly and effectively serve the interests of investors by requiring that the Investor 
Advocate be an individual with a background representing the interests of investors, 
by providing the office of the Investor Advocate with appropriate staffing and with 
unimpeded access to agency and SRO documents, by ensuring that the Investor Ad-
vocate reports directly to the Chairman, and by requiring that the Commission re-
spond promptly to recommendations of the Investor Advocate. 

Moreover, several important functions are entrusted to this office, including: 
• Identifying areas in which investors would benefit from changes in the regula-

tions of the Commission or industry self-regulatory organizations (SROs); 
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3 These calculations are based in large part on numbers from a ‘‘Self-Funding Study,’’ pre-
pared by the Office of the Executive Director of the U.S. Securities and Exchange Commission 
and submitted in partial response to the request of the Securities Subcommittee of the Senate 
Committee on Banking, Housing and Urban Affairs S. Rpt. 100–105), December 20, 1988 as well 
as on more recent speeches by and testimony of SEC Chairman Mary Schapiro. 

• Identifying problems investors have with financial service providers and invest-
ment products; 

• Analyzing the potential impact on investors of proposed Commission and SRO 
rules and regulations; and 

• Assisting retail investors in resolving problems with the SEC and SROs. 
If the Commission follows through by appointing an energetic, effective and 

knowledgeable individual to this position and staffing the office appropriately, inves-
tors should benefit from an agency that is more attuned and responsive to their con-
cerns. 

This provision also has the potential to improve the quality of congressional over-
sight of the SEC. That is because Dodd-Frank requires the Investor Advocate to re-
port directly to Congress without prior review or approval by the Commission or its 
staff. This should enhance Congress’s ability to assess the effectiveness of the agen-
cy in serving the needs of investors, particularly in administrations that are less at-
tuned to those concerns. 

So far, however, this provision of the legislation has not been implemented. Imple-
mentation was delayed first by the hold-up in finalizing a 2011 budget. Now that 
the SEC’s 2011 budget has been set, we understand that the Commission is await-
ing approval by the House and Senate appropriations committees of its plan to re-
program funds for this purpose. We hope that any questions about this reprogram-
ming plan can be resolved without difficulty so that this potentially powerful ally 
for investors can be put into place. The need for this investor input is particularly 
pressing given the importance of the issues currently being decided by the agency 
and the intensity of industry lobbying to weaken or water down many of those pro-
posals. 

The Investor Advisory Committee: When SEC Chairman Mary Schapiro took office, 
she made it an early priority to establish an Investor Advisory Committee to provide 
input on investor priorities to the Commission and its staff. Recognizing the poten-
tial benefits of this committee, the Dodd-Frank Act formalizes its existence as a per-
manent advisory committee to the Commission. As with the Office of Investor Advo-
cate, however, implementation of this provision is awaiting approval of the Commis-
sion’s funding reprogramming plan by congressional appropriators. Meanwhile, the 
existing committee has been disbanded in order to allow for changes in its make- 
up required by Dodd-Frank. Because this committee has the potential to enhance 
the agency’s understanding of and responsiveness to investor protection concerns, 
we urge a speedy resolution to any remaining impediments to its implementation. 
D. Increasing SEC Funding (Subtitle J) 

Over the course of the past three decades, U.S. securities markets have exploded 
in size, complexity, international reach, and technological sophistication, all the 
while becoming the primary means by which Americans fund their retirement. 
Meanwhile, with the exception of a one-time major funding boost after the Enron 
and WorldCom accounting scandals, the staffing level of the SEC has grown slowly 
if at all. To be specific, staffing at the agency has grown roughly 85 percent from 
2,050 FTEs in 1980 to 3,800 FTEs today, but the workload of the agency has grown 
many times faster. For example, based on my rough calculations, since 1980: 

• the number of investment adviser firms overseen by the agency has grown by 
more than 150 percent, and the assets managed by these professionals has 
grown by roughly 7,400 percent; 

• the number of mutual funds overseen by the agency has grown more than 430 
percent; and 

• while the number of broker-dealer firms has decreased by 20 percent, the num-
ber of registered representatives they employ and the number of branch offices 
from which they operate has skyrocketed, by roughly 225 percent and 2,100 per-
cent respectively.3 

The result is that the SEC today is critically under-staffed to carry out its existing 
responsibilities, let alone take on the vast new responsibilities entrusted to the 
agency in Dodd-Frank. And that doesn’t take into account the woeful state of the 
agency’s technology. 
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4A group of independent FINRA board members, led by Charles Bowsher, has since conducted 
a very credible examination of FINRA’s failure to uncover both the Madoff and the Stanford 
frauds, and FINRA has reportedly begun to implement the recommendations of that study to 
improve the quality of its broker-dealer oversight. 

5 At the time, SEC staff members estimated that it small advisers were on a once every 40 
years inspection cycle. 

6 ‘‘Study on Enhancing Investment Adviser Examinations,’’ by the staff of the Division of In-
vestment Management of the Securities and Exchange Commission, January 2011. The study 
is available here: www.sec.gov/news/studies/2011/914studyfinal.pdf. 

In Dodd-Frank, Congress recognized the need for increased SEC resources by au-
thorizing funding increases that would roughly double the agency budget by 2015. 
Specifically, the bill authorizes funding of $1.3 billion in 2011, $1.5 billion in 2012, 
$1.75 billion in 2013, $2 billion in 2014, and $2.25 billion in 2015. We strongly sup-
port fully funding the agency at these levels as an essential component of any effort 
to increase investor protections, and we greatly appreciate the leadership that 
Chairman Johnson and Members of this Committee have shown in fighting for in-
creased funding. Unfortunately, the debates over the FY 2011 and 2012 budget have 
already made clear that turning those authorizations into appropriations is going 
to be a tough fight. Some in Congress continue to resist these funding hikes, even 
though the agency’s budget is fully offset by user fees and, since fees have to be 
adjusted to match the appropriation, there is no deficit reduction benefit from re-
duced funding. Indeed, even if the agency were fully funded at the authorized level 
for 2012, user fees would be reduced, since they currently bring in well over the au-
thorized amount. 

While we are sympathetic to those who argue that money alone cannot solve all 
of the agency’s problems, we also believe that, without additional funding, the agen-
cy cannot reasonably be expected to effectively fulfill its investor protection mission. 
We urge Members of this Committee to continue to fight for full funding, and we 
offer our full support for those efforts. 
E. Improving the Quality of Investment Adviser Oversight (Section 914) 

One area where the funding shortfall is particularly critical is in the regulatory 
oversight of investment advisers. This issue received heightened attention as a re-
sult of the unraveling of the Madoff Ponzi scheme. This is ironic, since Madoff was 
a broker-dealer regulated exclusively as a broker-dealer up until just 2 years before 
his fraud was uncovered. If the Madoff scandal was an indictment of anything, 
therefore, it was an indictment of the effectiveness of broker-dealer oversight.4 That 
said, the problem of inadequate investment adviser oversight is quite real. And it 
is first and foremost a resource problem, a problem that began to emerge in the late 
1980s at a time when both mutual funds and investment advisers were growing at 
an extremely rapid pace and agency staffing to oversee these areas was growing 
slowly if at all. By the early 1990s, the problem had reached crisis proportions, with 
inspections so infrequent that a small adviser might reasonably expect to set up 
shop and reach retirement without ever seeing an SEC inspector.5 

Over the years, CFA has supported a variety of approaches to solve this resource 
problem, including increased appropriations to the SEC, self-funding for the agency 
to free it from the appropriations process, and user fees on investment advisers to 
pay for increased oversight. None has been adopted. While the resource problem ul-
timately rests with Congress to resolve, Section 914 of the Dodd-Frank Act required 
the SEC to conduct a study assessing the need for additional resources for invest-
ment adviser examinations and options available to Congress to address this issue, 
including by delegating this responsibility to a self-regulatory organization (SRO). 

Earlier this year, the SEC issued its Section 914 study.6 In it, the staff docu-
mented a decline in the number and frequency of inspections of registered invest-
ment advisers over the past 6 years and described new challenges the Commission 
will face as it takes on responsibility for registration and oversight of private fund 
advisers. We share the study’s conclusion that, ‘‘The Commission’s examination pro-
gram requires a source of funding that is adequate to permit the Commission to 
meet the new challenges it faces and sufficiently stable to prevent adviser examina-
tion resources from periodically being outstripped by growth in the number of reg-
istered investment advisers.’’ 

The study outlines three options for Congress to consider adopting to address this 
‘‘capacity constraint:’’ 

• imposing user fees on SEC-registered investment advisers to fund their exami-
nations by SEC inspection staff; 

• authorizing one or more SROs to examine, subject to SEC oversight, all SEC- 
registered investment advisers; or 
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7 ‘‘Consumer Finance: Regulatory Coverage Generally Exists for Financial Planners, but Con-
sumer Protection Issues Remain,’’ Government Accountability Office, January 2011. The report 
is available here: http://www.gao.gov/new.items/d11235.pdf. 

8 The problems with the GAO study are summed up well in a Morningstar article by Univer-
sity of Mississippi Law Professor Mercer Bullard, ‘‘The Future of Financial Planning Regula-
tion.’’ The article is available here: http://news.morningstar.com/articlenet/arti-
cle.aspx?id=386262 

• authorizing FINRA to examine dual registrants for compliance with the Advis-
ers Act. 

In the past, CFA has categorically opposed delegating investment adviser over-
sight to an SRO, particularly one dominated by broker-dealer interests and particu-
larly if that SRO were given rulemaking authority. We continue to believe the user- 
fee approach outlined in the SEC report offers the best option for funding enhanced 
inspections in a way that promotes investor protection while minimizing added costs 
to industry. 

However, having spent the better part of two decades arguing for various ap-
proaches to increase SEC resources for investment adviser oversight with nothing 
to show for our efforts, we have been forced to reassess our opposition to the SRO 
approach. Specifically, we have concluded that a properly structured SRO proposal 
would be a significant improvement over the status quo. Too often, however, the 
SRO approach is presented as an easy solution by individuals who have not ade-
quately confronted the many thorny issues it presents. The SEC study does an ex-
cellent job, in our view, of laying out the issues that would need to be addressed 
if Congress were to pursue this approach. Only by answering the following questions 
can Congress develop an SRO proposal that adequately protects investor interests 
while avoiding imposing undue costs on small advisers. 

• How should such an approach be structured in light of the diversity in the in-
vestment adviser community? 

• How can the risks of industry capture be avoided? 
• What are the implications of strong industry opposition to such an approach? 
• What would the costs of effective SRO oversight be, and how would they be 

borne by the many small investment adviser firms? 
• What resources would the SEC need in order to provide effective oversight of 

any such SRO or SROs to which this responsibility might be delegated? 
• Should an SRO be an inspection-only SRO, or should it also have broader rule-

making authority? 
• What entity (or entities) is best suited to this task? 
Ultimately, whatever approach Congress chooses to take, we share the view ex-

pressed by SEC Commissioner Elisse Walter in her statement on the study, ‘‘that 
the current resource problem is severe, that the problem will only be worse in the 
future, and that a solution is needed now.’’ We urge you to act to resolve this prob-
lem sooner rather than later. 
F. Improving Regulation of Financial Planners (Section 919C) 

Section 919C of Dodd-Frank required a GAO study of the adequacy of financial 
planning regulation. Deferring to a study was a reasonable approach for Congress 
to take, since the crowded legislative calendar in the midst of the crisis did not 
allow for an adequate review of the issues or of various proposals that have been 
put forward to improve financial planning regulation. Unfortunately, the GAO study 
on financial planning regulation,7 which was released in January, represents a real 
missed opportunity. While it correctly highlights problems with the weak conduct 
standards that apply to insurance agents, it fails to address the basic question of 
how best to regulate activity that cuts across a variety of regulatory domains.8 This 
is an important question that deserves more thoughtful analysis than it received in 
the GAO study. Indeed, we would encourage this Committee to look into the issue 
once the press of overseeing implementation of Dodd-Frank has passed. 
II. Strengthening Protections for Retail Investors 

As the financial reform legislation worked its way through Congress, it became 
a vehicle for several specific measures to improve investor protections. These are not 
for the most part directly related to the causes of the crisis (though some are di-
rectly related to the Madoff scandal). Instead, they address long-standing weak-
nesses in protections for retail investors. The issues covered by these provisions 
range from the protections that apply to investors’ interactions with those they rely 
on for investment advice, the quality of disclosures investors receive regarding in-
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9 ‘‘Study on Investment Advisers and Broker-Dealers,’’ by the staff of the U.S. Securities and 
Exchange Commission, January 2011. The report is available here: http://www.sec.gov/news/ 
studies/2011/913studyfinal.pdf. 

10 Unfortunately, a relatively small but vocal segment of the broker-dealer community, in par-
ticular those whose business model is dependent on the sale of high-cost variable annuities, has 
continued to oppose any Commission action to raise the standard of conduct for brokers. In voic-
ing their opposition, they rely on arguments that are at best misinformed, at worst are outright 
deceptive, that requiring brokers to act in their customers’ best interests would somehow harm 
middle income and rural investors. Contrary to the claims of these critics, the proposal put for-
ward by the SEC offers middle income investors the best of both worlds, preserving their access 
to commission- and transaction-based services while simultaneously helping to ensure that those 
services are delivered with the investor’s best interests in mind. 

vestment products and services, and the ability of defrauded investors to recover 
their losses. For the most part, these Title IX provisions authorize rather than re-
quire the SEC to act. With the agency so far occupied primarily with Dodd-Frank 
mandates, and appropriately so, progress to date has been minimal. Once the agen-
cy has an opportunity to turn its attention to these issues, however, these provisions 
have the potential to dramatically improve protections for retail investors in areas 
long identified as high priorities by investor advocates. 
A. Raising the Standard for Brokers’ Investment Advice (Section 913) 

Improving the protections that apply to investors’ interactions with the financial 
intermediaries they rely on for investment advice and recommendations has long 
been a priority for CFA and other investor advocates. There are several reasons for 
this. Research suggests that investors are ill-equipped to make an informed choice 
among investment professionals, since they typically cannot distinguish between 
brokers and investment advisers, do not realize that their recommendations are sub-
ject to different legal standards, and do not understand the difference between those 
standards. Moreover, additional research has found that investors rely heavily, if 
not exclusively, on the recommendations they receive from investment professionals, 
typically doing little if any additional research on the investments recommended. 
This makes them extremely vulnerable to investment professionals who take advan-
tage of that trust. That is why ensuring that these investment professionals act in 
their customers’ best interests—both by raising the standard of conduct that applies 
to broker dealers when they give investment advice and by improving the quality 
of regulatory oversight for investment advisers—is such a high investor protection 
priority. 

