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OVERSIGHT OF THE SECURITIES AND
EXCHANGE COMMISSION

TUESDAY, DECEMBER 10, 2019

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

The Committee met at 10:12 a.m. in room SD-538, Dirksen Sen-
ate Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CrAPO. Today we will receive testimony from the Se-
curities and Exchange Commission Chairman Jay Clayton regard-
ing the work and agenda of the SEC.

I thank you for your willingness to appear before the Committee
today, Mr. Clayton. Your willingness to testify is essential to our
oversight of the SEC.

The mission of the SEC is to protect investors; maintain fair, or-
derly, and efficient markets; and facilitate capital formation.

It plays a critical role in ensuring that our Nation has capital
markets that the public can have confidence and trust in.

It provides information to investors so that as Americans prepare
for their futures, they not only have a wide variety of financial op-
portunities, but they also have the information necessary to make
informed investment decisions.

Chairman Clayton, you came before this Committee a year ago
and assured us that you would continue to take steps to ensure
that the U.S. capital markets remain the deepest, most dynamic,
and liquid in the world.

I commend you and the SEC staff for your actions taken over the
past year.

Actions worth mentioning include the SEC’s final rule package
on Regulation Best Interest, which strikes the appropriate balance
of increasing transparency in investors’ relationships, while pre-
serving access to advice relationships and investment products.

The SEC also proposed modifying the accelerated filer definition
to reduce the number of registrants subject to the auditor attesta-
tion requirement. I encourage the Commission to move forward
quickly in a way that provides relief to all smaller reporting compa-
nies.

And this summer, the SEC issued a concept release seeking pub-
lic comment on ways to harmonize the private securities offering
exemption.

o))
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Regarding the concept release, I encourage the SEC to revise
Regulation D to allow for general solicitation and advertising by
sponsors, such as angel investor groups; the SEC should consider
expanding the ability for small businesses to crowdfund; the defini-
tion of an accredited investor should be expanded and modernized
to account for qualifying expertise, not simply a monetary thresh-
old; and it is important the SEC update the definition of a family
office to allow family offices and their clients who meet certain
thresholds to be considered “accredited investors.”

This Committee has held a number of hearings during my chair-
manship discussing the need for assessing the scope and appro-
priateness of the proxy voting process and other aspects of cor-
porate governance.

I commend the Commission for its actions related to the proxy
process.

In August, the SEC issued guidance to assist investment advis-
ers in fulfilling their responsibilities when voting proxies on behalf
of clients and clarified that proxy voting advice provided by proxy
firms generally constitutes a solicitation.

In November, after numerous roundtables and thoughtful efforts
led by Commissioner Roisman, the SEC proposed two amendments
to improve the accuracy and transparency of proxy voting advice
and to modernize shareholder proposals.

I encourage the SEC to continue moving forward with these ef-
forts expeditiously following the comment period.

This Committee recently held an oversight hearing on the Con-
solidated Audit Trail, or CAT. I have continued to express concerns
regarding the personally identifiable information that is going to be
collected in this consolidated database and how it will be protected.

On October 16, 2019, the CAT plan participants wrote to the
SEC to request to use a CAT Customer ID instead of receiving and
storing Social Security numbers in the CAT and asked to store only
year of birth and firm IDs instead of full dates of birth and indi-
vidual account numbers.

Chairman Clayton, you have previously expressed concerns about
the information to be collected and stored in the CAT and stated
that you believe the regulatory objectives of the CAT can be
achieved without the most sensitive pieces of investor information.
I encourage you to quickly process the request to use alternative
approaches.

Finally, the SEC has made modernization a focus this year, and
I look forward to hearing about your Strategic Hub for Innovation
and Financial Technology and how the SEC has been engaging
with initial coin offerings and other cryptocurrency-related matters.

I look forward to receiving updates on these and other SEC ini-
tiatives, including your views on when we can expect final rules in
these areas.

Senator Brown.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman, and welcome, Chair
Clayton. Nice to see you again.

Over the past few years in this Committee, we have seen the
Trump administration dismantle—we get a front-row view of this—
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many of the protections that Congress put in place after the last
financial crisis, putting our financial system and hardworking fam-
ilies around the country at risk.

The SEC has flown under the radar, but often the agenda has
been the same—taking Wall Street’s side over and over, instead of
standing with investors saving for retirement or college or a down
payment.

Taken together, the SEC’s latest actions are making it harder to
hold corporate executives accountable to investors and hardworking
Americans.

While I appreciate the Enforcement Division’s initiatives, includ-
ing those to protect teachers and military servicemembers from
fraud and misconduct in financial advice, you have done so much
damage by adopting what you call “Regulation Best Interest.”
Under that rule, brokerage firms can merely disclose, but do not
have to eliminate, firm-level conflicts.

It should be simple. Investment firms need to work for the people
whom they serve. Americans need to have confidence that the pro-
fessionals that they are trusting with their hard-earned money are
working for them, not scamming them to line the firm’s own pock-
ets. You could have simply followed Congress’ guidance in Dodd-
Frank to create a uniform fiduciary standard for brokers and advis-
ers, which would be the best way to give investors confidence that
their interests come first. But you did not do that.

That is not the only part of Dodd-Frank you are working to un-
dermine. Look at the SEC’s proposal to amend the whistleblower
program, one of the most successful programs created under Dodd-
Frank. We need brave workers to stand up to corruption and abuse
when they see in their workplace financial companies scamming
people or engaging in other illegal activity.

The only way individual workers are ever able to stand up to
powerful Wall Street firms is if we give them protection.

We have already seen a chilling effect from your proposal.

Each year since inception of the program, the number of tips has
increased, in some years by more than 10 percent. But after your
rule proposal in 2018 introduced a cap on whistleblower awards,
the number of tips declined for the first time in 2019.

The proposed cap on awards raised so many alarm bells that you
had to put out a statement to clarify. I know that “whistleblower”
is a dirty word nowadays to some in this town. It always is to se-
rial law breakers.

I do not see how you can make significant changes to a successful
program like this without understanding that the decline in tips is
a result of your actions and the environment this Administration
has created in its talk about whistleblowers, attacking rather than
protecting those who speak out against abuse of power.

As the SEC continues to take fewer actions that hold the largest
financial institutions accountable, we must encourage whistle-
blowers to identify misconduct wherever it exists and to help un-
cover complex frauds.

The SEC’s recent proposed rules on proxy advisers and share-
holder proposals are also clear examples of the Administration tak-
ing the side of corporate interests over Americans struggling to
save and invest for their future.
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Both proposals make it more difficult for shareholders to hold
corporate executives accountable.

The proposal on proxy advisers could make it harder for institu-
tional investors to have timely access to independent research and
analysis from the proxy advisory firms that they hire. The proposed
rule would give corporations access to investors’ research before the
public retirement systems, investment fund managers, and founda-
tions who manage Americans’ money.

The SEC says the changes are necessary because of errors and
inaccuracies, but you have provided scant evidence of those errors.
Instead, the new rules would give companies a new tool to intimi-
date proxy advisers and threaten their independence.

The overhaul of the shareholder proposal rule would make it
easier for corporate management to silence shareholders and to
avoid dealing with important issues critical to investors.

The amendments could stop proposals for votes on issues such as
the disclosure of corporate political spending, separating the roles
of board chair and CEQO, and nondiscrimination policies.

I am disappointed in the direction you have taken these rules
that have for decades—for decades, through Presidents of both par-
ties, and SEC Chairs of both parties—allowed investors to hold
management accountable, all while executives are further en-
trenching themselves and ignoring workers and shareholders.

Protecting workers’ hard-earned savings should begin with a sim-
ple concept: putting their rights first. I hope the SEC will remem-
ber that.

But over the last week and this week, we have had nearly all the
financial regulators come before this Committee. We have had the
Fed, we have had the FDIC, we had NCUA, today the SEC, all de-
fending the same policies that amount to a wish list for Wall Street
and corporate interests, all afflicted with the collective amnesia
about what happened in the last decade or so. The President prom-
ised to look out for ordinary, hardworking people, but he and the
people he has put in charge of these agencies betray those workers
over and over and over again.

Mr. Chair, I would like to offer for the record this letter from the
Ohio Public Employees Retirement System raising concerns about
the SEC’s rulemaking on proxy advisory firms.

Chairman CRAPO. Without objection.

Senator BROWN. Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Chairman Clayton, you may make your presentation.

STATEMENT OF JAY CLAYTON, CHAIRMAN, SECURITIES AND
EXCHANGE COMMISSION

Mr. CLAYTON. Thank you, Chairman Crapo, Ranking Member
Brown, Senators of the Committee. I appreciate the opportunity to
testify today about the work of the Securities and Exchange Com-
mission.

I want to start by thanking you for your support for the Commis-
sion’s mission and its people. The dedicated women and men of the
Commission are our most important assets.
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With the resources Congress provided last year, we have been
able to lift our hiring freeze and fill around 140 new positions with
high-quality individuals who I believe will serve investors well.

Since becoming Chairman, the interests of our long-term Main
Street investors have been front of my mind. With that perspective,
a perspective our staff has long held, I would like to highlight just
a few aspects of our work over the past year.

First, modernization has been a key avenue for advancing all
three aspects of our mission. In June, the Commission adopted a
package of rules and interpretations designed to enhance the qual-
ity and transparency of the relationship our Main Street investors
have with their broker-dealer or investment adviser. These meas-
ures bring legal duties and mandated disclosures in line with what
a reasonable investor would expect, while preserving access in
terms of both choice and cost to a variety of investment services
and products. I am so grateful to our experienced and dedicated
staff for bringing long overdue regulatory rationality and clarity to
this important area.

We are also working to respond to the substantial changes that
have taken place in our markets, including that more capital is
raised in our private markets than our public markets, and many
companies are staying private until they are very large or not going
public at all.

We have expanded key aspects of the JOBS Act to increase the
attractiveness of our public markets for companies while maintain-
ing or enhancing investor protections. Increasing the attractiveness
of our public capital markets is just one side of the coin. We are
also exploring whether, through fund structures or other measures,
we can increase the type and quality of opportunities Main Street
investors have in our private markets.

I believe we should strive to ensure that an individual retirement
portfolio can look like a well-managed pension fund with robust in-
vestor protection that reflects the individual nature of the account.
This is a challenge, but we are making progress.

In many other areas, modernization efforts are making a dif-
ference for our investors and our markets. These efforts not only
include rulemakings but also the monitoring of market function
and market risk.

Turning to our inspections and enforcement efforts, I want to
highlight our Teachers and Military Servicemembers Initiatives
where we have focused additional enforcement and education re-
sources. My message here is simple: If you are ripping off teachers,
servicemembers, or veterans, we want to catch you, punish you,
and get them their money back.

Returning funds to harmed investors continues to be a priority,
and this year we returned over $1.2 billion to harmed investors. I
have previously testified about some of the legal impediments that
we face in obtaining funds from bad actors in situations where a
fraud is well concealed, such as a Ponzi scheme. I very much ap-
preciate the bipartisan work in Congress to address these chal-
lenges and welcome the opportunity to continue working with you
to ensure that defrauded investors can get their money back.

Finally, I note that we have substantially increased our efforts
to engage directly with investors, entrepreneurs, and an array of
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market participants. In particular, we have allocated additional re-
sources to our retail investors and entrepreneurs that live between
the coasts. I believe this type of broad, direct engagement is impor-
tant.

Thank you again for the opportunity to testify today, and I look
forward to your questions.

Chairman CraPO. Thank you very much.

Chairman Clayton, as I highlighted in my opening remarks, the
SEC has taken a number of critical steps to modernize the guid-
ance and rules surrounding proxy advice, the proxy process, and
shareholder proposals. This Committee has held multiple hearings
and the SEC has conducted roundtables on these issues. These
rules have not been reviewed by the Commission in decades, and
I commend the SEC for taking these thoughtful actions based on
the staff’s expertise to address changes in the markets that have
occurred.

In your public remarks, you have mentioned that you expect the
Commission will address proxy plumbing and universal proxy.
When can we expect to see actions to modernize these aspects of
the proxy process?

Mr. CLAYTON. Chairman Crapo, we have taken an approach to
our Regulatory Flexibility Agenda, which is if an item is on the
near-term agenda, we intend to get it done within the year. Those
items are on the agenda. Staff is working on them, and I would
hope that we would be able to move them forward in the coming
year.

Chairman CRAPO. Well, thank you. And, again, I appreciate the
attention you have given it and encourage your strong focus on it
to bring it to completion.

Moving to a different issue, this year Facebook announced its
plan to develop a new cryptocurrency called “Libra.” While the SEC
is one of a number of regulators who would have jurisdiction over
Libra, can you speak to how the Libra announcement has affected
how the SEC and other regulators are working to be responsive to
and innovative to market developments and trends like
cryptocurrencies?

Mr. CLAYTON. Sure, and I appreciate the question, and the ques-
tion highlights what happened with that announcement. I am not
going to speak about the particular product. It is not appropriate
for me to do so. But the announcement was a focal point for regu-
lators of different types to recognize the digitization of the plumb-
ing and other aspects of our financial system, including payment
transfers. It is coming. I will say just the natural economic forces
that it unleashes, taking fat out of the system, for lack of a better
term, it is happening.

Now, we have to recognize that that is happening, recognize our
mission—safety and soundness, investor protection, fair markets—
and ensure that as that digitization takes place, we are being true
to those principles. But we should not be fighting that digitization
because, you know, if we fight it, it will go around us.

Chairman CRAPO. Well, thank you. That mirrors my feelings on
it, and I assume when you say it is coming

Mr. CLAYTON. I am sorry, Senator. It is here.

Chairman CRAPO. This year.
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Mr. CLAYTON. It is here. It is here already.

Chairman CRAPO. I see. It is here. Yes, it is here. And as I have
said many times, again, leaving aside the specific proposal of Libra,
the issue is one which the United States and its allies and friends
in the world community need to lead on and to set the rules of the
road on rather than to let it come and develop on its own through
other jurisdictions who are not as friendly to the United States,
and, frankly, through other currencies than the U.S. dollar. And so
I encourage you and the other regulators to focus on this carefully.

One of the first decisions that the United States has to make 1s
who among our regulators are those who regulate and how will we
regulate, as well as what will be the specifics of how we set the
rules of the road. So I would encourage you to pay very close and
careful attention to this.

Finally, the SEC concept release seeking public comment on
ways to harmonize the private securities offering exemptions is a
positive step and includes many key reforms. What are the next
steps and timeline for the SEC to act?

Mr. CLAYTON. Well, the next steps that are on our agenda, a pro-
posal around the accredited investor definition. In your opening re-
marks, you highlighted one of the issues with the accredited inves-
tor definition, which is it is a binary definition based on wealth. I
will say it simply: There are a number of people who have the so-
phisticated ability to assess investments who may not meet those
viflealth thresholds, and we should do a better job of identifying
them.

That said, the private markets have risks that are significant
Cﬁmpared to the public markets, and we need to be cognizant of
that.

Chairman CRAPO. Thank you.

Senator Brown.

Senator BROWN. Thank you.

Mr. Clayton, for a dozen years, Wells Fargo’s management rec-
ommended voting against shareholder proposals, asking the com-
pany to separate the role of chairman and CEO, a corporate gov-
ernance best practice. The amendments you have proposed to limit
shareholders’ ability to resubmit sensible proposals like this would
have cutoff Wells Fargo investors after 4 years of doing that, even
though in subsequent years it received support from 37 percent of
shareholders. And we know separating the chairman and CEO is
a sensible proposal because, after Wells Fargo found itself mired in
scandal in abusing its employees, it decided to separate the posi-
tions and took a victory lap.

How do you justify a proposal like you made that could limit
shareholders from continuing to push for sensible governance re-
forms?

Mr. CLAYTON. Senator Brown, the question that you are asking
is, after a shareholder proposal has been put on the proxy and sent
to all shareholders to vote on and garnered less than majority sup-
port, substantially less, how long does it stay on the proxy? Right
now, the thresholds are—effectively, if you get more than 10 per-
cent of the vote, you can keep it on the proxy indefinitely.

That rule has not been changed since the late 1950s, early 1960s
at a time when communications and shareholder engagement were
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very different. Our proposal looks at increasing those thresholds.
We have back-tested them, but, still, if you were able to garner
more than one in four shareholders in favor of your proposal, the
proposal would be able to stay on the proxy.

Senator BROWN. Well, you say that. That sounds good. But Com-
missioner Jackson’s office studied data for over a decade now, from
2004 to 2018. They found the proposed rules would have excluded
35 percent of the proposals for an independent board chair, 50 per-
cent of board diversity proposals, and 40 percent of political spend-
ing disclosure proposals. These are all areas where corporations
need to be doing better. Shareholders deserve it. I hope you will
consider that as you think this through where we ought to go.

Let me talk for a moment about whistleblowers. You recently
tried to clarify your proposal to amend the whistleblower program
and saying it would not create a cap on awards. Can you commit
that the final rule will be consistent with statutory requirements
and not create a cap?

Mr. CLAYTON. Absolutely, and any characterization of our pro-
posal as a cap is completely misguided, completely misreads what
our rules are. The statutory mandate is for the Commission to de-
cide between 10 and 30 percent of the award amount how much the
whistleblower should be entitled to. I can tell you that what our
proposal was intended to do was to make it clear how we make
those decisions, particularly at the top end and bottom end of the
spectrum. I believe in transparency in how those decisions are
made, and I believe that Congress gave the Commission the discre-
tion between those bands to make those decisions. And I want to
say personally—I am not speaking for the rest of the members of
the Commission—I think the program has been extremely bene-
ficial to investors, and I support it.

Senator BROWN. Well, again, you say that you support it. I be-
lieve you that you do. But I have also seen that the proposal you
made has had a chilling effect. We have seen the numbers change
in the last year.

Mr. CLAYTON. When people mischaracterize things and they have
a chilling effect, I have to step in and clarify, which is what I did.

Senator BROWN. Well, so I guess you are arguing then that the
chilling effect is gone because you clarified it.

Mr. CLAYTON. I hope so. And you cited the 5,000 number, the
5,000 whistleblower tip number, which was slightly down from last
year after a long upturn. But, still, our tips, complaints, and refer-
rals, which is people identifying issues for us, we had another
17,000 of those, and I think we investigate them—we try to target
investigating them or at least initially within the first week that
they are received.

, Now, let me just be clear. Anybody who sees a problem, let us
now.

Senator BROWN. All right. Let me just close, Mr. Chairman, with
a comment from Senator Grassley. He wrote a letter to the Com-
mission. He said, “In establishing the whistleblower award pro-
gram, Congress was not concerned about a reward figure being too
big. If anything, the legislative history shows that Congress was
more concerned about potential whistleblower awards being too
stingy.”
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Let me do one more—well, go ahead. I yield back.

Mr. CLAYTON. Thank you.

Chairman CRAPO. Senator Cotton.

Senator COTTON. Mr. Clayton, I want to talk today about the col-
lapse of WeWork. That company just laid off 2,400 workers right
at Christmas, 20 percent of its workforce, due almost entirely to
the incompetence, greed, and possible frauds and crimes of
WeWork’s founder, Adam Neumann. Bloomberg reported in Sep-
tember that the SEC was investigating WeWork and Mr. Neumann
for fraud and other securities violations.

Is the SEC investigating Mr. Neumann?

Mr. CLAYTON. We do not comment on whether we are inves-
tigating or not investigating.

Senator COTTON. OK. I thought that might be your answer, so
let me put it a different way. Hypothetically speaking, if a real es-
tate company was going public and the CEO’s wife and nephew had
been given positions named “chief brand and impact officer” and
“head of wellness,” which kind of sound like phony, made-up jobs
to me, might that be something that the SEC’s Enforcement Divi-
sion would look into?

Mr. CLAYTON. Let me

Senator COTTON. Hypothetically speaking.

Mr. CrAYTON. I am going to take a step back and say that trans-
actions between the principals of companies, family members, other
interests, are something where transparency is essential.

Senator COTTON. If the CEO of that same company sat on the
compensation committee, in effect allowing him to determine his
own salary, would that be considered something the SEC might
want to look into?

Mr. CLAYTON. We are very interested in—the types of issues you
are identifying should be transparent to investors in all of our pub-
lic companies.

Senator COTTON. If the CEO had trademarked a common word
like “we” and then sold it to his company for $6 million, is that
something that would need to be disclosed and might be of concern
to the SEC?

er(.i CrLAYTON. Those types of transactions are required to be dis-
closed.

Senator COTTON. And one final hypothetical. If the CEO of that
company had credibly been accused of transporting illegal drugs in
a private jet across international boundaries and spending millions
of dollars of his company’s money on lavish parties with famous
DdJs and Don Julio tequila, would that be responsible governance?

Mr. CLAYTON. Let me say this: Our disclosure requirements
around the background and character and activities of directors
and officers of public companies require disclosure that would en-
able people to make those types of judgments.

Senator COTTON. So let me say this about the SEC’s attorneys.
I want to commend you for your work in the WeWork initial public
offering. They filed a prospectus almost 9 months with you for re-
view before it went public, and your lawyers caught many discrep-
ancies in it, like, for instance, that they claimed that they could as-
sume a 100 percent occupancy rate of all their buildings or some
financial metric known as “contribution margin” or “community-
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adjusted EBITDA,” whatever that means. So it is good that the
SEC caught this. It is unfortunate they caught it at the last
minute. We need a system that can catch this kind of fraud earlier
before so many workers are injured.

All those things, though, are things that Adam Neumann either
did as a matter of record or is credibly accused of having done, and
at least one of them, transporting illegal drugs across international
boundaries, I hope is currently under investigation by the Depart-
ment of Justice for crimes, and I hope that the Enforcement Divi-
sion at the SEC is investigating Adam Neumann, because today,
despite all that, he is a billionaire. He received a $1.7 billion pay-
day to walk away from the smoking rubble of his company—or, as
he preferred to call it, not a company, a “state of consciousness.”
He was able to extract that payout because the corporate govern-
ance structure gave him ten votes per share, a kind of super voting
stock that enabled him to hold his company hostage until the other
investors paid him just to go away and stop destroying its value.
And he is even on a 4-year consulting contract at $185 million in
case they need tips on DdJs or other kinds of tequila. A billion dol-
lars is a lot of money for any executive, but certainly it is a scandal
for someone who presided over the ruin of his company.

Leadership requires strong character and accountability, and
that includes corporate leadership. That is what was absent in this
case with Adam Neumann, and what he did to the workers at his
company, aided and abetted, I would say, by some of Wall Street’s
biggest banks and biggest law firms. A lot of us often lament polls
that show younger Americans have doubts about capitalism and
are open to socialism, for good reason given the brutality and pov-
erty that socialism inflicts on its people. But people like Adam
Neumann and what he did to WeWork is the reason people in
America are open to socialism.

Chairman CRAPO. Senator Reed.

Senator REED. I am tempted to ask you to respond to Senator
Cotton’s question.

[Laughter.]

Senator REED. Mr. Chairman, as several of my colleagues have
indicated, you have proposed two major rules—one with respect to
proxy advisory firms and the other related to shareholder pro-
posals. These are rather complicated rules, and I presume you are
going to receive significant numbers of letters of comment that
have to be clearly analyzed. And rather than expedition, I would
urge deliberation, very careful deliberation.

I think Senator Brown’s comments have reflected some of the po-
tential pitfalls in adopting these rules. I think also, too, just look-
ing—and the Council of Institutional Investors has conducted a
study that since 2016 the median number of days that an SEC rule
has been promulgated, then adopted, is 416 days. That is more
thim a year. And those are for some that were rather innocuous
rules.

So what I would ask is that you would commit to be very delib-
erate and very careful particularly in analyzing the comments that
are coming in and do that in a way—excuse me. It is 413 days. I
want to be correct—very, very careful in the review of these rules.
The consequences will be significant. Can we get that commitment?
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Mr. CLAYTON. Yes, and the entity you mentioned, I believe I have
on my calendar for tomorrow. We are open to engagement on this.
I want to hear from people of all types.

Senator REED. Very good.

Let me turn now to the issue of the status—both legal, institu-
tional, and cultural—of some of the big accounting firms. Earlier
this year, the SEC assessed a $50 million penalty to a major ac-
counting firm for, in the words of the SEC, “altering past audit
work after receiving stolen information about inspections of the
firm that would be conducted by the Public Company Accounting
Oversight Board.” The SEC audit finds that numerous audit profes-
sionals at that firm cheated on internal training exams by improp-
erly sharing answers and manipulating test results. In addition to
the finding against the firm, a principal in the firm, the second-
ranking individual, was convicted of wire fraud and other crimes.
These disciplinary proceedings suggest that there may be problems,
as I said—both legal, institutional, and cultural—within the ac-
counting industry, particularly the big accounting industry.

On top of that, the Financial Times last month did a very
lengthy article about the behavior in these firms, which I think you
are probably aware of—you have read it, I presume—in which
whistleblowers—the term arises again—came forward with experi-
ences of harassment, bullying, and discrimination. It was a very
toxic article and very unflattering to all of the industry.

So, first, do you see these issues as significant? And I hope you
do. And, second, what two or three specific actions do you antici-
pate taking this year with respect to the issues?

Mr. CLAYTON. So, yes, Senator Reed, I do consider them very sig-
nificant. High-quality financial reporting that people can rely on is
the bedrock of our capital market system, and audit quality that
people can count on is essential to that.

With our Office of Chief Accountant, we are engaged on a regular
basis with these firms on efforts to improve audit quality, and
through the PCAOB. And I want to highlight—you mentioned the
Financial Times article. It is not just a domestic issue. It is an
international issue. We have asked our Chief Accountant to take on
an additional role as head of the monitoring group, which is trying
to ensure high-quality audit standards across the globe. U.S. inves-
tors should understand that audit quality is not uniform, and, in
fact, I do not believe that it is as high quality in many places out-
side the United States as it is here. The only thing to do there is
to try and lift it, and we are trying to do that.

So I can tell you that we are engaged on a number of fronts on
improving audit quality.

Senator REED. Thank you, Mr. Chairman.

Chairman CRAPO. Thank you, Senator Reed.

Senator Kennedy.

Senator KENNEDY. Thank you, Mr. Chairman. Good morning, Mr.
Chairman.

I want to talk to you about the Public Company Accounting
Oversight Board. I think the acronym is PCAOB.

Mr. CLAYTON. Yes.

Senator KENNEDY. What does that Board do?
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Mr. CLAYTON. Well, they oversee—the PCAOB really has three
functions: standard setting, inspections, and enforcement.

Senator KENNEDY. Basically they review the audits of public
companies. Is that right?

Mr. CLAYTON. Yes, and broker-dealers, but essentially public
companies.

Senator KENNEDY. To make sure that the audits are accurate
and fair and honest.

Mr. CLAYTON. Yes.

Senator KENNEDY. We have about 156 companies from our
friends in China on U.S. exchanges, as I appreciate it, big market
cap, about $1.2 trillion. How many of those companies, if you know,
are owned by the Chinese Government?

Mr. CLAYTON. Trying to come up with a precise number to that
question would be a fool’s errand.

Senator KENNEDY. Sure. I am not trying to——

Mr. CLAYTON. But I will say I am certain that the Chinese Gov-
ernment has a significant interest in many of those companies, di-
rectly or indirectly.

Senator KENNEDY. The state-owned companies under President
Xi Jinping are becoming more and more prominent than privately
owned companies. How many of those Chinese companies are com-
plying with the work of—how many of the audits of those Chinese
companies are working with the PCAOB to let the PCAOB review
their audits?

Mr. CrAYTON. The PCAOB requests work papers from the com-
panies that it audits, and with respect to those companies, access
to those work papers has generally not been available.

Senator KENNEDY. Right. So, basically, our friends in China are
listing companies on American exchanges. They have companies
audit their companies. But our PCAOB is not able to review the
audits because the companies say no. Is that right?

Mr. CLAYTON. That is correct, and it is a problem.

Senator KENNEDY. What are we doing about it?

Mr. CLAaYTON. Well, we are trying to remedy that directly. Re-
cently, because remedying that directly has taken, in my view, too
long, the Chairman of the PCAOB and I sat down with the heads
of our big four audit firms who are generally involved through af-
filiates in those audits to ask what they are doing to ensure and
give us comfort that the audit work they are doing is of the same
quality as the audit work in other jurisdictions.

Senator KENNEDY. Has that helped?
| Mr. CLAYTON. I do not know yet. But that is not a one-time dia-
ogue.

Senator KENNEDY. Right.

Mr. CLAYTON. I expect to engage with them again, and I wanted
to make sure that they understood how important this is, so we are
engaging at the level of my office and the head of the PCAOB.

Senator KENNEDY. Well, I mean, we want to encourage compa-
nies from all over the world, including but not limited to China, to
raise capital in the United States because our markets are very ef-
ficient. But there is a reason that God made the SEC and the
PCAOB, and that is to make sure that these companies, these for-
eign companies, when they are audited, use auditing companies
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that are telling the American people and other investors the truth.
And the Chinese companies do not seem to be cooperating, and it
does not seem to be getting better. So a lot of investors, including
but not limited to American investors, are basically flying blind,
and, of course, we have had trouble in the past with auditing com-
panies that do not really do a proper audit.

I have got a bill that I would like you to take a look at called
the “Holding Foreign Companies Accountable Act.” It basically says
that a company has 3 years to cooperate with our PCAOB, and
after 3 years, if they do not allow us to review the audits and an-
swer our questions, they are de-listed. Do you think that would be
effective?

Mr. CLAYTON. So there is one issue, and I will look at it, but just
because a company is de-listed does not mean U.S. investors will
not continue to invest in it.

Senator KENNEDY. That is true, but let me put it another way.
It will get the attention of the foreign companies, will it not?

Mr. CrLAYTON. It will. It will get the attention of investors. I
think both of those things are valuable.

Senator KENNEDY. And not all of them, but many of them will
be born again and start complying. Isn’t that correct?

Mr. CLAYTON. I hope so.

Senator KENNEDY. Thank you, Mr. Chairman.

Chairman CRAPO. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.

Chairman Clayton, I am increasingly concerned about the ability
of foreign actors to manipulate U.S. companies through their in-
vestments, particularly in the media and technology sectors. In
2017, the U.S.-China Economic and Security Review Commission
highlighted this issue when it recommended that Congress modify
FCC regulations to require greater transparency regarding Chinese
Government ownership of media outlets and the clear labeling of
media content sponsored by the Chinese Government. And I offered
a provision in the Foreign Investment Risk Review Modernization
Act to make sure CFIUS is requiring foreign state-owned compa-
nies to disclose their attempts to purchase U.S. companies.

But the SEC also has a role to play. Section 13(d) of the Securi-
ties Exchange Act of 1934 requires investors who become the bene-
ficial owners of more than 5 percent of an issuer’s equity securities
to report certain identifying information to the SEC. But if undis-
closed or disclosed without sufficient information, such ownership
stakes could undermine the free flow of information to the Amer-
ican people.

So my question is: How does the SEC monitor equity markets to
ensure that foreign investors are not accumulating significant
shares in public companies, especially in the media and technology
sectors, without filing the requisite disclosures?

Mr. CLAYTON. Senator Menendez, your question is a really good
one.

Senator MENENDEZ. Those are the only ones I ever ask here.

[Laughter.]

Senator MENENDEZ. I am just kidding. We have got to have fun
here. We occasionally have got to have fun.
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Mr. CLayTON. Control over a public company is something our
markets and investors need to know about. The 13(d) and (g) rules
that essentially trigger over 5 percent ownership—not just for an
individual holder but concerted efforts by others—I think are ex-
tremely important to our investors. We do try to monitor and look
for violations of those rules. But I want you to know—and I am not
going to get into too much detail. Our ability to track U.S. citizens
who are owning companies is very robust. Sometimes when invest-
ments occur through overseas accounts, it is not as robust.

Senator MENENDEZ. And that is what I am concerned about, so
I appreciate your acknowledgment of that. Would it be fair to say
that you really do not have the ability to independently verify the
information in a 13(d) filing, or, more importantly, to verify wheth-
er a foreign entity should have filed a 13(d) filing but failed to com-
ply with the law?

Mr. CLAYTON. I am not going to go so far as to say we do not
have the ability. I am looking for ways to enhance our ability.

Senator MENENDEZ. And so let me ask you about that. Given the
need for the American public to know if their media is being fund-
ed by foreign investors, would you agree that the SEC should mon-
itor how wrongdoing is concentrated by sector?

Mr. CLAYTON. I am not sure I follow you.

Senator MENENDEZ. By looking where you find wrongdoing,
wouldn’t it be of value to know which sectors those violations are
taking place?

Mr. CLAYTON. Oh, sure. People in our Enforcement Division, they
are very good at noticing sector-specific

Senator MENENDEZ. Let me ask you this: When you do find a
suspected 13(d) violation, how does the SEC enforce it? And what
penalties are assessed against persons or entities found to have
broken the law?

Mr. CLAYTON. I can think of some episodic ones off the top of my
head, but to give you a general answer right now is difficult. I can
get back to you on that. But, you know, we have seen violations
in different contexts. In the takeover context, it is different from
others.

Senator MENENDEZ. So let me give you an example. I am aware
from public filings of a large radio station in the country that ulti-
mately found that, in fact, foreign ownership because of litigation—
they did not know who these creditors were, but ultimately through
litigation found that foreign ownership exceeded the cap. They
brought that to the attention of the FCC under their due diligence.
Then there should have been a 13(d) filing by this entity, but there
was not.

And so the question is: In circumstances like that—now here you
have a foreign entity, a group of creditors abroad who are now own-
ing in excess of the percentage permitted under the FCC who did
not make a 13(d) filing, which is the only way a company would
know whether or not they have that foreign ownership existing in
their publicly traded stocks. So then the question is: What happens
to that entity? If we are to have teeth at the end of the day through
this 13(d) and to try to protect ourselves against foreign ownership
that exceeds the allowable entity under the law, we need to have
some teeth in the 13(d) process. And I really hope that as Chair
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you will look at that because it comes to the essence of information
that we are all making decisions on based on public information of
our medias. But when it is controlled by a foreign entity, you have
to wonder whether or not it is just an investment or whether it is
an attempt to ultimately make influences.

Mr. CrAaYTON. Understood.

Senator MENENDEZ. Thank you.

Chairman CRrAPO. Senator Tillis.

Senator TILLIS. Thank you, Mr. Chair. Mr. Clayton, thank you
for being here. I think you and your team are doing a great job.

I did want to touch on something you and I have had a decision
a couple of times over, and that is some of the proxy adviser firm
rules. I know that you all have put out amendments, I think on No-
vember the 5th, and I appreciate that you are taking this seriously
and moving forward with guidance and now these potential amend-
ments.

I am particularly just interested in making sure that the pro-
posed rules give impacted companies an opportunity to consult
with proxy advisers and address any potential errors or conflicts of
interest. But as you are looking forward, how do you think the pro-
posed rule actually can help ensure that the proxy firms continue
to play an important role in the marketplace, but also balance that
against some of the issues that you and I have talked about in
terms of errors and conflicts of interest?

Mr. CLAYTON. Let me be clear on this. Proxy advisory firms,
service firms like this, they do play an important role. It is very
efficient to crunch the data on a collective basis and provide that
information. They can provide other services. What the proposals
are looking at is really three things.

One is to make it clear that the solicitation anti-fraud rules
apply. Materially misleading statements is something I think we
should address.

Conflict disclosure. If you have conflicts, to the extent that they
would be material to the investor, you should disclose them.

And then the last one—and, frankly, a more tricky one—is trying
to improve the accuracy and completeness of the information inves-
tors from all areas have on which to make a decision.

I think all of those can be accomplished in our framework. We
do it in many other areas, ensuring that we have transparency
around conflicts, ensuring that the anti-fraud rules apply to people
who have significant influence in our marketplace, and trying to
improve accuracy. That is what we are striving for, and we wel-
come comments.

Senator TILLIS. Thank you. Are you looking beyond the rules that
you all proposed on November 5th? Are you looking at other areas
of rulemaking moving forward, automatic voting, any other prior-
ities?

Mr. CLAYTON. Senator, I cannot say that beyond that any spe-
cifics in the area of voting other than what I mentioned, which is
trying to improve plumbing. Our plumbing is fairly archaic in the
proxy area—and also universal proxy. I think that there has been
enough debate about that where we can now move forward with
the proposal.
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Senator TILLIS. Just one other thing, because I have heard some
concerns over litigation and how it may increase in this space.
Have you looked at this? Do you have any things that you would
be looking at at the SEC?

Mr. CLAYTON. I am happy to hear from people who have a con-
cern about an increase in litigation. To be clear, the proposal
makes it clear that there is no new right of action or private right
of action created by the proposal.

