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1 Executive summary

Section 967 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank or the Act) directed the Securities and Exchange
Commission (hereinafter referred to as the “SEC” or “the agency”)! to engage an
independent consultant to examine the internal operations, structure, and the
need for reform at the SEC. The Boston Consulting Group (BCG) was selected for
this study, which focused on four matters identified in the Statement of Work:
organization structure, personnel and resources, technology and resources, and
relationships with self-regulatory organizations (SROs). We have not examined
the regulatory philosophy behind the SEC’s authorizations, whether the current
statutory framework is optimal for regulating the US securities markets, or other
related topics.

BCG conducted this study from October 2010 to March 2011. BCG
leveraged a number of proprietary methodologies and tools, reviewed extensive
documentation, undertook analyses, and conducted more than 425 discussions
with the SEC, former SEC officials, regulated entities, peer regulators, SROs, and
industry groups.

BCG recognizes that the SEC has recently undertaken several initiatives to
increase its efficiency and effectiveness (including, for example, the
reorganization of the Division of Enforcement (Enforcement) and the Office of
Compliance Inspections and Examinations (OCIE), the rollout of the new Tips,
Complaints, and Referrals program (TCR), and the hiring of a Chief Operating
Officer (COO) and a new Chief Information Officer (CIO)). These initiatives
were, in our opinion, necessary and are proving effective.

That said, our findings lead us to the following two key conclusions. One,
the agency has significant opportunity to further optimize its available resources
through implementing the initiatives recommended in this report. Two, Congress
should reflect on whether or not such optimization adequately meets its
expectations for the agency’s efficiency and effectiveness. If not, it should
consider two further choices:

e Relax funding constraints to allow the SEC to better fulfill its current role
e Change the SEC’s role to fit available funding

The optimization initiatives we recommend fall into four major categories:

Reprioritize regulatory activities: The SEC should engage in a rigorous
assessment of its highest-priority needs in regulatory policy and operations, and
reallocate resources accordingly. The agency’s various divisions and offices have
identified several high-priority regulatory activities they deem necessary to

1 Reference to the “SEC” or “the agency” is not intended to include nor should it be construed to
include the Commission or its Commissioners.
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initiate or expand. Given that at least some of these activities are of greater
priority than current activities (as suggested by the divisions and offices,
themselves), this will enable the agency to reallocate its resources in a more
effective manner.

The SEC is already making some difficult activity trade-offs, and this will
need to continue, given the dynamic evolution of the securities markets. The
agency should undertake a structured agency-wide process to evaluate and
reprioritize its mission critical activities and re-align resources accordingly. In
order to accomplish this, each division and office should classify its respective
mission critical activities into the following categories:

e High-priority activities that SEC management deems critical to strengthen
or commence

e Activities that the SEC could, if necessary, scale back or stop entirely

e Activities where the SEC could consider delegating responsibilities
externally, e.g., to SROs

e Mandated activities where SEC management could request
implementation flexibility

Reshape the organization: The SEC should reshape its organization structure,
roles, and governance to maximize efficiency, effectiveness, and collaboration, as
well as to drive continuous improvement.

e Systematically redesign the organization: The SEC should undertake a
disciplined and transparent cascading process to re-design the
organization, roles, accountabilities and decision rights to address the
structural design of the operating divisions and support offices, as well as
the strategy, design, and footprint of the regional model. This redesign
must also take into account the reprioritization of activities and
reallocation of resources described above, as well as the opportunity to
streamline the management structure

o Seek flexibility from Congress on certain Dodd-Frank mandated offices: The
SEC should seek flexibility from Congress to design its organization
structure in a manner consistent with the activities required to be
performed by the Dodd-Frank-mandated offices while avoiding
unnecessary duplication

e Review Commission- staff interaction processes and delegation of authority:
The SEC should review the Commission-staff interaction processes to
provide clarity on delegated authority, increase transparency for the
Commission in areas that are delegated, and increase efficiency in
Commission-staff interactions where authority is retained by the
Commission

o Implement a continuous improvement program: The SEC should undertake
an ongoing initiative to systematically reduce costs throughout the
organization through levers such as demand management, sourcing, and
business process optimization

© 2011 The Boston Consulting Group, Inc. 6



Invest in enabling infrastructure: The SEC should invest in key enabling
infrastructure, including technology, human resources, risk management, and
high-priority staff skills. In particular, the SEC should:

Technology

e Enhance or develop key systems: The SEC should enhance its existing
technology and develop a new suite of systems to drive internal efficiency
(e.g., by deploying workflow tools) and enable critical functionality (e.g.,
improve the availability of information by deploying a knowledge
management system and sharing data across applications)

e Enhance the Office of Information Technology’s (OIT) ability to deliver
technology solutions: The SEC should undertake a multi-faceted
transformation of OIT, which will improve the effectiveness of the
information technology (IT) function to develop key technology
capabilities

e Establish a Technology Center of Excellence: The SEC should establish a
Technology Center of Excellence to institutionalize an awareness of the
impact of technology on the securities markets (e.g., the effect of high-
frequency trading on market structure) and improve the adoption of new
technology at the agency (e.g., market data analytics)

Human resources

e Execute the planned Office of Human Resource (OHR) redesign: The SEC
should undertake a multi-faceted transformation of OHR, through the
execution of its restructuring plans, including a build out of the new HR
Manager role, centralization of the SEC’s training function, the
development of a targeted recruiting process, and an enhancement of
OHR'’s capability to support more effective people management processes
within the agency

e Complete roll-out of the new performance management system: The SEC
should accelerate the implementation of OHR’s new performance
management system; in concert, the agency should develop and link
performance to a meaningful compensation strategy

e Create a surge capacity plan: The SEC should develop a short-term staffing
plan that would enable the agency to navigate short-term surges in
workload, particularly with respect to the Division of Investment
Management and TM

High-priority staff skills
e Enhance risk management: The SEC should further develop and embed its
risk management capabilities in the line organizations to better track key
market trends and developments in a timely and actionable manner
e Hire staff to build high-priority staff skills: The SEC should fill vacancies
caused by attrition with employees who meet high-priority skill needs

© 2011 The Boston Consulting Group, Inc.



