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OVERSIGHT OF THE SEC’S
DIVISION OF ENFORCEMENT

Thursday, March 19, 2015

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS AND
GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:09 a.m., in room
2167, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding.

Members present: Representatives Garrett, Hurt, Royce, Neuge-
bauer, Huizenga, Duffy, Fincher, Hultgren, Wagner, Messer,
Schweikert, Poliquin, Hill; Maloney, Sherman, Lynch, Himes, Elli-
son, and Carney.

Ex officio present: Representative Hensarling.

Chairman GARRETT. Good morning. The Subcommittee on Cap-
ital Markets and Government Sponsored Enterprises is called to
order. Today’s hearing is entitled, “Oversight of the SEC’s Division
of Enforcement.” And I thank our witness for being here today.

Before I begin today’s proceedings, I will just take a moment of
personal privilege. When you are on the Floor, and you come to the
conclusion of a major piece of legislation, whether it is the budget
or the defense bill or something else, at the very end of that whole
process, what always happens is that the chairmen from both sides
get onto the Floor, and they give thanks to all the people who made
the culmination of that project possible.

So I am going to do that before we start this hearing today by
thanking a member of my staff, who has been with me for a very
long time, for making not just the culmination of this hearing, but
a culmination of the last 12 years, my entire tenure here in Con-
gress possible, and as successful as it has been.

It is through this gentleman’s dedication, his interest, his keen
insight into the issues, and just his general interest in all of the
topics that we cover in capital markets and the financial services
generally and specifically, whether they are issues that are fun
issues, or issues that are totally boring to other people. This gen-
tleman always was there to look at them and make them inter-
esting, and make them understandable not only to me, but to the
rest of my office, and I think to our committee as well.

And I very much appreciate all that he has done. As I said, it
has been 12 years now, which is, in Washington’s time, a lifetime.
Many people come in every 2 or 3 years, come and go. But 12 years
is a lifetime.
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And during that lifetime, I have seen this gentleman go from an
unmarried guy who spent a lot of his time down on the ball fields
playing sports, and downtown doing other things, which I won’t go
into, to a gentleman who is now married with a couple of kids, and
is probably going to spend more or all of his time—some, but all
of his time, when he is not with me, back at home with his beau-
tiful wife and children, taking care of them, but still able to, at the
end of the day, make me look good, and make me look as if I actu-
ally know all this stuff that I am talking about here today.

So I would like to take this moment again to thank Chris Russell
for all that work, and all that dedication, and just being there for
us, for myself, for our committee, and for my family as well. So
thank you so very much.

[Applause.]

Our loss is, I guess, as I say, downtown’s gain. I have a feeling
that we will still see him up here on a regular basis, right? Good.
Because I still have lots and lots and lots more questions to ask
as we go along. So thank you very, very much, Chris. I appreciate
it.

With that said, that brings to a conclusion today’s hearing, be-
cause he did not prepare any other opening statements or ques-
tions for me since he is leaving now. So I have nothing else to say.
No, no, no.

Mr. HURT. We know that is not true.

Chairman GARRETT. What, that I have nothing else to say?
Thanks.

We will now turn back to the matter at hand. Again, we thank
the witness for being here for today’s hearing on the SEC’s En-
forcement Division. We will begin with opening statements, and I
will yield myself such time—I don’t know where the clocks are
around here—as I may consume.

Today’s hearing, as I said, will examine the policies and proce-
dures of the SEC’s Division of Enforcement. Now, while the SEC
is first and foremost a disclosure agency, I support a strong en-
forcement function of the SEC. This enforcement function, however,
must be used in an evenhanded, non-political manner that pre-
serves the due-process rights of issuers, regulated entities, and
their employees.

Recently, I heard an interesting distinction between blue-collar
and white-collar crime. The saying goes, “With blue-collar crime,
you know there has been a crime committed, you just have to fig-
ure out who did it. With white-collar crime, you know who did the
crime, you just have to figure out if it actually was a crime.”

This saying implies that there is a degree of nuance required by
regulators and enforcement officials when making decisions wheth-
er and how to bring civil actions against potential violators, one
area where there is most need in this Commission’s increased use
of administrative proceedings. While bringing more cases through
the administrative proceedings can lead to lower costs for the agen-
cy and increases in efficiency, it is important to realize that those
benefits come with a cost.

The cost is less due-process protections for defendants. Because
the SEC administrative proceedings use the SEC’s procedural
rules, respondents are forced to operate on a condensed timeframe,



3

and do not have the benefit of many of the fundamental due-proc-
ess protections provided under the Federal Civil Procedures Act,
and the Federal Rules of Evidence, such as full discovery rights,
the right to a jury trial, and the exclusion of hearsay evidence.

Moreover, initial appeals of administrative law judge (ALJ) rul-
ings must be made to the full Commission, an ALJ’s employer,
rather than Federal district court. While the Commission’s decision
may be appealed to the D.C. Circuit Court of Appeals, the SEC’s
interpretation of the security laws generally will be given signifi-
cant deference. Appealing an administrative decision is a time-con-
suming and expensive proposition.

As a former SEC Division official put it, “The entire process ordi-
narily takes years during which many SEC targets are bankrupt
by legal costs, and their ability to find work with reputable compa-
nies. Only after SEC Commissioners decide all appeals can the ac-
cused finally seek relief from the Federal court. But appeals rarely
succeed, because the law requires the court to defer to the agency’s
judgment, especially on disputed facts.”

So this, coupled with the SEC’s 100 percent success rate—which
is a pretty good success rate—100 percent success rate from the
year 2014 illustrates a very troubling pattern of the SEC’s attempt-
ing to stack the rules and process in a way that the outcome of the
case is, well, predetermined. This is not appropriate in a country
that values appropriate due process for its citizens. Due process is
a fair process, and fair process is fair play.

Other issues that I am equally concerned about, and I hope to
address today, are the inappropriate delegation of authority to SEC
staff to issue subpoenas and to compel testimony and documents,
the comments in SEC press releases by Enforcement officials that
presume guilt instead of innocence of recently-charged market par-
ticipants, the lack of cases against specific individuals compared to
cases against the corporation, the lack of any structure or legal
guidance around determining the sought-after penalties in settle-
ments and cases, and finally, the backdoor changes to Commission
policies included in the very enforcement actions at the end of the
game.

So, let me reiterate. I strongly support the proper and stringent
enforcing of our Nation’s security laws. However, the enforcement
of those laws, like any other, should be done in an evenhanded
manner, removed from politics, with appropriate due-process pro-
tections for the defendants.

The current SEC enforcement policies come into question as to
whether they meet the standards and need to be improved. The
SEC should be less concerned about the press releases it sends out,
and the headlines it receives, and really more concerned about hav-
ing a clear and consistent approach to enforcing the laws.

With that, I yield back, and I recognize Mr. Lynch for such time
as he may consume.

Mr. LYNCH. Thank you, Mr. Chairman. I, too, want to congratu-
late Chris Russell on his 12 years. That is a long time to be serving
here. You have certainly helped the committee out greatly, and we
appreciate your service as well. And we wish you very good luck
in your next endeavor.



4

I do want to just comment briefly on subpoena power, and about
the SEC extending subpoena power to its employees. I just want
to remind my friends—and you are my friends on the other side of
the aisle—that this Congress, the Republican House, has expanded
subpoena power among—the woman who runs the elevator has
subpoena power in this Congress.

We have expanded the subpoena power for many, many chair-
men who never had it before. So I am much more comfortable with
the SEC having subpoena power, and doing so in a deliberate and
responsible manner, than I am having it so widely dispersed here
in the Congress.

Director Ceresney, I want to just mention one area where I think
we can do much better at the SEC with the limited resources that
you have. And that is the revolving door situation with SEC em-
ployees.

We have had situations where—I am completely comfortable
with folks at the SEC. They work, they learn the system. They un-
derstand, they have value in the knowledge that they gain because
of their service at the SEC.

And then at some point, they make a lateral move. They go to
the industry that can pay them much more money. And they have
earned it. The same thing with our staff here. They toil here for
a while, they do their sentence, and then hopefully they gain
enough acumen and ability that someone seeks to hire them.

This is a different situation that I am addressing here. That is
when SEC employees are involved in an enforcement action against
a bank or financial services company, or any entity. And then while
that enforcement action is ongoing, they leave, and they go to work
for the other side, for that company that has an enforcement, or
has a waiver pending. That cannot happen.

You can’t have somebody working at the SEC, prosecuting an en-
forcement case, and then all of a sudden, the next week, they go
out and they are working for the company that they were just pros-
ecuting last week. That cannot happen.

But it does happen. And so, I recently introduced the SEC Re-
volving Door Restriction Act of 2015. This legislation will reduce
the conflicts of interest beyond the current ethics rules; specifically,
this bill amends the Securities Exchange Act of 1934 to prevent
former employees of the SEC from seeking employment with com-
panies against which they have participated in enforcement actions
in the preceding 18 months. It just gives them a little cooling-off
period.

You can’t go to work for somebody you just prosecuted or waived
an enforcement action against within 18 months. That would hurt
the credibility of the SEC and hurt the integrity of the process.

If that employee wants to go to work for that person, they can—
we leave an option here if they are low-level, not very much in-
volved, they can go and get an ethics opinion that says that going
to work for that company does not present the appearance of im-
propriety, or compromise the standing of the SEC, or put any party
in that enforcement action at a disadvantage, or give them an ad-
vantage.

I believe that these added measures will improve confidence in
the agency’s ability to investigate suspected wrongdoing, and con-
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tinue the SEC’s recent efforts to strengthen the agency’s enforce-
ment actions. The SEC Revolving Door Restriction Act of 2015 is
supported by the Project on Government Oversight, POGO, a non-
partisan, independent watchdog.

And POGO has detailed the dangers of the revolving door blur-
ring the lines between the SEC and the interest that it regulates
in a 2013 report, “Dangerous Liaisons: Revolving Door at the SEC
Creates a Risk of Regulatory Capture.”

They lay out the cases, the individual cases where this has hap-
pened. It is very powerful. And I want to give credit to POGO, the
Project on Government Oversight, for the work that they have done
on this. They really were the catalyst for my legislation.

The report highlights that some SEC alumni routinely help cor-
porations try to influence the SEC rulemaking. They also help
them counter the agency’s investigations of suspected wrongdoing,
and they often try to soften the blow that the SEC might otherwise
deliver in enforcement actions.

They also block shareholder proposals, and they also, at times,
win exemption from Federal law. So as I said, if we are going to
maintain the SEC’s integrity, and the integrity of this process, that
cannot happen. I thank you, Mr. Chairman. And I yield back the
balance of my time.

Chairman GARRETT. Thanks. And the gentleman yields back. The
gentlelady from New York is recognized for such time as she may—

Mrs. MALONEY. Thank you. And my apologies. The meetings get
earlier and earlier. I have already been in a meeting this morning.
Thank you, Mr. Chairman, for holding this hearing, and we wel-
come you, Director Ceresney.

The SEC’s Division of Enforcement has a very important job. It
is the sharp end of the spear, so to speak, for the SEC. It inves-
tigates and prosecutes individuals and companies for violations of
securities laws.

And it is fair to say that the Enforcement Division makes all of
the other divisions at the SEC matter. After all, there is no point
in writing rules if they are not enforced.

So the Enforcement Division is facing significant challenges. For
example, despite a modest increase in your budget, the Enforce-
ment Division is still vastly outspent by the white-collar defense
bar. And the Second Circuit’s recent Newman decision poses a real
threat to the Enforcement Division’s ability to police the markets
for insider trading.

Nevertheless, the Enforcement Division has made significant
progress under the leadership of Chair White and Mr. Sorinsky.
And the SEC has adopted a broken-windows approach to enforce-
ment, in which there is no violation too small to pursue. The goal
is to make market participants feel like the SEC is everywhere.

While it is still too early to judge the success of this enforcement
strategy, I believe we should start thinking about how we should
measure the success of an enforcement strategy whose main goal
is deterrence. I look forward to the hearing today. Thank you for
being here.

Chairman GARRETT. Thanks for that. And so now we turn to Mr.
Ceresney, the Director of the Division of Enforcement over at the
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SEC. Thank you very much again for being with us, You are recog-
nized for 5 minutes.

STATEMENT OF ANDREW J. CERESNEY, DIRECTOR, DIVISION
OF ENFORCEMENT, U.S. SECURITIES AND EXCHANGE COM-
MISSION

Mr. CERESNEY. Thank you, Chairman Garrett, Ranking Member
Maloney, and members of the subcommittee. Good morning, and
thank you for the opportunity to be here today.

A strong enforcement program is at the heart of the Commis-
sion’s efforts to ensure investor trust and confidence in the Nation’s
securities markets. And the Commission and the Division of En-
forcement are committed to the swift, vigorous, and fair pursuit of
those who have broken securities laws.

The Division investigates potential violations of the Federal secu-
rities laws, recommends enforcement actions to the Commission,
and litigates the enforcement actions to completion. Enforcement
staff include investigators, accountants, industry experts, trial at-
t?‘flzneys, and other employees in Washington, D.C., and the regional
offices.

The Division works closely with the other divisions and offices of
the SEC, and regularly coordinates investigations with other regu-
lators and law enforcement agencies, including the criminal au-
thorities. In Fiscal Year 2014, the Commission brought the highest
number of enforcement actions to date, 755, and obtained monetary
remedies at our highest level, totalling over $4.16 billion.

More importantly, though, these enforcement actions addressed
significant issues, spanned the entire spectrum of the securities in-
dustry, and included numerous first-of-their-kind actions. We pun-
ished securities-law violators, returned funds to injured investors,
and sent important messages of deterrence.

The Division is focused on a number of important areas that are
central to protecting investors in the markets. Comprehensive and
accurate financial reporting is critical to ensuring that investors
have access to reliable information and can make informed invest-
ment decisions.

Because false or misleading financial information erodes the in-
tegrity of the markets, we have intensified our focus on this area
and recently have seen a significant increase in financial reporting
and auditing investigations and filed actions.

Investment advisors and the funds they manage also remain a
focus of the Division. And we regularly investigate and bring ac-
tions against investment advisors for conflict of interest, misrepre-
sentations regarding performance or investment strategies,
greaches of their duties to their clients, and other fraudulent con-

uct.

The proliferation of sophisticated trading technology, such as al-
gorithmic automated trading, has transformed the securities mar-
kets. These changes in the markets present significant potential
risks to investors. The Division has recently filed a number of ac-
tions against market participants that pose a risk to the markets
by failing to operate within the rules and has ongoing investiga-
tions into other potential violations of law related to equity market
structure.
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In the area of municipal securities, which are an important in-
vestment vehicle for retail investors, enforcement is focused on in-
vestigating misrepresentations in connection with bond offerings,
failures by underwriters to meet their obligations, undisclosed con-
flicts of interest, and pay-to-play violations.

Policing insider trading has long been central to the Commis-
sion’s mission of ensuring confidence in the markets. And the Divi-
sion has sent a strong deterrent message to would-be violators by
charging more than 590 defendants in civil insider trading cases
over the last 5 years.

Pursuing violations of the Foreign Corrupt Practices Act (FCPA)
remains a critical part of our enforcement efforts. In the last fiscal
year, the Commission obtained orders for over $380 million in
disgorgement and penalties in FCPA cases.

A common thread throughout these priority areas is the empha-
sis on the importance of gatekeepers to our financial system: attor-
neys; accountants; fund directors; board members; transfer agents;
broker dealers; and other industry professionals who play a vital
role in the functioning of the securities industry.

When gatekeepers fail to live up to their responsibilities, the
Commission will hold them accountable. The Commission’s ability
to successfully litigate cases is critical to the mission of protecting
investors. When the Division goes to trial, we have had a strong
record of success, despite the difficulty and complexity of our cases.

The Division strives to be proactive and efficient as it inves-
tigates violations of the securities laws. And we continually work
to assess and refine our approach. Some recent efforts include re-
quiring admissions of misconduct in certain cases where height-
ened accountability and acceptance of responsibility by a defendant
are appropriate and in the public interest, leveraging the knowl-
edge of various experts hired to give insights into the market and
industry practices in its investigations and litigation, and using
large-scale data analysis to assist in the identification of mis-
conduct, and conduct more sophisticated investigations.

Going forward, we will continue to take the steps necessary to
permit the Division to more effectively and efficiently protect inves-
tors and the markets. Thank you again for inviting me to discuss
the Division of Enforcement. I am happy to answer any questions.