Senator TILLIS. Another area I want to touch on, because I know
in here we have had some of our members and I think some of the
folks on the Commission have expressed some concern about
buybacks, stock buybacks, and potentially placing limits on that. I
for one think that it is a business trying to figure out the best way
to deploy its capital. Would any kind of restrictions or additional
restrictions on buybacks, what would the consequences be to mom-
and-pop shops—or I should say mom-and-pop investors, over time
if we limit that optimization of deployment of capital, what nega-
tive impact could it have on the average investor?

Mr. CLAYTON. It is difficult to say with any degree of precision.
I agree with the premise of your question, which is capital alloca-
tion decisions—whether to buy a company, whether to invest in a
new line, whether to pay a dividend or whether to buy back stock—
those are board of director decisions, understanding the
idiosyncracies of the company and what they believe is best for the
long-term interests of the company.

To put a point on it, I am not qualified to make that decision for
them.

Senator TILLIS. I agree. Thank you. Not that you would not be
in the board room, but in your current capacity, I do not think it
is arl’l1 appropriate role in your current capacity. Thank you very
much.

Chairman CRAPO. Senator Smith.

Senator SMITH. Thank you, Chair Crapo. And hello again. Nice
to see you again, Mr. Clayton.

I would like to follow up on the line of questioning that Senator
Brown and Senator Reed started around these shareholder pro-
posal rules. Last month, the SEC voted on party lines to adopt
these two rules that I think will make it harder for investors to
seek votes on shareholder proposals, so I am concerned about this.
And I wanted to ask you about something specific to this.

In your statement when the Commission approved these restric-
tions, you cited several public comment letters, and you said some-
thing to the effect of how these letters struck you the most because
they came from long-term Main Street investors, including an army
veteran, a marine veteran, a police officer, a retired teacher, and
a public servant and a mom. And this is all great, except, of course,
it turns out that there is some question about the validity of these
comments.

According to Bloomberg News, several of the letters that you
cited were not actually Main Street investors at all, and they did
their investigation, which found out that the retired teacher said
she never wrote the letter, and the military vets, it turned out that
they were the brother and the cousin of the chairman of this Vir-
ginia advocacy group that was paid for by the corporate supporters
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of this SEC initiative. And Bloomberg went on to say that one of
the retirees said that he did not write the letter bearing his name,
and the public servant cited said that she had just allowed a public
affairs firm to use her name without even knowing what it was
about.

So I wanted to just ask you a little bit about this. Given that you
cited these letters, has this had any effect on your thinking about
whether this is a good idea?

Mr. CLayTON. Well, a couple of things. One is we are having an
investigation done of this issue. I am just going to leave the spe-
cifics of that.

I am very interested in hearing directly from individual inves-
tors, in particular directly, not filtered by groups. One of the rea-
sons that we have conducted a large number of town halls and did
so in connection with our standards of conduct rulemaking is that
when you interact directly with investors, you get a lot of good in-
formation.

Senator SMITH. I would agree with that.

Mr. CLAYTON. So during this comment period, I encourage as
many individual investors as they can to share their thoughts with
us, and we will be doing town halls where they will have the oppor-
tunity to speak directly to me.

Senator SMITH. So you are investigating these sham letters from
the public to try to understand what happened here and how they
got included?

Mr. CLAYTON. I am not, but we were in contact as soon as the
Bloomberg—I should not say “as soon as”—but very shortly after
the Bloomberg article came out, we contacted our General Counsel
and the Office of Inspector General.

Senator SMITH. Do you think it should be illegal to submit com-
ments under a false identity, as happened here?

Mr. CLAYTON. You know what? I am not going to get into that
here. I think the comment process is an open process. To the extent
things happen, I do not think that—well, I am just going to leave
it at that for now.

Senator SMITH. OK.

Mr. CLAYTON. Let us see what happens with the investigation.

Senator SMITH. I am certainly glad to know that you are inves-
tigating this. I think that that is really important. And if you are
basing decisions about what to do on comments and public inter-
actions that end up to be fueled by, you know, corporate advocacy
groups, that I think is a problem.

Mr. CraYTON. That is why we have an open APA process and
comment period.

Senator SMITH. OK. Let me ask you another question. I also
serve on the Agriculture Committee, and so this question relates to
that to a certain extent. In August, the Commodity Futures Trad-
ing Commission agreed to settle allegations that the food giant
Kraft had manipulated the wheat market. And the settlement
agreement they approved was unique because it included no factual
findings or conclusions of law and prevented the Commission from
making any public statements about the settlement. And this is
very concerning to me because I think that U.S. citizens should
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have the right to know what Federal agencies are doing when they
are settling cases.

So my question to you is: How common is this practice? Is it hap-
pening at all that you are aware of at the SEC?

Mr. CLAYTON. You are asking a very open-ended question. I am
not aware of any situation of the type that you describe. I want to
make sure I carve out any kind of national security or intelligence
area from what I am saying. That is appropriate in these types of
circumstances. But as far as ordinary commercial actors, I am not
aware of any. I will leave it at that.

Senator SMITH. OK. That is a great concern to me as well, so
thank you.

Thank you, Mr. Chair.

Chairman CRAPO. Thank you.

Senator Moran.

Senator MORAN. Chairman, thank you. Thank you, Ranking
Member.

Mr. Chairman, thank you for joining us. I will start by com-
mending you for your leadership at the SEC. I appreciate the agen-
da you have helped accelerate over the last year. I also appreciate
the openness of your comments today, your responses to questions
and the conversations we have had in the office and as members
of this Committee.

I do want to raise a concern about what I believe is occurring,
an increased use of enforcement initiatives, often referred to as
“regulation by enforcement” At least one Commissioner recently as-
serted that when the Commission sees a widespread problem af-
fecting investors, it should “issue its own guidance or promulgate
a rule and put an end to the problem before it hurts investors”
under the belief that it is better for investors than a large enforce-
ment initiative and provides regulated industries with appropriate
notice of what the SEC expects from them.

Do you agree with that or have a comment as to what was being
conveyed there?

Mr. CLAYTON. So, Senator, your question highlights one of the
challenges of regulating a broad market. If you see widespread con-
duct that is clearly problematic, there is no reason to provide guid-
ance. You just go out and deal with it. If you see widespread con-
duct that is a new area and people reasonably could conclude one
way or the other, my view is that guidance, and loud guidance, is
the best way to deal with that. Life is complicated. A lot of things
fall somewhere in between.

I think one of the things you and I have talked about is the
Share Class Initiative. I think that where we were was much clos-
er, if not all the way at the end of the spectrum. People have dif-
ferent views, but I appreciate that spectrum, and I think our En-
forcement Division and our Inspections Division understand that.
Part of my job is to make sure they understand that and make the
appropriate selection how to pursue conduct that needs to improve.

Senator MORAN. Mr. Chairman, in that regard, you have said be-
fore that staff statements and guidance do not create enforceable
legal obligations. Yet I think we often see the SEC point to risk
alerts and enforcement proceedings brought against other industry
participants as justification for appropriate notice.
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I will use the February 2018 Share Class Selection Disclosure
Initiative regarding disclosures for conflicts of interest from certain
fee arrangements as an example. SEC staff pointed to a 2016 risk
alert as evidence that the industry was given sufficient notice
about what the SEC expects from regulated firms in disclosures,
such as the use of “may” versus “will.” However, I understand that
the initiative has penalized firms for activity dating back to 2014
and beyond—in other words, previous to the notice that you are
claiming occurred.

Is there something here that I should be worried about?

Mr. CLAYTON. I do not think there is something here in par-
ticular that you should be worried about, but I do think that the
principles you articulate are something that we should always be
concerned about. We should not be in the business of “gotcha,” but
we do need to be in the business of making sure that we enforce
our laws. And if the Commission feels some way about it, we, the
Commission, should articulate it. We should not be relying on staff
guidance. If there is to be a change in the law, that should come
from the Commission, or change in the regulation.

Senator MORAN. I fully support the initiative’s objectives to pro-
vide important protections for our retail investors. That is not real-
ly the issue. I do not know exactly what due process means in to-
day’s world, but notice has always been something that is included
in due process, and in order to—one, I would hope that those that
you have the ability to regulate, if they knew what the position of
the SEC was, they would comply voluntarily. That is a positive in
and of itself. And, second, for there to occur something in which
there seemingly was no notice denies them the ability to volun-
tarily comply and eliminates the opportunity for them to have due
process.

Mr. CLAYTON. Understood.

Senator MORAN. Chairman, thank you.

Mr. CLAYTON. Thank you.

Chairman CRAPO. Senator Cortez Masto.

Senator CORTEZ MASTO. Thank you. Chairman Clayton, thank
you for appearing today. We appreciate it.

I want to talk to you a little bit about my concern and what can
be done and what you are doing to prohibit bequests from clients,
so let me give you an example. I sent a letter along with some of
my colleagues to FINRA to limit the ability of broker-dealers and
other financial advisers to inherit money from their clients. A big
concern. I know as a former Attorney General there is fraud often-
times associated with that.

Now, granted, I understand that some family members, there
could be exceptions for certain relationships, but most importantly,
I am concerned about the fraud that is associated with it.

So I guess my question to you is twofold. Do you think that regu-
lators should prohibit financial advisers to receive bequests from
their clients? And what are you doing to address that issue?

Mr. CLAYTON. So on the specific question, I am going to have to—
on the contours of it, I am not going to comment, but on the area
of our elderly, many of whom are in a position where they may
have diminished capacity or not have support, we are very con-
cerned about that.
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Let me just say that the fact pattern that you posit of a trusted
adviser receiving an inheritance, that is something that strikes me
as very difficult to understand how that could happen and worries
me.

What specifically we are doing about it? We are doing a lot at
the SEC to recognize that many of our investors are getting older,
and we need to deal with that fact, including implementing the
Senior Safe Act, which allows broker-dealers to hold off on distrib-
uting funds if they think that something inappropriate is going on.
But I am happy to engage with you further on this issue.

Senator CORTEZ MASTO. I would appreciate that because I think
it is an issue that needs to be addressed, and I look forward to see-
ing what you are doing to address the issue.

I also appreciate your attention to preventing retail investors
from falling victim to fraud. FINRA has proposed a rule to make
it more difficult for dishonest brokers and their firms to operate.
Again, last month, along with my colleagues, we sent a letter to
FINRA asking them to strength its proposed Rule 4111 to expel
firms and brokers with a history of fraud. I know FINRA is final-
izing this rule now. My understanding is it is going to be passed
to the SEC for you to take a look at.

I guess my question is just will you ensure that Rule 4111 is
clear that unscrupulous financial professionals cannot continue to
operate. And then, second, when will the SEC approve—or when do
you anticipate taking a look at that rule and approving it or having
a comment with respect to 4111?

Mr. CLAYTON. Let me say generally our view is it is a privilege
to work in our securities markets. It is a privilege that you can lose
and should lose if you misbehave. I want to be careful not to pre-
judge. I have not seen the text of the rule. But I will say I have
long been supportive of the concepts that are in that rule, including
that—let me put it this way: If you are going to hire somebody who
has a history, the registration and other requirements that FINRA
imposes should reflect that you are taking more risk than someone
who does not.

Senator CORTEZ MASTO. Thank you. And then, also, I appreciate
the concern around digital currency. This is an area that I think,
along with the Chairman, I am paying very close attention to, and
I know your comment. You said it is here, we should not go around
it. I absolutely agree. And I am hopeful that as we move forward
that you are putting resources to addressing and taking a look at
this and what can be done, but also at the same time coming back
to Congress and talking to us about what we can do working with
you to really be prepared for the future of digital currency, because
it is coming. I think we need to be prepared for it. So thank you.

But I do have one final question with respect to the enforcement.
I was glad to see that the SEC had taken action against
cryptocurrency firms that failed to comply with requirements for
raising funds from investors. However, according to a recent article
in the Wall Street Journal, three of the companies missed their
deadline to repay people who bought their token.

What is the SEC doing about cryptocurrency companies that fail
to comply with the SEC settlements, one? And then, two, do you



21

have enough resources within the Enforcement Division to address
these issues?

Mr. CLAYTON. OK. Let me try and summarize what can happen
with settlements sometimes. We try to structure settlements in a
way that tries to get the most money back to investors over time.
Sometimes that means allowing payments over time, the enterprise
to continue and to try to get the money back. And sometimes they
just fail because they were not good companies to start with. I
think some of that paradigm applies to the situations that you
identified, or at least some of them.

In terms of resources, I think we can do our job. When I first
took this job, I did not know what I would do with significant addi-
tional resources. Now I feel better to the extent we can have addi-
tional resources, particularly in some of these emerging areas. We
can put them to good use, but we can do our job. That is how I
feel about it.

Senator CORTEZ MASTO. Thank you.

Chairman, thank you.

Chairman CraPO. Thank you.

Senator Cramer.

Senator CRAMER. Thank you, Chairman Crapo. Thank you,
Chairman Clayton, for being with us and for your candor.

I want to drill down a little bit on the Consolidated Audit Trail,
the CAT issue, which is, of course, designed to collect a lot of per-
sonal sensitive financial information—in fact, information on every
retail brokerage client in our country, as I understand it, which
should amount to, by my calculations, over 100 million clients. In
and of itself, you know, that much data, that much sensitive infor-
mation compiled in one place has its challenges. But in addition to
that, the SROs, as I understand it, with some 3,000 people and 24
organizations, will have the ability not only to access it but then
to be able to bulk it downward into their systems.

I did not used to be paranoid, but I have come to a point where
the ability for institutions to secure that much data, especially sort
of this broad application of it, concerns me. And I would love for
you to help me feel more comfortable with what the SEC is doing
to pli;)tect against attacks and cyber challenges with that kind of
a risk.

Mr. CLAYTON. The CAT is a good example of, I think, how we
should look at a lot of large data projects. I agree with your con-
cern, and the question is, the fundamental question is not what
data would we like to have, but what data do we need to do the
job? You know, we are going through a process with the SROs and
others. I think we can significantly limit—I have said, just speak-
ing for myself, phone book information from individuals should en-
able us to do our job and have the CAT function in the way it was
envisioned to function. So that reduces the risk because the data
is not as sensitive. And then, of course, the other side of the coin
is what type of security protections do you put in place, and how
do you ensure that those security protections can evolve as the
threats evolve?

That is kind of a general summary, but we are working on reduc-
ing the sensitive data and ensuring that folks have insight into
that, and we continue to improve the security protections.
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Senator CRAMER. To just drill down a little further, my under-
standing is that the firms are required to sign this CAT Reporter
or agreement, which in essence shields the SROs from liability.
And anytime we start shielding institutions or individuals from li-
ability, I always ask why. Why is that necessary? If the safeguards
are in place—you know, it only adds to my insecurity, if you will,
Mr. Chairman.

So from my point of view, this is highly risky, and I believe a
breach will eventually happen, but I hope the SEC can prevent
that, obviously.

Mr. CLAYTON. I am aware of the issue around the allocation of
potential liability, and I am actually meeting tomorrow with rep-
resentatives of the SRO community and what I will call the “dealer
community” to discuss the issue.

Senator CRAMER. I appreciate that. Thank you.

Mr. CLAYTON. A busy day tomorrow.

Senator CRAMER. Sounds like it.

Chairman CRAPO. Senator Schatz.

Senator SCHATZ. Thank you, Mr. Chairman. Chairman Clayton,
thank you for being here.

I want to ask you about the Commission’s engagement on the
work of the task force for climate-related financial disclosure. How
are you working with the task force?

Mr. CLAYTON. So we are working—there are international bodies.
There is FSB, I0OSCO, and I will also just put the EU there. We
are working with all of them on this issue because market disclo-
sure issues of this type are global issues. They are not just domes-
tic issues. And I would say on medium, light, heavy, we are fairly
heavily engaged on this as compared to some other issues.

hSelg)ator ScHATZ. And, specifically, what are you doing with
them?

Mr. CraYyTON. Well, me specifically?

Senator SCHATZ. I mean the Commission.

Mr. CLAYTON. Working on the reports, working on proposals, but
it is not just that. I think it goes beyond that. I personally have
recently met with Valdis Dombrovskis from the EU, spoken with
Mark Carney, working through Randy Quarles, trying to bring
some what I would say is—I am going to use Mark’s words; I think
it is very good—“decision-useful information” to the marketplace in
this regard. I think that is a good way to look at it.

Senator SCHATZ. And you think that we are not quite there yet?

Mr. CLAYTON. It is hard. I think we are not quite—yeah, I think
it is hard.

Senator SCHATZ. Are you actively enforcing your 2010 guidance
on climate disclosure?

Mr. CrayTON. If what you mean by “actively enforcing” it is are
we actively monitoring companies to see if they are following it,
and to the extent they are not, addressing that, I think the answer
is a clear yes.

Senator SCHATZ. I think one way you could more actively enforce
it would be to put issuers on notice that this is something that Di-
vision of Corporation Finance will be examining.

Mr. CLAYTON. Let me say we examine for this when we examine
filings.
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Senator SCHATZ. Thank you. I think people listen more carefully
if you say, “We examine for this.”

Mr. CLAYTON. To be clear, we examine for this and have been ex-
amining for it. And I would encourage people to look at the com-
ment letters that eventually become available publicly.

Senator SCHATZ. I divide this problem into a number of cat-
egories. The first is sort of politics, and I think we are mostly—in
terms of your Commission, we are mostly through that part of the
problem, but there are a couple of other problems. One is that we
have to develop instruments and processes that kind of work across
platforms and across the planet so that when you are doing disclo-
sures, you are comparing apples to apples. But the other part of
this is whether or not you as an agency are leading versus sort of
waiting for TCFD and others and seeing how things play out. So
in the ecosystem that is working on this, would you consider the
SEC a leader or a follower or a participant? Where do you put
yourself in this?

Mr. CLAYTON. Definitely a participant, and I would say a leader
through that decision-useful lens, including trying to articulate
ways that we can use the information that is being generated to
further what I would say is our monitoring oversight.

Senator SCHATZ. There are a bunch of voluntary disclosure re-
gimes, as you know, TCFD and the Carbon Disclosure Project, and
some organizations that come under your jurisdiction are making
voluntary disclosures under TCFD and others, and then they make
a separate sort of less informative disclosure as it relates to climate
risk to you. Do you consider it appropriate for the Commission to
then look at those voluntary disclosures and incorporate into your
risk analysis?

Mr. CLAYTON. Do we examine for this? Not just in this area, but
in many areas, we look at a company’s public disclosure, the re-
quired statutory disclosure in their annual report, 10—K or what-
not, and compare it to what they are saying other places, and often
ask companies, “Please make sure that you reconcile these for us,”
to the extent they do not look consistent and tell us why there are
any inconsistencies. That is something that we do.

Senator SCHATZ. And you think you can be useful—in terms of
being decision-useful, there are a number of ways to look at that,
but one of the problems is you have just got different ways to dis-
close climate-related risk. Do you think the SEC can lead or at
least assist in developing a more consistent, comparable, thorough
disclosure for climate risks?

Mr. CLAYTON. Let me say this: I think we have a great deal of
expertise in assisting registrants in disclosing risks in a way that
investors can use it, and we are trying to bring that to bear in all
areas of what we do, including this.

Senator SCHATZ. Thank you.

Chairman CRAPO. Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman. Mr. Chairman, good
morning.

I want to follow up a little bit on the issue of the Consolidated
Audit Trail. It seems to me that you have suggested that there will
be modifications or at least we could expect modifications based
upon the amount of data that might be collected. I am concerned
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because clearly there is a very high probability that there would be
breaches. Just as an example, having an employee take home a
notepad with data on it, any type of a process in which employees
can gain access, and then simply lose it, if nothing else. These all
seem to be ways in which data could be lost. We are talking about
the consolidation of data from a lot of different entities into one lo-
cation, which seems to be making for a prime opportunity for nefar-
ious activities.

My question is, number one, when we start talking about the
limitation of liability, as Senator Cramer has suggested, it bears to
mind that somebody still has that loss, and the question then is:
Do you believe that the rules as they are currently being laid out
or at least the guidelines as we are currently seeing them, where
there are limitations for some, are these fair the way that they are
set up to limit the liability? And are you going to go so far as to
maybe review that process, the limitations that are currently being
put in place today?

Mr. CLAYTON. You know, the short answer is yes. Do you want
the longer answer?

Senator ROUNDS. Yes, I do.

Mr. CLAYTON. The longer answer is your premise is right in that
when you allocate responsibility, you generally try to allocate it to
the people who can best address the risk, who are responsible for
i% and that is something that is in my mind as I look at these
things.

Senator ROUNDS. OK. Well, I just want to bring attention. I real-
ly do think this is a serious issue, and it does not mean that you
do not need a Consolidated Audit Trail, but if you are going to go
that route, then it has got to be something in which data has to
be kept in some kind of a secure entity. And if you cannot do that—
and I am not sure that you can—then perhaps we should be look-
ing at a more limited amount of data, and it sounds to me like you
are looking at that, but then along that line, making certain that
where the possibility of risk is at, the blame does not leave that
location. So there is a responsibility and an authority which are
combined for the protection of that risk.

Mr. CrAYTON. Understood.

Senator RounDs. OK. I want to go back a little bit. I listened
with interest, and I want to just give you an opportunity, should
I say, to perhaps clarify the suggestion that Libra might be ridicu-
lous. And I want to go into this with the following: I know that
there have been a number of folks that have wondered whether or
not Libra, which I think was an attempt to do something dif-
ferent—if we simply walk away from that thing and simply say
that is ridiculous or the product is ridiculous, which is the way that
I heard it, I think we pick winners and losers.

Mr. CLAYTON. I am not passing judgment on any—if my com-
ments were that Libra or any product is ridiculous or not ridicu-
lous, I can tell you what. I do not know. What I do know is there
is a great deal of, how do I say it, friction in the marketplace that
digitization can reduce. We need to make sure that, to the extent
that happens, we are still being true to our statutory missions
across the Federal financial regulatory community, and investor
protection, efficient markets, for the banking regulators—I do not
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want to speak for them, but safety and soundness, et cetera. We
cannot lose sight of those things because of a new technology. But
we also cannot rely on old technology to ensure that we do those
things.

Senator ROUNDS. That is right. And, you know, you are looking
at definitions right now that come from a 90-year-old law. Let me
just maybe cut to the chase on it. Do you delineate, do you see a
difference between and do you see it as a separation between a
cryptocurrency and perhaps a digital currency? Do you see this as
being the separating issue where you literally have a digital cur-
rency today in some respects backed by a sovereign versus a crypto
which may not be backed that way? Is that what you are—you
have an obligation, I guess, in this case as a regulator to where you
may be looking at both.

Mr. CLAYTON. Let me say this: I think there is a lot going on
there. It is complicated. We already have a great deal of
digitization in our financial system. I do believe there is a dif-
ference between a sovereign-backed medium of exchange and a pri-
vate medium of exchange.

Senator ROUNDS. I agree with you, and I just want to make sure
you have got the tools necessary to look at both, if that is your
charge.

Mr. CLAYTON. Yeah, I want to say to you and this Committee I
have heard you, and I appreciate that, to the extent we need some-
thing, we should be engaged with you. And I thank you for that.

Senator ROUNDS. Thank you. Thank you, Mr. Chairman. Thank
you, sir.

Chairman CRAPO. Senator Van Hollen.

Senator VAN HOLLEN. Thank you, Mr. Chairman. Welcome, Mr.
Chairman. A couple things.

First, I want to associate myself with Senator Kennedy’s remarks
about our legislation require that Chinese companies listed on our
exchanges meet the same audit requirements we require of every-
body else. It seems to be common sense.

Second, on a number of occasions when we have had hearings,
I have raised with you the issue of the strong correlation between
the timing of insider share selling and stock buybacks. Since we
last discussed that, Commissioner Jackson and others have pre-
sented even more evidence that the timing is not a coincidence,
that executives may be manipulating the timing to fatten their re-
turns at the expense of their shareholders. And I am disappointed
that you and the Commission have not moved forward more rapidly
to investigate this. And I am disappointed that instead you are fo-
cused on strengthening the hand of already very strong CEOs and
corporations at the expense of their shareholders in many cases
with the proxy advisory regulation you have proposed. And this
seems to be an answer in search of the problem.

There are some issues. We all know what you describe as sort
of the plumbing and trying to figure it out. I also agree with the
conflict of interest provisions. But what you are doing is saying
that if I go out and hire somebody, an independent proxy adviser,
to make recommendations to me about how I should vote with my
shares, that proxy adviser then has to go to the company and the
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CEOs and get them to essentially comment on them and they get
to have a number of reviews.

You know, I really do not need a nanny to advise me. If I do not
want to hire a proxy adviser, I do not have to. But what troubled
me even more was you did try to present this as sort of a concern
of Main Street investors. When you rolled this out, you attempted
to create the impression that this was something a lot of Main
Street investors care about. I can tell you—I sit on the Committee,
I have served in the House, I have been in the Senate—I have not
had a Main Street investor ever come up to me and say this is a
concern of theirs.

Now, if there are, I look forward to it. But you got duped when
you rolled out that statement. Senator Smith asked you about that,
but the reality is, in addition to the fake letters that she men-
tioned, a teacher who you cited who apparently says now she did
not write the letter, there were a number of letters you cited that
were clearly orchestrated by a group called “60 Plus.”

Now, for those of us who have been around here for a little while,
we know what 60 Plus is. It is a dark-money front group that cor-
porations use for messaging. They do not have to disclose their do-
nors. It sounds great. They make it sound like they are taking care
of seniors. But we have found out some of their donors include cor-
porations like Chevron and Exxon, and so it turns out that a num-
ber of the letters you cited were from relatives of the head of 60
Plus. Are you aware of that now?

Mr. CLAYTON. I have now heard this—I was not familiar with the
group 60 Plus.

Senator VAN HOLLEN. So were you aware that the retired couple
you cited are the mother- and father-in-law of the head of the 60
Plus association? Are you aware of that now?

Mr. CLAYTON. Only because you just told me.

Senator VAN HOLLEN. Are you aware they told the reporter they
had no connection themselves with the letter?

Mr. CLAYTON. No.

Senator VAN HOLLEN. Are you aware that the military veterans
that you cited are the brother and cousin of the chairman of the
60 Plus association?

Mr. CLAYTON. If you say so.

Senator VAN HOLLEN. Mr. Chairman, look, if a company had
done this, we could go after them for deceptive practices, for mis-
leading statements. I know you did not intend to do that, but you
became the vehicle for that, and you became the vehicle for that
as you tried to roll out this provision with the patina that it was
looking out for Main Street investors. Wasn’t that your intent?

Mr. CLAYTON. Regardless of this colloquy, I still believe we are
looking out for Main Street investors.

Senator VAN HOLLEN. It does not appear to me to do that. This
is the top priority—this in and of itself does not make it bad, but
it does mean you should be cautious before you say it is the top
priority of Main Street investors. This is the top priority of a lot
of corporate CEOs who do not want to be second-guessed by proxy
advisers. Isn’t that true?

Mr. CLAYTON. So, look, let us see what we agree on. Disclosure
conflicts.
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Senator VAN HOLLEN. Yeah, so I said in my remarks that is fine.
That is number one. There are two and three where you require
everybody——

Mr. CLAYTON. OK, we will get to three.

Senator VAN HOLLEN. OK.

Mr. CLAYTON. Disclosure conflicts. Take commensurate responsi-
l())ili‘gy for what you are saying. The anti-fraud rules should apply.

K?

The last one, I will tell you I am open for discussion on all of
them, the last one on how we ensure better accuracy, I am very
open. If people think that what we are proposing is too onerous but
we can get to improved accuracy in another way, I am open.

Senator VAN HOLLEN. As you know, there is an ongoing lawsuit
right now on this issue because the basis for your rulemaking is
that the proxy solicitation—that proxy advice is the same as a
proxy solicitation.

Mr. CrayTON. Well, it depends on how——

S Senator VAN HOLLEN. My understanding is it was 3-2 vote.
0—

Mr. CLAYTON. There are different levels, but

Senator VAN HOLLEN. So there is an ongoing lawsuit, and that
goes to the heart of the question of your authority. So my question
is: Are you willing to delay the rulemaking process pending the
outcome of this lawsuit?

Mr. CLAYTON. I am not going to commit to that today.

Senator VAN HOLLEN. What if you go through this process and
then the lawsuit says there was no authority to do it?

Mr. CLAYTON. Unfortunately, that is a risk that we run. The ad-
vice we have gotten is that we should be very comfortable with
where we are.

Senator VAN HOLLEN. So just in closing, Mr. Chairman, my big-
gest concern right now is the way you tried to present this when
you rolled it out. And you did get duped

Mr. CLAYTON. I am not—I am not backing away from the fact
that we want to do what is in the best interest of our long-term——

Senator VAN HOLLEN. That is a great goal, but, Mr. Chairman,
the letters you cited were orchestrated by a dark-money group that
is funded by many of the corporations that stand to benefit from
your proposal. They are advocating for that. They are using this
group to funnel their money through, and you became their mouth-
piece.

So I do think it is important for you to retract those statements,
to let the public know that you were duped—I am not—you did not
intentionally deceive anybody, but the letters that you used to
make the case that this was for Main Street investors were, in fact,
orchestrated by a group that is funded by some of the very big cor-
porations that are pushing hard for the rule, and that is a deceit
on the public, not from you but you became the vehicle for that.
And I hope you will make it very clear that you find that out-
rageous, that the people who hope that you are going to do this—
these are people who are pushing hard for this to happen. And you
became the vehicle for their fraudulent attempts to make it sound
like this was all about Main Street investors.

Thank you, Mr. Chairman.
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Chairman CRrRAPO. Thank you. And Senator Brown would like to
ask another question.

Senator BROWN. First, a comment on—I thank Senator Van Hol-
len for his comments and his back-and-forth with the Chairman.
We hear always in this Committee, particularly from that side of
the aisle, about mom-and-pop investors, and all the Trump nomi-
nees want to take care of the little guy and the mom-and-pop in-
vestors. And I think Senator Van Hollen’s investigation and com-
ments show that oftentimes the mom-and-pop investors have some
front to not be conspiratorial in this town and in these days, but
that it is pretty clear that has been what is happening for years
with so many of these dark-money groups.

Let me take a slightly different place, and I will ask one ques-
tion, Mr. Chairman. Earlier in my opening statement, I think I
mentioned that—I asked for inclusion of a letter from the Ohio
Public Employees Retirement System, and I appreciate that the
Chairman graciously did that. They weighed in last year at the
SEC roundtable on proxy voting issues. They raised concerns that
changes to the rules would make proxy advice more expensive, less
independent, less timely, and could hurt public pension partici-
pants. The proposal you issued last month would do all of those
things under the pretense of improving conflict disclosure, elimi-
nating errors, but the rule would go far beyond that by giving com-
panies two bites at the apple to review proxy research before it gets
to investors that are paying for it.

How do those sweeping changes that institutions did not ask for
and that could compromise the research they are paying for, how
does that benefit investors?

Mr. CLAYTON. Well, Senator, I do think that robust conflict dis-
closure, when it is material, does benefit investors. They should
know what incentives people have when they are making state-
ments. I do believe that if you are making statements in an at-
tempt to influence or solicit votes, general anti-fraud principles
should apply.

On the last one, how to increase accuracy, like I said to Senator
Van Hollen, I remain open to ways to deal with that. But let us
just be clear what we are trying to achieve here. We are trying to
achieve that the investor has a robust mix of information on which
to make an investment decision. And if that comes from a proxy
advisory firm in combination with the company, so much the bet-
ter.

Senator BROWN. Thank you for that. It looks to a lot of us that
we, again, tip the power too far in favor of companies and manage-
ment needs to be more accountable, not less, and shareholders need
more tools, not fewer. And the direction that you seem to be going
is not that.

Mr. CLAYTON. Let us also be clear, we are not—say on pay, other
engagement mechanisms, this is—what I want to achieve here is
that people who are making the investment decision, the voting de-
cision, have as good a mix and as accurate a mix of information as
they can have. That is what I want to achieve.

Chairman CRAPO. Thank you.
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That concludes the questioning today, and, again, I want to
thank you, Chairman Clayton, for being here today and also for
your strong leadership at the SEC. I appreciate it.

For Senators who wish to submit questions for the record, those
questions are due on Tuesday, December 17th, and I encourage
you, Chairman, to please respond as promptly as you can to them.

This is our last hearing for this Congress—unless we schedule
another one—and we have had a lot of productive hearings. I think
that we should—I want to thank all of our Senators for making
that happen and also our witnesses and those who have come be-
fore us. And it has laid the foundation for what I expect to be a
significant amount of productive effort.

With that, this hearing is adjourned.

Mr. CLAYTON. Thank you.

[Whereupon, at 11:44 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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PREPARED STATEMENT OF CHAIRMAN MIKE CRAPO

Today we will receive testimony from Securities and Exchange Commission Chair-
man Jay Clayton regarding the work and agenda of the SEC.

I thank you for your willingness to appear before the Committee today. Your will-
ingness to testify is essential to our oversight of the SEC.

The mission of the SEC is to protect investors; maintain fair, orderly and efficient
markets; and facilitate capital formation.

It plays a critical role in ensuring that our Nation has capital markets that the
public can have confidence and trust in.

It provides information to investors so that as Americans prepare for their fu-
tures, they not only have a wide array of financial opportunities, but they also have
the information necessary to make informed investment decisions.

Chairman Clayton, you came before this Committee a year ago and assured us
that you would continue to take steps to ensure that the U.S. capital markets re-
main the deepest, most dynamic and liquid in the world.

I commend you and the SEC staff for the actions that have been taken over the
past year.

Actions worth mentioning include the SEC’s final rule package on Regulation Best
Interest, which strikes the appropriate balance of increasing transparency in inves-
tors’ relationships, while preserving access to advice relationships and investment
products.

The SEC also proposed modifying the accelerated filer definition to reduce the
number of registrants subject to the auditor attestation requirement. I encourage
the Commission to move forward quickly in a way that provides relief to all smaller
reporting companies.

And, this summer the SEC issued a concept release seeking public comment on
ways to harmonize the private securities offering exemption.

Regarding the concept release: I encourage the SEC to revise Regulation D to
allow for general solicitation and advertising by sponsors, such as angel investor
groups; the SEC should consider expanding the ability for small businesses to
crowdfund; the definition of an accredited investor should be expanded and modern-
ized to account for qualifying expertise, not simply a monetary threshold; and it is
important the SEC update the definition of a family office to allow family offices
and their clients who meet certain thresholds to be considered “accredited inves-
tors.”

This Committee has held a number of hearings during my chairmanship dis-
cussing the need for assessing the scope and appropriateness of the proxy voting
process and other aspects of corporate governance.

I commend the Commission for its actions related to the proxy process.

In August, the SEC issued guidance to assist investment advisers in fulfilling
their responsibilities when voting proxies on behalf of clients and clarified that
proxy voting advice provided by proxy firms generally constitutes a solicitation.

In November, after numerous roundtables and thoughtful efforts led by Commis-
sioner Roisman, the SEC proposed two amendments to improve the accuracy and
transparency of proxy voting advice and to modernize shareholder proposals.

I encourage the SEC to continue moving forward with these efforts expeditiously
following the comment period.

This Committee recently held an oversight hearing on the Consolidated Audit
Trail, or CAT. I have continued to express concerns regarding the personally identi-
fiable information that is going to be collected in this consolidated database and how
it will be protected.

On October 16, 2019, the CAT plan participants wrote to the SEC to request to
use a CAT Customer ID instead of receiving and storing Social Security Numbers
in the CAT, and asked to store only year of birth and firm IDs instead of full dates
of birth and individual account numbers.

Chairman Clayton, you have previously expressed concerns about the information
to be collected and stored in the CAT and stated that you believe the regulatory
objectives of the CAT can be achieved without the most sensitive pieces of investor
information. I encourage you to quickly process the request to use alternative ap-
proaches.

Finally, the SEC has made modernization a focus this year, and I look forward
to hearing about your Strategic Hub for Innovation and Financial Technology and
how the SEC has been engaging with initial coin offerings and other cryptocurrency-
related matters.

I look forward to receiving updates on these and other SEC initiatives, including
your views on when we can expect final rules in these areas.
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PREPARED STATEMENT OF SENATOR SHERROD BROWN

Thank you Chairman Crapo, and welcome Chair Clayton.

Over the past few years, in this Committee, we have seen the Trump administra-
tion dismantle many of the protections we put in place after the last financial crisis,
putting our financial system and hardworking families around the country at risk.

The SEC has flown under the radar, but often the agenda has been the same—
taking Wall Street’s side over and over, instead of standing with investors saving
for retirement or college or a down payment.