Enhance SRO engagement model: The SEC should implement initiatives to
enhance its role as both an overseer of, and co-regulator with, SROs.

e Strengthen oversight of SROs: The SEC should enhance the disclosures SROs
make about their regulatory activities, develop metrics and standards that
SROs can be measured against, and enhance oversight of the Financial
Industry Regulatory Authority (FINRA)

e Centralize and coordinate approach to SRO interactions: The SEC should
create a central, coordinating point of contact for SRO interactions and
implement structural measures that foster dialogue with SROs on market
trends and related issues

e Strengthen processes for SRO rule proposals: The SEC should institute clearer
processes for SRO rule proposals and the SEC’s review thereof

To drive disciplined implementation of these initiatives, the SEC should
establish a dedicated Project Management Office with robust initiative progress
reporting, as well as strong governance and oversight to enable rapid course
correction in the event of progress being stalled. The initiatives are described in
detail in Chapter 6, including benefits, implementation approach, costs, and risks.

Successful implementation of these initiatives will help drive both
efficiencies and enhance capabilities. These efficiencies will be meaningful.
Indeed, two of them—the continuous improvement effort and the organizational
redesign—could release approximately $50 million in resources on a run-rate
basis that the agency can then re-deploy.

In addition, the initiatives will allow the SEC to strengthen five core
capabilities, which are becoming increasingly important:

¢ Risk IQ: Understanding, monitoring and evaluating external and
enterprise-wide risks—“connecting the dots”— and providing actionable
transparency to appropriate levels of the organization

e Ability to adapt: Maintaining the ability to deliver on the mission
effectively in a rapidly changing marketplace, e.g., through internal
collaboration, faster decision-making processes, and efficient/flexible
resource deployment

e Leveraging communities of aligned interest: Enhancing efficiency and
effectiveness through alignment and collaboration with external partners
(e.g., peer regulators and government agencies, SROs, auditors, academia
etc.)

e Technology sophistication: Maintaining awareness of technology
advances in the securities markets and deploying advanced technology
capabilities that increase the SEC’s efficiency and effectiveness

© 2011 The Boston Consulting Group, Inc. 8



e Strong credibility: Credibly demonstrating the SEC’s presence, power,
and influence to all relevant stakeholders

However, these recommended initiatives will only take the agency so far,
partly due to real constraints it faces: notably, Civil service laws limit the agency’s
ability to attract, retain and manage personnel. There are also governance
challenges inherent in the commission structure itself, which can slow decision-
making and limit productive interaction between Commissioners and staff. In
addition, some Congressional requirements (e.g., new Dodd-Frank mandated
offices) limit the agency’s flexibility. Finally, given the highly dynamic nature of
the market the SEC regulates, its dependence on the appropriations cycle has
meaningful impact on its planning process.

Perhaps the bigger issue, however, is the inherent gap in capabilities that
must be filled, and the change management challenge this poses to the agency. It
is also likely that, even with reprioritization of regulatory activities, the agency
may not be able to execute upon all the activities it deems necessary. Thus, even
after the agency has implemented the recommended optimization initiatives,
Congress may wish to consider two further options illustrated below:

Exhibit 1.1: Two choices for Congress to consider

Relax funding constraints to
better fulfill current role

Do all mission critical activities
| and build out all required
Implementation of ; capabilities

recommended initiatives:
"no regrets" optimization

Choices
to consider

Redeploy existing resources ; :
efficiently : Change current role to fit

available funding

Increase SRO leverage and
enhance oversight

Source: BCG analysis

The recommendations outlined above create real efficiency and
effectiveness improvement for the agency. We would recommend that they be
implemented immediately and rigorously on a “no regrets” basis, because they
are foundational to the agency’s future and should, in any case, be the first major
set of initiatives to be launched, whichever of the two further choices Congress
may eventually make. This sequence is particularly important if only to reduce
the net funding requirement were Congress to select Choice 1. A precise estimate

© 2011 The Boston Consulting Group, Inc. 9



of the funding need can only be determined by an in-depth analysis of specific
investment initiatives that target long-standing capability needs, future increases
in market-driven workload, and the results of the optimization initiatives.
Alternatively, in Choice 2, Congress could redefine the role of the SEC to better
match its available funding.

% 3k k

Carrying out the SEC’s mission requires both a regulatory framework with
clear authorizations and a robust set of internal capabilities to deliver against
these authorizations; our study addresses only the second of these factors.
Ultimately, BCG recommendations on the latter should be considered together
with the former for their collective impact on the agency’s mission. While we
recognize the inherent difficulty in developing metrics to measure performance
against mission, true accountability is hard to attribute absent a thoughtful set of
outcome-oriented metrics. If designed well, these metrics could then be cascaded
through the agency to establish clear alignment at the division/office, manager,
and individual contributor levels. The SEC already utilizes a set of performance
measures that it reports on annually in its Performance Accountability Report,
but BCG recommends that the SEC should conduct a study on the feasibility of
more outcome-oriented metrics.