Section 913 of Dodd-Frank advances this goal by authorizing the Securities and 
Exchange Commission to impose a fiduciary duty on brokers when they give person-
alized investment advice to retail investors. In January, the Commission released 
the study required by the Act as a predicate to any regulatory action in this area.9 
In it, the Commission proposes to impose a uniform fiduciary duty on brokers and 
advisers through dual rules under the Securities Exchange Act and the Investment 
Advisers Act. This approach, which preserves the broker-dealer business model 
while raising the standard that applies to broker recommendations, has won enthu-
siastic praise not only from traditional proponents of a fiduciary duty, such as CFA, 
but also from the leading broker-dealer trade associations.10 

The fact that the SEC has identified an approach to this issue that has won such 
broad support offers an opportunity for long-overdue progress on this key investor 
protection priority. SEC Chairman Mary Schapiro has indicated that the Commis-
sion is likely to move forward on rulemaking later this year. CFA strongly supports 
the Commission on this and urges Members of this Committee to do so as well. 
B. Improving Disclosures (Sections 912, 917, 919, 919B) 

In a number of areas and to a large extent, our system of investor protection is 
predicated on the notion that investors who are armed with complete and accurate 
information will be able to look out for their own interests. This concept, which pre-
dates the democratization of securities markets that has occurred over the past sev-
eral decades, may be overly optimistic in its assumptions about the financial sophis-
tication of average retail investors. At the very least, it puts a premium on our abil-
ity to deliver the information investors need, in a form they can access and under-
stand, at a time when it is useful to them in making their investment decisions. 
I suspect that, if the SEC were to make extensive use of the disclosure testing au-
thority provided to the agency in Dodd-Frank, it would find that few if any of the 
disclosures currently provided to investors satisfy this three-part test for effective-
ness. In short, much can and should be done to improve the content, format and 
timing of disclosures, and the Dodd-Frank Act provides the SEC with a sound 
framework for making those improvements. 
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Section 917, for example, requires the SEC, as part of its study of financial lit-
eracy, to look at a variety of issues that are central to developing effective disclo-
sures. These include identification of the key information investors need to make 
sound investment decisions as well as ways to improve the timing, content and for-
mat of disclosures. By requiring this analysis in the context of a study of financial 
literacy, this provision highlights the need to design disclosures with a realistic un-
derstanding of the financial sophistication of investors in mind. Section 912 builds 
on this study by authorizing the agency to engage in investor testing of disclosures. 
This authority can be used both to learn what methods and formats of disclosure 
generally are most effective in conveying information to investors and to test specific 
disclosure documents for clarity and effectiveness. It can and should be used both 
to help in the development of new disclosures and to improve existing disclosures. 
It is our understanding that the agency has begun to make at least limited use of 
this new authority, and we hope that is a trend that will continue and grow. For 
that to happen, however, the SEC must receive adequate funding for this purpose. 

Timing of disclosures can determine whether or not they play a significant role 
in conveying important information to investors. Information received after the sale 
is of little if any use, but that is the current norm in all too many situations. Even 
information delivered at the point of sale may be of little value, if the investment 
decision has already been reached. To really benefit, investors must receive the key 
information when they are still evaluating their investment options. That argues for 
delivery at the point of recommendation, a goal that may be more easily achieved 
as we move toward greater use of the Internet to satisfy disclosure requirements. 
Section 919 of Dodd-Frank provides the SEC with tools to achieve this goal of 
timelier disclosures, by authorizing the agency to require pre-sale disclosures with 
regard to both investment products and services. We especially appreciate the deci-
sion to expand this provision beyond just mutual funds to include all investment 
products and services. This will give the agency the ability to take what it learns 
from its study on financial literacy and from any disclosure testing it conducts and 
use it to develop disclosure documents that are much more useful to retail investors. 
C. Strengthening Protections for Defrauded Investors (Sections 921, 929B, 

929H, 929Y, 929Z) 
Title IX of Dodd-Frank also includes several provisions that could be used to im-

prove, or at least protect, the ability of defrauded investors to recover their losses. 
These include provisions in Section 929B to expand the Fair Fund to include civil 
penalties, the Section 929Y study of extraterritoriality and private rights of action, 
and the Section 929Z study of private rights of action against those who aid and 
abet securities fraud. For investors to benefit from the latter two provisions, how-
ever, Congress will need to follow up on these studies and amend the Securities Ex-
change Act to provide U.S. investors with the ability to pursue private actions under 
Section 10(b) for foreign transactions and against those who aid and abet securities 
fraud. A series of recent court decisions have significantly limited defrauded inves-
tors’ right to recovery. We urge Congress to redress that imbalance by restoring 
basic private rights of action in these areas. 

Perhaps more significantly, Section 921 of Dodd-Frank authorizes the SEC to 
limit or restrict the use of forced arbitration clauses in brokerage contracts. CFA 
is a strong support of alternative dispute mechanisms. We believe it is absolutely 
essential the investors retain access to an arbitration system that is fair, efficient 
and affordable. It is precisely for this reason that we oppose pre-dispute binding ar-
bitration clauses. Certain cases simply are not suited for resolution through arbitra-
tion, particularly complex fraud cases that require extensive discovery proceedings 
and a sophisticated reading of the applicable law. When forced into arbitration by 
pre-dispute binding arbitration clauses, these cases can both clog the arbitration 
system and increase its costs. Those operating the arbitration forum, in this case 
FINRA, come under pressure to adopt more formal, court-like proceedings to ensure 
that such cases can be dealt with fairly. And the goals of a fast, efficient, affordable 
system to resolve disputes end up being undermined. CFA therefore supports a care-
ful approach to limiting the use of binding arbitration clauses that preserves inves-
tor access to arbitration but doesn’t force cases into arbitration that don’t belong 
there. So far, however, the SEC does not appear to have taken up this issue. 
D. Strengthening Protections Regarding Custody of Client Assets 

(Section 411) 
Responding at least in part to concerns raised by the Madoff scandal, Section 411 

of the Dodd-Frank Act requires investment advisers to have appropriate protections 
in place to safeguard client assets held in custody, including by requiring an inde-
pendent auditor to verify the assets. While we believe this is a useful requirement, 
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it is worth noting that Madoff was a broker, not an investment adviser, for the bulk 
of the period covered by the scandal. Any Madoff-related reforms to address weak-
nesses in custody requirements would more appropriately focus on strengthening 
protections with regard to brokers who self-custody. 
E. Adjusting the Definition of Accredited Investor (Section 413) 

Several definitions in our securities laws seek to draw a line between sophisti-
cated investors capable of looking out for their own interests and others who require 
the protection of the securities laws. One such is the accredited investor definition. 
While we question the validity of any definition based primarily on net worth or in-
come, the validity of the definition is particularly questionable when it is not regu-
larly adjusted to keep pace with inflation. Such has been the case with the accred-
ited investor definition. Section 413 of Dodd-Frank significantly improves the defini-
tion by adjusting the net worth trigger upward, excluding the value of the primary 
residence from that calculation, and providing for periodic reviews and adjustments 
of the standard. 
III. Addressing Securities Regulation Failures Related to the Crisis 

While they fall somewhat outside the range of topics typically thought of as retail 
investor protection issues, two investor protection issues directly related to the fi-
nancial crisis deserve at least a mention here—securitization reform and strength-
ened regulation of credit rating agencies. These issues perfectly illustrate how a fail-
ure to regulate effectively in largely institutional markets can have devastating con-
sequences for retail investors. 
A. Reforming the Asset-Backed Securitization Process 

As the crisis unfolded, much attention was given to the way securitization had 
fundamentally changed incentives in the mortgage markets, making lenders far less 
concerned about ensuring the borrower’s ability to repay. One reason this occurred 
was that the mortgage-backed securities (MBS) and collateralized debt obligations 
(CDOs) based on those securities were both incredibly complex and almost com-
pletely opaque, leaving investors in the securities with little or no information about 
the quality of underlying loans. As Penn State Visiting Law Professor Richard E. 
Mendales put it, ‘‘The many layers between debt instruments providing the under-
lying cash-flow for such instruments and the final instruments sold on world mar-
kets destroyed the transparency that the securities laws are designed to create . . . 
’’11 

The diligent investor who attempted to conduct due diligence on these securities 
got no assistance from securities regulations, which allowed the sale of MBS with 
minimal disclosures through the SEC’s shelf-registration process. As a result, even 
those MBS that were registered with the SEC could be sold based ‘‘not upon a de-
tailed prospectus but rather on a basic term sheet with limited information.’’12 Reg-
ulation A/B also eliminated underwriters’ obligation to perform due diligence to con-
firm adequate loan documentation. Bad as disclosures were for more traditional 
MBS, they were often even worse for CDOs, which were typically sold in private, 
144A sales to Qualified Institutional Buyers (QIBs) with even less information on 
underlying assets. 

Subtitle D of Title IX includes a broad set of provisions to reform the asset-backed 
securitization process. The legislation attempts to address the securitization’s dele-
terious effect on incentives to ensure borrowers’ ability to repay by requiring 
securitizers to have some ‘‘skin in the game’’ with regard to the asset-backed securi-
ties they issue. Just as important, Section 942 of Dodd-Frank requires more exten-
sive disclosures of information necessary to permit investors to conduct a reasonable 
due diligence review of the securities. Section 945 requires issuers of asset-backed 
securities to perform a review of the assets underlying the security and to disclose 
the nature of that review to investors. Importantly, in issuing its rules imple-
menting Section 945, the SEC appropriately specified that the due-diligence reviews 
must be adequate to provide reasonable assurance that the disclosures provided to 
investors are accurate. Meanwhile, the broader ABS disclosure rules required by the 
Act have been proposed but not yet adopted. When they are fully implemented, 
these provisions should go a long way toward making it possible for the institutional 
investors who participate in this market to make better informed investment deci-
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sions, and that should benefit retail investors by reducing risks in the financial sys-
tem. 
B. Strengthening Regulation of Credit Rating Agencies 

One justification given for allowing sale of MBS and CDOs without adequate dis-
closures was that they were highly rated by the credit rating agencies. In fact, the 
entire system of regulation for the securitization process was built on the assump-
tion that ratings could reliably assess the risks associated with these investments. 
Special Purpose Vehicles set up to issue the securities were exempt from regulation 
under the Investment Company Act by virtue of their investment grade ratings. Eli-
gibility for sale through the shelf registration system was also based on ratings, as 
was favorable treatment under financial institution capital standards. Mendales 
summed up our regulatory reliance on ratings this way: ‘‘Unregulated ratings for 
asset-backed securities became proxies for the full disclosure required by securities 
law. Thus, when they were repackaged into more complex CDOs or used indirectly 
to create derivative obligations such as default swaps, participants in transactions 
and institutions holding the securities as part of their required capitalization relied 
on the high ratings given to component asset-backed securities rather than looking 
at the assets underlying them.’’13 As events later demonstrated, the reliance on rat-
ings by investors and regulators alike proved to be disastrously misguided. 

Subtitle C of the Dodd-Frank Act seeks to address this fundamental weakness in 
the system through a multi-faceted approach to credit rating agency reform. This 
includes: improving regulatory oversight of credit ratings agencies, strengthening in-
ternal controls over the rating process, making the assumptions behind the ratings 
more transparent to users of those ratings, making the ratings agencies more ac-
countable for following sound procedures, and reducing regulatory reliance on rat-
ings. 

Implementation of the reforms is still very much a work in progress. Still await-
ing approval by House and Senate appropriators of its funding reprogramming plan, 
the SEC has not yet been able to create the new Office of Credit Ratings required 
by Dodd-Frank. However, it has reportedly begun the stepped up inspections of rat-
ing agencies required under the Act. In addition, the SEC recently issued the rule 
proposals implementing the operational reforms required by the Act. Meanwhile, the 
agency has put on hold provisions designed to increase legal accountability of rat-
ings agencies by subjecting them to the same expert liability that auditors and un-
derwriters face when their ratings are used in prospectuses. Faced with a threat-
ened boycott by ratings agencies and fearing a shut-down of the still struggling 
MBS market, the SEC has issued a no action letter permitting asset-backed securi-
ties to be issued without inclusion of a rating in the prospectus. While we believe 
ratings agencies ought to be held legally accountable for following reasonable rat-
ings procedures, we understand the rationale behind the SEC action. 

The SEC has also begun the difficult task of reducing regulatory reliance on credit 
ratings. CFA strongly supports the concept behind this proposal, but we preferred 
the more flexible approach contained in the original Senate bill. Had that approach 
prevailed, Federal financial regulators might not be in the situation in which they 
now find themselves—forced to remove regulatory references to credit ratings with-
out having identified any acceptable alternative measures of creditworthiness to put 
in their place. We are deeply concerned that this well-intended provision of the leg-
islation may end up increasing risks in the financial system. We strongly encourage 
this Committee to take a closer look at how this provision is being implemented and 
what the implications are for the safety and stability of the financial system. 
Conclusion 

With the exception of the September 11 terrorist attacks, I can think of no events 
in recent history that have been as frightening for, or as devastating to, investors 
as the recent financial crisis. For several months, the markets appeared to be in 
free-fall. As the Dow plunged ever lower, hard won retirement savings accumulated 
over many years were vaporized overnight. No one knew when, of where, the mar-
ket would finally reach bottom. Some who had planned to retire had to put those 
plans on hold. The least fortunate lost their jobs and their homes as the credit mar-
kets froze and the economy tanked. With unemployment still topping 9 percent, 
many Americans are still feeling those ill effects today. In short, the financial crisis 
has left Americans feeling as fearful of financial disaster as the events of 9/11 left 
us fearful of another terrorist attack. 

A peculiar characteristic of the crisis for retail investors is that they suffered 
these devastating effects despite the fact that they had never invested in the toxic 
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but nonetheless AAA-rated mortgage-backed securities that were a root cause of the 
crisis and had probably never even heard of the credit default swaps that helped 
spread that risk throughout the global economy. Instead, retail investors suffered 
the collateral damage of regulatory failures in markets to which they had no direct 
exposure. The bulk of Dodd-Frank is dedicated to rectifying those broader market 
failures, and appropriately so. Although most investors are unlikely to understand 
the cause and effect, reforms designed to improve the overall effectiveness of regula-
tion in the financial markets should benefit these investors indirectly both by pro-
moting the financial stability that is crucial to their financial security, but also by 
making the regulators (in this case the SEC) more effective in carrying out their 
basic investor protection functions. In addition, Dodd-Frank includes a number of 
provisions designed to address long-standing weaknesses in our system of protec-
tions for unsophisticated retail investors. If these provisions are implemented effec-
tively, the SEC and our system of investor protection generally could emerge strong-
er than before. 

The investor protection framework provided in Dodd-Frank is a sound one. But 
it only takes us so far. For it to succeed, regulators will have to demonstrate a will-
ingness to use their authority aggressively and effectively, and Congress will have 
to provide them with both the resources and the backing to enable them to do so. 

PREPARED STATEMENT OF ANNE SIMPSON 
SENIOR PORTFOLIO MANAGER, GLOBAL EQUITIES 

CALIFORNIA PUBLIC EMPLOYEES’ RETIREMENT SYSTEM 
JULY 12, 2011 

Chairman Johnson, Ranking Member Shelby, and Members of the Committee: 
Good morning. I am Anne Simpson, Senior Portfolio Manager, Global Equities at 

the California Public Employees’ Retirement System (CalPERS). I am pleased to ap-
pear before you today on behalf of CalPERS and share our views on a number of 
important investor protections included in Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank). 