[The prepared statement of Director Ceresney can be found on
page 42 of the appendix.]

Chairman GARRETT. Great. Thank you very much. So I will begin
with questioning, and recognize myself for 5 minutes.

Two or three major areas: one is the administrative proceedings,
which I touched on in my statements. Last year you were quoted
as saying, “There have been a number of cases in recent months
where the SEC has threatened administrative proceedings. It was
something that we told the other side we were going to do, and
then they settled.”

Based upon your statement, do you believe it is appropriate to
use statements like that, I will say it, the threat, if you will, that
you are going to use administrative proceedings against the defend-
ant in the matter basically as a threat, knowing what the outcome
is going to be if you go through an administrative proceeding (AP)
hearing?
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Mr. CERESNEY. Administrative proceedings is a procedure that is
available to us. And we try to use it when it is appropriate to pro-
tect investors. And we look at a whole bunch of factors to deter-
mine whether an administrative proceeding is appropriate.

We have used it for years against regulated entities and individ-
uals. And the only change, frankly, in the recent past that ex-
panded the use of APs was the Dodd-Frank Act, which gave us the
authority to obtain penalties against non-registered—

Chairman GARRETT. Why don’t you just stress that point again.
What is that change in Dodd-Frank?

Mr. CERESNEY. Dodd-Frank gave us the authority to obtain pen-
alties against non-registered individuals and entities in administra-
tive proceedings; whereas before, we could only obtain those pen-
alties in district court actions. So that is the only expansion of the
use of—

Chairman GARRETT. But that is a significant expansion, wouldn’t
you say?

Mr. CERESNEY. It is significant. But it allows us now to—

Chairman GARRETT. Has there been a significant uptick then in
the number of ALJ cases versus trial cases?

Mr. CERESNEY. There has been, but most of those—

Chairman GARRETT. Can you give a percentage or increase or
anything like that?

Mr. CERESNEY. I should just say that most of those cases are set-
tled cases. So most of those cases are cases in which the other side
is agreeing to a settlement with us. And so the uptick, I think, if
you look at it, is probably more pronounced because we are settling
more cases.

Chairman GARRETT. I threw out a number in my opening state-
ment. What is the correct number of your success rate, if you will,
when you go through ALJ? I said 100 percent, but what is the—

Mr. CERESNEY. That was for last year. It actually—yesterday, we
actually lost an administrative proceeding against an individual,
an ALJ ruled against us in connection with the Penson matter.
And so—and that has been true in prior years.

Last year, we did have a unanimous record. I should say that
doesn’t necessarily reflect that we won every claim, doesn’t nec-
essarily reflect we got the remedies we were seeking. And in many
cases, the ALJs are pretty—

Chairman GARRETT. The intention—the way I was toning my
comments was that you have a fairly high success rate, 100 percent
or akin to that, or in that area. So what are the rules, what are
the—not the procedures, what are the guidelines that you use in
order to make that determination that you are going to go that way
and make that—I will use the word “threat” against the defendant
in the case?

Mr. CERESNEY. We use a number of facts and circumstances.
First, there are certain proceedings we can only bring as adminis-
trative proceedings. So that includes failures to supervise and caus-
ing violations.

Second, in cases where we need quick relief, where we want to
get a bar very quickly, or we want to get investors relief quickly,
administrative proceedings can be much quicker than district court
actions. District court actions will often take years to get a resolu-
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tion in. APs, we can get a decision within 300 days of the institu-
tion of the action. So that is important.

And another important point is where we have technical rules,
where we have complicated rules, some of our rules are very com-
plicated, we have sophisticated fact-finders who are the ALdJs;
whereas with a jury, it would be much more difficult for them to
grasp those very, very complicated issues.

So those are some of the issues. But we also—there are many
reasons to use district court, including where we can get summary
judgment. We can’t usually get summary judgment in an AP, in-
cluding where we need discovery about privilege issues, including
where we need expedited relief and emergency relief.

Chairman GARRETT. So you just laid them out here. Is that all
in written format for your staff to follow?

Mr. CERESNEY. We do have some guidance internally for our
staff.

Chairman GARRETT. Can you supply that to us so we can see
what those guidelines are and understand them in better detail
than I can get in 4 minutes here?

Mr. CERESNEY. Let me consult, but I will come back to your staff
on that issue, yes.

Chairman GARRETT. And, this is not just me raising this case,
this issue. Recently, District Judge Rakoff stated that bringing
more cases before ALJs “hinders the balanced development of the
securities laws. The results would be that law in such cases would
be effectively made, not by neutral Federal courts, but by SEC ad-
ministrative judges.”

So even independent bodies, judges, are making the—or calling
into question what is occurring right now at the SEC. So do you
agree with what he is saying?

Mr. CERESNEY. I have great respect for Judge Rakoff. I disagree
on this fact, which is I think that what you get when you have an
AP is, you get the Commission weighing in on the securities laws,
the Commission with the expertise they have. And then you have
review by the Court of Appeals.

Chairman GARRETT. But aren’t they developing law then by
doing that, administrative law judges, when they make some of
these decisions, making new Federal law? And they are not Article
III judges, right?

Mr. CERESNEY. The Commission reviews those decisions. And the
Commission, I think, is obviously appointed by the President, and
confirmed by the Senate. And they have expertise in the securities
laws. And then after that expertise is exercised, the Court of Ap-
peals has the ability to review that.

So I do not think that you are taking away from the courts the
ability to shape the law.

Chairman GARRETT. You laid out somewhat the procedures that
you use in order to do this. Is it possible that you will bring these
cases, both similar-situated cases, both in one day, is an ALJ case
one day, the next day in an Article III judge case?

Mr. CERESNEY. The last year, if you look at our statistics last
year, we brought 57 percent of the cases that were litigated in dis-
trict court, and 43 percent as an AP
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Chairman GARRETT. So does that mean that you get different re-
sults because of that interpretation of the law? And then I will
yield back.

Mr. CERESNEY. Obviously, you can never tell whether a result
would be different in one forum or the other. But our overriding
goal here is investor protection, which is our mission. And we use
the forum that we think is appropriate for the goals of investor pro-
tection.

Chairman GARRETT. I will yield back at this point. But since we
don’t have that many people, maybe we will get a second round of
this. The ranking member of the subcommittee, Mrs. Maloney, is
now recognized for 5 minutes.

Mrs. MALONEY. Thank you, Mr. Chairman. And following up on
your line of questioning, any of us who has been in court knows
it is incredibly time-consuming, and incredibly expensive. And as
Mr. Ceresney noted, you can be in court for years without any solu-
tion. That doesn’t help investors, and it certainly doesn’t help busi-
ness having a decision.

So I supported the expansion that was in Dodd-Frank that ex-
panded the SEC’s authority to try cases in an administrative forum
where they could be made by administrative law judges in order to
speed up the system. And some critics have said that the SEC’s ad-
ministrative proceedings amount to what would be called a “home-
court advantage.”

And some have even claimed that it deprives defendants of their
due process. So I would like to ask you to speak to those issues.
Do you think the SEC gets an unfair “home-court advantage” when
they try cases in front of an administrative law judge?

Mr. CERESNEY. I do not. Administrative proceedings have addi-
tional protections that actually defendants don’t necessarily have in
district court, including our obligation to produce Brady material,
exculpatory material to the defense, Jencks Act material, which is
prior witness statements. We turn over the investigative files, usu-
ally within 7 days of filing our cases, which we do not do in district
court proceedings.

There also are exhibit lists and witness lists provided typically
in administrative proceedings, extensive such. And so there are lots
of protections. I think the one major difference, defendants also get
subpoenas if they show good cause, and they can subpoena docu-
ments.

The one major difference is obviously the lack of depositions. And
I think the fact is if you look at our criminal cases, criminal au-
thorities don’t give deposition authority. That clearly is not a due-
process violation. So I think it can’t be a due-process violation to
deprive defendants of depositions in this context.

Mrs. MALONEY. That is the second criticism that I have heard,
that defendants are still not receiving their full due process. And
can they appeal the administrative law judges’ decisions?

Mr. CERESNEY. Yes, they can appeal to the full Commission. The
Commission hears the appeal in the first instance and then they
can also appeal after that the Commission’s decision to the Court
of Appeals.
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Mrs. MALONEY. Could you just outline briefly what are the due
process protections? You were talking in general, but can you just
hit them like bullet points? What are the due process protections?

Mr. CERESNEY. We have obligations to turn over Brady mate-
rials, which is exculpatory evidence; and Jencks Act materials,
which are prior witness statements. We turn over our entire inves-
tigative file including any prior testimony by any witness, within
7 days—typically within 7 days of our institution of the proceeding,
we provide exhibit lists and witness lists that lay out in great de-
tail what our case is going to look like. And, as I said, defendants
also have the ability to obtain subpoenas of documents for good
cause. And so I think the defendants have an extensive record
which allows them to see exactly what we are charging.

Mrs. MALONEY. That sounds like a good process to me. Are you
getting criticism from investors or institutions about the adminis-
trative law judge procedures?

Mr. CERESNEY. I have not heard criticisms from investors about
the administrative law judge’s procedures. Obviously, there has
been some public dialogue about it.

Mrs. MALONEY. Okay. I would also like to ask you about the fact
that when people talk about the Enforcement Division and whether
or not it has been successful, they cite statistics on how many cases
the SEC has brought and how much money they have collected in
fines, and the bigger the numbers, the “more successful” the En-
forcement Division is supposed to have been.

This has always seemed extremely strange to me. If the SEC is
bringing a huge number of security fraud cases, for example,
doesn’t that suggest that there is more securities fraud in the mar-
kets? How is that a good thing? And, for me, this just highlights
how foolish it is to judge the Enforcement Division based solely on
statistics about the numbers of statistics and the numbers of fines
and the number of cases.

For example, how do you quantify the number of violations that
did not occur because they were successfully deterred by the En-
forcement Division? So my question is, should we be looking beyond
simple statistics and instead looking at a broader range of factors
to judge the Enforcement Division, even if those factors can’t be
easily quantified. Could you comment on that? My time is up.

Mr. CERESNEY. I agree that numbers are easy to come up with
and, therefore, those are often cited, but I agree with you that is
not a major touchstone of success of our Enforcement Division. As
I always say, the numbers are not the most important aspect of
judging how well we are doing. From my perspective, it is about
the quality of our cases—are we covering the entire security spec-
trum, are we bringing cases that have an impact on investors, and
also deterring and punishing this conduct more broadly.

So we have tried—it is not easy as you suggest—to look at cases
more qualitatively and to assign sort of measures qualitatively to
the cases. And so we are trying to emphasize that we have talked
about first-of-their-kind actions, where we are bringing cases in
areas where we haven’t before. I think that is important, as well.
So there is no question that numbers are not the be-all and end-
all in terms of measuring our success.

Mrs. MALONEY. Thank you very much.
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Chairman GARRETT. Mr. Hurt is now recognized.

Mr. HUrT. Thank you, Mr. Chairman. I know the gentlelady
from Missouri, Mrs. Wagner, has some things she has to do so I
am going to yield my time to her.

Mrs. WAGNER. I thank the gentleman very much for his courtesy.
And welcome, Director Ceresney. Thank you for joining us today to
discuss some of these enforcement issues with the SEC.

Earlier this year, a White House memo dated January 13th from
Council of Economic Advisors Jason Furman and Betsey Stevenson
was leaked that outlined the rationale for a new rulemaking from
the Department of Labor to deal with conflicts of interest in the re-
tirement advice market. Are you familiar with this memo?

Mr. CERESNEY. I am not. The Enforcement Division obviously en-
forces the rules. We are not really involved in policy decisions
about what—

Mrs. WAGNER. Are you aware of the memos then?

Mr. CERESNEY. I am not.

Mrs. WAGNER. Commissioner Dan Gallagher recently referred to
it as a “thinly veiled propaganda designed to generate support for
a wildly unpopular rulemaking.” Director, I am worried about the
effects that such a rule would have on low- and middle-income
Americans seeking financial advice for their retirement. And I
would like to get your perspective on some of the claims regarding
this area.

Mr. CERESNEY. In the Enforcement Division, we are in charge of
enforcing the rules and the laws as they exist right now. And I
think what you are referring to is a policy question as to what the
law should be in the future. Should there be a different fiduciary
standard, should that fiduciary standard apply to broker-dealers
and the like. And that is a policy question that really is handled
by other divisions at the SEC, not the one in which I am involved.

Mrs. WAGNER. Let me proceed here and say the memo stated
that, “Consumer protections for investment advice in the retail and
small plan markets are inadequate and that the current regulatory
environment creates perverse incentives.” Unfortunately, the memo
does not analyze regulatory oversight or the protections investors
currently receive from the SEC or FINRA. In fact, the memo
doesn’t even mention the SEC at all.

Isn’t it true that there are rules that require clear disclosure to
investors about payments and fees, including, sir, incentive fees
and rules which prohibit the use of manipulation, deceptive or
fraudulent practices?

Mr. CERESNEY. There certainly are statutes and rules on the
books that preclude fraudulent activity and then we certainly vig-
orously enforce those.

Mrs. WAGNER. You vigorously enforce those. Could you please
help us fill in the blanks left on how the SEC currently regulates
and enforces conflicts of interest and issues of “perverse incentives
in the investment advice market?”

Mr. CERESNEY. The law now does have a different standard for
investment advisors than it does for broker-dealers. The broker-
dealers are obviously governed by the anti-fraud provisions, and in-
vestment advisors have a fiduciary duty to their clients. So there
is a difference in some of the standards that apply—
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Mrs. WAGNER. There is a difference in the standards. Does the
SEC ever bring cases against investment advisors for violations re-
garding their fiduciary duty?

Mr. CERESNEY. Yes, we do.

Mrs. WAGNER. So there are still issues of investor protection even
with a fiduciary duty at times?

Mr. CERESNEY. Yes, but there are different standards that gov-
ern investment advisors and fiduciary standard does have a dif-
ferent nature to it than the protections that apply to—

Mrs. WAGNER. There were also claims, sir, that the current regu-
latory environment incentivizes advisors to recommend excessive
churning of retirement assets. Doesn’t the SEC have rules that ex-
pressly prohibit brokers from churning client accounts?

Mr. CERESNEY. The anti-fraud laws do prohibit churning, and
that is governed by a test that looks at things like turn-over ra-
tios—

Mrs. WAGNER. Right.

Mr. CERESNEY. —and the like.

Mrs. WAGNER. From an enforcement perspective, how do you
handle these cases?

Mr. CERESNEY. We look for churning and we try—if we see indi-
cations of churning, we look to try to prove it by looking at things
like the turnover ratio and the like.

Mrs. WAGNER. What further ways can the SEC mitigate potential
ris%s associated with conflicts as a deterrent through enforcement,
sir?

Mr. CERESNEY. As I said, we in Enforcement enforce the statutes
and rules that are on the books now. And we do that vigorously.
Whether there should be a different standard or not is, again, not
something that is within our purview.

Mrs. WAGNER. If the Department of Labor potentially steps into
this space where you have decades of experience in regulating,
could that make your job through Enforcement perhaps more dif-
ficult, sir?

Mr. CERESNEY. I don’t know. I would have to know more about
what it is that the Department of Labor is going to do. I will say
that we enforce the law as we see it. Whenever we see a violation,
we will bring an action.

Mrs. WAGNER. Thank you, and I appreciate it. I yield back my
time, and I thank the gentleman for his courtesy.

Chairman GARRETT. And I thank you both.

Mr. Lynch, you are recognized.

Mr. LYNCH. Thank you, Mr. Chairman. Director, I wanted to talk
to you about WKSI waivers. As you know, Congress and the SEC
has the ability to withdraw well-known seasoned issuer (WKSI)
status to a company if they are found to have, in particular, vio-
lated securities law and anti-fraud provisions.

So I have sort of made a hobby out of tracking how many folks
actually have their well-known seasoned issuer status withdrawn
as a result of prosecution. And it is far more common for waivers
to occur than it is to actually see prosecution. We don’t have a lot
of success, I think, in—especially looking at the financial crisis, not
a lot of people were prosecuted, at least high-level folks. Very little
was done to hold people accountable. But this is a case where I
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think just last year the SEC granted 80 specific waivers when they
could have penalized these companies for wrongdoing.