In the final analysis, however, it may be that the most important measure
of success will be how effectively the agency addresses three chronic, structural
disconnects it has historically faced and continues to face today; namely:

e Between stakeholder expectations and its legal authorizations,

e Between its authorizations and available resources, and

e Between the dynamism of the markets it oversees and the rigidities from
its constraints and culture.

Excellence in the five core capabilities described earlier will go a long way
towards addressing these disconnects.

© 2011 The Boston Consulting Group, Inc. 10



2 Scope and approach

2.1 Overview

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank or the Act) was signed into law in July 2010.> As part of this reform,
Congress directed the SEC to engage an “independent consultant of high caliber”
to study the agency’s structure and operations, among other areas, and to
propose alternatives and improvements.?

As enumerated in the Act, Congress identified the following means to
address that goal: 1) eliminating unnecessary/redundant units at the SEC; 2)
improving communication among the SEC’s offices and divisions; 3) establishing
a clear chain-of-command, especially with respect to enforcement investigations
and compliance inspections; 4) responding to high-frequency trading and other
technological advances in the market; 5) refining the SEC’s hiring, workplace, and
personnel policies by streamlining the hiring process for employees with non-
traditional skill sets, further reforming compensation policies, and diversifying
employee skill sets as necessary; and 6) evaluating the SEC’s relationship with
self-regulatory organizations (SROs) and adjusting that relationship as
appropriate.*

2.2 Selection of The Boston Consulting Group

The Boston Consulting Group (BCG) was selected to perform this study
based on our knowledge and experience in securities markets, organizational
design, people management, and technology—for both public and private sector
clients. The former include other regulators and the latter span the range of
registrants the SEC oversees.

2.3 Matters for study

The SEC specified four matters for study, consistent with Dodd-Frank:®

1) Organization structure

2) Personnel and resources
3) Technology and resources
4) Relationships with SROs

2 United States. Cong. Senate. Dodd-Frank Wall Street Reform and Consumer Protection Act. 111st
Cong., 2" sess. Washington: GPO, 2010. Print.

% Dodd-Frank Wall Street Reform and Consumer Protection Act. S 967(a)(1).

4 Dodd-Frank Wall Street Reform and Consumer Protection Act. S 967(a)(2)(A)-(G).

5 United States. U.S. Securities and Exchange Commission. Statement of Work Form SECHG1-11-F-
0001. 13 Oct. 2010. Print.
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Organizational structure: BCG analyzed the SEC’s existing organizational
structure, with an emphasis on making recommendations and providing options
for improving efficiency.®

Personnel and resources: BCG examined the SEC’s hiring authorities,
personnel processes and practices, and the diversity of staff expertise and skills.
BCG also evaluated the adequacy of existing resources devoted to personnel
compensation and training.”

Technology and resources: BCG examined the SEC’s existing information
technology personnel, resources, systems, and skill sets and assessed whether
these are capable of meeting current and emerging technology needs. In
addition, BCG assessed the effect on the securities markets of high-frequency
trading and other technological advances, and determined what capabilities the
SEC requires to monitor the effect of such advances on the markets.?

Relationships with SROs: BCG examined the SEC’s relationship with and
reliance on SROs and similar entities that operate under the SEC’s oversight and
are relevant to the regulation of securities and the protection of securities
investors.®

2.4 Project scope

To carry out its mission, the SEC requires both a regulatory framework
with clear authorizations, as well as a robust set of internal capabilities to fulfill
this mandate. This study focuses on the latter.” An analysis of the legal
framework, regulatory philosophy, or performance of the SEC against its mission
is beyond the scope of this study.

6 Ibid 6.

7 Ibid 6-7.

8 Ibid 8.

9 Ibid 9.

19 Dodd-Frank Wall Street Reform and Consumer Protection Act. S 967(a).
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2.5 Project approach

Exhibit 2.5-1: Four modules in BCG’s approach

Assessment Options identification and recommendation Refinement
development

Assess implications of

external forces

* New regulatory mandates
» Capital markets dynamics

— Deep dive into matters for study identified by the SEC

: Synthesize
Develop baseline and benchmarks _— de\ii?gglfrilégn?nzpnsdations and integrate Re}/IeW‘ and
: : recommendations j refine final
« Develop baseline of current SEC * Identify key gaps report
state and understanding of future » Develop recommendations for each
needs matter for study

« Compare baseline against best
practices, external benchmarks, and
new requirements

| 2a. Organizational Structure
— 2b. Personnel & Resources

— 2c. Technology & Resources ]
2d. Relationships with SROs

Source: BCG analysis

Module 1: Assess implications of external forces

This module studied the business and regulatory context in which the SEC
operates. The perspectives developed during this module informed subsequent
modules of the project. We supplemented our experience in securities markets
and financial regulation with targeted research and analysis to identify the key
external factors affecting the SEC—for example, the emergence of high-
frequency trading, the growth in the size, complexity, and global
interconnectedness of securities markets, the evolution of risks in recent years, as
well as the expansion of the SEC’s mandate resulting from Dodd-Frank. An
understanding of these external forces was critical to assessing the capabilities
that the SEC needs.