My testimony includes a brief overview of CalPERS, including how we participate 
in corporate governance and make investment decisions. My testimony also includes 
a discussion of our views on those key provisions of the Dodd-Frank we believe sig-
nificantly enhance corporate governance and thereby contribute to the quality of 
risk adjusted returns in our portfolio. 
Some Background on CalPERS 

CalPERS is the largest public pension fund in the United States with approxi-
mately $232 billion in global assets and equity holdings in over 9,000 companies 
worldwide. CalPERS provides retirement benefits to more than 1.6 million public 
workers, retirees, their families and beneficiaries. We payout some $15 billion in 
benefits a year, and 70 cents on the dollar comes from investments, a significant 
portion of which in internally managed.1 

Those we support are on modest incomes: typically, $2,000 in benefits a month. 
For that reason, as a significant institutional investor with a long-term investment 
time horizon, CalPERS has a vested interest in maintaining the integrity and effi-
ciency of the capital markets. Moreover, size and long term liabilities mean we have 
to look for market solutions. We cannot simply sell our shares when things go 
wrong. As a result, corporate governance issues are of great concern to us and those 
on whose behalf we are investing: the public servants such as the police officers, 
firefighters, school employees and others who rely on us for their retirement secu-
rity. 
Participation in Corporate Governance Decisions 

CalPERS has been a long-time proponent of good corporate governance, which 
serves to protect, preserve and grow the assets of the fund, and we strongly support 
the corporate governance reforms found in Dodd-Frank. We have also strongly sup-
ported other measures which are vital to a coordinated and comprehensive reform 
effort. These are not the focus of today’s discussion, but they are critical to the 
project: systemic risk oversight, proper funding and independence for regulators, de-
rivatives reform, credit rating agency overhauls among them. 

As a shareowner of each of the stocks held in its portfolios, CalPERS has devel-
oped, and periodically updates, a comprehensive set of corporate governance prin-
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ciples and detailed guidelines that govern the voting of the related proxies. These 
principles and guidelines focus on a broad range of issues including how we will vote 
on director nominees in uncontested elections and in proxy contests. 

CalPERS votes its proxies in accordance with our guidelines. Both the CalPERS 
proxy policy and the actual proxy votes cast are published on our Web site, so that 
all constituents and interested parties can know our positions on these important 
issues. Moreover, as part of our proxy voting diligence process, we have detailed dis-
cussions with many companies in our portfolio. We engage underperforming compa-
nies in extensive dialogue through our Focus List program, which was found to 
produce superior returns over a 10-year period.2 

Shareowner proxy voting rights are considered to be valuable assets of the fund. 
Attention to corporate governance promotes responsible business practices that 
serve as an integral component to a company’s long-term value creation. In in-
stances where guidelines are not dispositive on shareowner or management pro-
posals, the Office of Corporate Governance, which I oversee, reviews and makes 
proxy voting recommendations that are consistent with the best interests of the 
fund and our fiduciary duties. 
Investment Decision Making Process 

As indicated above, CalPERS takes a long-term strategic approach to its invest-
ment decisionmaking process. Annually, a comprehensive ‘‘Strategic Investment 
Plan’’ is developed jointly by CalPERS’ investment staff and its external consult-
ants, with input from and subject to final approval of the 13-member board. The 
plan is based on careful analysis of the long-term outlook for the capital markets 
and major qualitative and quantitative factors including the unique needs, pref-
erences, objectives and constraints of CalPERS. This detailed investment plan mani-
fests itself in the development of an asset allocation framework designed to achieve 
the ongoing commitment to diversification and provide guidance in the investment 
decisionmaking process including advancing investment strategies, the hiring and 
monitoring of external investment advisors, portfolio rebalancing and meeting cash 
needs. 
How Inadequate Corporate Governance Contributed to the 2008 Financial 

Meltdown 
It is widely acknowledged that the 2008 financial crisis was fuelled by a toxic 

combination of lax oversight and misaligned incentives.3 Too many CEOs pursued 
excessively risky strategies or investments that bankrupted their companies or 
weakened them financially for years to come.4 Boards of directors were often com-
placent, failing to challenge or rein in reckless senior executives who threw caution 
to the wind.5 And too many boards approved executive compensation plans that re-
warded excessive risk taking.6 Others simply did not have robust risk management 
systems in place, or had these subservient to short term revenue chasing. The Dodd- 
Frank focus upon improving transparency around incentives and giving 
shareowners the tools to improve oversight of boards is therefore absolutely on tar-
get. We look forward to further improvements in disclosure also under discussion 
by financial regulators, for example to ensure that compensation below board level 
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is disclosed for those who can have an impact upon the company’s over risk profile, 
and also to improve understanding of pay equity across companies. 

More specifically, a common element in the failure of Lehman Brothers, American 
International Group, Fannie Mae, Washington Mutual, and many other companies 
implicated in the 2008 financial meltdown, was that their boards of directors did 
not control excessive risk-taking, did not prevent compensation systems from en-
couraging a ‘bet the ranch’ mentality, and did not hold management sufficiently ac-
countable.7 As famed investor Warren Buffett observed in his 2009 letter to the 
shareowners of Berkshire Hathaway Inc.: 

In my view a board of directors of a huge financial institution is derelict 
if it does not insist that its CEO bear full responsibility for risk control. If 
he’s incapable of handling that job, he should look for other employment. 
And if he fails at it—with the Government thereupon required to step in 
with funds or guarantees—the financial consequences for him and his board 
should be severe. 
It has not been shareholders who have botched the operations of some of 
our country’s largest financial institutions. Yet they have borne the burden, 
with 90 percent or more of the value of their holdings wiped out in most 
cases of failure. Collectively, they have lost more than $500 billion in just 
the four largest financial fiascos of the last 2 years. To say these owners 
have been ‘‘bailed-out’’ is to make a mockery of the term. 
The CEOs and directors of the failed companies, however, have largely gone 
unscathed. Their fortunes may have been diminished by the disasters they 
oversaw, but they still live in grand style. It is the behavior of these CEOs 
and directors that needs to be changed: If their institutions and the country 
are harmed by their recklessness, they should pay a heavy price—one not 
reimbursable by the companies they’ve damaged nor by insurance. CEOs 
and, in many cases, directors have long benefited from oversized financial 
carrots; some meaningful sticks now need to be part of their employment 
picture as well.8 

Accountability is critical to motivating people to do a better job in any organiza-
tion or activity.9 An effective board of directors can help every business understand 
and control its risks, thereby encouraging safety and stability in our financial sys-
tem and reducing the pressure on regulators, who, even if adequately funded, will 
be unlikely to find and correct every problem.10 Unfortunately, long-standing inad-
equacies in corporate governance requirements and practices have limited 
shareowners’ ability to hold boards accountable.11 

Fortunately, Dodd-Frank contains a number of corporate governance reforms that 
when fully implemented and effectively enforced will reduce those inadequacies by 
providing long-term investors like with better tools, including better information, to 
hold directors more accountable going forward.12 

The remainder of my testimony highlights some of the key corporate governance 
provisions of Dodd-Frank and why CalPERS believes those provisions are beneficial 
to investors in terms of improving the accountability of boards and enhancing inves-
tor protection. 
Dodd-Frank Corporate Governance Provisions 
SEC. 971 Proxy Access 

The most fundamental of investor rights is the right to nominate, elect and re-
move directors.13 Anything less provides a fundamental flaw in capitalism. The pro-
viders of capital need to be able to hold boards accountable, and boards in turn need 
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to have effective oversight of management. The United States is virtually alone in 
world markets by not providing capital providers the ability to hold their stewards 
to account. Several roadblocks, however, have prevented this fundamental right 
from being an effective remedy for shareowners dissatisfied with the performance 
of their public companies.14 

One of the most significant roadblocks is that Federal proxy rules have histori-
cally prohibited shareowners from placing the names of their own director can-
didates on public company proxy cards.15 Thus, long-term shareowners who may 
have wanted the ability to run their own candidate for a board seat as a means of 
making the current directors more accountable have only had the option of pursuing 
a full-blown election contest—a prohibitively expensive action for most public pen-
sion funds like CalPERS.16 

Fortunately, due to the extraordinary leadership of this Committee and the U.S. 
Securities and Exchange Commission (‘‘Commission or SEC’’), this roadblock—the 
inability for shareowners to place director nominees on the company’s proxy card— 
we hope will soon be lifted.17 As background, in June 2009, the Commission issued 
a thoughtful proposal providing for a uniform measured right for significant long- 
term investors to place a limited number of nominees for director on the company’s 
proxy card.18 Some opponents of the proposal subsequently raised questions about 
whether the Commission had the authority to issue a proxy access rule.19 In re-
sponse, Senator Schumer introduced, what would later become Section 971 of Dodd- 
Frank, removing any doubt that the Commission had the authority to issue a proxy 
access rule.20 

After careful consideration of the input received in response to two separate com-
ment periods on the proposal, the SEC issued a final rule on September 16, 2010.21 
The final rule provides the ability for CalPERS, as part of a larger group of long- 
term investors, to place a limited number of nominees for director on the company’s 
proxy card and, thereby, effectively exercise its traditional right to nominate and 
elect directors to company boards.22 

Unfortunately, despite Section 971 of Dodd-Frank, opponents of the Commission’s 
final rule have chosen to sue the SEC to delay its implementation.23 The legal chal-
lenge, based largely on Administrative Procedure Act grounds, is currently before 
the D.C. Circuit Court of Appeals (‘‘Court’’) on an expedited review.24 A decision is 
expected this summer.25 Whatever the Court’s decision, we fully expect that the 
Commission will, after curing any administrative deficiencies, promptly implement 
the final rule and remove this long-standing roadblock to the exercise of 
shareowners’ fundamental right to nominate, elect, and remove directors. 
SEC. 951 Shareholder Vote on Executive Compensation Disclosures 

As described by the Financial Crisis Inquiry Commission, the financial crisis re-
vealed compensation systems: 

[D]esigned in an environment of cheap money, intense competition, and 
light regulation—too often rewarded the quick deal, the short-term gain— 
without proper consideration of long-term consequences. Often those sys-
tems encouraged the big bet—where the payoff on the upside could be huge 
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and the downside limited. This was the case up and down the line—from 
the corporate boardroom to the mortgage broker on the street.26 

During the development of Dodd-Frank, this Committee concluded that ‘‘share-
holders, as the owners of the corporation had a right to express their opinion collec-
tively on the appropriateness of executive pay.’’27 The result was Section 951 of 
Dodd-Frank that provides that any proxy for an annual meeting of shareowners will 
include a separate resolution subject to shareowner advisory vote to approve the 
compensation of executives.28 

We agree with the Council of Institutional Investors that Section 951 provides 
with: 

a tool . . . [to] effectively, efficiently and regularly provide boards with use-
ful feedback about whether investors view the company’s compensation 
practices to be in shareowners’ best interests. Nonbinding shareowner votes 
on pay offer a more targeted way to signal shareowner discontent than 
withholding votes from compensation committee members, and can serve as 
a helpful catalyst and starting point for dialogue on excessive or poorly 
structured executive pay. Also, the possibility of a majority ‘‘against’’ vote 
might serve as an additional deterrent against devising incentive plans that 
promote excessive risk-taking and/or enrichment.29 

Section 951 became effective for the first time this proxy season. As recently dis-
cussed by SEC Commissioner Luis Aguilar, it appears that the new requirement is 
benefiting investors in at least three ways: 

First, say-on-pay seems to have resulted in increased communication be-
tween shareholders and corporate management. Reports seem to indicate 
that both shareholders and corporate management are pro-actively initi-
ating discussions regarding executive compensation, which is far from the 
predictions that say-on-pay would lead to disrepair or at best be ineffec-
tive—this sounds like a positive development to me. 
Second, the reports indicate that shareholders are making their voices 
heard. For example, as of this month, 31 public companies have failed to 
obtain majority support for their executive compensation packages. 
Lastly, some pay practices appear to be changing in deference to share-
holders’ views. Some companies have actually altered the pay and benefits 
of top executives. Many companies are putting in more performance-based 
compensation plans and they are addressing items that shareholders often 
criticized, such as: excessive severance; perks; Federal income tax pay-
ments; and pensions. For example, approximately 40 of the Fortune 100 
companies have eliminated policies that had the company pay certain tax 
liabilities of executives. As another example, General Electric modified the 
pay of its CEO 2 weeks prior in anticipation of the shareholder vote, defer-
ring the vesting of certain options and conditioning the vesting on whether 
the company meets certain performance targets. According to news reports, 
this was apparently done to avoid losing a say-on-pay vote.30 

Section 954 Recovery of Erroneously Awarded Compensation 
Another means identified by this Committee, the Investors Working Group, the 

Council of Institutional Investors, and many other parties to combat poorly struc-
tured executive pay plans that rewarded short term but unsustainable performance 
was to enhance current clawback provisions on unearned executive pay.31 In re-
sponse, Section 954 of Dodd-Frank strengthens the existing clawback provisions in 
three important ways: First, it expands the application of the existing clawback re-
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quirements to any current or former executive officer (not just the CEO or CFO).32 
Second, it clarifies that a clawback is triggered by an accounting restatement due 
to material noncompliance without regard to the existence of misconduct.33 Finally, 
it strengthens the existing clawback requirements by extending the clawback to 3 
years from the existing 12-month period.34 

CalPERS’ support for Section 954 is based on our belief, shared by the Council 
of Institutional Investors, and many other corporate governance and compensation 
experts, that a tough clawback policy is an essential element of a meaningful pay 
for performance philosophy.35 If executives are rewarded for hitting their perform-
ance metrics—and it later turns out that they failed to do so—they should return 
to shareowners the pay that they did not rightly earn.36 We look forward to the 
Commission’s proposed and final rules to implement Section 954 scheduled for later 
this year. 
Section 973. Disclosures Regarding Chairman and CEO Structures 

Finally, as indicated, the financial crisis represented an enormous failure of board 
oversight of management. We share the view of the Council of Institutional Inves-
tors, the Investor’s Working Group and many others that board oversight may be 
weakened by forceful CEO’s who also serve as a chair of the board.37 In our view, 
Independent board chairs are a key component of robust boards that can effectively 
monitor and, when necessary, rein in management.38 To have the CEO effectively 
running the board means the oversight process is fundamentally comprised. No one 
can grade their own performance objectively. Independent board oversight of the 
CEO is vital. 

While not requiring the separation of the role of the chair and CEO, Section 973 
of Dodd-Frank provides an important step forward by directing the SEC to issue 
rules, which are already in place, requiring those companies who have a Chairman/ 
CEO structure to disclose an explanation of the reasons that it has chosen that 
structure.39 This is an important advancement in corporate governance disclosure 
that we continue to support. 

That concludes my testimony. Thank you, Mr. Chairman for inviting me to par-
ticipate at this hearing. I look forward to the opportunity to respond to any ques-
tions. 

PREPARED STATEMENT OF PAUL S. ATKINS * 
VISITING SCHOLAR, AMERICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RESEARCH 

JULY 12, 2011 

Thank you very much, Mr. Chairman, Ranking Member Shelby, and Members of 
the Committee, for inviting me to appear today at your hearing. It is an honor and 
privilege for me to provide information for your deliberations on Dodd-Frank and 
the SEC. 
Dodd-Frank Overview 

I come before you today not only as a former Commissioner of the Securities and 
Exchange Commission and member of the former Congressional Oversight Panel for 
the TARP, but also as a visiting scholar at the American Enterprise Institute for 
Public Policy Research. AEI has a long history of focus on the economic and psycho-
logical fundamentals of entrepreneurism, economic development, and the political 
economy. It is a privilege for me to be able to participate in the public discussion 
about the issues of the day in the context of my years of work in the public and 
private sector. 