One particular case that I have found troubling was against
Credit Suisse and they actually pled guilty to a criminal violation
and yet, when the SEC was asked whether they would withdraw
their well-known seasoned issuer status—this is someone whose
employees were guilty of criminal activity—we still didn’t withdraw
their status.

So I am just curious as to where is that line? How do we review
this, because it looks like it is much more likely that you will get
a waiver from a penalty established by Congress than you might
ever be prosecuted or be subject to this withdrawal of benefits? And
of course, I should add that the well-known seasoned issuer status
allows them to use shelf registrations. So that is a real benefit to
these companies and it seems to be a good leverage point that we
could use to require them to refrain from violating the anti-fraud
provisions or other securities laws that we have established. And
I am just curious, why don’t we use that tool?

Mr. CERESNEY. Enforcement is generally not involved in waiver
recommendations or decisions. Those are typically handled by other
divisions at the SEC. For example, the WKSI waivers are handled
by the Division of Corporation Finance. My understanding is that
waiver requests are carefully evaluated by the Commission staff
and by the Commission based on the facts and circumstances of the
case under applicable legal standards.

It is important to recognize that WKSI disqualifications are not
enforced from remedies. We have remedies that are available to us
to punish misconduct and deter misconduct. For example, we have
disgorgement, we have penalties, we have bars, we have under-
takings. We have lots of different remedies available to us.

But the disqualification and waiver question is a separate ques-
tion, as Chair White indicated in her speech a couple of weeks ago,
that is a separate question about whether it is appropriate for that
particular issuer to function in this particular business activity
going forward. And whether the conduct that is involved in the en-
forcement action suggests that they cannot do that responsibly.
That is a different—

Mr. LYNCH. So Credit Suisse, you were involved in that prosecu-
tion? The criminal prosecution?

Mr. CERESNEY. I was not involved—we were not. We brought a
separate case against Credit Suisse that was separate from the
criminal case—

Mr. LyNcH. Okay.

Mr. CERESNEY. —regarding unregistered broker-dealer conduct.

Mr. LYNCH. I wonder if the prosecuting authority actually rec-
ommended that WKSI status be withdrawn or would that be over-
reaching on their part?

Mr. CERESNEY. I am not—again, without talking about any par-
ticular case, which I don’t know if that would be appropriate for
me to do, I am not aware of criminal authorities kind of expressing
a view on a WKSI waiver decision.

Mr. LYNCH. I am just curious, what is—so you have 80 waivers.
I am just wondering, do you know if we are using the threat of
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withdrawing that classification, WKSI classification, as a bar-
gaining chip, sort of, in negotiations?

Mr. CERESNEY. That is exactly why the Enforcement Division is
generally not involved in the question—

Mr. LYNCH. I see.

Mr. CERESNEY. —about whether—because we do not want it to
be a bargaining chip in our enforcement actions.

Mr. LyNcH. Okay. Thank you. I yield back. Thank you, sir.

Chairman GARRETT. Thank you. The gentleman yields back.

Mr. Huizenga?

Mr. HUIZENGA. I am up. All right.

Chairman GARRETT. Yes.

Mr. HuizeNGa. All right. Well, thank you. Sorry, I have to get
back, gather my notes. I was being distracted by my Wisconsinite.
He was bragging about how Wisconsin was going to win the tour-
nament so I don’t know—I have to—

Mr. Durry. Bill agrees Wisconsin is going to win, you guys.

Mr. HUIZENGA. You are—reclaiming my time. I am not going to
offer my predictions. Yes. All right, all right. I am getting to the
penalties phase and all that. Let’s get back to business here. When
former SEC Chair Schapiro announced her intention to return
power to staff to determine penalties, it is my understanding she
received a standing ovation; at least, that is what was reported.

And I would like to hear your thoughts on, should power to de-
cide penalties really reside with staff or should it reside with the
five Commissioners appointed by the President and confirmed by
the Senate? And, you have to understand, I am a former staffer
myself. I understand the importance and the power of staff but, at
the end of the day, doesn’t that seem like it should be political ap-
p}(l)in“gees and confirmed Presidential appointees who determine
that?

Mr. CERESNEY. Every recommendation that we make, including
about penalties, gets approved by the Commission. So, at the end
of the day, every penalty decision is approved by the Commission.
We recommend to the Commission what the penalty should be, but
it is up to the Commission to approve that.

Mr. HUIZENGA. But the staff determines the level and then how
often is that overturned by the Commission?

Mr. CERESNEY. I would say in the vast majority of cases, the
Commission accepts our recommendation. That is true of penalties
and other things. In the vast majority of cases, our recommenda-
tion is accepted. Occasionally there is an issue, but every penalty
recommendation gets approved by the Commission ultimately.

Mr. HuizeNGA. All right. Tell me a little bit about company
versus individual penalties on that. I have a quote here from you
from 2013: “Monetary penalties speak very loudly and in any lan-
guage a potential defendant understands. Enforcement needs to be
aggressive in our use of penalties.” And I am curious, do you be-
lieve that penalties against corporations actually deter actions and
conduct that violates the rules? Or why are they easier to levy
these against companies versus individuals, and is there some sort
of level where the SEC isn’t going to go after an individual or an
employee at a certain level where public securities are—have
been—there has been fraud within these public companies?
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Mr. CERESNEY. There is no question that cases against individ-
uals are the greatest deterrent. I think individuals who feel like
they are at risk will be deterred in their conduct. I think that is
the case. And actually, 70% of our cases last year were brought
against individuals—involved individuals being charged.

Having said that, I do think that there is an important place for
monetary remedies against corporations. I think those kind of pen-
alties have great impact. I think they encourage the increase in
compliance, they encourage increased focus on compliance, they en-
courage shareholders and directors to pay attention and to ensure
that executives are focused on making sure that there is compli-
ance. So, for all of those reasons, I think corporate penalties are
important but individual cases are critical.

Mr. HUIZENGA. Is there a written policy as to what determines
that for the recommendations?

Mr. CERESNEY. A written policy for corporate penalties?

Mr. HUIZENGA. No, is there a written policy that staff follows as
they are trying to determine corporate versus individual?

Mr. CERESNEY. There are internal guidelines about generally
how to look at penalties but I don’t—

Mr. HUIZENGA. There are always internal guidelines.

Mr. CERESNEY. Right.

Mr. HUIZENGA. We have internal guidelines in my family but
that doesn’t mean they are necessarily written down. How are they
written, are they policy when someone comes in and is new to this,
is there something for them to review?

Mr. CERESNEY. I believe we have internal guidelines but they
generally set forth factors to consider in each case. So, in other
words—

Mr. HUIZENGA. So do you or don’t you know whether they are
written down?

Mr. CERESNEY. Well, there—for example, there is a 2006 release
that the Commission put out on corporate penalties that contains
9 factors that are relevant to corporate penalties. And in every
case, we consider how those factors impact the case, and in a par-
ticular case, we may look at couple or two or three of those as
being more important than the others. But, yes, that is one exam-
ple.

Mr. HUIZENGA. Okay. Would you be willing to provide this com-
mittee with those written policies?

Mr. CERESNEY. Sure. I am happy to provide the 2006 statement
to the committee.

Mr. HUIZENGA. Okay. And that is the extent of any of the guide-
lines that you deal with and staff would deal with?

Mr. CERESNEY. I believe we do have some internal factors to be
considered. I would have to go back and look at our internal guide-
lines. But the public around this—also I should note cases out
there—case law that articulates particular factors that should be
considered in looking at penalties and we obviously follow those, as
well.

Mr. HUIZENGA. My time is expiring but I think what I would like
to do is follow up in written form with you—

Mr. CERESNEY. Sure.
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Mr. HUIZENGA. —and see what we can pull together. Okay.
Thank you, Mr. Chairman. And I yield back.

Mr. HURT [presiding]. Thank you.

The Chair now recognizes the gentleman from Delaware, Mr.
Carney, for a period of 5 minutes.

Mr. CARNEY. Thank you very much, Mr. Chairman. And thank
you for coming in today, Director Ceresney. Just a couple of quick
questions. One, and it has been referred to a little bit before, is
that we as Members hear from our constituents all the time about
the fact that so few people were prosecuted or went to jail. That
is what I hear specifically from constituents, as a result of the big
financial crisis. How would you respond to that?

Mr. CERESNEY. I would say—obviously, I can’t speak to the crimi-
nal authorities, because we don’t have criminal authority at the
SEC, and I can’t speak for the Department of Justice, which does.
I will say that I think our record in the financial crisis was very
strong. We brought cases against 175 entities and individuals in-
cluding 70 CEOs, CFOs, and senior executives. We got tremendous
amounts of relief and disgorgement and penalties as a result of the
financial crisis cases.

And so I think when you look at our efforts during the financial
crisis, they were extremely strong. One example, just to point to,
is the Bank Atlantic case which we tried in Miami a couple of
months ago and we got a verdict against the CEO and the firm for
misrepresentations relating to loans arising out of the financial cri-
sis. That is just an example of a case we brought that was very
strong and important.

Mr. CARNEY. Could you characterize some of the other cases.
What generally were you—or is it just a broad range of things?

Mr. CERESNEY. It was a broad range of things. I think it included
cases like the case against Citi’'s CFO relating to the disclosure of
the subprime exposure. A case against Countrywide Financial re-
lating to issues relating to their mortgages. Cases against Thorn-
burg Mortgage relating to representations they made to investors.
A case against BankAtlantic involved misrepresentations by a CEO
regarding the performance of loans on the books of the bank. Those
are just some examples.

Mr. CARNEY. Shifting gears, considerably actually, I am inter-
ested in your reflections here. A number of us have heard presen-
tations about the possibility of a venture-type exchange. And I have
talked to folks in the business and there—some of the concerns
they raise are around fraud and that kind of thing, and the exam-
ple in Canada, there actually has been some fraud. What concerns
would you have with respect to a venture exchange, if you will,
from an enforcement—from a fraud perspective and if you are fa-
nilliliar with that at all? I would be interested in your viewpoint on
that.

Mr. CERESNEY. Obviously, the question about venture exchanges
is one for the Division of Corporation Finance or for the Division
of Trading and Market—

Mr. CARNEY. But my question is more of what should we be con-
cerned about and—

Mr. CERESNEY. Sure. I think it is—I wouldn’t characterize it as
anything different than we are often concerned about, which is in-
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vestor protection and whether investors are being misled. You obvi-
ously want to make sure that any representations the company
that lists on a venture exchange are accurate. And so we would ob-
viously monitor that just like we are monitoring all kinds of other
things. Like, for example, Rule 506 Jobs Act, and other types of ini-
tiatives that relate to raising money from investors. We do look for
fraud and all. So I don’t know whether venture exchanges would
present a larger—

Mr. CARNEY. Yes, I think that is really the question.

Mr. CERESNEY. I don’t know—

Mr. CARNEY. You don’t have a view on that?

Mr. CERESNEY. —to have a view on that, yes.

Mr. CARNEY. Well, thanks very much. Thanks for being here. I
yield back.

Mr. HURT. The gentleman yields back. The Chair now recognizes
the gentleman from Texas, Mr. Neugebauer, for a period of 5 min-
utes.

Mr. NEUGEBAUER. Thank you, Mr. Chairman, and thank you,
Mr. Ceresney, for coming today.

Under Sarbanes-Oxley, the Commission is authorized to take
pools of cash collected from defendants in the SEC enforcement ac-
tions and distribute the money to injured investors. I think they
call those Fair Funds. The penalties are deposited into the Fair
Fund which functions like a private class action settlement.

In an op-ed in November of 2014 in The Wall Street Journal,
SEC Commissioners Gallagher and Piwowar expressed concerns
about the use of those funds and said they believed that class ac-
tion lawyers have an incentive to round up potential victims in the
SEC insider trading cases and arrange a substantial contingency
fee, then lead Fair Fund campaign under the guise of grassroots
movement by harmed investors.

I think the particular case that Commissioners Gallagher and
Piwowar were referring to was the SEC v. CR Intrinsic Investors.
I think in that case there were thoughts that it was difficult to
really tell who the injured parties were in that case, and that a
substantial amount of money was involved in that transaction. And
so I guess the question is, were you aware that before the vote, the
Commissioner’s office received dozens of suspiciously similar letters
from purported victims urging the Commission to petition for a
Fair Fund?

Mr. CERESNEY. The CR Intrinsic case did involve proceeds from
a settlement that involved insider trading. Our assessment, based
on the WAU and Congress’ prior activity in this area, is that con-
temporaneous traders—that is, traders who traded at the same
time as the insider trading occurred—were victims under the law
as it has been defined by both the case law and by Congress in the
past.

And so our recommendation to the court was that a Fair Fund
be established both from the disgorgement and from the penalty
amounts in that case and distributed appropriately, and we also re-
minded the court that the statute does not allow for the use of at-
torneys’ fees—the use of the funds to pay attorneys’ fees as part of
that distribution.
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And so our perspective was that a fund should be created and an
administrator should be appointed to determine who the victims
were, and then distribute the money, but that it shouldn’t go to at-
torneys’ fees.

Mr. NEUGEBAUER. You may not directly pay attorneys’ fees, but
if a bunch of trial lawyers get together and go out and solicit people
who could have—say they could have been injured in that trading
or that specific case, they get a contingency fee, while the funds
from the pool don’t directly go to pay those attorneys, indirectly
they would go to the attorneys. I guess they would be netted from
the settlement with the individual who claimed their damages.
Wouldn’t that be correct?

Mr. CERESNEY. I don’t know what arrangements there are be-
tween investors and their attorneys and, obviously, we don’t look
into—we award a settlement—if money is awarded out of the Fair
Fund to a particular investor what they then do with that money
is not something that we can have visibility into. And so I think
the only question that we were faced with was whether those con-
temporaneous traders were victims, and a majority of the Commis-
sion obviously approved the recommendation that we recommend
to the court the creation of the Fair Fund.

Mr. NEUGEBAUER. What is the current policy of when you estab-
lish a Fair Fund and when you don’t establish a Fair Fund?

Mr. CERESNEY. Whenever we have investors that have been
harmed that we can identify, and wherever the money is sufficient
such that it makes it justifiable to create a fund, we will rec-
ommend a Fair Fund. It obviously is a facts-and-circumstances de-
termination based on the amount of money, who the victims were,
what the conduct was, et cetera.

Mr. NEUGEBAUER. What is the current status of the Intrinsic
case?

Mr. CERESNEY. I am not 100%—I think an administrator has or
will be appointed, I am not 100% sure of exactly where—I am
happy to get back to you with the current status if I can go back
and check. I believe it was in the planning stages still where we
had—I think there had been an administrator appointed and now
they have to come up with a plan.

Mr. NEUGEBAUER. And how many Fair Funds have you set up
since the authorization in Sarbanes-Oxley, do you know?

Mr. CERESNEY. I don’t have a number of Fair Funds. I can tell
you the amount of money we distributed through—since Sarbanes-
Oxley. It is almost $10 billion.

Mr. NEUGEBAUER. But you don’t how many funds?

Mr. CERESNEY. I can’t tell you. It is hundreds, but I don’t know
the exact number. I can get back to you with that if you would like.

Mr. NEUGEBAUER. And when you say you distributed $10 million,
that was the amount of money that went into the fund?

Mr. CERESNEY. $10 billion.

Mr. NEUGEBAUER. $10 billion.

Mr. CERESNEY. Yes. I think that is the amount distributed. There
are occasions I think where money goes into a fund but there is ex-
cess and it comes back, so I am not sure whether that—I think that
$10 billion is actually disbursements.
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Mr. NEUGEBAUER. I would be interested to know the current sta-
tus of the Intrinsic case.

Mr. CERESNEY. Okay. We can get back to you on that.

Mr. NEUGEBAUER. Thank you.

Mr. HURT. The gentleman yields back. The Chair now recognizes
Mr. Sherman for a period of 5 minutes.

Mr. SHERMAN. Thank you. I want to focus a little bit on some of
the less sophisticated, more clearly illegal, but sometimes not de-
tected, fraud that goes on out there. The best example is Madoff.
I want to make sure that we have learned all the lessons that can
be learned there.