Taken together, the SEC’s latest actions are making it harder to hold corporate
executives accountable to investors and hardworking Americans.

While I appreciate the Enforcement Division’s initiatives, including those to pro-
tect teachers and military service members from fraud and misconduct in financial
advice, you've done so much damage by adopting what you call “Regulation Best In-
terest.” Under that rule, brokerage firms can merely disclose, but don’t have to
eliminate, firm-level conflicts.

It should be simple—investment firms need to work for the people they serve.
Americans need to have confidence the professionals that they're trusting with their
hard earned money are working for them, not scamming them to line the firm’s own
pockets. You could have simply followed Congress’s guidance in the Dodd-Frank Act
to create a uniform fiduciary standard for brokers and advisors, which would be the
best way to give investors confidence that their interests come first. But you didn’t.

And that’s not the only part of Dodd-Frank you are working to undermine. Look
at the SEC’s proposal to amend the whistleblower program, which is one of the most
successful programs created under Dodd-Frank. We need brave workers to stand up
to corruption and abuse when they see financial companies scamming people or en-
gaging in other illegal behavior.

The only way individual workers are ever going to able to stand up to powerful
Wall Street firms is if we give them protection.

We've already seen a chilling effect from your proposal.

Each year since inception of the program, the number of tips has increased, in
some years by more than 10 percent. But after your rule proposal in 2018 intro-
duced a cap on whistleblower awards, the number of tips declined for the first time
in 2019.

The proposed cap on awards raised so many alarm bells that you had to put out
a statement to clarify. I know “whistleblower” is a dirty word nowadays to some in
this town. It always is to serial lawbreakers.

I don’t see how you can make significant changes to a successful program like this
without understanding that the decline in tips is a result of your actions, and the
environment this Administration has created, attacking rather than protecting those
who speak out against abuse of power.

As the SEC continues to take fewer actions that hold the largest financial institu-
tions accountable, we must encourage whistleblowers to identify misconduct wher-
ever it exists and help uncover complex frauds.

The SEC’s recent proposed rules on proxy advisors and shareholder proposals are
also clear examples of the Administration taking the side of corporate interests over
Americans saving and investing for their future.

Both proposals make it more difficult for shareholders to hold corporate executives
accountable.

The proposal on proxy advisors could make it harder for institutional investors
to have timely access to independent research and analysis from the proxy advisory
firms that they hire. The proposed rule would give corporations access to investors’
research before the public retirement systems, investment fund managers, and foun-
dations who manage hardworking Americans’ money.

The SEC says the changes are necessary because of errors and inaccuracies, but
it provided scant evidence of errors. Instead, the new rule would give companies a
new tool to intimidate proxy advisers and threaten their independence.

The overhaul of the shareholder proposal rule would make it easier for corporate
management to silence shareholders and avoid dealing with important issues crit-
ical to investors.

The amendments could stop proposals for votes on issues such as disclosure of cor-
porate political spending, separating the roles of Board Chair and CEO, and non-
discrimination policies.

I am disappointed in the direction you've taken these rules that have for decades
allowed investors to hold management accountable, all while executives are further
entrenching themselves and ignoring workers and shareholders.

Protecting workers’ hard-earned savings should begin with a simple concept: put-
ting their rights first.
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Mr. Chair, I hope that the SEC will remember that.

But over the last week we have had nearly all the financial regulators before the
Committee—the Fed, the FDIC, the NCUA, and today the SEC—all defending the
same policies that amount to a wish list for Wall Street and corporate interests. The
President promised to look out for ordinary, hardworking people, but he and the
pe(()lple he has put in charge of these agencies betray those workers over and over
and over.

Mr. Chairman, I'd like to offer for the record this letter from the Ohio Public Em-
ployees Retirement System, raising concerns about the SEC’s rulemaking on proxy
advisory firms.

Thank you, Chairman Crapo.
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Chairman Crapo, Ranking Member Brown and Senators of the Committee, thank you for
the opportunity to testify before you today about the work of the U.S. Securities and Exchange
Commission (SEC or Commission or agency).1 T am honored to discuss the great work of the
women and men of the SEC over the past year in furtherance of our tripartite mission of
protecting investors, maintaining fair, orderly and efficient markets, and facilitating capital
formation.

Chairing the Commission is a great privilege, and I am fortunate to be able to observe
firsthand the incredible work done by the agency’s almost 4,400 dedicated staff in Washington,
DC and across our eleven regional offices. Our people are our greatest asset and are often our
most direct connection to investors and other market participants. None of the work described in
this testimony—which is only a small sample of the overall work of the staff over the past
vear—is possible without these dedicated and experienced professionals. In tum, our public-
facing work 1s made possible thanks to the important, often behind-the-scenes work of the
agency’s administrative and operations personnel. In short, the women and men of the SEC
bring a mission-focused, team-oriented perspective to our work every day, always keeping the
long-term interests of our Main Street investors front of mind.

Tam proud of our accomplishments over the past year and look forward to building on
this work as we continually review and recalibrate our efforts. America’s historical approach to
our capital markets—an approach focused on transparency, materiality, fairness and
accountability—has produced a remarkably deep pool of capital with unprecedented
participation. It is our Main Street investors and their willingness to entrust their hard-camed
money to our capital markets for the long term that have provided the seeds for the deepest, most
dynamic and most liquid capital markets in the world. Their capital provides businesses and
municipalities with the opportunity to invest, grow and create jobs with an organic dynamism
that stands apart both today and since the Commission was formed 85 vears ago. In tumn, our
markets have provided American Main Street investors with better domestic and international
investment opportunities than comparable investors in other jurisdictions.

We are dedicated to preserving, expanding and improving this far-reaching and extremely
beneficial economic and social dynamic.

! The views expressed in this testimony are those of the Chairman of the U.S. Securities and Exchange Commission
and do not necessarily represent the views of the President, the full Commission or any Commissioner.

1
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Strategic Plan

Last fall, the Commission released its Strategic Plan for 2018-2022. The Plan provides a
forward-looking framework for making the SEC more effective, focusing on the most important
goals and initiatives that will best position the SEC to fulfill its mission, with the primary focus
of the Plan being on investors, innovation and improved perfmmance? Over the past year, we
have made meaningful progress toward achieving these goals.

Our first goal is to focus on the long-term interests of Main Street investors. This year
we have continued to place a high priority on direct engagement with investors and other market
participants. Staff across our divisions and offices traveled around the country to aftend events
both to educate investors and to listen to the challenges they have experienced first-hand in our
markets. It is invaluable for us to hear from them, in their own words, how our capital markets
are working for them and what more can be done.

Our second goal is to be responsive and innovative in the face of significant market
developments and trends. As technological advancements and commercial developments have
changed how our securities markets operate, the SEC’s ability to remain an effective regulator
requires that we continuously monitor the market environment and, as appropriate, adjust and
modernize our expertise, rules, regulations and oversight tools and activities, The Commission
advanced this goal on several fronts, including through the work across our divisions and offices
1o modernize our regulatory framework, as well as the Commission’s forward-thinking approach
1o an increasingly technological and data-driven landscape through the work of the Division of
Enforcement’s (Enforcement) Cyber Unit and the new Strategic Hub for Innovation and
Financial Technology (FinHub).

Qur third goal—elevating the agency’s performance through technology, data analytics
and human capital—embodies our commitment to maintaining an effective and efficient
operation in our ever-evolving capital markets ecosystem. Maintaining a high level of staff
engagement, performance and morale is critical to our ability to execute the SEC’s mission. We
deeply appreciate the resources Congress has provided, and in fiscal year (FY) 2019, the funding
Congress provided allowed us to lift our hiring freeze and make new hires in critical areas—
including enforcement and examinations, market oversight, eybersecurity, and small business
capital formation. [am pleased to report that we have filled approximately 140 new positions
(over 90 percent of our target) with high-quality individuals who have the experience and
expertise necessary to enhance our market oversight and improve our ability to serve American
investors.

One of the most important ways we can continually improve the SEC’s operational
effectiveness is by investing in our technology program, including improving our data analysis
and promoting information sharing and collaboration across the agency. In addition, focusing on
cybersecurity remains a top priority for the agency. The resources Congress has provided has
helped us better address our technology challenges, and we have applied these resources to a
number of key initiatives designed to strengthen our cybersecurity risk profile, including efforts

* 8¢ U.S. Sec. and Exch. Comm’n Strategic Plan: Fiscal Years 2018-2022 (Oct. 2018), available at
https:/iwww.sec.gov/files/SEC Strategic Plan FY18-FY22 FINAL.pdf.
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to modernize legacy systems and infrastructure and reduce our risk profile. We also will
continue to work to better streamline and automate our business processes so we can conduct our
work more efficiently in support of the SEC’s mission.

FY 2019 Initiatives and Upcoming Policy Agenda

As I have previously testified, the Commission’s Regulatory Flexibility Agenda is now
constructed to enhance transparency and accountability to the public and Congress, in addition to
providing a focal point for coordination within the SEC. Since 2017, these agendas have
embodied a collective effort, benefiting from the input of my fellow Commissioners, our division
and office heads and many members of our staff on key questions, including: (1) what initiatives
the agency could reasonably expect to complete over the next 12 months, and (2) of those
initiatives, which ones would have the most positive impact on our Main Street investors and our
markets.

In 2018, the Commission advanced 23 of the 26 rules in the near-term agenda, a good
result on both a percentage basis (88 percent) and an absolute basis.> For 2019, the number of
items on our near-term agenda increased to a seemingly aspirational 39." As of the date of this
testimony, the Commission has advanced 34 of those 39 rulemakings, or 87 percent of the
items—even though our rulemaking efforts were stalled for more than a month as a result of the
lapse in appropriations earlier this year.* In addition, the Commission advanced several
rulemakings more quickly than expected.

Of course, we must be judged on the impact of our efforts and not the number of rules
proposed and adopted. In evaluating that impact, we ask whether our efforts meaningfully
advance the Commission’s tripartite mission, and importantly, whether our actions further the
interests of our long-term Main Street investors. I believe modernization is a particularly
effective means to advance each component of our mission simultaneously, We have
approached modernization by: (1) identifying aspects of our regulatory framework that are out of
step with our ever-changing capital markets ecosystem; and (2) bringing those aspects back into
line with market realities in a way that advances all aspects of our mission. With that perspective
in mind—a perspective that moves beyond the static and often stale claims that advancing one
aspect of our mission (e.g., investor protection) must come at a cost to another (e.g,, capital
formation)—I will highlight some of the Commission’s major accomplishments in 2019.

Standards of Conduct for Investment Professionals

In June 2019, the Commission adopted a package of rulemakings and interpretations
designed to enhance the quality and transparency of retail investors’ relationships with

7 See Testimony on Oversight of the U.S. Securities and Exchange Commission (Dec. 11, 2018), available at
hitps:/www sec.gov/news 'testimony/testimony-oversight-us-securities-and-exchange-commission-{,

* See Appendix A, As] have previously remarked, in the earlier parts of the decade—known in the financial
regulatory community as the “post Dodd-Frank era”—the Commission’s near-term portion of the “Reg Flex”
agenda has become too aspirational. On average over that period, only about one-third of the rules listed in the
Commission’s agenda to be adopted in the following 12 months were timely completed

# See Appendix A Of those 39 rulemakings, 18 were scheduled for adoption by this year, and as of today, we have
completed 16 of the 18, or 89 percent.
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investment advisers and broker-dealers and bring the standards of conduct and required
disclosures of financial professionals in line with what a reasonable investor would expect while
preserving access—in terms of choice and cost—to a variety of investment services and
products. Said simply—from discount brokerage, to internet advisers, to full-service
commission brokerage, to a wrap-fee combination of advisory and brokerage—(1) financial
professionals cannot put their interests ahead of their client’s or customer’s interests; and (2)
financial professionals must tell their clients and customers, in plain language, the scope of the
services they provide and how they make money providing those services.

Our final rulemaking package was the result of an organie, staff-driven process, drawing
on the decades of experience and expertise of our staff as well as input from an array of market
participants—including from seven investor town halls around the country where, in an
unscripted, take-any-questions environment, we heard directly from investors. We are
continuing this direct Main Street investor engagement, as discussed in more detail below. This
rulemaking package also benefitted significantly from thousands of unique comment letters and
the results of substantial investor testing. I am extremely grateful to our staff for bringing long
overdue regulatory rationality and clarity to this important market, which encompasses some 43
million American households.

Specifically, these actions include new Regulation Best Interest, the new Form CRS
Relationship Summary (Form CRS) and two separate interpretations under the Investment
Advisers Act of 1940 (Advisers Act).® Individually and collectively, these actions will enhance
and clarify the standards of conduct applicable to broker-dealers and investment advisers, help
retail nvestors better understand and compare the services offered and make an informed choice
of the relationship best suited to their needs and circumstances and foster greater consistency in
the level of protections provided by each regime, particularly at the point in time that a
recommendation is made by a broker-dealer or advice is provided by an investment adviser.

Under Regulation Best Interest, broker-dealers are required to act in the best interest of a
retail customer when making a recommendation of any securities fransaction or investment
strategy involving securities to a retail customer. This obligation includes account
recommendations such as whether to roll an employer-sponsored 401(k) account into an IRA.
Regulation Best Interest enhances the broker-dealer standard of conduct beyond existing
suitability obligations and makes it clear that a broker-dealer may not put its financial interests
ahead of the interests of a retail customer when making recommendations. In order to comply
with Regulation Best Interest, broker-dealers must satisfy four specified component
obligations—Disclosure, Care, Conflict of Interest and Compliance—each of which includes a
number of prescriptive requirements, all of which must be satisfied to comply with the rule.

Form CRS will require investment advisers and broker-dealers to provide retail investors
with streamlined information to aid them in understanding the nature of their relationship with
their financial professional. Firms will be required to provide information about their
relationship and services, fees and costs, conflicts of interest, standard of conduct and legal or

© See Press Release 2019-89, SEC Adopts Rules and Interpretations to Enhance Protections and Preserve Choice for
Retail Investors in Their Relationships with Financial Professionals (Tune 5, 2019), available at
https:/www.sec.gov/news/press-release/2019-89.
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disciplinary history of the firm and its financial professionals, in additional to other information.
This disclosure will have a standardized question-and-answer format to promote comparability
across firms. Additionally, Form CRS will include a link to a dedicated page on the
Commission’s investor education website, Investor. gov, which offers educational information
about broker-dealers and investment advisers, and other retail investor-oriented materials.

The Commission also issued an interpretation to reaffirm—and in some cases clarify—
certain aspects of the federal fiduciary duty that an investment adviser owes to its clients,
confirming the Commission’s longstanding view that an investment adviser must, at all times,
serve the best interest of its clients and not subordinate its client’s interest to its own. This
interpretation underscores the core duties of care and loyalty that advisers have as fiduciaries and
provides examples intended to help advisers better understand how those duties apply in practice.
Additionally, the Commission issued an interpretation of the “solely incidental” prong of the
broker-dealer exclusion under the Advisers Act, which confirms and clarifies the Commission’s
position and provides guidance on the application of the interpretation to exercising investment
discretion over customer accounts and aceount monitoring,

In connection with this rulemaking, the Commission launched a Main Street investor
education campaign designed to help retail investors understand key differences between broker-
dealers and investment advisers and help them decide whether working with one of these types
of financial professionals is right for them. Features of this campaign include short, educational
videos designed to provide ordinary investors with basic information about investment
professionals available on Investor.gov.” in addition to a series of retail investor events.®

Recognizing that these new rules may require various market participants to make
changes to their operations, including to their mandatory disclosures, marketing materials and
compliance systems, the Commission established an inter-divisional Standards of Conduct
[mplementation Committee who are meeting regularly to assist market participants with their
implementation efforts. Market participants are actively engaging with staff in planning for
implementation and compliance, and our staff has already issued several responses o frequently
asked r.}uﬁ:sﬁans.9 I encourage the public to continue this engagement by sending questions to
IABDQuestions(@sec.gov. We recognize that there is more work to be done and we are
committed to continued engagement with investors and other market participants.

Improving the Proxy Process

Improving the transparency, accountability and functionality of the proxy process is
another significant Commission initiative designed to serve the interests of our long-term Main
Street investors. In the past two decades, the proxy process has beeome one of both (1)
increased complexity and (2) importance to investors, issuers and investment advisers.

7 See Press Release 2019-133, SEC Releases Videos for Investors Choosing and Working with a Financial
Professional (Aug. 15, 2019), available af hitps://wiw sec.gov/news/press-release/2019-153.

¥ See Press Release 2019-144, SEC Chairman Clayton Announces Event for Main Street Investors in Chicago {Aug.
5, 2019), available at https:/fwwiw.sec.gov/inews/press-release 2019-144; Press Release 2019-100, SEC Chairman
Clayton Announces Events for Main Street Investors in Boston (June 19, 2019), available at

https://wwiv.sec. gov/news/press-release/2019-100.

? See Frequently Asked Questions on Form CRS, available at https://www.sec gov/investment/form-crs-fag.

5




38

Commission rule changes, state law changes, corporate governance practices, technology and
other factors have all increased the interest in, and significance of, shareholder engagement and
shareholder voting in our public capital markets. During this time, investment advisers have also
assumed a much greater role in our marketplace and, consequently, a greater role in the area of
beneficial owner- shareholder-company engagement.'® Last fall, the Commission held a
roundtable on improving the proxy process that brought together investors, issuers and other
market participants who raised and discussed many issues in this area."" We have also received
significant public comment and helpful suggestions to improve our proxy voting system. i
While there are a wide range of viewpoints on these topics, one thing is clear—there is
significant interest in modemizing and improving the proxy process. The Commission has taken
anumber of concrete steps during this year to increase transparency, accountability and
functionality in the area of proxy voting.

Building on decades of experience and extensive engagement, in August 2019, the
Commission took an important first step in strengthening the integrity of the proxy voting
process.” Specifically, the Commission issued guidance to assist investment advisers in
establishing and fulfilling their proxy voting responsibilities. Voting is a key component of
shareholder engagement and investing generally. Investment advisers are fiduciaries and owe
each of their clients duties of care and loyalty with respect to actions taken on the clients” behalf,
including proxy voting, The guidance clarifies how an mvestment adviser’s fiduciary duty and
Rule 206(4)-6 under the Advisers Act relate to an adviser’s proxy voting on behalf of clients,
including if the investment adviser retains a proxy voting advice business, On the same date, the
Commission issued an interpretation that proxy voting advice provided by proxy voting advice
businesses generally constitutes a “solicitation” under the federal proxy rules and provided
related guidance about the application of the proxy antifraud rule to proxy voting advice.

Last month, the Commission continued its efforts to improve the proxy voting system by
proposing amendments to the rules governing proxy solicitations to help ensure that investors
who use proxy voting advice businesses receive accurate, transparent and complete information
on which to base their voting decisions.”' The proposed amendments would, among other
things, enhance the quality of the disclosure about material conflicts of interests that proxy
voting advice businesses provide their clients. The proposal would also provide registrants and
other soliciting persons an opportunity to review and provide feedback on proxy voting advice
before it is issued. Importantly, though, the proposed process would leave the content of the
proxy voting advice entirely within the discretion of the proxy voting advice business, which will
be under no obligation to make any revisions to the proxy voting advice simply because an issuer
provides comments on the advice. Additionally, the proposal would not create a new liability
regime for proxy voting advice businesses.

WEor example, there are now over 13,000 SEC-registered investment advisers with over $84 trillion in assets under
management, and over 8,000 of these investment advisers provide services to retail investors.

" See Spotlight on the Proxy Process, available at hitps:/fwwiw.sec.gov/proxy-roundtable-2018.

" See Comments on Statement Announcing SEC Staff Roundtable on the Proxy Process, available at

hitps:/iwww sec gov/comments/d-725/4-725 htm.

B See Press Release 2019-158, SEC Clarifies Investment Advisers’ Proxy Voting Responsibilities and Application
of Proxy Rules to Voting Advice (Aug, 21, 2019), available at hitps:/www.sec.gov/news/press-release/2019-158.
1 See Press Release 2019-231, SEC Proposes Rule Amendments to Improve Accuracy and Transparency of Proxy
Voting Advice (Nov. 5, 2019), available at hitps://www sec.gov/news/press-release/2019-231.
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On the same date, the Commission also proposed amendments to modernize the rule that
governs the process for shareholder proposals to be included in the company’s proxy statement,”
The proposed amendments would replace the current ownership requirements with a tiered
approach that would provide three options for demonstrating an ownership stake through a
combination of the amount of securities owned and length of time held. The proposal maintains
the long-standing $2,000 minimum ownership threshold for shareholders provided they have
owned their shares for three or more years. The proposed amendments also would amend the
current resubmission thresholds of 3, 6, and 10 percent—which have not been updated since
1954—to 5, 15, and 25 percent, respectively, and allow companies to exclude shareholder
proposals under certain circumstances where shareholder support for the matter has declned.
Said another way, if a shareholder cannot get more than 1 in 20—or 5 percent—of'its fellow
shareholders to support its proposal in the first year, or more than 1 in 4 shareholders after three
years of proxy inclusion within a five-year period, that shareholder proposal would be subject to
4 limited, company-specific time out under the proposed rules.'®

Our proposals are based on fundamental tenets of our federal securities laws, including
providing investors with information that is accurate, not misleading and decision useful.'”
Commission attention, as well as increased transparency and accountability, are long overdue.
We welcome additional mput on these matters, including suggestions for improving our
proposals. More generally, [ expect our work to modemize and improve the proxy process to
continue.

Facilitating Capital Formation in our Public Markets

Led by the Division of Corporation Finance (Corporation Finance), the SEC took
meaningful steps during FY 2019 to increase the attractiveness of the public markets while
maintaining—and in many cases, enhancing—investor protections. Encouraging capital
formation in our public markets has the benefit of providing a broader and more attractive set of
investment opportunities to Main Street investors, who benefit from public company stock prices
that reflect not only publicly reported information but also the views of professional investors.
Additionally, it is my experience, and the view of our Director of Corporation Finance, that
companies that go through the SEC public registration and offering process often come out as
better companies, providing meaningful benefits to the company, investors and our capital
markets.

Expanding JOBS Act Benefits. In 2012, Congress passed the Jumpstart Our Business
Startups (JOBS) Act with strong bipartisan support. To encourage more companies to enter our

! See Press Release 2019232, SEC Proposes Amendments to Modernize Sharcholder Praposal Rule (Now, 5,
2019), available at hitps://wiwiv sec.gov/news/press-release/2019-232,

6 Please note that this “time out” does not mean that the shareholder proposal cannot come up again in the future or
be submitted to a different company.

"7 See TSC Industries, Inc. v, Northway, Inc., 426 U.S. 438, 449 (1976) (“An omitted fact is material if there is a
substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote ).

¥ Se¢ U.S, Sec. and Exch. Comm’n Agency Rule List (Fall 2019), available at

hitps:/www reginfo gov/public/do/eAgendaMain?operation=OPERATION GET AGENCY RULE LIST&current
Pub=true&agencyCode=&showStage=activedagencyCd=3235. [hereinafter Fall 2019 Regulatory Flexibility
Agendal.
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public markets, the JOBS Act provided a new category of companies—emerging growth
companies—with a number of accommodations. Since the early 2000s there has been a dramatic
shift from companies raising growth capital in our public equity markets to raising growth capital
in our private capital markets. 1% Main Street investors have very limited access to our private
capital markets and, where they do have access, unlike our public capital markets, they often do
not sit side-by-side with institutional investors. The JOBS Act was instrumental in slowing
down this shift from public markets to private markets. Building on principles underpinning the
JOBS Act, over the past two years, the SEC has expanded several of these accommodations to
encourage more companies to consider entering the public capital markets without diminishing
important investor protections.

This past year, the SEC continued its efforts to increase the attractiveness of the public
markets.2® For example, in September 2019, the Commission expanded a key initiative from the
JOBS Act when it adopted a final rule to extend the “test-the-waters” accommodation to all
issuers—not just emerging growth companies—allowing them to gauge market interest in a
possible initial public offering (IPO) or other proposed registered securities offering by
permitting discussions with certain investors prior to the filing of a registration statement. [ have
seen firsthand how this has benefitted emerging growth companies considering an IPO, as they
are able to engage investors earlier to explain their business and obtain feedback in advance of a
public offering. Investors and shareholders also benefit, as companies can better determine the
appropriate time for an offering, identify information that is important to investors and size and
price the offering more effectively.

Continuing to build on the principles of the JOBS Act, the Commission has also taken
important steps to permit scaled disclosures for small and medium-sized companies, while
maintaining important investor protections, Recognizing that one size does not fit all for the
regulation of public companies, in May 2019, the Commission proposed amendments to more
appropriately tailor the “accelerated filer” and “large accelerated filer” definitions.” Under the
proposed amendments, smaller reporting companies with less than $100 million in revenues
would not be required to obtain an attestation of their mternal control over financial reporting

** Based on an analysis by staff in the Commission’s Division of Economic and Risk Analysis, in 2018, registered
offerings accounted for §1.4 trillion of new capital compared to approximately $2.9 trillion that the staff estimates
was raised through exempt offering channels. Today: (1) we have roughly half the number of public companies we
had twenty vears ago; (2) growing companies are staying private substantially longer; and (3) public equity markets
are being used more for liquidity by venture capital and private equity investors than for accessing new growth
capital. See Remarks to the Economic Club of New York (Sept. 9, 2019), available at

hitps:/www sec.gov/news/speech/speech-clavton-2019-09-004 finref9.

*In July 2017, Corporation Finance expanded the draft registration statement submission process to all first-time
registrants and newly public companies conducting initial IPOs and offerings within one vear of an [PO, These
changes were intended to encourage [POs generally and earlier in the life cycle of growing companies and to give all
companies—not just emerging growth companies—more control over their offering schedules, which limits their
exposure to market volatility and competitive harm—providing a benefit to their shareholders without diminishing
investor protection. Undler the new policy, Corporation Finance has received draft submissions for more than 80
TPOs and for more than 175 offerings within one year of an [PO, See also Press Release 2018-297, SEC Adopts
Final Rules to Allow Exchange Act Reporting Companies to Use Regulation A (Dec. 19, 2018), availuble

at https//www.sec.gov/news/press-release/2018-297

™! See Press Release 2019-68, SEC proposes Amendments to More Appropriately Tailor the Accelerated and Large
Accelerated Filer Defimitions (May 9, 2019}, available af https://www sec.gov/news/press-release/2019-68.
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from an independent outside auditor. For many smaller companies that received a similar five-
year exemption under the JOBS Act, this proposal would extend that exemption until the
company exceeded $100 million in revenues. The Commission is not considering any changes
1o the Sarbanes-Oxley requirements that apply to smaller reporting companies with respect to
independent audit committees, CEO and CFO certifications of financial reporting, or the
requirement that they continue to establish, maintain, and assess the effectiveness of their
internal control over financial reporting.

Modernizing Disclosire Reguirements: Human Capital Disclosure. The Commission has
also taken a number of actions to simplify and update disclosure requirements in an effort to
enhance the quality of information available to investors and reduce costs for registrants.”* For
example, in March 2019, the Commission adopted amendments to modemize and simplify
disclosure requirements under Regulation S-K for public companies, investment advisers and
investment companies, consistent with its mandate under the Fixing America’s Surface
Transportation (FAST) Act. In August 2019, the Commission proposed additional
amendments to modernize the description of business, legal proceedings and risk factor
disclosures that registrants are required to make pursuant to Regulation S-K.** The proposal to
modenize these core disclosure requirements, among other things, recognizes the significant
changes that have taken place in our economy in the last thirty years, including that, in certain
industries, intangible assets, and in particular human capital, often are a significant driver of
long-term value in today’s global economy.

Here, I offer a personal observation. [ have had the privilege of being exposed to a wide
variety of domestic and international companies over the past 25 years. In my experience, many
of the companies that have performed well over time have focused on monitoring and improving
their human capital. These companies have approached human capital management in a wide
variety of ways, reflecting the characteristics of their industries, markets and size and other
largely company-specific, sector-specific and geographic-specific factors. In addition, as the
domestic and global economies have evolved, the importance of human capital to performance
and, accordingly, investor decision making in higher growth sectors appears to have increased. I
believe investors benefit from understanding the various ways registrants monitor and enhance
their human capital and welcome comments on our proposal.

We expect efforts to modemize, improve and simplify disclosure requirements to
. . . 2 . N .
continue in the coming year. % T believe these measures have the potential to save issuers

* See, e.g., Press Release 2019-179, SEC Proposes Rules to Update Statistical Disclosures for Banking Registrants
(Sept. 17, 2019), available at hitps:/fwww.sec govinews/press-release/2019-179; Press Release 2019-65, SEC
Proposes to Improve Disclosures Relating to Acquisitions and Dispositions of Businesses (May 3, 2019), availuble
at https:/www sec gov mews/press-release/2019-65.

* See Press Release 2019-38, SEC Adopts Rules to Implement FAST Act Mandate to Modernize and Simplify
Disclosure (Mar. 20, 2019), available at hips://www.sec.gov/news/press-release/2019-38.

* See Press Release 2019-148, SEC Propeses to Modernize Disclosures of Business, Legal Proceedings, and Risk
Factors Under Regulation S-K {Aug, 8, 2019}, availuble at https:/fwww.sec.cov/news/press-release/2019-148,
*Inthe coming year, I expect the Commission will consider final amendments to simplify and streamline certain
financial disclosure requirements for guaranteed debt offerings and significant acquisitions and dispositions.
Additionally, SEC staff is developing proposals to modernize and streamline disclosures provided to investors,
ineluding MD&A, Selected Financial Data and Supplementary Financial Information. See Fall 2019 Regulatory
Flexability Agenda, supra note 18.
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significant time and expense, enhance the quality of disclosure and increase investor protection.
While some of these rule changes may appear technical, T anticipate that, collectively, they will
yield substantial benefits for public companies and investors, both in themselves and when taken
together with other capital formation initiatives at the Commission.

Long-Term Performance and Quarterly Reporting. Another important issue under
consideration is how to foster (or not undermine) a longer-term performance perspective in
companies, including for the benefit of long-term Main Street investors. These important
investors are increasingly responsible for funding their own retirement and other financial needs,
and we should be examining both whether the companies they invest in have a similar
perspective on their performance horizon and whether our regulations are inappropriately or
unnecessarily affecting that perspective. In December 2018, the Commission published a request
for comment soliciting input on the nature, content and timing of earnings releases and quarterly
reports made by reporting companies and specifically asked for comments on whether and how
our reporting system may be causing companies to focus their time and resources
disproportionally on short-term results,”® Tn Tuly 2019, the SEC staff held a roundtable to hear
from investors, issuers and other market participants on these issues.”” 1 was pleased with the
diverse views and ideas shared on market-based initiatives and regulatory changes that could
foster a longer-term performance perspective in companies for the benefit of America’s Main
Street investors.

Private Offering Harmonization and Small Business Capital Formation

The Commission has also been focused in FY 2019 on initiatives to facilitate access to
capital for smaller issuers before they enter the public markets. We also are committed to
ensuring that our Main Street investors continue to have the best possible mix of investment
opportunities. These are related issues. In June 2019, the Commission issued a concept release
that seeks comment on possible ways to simplify, harmonize and improve the exempt offering
framework to expand investment opportunities and promote capital formation while maintaining
appropriate investor ]:Jr':)tectiuns.23 While Congress and the SEC have taken a number of steps to
expand the options for small businesses to raise capital—most notably in the JOBS Act and
related rules—these changes have been introduced over time, leading to a patchwork of rules and
exemptions. There has not been a comprehensive review of our exempt offering framework to
ensure that the system, as a whole, is rational, accessible and effective. The concept release
brings these topics to the forefront.

Qur private markets have become increasingly important and are now often seen as more
attractive for companies and professional investors than our public markets, in terms of amounts
of capital raised, investment opportunities and returns, among other metrics. However, the
private market regulatory framework—one that is heavily reliant on our wealth-based definition

* See Press Release 2018-287, SEC Solicits Public Comment on Earnings Releases and Quarterly Reports (Dec. 18,
2018), available at https://wiww.sec.gov/news/press-release/2018-287.
¥ See Press Release 2019-117, SEC Staff to Host July 18 Roundtable on Short-Term/Long-Term Management of
Public Companies, our Periodic Reporting System and Regulatory Requirements (July 2, 2019), available at
https://www.sec.gov/news/press-release/2019-117

See Press Release 201997, SEC Seeks Public Comment on Ways to Harmonize Private Securities Offering
Exemptions (June 18, 2019), available at https.//www .sec.gov/news/press-release/2019-97.
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of “accredited investor”™—is rooted in the markets, technology and employment and professional
relationships that existed thirty or more years ago. As aresult, access to potentially attractive
investment opportunities for Main Street investors who do not meet those wealth standards is
limited and, where it is available, costly. Additionally, the private offering framework often does
not function well for small and medium-sized companies seeking to grow beyond the start-up
stage, particularly those that do not have established relationships with professional investors,

I expect the Commission to consider staff recommendations to amend the accredited
investor definition in the near future, including whether the definition should include non-
wealth-based ways for individuals to qualify, and more broadly, whether the limitations on who
can invest in certain exempt offerings provide an appropriate level of investor protection or pose
an undue obstacle to capital formation or investor access to investment opportunities.
Additionally, [ believe it is our obligation to explore whether we can increase opportunities for
Main Street investors in the private markets while maintaining strong and appropriate investor
protections. To that end, staff is examining whether appropriately structured funds can facilitate
Main Street investor access to private investments.” Ibelieve it is important to focus on
solutions that provide access to investment opportunities on substantially the same terms as those
that would be available to institutional investors.

In addition, T expect the Commission will consider a proposal to modernize rules relating
to the exemption that permits private companies to issue securities as compensation to
employees, consultants and advisors, building upon our amendments to the rule as required by
the Economic Growth, Regulatory Relief, and Consumer Protection Act.”® The so-called “gig
economy” has changed how companies and individuals design altemative work arrangements,
and we should ensure our regulatory framework reflects changes in our marketplace, including
our labor markets.

Modernizing Asset Management Regulations

ETF Regulatory Framework. Another important modernization initiative the
Commission completed this year concerns exchange-traded funds (ETFs). Since 1992, the
Commission has issued more than 300 individualized, exemptive orders allowing ETFs to
operate under the Investment Company Act. During that same period, ETFs have grown
substantially: today there are approximately 2,000 ETFs with over $3.7 trillion in total net assets.
As the ETF industry continues to grow in size and importance, particularly to Main Street
investors, it is important to have a consistent, transparent and efficient regulatory framework that
eliminates regulatory hurdles while maintaining appropriate investor protections. To that end, in
September 2019, the Commission adopted a new rule and form amendments designed to
modernize the regulation of ETFs by establishing a clear and consistent framework for the vast
majority of ETFs operating today. ™ In my view, this action will facilitate greater competition

* See Remarks at Meeting of the SEC’s Small Business Capital Formation Advisory Committee (Nov. 12, 2019),
available at hitps:/fwww sec.gov/news/public-statem ent/clavton-remarks-small-business-capital-formation-
advisory-committee-111219

* See Fall 2019 Regulatory Flexibility Agenda, supra note 18.

*1 See Press Release 2019-190, SEC Adopts New Rule to Modernize Regulation of Exchange-Traded Funds (Sept.
26, 2019), available at hitps:/www sec gov/news/press-release/2019-190.
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and innovation in the ETF marketplace and will allow ETFs meeting certain standardized
conditions to come to market more quickly without the time or expense of applying for
individual exemptive relief, leading to more choice for investors.

As the Commission modernizes the regulatory framework for ETFs with the new rule and
related amendments for more standardized ETFs, opportunities to consider novel ETFs and other
products or innovations in fund operations remain. Produet innovations often depend on the
flexibility of the Investment Company Act to accommodate new ideas and choiee while
preserving investor protections. For example, the Commission has recently approved, and issued
notices of intent to approve, several novel types of actively-managed ETFs.*? In addition, in
October 2019, the Commission proposed amendments to modernize the exemptive relief process
and make it more efficient and lrzmsparem.33 The proposed changes are intended to grant relief
as efficiently and quickly as possible, while ensuring that applications continue to be carefully
analyzed consistent with the relevant statutory standards. A more efficient application process
would allow applicants to realize the benefits of relief more quickly, making the application
process less expensive and would allow the Commission to devote resources to the review of
more novel requests. In my view, these amendments will provide important benefits to funds
and their shareholders, foster financial innovation and increase the diversity of opportunities for
investors, all while maintaining important safeguards of the Investment Company Act.