The news of this past week has highlighted the disappointing state of affairs in 
our economy. The data released by the Bureau of Labor Statistics show the unem-
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ployment rate increasing to 9.2 percent, while the labor force itself shrank by more 
than a quarter of a million people. Basically, unemployment has risen as the supply 
of available workers has shrunk. More than 14 million Americans are out of work— 
and almost half of those have been out of work for more than 6 months. 

In a productive economy, jobs are normally created by people with entrepreneurial 
spirit—whether small businesses or large corporations. Starting with an idea for a 
product or service and the risk appetite to make it a reality, the entrepreneur will 
need to engage the help of others to make it a reality. To hire people and develop 
their product, entrepreneurs of course need money. The money has to come from 
somewhere, and with efficient financial markets, an entrepreneur should be able to 
borrow the money or find others willing to invest in the idea—risk their own capital 
for an interest in the potential profits. 

We have a great debate in this country as to whether there is a shortage of credit 
supply or demand. Last year, as a member of the Congressional Oversight Panel, 
I had the privilege of testifying before the House Financial Services Committee re-
garding small business lending initiatives. The debate was then, as it is now, wheth-
er the issuance of credit is constrained because of a lack of demand or a shortage 
of supply. Regardless of the cause, in the current regulatory climate it is difficult 
for lenders to increase their small business lending. Small businesses produce most 
of the new jobs in the country. From my work on the Congressional Oversight 
Panel, we heard many anecdotal reports from our field hearings and elsewhere that 
bank examiners have become more conservative and have required increasing levels 
of capital since the advent of the financial crisis. The balance between sufficient reg-
ulation and over-regulation is often a fine one. We have to remember that it is the 
investors who pay for regulation—effective or otherwise—through higher prices, di-
minished returns, or restricted choices. 

Why do I go through this description of how jobs are created? Because confidence 
and certainty are crucial to fostering a business climate that creates jobs. It is my 
belief that a major cause of the uncertainty handcuffing our economy today is in 
fact Government policy, particularly the sweeping new financial law enacted last 
year ostensibly for the sake of market stability and investor confidence. Because 
many of the provisions were not directly related to the underpinnings of the finan-
cial crisis, investors ultimately will pay for the increased costs associated with the 
mandates without receiving commensurate benefits. 

That is the single tragedy of Dodd-Frank. It is a calamity—2,319 pages are aggra-
vating uncertainty and undermining the climate necessary for economic growth. Yet 
considering its length and scope, the Dodd-Frank Act was passed with relatively few 
hearings and no real debate about provisions that now threaten economic growth. 
In contrast, following the market crash of 1929, Congress attempted comprehensive 
reform over a period of a decade, involving extensive hearings and public debate. 
Dodd-Frank calls for the creation of anywhere between 243 and 533 new rules, de-
pending on how you count them, and 84 rules by 3 new agencies alone—the Con-
sumer Financial Protection Bureau (CFPB), the Office of Financial Reporting (OFR), 
and the Financial Stability Oversight Council (FSOC). Each of these new agencies 
has far-reaching powers, and we will not know for years how they will develop. 
Legal challenges are inevitable, not just as to the technicalities of the rules and 
whether they have been properly promulgated, but also as to basic questions of ju-
risdiction and constitutionality. 

As the past year has shown, Dodd-Frank also mandates very tight deadlines for 
Federal agencies to draft and implement these rules. In this quarter alone, Dodd- 
Frank mandates more than 100 rules to be finalized.1 As some experts have noted 
previously,2 this rate of rulemaking required by Dodd-Frank far outpaces the agen-
cies’ respective historical workloads. From 2005–2006 the SEC annually averaged 
9.5 new substantive rules, while the CFTC averaged 5.5. Post-Dodd-Frank those 
numbers have soared to an average of 59 new rules for the SEC and 37 for the 
CFTC.3 Members of this committee have previously expressed concern that Federal 
agencies are sacrificing quality for speed as they neglect to properly weigh the costs 
and benefits to the economy of their proposed rules. In these circumstances, some-
thing has to give, and so far we have seen very little in the way of cost benefit anal-
ysis (some agencies’ inspectors general are investigating whether this lack of anal-
ysis may have violated the Administrative Procedure Act and other mandates), con-
tracted timelines for the public to comment on proposed rulemakings (most com-
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ment periods are about 20 days shorter than usual), missed deadlines (right before 
the statutory effective date, registration requirements under Title IV had to be de-
layed by 8 months because the rules were finalized so late), and proposed rule-
making that is vague or overly broad. Taken together, the ability of stakeholders 
to provide input on matters directly impacting their business is severely impaired. 

An example on the latter point can be found with the Financial Stability Over-
sight Council (FSOC), a new agency created by Title I to identify threats to the fi-
nancial stability of the United States. While this seemed like an attractive idea to 
officials who wish never to relive the anxiety of the ‘‘Too Big to Fail’’ era, the reali-
ties and impracticalities of such a Council have already started to reveal them-
selves. 

The principal new authority assigned to FSOC is to identify systemically impor-
tant financial institutions. FSOC’s proposed rulemaking in January 2011 regarding 
this process was roundly criticized by the public and bipartisan Members of Con-
gress for merely parroting the broad statutory language. This lack of transparency— 
magnified by leaks to the media about the staff’s methodology under consideration— 
has only compounded market uncertainty. FSOC recently announced plans to pro-
vide further guidance of this most important authority of the new systemic risk reg-
ulatory regime—although the form and extent of that guidance remains to be seen. 

The activities of the Financial Stability Oversight Council (including OFR) and 
the Bureau of Consumer Financial Protection have received much scrutiny over the 
past year, and for good reason. They comprise just 2 of the Act’s 16 Titles, however, 
and so I welcome today’s hearing on the subject of the investor protection provisions. 
As I intend to make clear today, many of these provisions impose sweeping changes, 
yet received relatively little attention during consideration of last year’s Dodd-Frank 
Act, which naturally raises the likelihood of unintended consequences. 
Title IV: The Private Fund Investment Advisers Registration Act of 2010 

Under Title IV of Dodd-Frank, investment advisers to hedge funds and private eq-
uity firms are required to comply with a set of registration rules, which hinders the 
success of both investors in the funds by adding administrative costs and potentially 
keeping competitors out of the market, and the SEC by spreading its resources too 
thinly and diverting its attention from protecting retail investors. This situation, to-
gether with the likely mistaken sense of security that investors might infer from 
SEC registration, endangers all investors. 

By repealing the ‘‘15-client’’ exemption, Title IV effectively forces all investment 
advisers managing more than $150 million in assets to register with the SEC. The 
Commission estimates that this will bring 3,200 advisers under its supervision. The 
rules recently finalized by the SEC specify the exemptions provided by Dodd-Frank 
for advisers solely to venture capital funds, foreign private advisers, and family of-
fices. The rulemaking was not completed until close to the deadline before which 
advisers were originally required to register. Prior to the adoption of the rule, the 
SEC allowed the affected entities to wonder for several months through rumor and 
staff statements if, when, and in what form the requirement might come into effect. 

Why do we have this new registration process? One narrative has been that sup-
posed ‘‘deregulation’’ during the past 6, 10, or 15 years—you pick the time period— 
led to the crisis. But, one can hardly say that the past 6–15 years have been deregu-
latory. In the United States we had Sarbanes-Oxley, new SEC rules, new stock ex-
change and NASD/FINRA rules, and new accounting rules. We saw the financial cri-
sis hit regulated entities around the world, even in countries like Germany and 
France that one could hardly characterize as deregulatory. 

Regulators and lawmakers abroad, especially in Europe, have tried to blame 
hedge funds and short selling. Hedge funds were supposedly over-leveraged and 
drove the demand for esoteric securities. This narrative claims they shorted all 
kinds of assets during the 2008 crisis, driving the market down and creating panic. 

It will be surprising for subscribers to the popular narrative to learn that hedge 
funds overall had the least leverage, at 2:1.4 Compare that to other financial institu-
tions at the time, which had significantly higher leverage ratios. Taking short posi-
tions, in turn, is an important investment activity as it helps to provide liquidity 
and points out excessive valuations. I have yet to see a compelling argument for 
why the price declines and flagging investor confidence experienced in 2008 might 
be attributed to hedge funds’ shorting activities rather than the obvious decline in 
economic and business fundamentals. 

The costs borne by registering advisers, and in turn by their pension, institutional 
and private individual investors, are real and significant. Sending off the registra-
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tion form is the deceptively easy part. Registered advisers will have to bear numer-
ous administrative, legal, and personnel costs. 

In the recently adopted rules, advisers exempted from registration requirements 
would still be required under Sections 407 and 408 to comply with some of the same 
reporting requirements as registered advisers. For example, venture capital advisers 
would be subject to examination and recordkeeping requirements. For venture cap-
ital firms especially, it is not clear what the investor protection rationale is. This 
construct seems to be contrary to the intent of Section 407; if so, this committee 
has an oversight interest in the new rules for exempt reporting advisers. 

Obviously this shakeup will be particularly hard on smaller hedge funds and pri-
vate equity firms, which have fewer resources all around. As some have already ar-
gued, this new regulatory structure has the potential to raise barriers to entry and 
drive segments of the industry overseas. In the end, all of this may add many more 
costs to an economy that can scarcely afford it. 

Under proposed rulemaking passed earlier this year, a new reporting requirement 
will be imposed on all registered advisers known as Form PF. As proposed, Form 
PF is unprecedented in scope and detail: it is 44 pages long in its entirety. All reg-
istered private fund advisers would be required to file Form PF at least annually, 
and large advisers would be required to file quarterly. Advisers will be required to 
complete different sections based on their fund type and size, and the reporting bur-
den increases exponentially for large firms. For example, advisers to private equity 
funds of at least $1 billion would have to file Form PF within 15 days of quarter’s 
end, including possibly detailed information on their portfolio company holdings. 

Requiring registered advisers to compile and report all this detailed information 
represents an enormous regulatory burden that provides no appreciable benefit to 
investors. Demonstrably, much like many other Federal agencies, in the SEC’s rush 
to draft and implement rules in accordance with Dodd-Frank’s statutory deadlines, 
it has not properly weighed the costs and benefits. The industry has raised numer-
ous concerns with the draft rule, and I hope the SEC will consider the implications 
of Form PF carefully. 

As the following chart 5 illustrates, since 2008 the number of examinations has 
actually been decreasing because of management priorities and allocation of re-
sources. The flood of new registrants will only dilute the SEC’s resources, and fur-
ther reduce the frequency or scope of examinations. The allocation of resources in 
this area is critical—it should not be forgotten that in the case of the largest Ponzi 
scheme ever perpetrated, Bernard L. Madoff Investment Securities was both a reg-
istered broker-dealer and a registered adviser subject to regular SEC examinations. 

Title IX: The Investor Protection and Securities Reform Act of 2010 
Moving on to Title IX. Title IX encompasses a wide range of issues including cred-

it rating agencies, whistleblowing, fiduciary duties, and SEC management. 
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Credit Rating Agencies 
This Committee took action with the Credit Rating Agency Reform Act of 2006 to 

address the troubling oligopoly of credit rating agencies and the SEC’s opaque meth-
od of designating nationally recognized statistical rating organizations (NRSROs). 
Unfortunately, the SEC had never addressed these issues in the 30 years after insti-
tuting the NRSRO designation. The framework adopted in 2006 (unfortunately too 
late to forestall the crisis) aimed to encourage transparency and competition among 
rating agencies. That approach, unfortunately, has been undermined by some provi-
sions of Dodd-Frank that set up an expectation for ultimately unachievable regu-
latory control. 

After the financial crisis, credit rating agencies were under fire for their faulty 
methodologies and conflicts of interest. To combat this, the SEC has requested com-
ment for a study on the feasibility of standardizing credit ratings and has proposed 
hundreds of pages of new rules. Addressing problems of faulty methodologies and 
transparency, the SEC has proposed rules requiring internal controls for deter-
mining ratings, establishing professional standards for credit analysts, and pro-
viding for greater public disclosure about credit ratings. 

Dodd-Frank also gives the SEC the power to penalize credit rating agencies for 
consistently inaccurate ratings. Further, Dodd-Frank also raises the dubious possi-
bility that the SEC would assess the accuracy of ratings. It is unclear how that 
could ever be accomplished. 

In an attempt to break up the oligopoly imposed by the three largest credit rating 
agencies, the SEC has proposed rules to remove references to credit ratings from 
regulations, pursuant to authority under Section 939. In addition, the SEC has alle-
viated the problem of conflicts of interest by precluding ratings from being influ-
enced by sales and marketing and by enhancing a ‘‘look-back’’ review to determine 
whether any conflicts of interest influenced a rating. 

Unfortunately, Dodd-Frank has taken an inconsistent approach with respect to 
credit rating agencies. With respect to sovereign debt, the threats currently being 
levied by government officials in Europe demonstrate that rating agencies are sus-
ceptible to political pressure as to the ‘‘correctness’’ of their ratings. Congress should 
consistently push transparency and competition so that investors get high-quality 
and objective advice from credit rating agencies. 
Whistleblower Programs 

Dodd-Frank provides that the SEC and the CFTC may award whistleblowers from 
10 percent to 30 percent of monetary sanctions collected in enforcement actions.6 
Two special funds of $300 million and $100 million are set up for the SEC and 
CFTC, respectively, to ensure payment of whistleblowers. Dodd-Frank provides that 
whistleblowing employees can hire attorneys and that they must hire an attorney 
if they wish to remain anonymous. One can imagine what percentage of the 10 per-
cent–30 percent take the lawyers will demand from the whistleblower. 

Dodd-Frank clearly aims to encourage whistleblowers and ease their fears of re-
taliation, ostracism, and reputational damage for future employment-all authentic 
concerns for legitimate protesters. But it creates perverse incentives as well, and 
sets up a system that has many inherent problems. For example, if an employee 
approaches an attorney with a potential claim of less than $1 million, what will the 
attorney advise if the problem is ongoing and is likely to result in a settlement of 
more than $1 million at some time in the future? Will the attorney advise the em-
ployee to report it immediately, or to remain quiet until the problem crosses the 
compensation threshold? Moreover, the unintended consequences of unfounded 
charges from disgruntled employees with ulterior motives will be devastating for 
shareholders. Of course, this only considers the employee side of the system. From 
the SEC’s side, how will it cope with effectively investigate the potentially over-
whelming number of tips? The Bernie Madoff case is again an apt reminder. 

Already, a company must hire attorneys and accountants to investigate almost 
any purported complaint, with strict policies and procedures to ensure due process. 
The injection of plaintiffs’ attorneys into the mix increases the potential for specious 
claims to get traction and win a settlement, especially if the complainant is anony-
mous. Congress has skewed the delicate balance between good policy and over-indul-
gence of accusations. 

Despite comments to the contrary, the SEC chose not to make mandatory internal 
reporting to a company’s own compliance program. Because the bounties available 
to whistleblowers (and their attorneys) are so large, and because the SEC chose not 
to make internal reporting mandatory, whistleblowers are incentivized to ‘‘report 



76 

out’’ directly to the SEC rather than to ‘‘report up’’ through their companies’ compli-
ance programs. Thus, the rule undermines internal compliance programs. Moreover, 
companies have no protection from disclosure of confidential information, and there 
is no real way to sanction a false whistleblower, absent ‘‘bad faith’’—which is a 
tough standard to meet. 