One of the things with Madoff is he submitted audited financial
statements, audited by a firm so small that they could not have
done an audit of his operation. You might also have a circumstance
where the firm is just barely enough to have done the work, but
if they did it, that would have to be like half their fees for the year
and they would have lost independence. You may have a cir-
cumstance where the audit firm doesn’t exist. And you may have
a firm that does exist but the issuer just steals a piece of sta-
tionery. What systems have you done—gone through to make sure
that the auditor sends you a copy of the audit opinion, or emails
it in to you, so you know that the issuer is not submitting a forged
audit opinion?

Mr. CERESNEY. Obviously, the PCAOB was created by part—Sar-
banes-Oxley to oversee the audit—public audit of public companies,
and I think that they have—

Mr. SHERMAN. This is more, how do you—

Mr. CERESNEY. Is your question in connection with—

Mr. SHERMAN. Yes. When a registration statement is sub-
mitted—

Mr. CERESNEY. Right.

Mr. SHERMAN. —it is submitted by the issuer. How do you—
when a reg D document is submitted, et cetera. At all levels from
public to A plus to A minus to A triple plus, whatever, reg A, reg
D. How do you make sure that, in fact, the CPA firm did in fact
sign that opinion? It is not a forgery?

Mr. CERESNEY. Well, the Division—

Mr. SHERMAN. Do you bother to contact the firm?

Mr. CERESNEY. The Division of Corporation Finance reviews fil-
ings by companies.

Mr. SHERMAN. Do they have a system, or you don’t know if they
have a system?

Mr. CERESNEY. Sitting here today, I can’t tell you what their sys-
tem is. I know if they were to find a red flag that suggested there
was an issue they would refer it to us.

Mr. SHERMAN. The answer, I believe, last I checked is that they
have no system. Madoff happened because 10 or 12 of the barn
doors were open. They have closed one or two, and they have gone
on to other things. There will be more fraud, and then there will
be more work for you folks to do and more big fines to collect,
which will get the agency more big and good headlines.

What does your Enforcement Division do with regard to the
Ponzi schemes that are out there being sold to people who wouldn’t
know a registration statement if it hit them in the face? Are you
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trolling the internet and finding the Ponzi schemes or are you
going to tell me that, well, you are not a law enforcement agency
so you won’t do that?

Mr. CERESNEY. We do do that, amongst many other things. We
obtain over 15,000 TCRs, tips, complaints and referrals a year.

Mr. SHERMAN. I am not talking about—I am talking about, are
you trolling or are you just waiting for people to tell you?

Mr. CERESNEY. We do have proactive efforts in a number of
a%'eas, including pyramid schemes, microcap fraud, and that kind
o —

Mr. SHERMAN. You actually have at least one employee who is
trolling the internet, finding the bogus offers that are out there to
investors?

Mr. CERESNEY. We do in a number of areas, including microcap
fraud, pyramid schemes and the like. We do do affirmative
proactive surveillance.

Mr. SHERMAN. Got you. Now, you are asking for a 7 percent in-
crease in the budget. How would that be spent? Why is it nec-
essary?

Mr. CERESNEY. Yes, the portion of that budget that is related to
the Enforcement Division relates to 93 positions that we have
asked for. I think the way we break it down is really three cat-
egories of additional needs. One is data analytics. We anticipate 20
people would be into analytics. We have a huge amount of data
now available to us. Using that to detect misconduct is a great op-
portunity and something that we really need to be doing.

The second is for investigators, about 50 additional people there.
And there, I think the point is we have just tremendous resources
that are necessary to investigate complex schemes. And the third
area is trial attorneys—about 20 or so trial attorneys. And we have
seen an increase in trials—

Mr. SHERMAN. And these 93 positions, that would be roughly a
7hpe‘1;cent increase of your Division or is it somewhat different than
that?

Mr. CERESNEY. Our Division now is about 1,300 or so employ-
ees—

Mr. SHERMAN. It is pretty close to 7 percent.

Mr. CERESNEY. I guess it is close to 7 percent.

Mr. SHERMAN. Close enough for government work.

I yield back.

Mr. HURT. The gentleman yields back. It is my understanding
that votes have been called. So what I would like to do is to have
questions for—what I would propose doing, without objection, is
that we have questions from Mr. Royce and then Mr. Himes and
we would then recess.

So with that, I recognize Mr. Royce for a period of 5 minutes.

Mr. RoycEk. I thank the chairman.

Director, as you point out in your testimony, policing insider
trading is central to the mission of ensuring confidence in the mar-
kets. And I assume that you often get anonymous tips on insider
trading cases or have things referred to you from the Division of
Corporation Finance.

I am wondering what other avenues you look to for information.
For example, if a Federal judge raises serious questions about in-
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sider trading in a ruling, is this something that could trigger the
commencement of an investigation into securities laws violations?
Or is an investigation—let’s say there is an ongoing investigation,
are issues raised in a court proceeding potential evidence for the
Division of Enforcement?

Mr. CERESNEY. We have a number of sources of information re-
lating to insider trading cases. A prominent source is SRO refer-
rals, FINRA and ORSA refer cases to us often. We also now have
developed internally a mechanism for finding insider trading
through data that we have—blue sheet data that we have. Obvi-
ously, if a court decision were to come out which suggested there
was insider trading, it clearly is also something we would look at.

Mr. ROYCE. The judge raised those serious questions, I see. As
for what makes up the insider trading, do you look to the law for
guidance? Do you discuss potential investigations with your col-
leagues in Corporation Finance? I assume it is not always as easy
as Justice Potter’s storage rule that you know it when you see it.

Mr. CERESNEY. We do. Obviously, we have dialogue internally,
including with the Division of Corporation Finance about violations
of the insider trading laws.

Mr. ROYCE. And it is clear to me that sometimes you have to an-
swer complicated questions in order to bring an insider trading
case to the Commission. Under the Securities and Exchange Act,
and specially Rule 14e-3, there are many hurdles that have to be
overcome. And I was hoping you could help me understand some
of those today.

The first is this question of what constitutes a substantial step
or steps toward a tender offer? Do you look for tactics commonly
associated with a hostile bid? Say, for instance, Company A is mak-
ing an offer to buy Company B. If Company A begins a PR cam-
paign and hires financial and legal advisers and sends multiple
threatening letters to Company B’s Board of Directors, directly
communicates with Company B, its customers and employees,
vs;‘(f)‘ulgi this not meet the threshold of commencing a hostile tender
offer?

Mr. CERESNEY. I think it is a facts and circumstances inquiry.
You know, what a substantial step towards a tender offer is really
a—can be a complicated question, in certain cases, obviously. So I
think it really depends on the facts and circumstances.

Mr. ROYCE. And here is a follow-up on this: What if Company A’s
board meeting materials clearly reflect a recognition by the board
that a move to acquire Company B would most likely require a hos-
tile takeover? Or what if Company A simply makes a self-serving
statement that it is not taking a substantial step towards a tender
offer. Is this enough to establish that as fact?

Mr. CERESNEY. Again, I think it is a facts and circumstances in-
quiry. I need to really sort of examine the set of facts and cir-
cumstances on that.

Mr. ROYCE. And another question that has only recently been
raised is what is the SEC’s definition of who would be considered
a co-bidder or a so-called co-offering person and therefore exempted
from the scope of the rule?

Mr. CERESNEY. Again, it depends on the facts and circumstances
and what kind of conduct the individual or the entity takes.
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Mr. ROYCE. Would a person or persons brought on as a strategist
or financier by Company A qualify as a co-offering person under
the rule? What would have to be established for this person to
qualify for the exemption from the disclosed or abstain rule that
applies to those with material non-public insider information.

I am hopeful that the SEC will provide some clear guidance on
these issues in the future. And so, that is why I asked the question
for the record. If I could have a response on those?

Mr. CERESNEY. Again, it is a facts and circumstances inquiry. 1
would really need to examine the facts more closely.

Mr. RoyCE. Thank you, Director.

Mr. CERESNEY. Thank you.

Mr. HURT. The gentleman’s time has expired.

The Chair now recognizes Mr. Himes for a period of 5 minutes.

Mr. HiMES. Thank you, Mr. Chairman. Thanks for being with us,
Director Ceresney. I have two questions pertaining to insider trad-
ing. Like my colleague, Mr. Lynch, I am working on a bill that
takes a slightly different approach.

And my two questions are this. First, there is some ambiguity in
the press reporting about the SEC’s beliefs around the implications
of the Second Circuit’s Newman decision. Law 360—I think they
quoted you as saying you have the ability to adapt, late January
Southern District prosecutors say they are going to drop some pros-
ecutions. And of course, we are hearing lots of talk about the possi-
bility of convictions being overturned.

So my first question is, regardless of the future of the Newman
decision, do you think we would be well-served, big picture, by
clear statutory liability, in other words, a law prohibiting insider
trading?

Second—I will let you divide up the remaining time in terms of
how you want to answer these—and this would be helpful in think-
ing through the legislation that I am working on, how does the
SEC think about the threshold between civil and criminal liability?
I guess the right way to ask that is when do you and how do you
take the decision to refer a case like this to the DOJ for criminal
prosecution?

Mr. CERESNEY. First, let me just comment on the impact of New-
man. I think it is fair to say it is a very significant decision and
it will impact certain of our cases. Whatever has been reported
about our views, it is very significant. It also, though, as I have
said before, does not mean that we don’t have insiding trader cases.
We brought cases against 16 defendants since Newman and we will
continue to do that. We will work within the confines of Newman.

We have a lower standard of proof on the civil side, where we
have to show negligence by knowledge of a tippee, and so that
helps. We have other circuits we can go to. So, there are ways we
can deal with Newman. And I think courts may well distinguish
the facts on Newman, as they did in the last couple of weeks in
the Southern District. So, that is just our views on Newman.

And we filed an amicus brief. The rehearing is still pending. And
so, obviously, whatever happens with that will impact our views.

As for the views on legislation, I think that obviously is a deci-
sion for the Commission to make about what their position is on
legislation. And they have not taken a position yet. What we have
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said and we will continue to do is, we are happy to supply technical
expertise, as you and others work on bills.

And I think Chair White said last week—and I think this re-
mains our overriding view—strong insider trading laws are critical
to the markets. And we think that is important. And we think that
is critical. So, that remains our overriding goal, making sure that
insider trading laws are strong, and that people have confidence in
the markets.

Now, as to the question about civil and criminal—

Mr. HiMES. Can I stop you there? Because, of course, some might
argue that there are no insider trading laws, that you rely on anti-
fraud provisions. So, can I interpret what you just said as encour-
agement that perhaps we should do away with some of the ambi-
guity emerging from the way these cases have been prosecuted?

Mr. CERESNEY. No, I think I am saying it is really up to the
Commission, and they haven’t expressed a view on this. And I don’t
want to be interpreted one way or the other on this. I think Section
10b-5 does prohibit insider trading, as the case law has shown. It
is deceptive conduct, and it is illegal under Section 10b-5. So, that
is really what I was saying.

And just on the civil/criminal question that you asked, obviously,
violations of the securities laws—the only—the thing that makes it
criminal is intentional conduct, where we can show intentional con-
duct beyond a reasonable doubt. That is what makes it criminal.
Obviously, every violation to securities law could be criminal if it
is done intentionally and we can prove it beyond a reasonable
doubt.

And so, in insider trading cases, what we do is we often work
with criminal authorities, as well. They have tools that aren’t avail-
able to us, including undercover operations and the threat of jail
and those kinds of things. And the question about whether some-
thing goes criminal versus civil is often a question of the evidence.

Typically, you will have a cooperator in a criminal case, or you
will have a recording. Or you will have some sort of definitive evi-
dence that can prove it beyond a reasonable doubt.

In our civil cases, we often have circumstantial evidence. You see
somebody trading right before an announcement. You see them get-
ting a call from an insider right before they trade. You see evidence
of suspicious trading, where they are trading two thirds of their net
worth right before an announcement. They have a relationship
with somebody who is an insider.

So, there is lot of circumstantial evidence that shows it, and we
think that can prove it by a preponderance of the evidence. But
that is not always sufficient to show beyond a reasonable doubt.

Mr. HIMES. Last question. Newman hinged on the knowledge of
the tippee, of the tipper’s personal gain and the existence of that
personal gain. Do you think that the tippee’s knowledge of the pos-
sibility of personal gain on the part of the tipper—do you think
that is sort of an essential feature to liability of the tippee?

Mr. CERESNEY. Well, that is what Newman says. And we had
previously—our view was that it wasn’t. But the Southern District
didn’t appeal that portion of the Newman case—didn’t seek rehear-
ing on that portion of the Newman case. And so, I think it will
stand. So Newman, at least in the 2nd Circuit, governs there.
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As I mentioned, the way we deal with that is we have a lower
standard of proof on that. We just have to show that the tippee
should have known that the tipper had a personal benefit. And
that gives us an ability to show, for example, that the nature of the
information was such that the tippee should have realized that it
came from somebody who had personal benefit.

Mr. HURT. Thank you, Mr. Ceresney.

The gentleman’s time has expired.

The list that I have now is Mr. Schweikert, Mr. Poliquin, Mr.
Hill, and Mr. Duffy are the ones that we will expect to hear from,
or have questions when we get back.

And, without objection, we will recess until 10:45.

[recess]

Mr. HurT. The subcommittee will come back to order. Thank
you, Director, for your patience.

And what I have like to do is go ahead and recognize the gen-
tleman from Wisconsin, Mr. Duffy, for a period of 5 minutes, start-
ing now.

Mr. DUFFY. Thank you, Mr. Chairman.

Mr. Ceresney, you are a lawyer, correct?

Mr. CERESNEY. I am.

Mr. DUFFY. And you used to be a Federal prosecutor, correct?

Mr. CERESNEY. I was.

Mr. DUFFY. And now you have moved over to the SEC? Yes?

Mr. CERESNEY. Yes.

Mr. DUFFY. Yes. Very easy questions.

And you care about due process, I would imagine?

Mr. CERESNEY. Yes, I do.

Mr. Durry. Who hires the ALJs who work at the SEC?

Mr. CERESNEY. I am not sure of the exact process and I am not
involved in the process—

Mr. DUrFrY. But the SEC hires the ALdJs, right?

Mr. CERESNEY. I believe, actually—

Mr. DUFFY. You should know the answer to that. It is not some
outside group, right?

Mr. CERESNEY. I don’t—I think that the chief judge, Judge Mur-
ray, may be well involved in it. I assume ultimately, it is approved
by either the Chair or the Commission. I am not sure.

Mr. DuUFry. At the SEC? So the ALJs are hired by the SEC?
They are paid by the SEC, correct? Yes.

Mr. CERESNEY. They are paid by the government. I don’t know
exactly where the money—

Mr. DUFFY. In the administrative law proceedings, who makes
the rules in regard to those proceedings?

Mr. CERESNEY. The Commission.

Mr. Durry. The SEC does, right?

Mr. CERESNEY. That is correct.

Mr. DUFFY. Right. So, not some third party. You actually make
the rules by which you get to litigate cases or prosecute cases, cor-
rect?

Mr. CERESNEY. I think they are subject to notice and comment,
but yes, it ultimately is—
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Mr. DUFFY. But you make the final rule. You can say, “I will lis-
ten to you, I will hear you, but I am going to make the final deci-
sion.”

Mr. CERESNEY. Like other rules, that is correct.

Mr. DUFFY. So with regard to discovery in the ALJ proceedings,
do you have the same discovery requirements going the ALJ route
as you do in Federal court?

Mr. CERESNEY. Actually, you have more extensive discovery.

Mr. Durry. More extensive?

Mr. CERESNEY. Yes. We turn over our whole file, typically within
7 days of—

Mr. DUFFY. Are you required per your rules to turn over those
documents?

Mr. CERESNEY. Yes, we are.

Mr. DUFFY. So you are—your testimony is, the discovery require-
ments at the SEC going the administrative route is more extensive
than the Federal courts?

Mr. CERESNEY. Our obligation to produce documents and items
that are in our file is more extensive.

Mr. DuUrFrY. So do you have a duty to disclose exculpatory evi-
dence to the defendant?

Mr. CERESNEY. In an administrative proceeding, we do, not in a
district court action.

Mr. DUFFY. So you are required to—per your guidelines, to dis-
close exculpatory evidence?

Mr. CERESNEY. Per the rules of practice, yes.

Mr. Durry. Okay. And what happens if you violate that rule?

Mr. CERESNEY. I assume there are implications for the pro-
ceeding, but I am not familiar with instances where that has oc-
curred. But I imagine there would be implications in the pro-
ceeding.