Module 2: Deep dive into matters for study identified by the SEC
This module established a baseline assessment of the SEC along the four
matters for study: organizational structure, personnel and resources, technology

and resources, and relationships with SROs. This module also identified key gaps
and developed recommendations for each matter for study.
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Module 3: Synthesize and integrate recommendations

Recognizing the interconnectedness of the four matters for study, BCG
approached them both collectively and as standalone topics. In this module, we
synthesized the analysis and recommendations across the four matters for study.
A draft version of the final report was completed during Module 3.

Module 4: Review and refine final report

In this module, we refined our analysis, recommendations, and final
report.

2.6 Methodologies and tools

BCG conducted this study from October 2010 to March 2011. Per standard
practice, BCG primarily worked on-site at the SEC’s headquarters in Washington,
DC. In addition, we engaged with the SEC’s regional offices. BCG reviewed
extensive documentation, undertook analyses, and conducted more than 425
discussions with the SEC, former SEC officials, regulated entities, peer regulators,
SROs, and industry groups.

BCG used a number of proprietary methodologies and tools throughout
the study to develop our findings. In particular:

Organization design: BCG undertook an assessment of the SEC’s
organization design using an adapted version of the proprietary methodology,
Designing for Performance (see Exhibit 2.6-1). This methodology helped us assess
the SEC’s organizational structure as well as its collaboration mechanisms and
accountabilities. For example, we mapped the reporting lines for each SEC
employee in the five divisions and OCIE and assessed the shape of the
organizational pyramid utilizing proprietary BCG methodologies. To complement
the methodology, BCG conducted baseline interviews with the directors of each
division and office at the SEC, including interviews with members from selected
regional offices. These interviews were followed by multiple in-depth discussions
with staff of key organizational units. Additionally, we leveraged various studies
and reviewed organizational charts and key agency-wide processes, including the
strategic planning and budget processes.

© 2011 The Boston Consulting Group, Inc. 14



Exhibit 2.6-1: Designing for performance
High-performance organizations align building blocks of design with strategic imperatives

Collaboration & accountabilities...

...drives focus on strategic imperatives ...make structure work
» Core organization units * Clear role charters with accountabilities
* Appropriate support structures « Effective collaboration mechanisms
« Efficient organizational pyramid with ¢ Clear, cascaded communication

flat reporting hierarchy

Source: BCG analysis and experience

Personnel and resources: To assess the SEC’s personnel and resources,
BCG used the approach described in Exhibit 2.6-2. As part of this effort, we
conducted interviews, reviewed documentation, analyzed data, and gathered
input from relevant stakeholders. We reviewed the SEC’s people pipeline and
supporting human resources processes—including existing strategies, hiring
authorities, recruiting processes, contracting processes, training resources and
planning, performance management, and talent management. BCG also
conducted a capability/competency assessment to collect feedback on staff skill
sets, completed a workload modeling exercise designed to detail agency capacity,
and employed our proprietary Engaging for Results methodology to assess
employee engagement.

Exhibit 2.6-2: Approach to evaluating personnel and resources

High-performance organizations require a robust people pipeline...

People Pipeline

Performance Talent

Strategy Recruiting Training management management

...supported by a well-functioning Human Resources organization...

HR Structure HR Processes HR People
¢ Clear front/middle/back office » Streamlined processes » Well-staffed and deployed
responsibilities e Clear policies e Customer service focus
« Clear accountabilities with » Performance metrics

customers

...that can deliver the required skills and capacity to enable mission success...

Organizational Capabilities and Job-Specific Competencies Workforce Capacity

...contributing to an engaged workforce

Source: BCG analysis and experience
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Technology and resources: BCG conducted a targeted assessment of the
SEC’s existing technology capabilities relative to its changing technology needs
(see Exhibit 2.6-3). We focused on three aspects of technology:

e Technology systems, including the current capabilities and extensibility of
the full range of technology services. The scope also included specific
areas where technology investments are merited to reflect ongoing and
emerging needs

e The Office of Information Technology’s (OIT) ability to deliver
information technology (IT) services, including its process for addressing
the SEC’s technology priorities, and its organizational structure,
governance, management processes, and tools to support solution delivery

e Technology expertise, including expertise in existing and emerging
securities markets technologies, the development and management of
complex technology systems, and data analytics

Our review included the capabilities of both the SEC’s central IT group—
OIT—and the “shadow” IT groups embedded in the agency’s various offices and
divisions. During the course of this review, we conducted interviews with the OIT
leadership team and managers, and representatives from the SEC’s divisions and
offices, reviewed documentation for a targeted set of the SEC’s approximately
200 existing technology solutions and applications, and analyzed internal agency
data.

Exhibit 2.6-3: Technology and resources assessment approach

* Securities markets /
technology expertise /s

« Expertise to develop p
and manage complex Technology -

IT systems expertise ~Technology |+ Application and

systems technology portfolio to
support the business
< Technology standards

OIT's ability to deliver
technology services

« Technology strategy and business alignment
« Organizational structure

* Management processes

* Governance

Source: BCG analysis and experience
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Relationships with SROs: To examine the SEC’s relationships with SROs,
BCG conducted interviews with SROs!! and relevant peer regulators. We also
interviewed SEC staff, primarily in the Division of Trading and Markets (TM) and
Office of Compliance Inspections and Examinations (OCIE). BCG leveraged
studies, articles, and memoranda drafted by the SEC, other regulatory agencies,
and individuals and firms in the private sector. We reviewed documents and
content available on the public websites of several broker-dealers, investment
advisers, clearing agencies, and other regulated entities.