Fiduciary Duty 
Under Section 913, the SEC was required to conduct a study on harmonizing the 

standard of care for investment advisers and broker-dealers. Under the Investment 
Advisers Act of 1940 and Supreme Court precedent, advisers have been deemed to 
owe a ‘‘fiduciary duty’’ to their clients whereas broker-dealers are subject to stand-
ards imposed by the Securities Exchange Act of 1934 and their self-regulatory orga-
nizations. The SEC has recommended to Congress that it harmonize these concepts 
into a uniform standard. 

Under the 1934 Act and SRO rules, broker-dealers ultimately are held to a very 
high standard of care that has benefited investors for many years. With respect to 
an advisory relationship, any dispute ultimately will likely be judged through a law-
suit in State court under terms of the advisory contracts, which tend to be long and 
include many disclaimers of conflicts of interest. On the other hand, broker-dealers 
are subject to broad standards of practice that the SEC and FINRA have adopted 
and interpreted over the years, as well as a low-cost arbitration system. 

It is important to remember that not all investors are the same. Some investors 
perhaps want and need a fiduciary who possesses intimate knowledge of their finan-
cial condition and can advise accordingly. On the other hand, some investors would 
prefer to have a true broker who is engaged on a transaction basis and is com-
pensated accordingly. These two kinds of activities should have different standards 
of care attached to them. When the SEC turns to rulemaking later this year, as it 
has indicated it plans to do, it should respect the different needs of different inves-
tors. 

At the same time, the Department of Labor is pursuing a separate rulemaking 
that aims to increase the ambit of fiduciary duty within the context of ERISA plans. 
Unfortunately, this Labor Department initiative does not seem to be coordinated 
with the SEC and carries potentially profound effects for the retirement plan mar-
ket and the availability of product offerings. 
SEC Management 

Title IX contains many other provisions, most of which have nothing to do with 
the causes of the financial crisis. In my short window of time before you, I cannot 
discuss all of these sections. Suffice it to say that many sections respond to long- 
standing requests of special interest groups. The SEC’s compliance with these provi-
sions has been spotty: The ink was not even dry on Dodd-Frank when the SEC gave 
a new Federal right for some shareholders to be able to nominate corporate board 
members directly instead of going through the normal process by which directors 
are nominated. This rulemaking is being challenged in Federal court. Yet, the SEC 
has neglected Section 965, the intent of which was to direct the SEC to disband the 
Office of Compliance Inspections and Examinations and return the examiners to the 
Divisions of Investment Management and Trading and Markets. 

Just last week the SEC chairman testified about the recent leasing decision and 
suggested that the SEC should no longer have leasing authority. In contrast, last 
year, some were suggesting the SEC should have a self-funding mechanism outside 
of the normal congressional appropriations process. In the meantime, the SEC has 
pursued an extremely divisive agenda, marked by more than a dozen 3–2 votes in 
the past 2 years alone. I have never witnessed such division—this record is in 
marked contrast to my experience of 10 years as staffer in two chairman’s offices 
and as a commissioner under three chairmen. The dissenters are reasonable people 
and their dissents are not always fundamentally opposed to the rulemaking itself. 
The sad fact is that it appears that the leadership of the SEC does not engage effec-
tively on the finer points of the policy issues. Thus, I encourage this Committee to 
continue to exercise oversight of SEC management. 

Dodd-Frank attempted to focus on organizational and managerial issues at the 
SEC, but it wound up, in effect, micro-managing and making things more com-
plicated. Section 911 codifies in statute the Investor Advisory Committee that the 
current chairman established, which itself was similar to the Consumer Affairs Ad-
visory Committee that I helped Chairman Levitt establish when I worked in his of-
fice in the mid-1990s. This statutory provision etches in stone one way of doing 
things to the exclusion of others. We shall see how the Investor Advocate, an inde-
pendent office established under Section 915, ultimately develops. The statute thus 
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adds yet another direct report to the chairman, who already has more direct reports 
than is practicable. 

Management philosophies like Total Quality Management and Six Sigma teach 
that in any organization, measurement drives human behavior because the incen-
tive is to try to meet the measurement criteria (‘‘You get what you measure’’). 

For example, Enron was not reviewed for years because review personnel were 
judged by how many filings they reviewed, not necessarily by the quality of their 
review. The incentive was to postpone review of the complicated Enron filing be-
cause one could review many others in the time it would take to review Enron. By 
the late 1990s, this focus on numbers more than quality had decreased staff morale 
so much that employees began to organize to form a union. Despite management’s 
campaign to thwart it, in July 2000, SEC employees voted overwhelmingly to 
unionize the workforce. 

The emphasis on numbers over quality also affects behavior in the enforcement 
division and examination office. Every enforcement attorney knows that statistics 
(or ‘‘stats’’) help to determine perception and promotion potential. The statistics 
sought are cases either brought and settled or litigated to a successful conclusion, 
and amount of fines collected. These statistics do not necessarily measure quality 
(such as an investigation performed well and efficiently, but the evidence ultimately 
adduced did not indicate a securities violation). Thus, the stats system does not en-
courage sensitivity to due process. 

In addition, the stats system tends to discourage the pursuit of penny stock ma-
nipulations and Ponzi schemes, which ravage mostly retail investors. These frauds 
generally take a long time and much effort to prove—the perpetrators tend to be 
true criminals who use every effort to fight, rather than the typical white-collar cor-
porate violator of a relatively minor corporate reporting requirement who has an in-
centive to negotiate a settlement to put the matter behind him and preserve his rep-
utation and career. Thus, over the years several staff attorneys have told me that 
their superiors ‘‘actively discourage’’ them from pursuing Ponzi schemes and stock 
manipulations, because of the difficulty in bringing the case to a successful conclu-
sion and the lack of publicity in the press when these cases are brought (with the 
exception of Madoff, these sorts of cases tend to be small). Some senior enforcement 
officers openly refer to these sorts of cases as ‘‘slip-and-fall’’ cases, which disparages 
the real effect that these cases have on individuals, who can lose their life savings 
in them. Because of the interstate and international aspect of many of these cases, 
if the SEC does not go after them, no one can or will. 

Sadly, this attitude is reflected even outside the SEC. Just last week, I saw a 
quotation in an article regarding the steps that the SEC needs to take to collect on 
the settlements that it has entered into. The sentiment expressed by the commenter 
was that many of the cases are very small, but that the agency is under political 
pressure to go after the smaller schemes. Not to discount the importance of com-
bating any fraud, we need to remember that one individual losing his entire life’s 
savings is extremely serious, even if it is ‘‘only’’ 5-digits in size. 

During my tenure as commissioner, I emphasized the need to focus from an en-
forcement perspective on microcap fraud, including Ponzi schemes, pump-and-dump 
schemes, and other stock manipulations. I was a strong advocate for the formation 
of the Microcap Fraud Group in the Enforcement Division, which was finally formed 
in 2008. I had also strongly supported the good efforts of the Office of Internet En-
forcement, established under Chairman Levitt in the late 1990s, which worked 
closely with other law enforcement agencies to tackle Internet and other electronic 
fraud. Unfortunately, it appears that while the administrative overhead functions 
within enforcement are gaining resources, insufficient attention is being paid to 
‘‘boots-on-the-ground’’ investigative resources to combat the pernicious frauds that 
prey on individual investors. 

There are many intelligent, competent, dedicated, hard-working people at the 
SEC. It is the management system and how it determined priorities over the past 
decade that has let them down. Three years ago, in an article published in the Ford-
ham Journal of Corporate and Financial Law, 7 I called for the SEC to follow the 
example from 1972 of Chairman William Casey, who formed a committee to review 
the enforcement division—its strategy, priorities, organization, management, and 
due-process protections. Thirty-seven years later, and especially after the Madoff in-
cident, this sort of review is long overdue. 
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Conclusion 
Dodd-Frank overall is a poorly drafted statute that drastically expands the power 

of the Federal Government, creates new bureaucracies staffed with thousands, and 
does little to help the struggling American citizen. Ambiguous language will result 
in frivolous and unnecessary litigation. Huge amounts of power and discretion have 
been ceded to regulators, who were given the impossible task of about a year or two 
to put things in place. All of these costs and distractions will further stifle economic 
growth. Consumers, investors, and workers will pay the price. That is certainly not 
the best way to get the economy up and running! 

The Dodd-Frank Bill started out as a bill to ‘‘get’’ Wall Street and morphed into 
a bill that sticks it to everyone—Wall Street, Main Street, consumers, entre-
preneurs, shareholders and taxpayers alike. The financial markets are critically im-
portant to America. They raise capital for businesses producing good and services. 
They create jobs, fund ideas and increase wealth for all Americans. When Ameri-
cans save and invest, they are putting their capital to work, building their nest egg 
and that of others, too. We need a more thoughtful, balanced plan to make sure that 
the nest egg is as safe as it can be, but also to ensure the we are not killing the 
proverbial, golden egg-laying goose. The arguments over Dodd-Frank will continue. 
Regulators will continue to grind away at implementing its provisions. There will 
continue to be calls for repeal of all or parts of it. This will be a vital topic to follow 
for the foreseeable future. 

Thank you again for the invitation to come here and testify before you today. 

PREPARED STATEMENT OF LYNN E. TURNER 
FORMER CHIEF ACCOUNTANT, SECURITIES AND EXCHANGE COMMISSION 

JULY 12, 2011 

Thank you Chairman Johnson and Ranking Member Shelby for holding this hear-
ing and it is an honor to be invited to testify before you. Our capital markets in 
the United States have been the crown jewel of our economy for over two centuries. 
But in the last decade, they have been the source of great scandal, resulting in in-
vestors questioning whether they are on a level playing field or sitting across the 
table at a casino where the odds are greatly stacked against them. This along with 
a declining U.S. economy has led investors to invest increasing amounts of capital 
overseas, with less available here for jobs, investment in plant, and research and 
development. If that trend is to be reversed, investors must know they will be af-
forded reasonable protections and have regulators who serve as their advocates. 
Background 

Before I start, it might be worthwhile to provide some background on my experi-
ence. I have held various positions in the accounting profession for some 35 years. 
I started my career with one of the world’s largest international accounting and au-
diting firms where I rose to become an audit and SEC consulting partner. I served 
as a CFO and vice president of an international semiconductor company as well as 
a business executive in a venture backed newly formed startup company. I have had 
the good fortune to be the Chief Accountant of the Securities and Exchange Com-
mission (‘‘SEC’’). In addition, I have been: a member of and chaired audit commit-
tees of corporate boards of both large and small public companies; a trustee of a 
mutual fund and a public pension fund; and a professor of accounting. In 2007, 
Treasury Secretary Paulson appointed me to the U.S. Treasury Advisory Committee 
on the Auditing Profession (‘‘ACAP’’). I have also served on the Standing Advisory 
Group (‘‘SAG’’) and Investor Advisory Group (‘‘IAG’’) of the Public Company Ac-
counting Oversight Board (‘‘PCAOB’’). 
The Financial Crisis 

It has now been over 4 years since the worst post Great Depression financial cri-
sis imploded in this country and around the globe, resulting in the Great Recession. 
The financial damage to civilization was tremendous as Exhibit A illustrates; inves-
tors in the global markets lost over $28 trillion in the value of their holdings. In 
the United States, investors saw approximately $10–11 trillion in value disappear, 
not including the value of their homes which continue to depreciate. And consider 
the numbers: in 1930, 1.2 percent of the population owned stock; in 2008, the num-
ber invested in the markets through stock, mutual funds or retirement accounts ap-
proximated 110 million. 

To put the damage to investors and the capital markets in greater perspective, 
the Dow Jones Industrial Average closed on October 9, 2007 at 14,164.53 but then 
proceeded to plunge as fear grasped investors to close at 6547.05 on March 9, 2009. 
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That represents a fall during the financial crisis of 7839.88 points or 54.9 percent. 
The S&P 500 closed on October 9, 2007 at 1565.15. On March 9, 2009, it would close 
at 676.53, representing a fall of 898.36 points or 57.4 percent. By this point in time, 
investors and the American public had lost confidence in the capital markets, no 
longer trusted business executives, and believed Wall Street had become a casino 
where the house odds were overwhelming in favor of Wall Street, not Main Street. 
Congress had to act. 

Sound Financial Markets and Capitalism 
My 35 years of experience as a businessman, regulator, and investor have taught 

me that sound financial markets and efficient capitalism, can only exist if built upon 
five fundamental bedrock pillars. These pillars are: 

1. Transparency—Investors must receive unambiguous financial information that 
allows them to make fully informed decisions as to which companies they 
should invest in. 

2. Accountability—Those entrusted with the money millions of Americans invest 
must be held accountable for how they use that money. Business executives 
should be rewarded for sound business decisions and long term performance. 
Their compensation should be cut or they should be replaced when underper-
forming. And investors must have redress when they have been recklessly or 
worse yet, fraudulently wronged, such as when credit rating agencies or public 
companies issue misleading reports. 

3. Independence—A lack of conflicts and where conflicts do exist, clear and timely 
disclosure of those conflicts prior to solicitation of investor’s money. 

4. Effective Regulators—Independent, strategic and balanced regulators who un-
derstand their mission is necessary to protect investors, create confidence in 
the markets and attract capital. Effective regulation also requires that regu-
lators be held accountable by Congress in a timely manner. 

5. Enforcement of the Laws—In the past, the United States has prided itself as 
being a nation of laws. Those who break the laws, should be held accountable 
so that the markets and all market participants operate in a fair market place, 
and the playing field is not tilted to any one party’s advantage. 

Yet when we look back of the mayhem of the past decade, we see that: 

• There was a dearth of transparency as investors and regulators alike could not 
decipher the financial statements and financial condition of institutions such as 
AIG, Lehman Brothers and many of the largest banks in the country. Assets 
and capital were inflated, liabilities understated and profits upon which huge 
compensation packages granted, a mirage. 

• Regulation was most ineffective under the onslaught of those who mistakenly 
thought the markets and market participants could police themselves. These 
disciples of laissez faire failed to understand the culture of markets and power 
of greed and megalomania. At the same time, most of the regulators were cap-
tured by industry, lacked adequate funding and resources in the case of the 
SEC and CFTC, and lacked authority to regulate such markets as derivatives 
which had become increasingly toxic as they grew close to 10 times the GDP 
of the entire world. 

• As the Senate’s own investigations have illustrated, conflicts abounded as insti-
tutions collected fees for originating loans aptly named ‘‘Liars’’, ‘‘No Doc’’, or 
‘‘NINJA’’, packaged them up for another fee, and then collected even greater 
fees when they sold them off to an unsuspecting, and poorly informed investing 
public. Conflicts were rampant among credit rating agencies, the lawyers who 
drafted and reviewed all these agreements, and auditors. 

• Things falsely done in the name of capitalism or entrepreneurship, had nothing 
to do with them. As Charlie Munger, Vice Chairman of Berkshire Hathaway re-
cently said: ‘‘None of us should fall for the idea that this was constructive cap-
italism. In the 1920s they called it bucket shops—just the name tells you it’s 
bad—and they eventually made it illegal, and rightly so. They should do the 
same this time.’’ 