Mr. DUFFY. In regard to the admissibility of hearsay, is that ad-
missible in Federal court?

Mr. CERESNEY. Hearsay is, unless it is subject to an exception—
there are obviously a number of exceptions to hearsay—

Mr. DUFFY. It is not admissible, right?

Mr. CERESNEY. Hearsay that is not subject to an exception is not
admissible.

Mr. DUFFY. Is it admissible in your proceedings?

Mr. CERESNEY. The rules of evidence are relaxed in an adminis-
trative proceeding, but the administrative law judge has discretion.

Mr. DUFFY. So the point is, you don’t have the same rules on
hearsay at the SEC as you do in Federal court.

Mr. CERESNEY. They could, although one thing to say is the ad-
ministrative law judge decides on the weight of the evidence.

Obviously, if evidence is hearsay—

Mr. Durry. The administrative law judge that is employed by
the SEC, that one?

Mr. CERESNEY. The administrative law judge—

Mr. DUFrY. —what was the—I thought I heard that incorrectly—
what was the win rate last year in the cases you brought, in those
administrative cases?

Mr. CERESNEY. Last year—

Mr. Durry. Did I hear it was 100 percent?
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Mr. CERESNEY. Last year, but—

Mr. DUFFY. But 100 percent?

Mr. CERESNEY. Not in prior years, though.

Mr. DUFFY. But last year was 100 percent? You won every case?

How about with regard to the cases that you brought in Federal
court? Was it 100 percent there?

Mr. CERESNEY. No—

Mr. DUFFY. No? You won 11 out of 18?

Mr. CERESNEY. That is correct—11 out of—

Mr. DUFFY. Do you think there could be any correlation when
you actually hire the judges and you set the rules that you win all
the cases? Do you see a correlation there?

And you might say, you know what? I want to bring more cases
in front of the judges that I hire and abide by the rules that I set
as opposed to letting these cases go into Federal court. And low
and behold, wow, I win them all. And I believe in due process.

This is a great way to administer justice when you work at the
SEC

Mr. CERESNEY. I will just say this: We are not afraid to try cases
in Federal court. In fact, we have won 11 of our last 13 jury trials
in Federal court. We just won one yesterday.

And we still bring a majority of our cases in district court, so we
are not shying away from using district court.

Mr. Durry. With regard to press releases, I read a few of your
press releases. I don’t know if you would agree, but when I read
your press releases, I read them and say, “This defendant, man,
the SEC says they are guilty. They lay out the case, they lay out
the facts, and they conclude guilt.”

As a former Federal prosecutor, from the U.S. Attorney’s Man-
ual, there is a requirement that says, “A news release should con-
tain a statement explaining that the charge is merely an accusa-
tion, that the defendant is presumed innocent until and unless
proven guilty.”

And I was a former prosecutor, only a lowly State prosecutor,
and we would abide by that rule as well.

I read this, and I am amazed at the stuff you put in your press
releases with regard to defendants.

Thoughts on that?

Mr. CERESNEY. I think our press releases always make clear that
the allegations are being alleged, and they make it clear that they
have not been proved and they are subject to being—

Mr. Durry. What do you think a Federal judge would do if you,
as a Federal prosecutor, put out a press release about a defendant,
like you do, about a defendant at the SEC? Do you think he would
say, “Oh, wow, that is right in line with Federal procedure?”

Mr. CERESNEY. I think it is in line.

Mr. DUFFY. You think it is?

Mr. CERESNEY. Yes, I do.

Mr. DUFFY. I would disagree in the most strong way.

I see my time—

Mr. HURT. Thank you, Mr. Duffy.

Mr. DUFFY. —is up. I yield back.

Mr. HURT. Thank you, Mr. Duffy. And the gentleman’s time has
expired.
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The Chair now recognizes Mr. Poliquin for a period of 5 minutes.

Mr. PorLiQUIN. Thank you very much, Mr. Ceresney, for being
here this morning. I appreciate it.

And I want to thank you also for the good work of you and your
staff in pursuing the bad guys in the financial services space. I
know that you are doing the best you can to make sure you protect
our consumers.

Now, if you don’t mind me beginning by reminding both of us
that the reason we have such a strong economy, in great part, here
in America is because we have such a diverse and creative and lig-
uid capital market and also financial services sector. Not only do
they provide the capital that we need as an economy to grow and
create better lives and more jobs for our citizens but it also pro-
vides the tax revenues we need to defend ourselves and take care
of those who are truly in need.

Now, we both know that this country is a country of laws, and
it is very, very important that whomever comes before you—and I
am sure you would agree with this, Mr. Director—has a fair hear-
ing. This is embedded in our Constitution, the 4th and 5th Amend-
ments.

And T am sure you want to make sure that anybody who is
brought before you folks has an opportunity to defend themselves
in a fair and predictable way, whether you are in front of a traffic
court in Bangor, Maine, or someone here in Washington who is in
the financial services sector before you folks.

Now, one of the concerns that I have, to be very candid about
with you, as we discussed a little bit this morning, Mr. Ceresney,
is that during the past few years, you seem to have relied much
more on an in-house administrative process to chase down those
%fou think are—or have been accused of violating our securities
aws.

Now, if I am not mistaken, internal in-house procedures are lo-
cated and they take place at your offices. Is that correct? In-house?

Mr. CERESNEY. In D.C., we have a hearing room in the SEC—

Mr. PoLIQUIN. Okay, so it is that essentially at your building?

Mr. CERESNEY. In the regions, actually, often, the hearings are
not held in our offices; often, they are held in Federal courts or
other places.

Mr. PoLIQUIN. Okay, but I am just talking about your adminis-
trative process. And if I am also not mistaken, Mr. Ceresney, you
folks actually select the administrative law judges who oversee
these proceedings. Is that correct?

Mr. CERESNEY. As I mentioned, I am not 100 percent sure of the
process by which the ALJs get hired. I know that the—

Mr. PoLIQUIN. Okay, but you folks pay them.

Mr. CERESNEY. They are paid by the government.

Mr. PoLIQUIN. Okay, they are paid by the government. Paid by
the SEC in this case, part of your budget.

Mr. CERESNEY. I assume that is right. But I don’t know where
the money comes from.

Mr. PoLIQUIN. Okay. I would make the case, if I may, sir, that
if you are not in Federal court to pursue these alleged violations
of the securities law and they are held, effectively on government
property, your government property or thereabouts, and you folks
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are involved in some way, are hiring and paying for these judges,
I would make the argument with you or make the point that they
might not be completely impartial.

And I want to just bring that to your attention.

Also, it is my understanding that there is no jury involved, cor-
rect?

Mr. CERESNEY. There is no jury—

Mr. PoLIQUIN. Okay. And also, hearsay is admissible as evidence
in these proceedings, is that correct?

Mr. CERESNEY. As I said before, hearsay evidence can be admis-
sible. It is at the discretion of the ALJ and the amount of weight—

Mr. PoLIQUIN. Okay. And these folks are the people that you hire
for these proceedings.

And if someone comes before you and they—or they come out on
the other side of the fence, and they want to appeal it, they appeal
it before your people, right?

Mr. CERESNEY. They appeal it to the Commission.

Mr. PoLIQUIN. Okay. So they—

Mr. CERESNEY. Presidential appointees.

Mr. PoLIQUIN. Okay, so they appeal it to your organization, not
an independent outside entity, correct?

Mr. CERESNEY. They ultimately can appeal to a court of appeals.

Mr. PoLIQUIN. Okay, but the first appeal is to you folks, right?

Mr. CERESNEY. The first appeal is to the Commission.

Mr. PoLIQUIN. Okay. Here is where I am going with that, Mr.
Ceresney. Everybody wants to make sure that our investors and
our consumers are protected, but we also want to make sure that
the folks that you bring before you also have a fair and honest
process. That is part of our Constitution.

Now, I would also, if I may, remind you that the financial serv-
ices industry employs about 6 million people in this country in var-
ious functions. And they are good-paying jobs. And they provide op-
portunities for their families.

And what I am concerned about is that if you have a process that
is perceived to be unfair or unpredictable, where it is stacked
against the person that you bring before you or the company you
bring before you, that this will have a negative impact on this part
of our economy, which provides so much vibrancy and so much
depth to our economy and so much employment, that this could ac-
tually hurt the folks whom you are trying to help.

Let me give you an example. If you are talking about a paper
maker in Rumford, Maine, that I represent, or a teacher from Ban-
gor, Maine, or a nurse from Lewiston, Maine, and they are pre-
paring and saving for their retirement or to put their kids through
college with savings, and they are dependent upon a mutual fund
company or an investment management firm that helps them grow
that retirement nest egg or that nest egg to put their kids through
college, and all of a sudden the firms in this space are dragged be-
fore the SEC and there is not a fair opportunity to be heard, then
that will have a negative impact and raise the cost, raise the fees,
and reduce the performance of that nest egg that those retirees are
trying to accumulate.

So I know there is all kinds of room to make improvement. And
I would just encourage you, Mr. Ceresney, as you go through this
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process, to make sure you are looking out for these middle-class
families who are trying to prepare for their retirement by being fair
to the people who are brought before you.

I bet there are ways you can make adjustments to make that
happen.

Mr. HURT. Thank you, Mr. Poliquin.

The gentleman’s time has expired.

The Chair now recognizes Mr. Messer for a period of 5 minutes.

Mr. MESSER. Thank you, Mr. Chairman.

And thanks to the Director for being here today. I appreciate
your willingness to withstand testimony.

We all support the vigorous enforcement of Federal securities
laws and believe that it is important that you go after bad actors.
When, though, those bad actors are penalized, at times the pay-
ment for that falls upon innocent shareholders, who, of course,
Werelzl’t a direct part of the bad activities that may have been pros-
ecuted.

Could you talk a little bit about what, if anything, the SEC does
to ensure or try to mitigate the impact on innocent shareholders of
enforcement efforts?

Mr. CERESNEY. We have a number of factors that we consider
when we think about corporate penalties. And I think you are fo-
cused on issuers that are not regulated. I think that is the area
folks have focused on when it comes to shareholders and the like.

And there are a bunch of factors that we consider. We consider
the conduct. We consider whether or not there was intent. We con-
sider cooperation, remediation. We also consider whether there was
a corporate benefit, that is, whether the shareholders got some ben-
efit from the conduct. That is obviously an important factor. And
then, also, what is the impact on the shareholders. We consider all
of those things.

And in every case, we decide on the appropriate penalty that
would be important and useful for punishment and deterrence, and
that is really our goal, making sure that we are punishing and de-
terring. So in every case we weigh those factors and reach that con-
clusion.

Mr. MESSER. You have agency guidelines, as I understand it,
that say that you can consider the impact on shareholders?

Mr. CERESNEY. There was a 2006 release that outlined a number
of factors that should be considered. One of those factors was im-
pact on shareholders. So it is one of the factors that is looked at
in connection with a corporate penalty. But it is only one of the
nine factors.

Mr. MESSER. And make sure when you say release, those re-
leases are a set of guidelines of how you will analyze things, they
are not requirements.

Mr. CERESNEY. They are not requirements. They were never
binding on the Commission.

Mr. MESSER. Okay. So there is no assurance that each and every
time the impact on innocent shareholders is required to be ana-
lyzed as part of the penalty?

Mr. CERESNEY. I will tell you that when it comes to making rec-
ommendations, we in the action memo will typically discuss all
nine factors and how they impact a particular case. So one of the
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factors we will discuss is impact on shareholders and inform the
Commission of that. But there may be other factors that we will
consider more compelling or important in a particular case that
compel a penalty.

Mr. MESSER. I just would make the case that certainly it is im-
portant that we have strong enforcement. The bad actors ought to
be penalized. But often innocent shareholders get caught up in the
midst of this, at no fault of their own.

And we certainly, as a committee, are looking at a requirement
that the SEC must consider the impact on innocent shareholders
as part of your analysis. Do you have any thoughts on imple-
menting that requirement?

Mr. CERESNEY. As I say, in almost every case, we consider it. It
is one of the factors we look at. And then we weigh that against
the other factors.

Mr. MESSER. Okay. Thank you very much.

Mr. CERESNEY. Thank you.

Mr. HURT. The gentleman yields back.

What I would like to do, without objection, maybe, is to start a
second round of questions. And I know there are a couple of Mem-
bers who are on their way back, so hopefully that will give them
time to get back here. And I think the ranking member also had
some questions.

But I would like to recognize myself for 5 minutes.

First, I think a common theme that we have heard here today
certainly focuses on our system of justice and the rule of law and
making sure that there is fairness in these processes.

One of the things I think that has been said is that the adminis-
trative procedure is not as time-consuming as the Federal court
system, and I understand that. And perhaps there are efficiencies
going through the administrative process. But I think that we
should never, ever, ever take a shortcut for times’ sake in pursuit
of something that is not square with justice and fairness.

And I know you agree with that. But there are some questions
that have been raised that I think are worth exploring.

One of my first questions is, what was the reason, if you know,
that the nonregistered registrants were excluded from the adminis-
trative process from the beginning? Because, obviously, Dodd-
Frank included nonregistrants. There must have been a reason for
that. And I was wondering if you could speak to that?

Mr. CERESNEY. I am not familiar with the history. I just know
that for a very long time, administrative proceedings have been
available. Penalty authority was only given to us about 20 or 25
years ago. And so, when penalty authority was provided, we could
obtain penalties against registered entities in administrative pro-
ceedings.

I don’t know the history and that—

Mr. HURT. But it probably had something to do with the fact that
registrants are submitting themselves voluntarily to the SEC and
its processes, and nonregistrants are not, they are just regular citi-
zens, whether they are bad actors or not.

Mr. CERESNEY. I think that was probably part of it, yes. I imag-
ine that there could have been other issues, but, yes, I imagine
that was part of it.
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Mr. HURT. Now, with respect to the due process issues that have
been raised, hearsay can be allowed in the administrative process.
There is no jury trial.

Those are two fundamental constitutional rights that are af-
forded defendants in criminal trials, correct?

Mr. CERESNEY. That is right, although I should note that the Su-
preme Court had ruled in Atlas Roofing, which is a case from some
years ago, that there is no Seventh Amendment right to a jury trial
in connection with administrative—

Mr. HURT. But we are concerned with fairness and due process
regardless of whether it is strictly required by the Constitution or
not, correct?

Mr. CERESNEY. Oh, undoubtedly. I am concerned with fairness,
and my view is that administrative proceedings do provide that
fairness.

Mr. HUrT. Okay. And so when you look at the appeals process,
the way it would work is if a ruling is made within the administra-
tive process, and then it gets appealed to the SEC, to the Commis-
sion, itself.

And then it bypasses any district proceedings and goes to the
court of appeals. So that is not a trial court and they are not re-
viewing anything de novo, they are reviewing it is not de novo, is
it?

Mr. CERESNEY. The Commission review is de novo. The court of
appeals review is not de novo.

Mr. HURT. And so, what are the standards of review as it relates
to this Commission’s action? Do they give deference to the SEC in
interpreting its own enforcement actions?

Mr. CERESNEY. There is some deference given to the SEC with
regard to findings of fact. I think when it comes to legal matters,
obviously the court of appeals reviews that, and legal matters are
not—are subject to the court of appeals views. But there could be
deference there, as well, based upon Chevron deference.

So there is a fair amount of deference that does exist for the
Commission’s rulings.

Mr. HUrT. Now, as a part of the penalties that are assessed,
there is something called “undertakings” that are sometimes part
of the order of the—in the administration process.

Mr. CERESNEY. Sometimes the—

Mr. HURT. Administrative process.

Mr. CERESNEY. Sometimes in settlements, we will agree to cer-
tain undertakings that the defendant has to undertake, yes.

Mr. HURT. Is there any concern, because there has been a con-
cern expressed, do you have concern that those undertakings
amount to rulemaking outside of the Administrative Process Act?

Mr. CERESNEY. I do not.

Mr. HURT. And why is that?

Mr. CERESNEY. Because I think in every case, the undertakings
are tied to the actual conduct that is involved in the case and de-
signed, typically, to ensure the conduct does not recur.

Mr. HURT. But, do you think that there is a danger that other
participants in the marketplace look at these undertakings and
then that creates uncertainty? And also of course, avoids the Ad-
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ministrative Process Act, which allows for public comment and
public notice?