BCG assessed the SEC’s role as a co-regulator and oversight body for the
SROs by evaluating the agency’s structure, competencies, and processes as they
relate to SROs (see Exhibit 2.6-4).

Exhibit 2.6-4: Approach for evaluating SRO relationships

Structure Competencies Processes

e.g., which e.g., does SEC e.g., how are
Divisions have the right SRO rules and
interact with skills and tools operations
SROs reviewed

SEC as a co-requlator SEC as an oversight body
with SROs to the SROs

Inputs for Areas for
assessment recommendation

Source: BCG analysis

' NYSE Euronext, NASDAQ-OMX Group, Inc., Direct Edge Holdings, LLC, BATS Global Markets,
Inc., International Securities Exchange Holdings, Inc., CBOE Holdings, Inc., Chicago Stock
Exchange, Inc., The Financial Industry Regulatory Authority (FINRA), the Municipal Securities
Rulemaking Board (MSRB), the Public Company Accounting Oversight Board (PCAOB),
Depository Trust & Clearing Corporation (DTCC), and Options Clearing Corporation.
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To recap, BCG used these tools and methodologies to assess the SEC across
the four matters for study. We synthesized these assessments into the findings
described in this report. Our approach considered the history of the SEC as well
as recent improvement initiatives already undertaken by the agency. Wherever
possible, we adopted a forward-looking perspective, evaluating the SEC in the
context of the increasing demands and the constraints under which it operates.
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3 Context

3.1 Overview of the SEC

Congress created the SEC under the Exchange Act of 1934 (the Exchange
Act),> which together with the Securities Act of 1933 (the Securities Act),*®
established the first substantive federal securities laws in the United States. The
SEC’s mission is threefold: protect investors, maintain fair, orderly, and efficient
markets, and facilitate capital formation. While this mission has remained largely
unchanged, the agency’s regulatory authorities, along with the securities markets
it oversees, have evolved.

Today, the SEC oversees a large, highly complex, and rapidly changing
market in securities with a wide range of registrants including over 5,000 broker-
dealers, over 11,000 registered investment advisers, investment companies, SROs
(including exchanges and clearing houses), ratings agencies,'# public companies,
and accounting and auditing firms. The equity market alone has a market
capitalization of approximately $14 trillion. Each year, the SEC adopts between
25 and 30 rules packages, '* brings between 575 and 675 enforcement actions,¢
conducts over 1,500 exams, processes tens of thousands of requests for
information from investors!” and over 1 million securities filings, considers over
2,000 SRO rule filings, and conducts training sessions for approximately 2,000
foreign financial regulators.

Dodd-Frank imposes significant new requirements on the agency,
including mandatory organizational changes and the expansion of the SEC’s
scope of responsibility. It directs the SEC to create five new offices, four of which
are to report directly to the Chairman. It also expands the SEC’s mandate to
include previously unregulated over-the-counter (OTC) swaps, derivatives
markets, advisers to private funds, and municipal securities advisors.

Today, the SEC employs approximately 2,300 employees at its Metro DC
offices, along with about 1,600 employees in 11 regional offices spread
throughout the US. The Commission itself consists of five Presidentially-
appointed Commissioners, each of whom serves a staggered five-year term. One
Commissioner is designated by the President as Chairman, and no more than
three of the Commissioners may belong to the same political party. The SEC staff

1215 USC. Sec. 78a. 1934. Print.

1315 USC. Sec. 77a. 1933. Print.

14 Also known as Nationally Recognized Statistical Rating Organizations (NRSROs).

15 SEC Final Rules. U.S. Securities and Exchange Commission. Web. 1 Feb. 2011.

16 United States. U.S. Securities and Exchange Commission. In Brief FY 2005 — 2010 Congressional
Justification. Washington: GPO, 2005 - 2010. Print; United States. U.S. Securities and Exchange
Commission. 2010 Performance and Accountability Report. Washington: GPO, 2010. Print.

17 United States. U.S. Securities and Exchange Commission. In Brief FY 2012 Congressional
Justification. Washington: GPO, 2011. Print.
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is grouped into five divisions and eighteen offices, 20 of which report directly to
the Chairman. Three of the five divisions are organized based upon the primary
body of law and types of regulated entities for which they are responsible: the
Division of Trading and Markets (TM) regulates broker-dealers, transfer agents,
and SROs for compliance with applicable Exchange Act provisions; the Division
of Investment Management (IM) oversees investment advisers and investment
companies for compliance with the Investment Advisers Act of 1940® and the
Investment Company Act of 1940;' and the Division of Corporation Finance (CF)
is responsible for enforcing the provisions of the Securities Act and the Exchange
Act relating to public companies’ disclosure requirements. The remaining
divisions are organized according to their functional expertise: the Division of
Risk, Strategy, and Financial Innovation (RSFI) oversees risk and financial
analysis, strategic research, and financial innovation; and the Division of
Enforcement (Enforcement) oversees all investigation and enforcement actions.
The 18 offices oversee various internal and external functions, which range from
examining regulated entities and liaising with the SEC’s foreign counterparts to
providing human resource and information technology support for the agency.
The largest of these, the Office of Compliance Inspections and Examinations
(OCIE), conducts examinations of various registrants and SROs.

The SEC is responsible for a comprehensive, end-to-end set of regulatory
activities for the securities markets, including: 1) registering participants; 2)
reviewing disclosures; 3) reviewing policy and rule proposals; 4) writing and
interpreting rules; 5) assisting with monitoring the markets for systemic risk; 6)
surveilling trading activity; 7) examining market participants; 8) overseeing
securities clearing; and 9) enforcing the securities laws.