Investment Adviser Advertising and Solicitations. Consistent with our focus on
modemization, in November 2019, the Commission proposed amendments to the rules
governing investment adviser advertisements and payments to solicitors to reflect changes in
technology, investor expectations and the evolution of industry practice. * These rules provide
important protections when advisers seek to attract clients and investors, yet they have not been
updated in a comprehensive way since their adoption in 1961 and 1979, respectively.
Meanwhile, our markets, technology and the information investors want—both in form and in
content—have evolved significantly. The proposed amendments would replace the current
advertising rule’s broadly drawn limitations with principles-based provisions and expand the
solicitation rule to cover arrangements involving all forms of compensation, rather than only
cash, subject to a new de minimis threshold. These proposals are designed to address market
developments and improve the quality of information available to investors, enabling them to
make more informed choices. In connection with the proposed amendments, the Commission is
specifically seeking feedback from investors and smaller advisers through the use of two short-
form feedback flyers.

% See T. Rowe Price Associates, Inc. and T. Rowe Price Equity Series, Inc., Tnvestment Company Act Release No.
33685 (Nov. 14, 2019), available e hitps:/fwww sec.gov/rules/ic/2019/ic-33685 pdf; Natixis ETF Trust IL, et al.,
Investment Company Act Release No. 33684 (Nov, 14, 2019), available at https:/www.sec.gov/rules/ic/2019/ic-
33684.pdf; Fidelity Beach Street Trust, et al, Investment Company Act Release No. 33683 (Nov. 19, 2019),
available at hitps:www.sec.gov/rules/ic/2019/1¢-33683. pdf; Blue Tractor ETF Trust and Blue Tractor Group, LLC,
Investment Company Act Release No. 33682 (Nov. 14, 2019), available at https:/www.sec.gov/rules/ic/2019/ic-
33682.pdf; Precidian ETFs Trust, et al., Investment Company Act Release No. 33477 (May 20, 2019), available at
 See Press Release 2019-219, SEC Proposed Amendments to Exemptive Applications Procedures (Oct. 18, 2019),
gvailable at https://www sec.gov/news/press-release/2019-219.

% See Press Release 2019-230, SEC Proposes to Modernize the Advertising and Cash Solicitation Rules for
Investment Advisers (Nov. 4, 2019), available af hitps://www.sec.gov/news/press-release/2019-230,
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Use of Derivatives by Mutual Funds, ETFs, Closed-End Funds and BDCs. Today, funds
follow a broad variety of investment strategies and provide diverse investment opportunities for
fund investors. As funds’ strategies have become increasingly diverse, funds’ use of derivatives
has grown in both volume and complexity over the past several decades. The existence, use,
benefits and risks of these products were not contemplated when the Investment Company Act
was enacted. Over the past several decades, extensive changes that have taken place in our
capital markets and the fund industry, including the importance of derivatives in effective
portfolio management.

Last month, the Commission proposed a new rule designed to enhance the regulation of
the use of derivatives by registered investment companies, including mutual funds, ETFs and
closed-end funds, as well as business development companies. The proposed rule would ?mvide
an updated and more comprehensive approach to the regulation of funds” derivatives use. 2
Under the proposed rule, funds would be permitted to enter into derivatives transactions and
certain other transactions, notwithstanding the restrictions on indebtedness under the Investment
Company Act, provided that the funds comply with certain conditions designed to protect
investors. These include adopting a derivatives risk management program and complying with a
limit on the amount of leverage-related risk that the fund may obtain (based on value-at-rigk).
The proposed rule would include a streamlined set of requirements for funds that use derivatives
ina limited way. Certain registered investment companies that seek to provide leveraged or
inverse exposure to an underlying index—including leveraged ETFs—would not be subject to
the proposed limit on fund leverage risk but instead would be subject to alternative requirements
under the Commission’s proposal, which includes limiting the investment results to 300 percent
of the return (or inverse of the return) of the underlying index. Additionally, purchases and sales
of these funds would be subject to new sales practice rules. By standardizing the framework for
funds’ derivatives risk management, the proposal would benefit investors, funds and our
markets, including by providing for more-effective risk management across funds and enhanced
investor protections,

Modernizing Fund Disclosures and BDC Offering Reform. The Division of Investment
Management (Investment Management) is leading a long-term project to explore modernization
of the design, delivery and content of fund disclosures and other information for the benefit of
investors. These initiatives are an important part of how the Commission can serve investors in
the 21st century. Fund disclosures are especially important because millions of Americans invest
in funds to help them achieve personal financial goals, such as saving for retirement and their
children’s educations. As of the end of 2018, over 100 million individuals representing nearly
57 mill;’«gn households, or 45 percent of U.S. households, owned funds (generally ETFs or mutual
funds).

* See Press Release 2019-242, SEC Propases to Modernize Regulation of the Use of Derivatives by Registered
Funds and Business Development Companies (Nov. 25, 2019), available at https./wiw sec.gov/news/press-
release/2019-242

% See Tnvestment Company Institute, 2019 Investment Company Fact Book: A Review of Trends and Activities in
the Investment Company Industry, 2, 59th ed. 2019.
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In June 2018, the Commission issued a request for comment on how to improve fund
disclosures for the benefit of Main Street investors.”” Based on the feedback received from
investors regarding the length and complexity of fund disclosures, the staff in Investment
Management is considering recommendations to the Commission to improve shareholder reports
and the disclosure of fund fees, including options for a shorter and more engaging report that
gives shareholders key information to assess and monitor their fund investments, Related to the
fund disclosure modernization initiative, in October 2018, the Commission proposed a
“summary prospectus” designed to improve disclosure for investors about variable annuity and
variable life insurance contracts.® The proposal, which mirrors the layered disclosure approach
for mutual funds, is another important step in the Commission’s efforts to provide Main Street
investors with better information to make informed investment decisions.

Additionally, consistent with congressional mandates under the Small Business Credit
Availability Act and the Economic Growth, Regulatory Relief, and Consumer Protection Act,
this year, the Commission proposed rule and form amendments to modemize the offerings of
BDCs and registered closed-end funds.* Specifically, the proposed amendments would modify
the registration, communications and offering processes available to BDCs and registered closed-
end funds, building on offering practices that operating companies currently use. [ expect the
Commission to consider final rule recommendations in the coming year.

Modernizing Trading and Market Structure

Technology-Driven Changes in Market Structure. One of our key responsibilities as
regulators is to strive to ensure that as technology changes, our regulations continue to drive
efficiency, integrity and resilience. As technology and business practices evolve, so must our
regulatory framework. This is irrefutably true for the regulation of our U.S. equity markets,
which have undergone an almost unimaginable transformation in the last decade, largely driven
by the deployment of a vast array of advanced communications and data analytics technologies.
To that end, another focus of the Commission is examining and improving our equity market
structure.

Over the past two years, the Commission has completed a number of initiatives designed
1o help improve and modernize the structure of our equity markets. For example, last year the
Commission adopted rules to implement the Transaction Fee Pilot, which is designed to gather
data to help us assess whether the rules governing exchange aceess fees continue to promote fair,
orderly and efficient markets. " The Commission has also adepted a mumber of transparency
initiatives, including rules designed to promote greater transparency in the broker order routing

7 See Press Release 2018-103, SEC Modernizes the Delivery of Fund Reports and Seeks Public Feedback on
Improving Fund Disclosure (June 3, 2018), aveilable at hitps:/fwww.sec.gov/news/press-release/2018-103,
% See Press Release 2018-246, SEC Propeses Disclosure Improvemerts for Variable Annuities and Variable Life
Insurance Contracts (Oct. 30, 2018), available at https./fwww sec.gov/news/press-release/2018-246.

* See Press Release 2019-39, SEC Proposes Offering Reforms for Business Development Companies and
Registered Closed-End Funds (Mar. 20, 2019), available at https://www sec.gov/news/press-release/2019-39

“ See Fall 2019 Regulatory Flexibility Agenda, supra note 18.

I See Press Release 2018-298, SEC Adopts Transaction Fee Pilot for NMS Stocks (Dec. 19, 2018), available at
https:/www.sec.gov/news/press-release/2018-298.
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practices and in alternative trading systems.” Led by the Division of Trading and Markets
(Trading and Markets), these modernization efforts have continued over the past year.

Thinly Traded Securities. The quality of our markets for thinly traded securities is one
area in particular that I believe is in need of review. Last year, staff from the Division of Trading
and Markets (Trading and Markets) held a roundtable where participants representing a wide
spectrum of viewpoints discussed the particular challenges facing companies and investors in
this segment of the market.® A key takeaway we heard from issuers, exchanges and other
market participants is that a one-size-fits-all approach to equity market structure may not work
for many of our public issuers, particularly small and medium-sized companies. To that end, in
October 2019, the Commission issued a statement inviting exchanges and other market
participants to submit innovative proposals designed to improve the secondary market structure
for these securities, including proposals for market structure innovations in conjunction with the
potential suspension or termination of unlisted trading privileges and possible exemptive relief
from Regulation NMS and other rules under the Exchange Act.” I look forward to secing
proposals geared to enhance trading and liquidity for this segment of the market while
maintaining or improving market infegrity.

Market Data. The SEC is also evaluating options for addressing issues related to the
dissemination of and access to market data. At last year’s matket data and market access
roundtable, a key topic was the evolution in recent years of market data products and market
aceess services, both those provided by the central securities information processors (SIPs) and
those provided directly by national securities exchanges.* In October 2019, the Commission
proposed to amend Rule 608 of Regulation NMS to rescind a provision that allows a proposed
amendment to a national market system plan to become effective upon filing if the proposed
amendment establishes or changes a fee or other charge."® If the proposal is adopted, these SIP
data fees, as well as all other NMS plan fees, would first provide an opportunity for public
comment prior to effectiveness. In the coming year, I expect the Commission to continue to
consider issues surrounding infrastructure, governance and transparency in the areas of market
data distribution and market access."”

OTC Equities and the “PiggyBack” Exception. To modemize its rules to align with
changes that have taken place in the over-the-counter (OTC) market over the past 30 years, and

2 See Press Release 2018-136, SEC Adopts Rules to Enhance Transparency and Oversight of Alternative Trading
Systems (Tul. 18, 2018), available af hitps:/www.sec.gov/news/press-release/2018-136.

“ See Press Release 2018-65, SEC Staff to Host Roundtable on Market Structure for Thinly-Traded Securities (Apr.
13, 2018), available at hitps:/www sec, oovinews/press-release/2018-65.

# Soe Press Release 2019-217, SEC Issues Statement on Market Structure Innovation for Thinly Traded Securities
(Oct, 17, 2019), available at hitps:/www sec gov/news/press-release/2019-217,

* S0 Press Release 2018-210, SEC Staff to Host Roundtable on Market Data and Market Access (Sep. 24, 2018),
available at htps:/fwww sec gov/news/press-release/2018-210,

* See Press Release 20119-204, SEC Proposes to Require Proposed NMS Plan Fee Amendments to Follow Public
Notice, Comment, and Approval Procedure (Oct. 1, 2019), availuble at https://www sec.gov/news/press-
release/2019-204,

7 See Fall 2019 Regulatory Flexibility Agenda, supra note 18; see also Chairman Jay Clayton and Brett Redfearn,
Director, Division of Trading and Markets, Equity Market Structure 2019; Looking Back and Moving Forward,
Remarks at Gabelli School of Business, Fordham University (Mar. 8, 2019), available at
https:/www.sec.gov/news/speech/clayton-redfearn-equity-market-structure-2019.
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in addition to efforts to detect and address fraudulent conduct through enhanced examination and
enforcement programs, the Commission also has taken steps to be more proactive in protecting
retail mvestors from incidents of fraud and manipulation in OTC securities. At the 2018
roundtable to discuss initiatives to combat retail fraud, participants questioned the effectiveness
of Rule 15¢2-11, which mandates what actions broker-dealers must take prior to publishing
quotations for securities that do not trade on a national securities exchange and which has not
been updated since before it was commonplace to distribute disclosure materials and quotations
elea:-tr(mically.‘ts In particular, participants raised significant concerns about the rule’s piggyback
exception, which allows broker-dealers to publish quotations for a security based on the
quotations of a broker-dealer that initially performed the required information review. The lack
of current, publicly available information about a company allowed by this exception may
particularly disadvantage retail investors. In September 2019, the Commission proposed a rule
designed to update Rule 15¢2-11 to more effectively protect retail investors from fraud and
manipulation in these types of securities transactions." Put simply, these amendments to Rule
15¢2-11 are intended to improve issuer disclosures and make it easier to detect, deter and prevent
fraud in our OTC markets. Ibelieve attention to these issues will prevent harm to investors,
enhance capital formation and is long overdue.

Fixed Income Market Structure and the FIMSAC. Our fixed income markets are also
critical to our economy and our Main Street investors, though, historically, substantially less
attention has been focused on the structure of these markets relative to the equity markets. With
large numbers of Americans retiring every month and needing investment options, fixed income
products are increasing in their importance to Main Street investors. Yet, many of those
investors may not appreciate that the markets for fixed income products differ significantly from
the equity markets.

The Fixed Income Market Structure Advisory Committee (FIMSAC), formed in 2017,
has provided the Commission with diverse perspectives on the structure and operations of the
U.S. fixed income markets, as well as advice and recommendations on matters related to fixed
income market structure.” Since its inception, the FIMSAC has made ten recommendations on
nine topics. These recommendations include ideas to improve transparency and promote
liquidity for both istitutional and retail investors in the corporate bond and municipal securities
markets, to rethink the way we regulate electronic trading and to improve investor education
about fixed income products, among others.* As reflected in its most recent meeting on
November 4, 2019, the FIMSAC continues to consider significant fixed income topics, including

* See Press Release 2018-200, SEC Staff to Host Roundtable on Regulatory Approaches to Combating Retail
Investor Fraud (Sep. 18, 2018), available at hitps://www sec gov/news/press-release/2018-200,

# o0 Press Release 2019189, SEC Proposes Amendments to Enhance Retail Investor Protections - Actions
Increase Availability of Issuer Information and Modernize the Rule Governing Quotations for Over-the-Counter
Securities (Sep. 26, 2019, avarlable at hitps. 'wiww.sec.gov/news/press-release/2019-189,

* See Press Release 2017-209, SEC Announces the Formation and First Members of Fixed Income Market Structure
Advisory Committee (Nov. 9, 2017), available at https:/www.sec.gov/mews/press-release/2017-209. The FIMSAC
currently has five subcommittees: (1) Corporate Bond Transparency, (2) Municipal Securities Transparency, (3)
ETFs and Bond Funds; (4) Technology and Electronic Trading; and (5) Credit Ratings.

“! See Fixed Income Market Structure Advisory Committee, available at https:/www.sec.gov/spotlight/fixed-
income-advisory-committee.
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rating agency compensation models, index construction and LIBOR transition.” In order to give
the FIMSAC adequate time to engage with the Financial Industry Regulatory Authority (FINRA)
and other interested parties as its recommendations are considered, the FIMSAC’s tenure was
recently extended for another year.™ Tlook forward to continuing to engage with the FIMSAC
and its members on initiatives to help improve these markets.

Consolidated Audit Trail

The implementation of the consolidated audit trail, or CAT, continues to be an important
regulatory initiative. The CAT, first proposed in 2012 and mandated by the Commission
pursuant to an NMS Plan in 2016, is intended to enhance regulatory oversight of our securities
markets. Our equities and options markets operate through multiple exchanges and other venues
and the CAT will facilitate cross-market oversight and analysis, thereby improving investor
protection and market integrity.

Progress on the CAT has been much slower than initially anticipated due to a number of
factors. I believe progress is being made but continued progress will require substantial
additional Commission attention and resources. Commission staff has been engaging with the
SROs with a focus on trying to ensure that project management, resource and governance
deficiencies are addressed, including development of a credible and comprehensive work plan
with verifiable milestones. In addition, at the beginning of this vear, T appointed a senior-level
staff person with substantial project management experience to coordinate the Commission’s
efforts to monitor the development of the CAT. o

The SROs have made positive changes to address identified deficiencies in the NMS plan
and prior development efforts, including the development of a Master Plan with projected
implementation milestones and the appointment of a leadership team that appears to be working
cooperatively toward achieving solutions. Also, at our urging, the SROs increased the role of
Advisory Committee members and other industry representatives in the implementation process.
This increased transparency with the industry appears to have benefited the project overall.

To reduce the likelihood of further unnecessary or unanticipated delays in the
implementation of the CAT and to increase the transparency of the implementation process for
market participants who must bring their systems into compliance with the CAT, in September
2019, the Commission proposed amendments to the CAT NMS Plan to require the SROs to file
with the Commission and to make publicly available an implementation plan and quarterly
progress reports.”® The proposed amendments also would establish provisions designed to
introduce financial accountability and promote senior management attention to implementation
in order to help ensure the SROs meet certain CAT implementation milestones in a timely
fashion,

%2 See hitps:/www.sec govispotlight/fixed-income-advisory-committee/fimsac-agenda-110419.htm.

# See Fined Income Market Structure Advisory Committee, Release No. 34-87482 (Nov. 7, 2019), available at
hitps:/www.sec. gov/ules/other/2019/34-87482 pdf.

** See Press Release 2019-5, SEC Names Manisha Kimmel as Senior Policy Advisor to the Chairman on the
Consolidated Audit Trail (Jan. 29, 2019), available at hitps:/www.see.gov/news/press-release/2019-3,

** See Press Release 2019-173, SEC Proposes Transparency and Financial Accountability Amendments to the CAT
NMS Plan (Sep. 9, 2019), avatlable at https./iwww sec.gov/news/press-release/2019-173,
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The protection of sensitive information submitted to the CAT continues to be of
paramount importance, and I share many of the concerns that have been raised about the
protection of any investors’ PII that would be stored in the CAT. The Commission and the SROs
must be mindful of the volume of data that the CAT collects and its sensitive nature and be
responsible in their collection and use of that data. To that end, [ support the SROs’ ongoing
efforts to address various PI[ and data protection concerns. The SROs recently submitted a
request for an exemption to remove the most sensitive PIl—social security numbers, account
numbers and full dates of birth—from the CAT. I believe the regulatory objectives of the CAT
can be achieved without these most sensitive pieces of investor information. If granted, the only
retail investor PII remaining in the CAT would be essentially “phone book™ type information—
name, address and birth year.

Even with efforts to significantly reduce the scope of PILincluded in the CAT, the nature
of the data to be included in the CAT necessitates robust security protections. The CAT NMS
Plan developed by the SROs includes specific security requirements designed to mitigate the risk
ofa breach of the CAT and the possibility of misuse of data reported to the CAT.*® Looking
ahead, I believe we can and should take additional steps to ensure the security and confidentiality
of CAT data, including in response to developments in data systems and cybersecurity. To that
end, [ expect the Commission will consider data security amendments to the CAT NMS Plan in
the coming year. ¥ Further, with regard to the use of the CAT by the SEC, as I have previously
noted, the SEC will not retrieve any sensitive PII from the CAT unless there is a regulatory need
for the information and we are confident that there are appropriate protections in place to
safeguard the information.

Distributed Ledger Technology and Digital Assets

The Commission and its staff continue to focus a significant amount of attention and
resources on digital assets. As I have previously stated, [ am optimistic that developments in
distributed ledger technology can help facilitate capital formation, providing promising
investment opportunities for both institutional and Main Street investors. Overall, I believe we
have taken a measured, yet proactive regulatory approach that both fosters innovation and capital
formation while protecting our investors and our markets.

A significant portion of this work takes place in the SEC’s FinHub.*® FinHub serves as
an internal resource within the SEC, coordinating the staff’s work on FinTech-related issues
across offices and divisions. SEC staff also meets regularly with staff from other regulatory
agencies—domestic and international—to coordinate efforts and identify any areas where
additional regulatory oversight may be needed. FinHub also serves as a portal for public

“ The security features required by the CAT NMS Plan include, among other things: (1) the encryption of PII and
all other CAT data, as well as a System Security Plan; (2) adherence to the NIST 800-53 security standards, a set of
security and privacy controls for federal information systems and organizations; (3) incorporation of tools that will
enable logging, auditing and access controls for the CAT system; (4} secure methods of connectivity; and (5)
development of a Cyber Incident Response Plan.

“7 See Fall 2019 Regulatory Flexibility Agenda, supra note 18,

** Staffed by representatives from across the Commission, Finkub is intended to serve as a public resource for
FinTech-related issues at the SEC, including matters dealing with distributed ledger technology, automated
mvestment advice, digital marketplace financing and artificial intelligence/machine learning
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engagement. [n May 2019, FinHub hosted a public FinTech forum focusing on distributed
ledger technology and digital assets and explored topics such as [COs, digital asset platforms and
how these technologies impact investors and the markets.,”

Additionally, FinHub and other SEC staff meet regularly with entrepreneurs and market
professionals interested in developing new and innovative investment products in compliance
with the federal securities laws, including through local, peer-to-peer meetings across the
country. SEC staff has also provided information to help market participants assess whether the
federal securities laws apply to a particular digital asset.” As the work of FinHub and our other
activities demonstrate, the agency is focused on issues presented by new technologies, and our
door remains open to those who seek to innovate and raise capital in accordance with the federal
securities laws and consistent with important investor pr(n’u:t:’tiuns.f'1

Interagency Efforts and Other Dodd-Frank Rulemakings

Completing Title VI Rulemaking and Sianding Up the Title VIl Framework. As Ihave
previously testified, we have made finalizing Dodd-Frank’s Title VII regulatory regime a
priority, and the Commission has made significant progress to that end over the past year. In
particular, in June 2019, the Commission adopted capital, margin and segregation rules designed
1o protect the counterparties of security-based swap dealers and major security-based swap
participants, thereby reducing risk to the market as a whole. “ In September 2019, the
Commission also adopted recordkeeping and reporting rules, which will require the creation and
retention of fundamental business records that facilitate the Commission’s ability to monitor
compliance with requirements designed to protect financial responsibility and reduce risk to the
market.® Finally, the Commission proposed rules to improve the framework for regulating

* See Press Release 2019-59, SEC Staff Announces Agenda for May 31 FinTech Forum (Apr. 24, 2019), available
at https:/www.sec.gov/news/press-release/2019-59.

® For example, FinHub released a framewark for investment contract analysis for digital assets, and Trading and
Markets, along with FINRA, released a joint staff statement relating to custody of digital assets. See Framework for
“Investment Contract” Analysis of Digital Assets, available at https://wiww.sec.gov/corpfin/framework-investment-
contract-analysis-digital-assets; Joint Staff Statement on Broker-Dealer Custody of Digital Asset Securities (July 8,
2019), available at hitps:/www sec.gov/news/public-statement/joint-staf-statement-broker-dealer-custody-digital-
asset-securities. Investment Management has also been engaging with the asset management industry on issues
related to fund investment in digital assets, including those related to valuation, custody and liquidity, among others.
See Staff Letter and Responses on Engaging on Fund Innovation and Cryptocurrency-related Holdings, available at
hitps:/www sec.gov/investment/fund-innovation-crvptocurrency-related-holdings.

! See, ¢.g., Response of the Division of Trading and Markets re: Paxos Trust Company, LLC (Oct. 28, 2019),
available at hitps./www sec pov/divisions/marketrep/mr-noaction/2019/paxos-trust-company-102819-17a pdf,
Response of the Division of Corporation Finance re: Pocketful of Quarters, Inc. (July 25, 2019), availuble at
https://www sec.gov/corpfin/pocketful-guarters-inc-072519-2al; Response of the Division of Corporation Finance
re: TurnKey Jet, Inc. (Apr. 3, 2019), avaslabie at https:/www.sec.gov/divisions/corpfin/cf-noaction/2019/Aurnkey-
jet-040219-2a1 htm.

& See Press Release 2019103, SEC Adaopts Capital, Margin, and Segregation Requirements for Security-Based
Swap Dealers and Major Security-Based Swap Participants and Amends the Capital and Segregation Requirements
for Broker-Dealers (June 21, 2019), evailable at hitps:/www sec gov/news/press-release/2019-105

% See Press Release 2019-182, SEC Adopts New Rules and Amendments under Title VT of Dodd-Frank (Sept. 19,
2019), available at hitps://www.sec.gov/news/press-release/2019-182
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cross-border security-based swap transactions and market participants,™ and I expect the
Commission will consider final rule recommendations in the near future. If adopted, these
amendments would mark an important milestone in standing up Title VII by triggering the
implementation period for compliance with the security-based swap regime, as well as the
previously adopted reporting and recordkeeping requirements and capital and margin
requirements, As part of this effort, SEC staff has been actively engaged with our counterparts at
the Commodity Futures Trading Commission (CFTC)to explore ways to further harmonize the
Commission’s security-based swap rules with the swap rules developed by the CFTC to increase
effectiveness and reduce complexity and costs.

Addressing Ambiguities and Implementation Difficulties with the Volcker Rule. In
addition to continued discussions with the CFTC regarding Title VII harmonization, the
Commission and staff have engaged with our fellow financial regulators—the Federal Reserve,
Office of the Comptroller of the Currency (OCC), Federal Deposit Insurance Corporation
(FDIC) and CFTC (collectively, the Volcker agencies)—to address other issues in our combined
markets in a consistent manner. Since the adoption of the Voleker Rule in 2013, the Volcker
agencies have gained experience through its implementation, including through examinations.
Based on that experience, and in response to feedback received in the course of administering the
Volcker Rule, we and the other Volcker agencies identified opportunities—consistent with the
statute—for improving its implementation. Recently, the Volcker agencies adopted amendments
to the Volcker Rule to tailor its requirements based on the level of a banking entity’s trading
activity.® These amendments provide greater certainty for banking entities seeking to engage in
certain statutorily permitted activities, in addition to clarifying activity that is not permitted under
the rule.

Additionally, the amendments effect the changes to the covered funds-related provisions
of the Volcker Rule. Specifically, these amendments modify the conditions to certain existing
exemptions for permitted activities involving ownership interests in covered funds. As the
adopting release made clear, the Volcker agencies are continuing to consider the comments
received in response to the 2018 proposal on additional aspects of the covered funds provisions
and intend to address these comments in a separate rulemaking. [ look forward to working with
our colleagues at the other agencies on that endeavor,

In response to congressional directives, the Volcker agencies adopted amendments to
exclude community banks from the Volcker Rule, as well as to permit a hedge fund or private
equity fund, under certain circumstances, to share the same name or a variation of the same name

# See Press Release 2019-69, SEC Proposes Actions to Improve Cross-Border Application of Security-Based Swap
Requirements (May 10, 2019), availeble at https://www.sec.gov/news/press-release/2019-69,

# To further this cooperation, in 2018 the SEC and CFTC executed a memorandum of understanding (MOU), which
explicitly acknowledges shared regulatory interests between the agencies—including, but not limited to, Title VII—
and reconfirms our commitment to work together to facilitate efficient markets for the benefit of all market
participants. See Press Release 2018-114, SEC and CFTC Announce Approval of New MOU (June 28, 2018),
available at https://www sec.gov/news/press-release/2018-114.

5 See Press Release 2019-207, Agencies Finalize Changes to Simplify Volcker Rule (Oct. 8, 2019), available at
https://www.sec.gov/news/press-release/2019-207.
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with an investment adviser as long as the adviser is not an insured deposifory institution, a
company that controls an insured depository institution or a bank holding company.ﬂ

Enforcement and Compliance
Pursuing Enforcement Matters that are Meaningfil to Main Street Investors

The ongoing efforts by the Division of Enforcement (Enforcement) to deter misconduct
and punish securities law violators are critical to safeguarding millions of investors and instilling
confidence in the integrity of our markets. The nature and quality of the SEC’s enforcement
actions during the last year speak volumes to the hard work of the women and men of the
agency. Their efforts over the past year have made our capital markets a safer place for investors
to put their hard-earned money to work.

To that end, in FY 2019, Enforcement investigated and recommended a broad mix of
enforcement actions that addressed a variety of misconduct across the spectrum of the securities
markets. Overall, the Commission brought 862 enforcement actions and obtained judgments and
orders totaling more than $4.3 billion in disgorgement and penalties, while retuming nearly $1.2
billion to harmed investors.® To be sure, as I and our Co-Directors of Enforcement have noted
on various occasions, these types of purely quantitative measures alone cannot adequately
measure the effectiveness of Enforcement’s work, which can be evaluated better by assessing the
nature, quality and effects of each of the Commission’s enforcement actions with an eye toward
how they further the agency’s mission.

The Commission’s enforcement actions over the last vear have covered a broad range of
subject areas, including investment management, securities offerings, issuer reporting and
accounting, market manipulation, insider trading, broker-dealer activities, cyber-related conduct
and Foreign Corrupt Practices Act (FCPA) violations, among many others. In this testimony, I
would like to highlight three investor-oriented Enforcement initiatives: (1) the Retail Strategy
Task Force (RSTF) and its efforts to protect our teachers, service members and seniors; (2) the
Cyber Unit; and (3) Enforcement’s work in returning funds to harmed investors.

Since its formation in 2017, the RSTF has continued its innovative work on case-
generation initiatives, education and outreach efforts focusing on misconduct affecting retail
investors.” Recognizing that prevention and enforcement are complementary efforts, the RSTF
is working with the SEC’s Office of Investor Education and Advocacy (OIEA) on two
Commission-wide initiatives: the Teacher’s Initiative and the Military Service Members’

7 See Press Release 2019-124, Agencies Adopt Final Rule to Exclude Community Banks from the Volcker Rule
(July 9, 2019), available at hitps:/www.sec.gov/news/pressrelease/2019-124,

% See .S, Sec. and Exch. Comm’n, Div. of Enforcement Annual Report (2019), aveilable at

https:/fww sec.gov/files/enforcement-annual-report-2019.pdf [hereinafter 2019 Enforcement Report],

© The RSTF has two primary objectives: (1) to develop data-riven, analytical strategies for identifying practices in
the securities markets that harm retail investors and generating enforcement matters in these areas; and (2) to
collaborate within and beyond the SEC on retail investor advocacy and outreach. See Press Release 2017-176, SEC
Announces Enforcement Initiatives to Combat Cyber-Based Threats and Protect Retail Investors (Sep. 25, 2017),
available at https://www.sec.gov/news/press-release/2017-176.
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Initiative.” Teachers, active duty military and veterans provide a tremendous service fo our
country, often at great personal and financial sacrifice to themselves and their families.
However, they are often targeted and fall victim to securities fraud and other misconduct. These
initiatives focus additional enforcement efforts on harmful practices and investment fraud
targeted at these communities. The initiative also focuses investor education resources on
instructing teachers, veterans and active duty military personnel on savings and investment,
including investment fees and expenses, retirement programs specific to educators and service
members and identifying the red flags of investment fraud.

Protecting older Americans from investor fraud is another important mission of the
RSTE. The SEC is very concerned about financial exploitation of and investment fraud against
seniors. Recently, the RSTF held a roundtable on combatting elder investor fraud that focused
on the types of fraudulent and manipulative schemes commonly used to target seniors and
potential steps that reigulaturs, financial professionals and others can take to identify and combat
elder investor fraud.”

With its expertise, Enforcement’s Cyber Unit continues to focus on, among other things,
potential violations involving distributed ledger technology, cyber intrusions and hacking to
obtain material, non-public information. Cyber Unit staff members work closely with FinHub on
cases involving distributed ledger technology and digital assets. This past year, the Commission
has brought actions against a number of issuers of digital assets for allegedly engaging in fraud
and for violating the registration provisions of the federal securities laws. The Commission also
filed charges related to the unlawful promotion of initial coin offerings (ICOs) and the unlawful
operation of a digital asset trading platform.™ Additionally, the SEC filed an emergency action
to block an alleged unregistered, ongoing, public di§ital token offering in the United States that
has raised more than $1.7 billion of investor funds.” Collectively, these actions reflect the
Commission’s commitment to policing these markets vigorously and to taking enforeement
action, as appropriate, against those who engage in misconduct related to digital assets that
violates the federal securities laws. The Cyber Unit and Enforcement as a whole have also
continued to focus on cybersecurity threats to public companies and regulated entities, mcluding
our public company disclosure requirements.

Finally, in my view, protecting retail investors also means, whenever possible, putting
money back in their pockets as soon as possible afier they are harmed by violations of the federal
securities laws, We also have continued our efforts to return funds to harmed investors as
promptly as practicable. From FY 2017 through FY 2019, the Commission has returned more
than $3 billion to harmed investors, with nearly §1.2 billion returned this past fiscal year. We
remain committed to this important part of our work, and we will continue our efforts to return
funds to victims with greater efficiency this vear as well.

™ See Press Release 2019-85, SEC Announces Enforcement and Investor Education Initiatives to Protect Teachers
and Military Service Members (June 3, 2019), available af hitps.//www sec.gov/news/press-release/2019-85.

™ See Press Release 2019-192, SEC Retail Strategy Task Force to Host Roundtable on Combating Elder Investor
Fraud (Sep. 26, 2019). available at https.//www.sec.gov/news/press-release/2019-192

" See Cyber Enforcement Actions, available at https-{/www sec sov/spotlight/cybersecurity-enforcement-actions
™ See Press Release 2019-212, SEC Halts Alleged $1.7 Billion Unregistered Digital Token Offering (Oet. 11, 2019),

available at hitps://www.sec.gov/news/press-release/2019-212.
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Reflecting this commitment, in February 2018, Enforcement launched the Share Class
Selection Disclosure Initiative, a self-reporting initiative designed to address disclosure failures
by investment advisers regarding their conflicts of interest as a result of their receipt of
compensation in the form of 12b-1 fees.” As part of this initiative, in FY 2019, 95 investment
advisory firms voluntarily self-reported to Enforcement and were ordered by the Commission to
return a total of over $135 million to affected investors—the vast majority of whom are retail
investors.” The voluntary, self-reporting and self-remediation features of this initiative allowed
the Commission to leverage its resources to address disclosure failures in a very short period of
time, resulting in the immediate benefit of money being ordered returned to harmed investors
and the lasting benefit of improved disclosure.

The Supreme Court’s decision in Kokesh v. SEC,™ however, has impacted our ability to
return funds fraudulently taken from Main Street investors. In Kokesh, the Supreme Court found
our use of the disgorgement remedy may have operated as a penalty, which prohibited the
Commission from seeking disgorgement of ill-gotten gains beyond the five-year statute of
limitations applicable to penalties. Said simply, the Kokesh decision has had the anomalous
effect of allowing the most “successful” perpetrators of fraud—those whose frauds are well-
concealed and stretch beyond the five-year limitations period—to keep their ill-gotten gains.
Since Kokesh was decided, an estimated $1.1 billion in ill-gotten gains has been unavailable for
possible distribution to harmed investors, much of whieh is tied to losses by investors.” More
recently, the SEC’s ability to seek disgorgement in any district court action has been
questioned.”™

I agree that statutes of limitations serve important functions in our legal system, and for
important public policy reasons, actions should have reasonable limitations periods. ? For
example, civil and eriminal authorities, including the SEC, should do everything in their power
to bring appropriate actions swiftly and should be incentivized to do so. In addition, in our
markets, particularly our public markets, the certainty brought by reasonable limitations periods
has significant value for all investors.® However, as I look across the scope of misconduct we
encounter, including most notably Ponzi schemes and affinity frauds, I am troubled by the
substantial amount of losses that we have not been able to recover for Main Street investors.
Allowing clever fraudsters to keep their ill-gotten gains at the expense of our Main Street
investors—particularly those with fewer savings and more to lose—is inconsistent with basic

™ See Press Release 2018-15, SEC Launches Share Class Selection Disclosure [nitiative to Encourage Self-
Reporting and the Prompt Return of Funds to Investors (Feb. 12, 2018), available at

hitps://www sec.gov/news/press-release/2018-135.

™ See 2019 Enforcement Report, supra note 68,

1378, Ct. 1635 (2017).

7 See id

7 The U.S. Supreme Court recently granted certiorari in Lit v. SEC, No. 18-1501, to address this question.

" Indeed, the Commission’s cases have the greatest impact when they are filed as close in time to the conductas
possible. Our Enforcement Division 1s focused on accelerating the pace of investigations and has made notable
progress in this respect over recent years. We are committed to bringing meaningful actions promptly, and I would
not expect any changes to the limitations period applicable to disgorgement claims to deter us from this effort.
®To be clear, I am less concemed about the restraints of a five-year limitations period for disgorgement action in
our public capital markets where there are more causes of action and safeguards available to protect investors and to
remediate harm.
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faimess and undermines the confidence that our capital markets are fair and efficient and provide
Americans with opportunities for a better future.