Mr. CERESNEY. I don’t think so. We are pretty sensitive to not
doing rulemaking by enforcement. And those undertakings are only
obligations of the particular party to the enforcement action—

Mr. HURT. Sure, but—

Mr. CERESNEY. —and they are typically closely, closely tied to
the conduct.

Mr. HURT. Okay. My time has expired. Thank you Director, and
I now recognize the ranking member, the gentlelady from New
York, for a period of 5 minutes.

Mrs. MALONEY. Thank you.

You noted in your testimony that the SEC’s Fiscal Year budget
for 2016 requests money for 93 additional Enforcement staff posi-
tions. Can you describe the impact of having these additional peo-
ple? énd what would you do with 93 additional people in enforce-
ment?

Mr. CERESNEY. There are three areas in which we would deploy
people. First, data analytics, I think about 20 people for identifying
misconduct. There is tremendous amounts of data now available to
us, and developing tools that allow us to use that data to detect
misconduct is critical. So, that is one area. The second area is in-
vestigative activities, I think approximately 50 employees would go
in this area.

And here, I think I would point to the increase in resources that
we need to devote to investigate complicated, large scale issues like
financial reporting, like market structure, like asset management
issues and the like.

These schemes have become much more sophisticated. There is
tremendous amounts of email data and other data that is required
to be reviewed, and so having additional people as well as experts
in the area would be important.

And the third area is trial attorneys, approximately 20 people for
trials. We have seen an uptick in the number of trials that we
have. There could be many reasons for that. But we think that will
continue, probably not as many as last year. I think last year was
probably more than we will have this year, but we will still see an
increase from historical levels. And the trials do take lots of re-
sources, particularly district court actions.

Mrs. MALONEY. Are you active in cybersecurity in any way? This
is something that I would say everyone in Congress is deeply con-
cerned about. The private sector is deeply concerned about it, and
it is a threat, really, to our national security and our economic se-
curity.

What are you doing in cybersecurity?

Mr. CERESNEY. We are very active in the cyber area. The number
of ways in which that impacts SEC enforcement, obviously, there
are lots of aspects of cyber that we don’t have involvement in, but
there are many that we do, including whether companies are dis-
closing cyber attacks promptly and appropriately, whether informa-
tion is being stolen through hacking and used for insider trading
or other misconduct. Also, where the registrants are developing
policies and procedures that are necessary to guard against the
misuse of information.
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So, we have regulations like Reg S-P that is out there, where
dealers have to develop policies and procedures to safeguard cus-
tomer information. We brought five cases under that regulation, so
we are very active. There were other regulations that also could
apply, like Reg SCI, when it comes, is now online. But when it be-
comes effective and when companies have to comply, when invest-
ment advisors have to, when broker-dealers have to comply with it,
as well as the market access rule and some other rules that do pro-
vide requirements for policies and procedures. So, we are very fo-
cused on this area. It is something that we obviously are devoting
resources to.

Mrs. MALONEY. I believe that there would be bipartisan support
for increased personnel in cybersecurity. And I think that would be
an area that we really need to focus on. We know it, and we need
to work in that area.

I }vlvant to thank you for your testimony today. Thank you so
much.

Mr. HURT. The gentlelady yields back.

The Chair now recognizes Mr. Hultgren for a period of 5 min-
utes.

Mr. HULTGREN. Thank you, Mr. Chairman.

Thank you so much Director, we appreciate you being here.

I would like to bring up the issue of well-known seasoned issuer
waivers, which I believe should not be in consideration for an addi-
tional penalty outside of the SEC’s formal enforcement process. My
understanding is that there was already a thorough review process
in place to determine whether a waiver is appropriate and that this
process was recently reviewed and tightened in April of this year,
I wonder if you could walk us through the WKSI waiver review
process, and the steps the SEC has recently taken to make this
process even more thorough?

Mr. CERESNEY. Sure. The Enforcement Division generally doesn’t
make waiver recommendations or decisions. And so we are not—
we don’t make those kinds of recommendation decisions. That typi-
cally is handled by the other divisions, including in the case of
WKSI, the Division of Corporation Finance.

Having said that, my understanding is that the Division of Cor-
poration Finance follows the guidance that they have issued, and
as you mentioned, they did update that guidance in April of this
past year.

In determining whether a WKSI waiver should be provided, I un-
derstand it is a facts and circumstances determination based on the
applicable legal standards, which include whether there is good
cause to issue such a waiver.

Ultimately, I think it is important to recognize that the waiv-
ers—the disqualifications are not enforcement remedies. We have
significant remedies for enforcement violations, including
disgorgement penalties, bars, et cetera.

But the WKSI determination is really a determination about
whether, going forward, the entity can be trusted to comply with
these obligations under WKSI.

Mr. HULTGREN. Let me get into that a little bit more. Registra-
tion requirements for a new stock offering I know can be burden-
some for a public company. The added red tape leads to a delayed
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offering oftentimes, which can run up against changing market
conditions, which certainly can adversely impact the issuer. WKSI
is able to file an automatic shelf registration statement on Form S-
3 when preparing a stock offering.

What does the accelerated process mean for those companies
looking to raise capital?

Mr. CERESNEY. I would have to defer to the Division of Corpora-
tion Finance on the impact of that.

That is really a policy question, which is not really one in which
I am involved.

Mr. HULTGREN. Okay. Let me move on then.

SEC maintains the authority to deem a WKSI an ineligible
issuer and revoke its WKSI status for 3 years if the Commission
views the company as having disclosure practices that would be
less reliable than the disclosure of other issues, and thus unsuit-
able for short-form registration or ineligible for disclosure-related
relief.

This authority, paired with the annual and quarterly filings, to
me seems sufficient to address any issuers that may potentially
abuse their WKSI status.

Do you agree with that?

Mr. CERESNEY. Again, I think that would be a question really for
the Division of Corporation Finance, which is the policy division in-
volved in determining WKSI waivers.

Mr. HULTGREN. Yes, I have one more question to see if you are
able to answer this. On the issue of well-known seasoned issuer
waivers, or WKSI waivers, my understanding is that there was al-
ready a thorough review process in place to determine whether a
waiver is appropriate, and that—let me—any further thing? Let me
just understand a little bit more about your role with WKSI, any
suggestions you have there. I know it came up earlier in the hear-
ing. I wasn’t here, but I wonder if you could maybe just talk a little
bit, again, about your role and suggestions we have, concerns cer-
tainly that we are hearing of maybe overstepping or additional
problems that are being handed out?

Is there any other further involvement that you have or your Di-
vision has?

Mr. CERESNEY. We investigate the misconduct, so we know better
than anyone, I think, at the Commission, what the nature of the
misconduct was, who was involved, what was the duration, et
cetera.

So, we provide all that information to the Division of Corporation
Finance or the Division of Investment Management and provide
our views on that.

They then go and apply the applicable legal standards to deter-
mine whether a waiver is appropriate.

And my understanding is that it is a rigorous process where they
review the facts and circumstances closely to determine whether
the applicable legal standards are met.

Mr. HULTGREN. Well, I would agree with you. My understanding
is it is a rigorous process, the thorough review process is already
in place, and with it being recently reviewed, I have some concerns
of additional action being taken there.
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I appreciate it. We will follow up with other authorities as well,
just to get some more clarity for ourselves and to see if there is
anything else we need to do.

With that, Mr. Chairman, I yield back.

Mr. HURT. The gentleman yields back.

And the Chair now recognizes the gentleman from Arizona, Mr.
Schweikert, for a period of 5 minutes.

Mr. SCHWEIKERT. Thank you, Mr. Chairman. And Chairman
Hurt, that seat sort of—you look good there.

Mr. HURT. Thank you.

Mr. SCHWEIKERT. We will explain the joke later.

Forgive me, but a lot of the obvious questions have already been
asked, so could you help walk me through just a couple of things,
you know, for the education of David?

One of my great frustrations is that 3-plus years ago, this body,
and this committee did things like the JOBS Act. There is Reg A
and crowdfunding, and apparently in the rulemaking side of the
ledger, those things are backed up.

Will they ever reach out to you and your Division and say, “We
are doing a rule set. Tell us how to keep the consumers safe?” Do
you ever have input and dialogue in the crafting design of those
rule sets?

Mr. CERESNEY. Obviously, rulemakings are handled primarily by
the Policy Division, and we are not directly—they obviously han-
dle—but in cases in which there is an enforcement angle that—on
which we can be helpful, we obviously do provide—they do consult
with us, they do ask us our views, and we provide input as re-
quested to the Rulemaking Policy Division.

Mr. SCHWEIKERT. That doesn’t bother me.

Mr. CERESNEY. Yes.

Mr. SCHWEIKERT. In some ways, that seems absolutely appro-
priate, whether it be in writing or watercooler conversation.

For some of the new technologies, whether it be crowdfunding or
some of the new uses where we see people using 506 and sort of
regional bases of those, from your sort of enforcement side and ob-
servations, has access to information very open disclosures and
sometimes a readable fashion, is that an interest? Have you seen
it done? Have you seen benefits from that?

Mr. CERESNEY. Again, I don’t know that I am in a position to
really judge the impact that has on capital formation, on the rais-
ing of capital, because I think that is a question for others. I am
really focused more on the issue of, is there fraud, is there mis-
conduct in connection with the offerings?

And when there is, obviously, we are very involved.

Mr. SCHWEIKERT. When you design, because you will be part of
designing a consent decree or an agreement.

Mr. CERESNEY. A settlement agreement, yes.

Mr. SCHWEIKERT. Forgive me. All right, a settlement agreement.

Mr. CERESNEY. Yes, an order.

Mr. SCHWEIKERT. In that settlement agreement, have you ever
done part of the mechanics for fixing the bad acts or the agreed-
upon bad acts, the way the bad actors tell their story, or disclose
risk, or put out information so for the investor or the consumer, the
product, they are doing better decision-making?
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Mr. CERESNEY. What we sometimes will do, if we see if there is
a case involving failure of disclosures, for example, an investment
advisor that has failed in their disclosures and misled investors, we
sometimes will, as part of the undertakings, require them to craft
policies and procedures aimed at ensuring that their representa-
tions to investors are accurate.

So yes, if—what we often do is we will design undertakings de-
signed to try to get at the misconduct. And if the misconduct in-
volves material misrepresentations and marketing materials, we
very well may include a requirement that they have a consultant
come in and provide advice on policies and procedures going for-
ward.

Mr. SCHWEIKERT. Is some of your staff behind you?

Mr. CERESNEY. Yes, some of them.

Mr. SCHWEIKERT. I can almost tell generationally, because I don’t
see any gray hair. I have realized Washington is run by a bunch—

Mr. CERESNEY. I have gotten more gray hair since I have been
here.

Mr. SCHWEIKERT. —of 30-year-old brilliant servants. For many of
the young folks we work with who are entering into the investment
world, they want to see it online. They want to see a blog discus-
sion about the investment. They want to see sort of open dialogue
where people are on each side of the trends—the good idea, bad
idea.

You may actually have a very unique window, as part of your
settlement operations to sort of reach out into that world and say,
maybe it is time to enter this century of disclosure, instead of giv-
ing me another half-inch-thick binder with micro type that, with
my aging eyes, I have trouble reading. So just one sort of sugges-
tion, as we start to move into this generation, this century of regu-
lation.

One last thing and this is a little bit more of a narrative than
a question. How many enforcement actions were there in the last
calendar year?

Mr. CERESNEY. In the last fiscal year, there were 755. We don’t
track it by calendar year.

Mr. SCHWEIKERT. Any sense of what the average settlement cost
was?

Mr. CERESNEY. Well, it was—$4.16 billion was ordered. In some
cases—

Mr. SCHWEIKERT. You have more of a mean.

Mr. CERESNEY. Yes, in some cases—

Mr. SCHWEIKERT. You probably have some very large ones.

Mr. CERESNEY. It is very hard to say, because some cases, obvi-
ously, have large large monetary remedies. Others have none. So
it really varies.

Mr. SCHWEIKERT. For almost every Member, right and left, we
have had that person who comes into our office and say, “I am sub-
ject to an action. I don’t think I broke the rule. My lawyers are tell-
ing me it is cheaper just to agree and write a check.”

I may send you sort of a little narrative question in writing. And
I know that may be hard to quantify, but I am sort of curious how
many of the settlements are actually—I admit I screwed up or I
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admit it is cheaper to write you a check and admit than it is to
defend myself.

Mr. CERESNEY. I can’t comment on what the reasoning of some-
body in settling with us is. I can only say that when we charge
someone with misconduct, we believe that there is a violation of
law and believe that, based upon our understanding of the law and
the facts.

Mr. SCHWEIKERT. Thank you.

And thank you, Mr. Chairman.

Mr. HURT. Thank you. The gentleman’s time has expired. The
Chair now, on the second round of questioning, recognizes Mr.
Poliquin for 5 minutes.

Mr. PoLIQUIN. Thank you, Mr. Chairman.

And thank you, Mr. Ceresney. Again, I appreciate you being
here. I would like to pursue a little bit more of what we were dis-
cussing a little bit ago. And again, I want to make sure that I sa-
lute you for your goal and your hard work and that of your staff
for pursuing the bad apples in this particular industry. But I do
want to continue to ask a few more questions about your in-house
administrative procedure.

I think it was said just a moment ago that last year, you had
a very high success rate, with respect to your in-house administra-
tive procedures, as far as finding I am not sure—I am not an attor-
ney, a conviction rate is concerned, about 100 percent.

Mr. CERESNEY. Liability. And yes, although as I said, yesterday
we just lost one.

Mr. PoLIQUIN. You poor thing. Yes, I am talking about last year.
So you were completely successful.

Mr. CERESNEY. Yes, yes. And that was unusual.

Mr. POLIQUIN. Yes, okay. If I am not mistaken, last year also,
when you went to Federal court to pursue some of these bad ap-
ples, that turned out not to be bad apples, you had about a 60 per-
cent success rate. Is that right, roughly?

Mr. CERESNEY. Can I just—

Mr. POLIQUIN. Quickly, because my time is expiring.

Mr. CERESNEY. It was a little over 60 percent.

Mr. PoLIQUIN. Okay. But there is a big difference.

Mr. CERESNEY. I would say most of the losses were in insider
trading.

Mr. PoLIQUIN. Okay. But when you have an in-house procedure,
if I may—so I will ask you, Mr. Ceresney, where you select the ad-
ministrative law judges, you pay them. They are held on-property
and the home-court. And you can admit most heresy evidence and
so forth and so on. But I would argue with you that you have to
be really, really careful to make sure this is a fair process.

Now it seems to me that this process might be a little bit more
art than science. And let me go down there, just a little bit, if I
may. Do you have a written in-house set of benchmarks or proce-
dures whereby you determine if you are going to pursue this case
internally or you are going to let it play itself out in Federal
courts? Do you have a written set of procedures on that?

Mr. CERESNEY. We have factors that people should consider, but
we don’t have a written set of procedures.
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Mr. PoLIQUIN. Okay. So, you don’t. I might recommend that you
think about doing that. I don’t want to tell you how to do your job,
but that would make me feel much more comfortable. Along that
same line, sir, do you have a written set of procedures that allows
you to determine which administrative law judges you are going to
select for this particular case?

Mr. CERESNEY. We don’t select the administrative law judge.

Mr. PorLIQUIN. Okay. And do you have written procedures on how
to determine what fines or penalties would be imposed on those
you found to be in violation of the law?

Mr. CERESNEY. As I said, there are factors.

Mr. PoLIQUIN. Okay. So it is really more of an art than a
science?

Mr. CERESNEY. It is, yes.

Mr. PoLIQUIN. Okay. You know what would be really helpful to
me is if you could get those guidelines, if you will, to my office or
our office or—my LD right back here will be in touch with your of-
fice. Because I would like to see your written documentation on
what the SEC follows to make sure we have a set of fairness when
it comes to how you go through to determine who is going to meet
internally in front of your people and who the judges are going to
be and what fines will be imposed. That will be really helpful. And
if you don’t have those, and I think you just said that you do not,
then we may come back to you with a few suggestions. But that
would be very helpful.

Sir, may I ask you also, Mr. Ceresney, have you ever worked in
the investment management industry?

Mr. CERESNEY. I have not.

Mr. PoLIQUIN. You have not. Have any of your senior people who
are involved with enforcement of the financial services industry
who are around you, have they ever worked in the investment
management business?

Mr. CERESNEY. Yes. We have industry experts who have
worked—

Mr. PoLIQUIN. Good. Industry experts. I don’t mean academics,
I mean folks who have actually worked in the industry.