To carry out these responsibilities, the SEC deploys approximately 200
technological solutions. Three systems are of particular note: 1) EDGAR, which is
a filing solution that supports the receipt and review of public filings; 2) Hub,
which is a case management system supporting the enforcement of the securities
laws; and 3) TCR (tips, complaints, and referrals), which is a tracking system for
managing triage of tips, complaints, and referrals.

3.2 Reliance on self-regulatory organizations

Overview

To oversee the securities markets, the SEC leverages its own capabilities as
well as those of SROs. These SROs are endowed by statute with regulatory
authority over specific segments of the market. As discussed earlier, the SEC
conducts market-wide regulation including policymaking, coordination with peer
regulators, and systemic risk anticipation. To supplement these efforts, SROs
conduct activities including registration of market participants, market
surveillance, and the creation of rules to govern their respective jurisdictions. In

1815 USC. Sec. 80b. 1940. Print.
1915 USC. Sec. 80a. 1940. Print.
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all cases, the SEC oversees these activities closely. The result is that the SEC
supervises the SROs in some contexts (e.g., when inspecting SROs or approving
SRO rule proposals) and regulates alongside them in others (e.g., when pursuing
joint enforcement actions).

Throughout the study, we used a functional approach in determining what
entities to classify as SROs, one that is broader than the statutory definition but
better reflects the realities of securities regulation. We included as SROs all non-
government entities that aid the SEC in fulfilling its mission and are subject to the
SEC as their primary oversight body. For purposes of this report, we group the
SROs into three broad categories:

e Exchanges: Nine companies—NYSE Euronext; NASDAQ-OMX Group, Inc.;
Direct Edge Holdings, LLC; BATS Global Markets, Inc; International
Securities Exchange Holdings, Inc; CBOE Holdings, Inc; National Stock
Exchange; Chicago Stock Exchange, Inc; and Boston Options Exchange—
have registered securities exchanges with the SEC. Many, such as
NASDAQ-OMZX, operate multiple exchanges while others, such as
International Securities Exchange Holdings, LLC, operate only one.
Although the holding companies themselves have no direct regulatory
obligations to the SEC, their subsidiary exchanges do: under the Exchange
Act, all exchanges are responsible for regulating their members for
compliance with the securities laws and with the exchanges’ own rules

e Qversight organizations: The Financial Industry Regulatory Authority
(FINRA), the Municipal Securities Rulemaking Board (MSRB), the Public
Company Accounting Oversight Board (PCAOB), and the Financial
Accounting Standards Board (FASB) perform a range of regulatory
activities for the organizations falling under their purview. Except with
regard to the FASB, this range includes rulemaking, exams and
enforcement (except with respect to the MSRB). The PCAOB and FASB are
also standard-setting bodies

e Clearing corporations®: The SEC has authority over nine clearing
organizations under the Exchange Act, including the Depository Trust
Company, the National Securities Clearing Corporation and the Options
Clearing Corporation.?! These companies undertake significant regulatory
duties

20 Clearing agencies comprise both clearing corporations and depositories, per the SEC’s
definition; Clearing Agencies. U.S. Securities and Exchange Commission. Web. 1 Feb. 2011.

X There are four additional entities that perform a similar function for swaps and derivatives and
that have been exempted from registration, though they are subject to SEC oversight in different
ways.
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The SEC’s reliance on SROs over time

While the core role of SROs has remained relatively constant, the nature
of responsibilities granted to them has varied over the years. We measured the
SEC’s reliance on SROs based primarily as a function of two core metrics: the
range of regulatory activities they undertake, and the entities for which they
oversee those activities, as shown below in Exhibit 3.2-1.

In the years immediately following passage of the Exchange Act in 1934,
SROs performed a more limited set of regulatory activities than today. The SEC’s
three key activities during this period were promulgating and approving rules,
reviewing disclosures by public companies, and prosecuting violations of the
securities laws. The two key SROs of this era—the National Association of
Securities Dealers (NASD) and the New York Stock Exchange (NYSE)—wrote
rules to govern market participants and conducted enforcement but did not (and
to this day, do not) assist with reviews of issuers’ public disclosures. Due to
technological and legal limitations, regulators were not conducting surveillance in
any comprehensive sense, and regular exams of market participants were not yet
at today’s levels.

Following a string of regulatory failures by the SROs, Congress passed the
1975 amendments to the Exchange Act. These amendments strengthened the
SEC’s oversight of the SROs considerably, and brought new regulated entities
within the SEC’s jurisdiction. Any new SRO rules or changes in existing rules
were to be filed with the SEC and, with limited exception,?? no rule could take
effect without SEC approval. All SRO disciplinary actions were also subject to
SEC review. The amendments also subjected municipal securities dealers to SEC
oversight for the first time. The other fundamental change during this period was
the founding of the Depository Trust Company (DTC) and National Securities
Clearing Corporation (NSCC) in the mid-1970s. Together, the DTC and NSCC
ameliorated many back office and other administrative difficulties by, among
other services, immobilizing security certificates at a central depository and
simplifying trade settlement.? The two companies were also registered with the
SEC under the Exchange Act as a new category of SRO, meaning that their rules
and procedures became subject to SEC oversight.*

Beginning in the early 1990s, many SROs began demutualizing into for-
profit companies; by 2006, all but one of the national securities exchanges were
demutualized.? The exchanges restructured their regulatory functions with a goal
of ensuring that business operations did not unduly influence disciplinary

22 Under Section 19(b)(3)(A), some rules can take effect immediately upon filing. The SEC has 60
days to abrogate the rule, if it decides to do so.