I greatly appreciate the bipartisan, bicameral work underway to address this issue, and I
welcome the opportunity to continue to work with Congress to ensure the Commission is able to
seek recoveries in cases of well-concealed, long-running frauds so that defrauded retail investors
can get their investment dollars back while remaining true to the principles embedded in statutes
of limitations.!

Protecting Investors and Improving Investment Options by Promoting Compliance

The SEC’s Office of Compliance Inspections and Examinations (OCIE) is responsible for
conducting examinations of entities registered with the SEC, including more than 13,400
investment advisers, approximately 10,000 mutual funds and ETFs, roughly 3,700 broker-
dealers, about 350 transfer agents, seven active clearing agencies, 24 national securities
exchanges, nearly 550 municipal advisors, FINRA and the Municipal Securities Rulemaking
Board (MSRB), as well as the Securities Investor Protection Corporation and the Public
Company Accounting Oversight Board (PCAOB), among others. The results of OCIEs
examinations are used by the SEC to identify and monitor risks, promote compliance and
improve industry practices, pursue misconduct and inform rulemaking mitiatives.

OCIE’s 2019 Examination Priorities reflect a continued focus on the SEC’s commitment
to protecting retail investors—including seniors and those saving for retirement. 2 In particular,
OCIE has looked closely at products and services offered to retail investors, the disclosures they
receive about those investments and the finaneial services professionals who serve them, as well
as several other areas that present heightened risk, including compliance and risks in critical
market infrastructure, cybersecurity and anti-money laundering programs. OCIE also publishes
anumber of risk alerts to inform registered firms and investors of common compliance issues to
aid in the identification and correction of potentially deficient practices to better protect the
interests of Main Street investors. During FY 2019, OCIE published eight risk alerts—the most
risk alerts in a year since we began publishing them in FY 201 e

During FY 2019, OCIE conducted over 3,075 examinations, a slight decrease from FY
2018, This includes a 15 percent coverage ratio for investment advisers—up from 10 percent
five years ago, even as the number of registered investment advisers continues to grow. In FY
2019, OCIE’s examinations also resulted in firms returning more than $70 million thus far in
recoveries. Staff will continue to leverage data analysis to identify potentially problematic

# See 8. 799, the Securities Fraud Enforcement and Investor Compensation Act of 2019; S. 2563, the Illicit Cash
Act;and HR. 4344, the Investor Protection and Capital Markets Faimess Act, which passed the 1.8, House of
Representatives with bipartisan support on November 18, 2019.

11,5, Sec. and Exch, Comm’n, Off of Compliance Inspections and Examinations, 2019 Nat' ] Exam Program
Examination Pricrities (Dec. 20, 2018), available at https:/www.sec.gov/files/OCIE%202019%20Priorities.pdf.
8 gee OFf. of Compliance Inspections and Examinations Risk Alerts, available at hitps://www.sec.gov/ocie.

# Due to the lapse in appropriations in 2019, we have seen a decline in certain FY 2019 metrics as compared to
prior years. As such, and as noted earlier with regard to Enforcement, I believe a purely quantitative approach to
evaluating performance is insufficient,
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activities and firms as well as to determine how best to scope the examinations of those activities
and firms.

Increasing Engagement with Investors and Market Participants

In addition to our regulatory agenda, the Commission has another important agenda—
what I call our “engagement agenda.” To effectively fulfill our responsibility to American
investors and markets, it is essential that the SEC maintain an open line of communication with
investors and other market participants. In FY 2019, following on our work in FY 2018, the
SEC substantially increased its engagement with investors and an array of market participants to
help us improve our work and better focus our resources and efforts.

Empowering Main Street Investors through Education and Outreach

In addition to strong enforcement of our securities laws, the SEC is fulfilling its mandate
through robust investor education and outreach programs to promote informed investment
decision-making and provide the investing public with a better understanding of our capital
markets, as well as the opportunities and risks associated with the array of investment choices
presented to them. Based on my experiences traveling the country and meeting with investors,
two common themes have emerged, regardless of demographics or geography: investors wish (1)
they had started investing earlier in our markets; and (2) they had known more about investing
and financial markets more generally. The sentiment, which was universal and deeply held,
continues to resonate with me—and I intend to continue to work to address them—during my
tenure as Chairman. As part of this, we will continue to hold additional town hall-style meetings
with Main Street investors in 2020.

OIEA spearheads our investor education efforts, and participation extends throughout our
divisions and offices. Through its “Before You Invest, Investor,gov” public service campaign,
OIEA is focused on empowering retail investors through information and education, including
raising awareness about Investor.gov and helping individuals protect themselves from
investment fraud. The SEC’s investor education platform covers a wide variety of subjects and
uses multiple communication channels. In addition to in-person outreach, the Commission is
modemizing our educational efforts by developing informative, innovative and accessible
educational initiatives designed to reach more people sooner, including through digital and social
media. We also partner with advocates who are providing important feedback on our content so
that we can reach the broadest cross-section of our society.

In FY 2019, SEC staff across the country participated in over 300 in-person outreach
events. This outreach included events targeted for senior citizens, educators, current and former
military personnel, younger investors and other traditionally underserved communities. For
example, as part of the Teachers Initiative discussed above, the Commission has Jaunched
several teacher investment outreach efforts nationwide with a focus on educators, including a
podeast series, local events at schools and seminars, as well as a conference on investment
challenges facing educators and ideas for improvement. SEC staff frequently engages with the
public in various locations, including community centers and libraries. OIEA has programs for
investors that can be delivered locally, and we welcome the opportunity to work with your
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offices to conduet nonpartisan, investor education and outreach events. If such programs would
be of interest, the Office of Legislative and Intergovernmental Affairs and OIEA can work with
your staff to tailor a presentation to the needs of the audience.

Engagement with Market Participants

Our capital markets are far different today than they were a decade ago. They are
increasingly global and highly data dependent. Investments are channeled through
intermediaries and vehicles, such as mutual funds and ETFs, to a much greater extent. Our
markets also are ever changing and the pace of that change has increased. It is essential that the
SEC understand the markets of today and continually prepare for and adjust to market
developments. As aresult, engagement with those who participate in our markets extensively,
including public and private companies, institutional investors, broker-dealers and auditors, as
well as those who monitor and oversee markets, including U.S. and foreign authorities,” elected
officials, analysts and academics, is essential.

Recognizing that asset management is a critical component of our markets and is
especially important to Main Street investors, in October 2019, the Commission formed a new
Asset Management Advisory Committee to provide the Commission with diverse perspectives
on asset management and related advice and recommendations.*® This Committee will help the
Commission ensure that our regulatory approach to asset management meets the needs of retail
investors and market participants at a time when the industry is evolving rapidly.

Engaging with America’s entrepreneurs is also important to our mission, including, in
particular, our capital formation mandate. In December 2018, our first Advocate for Small
Business Capital Formation was appointed to oversee the SEC’s newest office dedicated to
advancin% the interests of small businesses and their investors at the SEC and in our capital
markets.® The SEC’s Office of the Advoeate for Small Business Capital Formation (OASB)
gives entrepreneurs and small business mvestors new avenues to engage with the SEC and
navigate opportunities for capital formation, ranging from start-up companies to small-cap
companies. In August 2019, OASB hosted the SEC’s 38" annual Government-Business Forum
on Small Business Capital Formation (Forum), preceded by the second meeting of the Small
Business Capital Formation Advisory Committee, in Omaha, Nebraska® All five
Commissioners attended and participated in the Forum, which provided an opportunity to hear
from entreprencurs, investors and other market participants on capital formation in the heartland.

“ The SEC plays an active role and contributes to and benefits from participation in various domestic and
international organizations that focus on market and systemic risks, including the Financial and Banking Information
Infrastructure Committee (FBILC), Global Financial Innovation Network (GFIN); Financial Stability Board

(FSB) and the International Organization of Securities Commissions (I0SCQ). As Chairman, I am also a member
of the Financial Stability Oversight Council (FSOC). In addition to engagement with these and other organizations,
we also directly coordinate and share information and ebservations on almost a daily basis with our domestic
regulatory counterparts at the Treasury Department, the CFTC and the Federal Reserve, among others,

% oo Press Release 2019-208, SEC Announces the Formation of Asset Management Advisory Committee (Oct. 9,
2019), available at hitps://www sec gov/news/press-release/2019-208.

7 See Press Release 2018-304, Martha Miller Named Advocate for Small Business Capital Formation (Dec. 21,
2018), available at hitps:/iwww sec gov/news/press-release/2018-304.

# See SEC’s 38th Annual Government-Business Forum on Small Business Capital Formation (Aug, 14, 2019),
available at https://www.sec.gov/oasb/sbforum.
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Last week, the SEC released the Annual Report from the Forum, and [ am pleased the SEC has
many of the report’s recommendations under consideration.

OASB has led over 20 outreach events in its first year, from roundtables to town halls to
keynote speeches, in addition to one-on-one engagements. These events, which have ncluded
targeted outreach to women, minority, veteran-owned and rural businesses, empower small
businesses and their investors by providing opportunities to impact policy and give feedback on
ways the SEC can support capital formation. OASB also initiated a series of short videos
available online that provide a high-level summary of recent SEC rulemakings, as well as how to
comment on rules more generally.g0 By engaging small businesses and their investors, the SEC
is engaging broader and more diverse voices to ensure capital formation opportunities are
available to everyone.

Additionally, leadership in our divisions and offices, as well as our dedicated staff, is
open to hearing from and meeting with investors and market participants on areas where our
markets are not working as they should or can be improved—particularly as it relates to our
long-term Main Street investors,

Engagement with and Oversight of Self-Regulatory Organizations

The SEC has oversight of self-regulatory organizations (SROs) such as FINRA and the
Municipal Securities Rulemaking Board (MSRB), as well as the Public Company Accounting
Oversight Board (PCAOB). The work of these and other oversight organizations is important to
the functioning of our markets and, in particular, investor protection. For example, this past
year, SEC staff in Trading and Markets and OCIE—who have day-to-day oversight of FINRA—
have been working closely with FINRA on the implementation of Regulation Best Interest and a
number of other matters, including the CAT. The Office of Municipal Securities primarily has
day-to-day oversight of the MSRB, and over the past year, [ have increased my direct attention to
MSRB oversight, including meeting with several of the new Board members. With regard to our
oversight of the PCAOB, the Commission exercises oversight responsibilities with respect to the
PCAOB in accordance with the Sarbanes-Oxley Act, which includes approval of rules and
standards adopted by the PCAOB and the approval of the PCAOB’s budget, in addition to
significant Board oversight. The PCAOB has faced significant challenges for some time, and
while progress is being made, key challenges remain. To that end, my fellow Commissioners
and 1 have increased our direct attention to the oversight of the PCAOB in recent months.

Monitoring Market Developments and Risks

Consistent with past practice, [ want to close by discussing just a few of the market
development and risks that we are monitoring elosely at the Commission. As our markets
continue to evolve, new issues and risks continually emerge, and the Commission and staff

 See Press Release 2019-252, SEC Releases Report on 38® Annual Small Business Forum (Dec. 5, 2019),
available at https://www.sec.gov/news/press-release/2019-252. In accordance with Section 503 of the Economic
Growth, Regulatory Relief, and Consumer Protection Act of 2018 (Public Law 115-174), this Annual Report
includes Commission responses to this year's Forum recommendations.

* See Small Business Capital Formation Video Gallery, available at https:/www.sec.gov/page/oasb-videos
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across our divisions and offices must stay abreast of these changes and respond appropriately to
ensure that all investors, importantly Main Street investors, have aceess to fair and efficient
capital markets. In recognition of the SEC’s role in this area, earlier this year, [ created a new
position, the Senior Policy Advisor for Market and Activities-Based Risk, to manage and
coordinate SEC efforts to identify, monitor and respond to market risks, including activities-
based risks. In addition to leading and coordinating our risk monitoring and management work,
this position will enable us to work more effectively with and contribute to the efforts of the
FSOC, including in respect of FSOC’s activities-based approach to identifying and addressing
potential risks to U.S. financial stability.

Speaking more generally, our strong relationships with our domestic and international
regulatory partners have been especially beneficial as we continually monitor and respond to
changes to global markets that will affect investors, market participants and our capital markets.
We work very closely with staff at the Treasury Department, CFTC, Federal Reserve, OCC, and
FDIC, among others, on a wide range of regulatory and market risk issues. Iam grateful to
Secretary Mnuchin, Chairman Powell, Vice Chairman Quarels, Chairman McWilliams,
Chairman Tarbert, Comptroller Otting and our other federal financial regulatory colleagues for
their openness to cooperation and their demonstrated support for the Commission’s mission. On
the international front, the Commission plays a significant role in the work of the FSB and
[I0SCO, where current topics of discussion include: (1) the increase in global government,
corporate and consumer debt generally and the relative shift in debt holdings from bank balance
sheets 1o capital markets participants; (2) the digitization of financial markets including the
potential digitization of currencies; and (3) the potential effects of macroeconomic trends and
factors that may have broad effects on markets, including the continuation of accommodative
monetary policy, climate change, data dependency and related cyber risks and Brexit.

Brexit. Regarding Brexit, the Commission and SEC staff have been closely monitoring
Brexit and its potential impacts on U.S. markets and investors, and more broadly, on global
financial markets. The SEC’s responsibility is primarily related to the impact of Brexit on U.S.
capital markets, and SEC staff has been focusing on the disclosures companies and advisers
make related to Brexit and the functioning of our market utilities and other infrastructure. ! As
the target date for Brexit approaches, we will continue to monitor and plan for potential Brexit-
related impacts on U.S. investors and markets.

MIFID 1. Another area of focus has been the European Union’s Markets in Financial
Instruments Directive I (MiFID II), which changed how asset managers could pay for research
in the European Union, and in turn, has also raised questions concerning market practice and
compliance among broker-dealers and asset managers in the United States. The impacts of
MiFID II are evolving, and SEC staff has been actively engaging with market participants, as
well as European authorities, on MiFID II’s effect on the business practices of investment
advisers and broker-dealers and its impact on the quality and availability of research, particularly
with respect to small issuers. In 2017, Commission staff issued a series of no-action letters
regarding market participants’ U.S. regulated activities as they engaged in efforts to comply with
MiFID II, and last month, the time frame of the staff’s no-action position was extended until July

*! See SEC Rulemaking Over the Past Year, the Road Ahead and Challenges Posed by Brexit, LIBOR Transition
and Cybersecunity Risks (Dec. 6, 2018), available af hitps://www.sec.gov/news/speech/speech-clayton-120618.
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2023.”® This temporary extension will provide market participants with greater certainty while
the SEC—as well as European regulators—continue to monitor and assess MiFID II's evolving
impact and evaluate whether any additional guidance or regulatory actions are appropriate, and
while market-based solutions with respect to payments for research evolve further. We welcome
continued engagement from market participants on this issue.

LIBOR Transition. The SEC has increased its aftention to issues raised by the expected
transition away from LIBOR as a benchmark for short-term interest rates, including market
function and investor protection risks. As LIBOR is used extensively in the U.S. and globally as
a benchmark rate to set interest rates for various commercial and financial contracts, the
discontinuation of LIBOR at the end of 2021 could have a significant impact on financial
markets and may present a material risk for market participants, including public companies,
exchanges, clearing agencies, investment advisers, investment companies and broker-dealers. In
July 2019, staff from multiple SEC divisions and offices published a statement encouraging
market participants fo proactively manage their transition away from LIBOR and outlined
several potential areas that may warrant increased attention during that time.” As T have stated
on multiple occasions, market participants should assess their exposure to LIBOR and decide
how to actively manage that risk. which includes ensuring that any contracts that extend beyond
2021 eiti;fr (1) reference LIBOR and have effective fallback language; or (2) do not reference
LIBOR.

More recently, I have asked the FIMSAC to continue to monitor this issue and provide
the Commission with their views on the issues we face in facilitating the transition away from
LIBOR, particularly for instruments and products that have: (1) maturity dates beyond the
expected LIBOR phase-out date; (2) do not have effective fallback language; and (3) from a
practical perspective, could be difficult for parties to reach an agreement on an allernative rate.”
We welcome continued engagement with, and input from, market participants as we’d continue
to address the various issues presented by the expected discontinuation of LIBOR.

Debt Markets. Another area we are monitoring is the corporate debt markets and
leveraged lending, including funds and products that invest in leveraged loans. Global debt now
totals at least $246.5 trillion, or 320 percent of the world’s GDP.” Focusing on the United
States and corporate debt specifically, outstanding nonfinancial corporate debt stands at almost

% See Press Release 2019-229, SEC Announces Extension of Temporary Measure to Facilitate Cross-Border
Implementation of the Ewopean Union’s MiFID II's Research Provisions (Nov. 4, 2019), available at
https://www.sec.gov/news/press-release/2019-229.

% See Press Release 2019-129, SEC Staff Publishes Statement Highlighting Risks for Market Participants as They
Transition Away from LIBOR (July 12, 2019), available at hitps://www.sec govinews/press-release/2019-129,
*To the extent required, risk may need to be disclosed to the market, counterparties and investors,

* §oe Remarks to the SEC Fixed Income Market Structure Advisory Committee (Nov. 4, 2019), available at
https://www sec.gov/news/public-statement/statement-clavton-fimsac-110419. T have also asked our Investor
Advisory Committee to review these issues and their impact on investors. See Remarks to the SEC Investor
Advisory Committee (Nov. 7, 2019), available at https:/www.sec.gov/mews/public-statement/clayton-remarks-
investor-advisory-committee-110719,

% Alexandre Tanzi, Globa! Debt Quickened in First Quarter, Outpacing World Economy {July 15, 2019), available
at https://www.bloomberg.com/news/articles/2019-07-15/global-debt-accelerated-in-1st-quarter-outpacing-world-
economy,
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$10 trillion and now sits at almost 50 percent of U.S. GDP.”” Debt securities accounted for
approximately 62 percent of money market fund assets (r.e., liquidity-oriented products) as of the
first quarter of 2019 and 56 percent as of the second quarter of 2019, near its peak of 64
percent.” Global government policy has shifted direct credit exposure from the banking sector
1o the capital markets sector and indirect credit exposure to new channels. In particular, we have
observed a rise in both passive and structured investing in our credit markets, with a significant
shift from debt held directly by investors to debt held through funds, including collateralized
loan obligations (CLOS).”

To be sure, I am not saying that these aggregate debt amounts or the relative shift away
from banks to the capital markets are the result of inappropriate policy decisions or in themselves
systemic risks. What I am saying is that, in monitoring market risks and economic risks more
broadly, we need to be cognizant of these changes. In this regard, modemizing our oversight
means recognizing that shift, analyzing what it means for the application of our regulatory tools,
and considering whether new or updated monitoring measures and tools are necessary or
appropriate and whether old measures and tools should be given less weight or retired. To that
end, the Commission has been engaged with our counterparts at other financial regulatory
agencies, domestically and internationally to better understand and assess the changes in our
credit markets. In particular, we are monitoring: (1) the size of corporate debt in aggregate and
by industry; (2) the location and type of holders, and (3) credit quality. We are also considering
the likely actions of market participants if circumstances changes.

In conjunction with our fellow U.S, and international regulators, we are also monitoring
issues in other areas such as: (1) central clearing (including issues related to capital, redundancy
and resilience); (2) governmental actions (including monetary and trade policy); (3)
cybersecurity and data integrity (including identifying and assessing mission-critical systems),
and (4) financial stability matters, more generally, understanding that these areas cannot be
viewed in isolation. These are just a few of the developments in, and related risks to, the
domestic and mternational financial markets where the SEC has focused its attention.

Conclusion

Thank you for the opportunity to testify today and for the Committee’s continued support
of the SEC, its mission and, in particular, its people. [ look forward to working with this
Committee and each of you to advance our mission to the benefit of our capital markets and our
Main Street investors.

%7 See Board of Governors of the Federal Reserve System, Nonfinancial corporate business debt securities and loans,
liability, Level [BCNSDODNS], https://fred stlovisfed.org/series/BCNSDODNS,

* See Board of Governors of the Federal Reserve System, Table L.121 of the Federal Reserve Financial Accounts,
Maney Market Funds, https://www. federalreserve. gov/apps/fof/ DisplayTable.aspx?t=].121.

* See DERA Economic and Risk Qutlook (Nov. 2019), available at

https:/www.sec.gov/files DERA_Quarterly%20Economic%20and%20Fmancial%200utlook%s20Dec2019.pdf.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM JAY CLAYTON

Updating the Rule on Stock Buybacks

Q.1. Chair Clayton, in some of your recent rule proposals you noted
that changes were needed because the rules had not been revised
in 20 some years. The rule on stock buybacks was issued in 1982
and has not been meaningfully updated since then.

Do you intend to review Rule 10b—18 given the increase in stock
buybacks since 1982, in particular considering the significant
amount spent on stock repurchases in the past 2 years? If not, why
not?

A.1. Response not received in time for publication.

Executive Stock Buybacks

Q.2. At a Senate hearing last year ago, you said that research that
your colleague Commissioner Jackson had issued demonstrating a
correlation between the timing of insider share selling and stock
buybacks might be a coincidence. Commissioner Jackson subse-
quently published further research reinforcing his initial findings
that executives do often time the sale of their personal equity to
take advantage of the price increase created by repurchases and
their announcement.

Another study in a working paper for the Roosevelt Institute
found a significant relationship between heightened stock buyback
activity and insiders selling their own shares. And there are a
number of studies showing that stock buybacks are also more likely
when a CEQO’s bonus is directly linked to earnings per share (Lin
2016; Almeida Fos and Kronlund 2016).

Given this research, would you agree that the evidence suggests
a finding that this is not merely coincidence? With this growing
body of evidence supporting a finding that there may be market
manipulation, would you support additional regulations to close the
regulatory loophole that makes this legal?

A.2. Response not received in time for publication.

Private Offerings

Q.3. You've stated that you would like to provide Main Street in-
vestors with more opportunities to invest in private placements.

In a briefing with Senate staff, the Director of the Division of
Corporation Finance said, “Investors are well protected when they
invest in public companies.” Unfortunately, the implication is that
they are not well protected when investing in private companies or
offerings. Yet, you proposed rule changes on Dec. 18 that would
open private offerings to more Main Street investors without con-
sidering investor protection.

(67)
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Private market investments can be opaque, complex, and risky
compared to publicly traded securities. Earlier this year, we saw
how WeWork owner We Company canceled its initial public offer-
ing after it disclosed significant conflicts and questionable govern-
ance practices that raised significant concerns with public market
investors. Sophisticated investors that participated in earlier pri-
vate offerings by the company soon realized they had not been told
the whole story. Over subsequent weeks, the company’s valuation
was slashed and it cut 20 percent of its employees.

Do you think Main Street investors will be able to sufficiently
evaluate private offerings and determine when they are not being
provided with adequate information, when we have seen billion dol-
lar fund managers taken for a ride?

A.3. Response not received in time for publication.

Proxy Advisor Rules

Q.4. Was it the SEC’s intent to make proxy voting advice subject
to private actions under Rule 14a-9? If so, would the rule create
the threat that issuers and others who disagree with a proxy advi-
sory firm’s advice and recommendations may pursue litigation
against proxy advisors?

A.4. Response not received in time for publication.

Q.5. Has, or will, the SEC take any steps to verify the data in
Table 2: Registrant Concerns Identified in Additional Definitive
Proxy Materials on page 96 of the Proxy Rules proposal?

A.5. Response not received in time for publication.

Shareholder Proposal Revisions

Q.6. The SEC’s recent proposal to raise the shareholder vote re-
quirement for shareholder proposal resubmissions not only in-
creases each of the applicable thresholds, but also contains a Mo-
mentum Requirement, as explained in the rule proposal.

What is the purpose of the Momentum Requirement, which
would allow companies to exclude proposals that have been sub-
mitted three or more times in the preceding 5 years if they received
more than 25 percent, but less than 50 percent, of the vote and
support declined by more than 10 percent from the immediately
preceding vote? Would a proposal that receives a 49 percent vote
1 year, but the next year receives a 44 percent vote (a 10 percent
decline) be excluded in subsequent years? What do you believe the
Momentum Requirement measures and why is it not arbitrary?

A.6. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SCOTT
FROM JAY CLAYTON

Q.1. I would like to start out by first applauding the SEC, specifi-
cally the office of Minority and Women Inclusion. The report from
March of this year detailed plans and initiatives in advancing mi-
nority and women candidates within the SEC’s workforce.

I want to focus on one part of the report which is the issue of
developing a pipeline of diverse talent from which the agency can
pull from for future talent and employment.
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Of note to me was that the word “apprenticeships” was entirely
absent from that report. I have long believed that education, and
by extent, apprenticeships provide a critical opportunity for individ-
uals to develop the right skills for a job and for an organization to
create a pipeline for success.

Please answer the following with specificity:

¢ Do you agree that education and apprenticeships can be useful
to the SEC in attracting and maintaining talent within the
agency that you oversee?

A.1. Response not received in time for publication.

Q.2. The number of black and Hispanic students earning college
degrees is growing. This is a good thing. But agencies should be ac-
tively seeking these individuals in order to place them in the pipe-
line that I was referring to before.

Currently, roughly 9 percent of all African American college stu-
dents attend HBCUs. Many of these schools have begun engaging
in partnerships with government agencies to create that pipeline at
an early stage.

My bill, the HBCU Partners Act, which passed the Senate in
February, would codify the President’s 2017 Executive order on
HBCU’s and ask several Federal agencies to strengthen partner-
ships with HBCUs by leveraging resources and strengthening
HBCU capacity and participation.

This is a great way for agencies to recruit and develop the talent
and skills of minority candidates.

Please answer the following with specificity:

e While the SEC was not specifically named in the Executive
order or the bill, would the agency be open to a developing a
program like this for HBCUs?

e Has the agency previously ever taken a look at HBCUs and
the potential of students that attend those schools and how
they could be beneficial to the SEC?

e Qutside of the current outreach initiatives that the SEC is en-
gaging in, what steps are you taking to increase the agency’s
outreach to minority candidates in disadvantaged commu-
nities?

A.2. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR COTTON
FROM JAY CLAYTON

Q.1. As you know, the SROs responsible with access to the CAT
database are for-profit entities, and competitors to many of the
firms inputting data. As currently designed, they will have access
to ALL transaction data reported into the CAT, not just their own.
e How is the SEC ensuring that the SROs do not use CAT data
for commercial gain?
e Has the SEC considered limiting access to the transaction data
so that SROs could only access data from their own exchanges?
¢ Along those lines, will the Commission prohibit the SROs from
accessing the customer database?

A.1. Response not received in time for publication.
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Q.2. The SROs plan to engage in bulk downloading of CAT data
into their own systems, contrary to earlier reporting that a secure
analytics environment would be developed to allow the SROs to ac-
cess the data without bulk downloading. When firms waive claims
of liability against the CAT processor, they will effectively also be
waiving claims of liability against the SROs that will bulk
download their clients’ data into their own systems. While the CAT
has robust security protocols, there is little to no transparency into
the security of the SROs that will have access.

e How is the SEC evaluating the risks associated with the SROs
access to the CAT database?

o Will the SEC consider changing this bulk download policy to
prohibit the SROs from bulk downloading data?

A.2. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TILLIS
FROM JAY CLAYTON

Q.1. A tax on financial transactions hinders all investors, especially
everyday Americans. Mr. Chairman, do you agree that an FTT
would negatively impact everyday savers, increasing costs and low-
ering returns? Are there also market and liquidity risks we should
keep in mind?

A.1. Response not received in time for publication.

Q.2. It is my understanding that audit quality is improving and a
key indicator is the fact that the number of restatements to public
company financial statements has significantly declined since the
passage of Sarbanes Oxley. Currently the number of restatements
is at an 18-year low, and not only has the number dropped but the
magnitude has also declined. Would you agree that audit quality
continues to improve since the passage of Sarbanes-Oxley?

A.2. Response not received in time for publication.

Q.3. Companies don’t choose stock buybacks over reinvesting in the
company. I believe businesses make the most productive decisions
they can based on the capital they have. In fact, S&P 500 firms
have increased their R&D and capital expenditures as a percentage
of revenue over recent years, and R&D spending is at a record
high. There is a common misperception out there that stock
buybacks exclusively benefit company executives and the wealthy.
I believe they benefit everyday Americans and retirement account
holders. Opponents of buybacks and this free-flow of capital that
has created the greatest economy in the world have suggested re-
pealing the Commission’s Rule 10b—18. What would be the impact
on companies’ ability to buy their stock of repealing Rule 10b—18?
What would be the impact on capital formation and business in-
vestment? Is the repeal of Rule 10b—18 something you or others at
the Commission are currently considering?

A.3. Response not received in time for publication.

Q.4. Chairman Clayton, I appreciate your work to encourage more
U.S. public companies. One area I hope you can review as part of
your larger efforts is the current definition of venture capital fund
for purposes of fund registration. My State of North Carolina is
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home to a significant number of biotechnology startups who often
go public before their product is commercialized. After going public,
these companies may need to go back to their major investors, such
as venture capital funds, for additional capital infusions to fund
clinical trials and other needs. Unfortunately, because the current
definition of venture capital fund considers any investment in a
company once it goes public to be nonqualifying, it makes it more
difficult for VC funds to participate in these critical financings,
though they are the most likely pools of capital to meet these
needs. This creates a potential penalty to going public, and while
unintentional is nonetheless impactful. Can you commit to review-
ing this issue and provide me an update on whether the SEC would
be willing to remove this barrier?

A.4. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR KENNEDY
FROM JAY CLAYTON

Q.1. How much will the CAT cost to set up? How much has been
spent to date?
A.1. Response not received in time for publication.

Q.2. How much will the CAT cost to maintain annually?
A.2. Response not received in time for publication.

Q.3. How will the CAT prevent the next flash crash?
A.3. Response not received in time for publication.

Q.4. How will the CAT prevent market manipulation?
A.4. Response not received in time for publication.

Q.5. What will the CAT provide that the current blue sheets proc-
ess does not?

A.5. Response not received in time for publication.

Q.6. Has the agency considered an expedited blue sheets process in
lieu of the CAT? Please explain.

A.6. Response not received in time for publication.

Q.7. Is response time the greatest concern when investigating con-
cerning trends or behavior?
A.7. Response not received in time for publication.

Q.8. The SROs plan to engage in bulk downloading of CAT data
into their own systems, contrary to earlier reporting that a secure
analytics environment would be developed to allow the SROs to ac-
cess the data without bulk downloading. When firms waive claims
of liability against the CAT processor, they will effectively also be
waiving claims of liability against the SROs that will bulk
download their clients’ data into their own systems. While the CAT
has robust security protocols, there is little to no transparency into
the security of the SROs that will have access. Several of my col-
leagues and I wrote you a letter on the subject.

How is the SEC evaluating the risks associated with the SROs
access to the CAT database?

A.8. Response not received in time for publication.
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Q.9. Will the SEC consider changing this bulk download policy to
prohibit the SROs from bulk downloading data?

At the Senate Banking Committee’s October 22 hearing on Over-
sight of the Status of the Consolidated Audit Trail, Michael Simon
stated, “It would be great from a customer protection and con-
fidence and integrity standpoint to be able to integrate the U.S. fu-
tures markets into the consolidated audit trail as well, and poten-
tially at some point, the non-U.S. markets since we are in a global
market, both in respect to products and with respect to geography.”

A.9. Response not received in time for publication.
Q.10. Has the agency discussed internally or have there been any

interagency conversations on expanding the scope of the CAT to ad-
ditional U.S. markets?

A.10. Response not received in time for publication.

Q.11. Has there been any discussions with any international coun-
terparts to expand the scope of the CAT to the global market?

A.11. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR MORAN
FROM JAY CLAYTON

Q.1. The U.S. capital markets have a strong and multi-layered sys-
tem for surveillance and regulation. The SEC is obviously key and
FINRA plays a role—although some exchanges are scaling-back
their use of FINRA. Is this correct?

A.1. Response not received in time for publication.

Q.2. It is often overlooked that the actual equities and options ex-
changes bring considerable expertise, technology and under-
standing to the regulatory role. They are the closest “cop on the
beat” to the trading activity on each of their respective markets. No
matter their relationship with FINRA, the exchanges still retain
the full obligation for regulating their markets. Our exchanges
have among the best technological regulatory systems in the world
and are a full partner to the SEC. Do you agree?

A.2. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR
MENENDEZ FROM JAY CLAYTON

Q.1. Commissioner Clayton, when I asked you about the SEC’s
ability to independently verify the information in Section 13D fil-
ing, or to verify whether a foreign entity should have filed a 13D,
but failed to comply with the law, you said you were looking for
ways to enhance the SEC’s ability to do so.

e Can you please share what steps you have taken to enhance
the SEC’s ability to investigate and enforce Section 13D viola-
tions?

o What further steps do you plan on taking to enhance the SEC’s
ability in this area?

e Are there any statutory impediments hampering the SEC from
investigating or enforcing 13D violations?
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e You also suggested that the SEC’s enforcement division mon-
itors Section 13D violations by sector. Could you share with
the Committee the sectors that the SEC has found to have the
most frequent 13D violations?

e When you do find a suspected 13D violation, how does the SEC
enforce the law and what penalties are assessed against per-
sons or entities found to have broken the law?

A.1. Response not received in time for publication.

Q.2. While appropriate short selling can support stable, liquid mar-
kets, the current lack of transparency around short positions de-
prives investors, companies, and the market of valuable informa-
tion. It may also enable trading behaviors that unfairly harm
small, growing companies and their investors.
e What are your thoughts on the current lack of transparency
with regard to short positions?
¢ How do you believe the SEC can act to ensure an equitable dis-
closure regime for short and long investors?

A.2. Response not received in time for publication.

Q.3. Earlier this year, Comptroller Otting said that the OCC was
taking the lead on writing a rule to rein in risky incentive-based
compensation practices at large financial institutions that reward
senior bank executives for irresponsible risk-taking. Additionally,
at a House Financial Services Committee hearing in May, Otting
said that he shared his proposal with the SEC.

e Has Comptroller Otting shared the OCC’s proposal with the
SEC? If so, please provide details of the proposal and a
timeline of when Congress can expect see a notice of proposed
rulemaking posted.

e Section 956 of Dodd-Frank requires the OCC, the Federal Re-
serve, FDIC, NCUA, FHFA, and the SEC to jointly propose an
executive compensation rule to prohibit unsafe and unsound
compensation plans. Have all six regulators sat down together
to discuss this rulemaking? If so, have all six regulators de-
cided to move forward with the proposed rule?

e Section 956(b) mandates that regulators “prohibit any types of
incentive-based payment arrangement, or any feature of any
such arrangement, that the regulators determine encourages
inappropriate risks.” Can you commit to me the final rule will
live up to the intent of Congress?

A.3. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARNER
FROM JAY CLAYTON

Data Security

By many accounts, one of the top risks to companies and organi-
zations today is data security. One way to mitigate against such
risks is to only collect information that the SEC needs and to have
policies in place that seek to protect it.

Q.1. Does the SEC have agency-wide existing policies, specifically
for highly sensitive and proprietary information like investment
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strategies, trade secrets, and related intellectual property, that gov-
ern when this information can be requested, where and who at the
agency can review it, and how it is stored or returned?

A.1. Response not received in time for publication.

Q.2. What steps can be taken to ensure that Commission staff
today or in the future request highly sensitive and proprietary in-
formation, like trade secrets and related intellectual property, from
registrants only when it is necessary?

A.2. Response not received in time for publication.
Pricing Tiers

Chairman Clayton, on May 21, 2019, the Commission staff re-
leased SRO Fee Guidance, which, inter alia, reiterates the Commis-
sion staff’s obligations to ensure that fees charged by exchanges are
“reasonable,” “equitably allocated,” not undue burdens on competi-
tion, and not discriminatory. That guidance applies to both market
data-related fees and transaction fees. While I have seen a lot of
Commission scrutiny and actions on market data fees, and I was
encouraged when the Commission announced the transaction fee
pilot in 2018, I was disappointed that the pilot was put on hold,
and since then I have not seen the Commission scrutinize or take
any actions related to transaction fees and rebates. It is my under-
standing that there are now hundreds of different transaction
prices offered by various market centers, and that exchanges may
file for pricing tier changes that seem so specific that they are like-
ly to be privately negotiated with and apply to a single market par-
ticipant.

Q.3. Are you worried about the disparate competitive impact of
these ‘;cransaction pricing tiers on brokers and other market partici-
pants?

A.3. Response not received in time for publication.

Q.4. I understand that there’s a lot of water under the bridge on
past transaction fees and rebates, but will you commit to ensuring
that exchange pricing tiers going forward are not discriminatory,
not ggldue burdens on competition, reasonable, and equitably allo-
cated?

