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The Honorable Mary Schapiro - Chairman, Securities and Exchange Commission  
Statements

The House Appropriations Subcommittee on Financial Services and General Government held a hearing today on the “SEC Actions Relating to the Financial Crisis.”  This hearing focused on the causes of the financial crisis, the failures of the SEC to prevent fraud such as that in the Madoff Ponzi scheme, reforms needed in the SEC, and changes in current financial regulations.  

Chairman Serrano expressed concern over reports that an environment of lax oversight and enforcement at the Commission was a contributing factor in the financial crisis.  Serrano inquired as to Commission’s priorities and their plans to rebuild their oversight, inspection and enforcement capabilities, noting that the Subcommittee recently provided the SEC with an additional $30 million above the requested level.  Ranking Member Emerson noted that Congress has been giving the SEC more resources since the beginning of this crisis and is concerned that they still are not better equipped.  

The Honorable Mary Schapiro (Chairman SEC) acknowledged that faith in the financial system has been challenged and the SEC has to help restore that lost confidence.  She explained that over the coming year, the SEC will be working on an agenda that focuses on issues of corporate governance, proxy access, risk disclosure, disclosure related to executive compensation, money market fund regulation, retail investor protection, and international cooperation.  

Schapiro announced several changes to the agency intended to restore investor confidence and reiterate the SEC’s commitment to investor protection, such as: 

(1) ending the two year “penalty pilot” program which required the Enforcement staff to obtain a special set of approvals from the Commission in cases involving civil monetary penalties against public companies as punishment for securities fraud;

(2) bolstering the SEC’s Enforcement program, providing for more rapid approval of formal orders of investigation; 

(3) hiring Robert Khuzami as the new Director of the Division of Enforcement; 

(4) retaining the Center for Enterprise Modernization to begin work on a comprehensive review of internal procedures for evaluating the some 700,000 tips, complaints and referrals that come to the SEC; 

(5) focusing OCIE on training and expertise of examination staff and formulating a plan to recruit additional individuals with experience in different facets of the industry; and 

(6) focusing on the role of rating agencies and improving the current rating process, including holding a roundtable on April 15 relating to oversight of credit rating agencies.  

Schapiro mentioned other initiatives and developments, such as: 

(1) Accounting Issues – Completion of a congressionally mandated study of fair value accounting and issuance of guidance to financial institutions so that they can give fuller disclosure to investors on hard to value assets.  The SEC has worked with FASB to deal with consolidation of off balance sheet liabilities, the application of fair value standards to inactive markets, and the accounting treatment of bank support for money market funds.

(2) Examinations / False Information – The SEC has initiated examinations of the effectiveness of broker-dealers’ and investment advisers’ controls to prevent the spreading of false information; 

(3) Short Sales – The SEC adopted a package of measures against naked short selling; and 

(4) CDS – The SEC has worked with private parties and its regulatory counterparts at the CFTC and Federal Reserve to facilitate the development and regulatory approval of central counterparties, clearance and settlement systems, and trading platforms for CDSs.

Schapiro noted that in the past few years the SEC has been suffering a decline in staffing levels due to flat or declining budgets.  Schapiro submitted a reprogramming request to all the SEC to use $17 million in the SEC’s unspent prior year funds.  

Topics in this report include but are not limited to: 1) Staffing, Training, and other Changes at the SEC; 2) Regulatory Reform; 3) Whistle Blower reform; 4) Mark-to-Market Accounting; 5) Uptick Rule; 6) Super Regulator; 7) SEC and TARP collaboration; 8) Madoff Mistakes; 9) Hedge Fund Registration; 10) Credit Rating Agencies; 11) Merger with CFTC; and 12) CDS Clearinghouse. 

Questions and Answers

Staffing, Training and other Changes at the SEC


Chair Serrano asked how the SEC should be changed to prevent this from happening again or how the SEC plans on dealing with these shortcomings.  Schapiro claimed that there were many causes for the financial crisis including: 

(1) the very rapid growth of the markets and the inability of the regulators to appreciate the interconnectedness of these markets; 

(2) the competitiveness of the markets globally and the resulting relaxing of the regulatory framework in order to keep investments from flowing overseas; 

(3) gaps in the regulatory system such as hedge funds and CDSs not being regulated; and

(4) regulators lost their skepticism that anyone would take a risk large enough to harm the whole system.  


Schapiro further noted that the SEC is committed to serving and protecting investors through better public disclosure and informed consent.  She stated that the SEC is working on new rules and new tools to better serve investors.  