2 For a general description of the DTCC’s history and functions, see Responding to Wall Street’s
Paperwork Crisis. The Depository Trust & Clearing Corporation. Web. 1 Feb. 2011.

% The Fixed Income Clearing Corporation was added in 2003 to perform a similar function for
debt instruments.

25 CBOE was not demutualized until 2010.
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responsibilities. Following a series of enforcement actions by the SEC, the
exchanges began to segregate regulatory functions from business functions. In
addition to these structural adjustments, to some extent there has also been
consolidation of regulatory activities performed by SROs: FINRA was formed in
2007 as the successor to the NASD and in 2010, it completed a combination with
parts of NYSE Regulation. Currently, FINRA provides regulatory services
(including surveillance) for approximately 80 percent of the trading volume in US
equity markets. Its other responsibilities include registering and examining all
securities firms doing business with the public, writing and enforcing rules and
the federal securities laws, and informing and educating the investing public.

The SEC currently leverages SROs for a broad range of activities. With
respect to broker-dealers, SROs register members, review regulatory reports,
write and interpret rules, conduct examinations, investigate and enforce rule
violations, oversee all trade clearing and settling, and surveil all trading activity.
SROs also play a significant role in overseeing public auditors: the PCAOB
registers, conducts examinations, reviews regulatory reports, and writes rules for
all accounting firms that conduct audits of public companies or broker-dealers.
Finally, issuers who choose to list on an exchange are subject to SRO oversight in
the form of the substantive listing requirements.

Exhibit 3.2-1: Evolution of SEC and SRO responsibilities over time

Regulatory value chain
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Registration interpretation /| SRO rules enforcemem CCP clearing Exams Surveillance anticipation
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Source: BCG analysis

There is an active debate both in the US and abroad over the appropriate
role for SROs in financial regulation. In addition to questions about what the
SROs should do, there is no universally fixed definition of “self-regulation”:
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governance models exist on a continuum, with purely voluntary industry
regulation on one end and purely governmental regulation on the other.

The following discussion is intended primarily as an overview of the
ongoing debate. The SEC recently released a study mandated under Dodd-Frank
that analyzes, among other topics, whether self-regulation is appropriate with
respect to investment advisers.?” Another Dodd-Frank study to be performed by
the Government Accountability Office will examine the governance of national
securities associations such as FINRA.? These studies supplement the existing
rich analyses of self-regulation in the securities markets.

There are a number of commonly-cited justifications for relying on SROs,
the most prominent of which is that self-regulators have greater technical
expertise because of their proximity to the industry.* According to this
argument, complex industries such as the securities markets require regulators
that are intimately familiar with day-to-day business issues and operations. That
familiarity, the theory goes, grants certain informational advantages to self-
regulators. First, industry participants may be better positioned to construct a
regulatory structure that is appropriate to the industry. Second, self-regulators’
proximity to the industry enables them to prescribe requirements—such as
ethical and moral standards—that government authorities might not be able to
impose effectively. Finally, once the regulatory framework is in place, self-
regulators could monitor the industry more efficiently than government
regulators. Self-regulation is also credited by some as being more cost-effective
than direct government oversight. The more common variation on this claim is
that self-regulation is usually funded by the industry being regulated, meaning
that the cost of regulation is internalized.?** While some of these costs might be
passed through to a broader population, they are almost certainly more focused
than the general taxation that would fund a government regulator.3 There has
been, to date, no resolution on private versus public regulatory efficiency with
respect to financial regulation, but the view that government regulators are
overly bureaucratic (and therefore more expensive) nevertheless persists. 32

There are two incentives-based justifications for self-regulation. Under this
line of thinking, self-regulation is appropriate where profitability is linked to the
appearance of stability. Of course, this justification is strongest with respect to
securities exchanges: exchanges require participation by a broad issuer/investor

26 Ogus, Anthony. Rethinking Self-Regulation, 15 Oxford J. Legal Studies 97, 1995. Print.

27 United States. U.S. Securities and Exchange Commission. Study on Enhancing Investment Adviser
Examinations, Washington: GPO, 2011. Print.

28 Dodd-Frank Wall Street Reform and Consumer Protection Act. S 964.

2 See e.g., Dodd-Frank Wall Street Reform and Consumer Protection Act. S 964; Poser, Norman S. and
James A. Fanto. Broker-Dealer Law and Regulation, 4th Ed. Print; Gunningham, Neil and Rees,
Joseph. Industry Self-Regulation: An Institutional Perspective, 19 Law & Pol’y 363, 1997. Print.

30 Rethinking Self-Regulation.

31 Note, of course, that this justification fades when the government regulator is funded by
industry fees and not by tax revenues.

32 See e.g., Carson, John. The World Bank. Self Regulation in Securities Markets, Policy Research
Working Paper 5542, 2011. Print.
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base to be successful, and they will only do business with exchanges that are well
regulated (or are at least seen as such, to the extent that there is a distinction).
Government regulators, the theory goes, may therefore entrust exchanges with
regulatory responsibilities since those exchanges are incentivized to enact
appropriate regulation anyway. The second incentives-based justification is more
broadly applicable and relates to industry cooperation: industry participants are
seen as more likely to buy into regulation when it comes from within. In this
view, voluntary self-regulation may be more amenable to market participants
than government oversight, even when the level of “voluntariness” is only
superficial. With respect to US securities regulation, this was at least partially the
case: the Exchange Act provisions establishing the national securities associations
were a means of garnering support from market participants.