Mr. CERESNEY. Yes, we do.

Mr. PoLiQUIN. Okay, good. But you have not?

Mr. CERESNEY. I have not.

Mr. PoLIQUIN. Okay.

Mr. CERESNEY. No. I have represented people from the industry,
but I am—

Mr. POLIQUIN. Great, great. Well, we just had a new investment
company move to our district with 200 new jobs in Lewiston,
Maine. And we are thrilled to death to have these folks there.
There are new jobs, they are good-paying jobs with benefits. And
I would submit to you, as you consider these enforcement actions
at the SEC, that you consider that the most important thing a mu-
tual fund company or a pension investment firm has is their rep-
utation and their good word, their good name. It is so important
to make sure that investors and folks saving for their retirement
or saving for their college education have trust in that firm. And
part of that is making sure that if there is an allegation that they
violated the law, there is a fair process. And that is why I was ask-
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ing just a moment ago—and I know your office will get back to us
with some paperwork on this—to make sure there is confidence in
what you are doing.

And I will tell you the reason why I am concerned. Because if
you look at the EPA or you look at the Internal Revenue Service,
there has been a pattern during the last few years of overreach by
these government agencies that causes American families to lose
confidence in our government, that they are being treated fairly.

I know you don’t want to go there and I am not saying that you
are there. But what I am saying is that it would be terrific if you
would think about people’s reputation, their firm’s reputation, and
the confidence that people need to invest, to save for their retire-
ment and their kids’ college education. And that comes with, I
think, due process or as close to due process as you can, given the
guidelines that you have. The Fourth and fifth Amendments, all
the things we have talked about, I would really appreciate it if you
would consider that as you go forward and also make sure you get
that paperwork to us in our office. I would be very grateful.

Thank you, sir.

Mr. HURT. Thank you, Mr. Poliquin. The gentleman’s time has
expired. I want to thank you, Director, for being with us today and
being generous with your time.

The Chair notes that some Members may have additional ques-
tions for this witness, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to this witness
and to place his responses in the record. Also, without objection,
Members will have 5 legislative days to submit extraneous mate-
rials to the Chair for inclusion in the record.

Without objection, this hearing is now adjourned.

[Whereupon, at 11:28 a.m., the hearing was adjourned.]
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Chairman Garrett, Ranking Member Maloney, and Members of the Subcommittee:

Thank you for inviting me to testify on behalf of the U.S. Securities and Exchange
Commission (“SEC” or “Commission”) about the Division of Enforcement (“Enforcement™ or
“Division™).

The SEC’s mission is to protect investors, maintain fair, orderly, and efficient markets,
and facilitate capital formation. The Division furthers this mission by, among other things,
investigating and bringing charges against violators of the federal securities laws. A strong
enforcement program is at the heart of the Commission’s efforts to ensure investor trust and
confidence in the nation’s securities markets, and the Division is committed to the swift and
vigorous pursuit of those who have broken the securities laws.

In FY 2014, the Commission brought the highest number of enforcement actions to date,
755, and obtained monetary remedies at our highest level, totaling over $4.16 billion. More
importantly, these actions addressed significant issues, spanned the entire spectrum of the
securities industry, and included numerous first-of-their kind actions. We punished securities
law violators, returned funds to injured investors, and sent important messages of deterrence.
Our investigative efforts have been assisted by industry experts and by new tools developed to
harness data, including trading and financial data. The Division also maintained its strong
litigation record and implemented a new approach of requiring admissions in certain cases.

While I cannot today cover all of the Division’s responsibilities, initiatives, and day-to-
day activities, I want to highlight certain of Enforcement’s areas of focus, specifically:

» Financial Reporting, Accounting, and Disclosure
e Investment Advisers

* Market Structure, Exchanges, and Broker-Dealers
» Municipal Securities and Public Pensions

o Insider Trading

e Microcap Fraud/Pyramid Schemes



43

+ Complex Financial Instruments
» Gatekeepers; and
e Foreign Corrupt Practices Act (“FCPA™)

I also will discuss the Division’s litigation and trial work, and explain some of the recent
enhancements in our continuing effort to make Enforcement more effective and efficient in
furthering the SEC’s mission.

THE DIVISION OF ENFORCEMENT

The Division protects investors and the markets by investigating potential violations of
the federal securities laws and litigating the SEC’s enforcement actions. Enforcement staff
includes investigators, accountants, industry experts, trial attorneys and other employees in
Washington, D.C. and the eleven Regional Offices. The Division has five specialized units
focused on critical areas, including: the Asset Management Unit, the Complex Financial
Instruments Unit; the FCPA Unit; the Market Abuse Unit; and the Municipal Securities and
Public Pensions Unit. Also included within the Division are the Office of Market Intelligence,
which is responsible for the collection, analysis, risk-weighing triage, referral and monitoring of
the over 15,000 tips, complaints and referrals received by the Division each year, and the Office
of the Whistleblower, which administers the whistleblower program created by Congress in the
Dodd-Frank Wall Street Reform and Consumer Protection Act. The Division also is responsible
for the collection of monies owed as a result of legal action brought by the Commission, as well
as the distribution of monies to harmed parties whenever practicable in a fair, reasonable, and
cost-effective, manner. In addition to its various offices, working groups, and task forces, the
Division works closely with the other divisions and offices of the SEC and regularly coordinates
with other regulators and law enforcement agencies to enforce the federal securities laws and
inform our priorities.

FY16 BUDGET REQUEST

The SEC’s FY 2016 Budget requests 93 additional positions for Enforcement. The Division
will utilize these additional resources to support its three core functions — intelligence analysis,
investigation, and litigation. Specifically, the Division will use the additional resources to:

e Expand Enforcement’s data analytics expertise to assist in the development and
implementation of data projects and new investigative tools, as well as increase staffing
for the collection, analysis, triage, referral, and follow-through on the thousands of tips,
complaints, and referrals that the Division receives every year.

s Hire experienced accountants, attorneys, industry experts, and other professionals to
promptly detect, prioritize, and effectively investigate wrongdoing in high priority areas.

» Hire additional experienced trial attorneys and support staff to prosecute the Division’s
expanding docket of complex litigation and trials.

These additions to the Enforcement staff are designed to enable the Division to more effectively
and efficiently protect investors and the markets.
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ENFORCEMENT PRIORITIES

Financial Reporting, Accounting, and Disclosure

Pursuing financial reporting and auditing violations continues to be a focus of the
Division. Comprehensive and accurate financial reporting is critical to ensuring that investors
have access to reliable information and can make informed decisions. Because false or
misleading financial information erodes the integrity of this disclosure regime, enforcement
actions in this area are essential to ensuring public confidence in the securities markets.
Significant actions filed addressed revenue recognition violations, false management estimates,
auditor independence issues, and other false and misleading financial disclosures.

To focus resources on financial reporting and auditing violations, Enforcement created
the Financial Reporting and Audit Task Force.! The Task Force’s mandate is to develop
methodologies and tools for detecting financial reporting issues, identify specific issuers with
potential violations, determine whether further investigation is warranted, and refer appropriate
matters to investigative staff across the Division. The Task Force is one of several initiatives
across the Division designed to increase focus on financial reporting and auditing issues. These
efforts are starting to produce results, as FY 2014 saw a 40% increase in financial reporting and
auditing filed actions and investigations.

Investment Advisers

Investment advisers and the funds they manage traditionally have been, and remain, a
focus of Enforcement. The Division regularly investigates and brings actions against investment
advisers for conflicts of interest, misrepresentations regarding performance or investment
strategies, breaches of their fiduciary duties to their clients, or other fraudulent conduct. The
Division also has recently launched a number of successful initiatives concentrating on areas that
have traditionally received less attention, including custody rule violations, the adequacy of
investment adviser compliance programs, and undisclosed adviser fees. The Division works
closely with the Division of Investment Management and OCIE on these initiatives. In addition,
the Division’s Asset Management Unit, in conjunction with Division of Economic and Risk
Analysis, has developed the Aberrational Performance Inquiry, which uncovers potential
misconduct by identifying unusual performance returns posted by unregistered and registered
hedge fund advisers. To date, this initiative has generated more than ten enforcement actions.

Market Structure, Exchanges, and Broker-Dealers

Enforcing the statutes and rules related to market structure is an enforcement priority, as
the proliferation of sophisticated trading technologies, such as algorithmic and automated
trading, have transformed the securities markets. These issues present significant potential risks
to investors and the markets, and the Division is keenly focused on keeping pace with these
changes by leveraging the knowledge of its specialized units, closely collaborating with the other
SEC divisions, including Trading and Markets and the Office of Compliance, Inspections and

! See SEC Spotlight on the Financial Reporting and Audit Task Force, available at
htps://wwwsec. govispotiight/finreporting-audittaskforce. shiml.

3



45

Examinations (“OCIE™), and employing technology to more effectively analyze trading data.
The Division has recently filed a number of actions against market participants that pose a risk to
the markets by failing to operate within the rules. These include significant cases against
exchanges and other trading platforms for violating rules governing their operation, broker-
dealers for failing to live up to their obligations as gatekeepers providing direct market access,
and other market participants for manipulative trading and related abuses. Indeed, earlier this
year, we brought actions with record penalties against an exchange and an alternative trading
system.

Municipal Securities and Public Pensions

Another priority for the Division is municipal securities, which are an important
investment vehicle for retail investors, and public pensions. Particular areas of focus include
misrepresentations in connection with bond offerings, failures by underwriters to meet their
obligations, undisclosed conflicts of interest, and pay-to-play violations. This past fiscal year,
the Commission brought its first emergency action to stop a fraudulent municipal bond offering,
and also obtained its first penalty against a municipal issuer.” The Division also implemented a
new self-reporting initiative, the Municipalities Continuing Disclosure Cooperation Initiative,
designed to address widespread continuing disclosure violations by municipal bond issuers and
underwriters. The voluntary initiative has resulted in a large number of self-reported violations
and, more importantly, brought attention on disclosure compliance in the municipal securities
area.

Insider Trading

Policing insider trading has long been central to the Commission’s mission of ensuring
confidence in the markets. The Division has been very active in pursuing insider trading and has
charged more than 590 defendants in civil insider trading cases over the last five years. These
cases, which send a strong deterrent message to would be-violators, have involved a wide range
of entities and individuals such as financial professionals, lawyers, and corporate insiders who
breached their duties in unfair and unlawful pursuit of their own personal gain.> Our efforts in
this area have greatly benefitted from new technological tools developed internally that allow us
to identify suspicious trading patterns and connections between traders and potential sources
from massive amounts of trading data.

Microcap Fraud/Pyramid Schemes

Utilizing a coordinated approach to pursuing misconduct in microcap securities,” the
Division has created a Microcap Fraud Task Force to proactively address this type of fraud.
Wrongdoing in this area frequently involves serial violators and organized syndicates that
employ new media, including websites and social media, to conduct fraudulent promotional
campaigns and engage in manipulative trading. This misconduct largely occurs at the expense of

? The financial penalty imposed to sanction and deter the municipality’s misconduct was paid from the relevant
project’s operating funds without directly impacting taxpayers.

* See SEC Spotlight on Insider Trading Cases, available af hitp//www.sec.gov/spotlicht/insidertrading/cases, shtml.
* Microcap securities are low-priced stocks issued by the smallest of companies.
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less sophisticated retail investors. As part of our ongoing effort to combat this fraud, the
Commission is aggressively using trading suspensions to cut off trading in securities that are the
objects of “pump-and-dump” market manipulation schemes.” In FY 2014, the Commission
suspended trading in more than 250 dormant shell companies, which can be used as a vehicle for
these schemes by stock manipulators, and in more than two dozen securities that were being used
in apparent pump-and-dump schemes. At the same time, the Division is targeting the repeat
offenders that help facilitate pump-and-dump schemes, including promoters, lawyers,
accountants, and transfer agents, often collaborating with criminal law enforcement partners to

build cases.

The staff also has recently seen what appears to be an increase in pyramid schemes®
under the guise of “multi-level marketing™ and “network marketing” opportunities.” These
schemes often target the most vulnerable investors, and social media has expanded their reach.
The Division is deploying resources to disrupt these schemes through a coordinated effort of
timely, aggressive enforcement actions along with community outreach and investor education.
We are also using new analytic techniques to identify patterns and common threads, thereby
permitting earlier detection of potential fraudulent schemes.

Complex Financial Instruments

Our Structured and New Products Unit developed significant expertise in investigating
complex products, such as RMBSs and CDOs, and obtained orders for over $1.7 billion in
financial crisis-related cases. While the stream of cases stemming from the financial crisis is
coming to an end, the financial industry continues to innovate at a rapid pace. As part of our
effort to leverage the expertise developed from the crisis, the Division decided to maintain a unit
dedicated to complex market products, but rebrand it “Complex Financial Instruments” or “CFL”
The CF1 Unit is currently focused on identifying and investigating potential violations in several
priority areas, including credit rating agencies, other complex products such as Commercial
Mortgage Backed Securities (*CMBS™), valuation issues for funds and other entities, and is
preparing to enforce the derivatives-related provisions of the Dodd-Frank Act.

Gatekeepers
A commeon thread throughout the priority areas identified above is an emphasis on the

importance of gatekeepers to our financial system: attorneys, accountants, fund directors, board
members, transfer agents, broker-dealers, and other industry professionals who play a critical

* “Pump-and-dump” schemes involve the touting of a company’s stock (typically microcap companies) through
false and misleading statements to the marketplace. These false claims are often made on social media such as
Facebook and Twitter, as well as on electronic bulletin boards and chat rooms. Often the promoters will claim to
have “inside” information about an impending development or to use an “infallible” combination of economic and
stock market data to pick stocks. In reality, they may be company insiders or paid promoters who stand to gain by
selling their shares after the stock price is “pumped” up by the buying frenzy they create. Once these fraudsters
“dump” their shares and stop hyping the stock, the price typically falls, and investors lose their money.
© A pyramid scheme is a type of fraud in which participants profit almost exclusively through recruiting other
%)eople to participate in a particular program.

See SEC Investor Bulletin, Beware of Pyramid Schemes Posing as Multi-Level Marketing Programs (Oct. 1,
2013), available at http://www.sec.gov/enforce/investor-alerts-bulleting/investoralertsia_pyramidhtm.hitml..
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role in the functioning of the securities industry. Gatekeepers are integral to protecting investors
in our financial system because they are best positioned to detect and prevent the compliance
breakdowns and fraudulent schemes that cause investor harm. When gatekeepers fail to live up
to their responsibilities, the Division has held — and will continue to hold — them accountable.

Foreign Corrupt Practices Act (“FCPA™)

Pursuing violations of the FCPA remains a critical part of our enforcement efforts, as
international bribery saps investor confidence in the legitimacy of a company’s performance and
undermines the accuracy of a company’s books and records, among other negative impacts. The
Division, and particularly the specialized FCPA unit, is active in this area, bringing significant
and impactful cases, often in partnership with its law enforcement and regulatory counterparts
both at home and abroad.® Last fiscal year, the Commission obtained orders for over $380
million in disgorgement and penalties in FCPA cases. In FY 2013, the SEC and DOIJ released A
Resource Guide to the U.S. Foreign Corrupt Practices Act. The guide takes a multi-faceted
approach toward setting forth the statute's requirements, providing insights into SEC and DOJ
enforcement practices.’

In today’s globalized marketplace, Enforcement’s ability to protect investors and
maintain fair and efficient markets is often dependent on the Division’s ability to investigate
misconduct that takes place, at least in part, abroad. In coordination with the SEC’s Office of
International Affairs, the Division has expanded its efforts to obtain evidence of potential
wrongdoing from around the globe. Many of Enforcement’s FCPA investigations rely on
evidence obtained from foreign jurisdictions, and often are conducted in parallel with foreign
governments. Other areas, such as financial reporting and accounting fraud, asset management,
and insider trading, also often rely on evidence obtained through foreign regulators.

Litigation and Trial

The Commission’s ability to successfully litigate cases is critical to its mission of
protecting investors. The Division handles an expansive docket of complex litigation and trials,
often against well-funded adversaries. Successful litigation sanctions wrongdoers, results in
relief for victims, and deters wrongdoing. In addition to trial victories, the Division’s litigation
efforts help it obtain strong settlements by making clear that the Division will go as far as
required in order to obtain appropriate relief. When the Division does go to trial, we have had a
strong record of success, despite the difficulty and complexity of our cases.