A.4. Response not received in time for publication.

Q.5. Institutional investors don’t usually know the different pricing
tiers their brokers receive. So they may not know that their broker
might get a 20 percent larger rebate for an order to one exchange
as opposed to another. And yet that financial difference for the
broker may have a profound impact on where the broker routes
that investor’s order. Will the broker route to the exchange that
makes the broker more money, or where it is best for the investor?
Will you commit to expanding transparency into the number and
impact of pricing tiers offered by exchanges and how many partici-
pants hit each tier?

A.5. Response not received in time for publication.

Competition and Consolidation

The top 10 global asset managers now control about %3 of the
managed assets in the world. The banking industry is also increas-



75

ingly concentrated at the top. The biggest firms are getting bigger,
and I'm worried we’re losing competition in our industry. We need
a deep bench of diverse managers and brokers out there. The rules
and guidance you adopt at the Commission have profound impacts
on that competition between firms. For example, by permitting ex-
change transaction fees that discriminate against smaller players,
the SEC is expressly granting a massive competitive trading ad-
vantage to larger players. Similarly, by taking the approach it has
with MiFID II, smaller advisers may be squeezed to pay for invest-
ment research directly, leading to even further consolidation for
both advisers and brokers.

Last month, you gave a speech in which you said that you would
“defer to [Assistant Attorney General for the Antitrust Division
Makan Delrahim and FTC Chairman Joe Simons] on antitrust pol-
icy and enforcement.” But, as Commissioner Jackson has recently
highlighted, the Federal securities laws that the SEC is tasked
with overseeing clearly put “competition” as one of your respon-
sibilities. I am worried that the crucial issues of competition and
antitrust in the context of the securities markets do not fall in an
administrative black hole.

Q.6. Will you commit to retaining experts to advise you on the im-
pacts of Commission action or inaction on competition between
market participants, with a particular focus on disparate impacts
on smaller firms?

A.6. Response not received in time for publication.

Market Data

We live in a world where technology has brought down the cost
of nearly everything we buy, yet the distribution of data, which is
inherently a technology powered service continues to rise.

Q.7. Will you commit to examining and reporting to Congress on
the costs to the exchanges of producing market data and offering
connectivity services?

A.7. Response not received in time for publication.

Immediately Effective Filings

Section 916 of the Dodd-Frank Act permits exchanges to file
changes to their market data and transaction fees, and then imme-
diately begin charging market participants the new rates. While
well intentioned, this change has also created some notable abuses.
Q.8. I understand that at least one exchange has repeatedly
charged customers for fees that have been stopped by the Commis-
sion staff and even the Commission itself. Can you please detail
how you will ensure that market participants are not subjected to
market data or transaction fees that are inconsistent with the Ex-
change Act or Commission Rules?

A.8. Response not received in time for publication.

Q.9. Transaction fees paid by customers are now quite often
changed literally overnight. That means market participants all
over the industry may have to (1) identify, (2) understand, and (3)
implement the changes without any prior notice. This challenges
the industry’s ability to route orders in a manner consistent with
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best execution if they cannot be confident they have a current un-
derstanding of costs. What can you do to make sure that all market
participants have adequate notice of these types of changes?

A.9. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN
FROM JAY CLAYTON

Leveraged Lending

Q.1. In November 2018, I sent a letter to you, Treasury Secretary
Steven Mnuchin, Federal Reserve Chairman Jerome Powell, Comp-
troller of the Currency Joseph Otting, and Federal Deposit Insur-
ance Corporation Chairman Jelena McWilliams expressing concern
about the rapid growth of leveraged corporate lending, or lending
to companies that are already highly indebted.!

In a section addressed to you, I stated that the Volker Rule is
intended to restrict bank involvement with external funds and that
trade associations have asked you to significantly loosen Volcker
Rule controls. The SEC completed its rollbacks of the Volcker Rule
in September.2 In response to the rollback of the Volcker Rule, SEC
Commissioner Robert J. Jackson, Jr., stated, “as I said at the pro-
posal stage, [rlolling back the Volcker Rule while failing to address
pay practices that allow bankers to profit from proprietary trading
puts American investors, taxpayers, and markets at risk.’”3

e Your January response provided a procedural, but not a sub-
stantive, explanation of the status of SEC’s proposed amend-
ments to the Volcker Rule. Please explain the SEC’s rationale
for removing protections against excessive risks under the
Volcker Rule.

o Commissioner Jackson also stated, “The Commission has justi-
fied the rollback of the significant investor- and taxpayer-pro-
tections in the Volcker Rule in the name of needed improve-
ments in ‘liquidity and capital formation.” Because the facts
and our own Staff’s analysis offer no meaningful evidence that
the Volcker Rule has affected either, I respectfully dissent.”*
Please describe any evidence that the amendments rolling back
the Volcker Rule are beneficial to the safety and security of se-
curities markets.

A.1. Response not received in time for publication.

Inflated Bond Ratings

Q.2. In September, I wrote you a letter regarding troubling reports
of inflated bond ratings and the perverse incentives within the
bond rating industry and urged the SEC to take immediate action

1Letter from Senator Warren to Treasury Secretary Steven Mnuchin, Federal Reserve Chair-
man Jerome Powell, Comptroller of the Currency Joseph Otting, Securities and Exchange Com-
mission Chairman Jay Clayton, and Federal Deposit Insurance Corporation Chairman Jelena
McWilliams, November 14, 2018, https://www.warren.senate.gov/imo/media/doc/2018.11.14
%20Letter %20to%20Regulators%200n%20Leveraged%20Lending.pdf.

2U.S. Securities and Exchange Commission, “Statement on Volcker Rule Amendments,” Pub-
lic Statement by Commissioner Robert J. Jackson Jr., September 19, 2019, hitps://
wwu&sec.gov /news [ public-statement | statement-jackson-091919.

3]

41d.
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to protect the economy from risky lending propped up by conflicts
of interest between bond issuers and rating agencies.

My letter described the flows in the incentive structures of bond-
ratings firms’ through the “issuer-pays” model used by major firms
like S&P and Moody’s. Under the issuer-pays model, bond issuers
pay the agencies for their assessments of the products they hope
to sell, ultimately giving the rating firms an incentive to give better
ratings, regardless of the risk, since bond issuers might otherwise
go to their competitors.> In your November response, you stated
that you share my concerns about conflicts of interest in rating
agency compensation models and said that you are awaiting rec-
ommendations or advice from various advisory committees.®

e Have you instructed the advisory committees that the SEC is
consulting for recommendations or advice on the role and ac-
tivities of bond rating agencies to produce any work products
by a certain date or timeline? If so, please explain your instruc-
tions and any requested deadlines. Additionally, please explain
if these recommendations or advice will be made public.

¢ Please describe any updates from the advisory committees that
the SEC is consulting for recommendations or advice regarding
the role and activities of bond rating agencies. Please describe
any communications you, or other senior SEC staff, have had
with these advisory committees regarding any anticipated
timelines or deadlines for their conclusions.

e Your response also referenced some work that the SEC has
done to respond to the conflicts of interest in the issuer-pays
model.” An August Wall Street Journal report, however, stated
that “Inflated bond ratings were one cause of the financial cri-
sis. A decade later, there is evidence they persist. In the hot-
test parts of the booming bond market, S&P and its competi-
tors are giving increasingly optimistic ratings as they fight for
market share.”® Please explain why the SEC’s efforts to re-
spond to the conflicts of interest have failed to prevent bond
rating agencies from artificially inflating bond ratings.

¢ Your November response also stated, “I expect to continue to
discuss issues related to the [collateralized loan obligations],
other credit funds and conditions in the credit markets more
generally in the near term with my national and international
regulatory colleagues, including through the [Financial Sta-
bility Oversight Council] and the [Financial Stability Board]. I
will also request our staff in [the SEC Office of Credit Rat-
ings], as well as staff in the Division of Investment Manage-
ment and Division of Trading and Markets, to keep the issues

5Council on Foreign Relations, “The Credit Rating Controversy,” CFR Staff, February 19,
2015, https:/ |www.cfr.org | backgrounder [ credit-rating-controversy.

6 Letter from Securities and Exchange Commission Chairman Jay Clayton to Senator Warren,
November 21, 2019.

71d.

8Wall Street Journal, “Inflated Bond Ratings Helped Spur the Financial Crisis. They’re Back,”
Cezary Podkul and Gunjan Banerji, August 7, 2019, https://www.wsj.com/articles/inflated-
bond-ratings-helped-spur-the-financial-crisis-theyre-back-11565194951.
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you raised in your letter in mind as they carry out their exam-
ination and other responsibilities.”

e Please describe your near-term discussions with national and
international regulatory colleagues, as referenced in your re-
sponse.

e Please describe your communications, including all direc-
tives, with SEC staff regarding the issues raised in my let-
ter, as referenced in your response.

A.2. Response not received in time for publication.

Regulation Best Interest (Reg BI)

Q.3. In June 2019, SEC approved Reg BI, which despite Congress’s
instruction in sections 913(f) and 913(g) of Dodd-Frank establishes
neither a uniform standard for broker-dealers and investment ad-
visers, nor a fiduciary standard for broker-dealers.1® SEC Commis-
sioner Robert J. Jackson, Jr., described the rule as “a muddled
standard that exposes millions of Americans to the costs of con-
flicted advice.”11

Q.3.a. Reg BI includes no obligation to eliminate conflicts of inter-
est—the SEC clearly stated, “we are not requiring broker-dealers
to develop policies and procedures to disclose and mitigate all con-
flicts of interest.”12 Instead, Reg BI imposes a limited requirement
to disclose conflicts.

Following the SEC’s adoption of Reg BI, Commissioner Jackson
stated, “in analysis released by my Office today, we show that ad-
visers who use the language in today’s release are much more like-
ly to offer conflicted advice. And a well-known study shows that
conﬂictedllgadvice is the kind that leads to fraud that can hurt in-
vestors.”

e Consumers and investors are drowning in disclosures that
are hard to understand. What evidence does that SEC have
that limited the disclosures required by the rule in practice
would not reduce both conflicts of interest fraud.

¢ Please explain why the SEC did not provide a definition of
the term “best interest,” which is the central concept that de-
fines the duty imposed on broker-dealers.

A.3.a. Response not received in time for publication.

Q.3.b. The Department of Labor is considering a replacement of its
Fiduciary Rule with standards of conduct that would allow advisers
providing advice regarding retirement investments to engage in
conflicts of interest that harm working families saving for retire-

9 Letter from Securities and Exchange Commission Chairman Jay Clayton to Senator Warren,
November 21, 2019.

107U.S. Securities and Exchange Commission, “SEC Adopts Rules and Interpretations to En-
hance Protections and Preserve Choice for Retail Investors in Their Relationships With Finan-
cial Professionals,” press release, June 5, 2019, https:/ /www.sec.gov /news/press-release /2019-
89.

117.S. Securities and Exchange Commission, “Statement on Final Rules Governing Invest-
ment Advice,” Public Statement by Commissioner Robert J. Jackson Jr., June 5, 2018, hitps://
www.sec.gov [ news [ public-statement | statement-jackson-060519-iabd.

12U.S. Securities and Exchange Commission, Federal Register Final Rule, “Regulation Best
Interest: The Broker-Dealer Standard of Conduct,” July 12, 2019, pp. 33388, https://
www.govinfo.gov [ content | pkg | FR-2019-07-12 / pdf/2019-12164.pdf.

13U.S. Securities and Exchange Commission, “Statement on Final Rules Governing Invest-
ment Advice,” Public Statement by Commissioner Robert J. Jackson Jr., June 5, 2018, hitps://
www.sec.gov [ news [ public-statement | statement-jackson-060519-iabd.
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ment. I am concerned that the Labor Department will simply
adopt, or largely base its new rules on, Reg BI, as then-Secretary
Alex Acosta stated that the department was “communicating with
[the SEC], and based on our collaborative work we will be issuing
new rules in this area.”14

o Please describe any communications or guidance that you, or
other senior SEC leadership, have had with then-Secretary
Acosta, Secretary Scalia, or other Labor Department officials,
regarding the Labor Department’s Fiduciary Rule or the SEC’s
Reg BI.

A.3.b. Response not received in time for publication.

Climate Risk Disclosure

Q4. In July, Representative Sean Casten (D-IL-06) and I intro-
duced H.R. 3623/S. 2017, the Climate Risk Disclosure Act of
2019.15 Our bill would address the fact that investors currently
lack access to basic information about the potential impact of the
climate crisis on American companies, which creates significant en-
vironmental and financial risks. The Climate Risk Disclosure Act
of 2019 would require public companies to include uniform informa-
tion about their exposure to climate-related risks, which will help
investors appropriately assess those risks, among other benefits, in
their disclosures to the SEC.

Q.4.a. The most recent volume of the National Climate Assess-
ment, a scientific report issued by 13 Federal agencies in November
2018, stated that climate change may cause losses of up to 10 per-
cent of the U.S. economy by 2100.16 Additionally, a 2015 report
from The Economist Intelligence Unit wrote that, of the world’s
current stock of manageable assets, the expected losses due to cli-
mate change are valued at $4.2 trillion by the end of the century.l?

¢ Do you believe that understanding which assets of public com-
panies may be materially affected by climate change may help
investors make more informed decisions about the risk of their
investments?

e Do you believe it would be useful for investors to understand
public companies’ contributions to greenhouse gas emissions
and their exposure in the event of a Government- or market-
mandated transition toward a lower-carbon economy?

A.4.a. Response not received in time for publication.

14 House Committee on Education and Labor, “Examining the Policies and Priorities of the
U.S. Department of Labor,” May 1, 2019, htips:/ /edlabor.house.gov/hearings/04/24/2019/ex-
amining-the-policies-and-priorities-of-the-us-department-of-labor.

15 Office of Senator Warren, “Senator Warren, Representative Casten Lead Colleagues Intro-
ducing a Bill to Require Every Public Company to Disclose Climate-Related Risks,” press re-
lease, July 10, 2019, https:/ /www.warren.senate.gov | newsroom [ press-releases [ senator-warren-
representative-casten-lead-colleagues-introducing-a-bill-to-require-every-public-company-to-dis-
close-climate-related-risks.

16 Office of Senator Warren, “Senator Warren, Representative Casten Lead Colleagues Intro-
ducing a Bill to Require Every Public Company to Disclose Climate-Related Risks,” press re-
lease, July 10, 2019, htips:/ /www.warren.senate.gov | newsroom | press-releases  senator-warren-
representative-casten-lead-colleagues-introducing-a-bill-to-require-every-public-company-to-dis-
close-climate-related-risks.

17Office of Senator Warren, “Senator Warren, Representative Casten Lead Colleagues Intro-
ducing a Bill to Require Every Public Company to Disclose Climate-Related Risks,” press re-
lease, July 10, 2019, htips:/ /www.warren.senate.gov | newsroom | press-releases | senator-warren-
representative-casten-lead-colleagues-introducing-a-bill-to-require-every-public-company-to-dis-
close-climate-related-risks.
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Q.4.b. A Government Accountability Office (GAO) report from Feb-
ruary 2018 states, “[Securities and Exchange Commission (SEC)]
reviewers may not have access to the detailed information that
companies use to arrive at their determination of whether risks, in-
cluding climate-related risks, must be disclosed in their SEC fil-
ings.”1® While the SEC has issued guidance for considering effects
of climate change, the SEC has not mandated disclosures for how
climate risk materially affects returns.

o If Federal regulators do not have the information needed to
fully understand public companies’ climate-related risks under
current law, do investors have the adequate information need-
ed to make informed decisions about companies’ risks?

A.4.b. Response not received in time for publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR CORTEZ
MASTO FROM JAY CLAYTON

Q.1. Over the summer, the SEC held a day-long review to consider
proxy advisor issues. The consensus position was that voting par-
ticipation by shareholders was too low. Additionally, there were
problems with inaccurate voting.
e What is the SEC doing to increase voting participation by
shareholders?
e How is the SEC ensuring votes are accurately tabulated?

e When a teachers’ pension fund or investment firm hires a
proxy advisory firm to advise the pension fund on shareholder
proposals regarding issues such as selecting board members,
voting on CEO pay, and considering environmental and gov-
ernance issues, why should the corporation get to review the
report before the firm that paid for it even sees it?

e Why should the proxy advisory firm be required to include
statements from corporations that they did not write or re-
quest?

A.1. Response not received in time for publication.

Q.2. I am very skeptical of some of the letters that were submitted
to the SEC in support of the proxy advisors rule. It seems that doz-
ens of these letters are fraudulent. Before moving ahead on this
rule, I recommend you investigate the validity of the letters.

e Will you wait until after the report of the Inspector General on
the validity of the comment letters before proposing a rule?

e How will you ensure that those who hire proxy advisory firms
are clearly heard?

e Do you believe that some of these letters do not accurately re-
flect the views of the signators? If so, what percentage do you
think were not accurately submitted? How do you think these
inaccurate letters were drafted and submitted?

A.2. Response not received in time for publication.

18 Office of Senator Warren, “Senator Warren, Representative Casten Lead Colleagues Intro-
ducing a Bill to Require Every Public Company to Disclose Climate-Related Risks,” press re-
lease, July 10, 2019, htips:/ /www.warren.senate.gov | newsroom | press-releases | senator-warren-
representative-casten-lead-colleagues-introducing-a-bill-to-require-every-public-company-to-dis-
close-climate-related-risks.
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Q.3. Shareholder proposals are an important element of our capital
markets. Shareholder democracy creates long-run value for ordi-
nary American investors and holds executives accountable. Com-
missioner Jackson’s research found that your proposed rule on
shareholder proposals would remove key CEO accountability mat-
ters from the ballot. His research found that proxy-access pro-
posals—initiatives to allow significant shareholders to put their
own candidates up for election to the board—would remove 40 per-
cent of these proposals after three tries. He also found that the pro-
posed rule would remove more than half of shareholder proposals
that limit CEOs from selling stock they receive as compensation at
certain times.
e Why is the SEC considering both raising the thresholds and
imposing a tax on anti-management advice at the same time?

e How will you understand the impact if you are overturning
decades of proxy advisor practices?

o What percentage of shareholder proposals would have been ex-
cluded in recent history—3 years for example—under these
proposed rules?

A.3. Response not received in time for publication.

Q.4. The SEC’s disclosure rules have not kept up with the pace of
today’s markets. Corporate insiders often trade during the “gap”
between key business events and when the SEC rules require that
event to be revealed to the public.
e What can the SEC do to prevent insiders from selling stock
and cashing out during buybacks?

e Can the SEC close that gap on its own or is legislation needed?
A.4. Response not received in time for publication.

Q.5. What is your timeline for any proposed changes to the defini-
tion of “accredited investors?”

A.5. Response not received in time for publication.

Q.6. In September 2019, attorneys general of seven States and the
District of Columbia and XY Planning Network, a coalition of fee-
only financial planners, each sued the SEC for creating an unfair
competitive advantage for broker-dealers with Regulation Best In-
terest. The States’ complaint asserts that Regulation Best Interest
“undermines critical consumer protections for retail investors.”
They say that Regulation Best Interest increases confusion about
the standards of conduct that apply when investors receive rec-
ommendations and advice from broker-dealers or investment advis-
ers.

How many broker-dealers registered as investment advisers be-
cause of this rule change?

A.6. Response not received in time for publication.
Q.7. The Supreme Court’s June 2017 decision in Kokesh v. SEC

limited the SEC’s ability to make firms repay ill-gotten gains from
certain long-running frauds.

e Please explain why the Supreme Court’s decision preventing
the SEC from obtaining disgorgement cost the agency $900
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million in fiscal year 2018 alone and what it will mean going
forward.

e Some fraud takes place over years and may takes years to un-
cover. Should we have any restrictions on how long ago the
frauc‘} occurred or was discovered in order to compensate vic-
tims?

¢ FINRA and the SEC can detect possible suspicious trading al-
most the moment that it takes place. They have well-monitored
public markets that allow such oversight allowing insider trad-
ing and market manipulation to be prosecuted significantly
more quickly. Should regulators take types of fraud into ac-
count with determining the statute of limitations on
disgorgement?

A.7. Response not received in time for publication.

Q.8. What is your timeframe for responding to FINRA’s proposed
rule 41117

A.8. Response not received in time for publication.

Q.9. There have been concerns about publicly traded companies fix-
ing accounting errors without restating earnings on a “Big R” re-
statement form. Does allowing companies to reissue financial state-
ments with significant changes under “Little r” harm investors by
allowing firms to hide material errors? How important are
“clawbacks” in allowing executives to avoid having their compensa-
tion recouped by filing a Little r instead of a Big R?

A.9. Response not received in time for publication.

RESPONSE TO WRITTEN QUESTION OF SENATOR SINEMA
FROM JAY CLAYTON

Q.1. What measures are the SEC taking to ensure Regulation Best
Interest adequately protects Arizonans’ retirement security as in-
dustry moves toward a June 2020 compliance deadline?

A.1. Response not received in time for publication.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

BETTER
MARKETS

December 10, 2019

The Honorable Michael Crapo

Chairman, Senate Committee on Banking, Housing, and Urban Affairs
534 Dirksen Senate Office Building

Washington, DC 20510

The Honorable Sherrod Brown

Ranking Member, Senate Committee on Banking, Housing, and Urban Affairs
534 Dirksen Senate Office Building

Washington, DC 20510

Dear Chairman Crapo and Ranking Member Brown:

Better Markets' appreciates the opportunity to share our perspectives on the activities of the
U5, Securities and Exchange Commission (SEC) as part of the Senate Banking Committee's oversight
hearing. We write to provide the Committee with our perspective on a few key issues confronting the
SEC as it serves as our nation's primary regulator of the securities markets.

SEC's “Regulation Best Interest”

The SEC's primary obligation is to protect investors, not brokers' products or their lucrative
business models. Unf ly, the Commission's recently adopted “Regulation Best Interest” fails to
meet that obligation. Tens of millions of American investors and retirees lose tens of billions of dollars a
year to brokers and other financial advisers who have very powerful conflicts of interest. The result is
that too many of them put their own economic interests ahead of those of their clients.

While a straightforward fiduciary duty rule requiring those brokers and financial advisers to put
their clients’ best interest first when giving investment advice would eliminate this incredibly unfair and
costly behavior, the SEC unfortunately caved in the face of massive industry opposition and instead

pproved a so-called “Regulation Best Interest.” Unf ly, the proposal is woefully inadequate and
will make things worse for hardworking Main Street investors and retirees by misleading them into
thinking they're receiving protections that don't really exist. Among other problems, the SEC's proposal
never defines “best interest,” instead, creating a “check-three-boxes” test that brokers can use to
comply with the rule and avoid accountability—even though none of the boxes actually require brokers

to act in the best interest of their clients.*

! Better Markets is a non-profit, non-partisan, and independent organization founded in the wake of the 2008
financial crisis to promote the public interest in the financial markets, support the financial reform of Wall Street and
make our financial system work for all Amenicans again. Betler Markels works with allics - including many in
finance - to promate pro-market, pro-business and pro-growth policies that help build a stronger, safer financial

system that protects and p Americans jobs, savings, refi and more.

1825 K Streel, NW, Suite 1080, Washington, DC 20008 (1) 202618-6464 (11 2026186465 bettermarkets.com
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The economic analysis of investor harm in the proposal was so deficient that eleven former lead
econamists for the SEC took the unprecedented step of writing to the agency highlighting the glaring
deficiencies in the analysis.? The SEC relies far too much on the broker's purported disclosure of
conflicts of interest to protect investors and retirees. Yet, many studies - and the SEC's own expert staff
~ have known for years that disclosure alone cannot protect investors from conflicts of interest, any
more than disclosure can protect Americans from contaminated pharmaceuticals, polluted water or
spoiled food on the grocery store shelf. Only strong, clear and enforceable standards of conduct will
protect Americans from the grave threats to their savings and retirements from the irresistible riches
available to brokers and advisors as a result of these permitted conflicts of interest. We encourage the
Committee to conduct vigorous oversight of the SEC's implementation, interpretation and enforcement
of the so-called “Regulation Best Interest.”

Consolidated Audit Trail

More than nine years after the trillion dollar “Flash Crash,” the SEC's completion and
implementation of the Consolidated Audit Trail (CAT) is an utter failure. [t is important to acknowledge
that Chairman Clayton inherited a suboptimal situation not of his making or desire when he took the
leadership of the SEC; it is also important to note that he has admirable taken several positive actions in
the face of fierce albeit baseless industry opposition. However, it remains true that the failure to get
this mission-critical investor protection system up and running needlessly and irresponsibly places
investors, markets and the financial system at grave risk.

An effective and functioning CAT system would revolutionize the SEC’s capabilities to protect
investors and promote fair and orderly capital markets. When completed, it will be the world’s largest
data repository for securities transactions, tracking billions of orders, executions, and quotes in all of the
equities and options markets every day. That information will enable the SEC not only to reduce,
manage, and better understand market disruptions and crashes, but also to identify, deter, and punish
illegal manipulations and other trading abuses - all for the benefit of investors and our markets. The
importance of this capability simply cannot be overstated.

But although CAT was supposed to be operating no later than November 15, 2017, it is still
paralyzed by the conflicted industry-group governance structure which is unwilling to commit to critical
decisions that would bring CAT online. Qutsourcing this critical stability and investor protection tool to a
conflicted industry which it would then police was a near-fatal flaw. Without unwavering leadership
from the SEC and the full support and encouragement of the Committee, the CAT will never spring to
life. The Committee simply must engage in aggressive oversight of the SEC’s implementation of CAT,
particularly in the next few months as the Commission is considering amendments to the SEC Rule that
created the CAT. Any changes to Rule 613 must include significant improvements to the governance
and control of the CAT Operating Committee, as we have detailed on numerous occasions. We further
encourage the SEC to use the statutory authority it presently has to hold industry groups accountable
for their delay in bringing the system online.

3 https./fwww.sec. gov/comments/s7-07-18/s70718-4895197-177769. pdf

1825 K Street, NW, Suite 1080, Washington, DC 20006 (1) 202.618-6464 (1) 202.618.6465 bettermarkets.com
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Transaction Fee Pilot Project

Today's securities markets are too often rigged by insiders to enrich themselves at the expense
of the hardworking Main Street investors. To test that proposition, to collect data to determine the
extent of anti-investor conduct in the markets, and to have data-informed remedies, in 2018, the SEC
released for comment a long-considered, thoughtful, and balanced Proposal to conduct a pilot program
by lowering some access fee caps and prohibiting rebates or other economic inducements offered by
the exchanges. Better Markets strongly supported this effort, because payments by the exchanges that
incentivize and induce routing decisions by broker-dealers at the expense of best execution and market
quality is one of those most entrenched and insidious market practices today.*

Unfortunately, the large exchanges that take advantage of the current broken system that is
harmful to investors and the integrity of the markets, have sued the SEC to stop the Pilot.> The
Committee should support the Pilot and help the SEC to promptly finalize and implement it. Tens of
millions of investors are harmed by current market practices that rely heavily on access fees and rebates
and the Committee would be well-served by oversight of these practices and the remedies for them.

Clawbacks and Incentive-Based Compensation

Compensation policies that encouraged high-risk behavior were major contributors to the
financial crisis of 2008. The report of the House Financial Services Committee on the “Corporate and
Financial Institution Compensation Fairness Act of 2009,” which was a precursor to the executive
compensation provisions in the Dodd-Frank Act, observed that as the financial crisis has unfolded, “a
broad consensus has developed that executive and financial institution compensation structures relate
directly to both the safety and soundness of individual financial institutions and the health of the
broader financial system.”®

And yet, regulators have failed to act with speed and seriousness of purpose in addressing the
flawed incentive-based compensation policies that can pose a threat not only to the long term health of
individual financial institutions, but also to the long-term health of the U.S. economy. For example, in
the Dodd-Frank Act, Congress enacted a number of measures aimed at correcting the structural flaws in
the traditional approach to executive compensation. Those measures include shareholder votes on
executive compensation, new listing standards to ensure that compensation committees and their
consultants at public companies are independent from management, mandatory disclosure of executive
compensation in relation to corporate performance, recovery of erroneously awarded compensation,
and limitations on incentive-based compensation arrangements that could encourage inappropriate
risks or that could lead to a material financial loss.”

Consider the SEC's delay in implementing rules regarding recovering erroneously awarded
compensation. Asrequired by the Dodd-Frank Act, the SEC must adopt a rule directing the securities
exchanges to establish issuer listing standards providing for the recovery of incentive-based
compensation paid to executives in excess of what those executives should have received, as shown by

* https://bettermarkets.com/rulemaking/better-markets-comment-letter-transaction-fee-pilot-nms-stocks

% hitps://bettermarkets.com/resaurces/court-filing-sec-attempts-protect-investors-and-market-integrity-exposing-
exchange-pricing

SHR REP. NO. 111-236, 111th Cong,, 1st Sess., at 6 (2009}

7 Dodd-Frank Act §§ 951-957

1825 K Street, NW, Suite 1080, Washington, DC 20006 (1) 202.618-6464 (1) 202.618.6465 bettermarkets.com
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an accounting restatement. This is intended to address the tendency of some corporate executives to
engage in accounting fraud or manipulation to justify inflated compensation awards. And while the SEC
has implemented many of the Dodd-Frank reforms, progress on the so-called clawback provisions has
remained stalled.

It should not take nearly a decade for the SEC to write rules to recovery money from executives
who were paid bonuses to which they were never entitled. We encourage Congress to make 2019 the
year that the SECis held to account for its delay in implementing this common-sense rulemaking. These
compensation rules have to meaningfully deter and punish those who abtain compensation in violation
of the law, and not be riddled with loopholes that render the rules ineffective, as reports suggest
industry has been seeking.®

High Risk Broker Firms

The Financial Industry Regulatory Authority (FINRA) is the self-regulatory organization that
oversees the broker-dealer industry. The SEC oversees FINRA and approves its rules, and SEC rules
require broker-dealer firms to be members of FINRA. FINRA has the responsibility of writing and
enforcing the rules that broker-dealers and registered brokers have to follow in the United States.

FINRA recently proposed a new rule that, after a convoluted and lengthy process, may require
firms with a long-history of misconduct to set aside some funds that can be used to reimburse future
harmed investors who win arbitration settlements. The rule would apply to firms that have a history of
misconduct and specialize in hiring of recidivist brokers — those with 3, 4, 5 or more disciplinary
infractions on their record for ripping off their customers or deceiving investors. Many FINRA members
have several of these recidivist brokers on their payroll, and both the firms and the rule-breaking
brokers they employ have a de facto business model that appears based on maximizing profits by
targeting and ripping off unsuspecting, vulnerable and often elderly investors, breaking rules set up by
FINRA, the SEC, and other regulators. What FINRA is proposing will not meet the enormous challenges
today’s investors face and the protections they need.

Investors deserve concrete, effective, and swift action from FINRA against brokers that
repeatedly violate FINRA's rules, and the firms that employ them, not convoluted and weak attempts at
regulation. Instead, FINRA chooses to do the bare minimum by proposing to make it marginally more
expensive for the worst-of-the-worst broker-dealer firms, that have already proven that they will
brazenly disregard FINRA rules, to continue hiring and rewarding brokers that give self-serving advice
and sell unsuitable products that are harmful for investors’ and their families’ financial health.

We appreciate the leadership shown by many members of the Committee on this matter and
we urge the Committee to conduct oversight of FINRA's lack of sufficient and effective efforts in
expelling and barring recidivist broker firms. We also call upon the Committee to ensure that the SEC
will only approve FINRA rules that effectively deal with the enormous prablem of recidivist broker firms.

® https.//www.ws].com/articles/limits-on-wall-street-pay-are-back-on-regulators-agenda-11551839333

1825 K Street, NW, Suite 1080, Washington, DC 20006 (1) 202.618-6464 (1) 202.618.6465 bettermarkets.com
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Fraudulent Comment Letters

On November 15, 2018, the SEC held a roundtable in Washington, D.C. focusing on “the current
proxy voting mechanics and technology, the shareholder proposal process, and the role of proxy
advisory firms.”* The SEC solicited public comments on those topics and received over 18,000
submissions following announcement of the roundtable. In August of this year, the SEC issued two
forms of guidance relating to the proxy process.™ And on November 5, 2019, the SEC released the two
Proposals.

The Proxy Access Proposal would impose new burdens on shareholders seeking to submit proxy
proposals, including higher ownership thresholds, more onerous resubmission standards, and additional
procedural requirements. The Proxy Adviser Proposal would increase the burdens on proxy advisers by
treating them as engaged in proxy solicitation and by conditioning certain exemptions currently
available to those advisers upon compliance with additional disclosure and procedural requirements,
These important and increasingly high-profile issues have generated intense debate, along with heavy
lobbying by corporate interests who seek to limit the influence of minority shareholders in the
governance of their public companies.

At the open meeting on November 5, 2019, Chairman Clayton issued a statement in support of
the Proposals.? In that statement, he singled out as particularly influential seven specific comment
letters, purportedly filed by everyday citizens after the roundtable. Those letters all expressed strong
support for new measures that would limit the influence of proxy adviser firms. In Chairman Clayton’s
words,

“Some of the letters that struck me the most came from long-term Main Street
investors, including an army veteran and a Marine veteran, a police officer, a retired
teacher, a public servant, a single mom, a couple of retirees who saved for retirement,
all of whom expressed concern about the current proxy process.”

The clear intent of those comment letters and of Chairman Clayton’s public reference to them
was to convey the impression that the Proposals were strongly supported by everyday investors, not
only by large corporate interests, their boards, and their trade association allies.

Securities and Exchange Commission, Spotlight on the Proxy Process (Nov. 15, 2018), available at

https:/fwww sec. gov/proxy-roundtable-2018; see also Securities and Exchange Commission, Statement

An.noumlng SEC Staff Roundtable on the Proxy Process (July 30, 2018), available at

h rww sec.gov/news/public-statement/statement-announci XY

2 Securities and Exchange Commission, Comments on Statement Announcing SEC Staff Roundtable on the
Proxy Process, available af hitps:/www sec gov/comments/d-725/4-725 htm

u Securities and Exchange Commission, Commission Interpretation and Guidance Regarding the
Applicability of the Proxy Rules to Proxy Voting Advice, Release No. 34-86721 (Aug 21, 2019), available
at https:/fwww. sec.gov/rules/interp/2019/34-86721.pdf; Securities and Exchange Commission,
Commission Guidance Regarding Proxy Voting Responsibilities of Investment Advisers, Release Nos. [A-
5325, 1C-33605 (Aug. 21, 2019), available at https:/fwww.sec gov/rules/interp/2019/ia-5325 pdf.

2 Statement of Chairman Jay Clayton on Proposals to Enhance the Accuracy, Transparency and

Effectiveness of Our Proxy Voting System (Nov. 5, 2019), availuble at https:/www. sec. sov/news/public-

statement/statement-clayton-2019-11-05-open-meeting,

1825 K Street, NW, Suite 1080, Washington, DC 20006 (1) 202.618-6464 (1) 202.618.6465 bettermarkets.com
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However, on November 19, 2019, just two weeks following Chairman Clayton’s statements and
the Commission’s vote to release the Proposals, a Bloomberg article appeared that cast grave doubts on
the authenticity of dozens of comment letters submitted to the SEC, including the seven comment
letters highlighted by Chairman Clayton."* The article included the appalling revelation that those seven
letters, along with at least 19 additional letters in the comment file, were either fraudulent or materially
misleading with respect to the identities of the signers. According to the article, several people denied
ever signing the letters that bore their names; several peaple were prevailed upon to sign their letters
without any understanding of the issues they were supposedly addressing; and numerous signers were
people with close cannections to an advocacy group known as “60 Plus Association” (“60 Plus”), which is
funded by corporate supporters of the Proposals. As further reported in the article, those signers
included former employees of 60-Plus; a contractor for the group; and friends and relatives of the
President of the organization—none of whom disclosed their connection to 60-Plus in their letters.

If the allegations prove to be true, then the notice and comment process for these two SEC
Proposals has been corrupted, the administrative record on which they rest is defective, and any final
rules predicated on that record would be subject to challenge under the Administrative Procedure Act.
Accordingly, we have called upon the SEC to investigate these matters, take remedial measures, hold
the wrongdoers accountable, and identify long-term measures that could effectively detect and address
such alleged abuses in the future. And because the problem is not confined to the SEC or any one
agency, have also urged other financial regulatory agencies as well as the Department of lustice to
determine whether similar abuses have occurred in connection with other rulemakings. We urge the
Committee to consider appropriate action on this matter as well.

Conclusion

Thank you for the opportunity to share our perspective on these important matters, and thank
you for the Committee’s leadership in conducting effective oversight of the SEC's operations and
policymaking.