Ranking Member Emerson asked whether in light of the Madoff scandal and other cases, if the SEC is currently reviewing all their cases and incoming information to insure that another Madoff case is not missed.  Schapiro noted that the SEC is also working with the Inspector General and their ongoing investigation as to what went wrong in the Madoff case but that investigation will be months long.  In order to better deal with all the tips and reports that come into the SEC, they have contracted with a company to help develop a better tracking system and data review.   Schapiro also noted a regulatory reform package aimed at focusing their examination program, creating incentives for whistleblowers and internal audit regime.  


Emerson asked whether the SEC loses staff members to the private sector and whether with the financial crisis there are more Wall Street members seeking employment with the SEC.   Schapiro stated that the SEC always loses staff to the private sector but that pay parity has helped to slow the staff turnover.  She noted that the SEC hopes to recruit more members from other financial sectors to work at the SEC so as to enhance the expertise of the SEC staff.  


Chair Serrano noted his concern over the adequacy of training of employees at the SEC.  Schapiro agreed that current training is inadequate because the market is constantly innovating and the training at the SEC cannot keep up.  She claimed that the SEC is working on recruiting more people from the financial sector with a wide range of expertise so as to help diversify the staff.   Schapiro noted that pay parity has helped the SEC retain more staff and therefore they have to train fewer new staff members.  She claimed that the SEC is looking into a program where SEC staff can become certified fraud examiners as well as into a better training system.   Schapiro stated that she hopes to create a system where examiners can actually look at the operations of a company and not just fill in boxes on a form.  

Regulatory Reform


Chair Serrano asked what the focus of regulatory reform should be.   Schapiro noted that there should be a focus on a systemic regulator that will monitor risks and focus on investor protection.  


Rep. Edwards asked whether the Gramm-Leach-Bliley Act should be reconsidered and what impact it had on the financial melt down. Schapiro answered that she would like more time to address this issue in writing but suggested that the growth of large firms helped lead to the financial crisis so Gramm-Leach-Bliley should be re-looked at.  


Rep. Crenshaw asked if more regulation is needed to restore this confidence and protect investors or if the current regulatory system just needs to be more effective.  Schapiro answered that there needs to be a system to fill in some of the regulatory gaps that currently exist. She also claimed that there needs to be “more boots” on the ground to examine more companies and keep a better eye on the riskier companies.   


Crenshaw noted that there was a Harvard study that showed that bigger firms tend to have lower sanctions after investigations than smaller firms.  He asked how the SEC should deal with this.  Schapiro voiced her sympathy about the view that smaller firms are being treated unfairly.  She stated that the SEC is addressing this perceived unfairness by working with a small business advisory committee similar to that created in regards to Sarbanes-Oxley and was looking to expand it.  

Whistleblower Reform


Rep. Edwards noted that without an effective system of whistleblowers, the SEC could never have enough resources to regulate the entire financial sector.  He asked what steps are being looked at to give incentives to whistleblowers.  Schapiro noted that right now the only reward is the good feeling you get for turning in someone who is breaking the law.  She claimed that the only place the SEC has authority to pay for whistleblowing is in the case of insider trading.  Schapiro agreed that whistleblowers play a huge role in the SEC because there are just too many companies for the SEC to examine them all in a timely manner.  She stated that the SEC is trying to be creative as to how to encourage more citizen involvement.  


Rep. Edwards asked what the timeline is for implementing new whistleblower regulations.   Schapiro stated that she will meet with the other Commissioners at the SEC and could meet back with the Committee within the next month to discuss whistleblower regulations.   Edwards noted that the act of simply enacting whistleblower regulations will act to immediately discourage fraudulent actions.  

Mark-to-Market Accounting


Rep. Schiff asked what role the mark-to-market system played in the current crisis and asked about the SEC study that concluded that the current mark-to-market system should not be suspended.  Schapiro noted that the SEC has looked into fair value accounting (FVA) and investors claimed that FVA is an important tool because it gives investors information on assets.  But she agreed that the mark-to-market system does not work as well for illiquid assets.  Schapiro stated that the SEC has asked FASB to issue guidance on how to value these illiquid assets, and that guidance should be out during the second quarter.  

Uptick Rule


Rep. Kirk inquired about Schapiro’s view on whether the uptick rule should be reinstated.  Schapiro noted that the world has changed since the uptick rule was enacted and then repealed.  She stated that she is having meetings with the other Commissioners to determine whether the SEC should look into re-implementing the uptick rule or alternatives to the uptick rule.  She stated that something on the uptick rule should be out in April.  