Enhancements to the Division of Enforcement

Enforcement strives to be proactive and efficient as it vigorously investigates and
prosecutes violations of the securities laws. The Division continually works to assess and refine
its approach. Below is an overview of a few of the recent efforts and changes.

¥ See SEC Spotlight on FCPA Cases, available at https:/svww.sec.zov/spotlight/fepa/fopa-cases.shiml.
¥ See A Resource Guide to the U.S. Foreign Corrupt Practices Act, available at
httpr//www.see gov/spotlight/fepa/fepa-resource-guide pdf.
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Admissions

In June 2013, the Commission changed its long-standing settlement protocol by requiring
admissions of misconduct in certain cases where heightened accountability and acceptance of
responsibility by a defendant are appropriate and in the public interest, including in cases where
the violation of the securities laws involves particularly egregious conduct; where large numbers
of investors were harmed; where the markets or investors were placed at significant risk; where
the conduct obstructs the Commission’s investigation; where an admission can send an important
message to the markets; or where the wrongdoer poses a particular future threat to investors or
the markets. While, for reasons of efficiency and other benefits,'” most cases will continue to be
resolved on a “neither admit nor deny” basis, if admissions or other acknowledgements of
wrongdoing are important, the Division will insist on obtaining them and is fully prepared to
litigate if necessary.

Streamlined Investigations

Enforcement is committed to pursuing violations of varying type, including violations
that have historically not received sufficient attention but whose prosecution is important to
maintaining the integrity of the securities markets. To maximize its impact and send a strong
message of compliance while still conserving investigative resources, the Division in some of
these areas is pursuing streamlined investigative and settlement efforts that provide incentives to
wrongdoers to resolve charges quickly. The Division, often in collaboration with other divisions
and offices, uses data analytics to help identify potential wrongdoers and conduct streamlined
investigations. For example, using data analytics to identify potential violators, the agency
recently brought 34 actions against individuals and entities who repeatedly failed to comply with
their transaction reporting requirements under Section 16(a) of the Exchange Act. Similarly,
based on proactive trading surveillance, the Division brought charges against 13 firms for
violating the minimum sales provisions of a municipal bond offering.

Industry Experts

The Division continues to leverage the expertise of various experts hired to give insights
into the market and industry practices in its investigations and litigation. These experts are
affiliated with the Division’s specialized units, where they advise unit staff on particular
investigations and help develop forward-looking risk-based initiatives. They are also available
to other Enforcement staff for consultation on investigations and litigation.

DPata Analytics
In collaboration with the rest of the agency, Enforcement is increasingly using large-scale

data analysis to assist in the identification of leads and to conduct more sophisticated
investigations. The Division is focused on developing tools that allow us to use the data we have

% Tn many cases, the Commission determines that it is appropriate to continue to settle on a “no admit, no deny”

basis, as do other federal agencies and regulators with civil enforcement powers. This practice allows the
Commission to get significant relief, eliminate litigation risk, return money to victims more expeditiously, and
conserve our enforcement resources for other matters.
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available to us to develop leads in a number of areas, including insider trading, market structure,
and financial reporting investigations. For example, the Division is partnering with the Division
of Economic and Risk Analysis to develop a tool that will enable the staff to detect anomalous
financial results disclosed in public company filing data. We also are affirmatively using an
advanced investigative and analytical tool platform to assist with insider trading and microcap
fraud investigations, thereby streamlining these investigations significantly, and in some cases
identifying misconduct that previously might not have been identified. The Commission will
continue to take advantage of its improved information processing and analytic capabilities in its
efforts to identify, punish, and deter misconduct.

#* * *

Thank you for inviting me to discuss the Division of Enforcement. I am happy to answer
any questions.
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QFR Replies of Andrew Ceresney, Director
Division of Enforcement
U.S. Securities and Exchange Commission

in Connection with the Hearing
“QOversight of the SEC’s Division of Enforcement”

Before the

United States House of Representatives Committee on Financial Services
Subcommittee on Capital Markets and Government Sponsored Enterprises

Hearing on March 5, 2015

Questions for the Record from Representative Duffy

1 Are SEC administrative proceedings different from federal district court proceedings in
the areas of: discovery rights, the right to a jury trial, and hearsay evidence? How are they
different?

Congress has authorized the SEC to bring its enforcement actions in either of two forums
—a civil action in federal district court or a Commission administrative proceeding (and/or cease-
and-desist proceeding). While both forums have significant procedural protections and both are
fair, there are differences between the forums in the three areas identified in your question.

Discovery

Discovery in administrative proceedings is governed by the Commission Rules of
Practice, while discovery in federal district court is governed by the Federal Rules of Civil
Procedure. One difference in discovery between the two forums is the availability of
depositions. The use of depositions in administrative proceedings is significantly more limited
than in federal district court. The Rules of Practice provide that a hearing officer has discretion
to order a deposition upon a finding that (1) the expected testimony will likely be “material to the
proceeding,” (2) it is likely that the witness will be unable to attend or testify at the hearing
“because of age, sickness, infirmity, imprisonment, other disability, or absence from the United
States,” unless it appears that the absence was procured by the party requesting the deposition;
and (3) the taking of the deposition will serve the “interests of justice.” There are also discovery
procedures for respondents in administrative proceedings that go beyond what is available in
federal district court actions. In administrative proceedings, the Division of Enforcement is
required to provide its entire non-privileged investigative file to respondents and start making the

! See Rule 233(b) of the Commission Rules of Practice and Rules on Fair Fund and Disgorgement Plans (“Rules of
Practice™).
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file available within seven days of instituting the proceedings.2 The investigative file typically
includes all non-privileged documents obtained by the Division in connection with the
underlying enforcement investigation, as well as all investigative testimony transcripts and
exhibits. This obligation to produce all non-privileged documents and other items in our
investigative file is generally more extensive and produced earlier than it is in federal court,
where discovery is based on individual document requests and other discovery mechanisms and
often extends over a much longer time period. We also are obligated to produce to respondents
in administrative proceedings all witness statements that would be required to be produced in
criminal proceedings under the Jencks Act, 18 U.S.C. §3500,% and any material exculpatory
information pursuant to the Supreme Court’s decision in Brady v. Maryland, 373 U.S. 83, 87
(1963)," neither of which is required in federal district court civil actions.

Right to a Jury Trial

In enforcement actions brought by the SEC in federal district court, either party may
demand a jury trial.’ Federal court actions may also be tried before a judge as a bench trial if the
parties agree to a nonjury trial or if neither party makes a timely jury demand. Inan
administrative proceeding, a hearing may be held before the Commission or a hearing officer
designated by the Commission, who is typically an administrative law judge.’

Hearsay Evidence

The admissibility of evidence in administrative proceedings is governed by the Rules of
Practice, while the admissibility of evidence in federal district court is governed by the Federal
Rules of Evidence. Hearsay evidence is generally not admissible in federal district court unless
it is subject to one of the hearsay exceptions set out in the federal rules.” In administrative
proceedings, hearing officers have the discretion to admit hearsay evidence offered by either
party if the evidence is relevant.® Hearing officers also have the discretion to determine how
much weight to give the evidence admitted in administrative proceedings and may take into
account the fact that evidence is hearsay in making this determination.

2. According to a recent article in the Yale Law Journal, since 2000 the amount of SEC civil
penalties has grown 30% year-over-year although the number of enforcement cases has risen
only 3%. Clearly SEC is imposing greater penalties on public companies accused of

* See Rule 230(d).

* See Rule 231(a). The Jencks Act requires the U.S. government in federal criminal actions to produce, on demand,
any prior statements made by a witness that relate to the subject matter of the witness’s testimony that are in the
possession of the government..

* See Rule 230(b)}2).
* See Federal Rules of Civil Procedure 38 and 39.
¢ Rule 101(a)(5); 110.

7 See Federal Rules of Evidence 802, 803, 804 and 807.

® See Rule of Practice 320.
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wrongdoing. In your estimation, are the perpetrators of financial crimes being appropriately
punished by these civil penalties?

While a number of factors likely have contributed to the increase in the amount of civil
penalties over the last fifteen years, we have been more aggressive in our use of authorized
penalties and other remedies in order to send a strong message that deters current and future
wrongdoers. Civil penalties are meant to punish and deter, and the Division of Enforcement tries
to recommend penalties at a level that is authorized by statute and will cause market participants
to think twice before engaging in misconduct. We believe that meaningful monetary penalties —
whether against companies or individuals — are appropriate and play an important role in a strong
enforcement program.

3 Are shareholders able to recoup the money they 've lost from civil penalties imposed by
the SEC?

In a number of cases, shareholders harmed by the conduct underlying a Commission
enforcement action may receive compensation from the civil penalties paid by wrongdoers.
Specifically, Section 308 of the Sarbanes-Oxley Act of 2002 authorizes the Commission to use
monies collected through penalties to compensate harmed investors via Federal Account for
Investors Restitution (Fair) Funds.” Funds for distribution to investors may include civil
penalties that have been made part of a Fair Fund, either pursuant to a Commission order in an
administrative proceeding, or pursuant to a court order issued on the Commission’s motion in a
civil action. Distributions are effected through distribution plans approved by the Commission
or an Administrative Law Judge in administrative proceedings, or ordered by the courts in civil
district court actions. Distributions in administrative proceedings are governed by the
Commission’s Rules on Fair Fund and Disgorgement Plans.

4. Do you consider the best interests of shareholders when assessing civil penalties?

The Division of Enforcement considers a wide range of factors when we recommend the
imposition of civil penalties to the Commission, including a penalty’s impact on shareholders.
Ultimately, we rely on the facts and circumstances of each case, and consider the objectives of a
strong enforcement program, when determining appropriateness of penalties.

5. Is there a written policy Division management follows when making a recommendation to
the Commissioners insofar as penalty recommendations are concerned?

The Commission’s authority to assess civil penalties depends on the nature of the action.
Specifically, where a matter is instituted as an administrative proceeding or a cease-and-desist
proceeding, the Commission has the statutory authority to impose penalties, and where a matter
is instituted as a civil action in federal district court, then the court has jurisdiction to impose the
penalty.

The statutes governing monetary penalties in administrative actions set out factors to be
considered in determining whether a penalty is in the public interest. The factors enumerated

9 See 15 U.S.C. § 7246.
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are: (A) whether the act or omission for which such penalty is assessed involved fraud, deceit,
manipulation, or deliberate or reckless disregard of a regulatory requirement; (B) the harm to
other persons resulting either directly or indirectly from such act or omission; (C) the extent to
which any person was unjustly enriched, taking into account any restitution made to persons
injured by such behavior; (D) whether such person previously has been found by the
Commission, another appropriate regulatory agency, or a self~regulatory organization to have
violated the Federal securities laws, state securities laws, or the rules of a self-regulatory
organization, has been enjoined by a court of competent jurisdiction from violations of such laws
or rules, or has been convicted by a court of competent jurisdiction of violations of such laws or
of any felony or misdemeanor described in other specified sections of the relevant statute; (E) the
need to deter such person and other persons from committing such acts or omission; and (F) such
other matters as justice may require.'”

Where the Commission seeks penalties in civil actions, the district courts have discretion
to determine the amount of penalties in light of the facts and circumstances. Courts have
enumerated factors to be considered when determining whether and in what amount to assess a

n
penalty.

In October 2001, the Commission issued a Report of Investigation and Statement
explaining its decision not to take enforcement action against a public company it had
investigated for financial statement irregularities. In this report, commonly referred to as the
Seaboard Report, the Commission articulated an analytical framework for evaluating cooperation
by companies. The report, while not directly related to the assessment of specific penalties,
detailed the many factors the Commission considers in determining whether, and to what extent,
it grants leniency to investigate companies for cooperating in its investigations and for related
good corporate citizenship12

In 2006, in connection with a settled matter, the Commission at the time issued a press
statement concerning financial penalties against corporate entities.”> While not guidance or
binding on the staff or Commission, the Division of Enforcement generally considers, in addition
to other factors, the factors described in that statement (to the extent relevant) when

recommending to the Commission the imposition of corporate penalties.

¥ See 15 US.C. § 78u-2(c), 15. U.S.C. § 80a-9(d)X3), and 15 U.S.C. § 80b-3()(3).

Y See, e.g., SECv. Tourre, 4 F.Supp.3d 579, 593 (S.D.N.Y. 2014) (citing the following factors for consideration:
(1) the egregiousness of the defendant’s conduct; (2) the degree of the defendant’s scienter; (3) whether the
defendant’s conduct created substantial losses or the risk of substantial losses to other person; (4) whether the
defendant’s conduct was isolated or recurrent; and (5) whether the penalty should be reduced due to the defendant’s
demonstrated current and future financial condition); SEC v. Opulentica, 479 F. Supp. 2d 319,331 (S.D.N.Y. 2007);
SECv. Haligiannis, 470 F. Supp. 2d 373, 386 (S.D.N.Y. 2007); SEC v. Lybrand, 281 F. Supp. 2d 726, 730
(S.D.N.Y. 2003); SEC v. Coates, 137 F. Supp. 2d 413, 429 (S.D.N.Y. 2001).

2 See Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934 and Commission
Statement on the Relationship of Cooperation to Agency Enforcement Decisions (Oct. 23, 2001), available at
http//www,sec.gov/litigation/investreport/34-44969.htm.

" See Statement of the Securities and Exchange Commission Concerning Financial Penalties (Yan. 4, 2006),
available at https:/www.sec.gov/news/press/2006-4.htm.
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6. If not, would the SEC benefit from a clear, public, predictable, and consistent policy when
making penalty recommendations to the Commissioners?

In my view, the items discussed above, most notably the factors set out in the statutes
governing monetary penalties in administrative actions, the well-developed case law, and the
Commission’s public statements, all of which are publicly available, provide appropriate
guidance to Enforcement staff for making penalty recommendations to the Commission.

7. Should you support a written policy; will you submit this written policy to the House Committee
on Financial Services?

As discussed above, I believe that there is adequate guidance to Enforcement staff for making
penalty recommendations to the Commission.

Questions for the Record from Representative Foster

M. Ceresney, as you know, last year the SEC implemented the Municipalities Continuing
Disclosure Cooperation Initiative. My understanding is that participation in this program was
particularly costly for smaller bond issuers and underwriters, not just in fines but also in out-of-
pocket costs associated with reviewing five years of transactions. What is your assessment of the
damage that investors incurred as a result of the issuers’ violations and how does that net out
against the costs for issuers and underwriters who participated in the program? In addition,
what is your assessment of the impact that the penalty cap will have on smaller underwriters, for
whom the $500.000 penalty could be significant?

The MCDC Initiative was a voluntary program in which the Division of Enforcement
offered issuers and underwriters the opportunity to receive favorable settlement terms if they
self-reported their own violations of the anti-fraud provisions of the federal securities laws. The
Division considers these violations to be serious because they deprive investors in municipal
securities (who are mostly retail investors) of critical information about their investments. We
developed the MCDC Initiative to provide an opportunity for underwriters and issuers to resolve
those violations on terms which were designed to encourage self-reporting, while still providing
appropriate deterrence for future misconduct.

As noted, participation was entirely voluntary and no underwriter or issuer was
compelled to make any self-report or to conduct any internal review of their files to identify
violations. To the extent issuers or underwriters incurred costs in connection with identifying
and reporting their own violations, we believe they made a judgment that participation in the
Initiative was more cost effective than risking the potentially higher penalties which could be
imposed in an enforcement action conducted outside of the MCDC Initiative.

With respect to penalties, the Division has taken a tailored approach which recognizes
differences in the nature of the violator, the number of violations, and the relative size of
underwriters. Thus, with respect to issuers, the settlement terms offered under the MCDC
program include no penalty, fine, or other monetary relief. For underwriters, the Division
developed a standardized approach to penalties which is based on the number of violations and
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the size of each fraudulent offering. In addition, the Division further calibrated the approach by
providing for a cap on the total penalty to be assessed. The cap, which will be applied regardless
of the number of violations committed, is based on the overall annual revenue of the underwriter
and ranges from $100,000 (for the smallest underwriters) to $500,000 (for the largest
underwriters). This approach, which calibrates the penalty based on the degree of misconduct
and the respondent’s relative size and ability to pay, is consistent with the approach to penalties
in all Commission enforcement actions.