Sincerely,

leremy Bratt
Director of External Affairs

Lev Bagramian

Senior Securities Policy Advisor
Better Markets

1825 K Street NW, Suite 1080
Washington, DC 20006

i Zachary Mider and Ben Elgin, SEC Chairman Cites Fishy Letters in Support of Policy Change,
BLOOMBERG, available at hitps: /v bloomberg com/news/articles/2019-11-19/sec-chairman-cites-fishy-
letters-in-support-of-policy-change.
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BON SECOURS MERCY HEALTH

December 6, 2019

The Honorable Sherrod Brown

United States Senate

Senate Committee on Banking, Housing and Urban Affairs
Washington, DC 20510

Dear Ranking Member Brown:

On behalf of Bon Secours Mercy Health, | understand that the Honorable Jay Clayton, who serves as Chairman of
the U.S. Securities and Exchange Commission, will appear before the Senate Committee an Banking, Housing and
Urban Affairs on December 10, 2019, regarding oversight of the Securities and Exchange Commission (SEC).

As | am sure you are aware, the SEC recently issued its proposed new rules for filing of shareholder resolutions,
which propose changes to the resolution filing requirements: $7-23-19 Procedural Requirements and
Resubmission Thresholds under Exchange Act Rule 14a-8; and 57-22-19 Amendments to Exemptions from the
Proxy Rules for Proxy Voting Advice.

In the event that a dialogue ensues among committee members on this proposal, | wanted to bring to your
attention, as weil as to the attention of Senators Scott, Van Hollen, and Warner, that our ministry, which provides
services throughout your respective states, intends to file comments to the SEC at the beginning of the year, We
believe if implemented as proposed, the rules will have a chilling effect on shareholders who urge companies to
address a variety of social and environmental concerns, particularly small investors.

As shareholders in these companies, our health system believes we need to have the continued ability to engage a
range of small to large corporations on environmental, social and governance (ESG) issues. Our goal is to establish
an integral process for these entities to mitigate reputational, legal, and financial risks, and build value. Moreover,
our engagement helps to provide a voice for community populations in need of socio-economic attention,
including the opiold crisis, human trafficking and envircnmental impacts.

Thank you for your consideration.

Sincerely,

Jerome Judd
Senior Vice President, Treasury
Bon Secours Mercy Health

cc:  The Honorable Tim Scott, United States Senator, South Carolina
The Honorable Chris Van Hollen, United States Senator, Maryland
The Honorable Mark Warner, United States Senator, Virginia

1701 Mercy Health Place | Cincinnati, OH 45237 = BSMHealth.org
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About Ceres

Ceres is a sustalnability nonprofit crganization working with the most influential investars and companies
to build leadership and drive solutions throughout the economy. Through our powerful networks and
advocacy, we tackle the world's biggest sustainability challenges, including climate change, water scarcity
and pollution, and human rights abuses.

The Ceres Investor Network on Climate Risk and Sustainability comprises more than130
institutional investars, collectively managing more than 817 trillion in assets, advancing leading investment
practices, corporate engagement strategies and palicy solutions to build an equitable, sustainable global
econamy and planet. For more information, visit www.ceres.arg.

About ICCR

The Interfaith Center on Corporate Responsibility {ICCR) is a46 year-old, pioneer coalition of over
300 organizationalinvestors representing faith-based communities, socially responsible asset managers,
labor unions, and others who engage corporations on the environmental and socialimpacts of their
operations.

About US SIF

US SIF: The Forum for Sustainable and Respansible Investment is the leading voice advancing
sustainable, respansible and impact investing across all asset classes. Our missionis to rapidly shift
investment practices towards sustainability, focusing on long-term investment and the generation of
positive soclal and environmentalimpacts, Our 300+ members collectively represent mare than $3 trillionin
assets under management or advisement.
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About this paper

This paper provides an investor perspective on the value to investors and companies of the current
shareholder proposal process under SEC Rule14a-8. Itwas prepared by Ceres investor program
staff with major contributions from numerous investor members of the Ceres, ICCR and US SIF
investor networks, who have been active in filing shareholder proposals as part of their corporate
engagement and asset stewardship efforts. Itis intended as a resource to help inform policy
discussions about the content of Rule 143-8 and the impact of shareholder proposals on corporate
issuers, shareholder valug and the U.S. economy.

Introduction

In1942, the U.S. Securities and Exchange Commission (SEC) promulgated its first rule regulating
shareholder proposals, and the rule has been adjusted and fine-tuned repeatedly since then.” For
more than seven decades, the shareholder propesal process has allowed both large and small
shareholders to alert corporate boards and the investor community to their concerns and to
request timely action on emerging, or neglected, issues. A key element of process allows
shareholders who meet certain criteria to submit praposals for inclusion in the company's praxy
statement for a vote by all shareholders holding voting shares.

In 2018, shareholders filed approximately1,000 shareholder proposals with US. companies? This
includes mare than 400 proposals focused on environmental and social Issues, and more than
500 focused on pure corpaorate governance. Voting on these shareholder proposals is an
important part of the exercise of institutional investors’ fiduciary duty on behalf of their clients and
beneficiaries. This paper describes the benefits of the current shareholder proposal process to
investors, companies, and society.

The principal benefits of the current shareholder proposal process include the following, as
discussed in more detail below:

* ltis anessential and cost-effective tool for investors, individually and collectively, to protect
and enhance the value of their investments by expressing their views to management,
boards and other shareholders on major governance issues, corporate policies, and
important risks and opportunities.

* Itis s uniguely forward-looking, flexible, and efficient way to raise and resolve issues.

* ltcan benefit company managers and directors by making them aware of emerging issues
that can materially affect the company's performance, without imposing significant costs.

* Ithelps investors to protect their ownership rights and interests and helps to hold corporate
boards accountable to the owners of the corporation.

* lthas led to the widespread adoption of numerous beneficial corparate governance and
sustainability policies by companies.

"http://scholar valpo.edu/cgi/viewcontent cgitarticle=1500&0ontext=vulr, p. 227
%158 Voting Analytics database.
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* Ithasenabled investors to raise unaddressed systemic risks to the economy caused by
companies who alse face company-specific risks on the issues.

* The shareholder proposals it facilitates have been shown to improve company financial
performance and value.

* ltprovides access to management and boards by individual and institutional investers who
otherwise would not have a voice, and enables owners to aggregate their voices via proxy
voting on proposals.

In short, the process as currently structured and administered works well for investors and issuers;
itis fair, efficient and effective.

Business groups including The Business Roundtable® (BRT) and the US. Chamber of Commerce?
have proposed modifications to the existing shareholder propesal process that would significantly
limit shareholders” ability to use this tool to raise issues with corporate boards, who are charged
with representing their interests. We believe the proposed modifications would harm the interests
of investors, companies, society and the capltal markets.

Background

In1934, Congress passed the Securities Exchange Act. Section 14 of the Act authorized the SEC, as
part of its mission “to protect investors, maintain fair, orderly, and efficient markets, and facilitate
capital formation,” to develop proxy regulations "in the public interest” and "for the protection of
investors.” Over time, the SEC developed a body of regulations that came to be collected in Rule
143-8, including the thresholds and limitations governing whether and how shareholder proposals
are listed in the company’s proxy statement?

Under state laws, shareholders have a right to vote by proxy as an alternative to attending a
corporate annual meeting in person to cast thelr vote. Shareholders also have the right to raise
issues from the floor of corporate annual meetings. The SEC Proxy Rules, including Rule14a-8,
support these state law rights by ensuring that widely dispersed investors have the opportunity to
raise issues and vote their shares as if they were in attendance. The company is required by the
SEC to distribute & proxy statement to all shareholders prior to the meeting, which allows them to
vote in absentia,

The great majority of shareholder proposals are nonbinding or advisory. Nonbinding proposals
give companies the flexibility to address shareholder concerns without displacing the traditional
role of the board of directors to oversee the operations of the company. Boards are free toignore

*https:/ /vww bna.com/business-roundtable-suggests-h57882082135/

* hittps:/ fwww bna.com/us-chamber-calls-n57982083976/

“Matsusaka, John G. and Ozbas, Oguzhan and Y, Irene, Why Do Managers Fight Shareholder Proposals? Evidence from No-Action
Letter Decisions {January 8, 2017). USC CLASS Research Paper No. CLASSIT-4. Avallable at

SSRN: hitps://ssrn.com/abstract=2881408 or http://dx.doi.org/10.2139/ssm 2881408
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nonbinding shareholder proposals, although high votes (e.g., above 25-30%) send a strong signal
that many investors want the issue addressed.

Majority votes very frequently spur companies to act in part because shareholders - in a sign of
respect for the importance of the Rule 143-8 process - are more likely to withhold their support
from directors that ignore shareholder proposals that receive majority levels of shareholder
support. This flexibility is an inherent strength of the existing shareholder proposal process, which
serves asan importantwarning mechanism for boards.

The resolution process now operates within the context of the rapid growth of environmental,
social and governance (ESG)-related investment practices and increasing materiality to investors
of arange of ESG issues. More than 20 percent of assets under professional management in the
United States are now associated with various forms of ESG investing according to US SIF
Foundation’s 2016 Repart on US Sustainable, Responsible and Impact Investing Trends, a 33 percent
increase since 2014 The more than 1,600 signatories to the Principles for Responsible Investment,
collectively managing over $60 trillion, are publicly committed to six principles including "active
ownership” and to "seek appropriate disclosure on ESG issues by the entities in which we invest.”
Large investment firms, including Bank of America / Merrill Lynch, Blackrack, Credit Suisse,
Goldman Sachs, Morgan Stanley, State Street Global Advisors, UBS, and others provide numerous
research and investment products focusing on ESG topics. Many investors view ESG performance
asavaluable proxy for the quality of corporate management and a key indicator of long-term
financial performance,

Support for shareholder proposals comes from a broad base of investors. The vast majority of
proposals are filed by institutional owners with large and long-term holdings or individuals with
similarly long-term interests, with the balance coming from smaller institutional investors.
Shareholder support for proposals has climbed steadily and represents a significant proportion of
investors. In2016, 61 percent of proposals that came to a vote received at least 25 percent support
from shareholders, up from 31 percent with that level of support in 2000° The proportion of
proposals that win the support of a majority of shareholders has risen too. In 2016, 21 percent of
proposalsreceived a majority of votes cast, up from 15 percent in 2000.

Examples of shareholder proposals that were widely adopted
For over half a century, the shareholder proposal process has servad as an effective way for
investors to provide corporate management and boards with insights into their priorities and
concernsregarding corporate governance, policies and practices. The process has resulted in
numerous important changes to corporate governance in the U.S. Examplesinclude:

Ehttp:/ fwww ussif.org/files/Trends/US%208IF%202016% 20Trends%200verviewpdf
"https:/ fwww.unpriorg/about
#1385 Voting Analytics
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* Resolutions were the impetus behind the now standard practice - currently mandated by
major US stock exchanges' listing standards - that independent directors constitute at least
amajority of the board, and that all the members of the following board committees are
independent: sudit, compensation, nominating and corporate governance.

¢ In1987 an average of16 percent of shareholders voted in favor of shareholder proposals to
declassify boards of directors so that directors stand for election eachyear. In 2012, these
propesals enjoyed an 81 percent level of support on average. Ten years ago, fewer than 40
percent of S&P 500 companies held annual director elections compared to more than two-
thirds of these companies today.’

« Electing directorsin uncontested elections by majority (rather than plurality) vote was
congidered a radicalidea a decade ago when shareholders pressed for itin proposals they
filed with numerous companies. Today, 90 percent of large-cap U.S. companies elect
directors by majority vote, largely as a result of robust shareholder support for majority-
voting proposals

* Aproposal that built momentum even more rapidly and influencad the practices of
hundreds of companies in the last few years is the request for proxy access. Resolutions
filed by the New York City Comptroller to allow shareholders meeting certain eligibility
requirements to nominate directors on the company’s proxy ballot achieved majority votes
at numerous companies. As aresult, since 2015, at least 400 companies have adopted
proxy access bylaws.

* "Say-on-pay’ vote requirements - now mandated by the Dodd-Frank Act - also resulted
from shareholder proposals.

+ Shareholder proposals or related engagements played a key role in maving close to
160 large companies (including more than half of S&P100 companies) to commit
to disclosure and board oversight of their political spending with corporate funds.®

* Since 2008, 85 companies have agreed to issue sustainability reports as result of
shareholder resolutions. According to the G&A Institute, 81 percent of S&P 500 companies
published sustainability reports in 2015 compared to justunder 20 percentin 2017

* Thefirstresolution requesting that companies source deforestation-free palm oil went to
vote in 201. By 2016 more than 20 companies had responded to similar resolutions and
protected their brands’ reputations by committing to source deforestation-free palm all
produced by workers free from human rights abuses.®

« Sharehclder proposals have led to wide-scale adaption of international human rights
principles as part of corporate codes of conduct and supply chain policies, protecting
companies from legal and reputational risk.

+  Asubstantial majority of large companies have sexual orientation nondiscrimination policies
largely as a result of hundreds of shareholder proposals. A 2016 analysis by Credit Suisse

¢ AFL-CIO letter to Stanford professors Larcker and Tayan, January18, 2013

¥ http://politicalaccountability.net/impact

Thttp:/ fwwwga-institute com/press-releases/article/flash-report-eighty-one-percent-81-of-the-sp-500-index-companies-
published-corporate-sustainabihtml

Data compiled by Ceres.
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found that 270 companies which provided inclusive LGBTQ work environments
outperformed global stock markets by 3 percent annually for the previous six years.

Benefits to investors

The shareholder proposal process helps to protect investor interests

Common stockholders generally have six types of basic rights: the right te file and vote on
shareholder proposals and to vote to elect directors (nowever not all share classes have voting
rights); ownership in a portion of the company and a claim on a portion of the assets; transfer of
ownership; entitlement to a portion of dividends set by the board of directors; the opportunity to
ingpect corparate books and records; and the right to sue for wrongful acts, including class action
suits. (Corporate bylaws influence these rights, but they are generally applicable as listed)

These rights are necessary but at times insufficient to protect investor interests. Chiefamong
investor interests is maximizing risk-adjusted, long-term, portfolio-wide returns. And institutional
investors generally have a fiduciary duty to act in the interest of their clients and beneficiaries.

Asinvestors seek to protect their interests in accordance with their rights and obligations, they are
confronted with a challenge. The tools they have to influence corporate behavior are more easily
asserted after things have gone wrong with the company they own, when the issue is widely
obvious, and the value of their investment has been impaired.

The shareholder resolution process isimportant because It allows investors to communicate with
boards, management and other shareholders about ways to protect their interests in a proactive,
forward-looking way on important corporate governance, risk and policy issues affecting
companies, before a crisis arises that erodes shareholder value.

It promotes good corporate governance

The substantial history of corporate scandals clearly demonstrates that the separation of
corporate ownership and centrol allows managers substantial leeway to pursug their own
interests, which can at times be at the cost of shareholder wealth.® The shareholder resolution
process acts as a critical safeguard against these agency problems, and enables all shareholders
holding voting stock, including relatively small ones, to encourage management and boards to
address ESG issues that they believe are significant to the company and to society.

Examples of managerial strategies that could be classified as "ESG failures” and were disastrous
for investors and employees abound: AIG, Bear Stearns, Lehman Brothers, B, Enron, WorldCom,
Fannie Mae and Freddie Mac, Massey Energy, Volkswagen and Wells Fargo. Scandals and
disasters are thevisible portion of the larger iceberg of incentives that lure corporate managers to
manage for the shortterm and take excessive risk at shareholders’ expense.

¥ The Modern Corporation and Private Property. By Adolf A. Berle, Jr. and Gardiner C. Means. New York: The Macmillan Company, 1932,
7
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Theworld's largest asset managers are acting to address these risks. A letter sent in January 2017
from State Street Global Advisors’ CEQ Ron O'Hanley to beard members of companies inwhich
State Street owns shares says that ESG issues “can have a material impact on 8 company's ability
togenerate returns,” and that "as stewards we are convinced that addressing ESG issues is a good
business practice and must be part of effective board leadership and oversight of long-term
strategy.™ In addition, The Investor Stewardship Group, a coalition of sixtegn of the largest
institutional investors managing $17 trillion collectively, premiered in January 2017 the Framework
for US, Stewardship and Governance, outlining & set of six fundamental governance principles for
U.S. listed companies™

However, few investors have the clout and access to boards enjoyed by the very largest
institutional investors, and shareholder propesals and proxy voting are critical tools to urge
companies to adopt the best corporate governance practices and to address material ESG issues.

The proposal process helps enhance board accountability

Boards of directors are charged with ensuring that company management acts in the best
interests of the company and its shareholders. In reality, they sometimes fail in this regard for a
number of reasons including: use of insufficient or incorrect information; "group think” and lack of
diversity; an overly deferential approach to the managers they oversee; or by acting in their own
interests. Shareholder proposals can strongly encourage boards and management to address
ESG issues that they might otherwise overlook or ignore.

Investors have several tools to communicate with corporate boards tasked with representing
shareholder interests. Proxy voting is one. However, without the ability to put items on the proxy,
most investors would lack sufficient Influence and access to convey their concerns and requests
tothe board.

Voting against (or withholding votes from) directors is one option for shareholders, but thisis a
bluntinstrument, providing the director no information as to the rationale for the vote, or the
underlying issue. And voting against directors due to a specific environmental or social problem is
likely to gain momentum enly after an adverse event occurs, by which time investors will already
have seen the damage to returns. On the other hand, sharehalder proposals allow investors to
signal their expectations and/or displeasure on individual ESG issues without resorting to
withholding their vote from directors,

Successful boards must be knowledgeable about and responsive to 8 wide range of issues
affecting the company. Provided with enough information and a strong enough signal from
shareholders, directors and management can often successfully address ESG issues. One of the

¥ In March of 2017, State Street managed approximately $24 trillion, https://www ssga.com/investment-topics/environmental-
saclal-governance/2017/Letter-and-ESG-Guidelines paf

" hitps://corpgov.aw.harvard.edu/2017/02/01/pramoting-long-term-value-creation-the-launch-of-the-investor-stewardship-
group-isg-and-isgs-framework-for-u-s-stewardship-and-governanoe/
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mostimportant ways of sending that signal to companies and their directors is through the
shareholder proposal process.

Benefits to small and individual investors

The shareholder proposal regulatory process allows both small institutional investors and
individual shareholders to alert boards to management’s need to take timely action on emerging
and critical ESG issues.

Asystem that sllows shareholders to file proposals isneeded in part because individual investors
and smaller shareholders nearly always lack large enough holdings to get the board and
management’s attention in any other way. As Berle and Means argued in the 1930s, "shareholders
often are virtually powerless against management, because each individual shareholder owns only
avery small percentage of the outstanding shares.. ™

The voting process allows one investor to raise an issue, make supporting arguments inthe
company's proxy materials, educate other investors, and then aggregate the votes of other
investors who agree the issue needs to be addressed. Small shareholders filing proposals often
catalyze beneficial actions and changesin corporate governance and practices that benefit the
company and all shareholders. And many large asset owners and asset managers who rarely file
shareholder proposals now vote for ESG proposals filed by smaller shareholders.

For example, in 2016, Walden Asset Management, which manages $3 billion for clients focused on
sustainable and responsible Investment, filed a proposal with CLARCOR, a water filtration company,
requesting a sustainability report including disclosure of greenhouse gas reduction goals. The
following asset managers are among those that voted for the proposal, which received 61 percent
support: Deutsche, Goldman Sachs, John Hancock, Mass Mutual, Northern Trust, ProShares,
Schroders, State Street, TIAA-CREF and Wells Fargo.”

In 2018, at least 18 large U.S. mutual fund companies voted for more than 50 percent of climate
change-related resolutions, including: Alliance Bernstein, GMO, Lazard, Morgan Stanley, MFS,
Natixis, Northern Trust, Schroder, and Wells Fargo.®

Corporate directors have limited time and resources. As a result, when they do meet with
investors, they generally only meet with the company's largest shareholders, who therefore have a
reduced need to submit proposals to get a board’s attention. The shareholder proposal process
ensures that boards can hear from investors of all sizes. Without this process, boards can be
largely insulated from the concerns and perspectives of the wider shareholder base.

¥ The Modern Corporation and Private Property. By Adolf A. Berle, Jr. and Gardiner C. Means, New York: The Macmillan Company, 1932,
" According to analysis by Fund Votes
® hitps:/ Avww.ceres.org/press/blog-posts/is-your-mutual-fund-company-taking -climate -change-seriously
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Benefits to passive and long-term investors

While active investors have the option of selling shares of companies whose management they do
not trust to add value, passive investors' options are more limited. BlackRock CEQ Larry Fink
addresses head-on the benefits of (and need for) shareholder engagement for passive investors:

"BlackRock engages with companies from the perspective of a long-term shareholder. Since many
of our clients’ holdings result from index-linked investments - which we cannot sell as long as
those securities remain in an index - our clients are the definitive long-term investors. Asa
fiduciary acting on behalf of these clients, BlackRock takes corporate governance particularly
seriously and engages with our voice, and with our vote, on matters that can influence the long-
termvalue of firms. With the continued growth of index investing, including the use of ETFs by
active managers, advocacy and engagement have become even more important for protecting the
fong-term interests of investors.™ [Emphasis added]

Such engagement includes both private company dialogues by large investors like BlackRock and
State Street and shareholder propesals by other smaller investors who often find it difficult to get
the attention of management and boards through voluntary engagement,

Investors that utilize active management strategies also have a strong interest inengagement and
filing shareholder proposals for the same reasons that these investors value the ability to vote their
proxies. Active trading can be costly and is ineffective in addressing long-term governance failures
at corporations. Most active investors have an interest in the long-term sustainability of
corporationsthey invest in, regardless of thelr individual portfelio management strategies. Active
investors may wish to continue to hold a stock for financial reasons but still maintain concerns
about certain governance, risk management or disclosure practices that a shareholder proposal
could effectively address. Similarly, active investors that sell a stock today will generally want to be
able to purchase that stock again in the future. Their interest in the long-term value of any
particular company can be independent of their trading strategies.

It is also impartant to recognize that while passive investors are unable fo sell shares in order to
avoid certain risks, active investors are also exposed to the economy-wide systemic risks that
shareholder proposals are uniquely positioned to address. Three University of Cambridge research
institutions explain this reasoning in thelr 2015 paper Unhedgeabie Risk: How Climate Change
Sentiment impacts Investment. The paper argues that: “Short-term shifts in market sentiment
induced by awareness of future, as yet unrealised, climate risks could lead to economic shocks,
causing substantial losses in financial portfolio value within timescales that are relevant to all
investors.®

' https:/ Awww blackrock com/corporate /en-us/investor-relations/larry-fink-ceo-letter
@ http:/ fwnwnw.cisl.cam.ac.uk/publications/ publication-pdfs/unhedgeable-risk pdf

10
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Benefits and costs to companies

The proposal process is efficient compared to the alternatives

The Business Roundtable states: "As set forth in our 2012 Principles of Corporate Governance, we
believe it is the responsibility of the corporation to engage with long-term shareholders in a
meaningful way on issues and concerns that are of widespread interest to long-term shareholders,
with appropriate involvement from the board of directors and management™” For all the reasons
described in this paper, the current shareholder proposal process is one of the most effective ways
for shareholders to engage the companies in which they invest,

Alternatives to shareholder proposals include voting against directors, lawsuits, books and records
requests, and requests for additional regulations. Each of these is mare onerous and adversarial
than including a 500-word proposal in the proxy statement for the consideration of shareholders.
Most importantly, any analysis of costs (discussed below] of the proposal process must be
balanced against the benefits. Poor corporate governance and inadequate ESG practices hurt
company performance and investor refums, sometimes in catastrophic ways, as described sbove,

Companies frequently agree to act on the request made in the proposal

Many shareholder proposals resultin agreements between the filing shareholder and the
company. An average of 375 percent of shareholder proposals related to climate change during
the 2012-2016 proxy seasons were withdrawn by filers in response to the company agreeing in
some form to the request. Withdrawal rates for some other topics is far higher. The New York City
Comptroller's Office withdrew 80 percent of the 45 proxy access resolutions it filed during the 2016
and 2017 proxy seasons due to commitments by 36 companies, These examples of high
‘agreement rates’ suggest that many companies find benefits in committing to act on shareholder
proposals before they goto avote.

The cost to companies is generally low and spending is within their control

The Business Roundtable suggests that companies spend an average of about $87,000 per
shareholder proposal® This figure originates from an SEC release in which the SEC attempted to
utilize limited and ambiguous data to calculate costs associated with the shareholder proposal
process. Prior to its1998 rulemaking, the SEC surveyed companies regarding the costs of the
process. The questionnaire contained ambiguous questions yielding results that do not
support the above figure.

First, the SEC asked how much it costs companies per year to determine whether or not to include
shareholder proposals, including fellowing the exclusion rules and procedures. Because the

question was ambiguously worded, the average figure of $37,000 per year arguably applied to the
total cost to companies of considering whether or not to include all proposals. It did not appear to

“http://businessroundtable.org/resources/letter-sec-rule-shareholder-proposal-resubmissions

 https:/ /www.sec.govicomments/4-537/smbainbridge7785,pdf;

https:/ Avww.uschamberfoundation.org/sites/ default /files/article/foundation/Analysis%200f%20t he%20Wealth% 20Effects% 200f%
20Shareholder%20Proposals_0 pdf

11
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reflect the cost per proposal. The wide range of responses to the question from $10 to $1,200,000 (&
median value of $10,000) also refiects the ambiguity of the issue and question, as well as the range
of resources expended by companies in their discretion in response to shareholder

proposals. Similarly, the SEC reported survey results indicating an average cost of $50,000 to
publish proposals, and as with the first question it appeared that this may be the average cost for
including all proposals in the proxy, rather than a per proposal expense.” These ambiguities inthe
original questionnaire and responses undermine the conclusion that it costs companies an
average of $87,000 per proposal.

Most companies receive few, if any, shareholder proposals. While there are about 4,000 publicly
listed companiesin the U.S. (excluding over-the-counter stocks), in 2016 approximately 1,000
resolutions were filed® - or approximately proposal every 4 years per company on average
Moreaver, most proposals tend to be filed with larger {ie., S&P 500) companies, which have the
resources to deal with such shareholder input. The number of shareholder proposals in recent
years has not been significantly increasing. Rather the number of proposals has vacillated from a
high 0f1126 in 2009 to a low of 691 in 20117

Finally, the SEC oversees a robust "no-action letter” system that allows companies to exclude
proposals from the proxy ballot that do not meet certain procedural and/or substantive hurdles.
Requesting an informal ne-action letter provides companies with a means of knowing whether the
SEC Staff would recommend no enforcement action if the company's excludes the proposal from
the proxy. During the 2013-2015 proxy seasons companies challenged nearly one-third of
shareholder proposals submitted. About half of those challenged proposals were omitted from the
proxy with SEC approval,

Studies show financial performance benefits to companies receiving resolutions
and for strong ESG performance

A substantial body of litersture shows that companies that have superior sustainability or ESG
performance perform at least aswell as, and often better than, less sustainable peers. Thus,
issues raised in shareholder proposals are often financially material to companies.

« Arecent analysis of more than 2,000 empirical studies concluded that approximately 90
percent of those studies found that the relationship between ESG and financial performance
was either positive or zero, Only ten percent of the studies showed a negative relationship.
Morningstar's research from 2015 shows that large-cap US. funds with high Morningstar
Sustainability Ratings have lower rigk*

+  A2015 study found that successful ESG engagements generate cumulative (1999-2009)
excess returns of +7.1 percent. Moreover, unsuccessful engagements (ones that didnt result

 hittps:/ fwww sec.gov/rules/final (34-40018 htm
“ hitp://money.cnn.com/2015/07/08/investing/stock-market-shrinking/
# Data provided by the Sustainable Investments Institute.
#1585 Voting Analytics database.
7 http:/ /staticl1.sqspedn.com/static/f/ 276323 /27013100 1462553848273/ J+Brown __THE+EVOLVING+ROLE+QF+RULEH4A-
8+IN+THE+CORPORATE+GOVERNANCE +PROCESS paf?token=e0vISsXwi Y Id48V6JQYXWIOUA%3D P.18]
% Higher Sustainability Ratings Can Mean Lower Risk Jon Hale, Momingstar, October 13, 2015
12
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in any corporate action) experienced no change in market valug.” This suggests that while
propesals that lead to corporate action on an ESG issue can be significantly beneficial for
companies and shareholders, proposals that don't lead to action cause no harm,

«  A2014 study that tracked two groups of companies (categorized as high / strong or low /
weak on sustainability) between 1993 and 2009 found that high sustainability companies
significantly outperformed their counterparts over the long-term in terms of stock market
and accounting performance.®

« Arecent study by Wilshire of the effect of CaIPERS corporate governance activism on
targeted company share prices shows that, for the three years prior to the engagement,
targeted companies significantly underperformed the Russell 1000 index, while for the five
years following the engagement, they significantly outperformed the same index.

* Anacademic study conducted in 2016 found that "[Flirms that adopted shareholder
resclutions on long-term [executive] compensation experienced a significant increase in
their stock price.... Overall, the findings of this study suggest that long-term incentives
improve a firm's governance as well as its impact on society and the natural environment.™

* Additional studies are available here.

The current rules and thresholds are appropriate and should

be maintained

As mentioned earlier, the current proposal process has been refined and fine tuned since 1943, and
workswell inits current form. The existing process is flexible, allowing investors to tailor their
requests to address company-specific issues as they arise. As a result, the proposals filed each
year reflect market conditions and evolving best practices. These benefits are closely related fo
the specific thresholds and criteria in Rule 14a-8, which we believe should be maintained.

The value of existing filing thresholds

Under the current SEC rule, to submit 8 proposal, investors most hold at least $2,000 worth of
shares continuously for at least cne year. The one year holding requirement ensures that the use
of the shareholder proposal rule is appropriately limited to longer-term shareholders. For example,
the current tax code also uses ane year to distinguish shart-term capital gains from long-term
gains,

Any proposals to significantly increase the filing threshold would exclude many smaller investors
from fling. This raises serious fairness and efficacy concerns. For example, religious organizations
are long-time leaders in filing constructive shareholder proposals. Some of these filers are very
small investors who would be forced out of the system if the filing threshold were raised
significantly. Large investors do not have a monopoly on good ideas, and they already have greater
access to boards than smaller investors, as previously described. The current shareholder

@ https://papers.ssm.com/sol3/papers ofm 2abstract .id=2154724
# hitp://pubsonline.informs org/doi/abs/101287/mnsc. 20141984
“ hitps:/ finrcinstitute.org/wp-content/uploads/2016 12/2018-Academic-Winner-by-Flammerl pdf
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proposal system harnesses the power of a marketplace ofideas, and barring small investors from
participating In this marketplace would be as unwise asit is unfair,

Prior to1983 there was no dollar threshold for submitting a proposal. In1983 the SEC adopted a
1,000 requirement. 11998 the SEC raised the threshold to $2,000.%* They declined to raise the
threshold further “out of concern that a more significant increase would restrict access to
companies’ proxy materials by smaller shareholders, who equally with other holders have a strong
interest in maintaining channels of communication with management and fellow shareholders.”
Ifthe amount were adjusted for inflation since 1998 the current threshold would increase to about
$2,9463 Therefore, the existing filing threshold is close to what the SEC felt in1998 was necessary
to avoid excluding smaller shareholders.

The value of existing resubmission thresholds:

In order to resubmit a proposal under current rules, it must have received at least 3 percent of the
vote on its first submission, B percent on the second and 10 percent on the third. The BRT has
proposed that at the very least the thresholds should be updated to implement the increases
proposed in1997: 6 percent on the first submission, 15 percent on the second and 30 percent on
the third. The percentage of proposals since 2000 that are estimated to fall below those
thresholds are 13.32%, 31.5%, and 5014%, respectively.

As noted above, experience indicates that it often takes several years for a proposal on an
emerging issue to gain traction with investors and to achleve double-digit votes. In manyinstances
these proposals eventually receive substantial support, leading to widespread adoption by
companigs. The current thresholds provide a reasonable amount of time for emerging issues to
gain support amaeng investors while ensuring that only those proposals that garner meaningful
support remain on the ballat for multiple years.

Itis also important to keep in mind the following, which can contribute to low votes on shareholder
proposals:

1. Some companies have high insider ownership and insiders can be expected to vote with
management;

2. Companies can use multiple share classes that can reduce votes;

3. Broker non-votes and abstentions can be used to reduce vote percentages if they are added
to denominator when votes are calculated. The great majority of firms use the simple
formula “For / For + Against” when calculating votes, which is the method used by the SEC for
assessing whether resubmission thresholds have been met;

4. Afewof the very largest asset managers still routinely vote against (or abstain from voting
on) all resolutions with environmental and social elements.

https:/ fwww.sec.gov/rules/final/34-40018 htm
Fhttps:/ /. sec.gov/rules/proposed/34-39093 htm
* https:/ /. his gov/data/inflation_calculator.htm
14
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Existing SEC rules preclude proposals relating to ‘ordinary business’

The SEC's current guidance on allowing companies to exclude from the proxy any resolutions
pertaining to acompany's ordinary business appropriately states that resolutions need to pertain
to "significant policy issues” faced by companies® This approach strikes a critical balance
between respecting the board's role on corporate governance and management's discretion on
routine business decisions, while also recognizing the existence of policy issues significant enough
towarrant a shareholder vote*

As Staff Legal Bulletin Ne.14E (2009}, made clear, a primary benefit of the shareholder resolution
process is the ability for investors to help companies address issues that are currently (or may
s00n become) significant risks that are not widely recognized or appreciated by the company.
Resolutions focusing on risks are among the most critical examples of how the private ordering
system of the proposal process should work. Investors must be permitted to focus the board and
management's attention on unaddressed risks. This system harnesses market forces by allowing
shareholders to highlight risks their companies face and ask the companies to act to reduce the
risks.

SEC rules to prevent abuse of the system by special interests

Under existing SEC rules, the voting process prevents undue influence from special interests as
well as frivolous resolutions. The SEC's ‘ne-action letter” system relies on rules that bar proposals:
pertaining to "personal interests;” relating to operations accounting for lessthan 5 percent of gross
sales; "that the company would lack the power or authority to implement;” dealing with “ordinary
business operations;” that the company has "already substantiallyimplemented;” or that "relates
to specific amounts of cash or stock dividends.™

Any resolutions that survive the no-action process but subsequently generate low votes are then
excluded by the current resubmission thresholds. Under this part of the system, decisions about
what should go on the ballot are primarily in the hands of voting investors. AsMatt Orsagh, a
corporate governance expert with the CFA Institute, told Bloomberg BNA, “We prefer to let investors
decide for themselves whether a proposal is worthy of their time."*

Conclusion

Itis not surprising that corporate managers and their frade associations may not see the
materiality of corporate governance and ESG issues in exactly the same light as investars. The
median CEO tenure at S&P 500 companies as of 2014 wes sixyears™ Generally speaking, CECs
can be expected to try to maximize share prices and returns during their tenure, a reality partially

* Staff Legal Bulletin No. ME: https./ fvww.sec gov/interps/legalicisibide htm

* https:/ Avwwsec.gov/interps/leqal /cfsibidh htm and Medical Commiittee for Human Rights v, SEC, 432 F.2d., 65, 680-881 {1970},
vacated and dismissed as moot, 404 U.S, 402 {1872).

I https:/ fwww.sec.gov/interps/legal cfslbld htm

* hitps://www bna.com us-chamber-calls-n57982063976/

 http:/ fnwnw.equilar.com/blogs/58-ceo-tenure html
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responsible for the so-called "tyranny of short-termism.™® But investors saving for retirement and
other long-term shareholders have much longer-term interests,

These long-term perspectives can also be helpful to company financial performance. A 2014 study
ofthe effect of long-term investors on corporate decision-making shows that “long-term investors
restrain numerous corporate misbehaviors such as eamings mismanagement and financial
fraud..” and foster shareholder input into board and management decisions.”

The shareholder resolution process allows investors to ask boards and management to address
issues that affect the long-term interests of investors. At the same time, the existing process
allows companies to exclude frivolous resolutions, those that seek to micro-manage, or that
intruce on management’s ordinary business judgment. Through use of precedent, the existing no-
action letter process sends strong signals to resolution filers to aveid filing resolutions that are
likely to be excluded, thereby enhancing the efficiency of the system.