Super Regulator


Rep. DeLauro noted that Chairman Bernanke advocated for the creation of a “Super Regulator” because there are too many loopholes in the current regulatory system, there is the problem of too big to fail, and that the Federal Reserve should play a major role in the creation of this “Super Regulator.”  DeLauro asked what the SEC’s role should be in the “Super Regulator” or whether there should even be this “Super Regulator.” Schapiro expressed concern over a “Super Regulator” because of concerns that systemic regulation would trump investor protections.  She favored an approach of interaction between the current regulatory agencies and more enforcement of current rules.   In a “Super Regulator”, she noted that the small issues would be lost.  She claimed that an SEC type regulator is needed in any system though it might be combined with a few other agencies.  However, she suggested that there should not be one large “Super Regulator.”  


Rep. Boyd asked whether the consolidation of the current 6 or 7 Federal regulators into one “Super Regulator” is a good thing.  Schapiro advocated for a fresh look at the regulatory system and for some consolidation but is against one single “Super Regulator.”  

The SEC and TARP 


Ranking Member Emerson and Rep. Lee asked whether the SEC is assisting in the enforcement of the use of TARP funds.  Schapiro stated that the SEC is working with the TARP Special Inspector General because the SEC has the capabilities to bring actions against misuse.  Schapiro stated that the SEC is writing the disclosure rules for public companies about their use of TARP funds and working with the TARP Special Inspector General to determine TARP fund use and to whether there has been fraud.  For example, she noted that there had already been a case about a company lying about receiving TARP funds in order to get customers.  

Madoff Mistakes


Rep. Lee asked how the victims of the Madoff scheme are getting repaid.   Schapiro stated that the SIPC is corralling all Madoff assets, mailing out claim forms to all victims and starting to make payments on those claims.  She noted that it is a complex process because all of the accounting forms from Madoff’s companies were fraudulent.  


Chair Serrano noted that former Chairman Cox laid the blame for the Madoff scandal on the feet of the career SEC staff.   Schapiro answered that the career SEC staff are committed to the goals of the SEC, and she characterized the problems with the SEC in this case as “stovepipe” issues, in which there was a lack of communication among the different braches within the SEC.  Schapiro claimed that there is no good system for tracking and evaluating all the data that comes into the SEC. She noted that clearly mistakes were made but all fault should not lay with the SEC.  

Hedge Fund Regulation


Rep. Emerson asked if the SEC has the power to oversee hedge funds under the current regulatory regime.  Schapiro claimed that under the current system there is some voluntary registration of hedge funds but there is only a limited ability for the SEC to prosecute unregulated hedge funds for fraud.  She expressed support for the federal registration of hedge funds and more regulation of the industry.   


Rep. Schultz asked how hedge funds could be made more transparent.  Acknowledging that hedge funds were enormous players, Schapiro stated that the SEC wants:  hedge fund registration, hedge funds to fall under the examination authority of the SEC, that the SEC should have the plenary authority to enact more rules for hedge funds, and that the hedge funds should be required to disclose their operating practices at least to the SEC, if not to the public.  

Credit Rating Agencies


Rep. Schultz asked what the SEC’s plan is to deal with the credit rating agencies.   Schapiro answered that before the Credit Rating Agency Reform Act of 2006, the SEC had no power over credit rating agencies.  She stated that since 2008, the SEC has been implementing rules to require record retention, and requiring them to explain when they deviate from their normal rating practices.  Schapiro noted that these current practices might not be enough, but the SEC is holding a roundtable in April to discuss with the industry what needs to be done to reform credit ratings.  She hopes from this meeting that the SEC can come back to Congress and say that they need the power to do “blank” to fix the credit rating system.  

SEC Merger with CFTC

Rep. DeLauro asked whether Schapiro is in favor of a merger of the SEC and the CFTC.   Schapiro noted that she has chaired the CFTC in the past and agrees that the futures market has evolved to more closely relate to the other financial markets.  She stated her belief that the CFTC and the SEC could be combined to fill in many of the current gaps and eliminate some of the current overlaps.  However, Schapiro felt that the SEC and the CFTC could work just as well together or as separate entities.  She claimed that the system could work with or without a merger.  

CDS Clearinghouse 


Rep. Kirk asked what the timeline is for approving the CDS clearinghouses.   Schapiro agreed that central clearinghouses are essential and noted that ICE Trust has been approved already and others are on the line.  She claimed that CME has been through most of the approval stage and a final decision should be out soon.   Kirk noted the importance of having clearinghouses out there competing against each other.  