• And the public now questions whether the law enforcement agencies have cre-
ated a two tier justice system; one for Wall Street and business executives and 
one for Main Street. 
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Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 
(‘‘The Act’’) 

With that as a backdrop, Congress chose to act passing the Dodd-Frank Wall 
Street Reform and Consumer Protection Act. I believe doing nothing was not an op-
tion even though some have suggested that, or something akin to fringe changes, 
more intent on maintaining the status quo then protecting investors and consumers. 
And while I would have preferred a Pecora style investigation as Senator Shelby 
had urged, it is abundantly clear that was not going to happen in this city. Accord-
ingly, I applaud Congress for acting. 

Within the Act, are Title IV, Private Fund Advisors and Title XI, Investor Protec-
tion and Securities Regulation. I shall confine my remarks to Title XI and certain 
of the strong investor protections afforded within that section. 
Whistle Blower Protection—Sections 922, 923, and 924 

It is important the SEC become aware of securities law violations at the earliest 
possible date, so that it can act to stop the violation before further harm to investors 
and the markets occur, and it can hold people accountable. Obtaining credible infor-
mation is vital to early action and successful prosecution by law enforcement agen-
cies. 

In its 2010 Global Fraud Study, The Association of Certified Fraud Examiners 
stated that on average, it took 27 months for companies to detect financial state-
ment fraud. That’s over 2 years investors would be unknowingly investing based on 
false and misleading financial information. The report also notes that the number 
one way in which frauds are detected is not a management review, internal audit 
or external auditors. Rather it is through tips. 

Consistent with these findings, Dodd-Frank allows the SEC to reward those who 
provide it with a wide range of information of securities laws violations resulting 
in successful prosecutions. The SEC had very limited authority to do so before pas-
sage of the Act. In fact, since 1989 and prior to Dodd-Frank, the SEC had only made 
seven payouts to five whistleblowers for a total of $159,537. 

The SEC adopted rules implementing the whistle blower sections of Dodd-Frank 
in May of this year, after soliciting and receiving public comments on the issue. 
While some from the business community feel the rules as proposed will encourage 
people to report to the SEC without going through the normal hot lines and compli-
ance program a company sets up, others felt they would cause some to avoid pro-
viding useful tips to the SEC and result in tips showing up on the Internet at sites 
such as Wiki Leaks. 

Having served on audit committees of public companies, I believe the SEC took 
a reasonable and balanced approach to the final rules it adopted. Hot lines will not 
work unless employees have confidence their identity will remain anonymous and 
protected, and the complaint will be addressed in an unbiased thorough manner. 
This is especially important as the business groups forming the Committee of Spon-
soring Organizations of the Treadway Commission (COSO), noted in a May 2010 re-
port that in the 347 cases of fraudulent reporting brought by the SEC from 1998 
through 2007, the CEO and/or CFO were named in 89 percent of the cases, up from 
83 percent in the prior decade. I believe Dodd-Frank and the new SEC rules will 
result in companies reexamining their hot lines and compliance programs, ensuring 
employees can put their faith in them. 

The SEC provided reasonable protections for public companies. The SEC encour-
aged those who provide tips, to go through the normal company compliance chan-
nels. It did so stating that reporting internally will be considered when the size of 
an award is determined by the SEC. The Commission also provided individuals the 
opportunity to first report to the company, and then if they chose, reporting to the 
SEC. This is very beneficial from my perspective as it allows the company to act 
on the information and where appropriate, self report to the SEC. In addition, the 
SEC excluded payments to certain employees such as in house counsel, compliance 
personnel, internal auditors, certain executives and external auditors. 
Enhanced Law Enforcement—Sections 925, 926, 929E, and 929KLMNOP 

Dodd-Frank includes a number of beneficial provisions that will enhance law en-
forcement giving investors greater protections and ensuring fair markets. For exam-
ple, under prior law, a securities professional who had been barred by the SEC as 
a result of serious misconduct as an investment advisor, could simply participate as 
a broker dealer, offering similar services. Dodd-Frank appropriately addressed this 
issue by giving the SEC the authority it sought to impose collateral bars against 
regulated persons. Likewise, Dodd-Frank prohibits someone already convicted of a 
felony in connection with a securities offering, from offering securities under Rule 
506 of Regulation D. While the Act allows critical financing for startups, it keeps 
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felons from gaining a foothold in the process, reducing the likelihood of fraud being 
perpetrated by repeat offenders. 

Previously the SEC did not have the authority to bring claims and seek penalties 
against those who recklessly and knowingly aided or abetted others in a violation 
of the Securities Act of Investment Company Act. In essence, certain individuals 
could ‘‘drive the getaway car’’ when it came to a securities law violation and know 
they were beyond the reach of the regulator and law. Dodd-Frank addressed that 
problem. It also called for a study by the SEC on whether investors should be given 
redress against these individuals. Today, professionals including gatekeepers and in-
vestment bankers critical to a fair and orderly market, can assist an individual in 
the commission of a securities law violation. Such actions have contributed to great 
damage being inflicted on shareholders, but the person aiding or abetting the crime 
here in the United States knows the shareholder has no right to sue them, unless 
the person aiding and abetting the crime tells the public they are doing so. Such 
a ridiculous standard, which fails any test of common sense, needs to be corrected. 
And as is discussed later on, regulators often have not had the resources or the will 
to pursue such cases. 

The Act further enhances investor protections by giving the SEC enforcement au-
thority in key areas, and giving the SEC greater ability to hold market participants 
accountable for violations of the law. Under the Act, civil money penalties may now 
be imposed by the SEC in cease and desist proceedings. This should serve as a fur-
ther deterrence to fraud. The SEC enforcement director has stated this will also en-
hance the effectiveness and efficiency of the Division’s enforcement efforts, a view 
I agree with. 

With the growing number of global markets, the legislation amends the 1933 Se-
curities Act and 1934 Exchange Act to give U.S. district courts’ jurisdiction over vio-
lations of the antifraud provisions when there is conduct in the United States that 
furthers the fraud, even if the securities transaction occurs outside the United 
States. Being able to have redress in these situations is critical to investor con-
fidence and ability to invest safely. It is also important to ensure accountability on 
the part of those who engage in such unlawful behavior. 

Dodd-Frank also requires the SEC to study the extraterritorial application of the 
securities laws to actions that would be brought by investors. This is in response 
to the U.S. Supreme Court ill advised opinion in the case of Morrison v. National 
Australia Bank, Ltd. In November, 2010, a number of public pensions, including one 
for which I serve as a trustee, wrote this Committee urging them to reverse this 
opinion. Investors must have an opportunity to obtain redress in the U.S. courts for 
fraud committed in the United States by foreign entities which seek capital from 
U.S. investors, and U.S. Federal securities laws should deter fraudulent statements 
by foreign entities to investors. 
Improvements to the Management of the Securities and Exchange Commis-

sion—Sections 961, 962 963, 964, 966, 967, and 968 
Leading up to and during the subprime financial crisis, the SEC has been the sub-

ject of much public criticism of its management. Most notably have been complaints 
for its failure to investigate whistleblower complaints on Madoff and the Stanford 
Group, a failure to adequately supervise market participants such as Bear Stearns, 
Lehman and Merrill Lynch, questionable investigations such as in the Aguirre mat-
ter, the leasing matter that has now been referred to the Department of Justice by 
the Inspector General, poor internal controls and lax enforcement actions such as 
the one against Bank of America which the judge was extremely critical of. I can’t 
help but believe some of these criticisms are the result of very poor leadership and 
management of the agency during the later half of the past decade. Leadership that, 
in my opinion, failed to foster the right tone at the top, culture and investor advo-
cate mission that had long been the mantra of a proud agency and its staff. 

In the past, the SEC has had a reputation as the gold standard among regulators. 
But that image has been tarnished by the criticisms noted. Yet a well managed and 
run, independent SEC is vitally important to the capital markets. Investors over the 
years have had confidence in the markets, firmly believing the SEC ensured con-
fidence could be placed in financial disclosures, that the markets were fair and the 
playing field level. I can tell you from personal experience, many an employee of 
the SEC has taken great pride in providing outstanding public service and their ef-
forts to ensure the agency was indeed the public watchdog, the one true investors 
advocate. 

There are a number of provisions in Dodd-Frank that I believe, as a former busi-
ness executive, will contribute in a positive manner to the SEC restoring public con-
fidence in the agency. I have found one manages what one measures, and does not 
manage what one does not measure. While the SEC has required public companies 
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to increase their transparency, controls, monitoring and accountability, it has fallen 
short of adopting some of its own recommendations in a timely manner that could 
have been beneficial, such as reporting on internal controls. Accordingly, enhance-
ments to the SEC’s management and structure that will in the long run benefit it, 
include: 

• An assessment of its overall structure and personnel; 
• Enhanced monitoring, assessment and transparency of supervisory controls; 
• Greater accountability for supervision through certification of the effectiveness 

of controls; 
• Increased evaluation, monitoring and transparency of personnel management 

including actions taken with respect to those who have failed to perform their 
duties; 

• A suggestion program and hotline for the employees of the agency; and 
• Taking a long hard look at its ‘‘revolving door.’’ Unfortunately, the study man-

dated by Dodd-Frank only requires a study of employees leaving the SEC for 
financial institutions and not the largest and fastest spinning revolving door— 
employees who leave the SEC bound for legal firms that represent individuals 
and public companies before the SEC. 

Securities and Exchange Commission Funding—Section 991 
The SEC has sought now for over two decades, the same types of self-funding 

mechanisms that banking regulators have. Unfortunately, Senate conferees rejected 
such a provision, which in June, 2010, the Federal Bar Associations securities law 
committee stated was ‘‘critical’’ to the ‘‘chronic underfunding’’ of the SEC. 

Current and former SEC Chairmen such as Arthur Levitt and Richard Breeden 
have urged Congress to increase the SEC’s funding so that it can do the job Con-
gress and investors expect of it. Those who represent investors such as the Council 
of Institutional Investors have also called for increased funding of the SEC. Inves-
tors have always voiced support for adequate funding of the SEC and ultimately, 
the money comes out of their pockets. 

As the GAO has noted in prior reports, the SEC was essentially starved by Con-
gress of necessary resources during much of the 1990s. During this time period the 
markets experienced fast growth as millions of Americans invested through their re-
tirement accounts. After this underfunding contributed to and played a role in the 
corporate scandals of a decade ago, Congress increased the funding of the agency. 
But during the period from 2005 to 2007, as the subprime market bubble was grow-
ing toward an implosion, the SEC staff was again reduced by over 10 percent and 
its spending reduced by some $75 million as a result of actions by Congress and 
management of the agency. 

Despite the fact no taxpayer dollars are used to fund the SEC, but rather it is 
funded through user-based fees, it seems as if Congress has been bent and deter-
mined to somehow shrink the SEC to greatness. The fact of the matter is that con-
gressional approach at times over the past two decades has been an absolute miser-
able failure. 

Congress through Dodd-Frank, as well as the public has upped the bar for per-
formance by the SEC and rightly so. The SEC is being asked to increase its inspec-
tions, its enforcement, the number of entities and the types of transactions it regu-
lates. Dodd-Frank also requires the SEC to establish several new offices such as the 
office of the Investor Advocate and Ombudsman, the Office of Credit Ratings and 
the Whistle Blower office. I believe investors in general are strong proponents of 
these new functions at the SEC. At the same time, the SEC is being asked to do 
a much better job of market surveillance and take proactive steps to identify and 
address in a timely manner future market problems, before they become a crisis. 
To accomplish all of these tasks takes top notch people with the requisite experi-
ence, and very significant investment in technology, training and support services. 
And that takes money. 

Dodd-Frank specified acceptable levels of funding, which have been applauded by 
many investors. Those levels are as follows: 

• 2011—$1.3 billion 
• 2012—$1.5 billion 
• 2013—$1.75 billion 
• 2014—$2 billion 
• 2015—$2.25 billion 
Unfortunately, Congress is already breaking its promise to investors and the SEC 

for the year 2011 as its funding is below the $1.3 billion level. If such funding is 
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not forthcoming, and there are further crisis in the capital markets, such as has 
been seen with the flash crash, a good deal of the blame will rest squarely on the 
shoulders of Members of Congress. 
Expansion of Audit Information to Be Produced and Sharing Privileged In-

formation with Other Agencies—Section 929, and 929 K 
The Act expands the power of the Public Company Accounting Oversight Board 

(‘‘PCAOB’’) by: 
1. Broadening the PCAOB’s authority to include independent audits of broker 

dealers; 
2. Enhancing the PCAOB’s access to work papers of foreign auditors; and 
3. Share information with foreign regulators. 
The Madoff ponzi scheme brought to light a gaping hole in the regulation of inde-

pendent audits investors rely upon. The PCAOB did not have the authority to in-
spect the audit of the Madoff fund, and the auditor was not subject to inspection 
by the accounting professions peer review program. To this day, the Madoff auditor 
would not be subject to inspection by the State regulator as he was a sole practi-
tioner. Dodd-Frank rightly remedies this shortcoming by giving the PCAOB the 
right to inspect such audits and ensure the firms providing such audits have effec-
tive systems of quality controls. 

More recently, scandals resulting from flawed audits of Chinese companies have 
also come to light, resulting in large losses for investors. Much of the audit work 
has been performed by Chinese auditors, although a U.S. audit firm may issue the 
audit report read and relied upon by investors. At the same time, with U.S. compa-
nies increasing their global operations, a growing portion of their audits are per-
formed by foreign audit firms, many of which are affiliated with U.S. audit firms. 
If the PCAOB is to carry out its mandate of providing investor protections, it must 
be able to inspect the auditor work, and documentation of that work, regardless of 
where it is performed. 

For example, frauds at such companies such as Satyam, Enron, Xerox, and the 
now infamous Lehman Repo 103 transactions involved transactions and related 
audit work executed in foreign countries. Without the access to audit work papers 
for this audit work, the PCAOB cannot ensure that the work supports the overall 
opinion the auditors are providing on the consolidated financial statements of the 
company. Nor can they inspect audit quality for a significant portion of the audit, 
leaving investors exposed to a portion of an audit where quality may be substandard 
at best. 

Ensuring international audit quality, especially with respect to large international 
conglomerates that can attract hundreds of billions in capital from investors, is crit-
ical to confidence in financial disclosures that are the life blood of any capital mar-
ket. It is important the PCAOB be able to share information, work and cooperate 
with its counterparts in carrying out this mandate. But I have talked to foreign reg-
ulators who expressed criticisms of the PCAOB, and a reluctance to work with it. 
That was because while they could share information with the PCAOB, it was a one 
way street because the prior law prevented the PCAOB from sharing information 
with them. The prior law had been adopted when the PCAOB was new and its coun-
terparts in foreign jurisdictions did not exist. But that has changed and once again, 
to its credit, Dodd-Frank has updated the law and corrected this deficiency. It did 
so by giving the PCAOB the ability to share information with foreign regulators on 
a confidential basis. This was a badly needed reform to ensure regulatory coopera-
tion on an international basis. 