The resolution process provides a needed and effective toal to the growing ranks of passive index
investors who often cannot divest shares when they have concerns about corporate governance
and other ESG issues. But their fiduciaries can use shareholder proposals to influence the behavior
of boards and management and encourage companies to address material corporate issues. And
the votes of their fellow investors can send a powerful signal about the importance of these issues
toinvestors. Hence shareholder proposals provide a valuable service to all shareholders, allowing
them to signal boards and management In an advisory capacity,

The current U.S. shareholder proposal system providesimpaortant benefits for investors and
companies. Itis a key tool for the assertion of shareholder rights, helps ensure accountability of
boards and management, and enables shareholders to focus corporate attention on important
issues that may otherwise escape attention. Changing the existing finely tuned SEC rules and
practices for overseeing shareholder proposals is likely to do much more harm than good.

“ https://hhr.org/20M/03/capitalism-for-the-long-term
“https://papers.ssrn.com/sol3/papers cfm?abstract. id=2505261
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STATEMENT FOR THE RECORD
BEFORE THE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
OF THE UNITED STATES SENATE
December 9, 2019
The Honorable Mike Crapo The Honorable Sherrod Brown
Chairman Ranking Member
Committee on Banking Committee on Banking
United States Senate United States Senate
Washington, DC 20510 Washington, DC 20510

Re: Oversight of the Securities and Exchange Commission
December 10,2019

Dear Chairman Mike Crapo, Ranking Member Sherrod Brown and Members of the Committee:

Gabelli Funds, LLC (“Gabelli Funds™) respectfully requests the following statement be made part
of the record of the Oversight Hearing scheduled by the Committee on Banking, Housing and
Urban Affairs (the “Committee™) of the United States Senate concerning the Securities and
Exchange Commission (the “SEC™ or “Commission”).

Gabelli Funds s a registered investment advisor subject to regulation under the Securities and
Exchange Commission (“SEC™ or “Commission™). Its clients include fourteen Gabelli
Investment Funds, registered as closed-end investment management companies under the
Investment Company Act of 1940 (%1940 Act™), which the Commission is charged with
enforeing. These Funds with total assets of approximately $7.3 billion are all listed on the New
York Stock Exchange.

When the Adviser learned of this hearing, we believed it to be an important opportunity to ensure
the Committee is aware of current matters involving closed-end funds and the SEC's role as
protector of them and their investors. We strongly believe the Committee can effectively and
productively exercise its jurisdiction by adapting regulation to address current abuses or creating
new legislation to enhance investor protection in a market that provides critical levels of income
for Main Street investors including retirees.
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Crosen-Exp Fusp Overview

An estimated 3.6 million U.S. houscholds own closed-end funds. Closed-end funds have
provided Main Street investors an attractive medium for income and capital appreciation for over
a century; this investment format predates the Investment Company Act of 1940 and the
better-known structures of open-end mutual funds and exchange-traded funds. Today. there are
nearly 500 closed-end funds’ with approximately $250 billion of assets.’ Closed-end funds pay
an average 6.9% annual distribution to shareholders. This distribution is generally paid m:nmhlyJ
from a combination of interest. dividends, capital appreciation, and paid in capital. In an
investment environment with Treasury yields under 2% and negative yields prevalent in foreign
government bonds, such high payouts are attractive to retirees seeking income to fund their
expenses, Approximately 37% of the 3.6 million households invested in closed-end funds are
retired, a larger percentage than the ownership base of other structures such as open-end mutual

s

funds.

In addition to the consistent distribution closed-end funds provide to investors and retirees, their
long-term investment horizon provides attractive capital for growing companies. The investments
made by closed-end funds provide growing companies with capital to make investments in
expanding their businesses, creating jobs. and supporting the overall economy.

The SEC’s mission of a) protecting investors, b) maintaining fair, orderly. and efficient markets,
and c) facilitating capital formation makes for its oversight of the closed-end fund market critical.
It ensures continued efficient functioning of the valuable cash flow closed-end funds produce for
Main street investors. The closed-end fund structure where investors sell shares on regulated
exchanges such as the New York Stock Exchange rather than to the fund itself benefits the
economy. They allow fund management to invest with a stable pool of capital and predictable
cash flow, which allowed managers to more readily allocate that capital over a long-term time
horizon.

* See Duvall, James, “The Closed-end Fund Market, 2018,” IC| Research Perspective 25, No. 2{April 2019), available
at www.ici.org/pdf/per25-02.pdf.

* 5ee www.cefconnect.com (excludes BDCs)

* See Duvall, James, “The Closed-end Fund Market, 2018," IC| Research Perspective 25, No. 2{April 2019), available
at www.ici.org/pdf/per25-02.pdf.

* See Morningstar Direct™; CEF Advisors Provides Data for CEFs, Interval CEFs, and BDCs as of 6/30/19 (Closed-End
Fund Advisors, Inc.),

# See Duvall, James, “The Closed-end Fund Market, 2018," ICI Research Perspective 25, No. 2(April 2019}, available
at www.ici.org/pdf/per25-02.pdf.
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Having established the multifaceted value of the closed-end fund market to benefit from the
investor protection mission of the SEC and this Committee, we call the Committee’s attention to
disturbing trends in the closed-end fund market where investor choice has become limited and
income streams reduced.

Neen For Review

Since 2007, there has been a decline in the number of closed-end funds by nearly 25%. One of
the drivers in recent years is an increase in attacks from activist hedge fund investors seeking
short-term profit at the expense of the long-term Main street investor. These self-serving entities
use the Stock Exchange requirementh that closed-end funds have annual meetings with
shareholder votes to replace directors and force liquidity events such as open market tender offers,
share repurchases, or worse, liquidations.

In all of these cases, the capital of a closed-end fund is reduced or eliminated to address a
short-term hedge fund investor whose interests are self-serving and deviate from the majority of
the long-term shareholders. These Main street investors desire the consistent income that
closed-end funds uniquely offer. The capital reduction also means the broader economy loses a
source of long-term otherwise permanent funds for companies to invest, grow and create jobs.

Tue ProsLew

While the general concept of sharcholders challenging a listed company’s management is not
objectionable, the method arbitrage-oriented activist hedge funds attack closed-end funds violates,
at least in spirit, key clauses of the 1940 Act. Notably. Section 12(d)(1A)i) of the 1940 Act
states:

“It shall be unlawful for any registered investment company (the **acquiring company™) ... to
purchase or otherwise acquire any security issued by any other investment company (the
“acquired company™)..... if the acquiring company and any company or companies controlled
by it immediately after such purchase or acquisition own in the aggregate— (i) more than 3 per
cent of the total outstanding voting stock of the acquired company:” (“3% Limit”)

Section 3(c)(1) and Section 3(c)(7) of the 1940 Act require private investment companies such as
hedge funds to abide by this 3% Limit just as if they were registered investment companies.

© See NYSE Listed Company Manual §§ 704 Annual Meetings
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These provisions were drafted by Congress specifically to limit an acquiring fund from
accumulating and exercising undue influence on a registered fund and its sharcholders. However.
arbitrage-oriented activist hedge funds evade this rule by using multiple funds with similar if not
identical investment objectives. This anomaly in the rule allows activist shareholders to
accumulate material voting stakes and thus exert the leverage to threaten destructive acts that are
otherwise inconsistent with a Board's corporate governance and investment objectives.

When an arbitrage hedge fund achieves its goal, either a partial or full liquidation of a closed-end
fund, the results are often undesired by and detrimental to the Main Street investor, The
liquidation or tender offer reduces or eliminates the size of the fund. The activist investor has
often times fully hedged their closed-end fund investment and often sells its remaining shares if
the fund continues, making its reputation for being a short-term coercive entity well deserved.
The fund’s income stream is disrupted, and shareholders who are invested through a taxable
account and tender their shares realize capital gains and incur the taxes that go with it. A smaller
fund will tend to have higher expenses with lower economies of scale.

These are destructive consequences for the remaining shareholders and detrimental to the broader
economy. Long-term stable capital sources are lost to growth companies, and incentives for
managers to launch new closed-end funds reduced. For all these reasons, we believe the SEC and
the Committee in its oversight jurisdiction should address the increased presence of activist
investors in the closed-end fund market,

Tue Soution
We urge the Committee on Banking, Housing and Urban Affairs to collaborate with the SEC to
provide closed-end funds the protections they need to continue providing investors regular

distributions and companies the attractive source of stable long-term borrowing capital.

o Drafi legislation to close the loophole in the 3% Limit clause of the 1940 Act.

7 See Proxy Statement Pursuant to Section 14(a) of the Securities Exchange Act of 1934, Preliminary Proxy
Statement (August 12, 2019),

available at https://www.sec.gov/Archives/edgar/data/1487610/000089843219001067/precida.htm

Slide 18 where one fund gives ten examples where an activist entirely or largely sells its stake after a standstill
available at https://www.sec.gov/Archives/edgar/data/1487610/000089843219001173 defalda htm

*See Thomas A, DeCapo and Kenneth £, Burdon, Activists Take Another 5290 Million Bite Out of Vulnerable
Closed-End Fund Asset Class (June 19, 2019),

https:/fwww.skadden.com/insights/publications/2019/06 /activists-take-another-5290-million-bite
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Congress would do the investing public and the legal community a favor by revising the
language of the 3% Limit to subject “investment advisors” rather than individual funds to
the 3% Limit, This would adjust the law to a market reality that a) advisors are the true
medium of investment management decision-making today rather than individual funds.
and b) private funds are dramatically more prevalent than when the 1940 Act was passed.

o Draft legislation to subject private funds to the investment advisor 10% limit in Section
12(d)(1)(C} for which they are currently exempt. The clause subjecting private funds to
the 3% Limit was not extended to a sister clause that prohibits advisors from buying over
10% of a registered investment company. Thus, advisors may surpass 10% voting control
to the extent excess holdings are in private vehicles, such as hedge funds or separately
managed accounts. Many arbitrage activists are mostly or entirely managers of private
vehicles, including separately managed accounts and thus the intent of the clause largely
misses them in applicability. In particular, this recommendation was made by the
Investment Company Institute in its comment letter related to the Fund of Funds
Arrangements rulemaking process in April.q

o Work with the SEC to build interpretive provisions protecting closed-end funds in the
Fund of Funds Arrangements rulemaking process.w

The Division of Investment Management has taken public comment on proposed Rule
12d1-4 loosening various fund of funds limits including that of the 3% Limit. The intent
is mostly to affect open-end funds, but there would be adverse effects on closed-end funds
as well. We urge Commitiee members and staff to reiterate a number of rulemaking
positions that would strengthen investor protection:

o Private funds should be excluded from proposed relief of the 3% Limit, especially
given many operate from foreign locales outside the regulation and jurisdiction of
the SEC;

o Closed-end funds as acquired funds (or targets) should be excluded as a type of
fund in which other funds could invest in excess of the 3% Limit;

o Define “control”, the threshold for which an acquiring fund is presumed to be able
to exert undue influence at 10%, below the proposed 25%. This 10% matches the
threshold at which outside shareholders are presumed to be insiders for purposes of
public reporting.

* See pages 29-31 available at https://www.sec.gov/comments/s7-27-18/s72718-5433908- 184637.pdf
1 5pe Proposing Release available at https://www.sec.gov/rules/proposed/2018/33-10590.pdf and
https:/fwww.sec.gov/comments/s7-27-18/s72718 htm for comments.
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o Work with the SEC on interpretive matters outside the Fund of Funds rulemaking process
that would strengthen protection for closed-end funds such as revising a staff position on
closed-end funds adopting sharcholder rights agreements to level the playing field in line
with that existing for operating ‘:ornpa.niesI %

Tue Covcrusion

Gabelli Funds appreciates the attention the Committee is giving to its responsibility to exercise
oversight of the SEC and to the SECs role in protecting investors and ensuring the U.S. capital
markets are efficient. We believe the Committee has the opportunity to strengthen protections for
investors in closed-end funds with the above acts to modemize the 1940 Act and to prevent the
closed-end structure from becoming less relevant in the investing marketplace. Threats to the
attractive income streams closed-end funds distribute to their shareholders are serious and
represent a clear violation of the spirit of the protections intended in the 1940 Act. Congress.
working with the SEC, can take action to adapt and clarify the statute to reflect today’'s
developments.

Sincerely.
David fs%m
David Goldman

General Counsel
Gabelli Funds, LLC

" See Andrew J. Donohue, SEC Director of Investment Management, Keynote Address at the Independent Directors
Council Investment Company Directors Conference (Nov. 12, 2009}, available at
https:f/www.sec.gov/news/speech/2009/spch111209ajd.htm. The SEC Division of Investment Management took
the opposite position in 2009,
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INTERFAITH CENTERON CORPORATE RESPONSIBILITY
Inspired by faith. Committed to action

November 6, 2018

Hon. Jay Clayton

Chairman

U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

Re: File 4- 725 -- Staff Roundtable on the Proxy Process

Dear Chairman Clayton,

In response to your July 30th Statement announcing a Staff Roundtable on the Proxy Process,
the Interfaith Center on Corporate Responsibility {ICCR), a coalition of more than 300
institutional investors collectively representing over $400 billion in invested capital, wishes to
express our affirmation of the current shareholder proposal process as effective, efficient and
beneficial to both shareholders and the long term well-being of the companies they hold. Our
members are composed of a cross section of religious investors, foundations, asset managers,
pension funds, and other long-term institutional investors. Members of ICCR have been
involved in the shareholder resolution process since 1971, giving us over 45 years of experience
in shareowner engagement and the proxy process.

We submit this brief comment in advance of the Staff Roundtable, and will be providing a more
in-depth comment subsequent to the Roundtable.

We firmly believe that there is no need to revise the rules governing the proxy process. For
decades, the shareholder proposal process has served as a cost effective way for corporate
management and boards to gain a better understanding of shareholder priorities and concerns,
particularly those of longer-term shareholders concerned about the long-term value of the
companies that they own. This efficient system of private ordering has led to the widespread
adoption of a number of constructive corporate governance practices that have become
standard in the field, such as independent directors, declassifying beards, “say on pay” vote
requirements, and many others. The history of ICCR demonstrates literally hundreds of
examples of companies changing their policies and practices in light of productive engagement
with shareowners, including the filing of resolutions.

The Reundtable announcement lists several potential topics for consideration regarding the
shareholder proposal process; among them ownership thresholds, resubmission thresholds,

475 Riverside Drive, Suite 1842, New York, NY 10113 (212) 870-2293
WWW.icer.org
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representation of long term retail investors, the cost of proposals to companies, and the
influence of proxy advisory firms,

The current ownership threshold of at least $2,000 worth of a company’s shares allows a
diversity of voices to be heard including smaller investors. The requirement of ownership for at
least one year prior to filing a proposal ensures that investors cannot simply buy shares before
the filing deadline and sponsor a resolution. Raising the ownership threshold threatens to
exclude smaller investors, which is problematic and raises concerns about the equality of the
system. Shareholders big and small can make and have made valuable contributions to the
companies that they own.

The issue of resubmission thresholds is also raised as a topic for discussion. We believe the
current thresholds provide a framework that has served the process well. Minimum votes of
3%, 6% and 10% in the first, second and third years, respectively, of filing a proposal have
provided a reasonable amount of time for emerging issues to receive increasing support among
investors, while ensuring that only those proposals that garner meaningful support move
forward and can appear in subsequent years.

The argument for raising thresholds has been championed as a means of addressing so-called
abuses in the system, including claims that shareholder resolutions are a burden on the
markets. However, the evidence tells a different story. In fact, there are relatively few
resolutions that are filed and come to a vote each year. Approximately 200 social and
environmental resolutions came to a vote this year, hardly a burden on the markets and
companies. The vast majority of companies never even see a shareholder resolution. It is also
worth noting that often resolutions are withdrawn by their proponent after prompting a
productive dialogue and improved understanding between shareholders and management,
leading to significant policy changes that can transform businesses. ICCR member experience
has shown that approximately one third of resolutions filed result in dialogue and agreements,
with resolutions being withdrawn from the proxy.

Increasing thresholds could prevent important issues from being considered. There are many
examples throughout the history of shareholder engagement of issues that initially received
little support, but went on to be appreciated for the serious risks presented to companies that
they produced. The issue of declassified boards is just one example —in 1987 proposals on this
issue received under 10% support; in 2012 - 81%, and it is now considered best practice.

There are numerous additional examples, including:

Resolutions with oil and gas majors beginning in 1998 requesting reporting on the risks of
climate change. In the early years, these resolutions often received below 5% of shareholder
support. The 2017 proxy season saw a resolution requesting a business plan in alignment with
the 2° Cwarming threshold established in the Paris Climate Agreement achieve a 67% vote at
Occidental Petroleum, 629% at ExxonMobil, 50% at PNM Resources and 48% at Dominion
Resources.
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Resolutions highlighting human rights risks in corporate operations and global supply chains
have brought human trafficking and forced labor to the forefront. As a result of proxy pressure,
sector leaders such as Coca Cola, HP, Ford and Gap now have human rights policies and supplier
codes of conduct that help them uncover and eradicate these violations from their supply
chains - along with the legal, reputational and financial risks they represent.

Proposals like these and many others could be excluded in increasing re-submission thresholds,
potentially inhibiting important contributions to corporate governance that have proven to be
heneficial to the long term health and performance of companies,

The influence of proxy advisory firms was also raised as a potential topic for review. Critics have
posited misperceptions about these firms; including that they have excessive influence. While
institutional investors do look to proxy advisory firms to provide research and guidance to help
inform their decisions, the ultimate decision remains in the hands of the investor. There is no
obligation to follow the recommendations of the proxy advisors, and there are plenty of
examples in which investors vote counter to the recommendations. The real motivation behind
the special interests opposed to the proxy advisory firms is to undermine the in-depth analysis
that they provide and encourage investors to simply vote in alignment with how corporate
boards and management see fit, regardless of fiduciary duty or interest in long-term
shareholder value.

Critics of the shareholder resolution process including major trade organizations like the
Business Roundtable, the National Association of Manufacturers, and the U.S. Chamber of
Commerce use over-the-top rhetoric to try and discredit resolution sponsors, arguing that their
motives are “political” and that they have no interest in creating shareholder value. These
industry critics have a clear political agenda of their own — to limit the ability of shareholders to
engage with the companies that they own, and to cripple the proxy process that has been in
place for over fifty years. The long-term investors who are members of ICCR are deeply
concerned about the returns on and growth of the investments in their portfolios. Our
members press companies on environmental, social, and governance risks precisely because
they are concerned with the long-term health of the companies in which they are invested,
Many of the companies that we engage with see the great value that this engagement brings,
for example, by enabling companies to identify and address reputational and legal risks in
advance, before they become liabilities for the company.

For further consideration, attached is a white paper drafted by Ceres, along with ICCR and The
Forum for Sustainable and Responsible Investment (US SIF) entitled, “The Business Case for the
Current SEC Shareholder Proposal Process.” This paper provides an investor perspective on the
value to both companies and investors of the shareholder proposal process as currently
outlined under SEC Rule 14a-8.

In conclusion, we reiterate ICCR's support of the shareholder proposal process as it is currently
practiced under Rule 14a-8 and believe altering it risks the exclusion of voices that can be vital
to this critical accountability tool. The filing of resolutions is a fundamental tenet of
shareholder democracy that should be protected.
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We appreciate this opportunity to provide input and look forward to providing additional
written feedback following the Roundtable. Please feel free to contact me with any questions.

Sincerely,

%

Josh Zinner
CEO
Interfaith Center on Corporate Responsibility

jzinner@iccr.org



116

Ohio Public Employees Retirement System

OPERS

December 10, 2019

The Honorable Michael Crapo

Chairman

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, D.C. 20515

The Honorable Sherrod Brown

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, D.C. 20515

Re: December 10, 2019 hearing entitled, “Oversight of the Securities and Exchange
Commission”

Dear Chairman Crapo and Ranking Member Brown:

We are writing on behalf of the Ohio Public Employees Retirement System (OPERS) to share our
experience as a client of a proxy advisory firm (PAF) and to provide an institutional investor's
perspective regarding the Securities and Exchange Commission’s (SEC or Commission) efforts
to regulate these entities. We respectfully request that this letter be included in the hearing record.

OPERS is the largest public retirement system in Ohio with more than one million active, inactive,
and retired members. This means that almost one out of every 11 Ohioans has some connection
to our System. Because many of our members do not participate in Social Security, OPERS will
be their only source of retirement income. We are trustees of their retirement contributions and
are required to act in their best interest.

This duty extends to the prudent management of the investments we make and manage on their
behalf. Currently, OPERS invests more than $100 billion in capital markets around the world,
including holdings in approximately 9,300 public companies. Retumns on these investments fund
approximately two-thirds of our annual benefit payments. It follows then that OPERS is focused
on maximizing value across its investment portfolio.

History has shown that positive shareholder engagement is an integral part of maximizing
shareholder value. As such, we consider effective engagement to be a key component of our
fiduciary duty to our members. In fact, we regularly interact with public companies in order to
establish a dialogue with boards of directors and management. These discussions allow us to
better understand the viewpaints of the companies in which we are invested and provide us with
opportunities to offer our thoughts and concems regarding the maximization of shareholder value.

However, with limited staff and resources, it is practically impossible to devote the necessary time
and aftention to the thousands of shareholder meetings and proxy votes that are held each year.
Consequently, it was necessary for OPERS to hire a PAF in order to fulfill its governance
obligations, and to do so in an informed, productive, and efficient manner.

277 East Town Street » Columbus, Ohio 432154642 » 1-800-222-7377 » www.opers.org
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Like most institutional investors, OPERS has developed its own corporate governance policies
and proxy voting guidelines, which are integrated with our PAF’s voting platform and dictate every
vote cast on our behalf. In this way, OPERS maintains complete control over its proxy votes,
even though in most cases they are functionally being cast by the PAF. Further, we perform
monthly audits of our PAF to ensure compliance with our policies and guidelines.

Additionally, we depend heavily on the research reports we purchase from our PAF, They are
critical to the internal analyses we perform before any vote is submitted. It is not hyperbole to say
that without access to this timely and independent research, it would be virtually impossible to
vote each of our proxies in an informed and effective manner.

We have communicated this information to the SEC on several accasions, including as a
participant in the Commission’s recent Roundtable on the Proxy Process. In each instance, our
request has been respectful and consistent: that the SEC preserve our access to independent,
timely, and cost-effective research and advice from our PAF.

In spite of these and similar pleas from other institutional investors, the Commission has chosen
to release a proposed rule (“Amendments fo Exempfions From the Proxy Rules for Proxy Voting
Advice,” published in the Federal Register on December 4, 2019) that will, among other things,
provide issuers with a lengthy period of time to review PAF advice and recommendations before
they are provided to the clients that have paid for the information. And while there is no
requirement that PAFs change their recommendations in response to feedback provided by an
issuer, we are concerned that “proxy voting advice could be subject to SEC enfercement actions
or even private actions under Rule 14a-8."" If that is the case, there is at least a threat that the
Commission's proposal and preceding guidance “opens the door to SEC enforcement actions or
potential claims by issuers who disagree with the client voting guidelines ...

Following the release of this proposal, we are faced with the possibility that we may no longer be
able to rely on the timeliness, independence, or even the value of the information we purchase
from our PAF. Frustratingly, the SEC has proposed these sweeping changes to the business
relationships between PAFs and their clients based on a minimal amount of evidence, and instead
has relied on speculation and anecdotes to draw and support its conclusions.

As we digest the Commission's proposal and contemplate our response, we are hopeful that,
upon being presented with data and real-world experience regarding the value added by PAFs
and the validity of the information they provide to their clients, the SEC will soften its approach.

Qur goal is not fo simply and stubbornly resist the SEC's efforts, but to preserve our access to
the resources we need to efficiently and effectively exercise our ownership rights as shareholders,
including the right to raise objections regarding decisions that will negatively impact the value of
our investments. \We believe we can accomplish this goal and still improve upon the current

1 C\rdney S. Pmnet Cooley LLP, “I55 sues the SEC—what will it mean for regulatlun of pww ad\qsor'p ﬁrms‘-‘"
by -

rms;_'i_tgage— .Ucrober 31, 2019

? Institutional Shareholder Services Inc., v. Securities and Excha nge Commission and Walter Clayton Ill, Case 1:19-
cv-03275, District Court, District of Columbia, October 31, 2019
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regulatory structure governing PAFs. If it is willing, we are committed to working with the
Commission to mutually benefit all parties to the proxy process.

As the Committee exercises its oversight of the SEC, we respectfully request that you inguire
into the Commission’s proposal on PAFs and the potential consequences such a proposal could
have for public institutional investors who, like OPERS, are charged with safeguarding and
growing the accumulated retirement contributions of millions of the men and women who serve
us on a daily basis. We humbly ask that you encourage the Commission not to take actions that
will increase our costs, compress the timelines we have for receiving and reviewing research
reports, or diminish the independence of the research we receive from our PAF.

If you have questions regarding OPERS’ comments, please do not hesitate to contact OPERS'
Corporate Governance Officer, Patti Brammer, at 614.225.0942.

Sincerely,
Gordon Gatien

Director, External Relations

Corporate Governance Officer

277 Easl Town Street + Columbus, Ohio 43215-4642 + 1-800-222-7377 + www.opers.org
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December 11, 2019

The Honorable Mike Crapo The Honorable Sherrod Brown

Chairman Ranking Member

Committee on Banking, Housing, and ~ Committee on Banking, Housing, and
Urban Affairs Utban Affairs

U.S. Senate US. Senate

534 Dirksen Senate Office Building

Washington, D.C. 20510 Washington, D.C. 20310

Re: Full Committee Hearing, Oversight of the Securities and
Exchange Commission

Dear Chairman Crapo and Ranking Member Brown:

[ am writing on behalf of the Publish What You Pay — United States
(PWYP-US) coalition to thank you for convening today’s hearing
entitled, “Oversight of the Securities and Exchange Commission” and
to share our position on the vital importance of the forthcoming natural
resource extraction anti-corruption rule that will implement the
requirements outlined in the Cardin-Lugar provision (or Section 1504)
of the Dodd-Frank Wall Street Reform and Consumer Protection Act."

The bipartisan Cardin-Lugar anti-corruption law directs the Securities
and Exchange Commission (SEC) to implement regulations requiring
oil, gas and mining companies listed on U.S. stock exchanges to
publicly disclose the payments made to U.S, and foreign governments
in exchange for the rights to extract oil, gas and minerals. The law is
intended to shine a light on an industry that has all too often been
plagued by corruption and mismanagement. Transparency of oil, gas
and mining revenues enables citizens in resource-rich countries to hold
their governments to account, deters corruption, benefits companies
and investors, promotes the effectiveness of U.S. foreign aid, and is
critical to U.S. energy security and national security interests.

To fulfill these goals, it is essential that the rule proposed by the SEC
require fully public disclosure of payments by individual issuers at the
project level In light of the significant shifts in the international arena

534 Dirksen Senate Office Building
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over the past ten years, and given that full project-level transparency has become the industry
norm around the world, only a rule with these essential components can achieve the intended
goals of Congress in the passage of Section 1504,

PWYP-US regrets that a Congressional Review Act (“CRA™) resolution of disapproval was
enacted in February 2017 to delay final implementation of Section 1504. However, the SEC
remains obligated to implement a rule that is consistent with the plain language and clear
Congressional intent behind Section 1504, closely aligned with the international transparency
standard already being implemented around the world, and supported by the robust public record
developed over the past decade. Congress did not alter, nor purport to alter, the original statutory
directive in Section 1504 or the SEC’s obligation to adopt a regulation based on a rulemaking
record compiled in accordance with the Administrative Procedures Act.

Congress intended Section 1504 disclosures to provide investors with detailed information
needed to assess risk and make better investment decisions, to combat and deter corruption, and
fo empower citizens of resource-rich countries with the information they need to monitor
revenue flows and hold their governments accountable for the responsible management of their
natural resource wealth. In enacting Section 1504, Members of Congress were also clear that the
establishment of an international transparency standard was one of the intended objectives of the
statute,” and they have repeatedly reaffirmed that objective in comment letters to the SEC’s
rulemaking record.” A rule that failed to support the international transparency standard would
run directly counter to Congressional intent.

The SEC cannot achieve these intended goals unless the new rule, at a minimum: 1) requires
fully public, company-specific disclosure at the country and project level; 2) includes a
sufficiently granular definition of “project” in line with the global standard that is already being
implemented in other markets; and, 3) allows for no categorical exemptions.

Since Congress first enacted the law in 2010, and since the SEC’s prior rulemakings, the
transparency landscape has shifted significantly, with continued progress towards greater
disclosure. The SEC’s 2012 rule (Release No. 34-67717; File No., §7-42-10) catalyzed similar
mandatory reporting requirements around the world. Today, disclosure rules in 30 countries
across Europe and Canada, and the Extractive Industry Transparency Initiative (“EITI”)
Standard, which covers many additional countries, all require public disclosure of disaggregated,
project-level payments on a company-by-company basis, without any categorical rule-based
exemptions.

The 2019 updates to the EITI Standard now require disaggregated public reporting at the project-
level in all 50 EITI member countries and require all EITI countries to publish oil, gas or mining
contracts signed or amended after January 2021. These revisions to the EITI Standard were
approved by the EITI Board, which notably includes U.S. companies such as ExxonMobil,
Chevron, Freeport McMoran, and foreign issuers such as Shell, Total, Equinor, and Rio Tinto.
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Because of this global progress, the International Monetary Fund (IMF) recognized project-level
payment disclosure and the publication of contracts in its revised Fiscal Transparency Code as
“key transparency practices... now established as international norms.” These are the essential
elements of the international standard that must be reflected in the SEC’s new rule.

With implementation of the global transparency standard underway outside the United States,
major oil, gas and mining companies — including a number that are cross-listed in the US - have
now disclosed multiple years of project-level payment information under the rules in other
markets. Over $800 billion in payments made to 152 countries have been disclosed by roughly
850 public, private and state-owned companies. This includes many of the world’s largest
diversified oil and gas companies including BP, Shell, Eni and Total, as well as US companies
like ExxonMobil and Chevron, which are reporting over $24 billion and $12.5 billion
respectively in payments by their subsidiaries covered by disclosure rules in other markets. Many
major state-owned and partially state-owned oil companies are also covered by the disclosure
tules, such as Russia’s Gazprom and Rosneft, China’s Sinopec and CNOOC, Norway’s Equinor,
and Brazil's Vale. Major mining companies such as BHP Billiton, Rio Tinto, Barrick, Glencore,
Goldeorp and others are also reporting.

Although reporting in other markets began relatively recently, these disclosures are already
providing investors with critical information to assess risk® as well as providing citizens with
first-time data that they use to amplify their advocacy with their governments to ensure
accountable natural resource management and combat and deter corruption. Already, there are
citizens around the world using the data from these reports to inform and mobilize their
communities in resource-rich areas to demand accountability of oil and mineral revenue
management from their national and local governments. In Zimbabwe, government entities
actually invited civil society to analyze the payments to government reports with government
officials in a collaborative effort to tackle corruption.” Implementation of consistent rules in the
US will ensure broad market coverage that amplifies the work already being done outside the
United States and reinforces the benefits already taking root.

Experience with implementation over the last few years also proves that the costs of disclosure
are substantially lower than the SEC previously predicted and none of the companies have
reported any conflicts with foreign laws.® Any suggestion that U.S. companies would somehow
face a competitive disadvantage from having to report project-level payments is no longer
tenable, with so many of their competitors (including many state-owned companies) and their
own subsidiaries already reporting this information without issue.

The foregoing shows the significant normative shifts that have occurred in recent years that must
be taken into account by the SEC in a new rulemaking. We respectfully request that you reaffirm
with Chair Clayton the clear Congressional mandate set forth in Dodd-Frank Section 1504,
including the importance of supporting the international transparency standard, and urge him to
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release a proposed rule that fulfills this mandate by aligning with the unequivocal global standard
for public project-by-project reporting of payments in the global oil, gas and mining industrics.

Sincerely,

Kaﬁ!’&mﬂ?@?

Kathlcen Brophy
Director
Publish What You Pay - United States
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Sen. Sherrod Brown December 6, 2019
Senate Banking Committee

United States House of Representatives

503 Hart Senate Office Building

Washington, DC 20002

Re: SEC Proposed Regulatory Changes to Shareholder Praposal Process
Dear Sen. Brown,

On behalf of Mount Carmel Health System, | want to make you aware of our position on the recent
regulatory changes proposed by the Securities and Exchange Commission (SEC) to 14a-8 rule which
will undermine a critical mechanism for corporate accountability: the shareholder proposal process.
We strongly disagree with the rules proposed by the SEC on November 5" 2019, which will severely
limit the rights of shareholders to engage with corporations using the shareholder resolution
process over issues with a distinct impact on long-term value,

We are pleased the Senate Banking Committee has agreed to hold a hearing regarding these SEC
changes on December 10, 2019 and would like to offer some perspective on our work in shareholder
advocacy for your consideration,

The SEC has proposed the following changes:

» Increases in ownership thresholds to file, which will make it difficult for smaller investors to
voice important concerns and raise issues of risk to the companies they own. The current
ownership threshold of $2,000 ensures that a diversity of voices are heard, not just the
biggest players. Small investors have contributed a multitude of now commonplace best
practices.

¢ Increases in resubmission thresholds, which will result in the exclusion of important
proposals that gain traction over time, and will ultimately stifle key reforms. Over the
history of shareholder advocacy, resolutions that initially received low votes oftentimes
gained significant support or led to productive engagement, as shareholders came to
appreciate the serious risks they presented to companies.

»  Changes regarding proxy advisory firms which impede the ability of institutional investors to
get independent advice and information about how to vote on director elections, Say on Pay
ballot items and shareholder proposals. This change would undermine the voice of investors
and produce more management-friendly votes, unfairly stacking the deck against
shareholders and towards corporate management.

Background

For decades, our Mount Carmel, as part of Trinity Health, one of the largest multi-institutional
Catholic health care delivery systems in the nation, has used our shareholder voice to foster
praductive investor dialogue with corporate management and boards on key environmental, social,
and governance issues. The current process works, and holds corporations accountable to all of its
shareholders, even those with smaller interests. It has served as a cost effective way for
corporations to better understand the concerns of long-term shareholders regarding the long-term

Sponscred by Catholic Health Ministries | 20555 Victor Parkway » Livonia, M| 48152 » 734-343-1000 + trinity-health.org
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value of the companies that they own.

The current 14a-8 rule has worked well for decades, and there is no need to revise it. Trade
associations like the Business Roundtable, the U.S. Chamber of Commerce, and the National
Association of Manufacturers have lobbied rigorously for the proposed changes by exaggerating the
cost of the process to companies, and by misleadingly painting shareholders raising ESG issues as
“activists” imposing a “social agenda” who are “uninterested in shareholder value.” This
misinformation feeds a political agenda by the trade associations to limit the ability of shareholders
to engage with the companies that they own,

As a direct result of shareholder resolutions brought by responsible investors, longer-term emerging
risks have been identified early and proactively managed to the financial benefit of hundreds of
companies, the health of the environment, and the welfare of communities across the globe.
Examples include:

« Shareholder agreements on key governance issues with twenty opioid manufacturers,
distributors and retail pharmacies resulting in fundamental changes of their governance
structures to strengthen oversight and better mitigate risks of addiction and overdose,
Opioid manufacturers and distributors clearly have played a role in the opioid crisis, which
has had such devastating consequences, and affects all of us. The full report by Investors for
Oploid Accountability is available at these links http://uawtrust.org/I0A and

; our-issues/health/opioid-crisis.

+ Resolutions highlighting human rights risks in carporate operations and global supply
chains with companies in the apparel, electronics, automotive and agricultural sectors,
bringing human trafficking and forced labor, into public view. As a result of proxy pressure,
sector leaders such as Coca Cola, HP, Ford and Gap now have human rights policies and
supplier codes of conduct that help them uncover and eradicate these violations from their
supply chains - along with the legal, reputational and financial risks they represent.

Using a shareholder interest to drive changes in corporate behavior like those described above is
exactly why Trinity Health has been engaged in shareholder advocacy for more than a decade.
Trinity Health invests broadly in a variety of industries, including pharmaceuticals, to ensure we
have a necessary return on investment and share ownership to claim a seat at the table to advance
improvements in corporate behavior that benefit the bottom line and society at large.

For the above reasons, we strongly urge you as a member of the Senate Banking Committee to
work with the SEC to prevent these regulatory changes from being implemented,

Sincerely,

KL

Jason Koma
Regional Director
Government Affairs & Regional Development

Sponsered by Catholic Health Ministries | 20555 Victor Parkway « Livenia, M1 48152 « 734-343-1000 « trnity-health.org
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