At the same time, the PCAOB has also called upon Congress to allow it to en-
hance the transparency of its enforcement program. It would do so by making its 
enforcement actions public, at an appropriate time, consistent with the way the SEC 
handles its 102(e) enforcement actions. Having been involved with the development 
of the current SEC 102(e) rule, I applaud the PCOAB for working to enhance its 
transparency. Without such a rule change, as evidence is now starting to show, 
audit firms will take every action available to them to seriously delay enforcement 
actions, during which time they continue to issue audit reports while their quality 
controls and audit work may suffer from serious deficiencies. This exposes investors 
and the capital markets to great risks which lack any transparency whatsoever. 
Other Sections 

There are many other important sections of Title IX of the Act which I also 
strongly support. The governance provisions granting investors the same access to 
the proxy for nominating directors as management has, is a great tool for estab-
lishing accountability over entrenched and underperforming boards. Creating inde-
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pendent compensation committees, enhancing the transparency of compensation and 
incentives, and giving shareholders an advisory vote on pay should all prove to be 
beneficial to ensure destructive risks taking is not rewarded, and executives com-
pensation is based on performance. Already investors have shown they can use such 
rights in a wise and reasoned manner. And while investors did not get all that they 
wanted in this section of the bill, it was a very positive step forward. 

The enhanced regulations of credit rating agencies should also improve the qual-
ity of credit ratings. Especially important is the private right of action granted in-
vestors, a useful mechanism to hold credit rating agencies accountable. 
Closing 

I believe the sections of Dodd-Frank I have discussed all help build and contribute 
to a stronger foundation upon which the capital markets can function more effec-
tively. They increase transparency and accountability, they enhance independence 
including that of the regulator, they will improve the effectiveness of the SEC and 
PCAOB, and they certainly give these agencies greater authority necessary to en-
force the laws and protect investors. That in turn should give a boost to investors 
confidence in the markets which is necessary if the capital markets are to continue 
to be the crown jewel of our economy. 

Thank you and I would be happy to take any questions. 
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1 Available at http://www.sec.gov/comments/4-606/4606-2789.pdf. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MORAN 
FROM DAVID MASSEY 

Q.1. Mr. Massey, as you know Section 410 of the Dodd-Frank Act 
will shift between 3,000 and 4,000 registered investment advisors 
from SEC regulation to State regulation. However, this shift is 
coming at a time when States are struggling with major budget 
deficits and dwindling resources. How can we be certain that State 
regulators will have the resources necessary to properly regulate 
investment advisors and protect investors? How will States meet 
this challenge and increase their examination and regulatory re-
sources? 
A.1. Senator, the States have been presented with a unique regu-
latory challenge—an increase of approximately 25 percent in the 
number of investment advisers subject to State regulation that will 
result from the increase in the assets-under-management threshold 
from $25 million to $100 million, mandated under Section 410 of 
the Dodd-Frank Act (‘‘Act’’). Fortunately, the States and the North 
American Securities Administrators Association (‘‘NASAA’’) have 
been preparing to meet the challenge of regulating an additional 
3,200 investment advisers for over a year, and I am confident that 
these preparations will permit State regulators to implement intel-
ligent, efficient and responsive regulation. 

As I testified during the Senate Banking Committee hearing of 
July 12, the States have a proven track record in the area of in-
vestment adviser regulation. Further, NASAA is confident that 
State securities regulators will continue to marshal the examina-
tion and enforcement resources necessary to effectively regulate the 
investment adviser population subject to their oversight. While 
State investment adviser examination programs and resources are 
documented in significant detail in the comprehensive report that 
NASAA provided the Securities and Exchange Commission in sup-
port of the Act’s Section 913 study,1 some significant findings from 
that report include: 

• States employ more than 400 experienced employees dedicated 
to the licensing and examination function, including field ex-
aminers, auditors, accountants, and attorneys. More than half 
of the States that reported qualitative staffing data indicate an 
average staff experience exceeding 10 years, with a heavy con-
centration of personnel in the 5- to 14-year range. 

• State investment adviser examination totals have progressively 
increased each year for the past 5 years, resulting in a 20 per-
cent increase in the total number performed through the first 
three quarters of 2010 as compared to 2006. As of August 
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2010, States had completed 2,463 onsite examinations of in-
vestment adviser registrants. 

• The majority of State routine (non-cause) investment adviser 
examinations are performed on a formal cyclical basis. All 
States that adhere to a formal cycle audit their entire invest-
ment adviser registrant populations in 6 years or less. Half of 
the States complete the examinations on 3-year-or-less cycles. 

Memorandum of Understanding (MOU) for the Sharing of Re-
sources 

Even a highly skilled workforce cannot succeed absent adequate 
resources, and the need for additional resources is a natural con-
sequence of additional responsibility. To that end, the 50 States 
have agreed through a formal MOU to work together and share re-
sources as needed to regulate the expanded State investment ad-
viser population. Pursuant to this MOU, all States will work to en-
sure that examination resources are augmented, and that sched-
ules are coordinated, to allow for maximum coverage and consistent 
audits. The MOU also provides for the possibility of joint exams 
funded by NASAA. The MOU will bridge the gap while and until 
State regulators acquire any necessary additional resources. 

Frequency of Examinations 
In recent years, the States have undertaken to increase the fre-

quency of investment adviser examinations. In 2006, States re-
ported 2,054 examinations of investment advisers, while in 2007 
and 2008 that number increased to 2,136 and 2,389 examinations 
respectively. In 2009, State regulators performed 2,378 onsite ex-
aminations of investment advisers, not including the countless 
number of regular-desk, registration, and other abbreviated exami-
nations that States perform every day. As of August, 2010, the 
States had performed 2,463 investment adviser audits, putting 
them on pace to again increase the total number of investment ad-
viser examinations relative to the previous year. This trend con-
stitutes a material and progressive increase, year over year, for five 
consecutive years. 

The States stand ready and able to take on these new examina-
tion duties, and State securities administrators have been proactive 
in their preparation, as outlined below. 

Development of Uniform Exam Procedures 
Another important step that the States have recently undertaken 

to prepare for the switch-over has been to develop uniform exam-
ination procedures. These new procedures will promote and guar-
antee a consistent and high standard of examination at the State 
level, effectively ensuring that all State examinations—whether 
conducted in North Carolina, North Dakota, or Kansas—ask the 
same questions of investment advisers. 

Utilization of New Risk Analysis Tools 
NASAA has invested in new tools that will permit States to con-

tinue to do an even better job of leveraging their resources in the 
examination of investment advisers. Specifically, NASAA has ac-
quired advanced risk-analysis software and has made this software 



87 

available to all State regulators. The software will provide States 
a mechanism to rapidly review their investment adviser reg-
istrants, and rank the individual risk factors associated with each 
registrant. This tool will evolve as time goes on, but the bottom line 
is that the new software will permit States to better evaluate the 
risks associated with various firms and allocate their examination 
resources accordingly. 

Industry Outreach Campaign 
NASAA members have in the past year initiated an aggressive 

industry outreach campaign to prepare the industry for State over-
sight and to enable new registrants to set up their operations prop-
erly in order to avoid inadvertent noncompliance. The goal of this 
outreach campaign is to bring the legitimate investment advisers, 
the State regulators, and NASAA together, prior to the switch-over, 
so that all parties can establish a positive and constructive working 
relationship. By facilitating a partnership among the States and 
the many investment advisers who conduct their businesses in a le-
gitimate and professional manner, this initiative will maximize the 
time and resources that State regulators can devote to protecting 
investors. 

Senator, I would be pleased to answer any additional questions 
you may have. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED FROM 
LYNNETTE HOTCHKISS 

Q.1. Ms. Hotchkiss, the Board through the EMMA Web site makes 
a large amount of municipal bond market information freely and 
instantly available to investors. Do you feel that the availability 
and use of EMMA impacted the stability of the municipal market 
during the recent financial crisis and, if so, how? Does the Wall 
Street Reform Act impact the ability to operate and expand 
EMMA? 
A.1. Of course it’s impossible to know the precise effect that EMMA 
may have had in helping the municipal market weather the finan-
cial crisis, but I do know that it has had a considerable impact in 
raising the level of confidence in the municipal marketplace and 
giving all market participants equal access to the critical informa-
tion needed to make informed investment decisions. EMMA came 
just when it was most needed, as the full impact was being felt of 
the municipal bond insurance downgrades resulting from the 
spreading financial devastation of the mortgage-backed securities 
collapse. We launched EMMA as a pilot disclosure utility in March 
2008, for the first time making the full library of basic bond offer-
ing documents for most outstanding municipal securities issued 
since 1990, along with real-time trading information, available for 
all market participants at no cost. We have received highly com-
plementary feedback from many retail investors attesting to the 
value of the information they find on EMMA and on their increased 
confidence in investing in the municipal securities market as a re-
sult of such availability. 

As to the effect of the Dodd-Frank Act, we believe it was impor-
tant to have our information dissemination function clearly delin-
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eated in our authorizing statute, and we look forward to working 
with other regulatory organizations in creating cross-market infor-
mation systems as contemplated under Dodd-Frank. The ability to 
fully fund future enhancements to EMMA and to ensure secure and 
reliable operations of the system are the biggest barriers we see to 
realizing EMMA’s full potential. Given that the information avail-
able through EMMA is a significant benefit to all market partici-
pants, we believe it is crucial that funding for the system be as 
broad-based as possible. We believe that Dodd-Frank struck the 
delicate—and right—balance of preserving free public access to 
EMMA’s core collection while providing the MSRB with the ability 
to provide for the financial viability of our information systems 
through commercially reasonable fees for subscription or similar 
services as well as for customized data and document products and 
services. So long as we maintain the free core collection through 
EMMA, we think it is crucial for the health of the system and the 
benefit of marketplace that our ability to charge such commercially 
reasonable fees not be read too restrictively. 
Q.2. Section 975(c)(8) of the new law created Section 15B(c)(9)(A) 
of the Exchange Act, which states that ‘‘Fines collected by the Com-
mission for violations of the rules of the Board shall be equally di-
vided between the Commission and the Board’’ and 

Fines collected by a registered securities association under section 15A(7) 
with respect to violations of the rules of the Board shall be accounted for 
such registered securities association separately from other fines collected 
under section 15A(7) and shall be allocated between such registered securi-
ties association and the Board, and such allocation shall require the reg-
istered securities association to pay the Board 1⁄3 of all fines collected by 
the registered securities association reasonably allocable to violations of the 
rules of the Board, or such other portion of such fines as may be directed 
by the Commission upon agreement between the registered securities asso-
ciation and the Board. 

Have fines subject to this provision been collected thus far? If so, 
how have these fines been allocated? Please describe how this proc-
ess will work going forward. 
A.2. With respect to fine collections by a registered securities asso-
ciation—which means the Financial Industry Regulatory Authority, 
or FINRA—our two organizations have worked through an initial 
process for allocating fines and the MSRB began receiving monthly 
remittances earlier this year. The current allocation is based on the 
1⁄3 apportionment formula set out in the statute and our two orga-
nizations continue to review how that apportionment is applied in 
situations where a broker-dealer may have violated both MSRB 
and FINRA rules, and we will make any adjustments that may be 
necessary if we find that some situations call for a different man-
ner of application on overlapping violations. We are in the final 
stages of memorializing the allocation in a memorandum of under-
standing between our two organizations. 

As of now, the Commission has not yet collected any fines since 
October 1, 2010, that it has attributed to a violation of MSRB 
rules, but we expect that the Commission will be stepping up its 
enforcement activities with respect to MSRB rules, particularly in 
light of the additional areas of MSRB rulemaking and the broader 
scope of the protections of those rules called for under the Dodd- 
Frank Act. One complicating factor that has delayed our establish-
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ment of a precise allocation process is that most fines levied by the 
Commission are paid directly to the U.S. Treasury, which could re-
sult in significant complications in having the MSRB allocable por-
tion paid to us. It is our understanding that the Commission is con-
sidering providing for a separate levy of the MSRB allocable por-
tion on any broker, dealer, municipal securities dealer or municipal 
advisor found to be in violation of MSRB rules, with payment of 
the MSRB allocable portion mandated under the Dodd-Frank Act 
to be made directly from such entity to the MSRB. We hope that 
the Commission is able to come to resolution on this process in the 
very near future so that we can proceed to document this allocation 
process. 
Q.3. Earlier this month, the U.S. Securities and Exchange Commis-
sion (SEC) charged a division of JPMorgan Chase with fraud in 
connection with rigging of 93 municipal bond transactions in 31 
States. What proactive steps has the MSRB taken to address con-
duct similar to that uncovered by the SEC? 
A.3. The MSRB has been extremely active in undertaking rule-
making that covers the behavior of bond underwriters and munic-
ipal advisors to issuers in connection with questionable or illegal 
activities such as bid rigging. We proposed in February and are 
nearing the completion of the rulemaking process on guidance 
under both our general fair practice rule, Rule G–17, and a new 
Rule G–36, implementing the new Federal fiduciary duty of munic-
ipal advisors under the Dodd-Frank Act, that would squarely pro-
hibit the key wrongful actions undertaken in this case. For exam-
ple, under the Dodd-Frank Act, ‘‘municipal advisor’’ was defined to 
include guaranteed investment contract brokers, or GIC brokers, 
who now have a Federal fiduciary duty to the issuer. The MSRB 
guidance on fiduciary duty would prohibit receipt of payments from 
other parties in return for giving favorable treatment in what is 
supposed to be a competitive bidding process, even if they disclosed 
such payments. In addition, the proposed MSRB fair practice guid-
ance for underwriters would establish significant new disclosure 
obligations to issuers, including specifically disclosures on conflicts 
of interest. That guidance would require that underwriters not 
charge excessive compensation. In determining whether compensa-
tion is excessive, underwriters would have to include payments 
from third parties, such as payments from swap providers or GIC 
brokers paid to the underwriters for recommending those parties to 
the municipal issuer. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED FROM 
BARBARA ROPER 

Q.1. In your written testimony, you state that credit rating agen-
cies should be held to the same accountability standards faced by 
auditors and underwriters. Could you go into a little more detail 
about what you mean by this? What are the strengths and weak-
nesses of this approach? How should the SEC address the current 
state of relief (no-action letters) to issuers that do not disclose rat-
ings in their prospectuses? 
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A.1. Much like auditors, credit rating agencies operate as private 
gatekeepers in our financial system. In fact, much as our system 
of financial disclosure rests on the assumption that auditors can 
provide reasonable assurance of the accuracy of those disclosures, 
the entire system of regulation for the securitization process was 
built on the assumption that ratings could reliably assess the risks 
associated with these investments. 

• The special purpose vehicles that purchase the assets and 
issue the asset-backed securities (ABS) were exempted from 
the Investment Company Act based on credit ratings. 

• ABS, including mortgage-backed securities (MBS), qualified for 
sale through shelf registration based on credit ratings. 

• Under the Secondary Mortgage Market Enhancement Act, 
MBS that received ratings in one of the two highest categories 
were deemed acceptable investments for Federal savings and 
loan associations and credit unions and for State-regulated en-
tities, such as insurance companies, unless the State opted out. 

• Other Federal and State regulators of financial institutions 
counted asset-backed securities that received top ratings from 
an NRSRO at face value toward minimum capital require-
ments. 

Just as auditors’ failure to serve as effective gatekeepers was a 
key contributing cause of massive accounting scandals a decade 
ago, the rating agencies’ failure to serve that gatekeeper function 
effectively was a key contributing cause of the 2008 financial crisis. 

One way Dodd-Frank deals with that failure is by eliminating 
regulatory references to ratings. While this is an appropriate step, 
in our view, the regulators have struggled to find a way to imple-
ment it without inadvertently introducing new risks into the finan-
cial system. Even the harshest rating agency critics have failed to 
identify alternative measures of creditworthiness to serve as effec-
tive substitutes for credit ratings. As a result, for better or worse, 
credit rating agencies are likely to continue to play an important 
role in the financial system as arbiters of credit risk. Their gate-
keeper function, while diminished, is therefore expected to con-
tinue. The clear implication is that it is not enough simply to re-
duce regulatory reliance on ratings, it is also essential to take steps 
to increase rating agency reliability. 

In seeking an explanation for the rating agencies’ failure to per-
form as effective gatekeepers, it quickly becomes apparent that 
they lack two of the most important characteristics we look for in 
a gatekeeper: independence and accountability. Their lack of inde-
pendence is well documented in the recent bipartisan report on the 
causes of the financial crisis by the Senate Permanent Sub-
committee on Investigations. With voluminous evidence taken from 
internal emails and witness testimony, the report shows rating 
agencies well aware of growing risks in the housing market but re-
luctant to reflect those risks in their ratings out of concern that it 
would cost them market share. In short, the major rating agencies 
prioritized profits over rating accuracy, and nearly brought down 
the financial system in the process. 

The fundamental conflict at the heart of the credit rating agen-
cies’ issuer-pays business model creates a strong incentive for rat-
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ing agencies to under-invest in analysis, to assign ratings even 
where the credit risks are unknown, and to inflate ratings in order 
to protect their market share and maximize profits. In the past, 
they have faced no comparable countervailing pressure to promote 
rating accuracy. Given the scale of the conflict, we share the view 
expressed by Columbia University law professor John Coffee in 
March 10, 2009 testimony before this Committee, that, ‘‘The only 
force that can feasibly induce’’ credit rating agencies to perform the 
kind of independent verification and analysis demanded of gate-
keepers ‘‘is the threat of securities law liability.’’ While enhanced 
regulatory oversight can help, past experience suggests that the 
SEC is likely to be too timid in exerting its authority to serve as 
an effective deterrent, particularly if Congress fails to come 
through with the increased funding the agency needs to implement 
the law effectively. 

In order to strike the right balance, credit ratings should be lia-
ble not simply for getting it wrong but rather when they show a 
reckless disregard for the accuracy of their ratings. As noted above, 
the Permanent Subcommittee on Investigations Report is full of ex-
amples of these sorts of abuses, as is the early study by the staff 
of the Securities and Exchange Commission. That is the balance 
struck in Dodd-Frank, which establishes recklessness as the stand-
ard of proof in private actions. It remains to be seen, however, 
whether courts will accept that approach, or will continue to view 
ratings as protected by the First Amendment, even where the 
‘‘opinion’’ in question does not reflect the actual views of the rating 
analyst of credit risk. If courts do begin to hold rating agencies lia-
ble, it should make the rating agencies less likely to assign ratings 
to securities (such as CDOs-squared) whose risks they do not un-
derstand and cannot calculate. Likewise, it should make them less 
willing to override their rating criteria to assign inflated ratings or 
to delay updating their rating criteria to reflect emerging risks out 
of a concern that it could cost them business. 

The SEC no action position with regard to issuers who do not 
disclose ratings in their prospectuses raises a somewhat different 
set of issues. In keeping with its goal of reducing reliance on rat-
ings, Dodd-Frank eliminated the special exemption from expert li-
ability that was granted to rating agencies specifically to encourage 
the use of their ratings in prospectuses. When the provision took 
effect, however, the major rating agencies threatened to shut down 
the still fragile securitization market by refusing to allow their rat-
ings to be published in prospectuses. Under pressure to revive 
securitization, the SEC issued a no action letter, later indefinitely 
extended, permitting issuers to forego disclosing ratings in the pro-
spectus. Because of the separate Dodd-Frank provisions requiring 
financial regulators to eliminate all regulatory references to credit 
ratings, the requirement to disclose ratings was presumably on its 
way out anyway. 

Under the circumstances, we did not come out in strong opposi-
tion to the SEC action, despite our support for making ratings 
agencies legally accountable for their actions. Once the regulatory 
requirement to disclose ratings in the prospectus is eliminated, 
however, the Commission should rescind its no action letter so that 
only the ratings of ratings agencies willing to stand behind their 
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work would be disclosed in prospectuses. Under no circumstances 
should the special exemption from liability be reinstated. To do so 
would encourage reliance on ratings by encouraging their inclusion 
in prospectuses and would do so without subjecting them to appro-
priate legal accountability when they show reckless disregard for 
the accuracy of their ratings. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MENENDEZ 
FROM BARBARA ROPER 

Q.1. A provision that I successfully included in Dodd-Frank would 
require publicly listed companies to disclose in their SEC filings 
the amount of CEO pay, the typical workers’ pay at that company 
and the ratio of the two. The past few decades, CEO pay has sky-
rocketed while the median family income has actually gone down. 
The House Financial Services Committee voted to repeal the provi-
sion last week under the guise of two arguments, first that it was 
‘‘too burdensome’’ for companies to disclose that and second, that 
the information wasn’t useful to investors. 

I believe the real reason some companies don’t want to reveal it 
is because they would find it embarrassing to reveal that they pay 
their CEO say 400 times what they pay their typical employee. 
And I find it very hard to believe that companies that do all kinds 
of complicated calculations for everything else involving their reve-
nues and expenses would find it difficult to take their 2,000 em-
ployees, figure out how much employee number 1,000 is paid, and 
report that one number to the SEC. It seems to me that a company 
that can’t manage to do that needs a new H.R. Department. 

Do you believe such information would be useful to investors? 
These same investors are now often voting on an annual basis in 
say-on-pay votes. Would it be useful for them for example to know 
that in the past few years, a company has increased its CEO’s pay 
by 50 percent while decreasing its typical worker’s pay by 10 per-
cent? Would it help investors to determine what a company’s phi-
losophy is, such as whether it is following Peter Drucker’s theory 
that there should not be huge pay disparities between the execu-
tives and the typical worker for morale, inherent fairness, or other 
reasons? 
A.1. Investors have an interest in CEO pay disclosures for a vari-
ety of reasons. First, excessive CEO compensation comes at the ex-
pense of shareholders of publicly traded companies. Second, exces-
sive compensation may encourage executives to take undue risks. 
Ironically, existing compensation disclosures have been criticized 
for inadvertently promoting excessive compensation by encouraging 
competition among executives for more generous pay packages. In 
addition, while they provide a certain amount of data, existing dis-
closures fail to put that data in context. One of the best measures 
of executive compensation that is out of line can be found by com-
paring it to the pay of average workers, as your provision would 
require. Where CEO compensation is many times higher than that 
of the average worker, investors may reasonably conclude that the 
company is being run for the benefit of executives rather than for 
the benefit of shareholders. That may affect how they vote, not only 
on say-on-pay votes, but also how they vote in director elections. 
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That may help to encourage compensation committees to be more 
responsible when doling out CEO pay. The required disclosures 
also provide information about typical employee compensation 
packages, information investors are likely to find relevant in light 
of the fact that compensation is the biggest single expense at many 
public companies. For all these reasons, we oppose efforts to repeal 
the enhanced CEO compensation disclosures provided by Dodd- 
Frank. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM ANNE SIMPSON 

Q.1. Section 953 of Dodd-Frank requires companies to disclose the 
ratio between the compensation of the chief executive officer and 
that of the median employee. Are you aware of any evidence that 
links relative pay ratios to corporate performance? Is this ratio ma-
terial for making investment decisions? 
A.1. We are unaware of any research on this specific topic. How-
ever, this should not come as a surprise since issuers do not pres-
ently disclose these ratios. As far as whether an investor would 
find this information material, it probably depends on the investor. 
Similar to disclosures by an issuer’s highest paid executives, the 
ratio between a company’s CEO and a typical employee would be 
yet another metric for measuring assessing the reasonableness of 
executive compensation in the context of the company’s perform-
ance. 
Q.2. In your testimony, you observed that a ‘‘a common element in 
the failure of . . . many . . . companies implicated in the 2008 fi-
nancial meltdown, was that their boards of directors did not control 
excessive risk taking, did not prevent compensation systems from 
encouraging a ‘bet the ranch’ mentality, and did not hold manage-
ment sufficiently accountable.’’ A recent European Corporate Gov-
ernance Institute paper reported that financial firms with more 
independent boards and higher institutional ownership suffered 
larger losses during the crisis period and that these losses were re-
lated to executive compensation contracts that focused too much on 
short-term results. Why do institutional investors such as 
CALPERS endorse executive compensation contracts that focus on 
short-term results and encourage aggressive risk-taking? 
A.2. Institutional investors such as CALPERS do NOT endorse ex-
ecutive compensation contracts that focus on short-term results 
and encourage aggressive risk-taking and we reject the conclusion 
in the referenced working paper. The fatal flaw of the paper is that 
it includes exactly one corporate governance factor—board inde-
pendence. Although the independence of the board of directors is a 
key governance consideration, it is certainly not the only consider-
ation. See CalPERS Principles of Accountable Corporate Govern-
ance (http://www.calpers-governance.org/docs-sof/principles/2010- 
5-2-global-principles-of-accountable-corp-gov.pdf. I also would refer 
you to an October 2010 report by Wilshire Associates (http:// 
www.calpers-governance.org/docs-sof/principles/2010-5-2-global- 
principles-of-accountable-corp-gov.pdf) which concluded that en-
gagement by institutional investors with corporate boards/manage-
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ment has resulted in long-term performance superior to market 
benchmarks. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM ANNE SIMPSON 

Q.1. Many witnesses addressed the fact that the Department of 
Labor (‘‘DOL’’) recently proposed regulations under ERISA that 
would redefine the term ‘‘fiduciary’’. Many Members of the Com-
mittee have expressed concerns about the coordination that is tak-
ing place between the DOL and SEC. 

As an investor at a large pension system, do you have concerns 
about the DOL’s changes or concerns about the interaction that is 
taking place between the DOL and other agencies on this issue? 
A.1. As a Government-sponsored plan, CalPERS is not governed by 
ERISA. Instead, CalPERS is regulated by State law. As such, 
CalPERS has no opinion as to DOL’s definition of fiduciary duty. 
Q.2. In your testimony you stated that ‘‘a tough clawback policy is 
an essential element of a meaningful pay for performance philos-
ophy.’’ It is my understanding that, in addition to internally man-
aged equity investments, many State retirement systems such as 
CaIPERs, may allocate to external alternative investment man-
agers. 

Does your support for ‘‘tough clawbacks’’ extend to compensation 
arrangements with external managers? 
A.2. Compensation arrangements between a corporation and its ex-
ecutives are quite different than those between an Institutional in-
vestor and its external money managers. However, in the spirit of 
protecting long-term shareowner value, CalPERS supports the no-
tion of accountability by both corporate executives and its external 
money managers. Accountability for money managers comes in the 
form of agreements whereby contractual rights and obligations are 
imparted upon each party. Fortunately, CalPERS has not needed 
to seek judicial redress with any external manager. 
Q.3. Is it common for pension funds to negotiate compensation ar-
rangements with external managers that contain performance 
clawbacks as way deter managers from prioritizing short-term 
gains over long-term alignment? If not, what have been the hur-
dles? 
A.3. CalPERS is unfamiliar with how other plans negotiation 
money management agreements, so we are unable to opine on 
whether a particular practice is common for public pension funds. 
However, when we negotiate such agreements, we insist that they 
include legal protections for the plan. We would expect other pru-
dent fiduciaries would demand similar protections. 

RESPONSE TO WRITTEN QUESTION OF CHAIRMAN JOHNSON 
FROM PAUL S. ATKINS 

Q.1. Mr. Atkins, in your testimony you stated that, ‘‘Congress 
should consistently push transparency and competition so that in-
vestors get high-quality and objective advice from credit rating 
agencies.’’ 
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Section 932 of the Dodd-Frank Act contains many provisions that 
promote transparency for the benefit of investors, including re-
quirements that: 

• NRSROs publish a form accompanying their ratings that will 
include the assumptions underlying the credit rating proce-
dures and methodologies, the data that were relied on to deter-
mine the credit rating, and any problems or limitations with 
those data; 

• NRSROs publish the initial credit ratings determined for each 
type of obligor, security and money market instrument, and 
any subsequent changes to such credit ratings, for the purpose 
of allowing users of credit ratings to evaluate the accuracy of 
ratings and compare the performance of ratings by different 
NRSROs; and 

• NRSROs publicly disclose the reasons when they make mate-
rial changes to credit rating procedures and methodologies, 
and notify users of credit ratings of the version of a procedure 
or methodology used with respect to a particularly credit rat-
ing, when a material change is made to a procedure or method-
ology, and when a significant error is identified in a procedure 
or methodology that may result in credit rating actions. 

Subtitle D of Title IX of the Act contains new disclosure require-
ments including Section 943, the requirement that each NRSRO in-
clude in any report accompanying a credit rating a description of 
the representations, warranties and enforcement mechanism avail-
able to investors. 

Do you feel that such transparency requirements could be useful 
to investors? 
A.1. Yes, Mr. Chairman, I agree that transparency requirements 
for credit ratings can be useful to investors, especially if they can 
help investors discern for themselves which ratings deserve more 
credence. Ratings, after all, are professional opinions, and the key 
to evaluating such an opinion is understanding the qualifications 
of the person propounding the opinion, the reasoning underlying 
the opinion, and any influences that might affect the opinion one 
way or another. But, we must recognize that any regulation can 
have unintended consequences and should be subjected to a cost- 
benefit analysis, since investors invariably pay for regulations one 
way or another, through higher prices or reduced choices. Because 
the credit-rating business has suffered from concentration and lack 
of competition, largely due to a non-transparent ‘‘no-action’’ process 
that the Commission permitted to exist for three decades, which 
this Committee in 2006 wisely prompted Congress to take strong 
steps to reform, the SEC must be very careful to ensure that regu-
lations in this area do not further restrict competition or the ability 
of new entrants to compete against the more established firms. 

For example, the burden and costs of required disclosure must be 
carefully weighed, as should the usefulness of the required disclo-
sure to investors. Ironically, the more disclosure around ratings 
that make them seem more authoritative, the more investors (espe-
cially retail investors) may rely on them, discounting the fact that 
the ratings are opinions at the end of the day. 
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In addition, the SEC should be careful to avoid influencing the 
ratings themselves or consciously or inadvertently being a judge as 
to supposed ‘‘quality’’ of ratings. Those sorts of decisions are best 
left to the marketplace and investors themselves. Finally, the SEC 
also must be careful, through requirements that are one-size-fits- 
all, not to lead ratings into the same general mold, reducing diver-
sity of opinion. The market thrives on diverse opinions—those who 
can warn of anomalies that they perceive versus the ‘‘group think’’ 
of consensus or conventional wisdom. Thus, in credit ratings, 
standardization may not be necessarily helpful to investors, al-
though diversity of viewpoint is critical. 
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