There are, however, criticisms of self-regulation. The most fundamental
critique is that self-regulation is not real regulation at all: at best, self-regulation is
less effective than government regulation, and at worst, is merely “an illusion”
meant to deflect calls for government oversight.3? According to this view, industry
participants have a conflict of interest (between commercial interests and those
of the market) that might prevent them from imposing adequate regulatory
strictures on themselves.3* Critics of securities SROs, for example, claim that
exchanges fail to discipline profitable or otherwise powerful members out of fear
that excessive regulation will push business to more lightly regulated
competitors.®® By extension, there are concerns that powerful members may
exert excessive influence to not only avoid regulation on themselves but also
impose additional regulation on other, less powerful members. 3¢ Industry
participants may also be unwilling—or even unable—to coordinate properly with
government regulators, thus creating additional hurdles to market oversight.
Some also criticize self-regulation as lacking sufficiently broad jurisdiction to
regulate effectively. In the context of the securities markets, these critics claim
that individual securities exchanges, for example, cannot effectively regulate
across multiple venues. Finally, some observe that SROs govern with only limited
democratic accountability: besides their respective boards of directors, SRO
leadership answers only to the SEC, meaning that investors and other market
participants have, at best, indirect democratic means for effecting regulatory
change.

As discussed above, the SEC has been increasing its reliance on SROs, and
recent discussions suggest the possibility that the SEC will rely on SROs in
additional areas.?” This is not a global trend, however; outside the US, the level of
SRO reliance varies. The United Kingdom relied heavily on informal self-
regulatory bodies to oversee its securities markets for hundreds of years.
Following financial regulatory reform in 2000, however, the UK centralized

33 Omarova. Rethinking the Future of Self-Regulation in the Financial Industry, 35 Brook. J. Int’l L.
665, 2010. Print.

34 Ibid.

35 Ihid.

36 Broker-Dealer Law and Regulation.

37 Study on Enhancing Investment Adviser Examinations.
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nearly all regulatory responsibilities in a single body, the Financial Services
Authority (FSA). This move largely dismantled the country’s SROs, representing
a shift away from the UK’s relatively informal regulatory policies.?® Similarly, the
Hong Kong Exchange, Hong Kong’s sole stock and futures exchange, ceded much
of its regulatory responsibilities in 1989 to the then-nascent Securities and
Futures Commission, which had been created in response to the 1987 market
crash that shut down the country’s exchange for several days.* In contrast, the
Canadian financial regulatory framework, which is a hybrid of state- and federal-
level agencies, relies on SROs for certain market oversight responsibilities in part
to navigate the two levels of government oversight. The two most prominent
Canadian SROs are the Investment Industry Regulatory Organization of Canada,
which oversees all investment dealers and enforces stock exchange rules, and the
Mutual Fund Dealers Association, which oversees all mutual fund dealers.*

Ultimately, there is no universal “right” answer; each country determines
the appropriate mix of governmental and non-governmental oversight of its
securities markets based on relevant characteristics, including market size,
investor base, and product types. Congress and the SEC must therefore
determine the optimal level of reliance on SROs and, given that level of reliance,
how the SEC should interact with SROs.

3.3 The SEC’s external environment

The environment in which the SEC operates is changing rapidly, requiring
the agency to adjust along several axes. Two prominent drivers of these
developments are changes in the regulatory landscape and changes in the capital
markets. In response, the SEC has had to take on new duties, develop new skKills,
and build new capabilities, all on an accelerated timeframe.

3.3.1 Regulatory landscape

Dodd-Frank calls for a significant restructuring of the US financial
regulatory framework. The Act imposes new requirements on financial market
participants and calls for enhanced coordination among regulators through
vehicles like the Financial Stability Oversight Council and the Office of Financial
Research. It also creates new regulators (e.g., the Consumer Financial Protection
Bureau) and eliminates others (e.g., the Office of Thrift Supervision).

38 Schooner, Heidi M. and Michael Taylor. United Kingdom and United States Responses to the
Regulatory Challenges of Modern Financial Markets, 38 Tex. Int'l L.J. 317. 2003. Print; Alpert, Cory.
Financial Services in the United States and United Kingdom: Comparative Approaches to Securities
Regulation and Dispute Resolution, 5 B.Y.U. Int'l L. and Mgmt. Rev. 75. 2008. Print.

¥ Jordan, Cally and Pamela Hughes. Which Way for Market Institutions: The Fundamental Question
of Self-Regulation, 4 Berkeley Bus. L. J. 205, 211, 2007. Print.

40 Pan, Eric J. Transnational Law and Contemporary Problems, 19 Transnat'l L. & Contemp. Probs.
796, 2011. Print.

© 2011 The Boston Consulting Group, Inc. 26



In addition, the Act imposes new requirements on the SEC, including
mandatory organizational changes and new responsibilities in several key
areas.

Organizational changes: The Act requires five new offices within the SEC,
four of which must report directly to the Chairman:

¢ Office of Municipal Securities:*' Administers SEC rules for municipal
securities broker-dealers, advisors, investors, and issuers and coordinates
with the MSRB for rulemaking and enforcement actions

e Office of Credit Rating Agencies:** Administers SEC rules for NRSROs and
is required to conduct exams of each NRSRO at least annually and publish
an annual report of exam results

e Office of the Investor Advocate:** Assists retail investors in their
interactions with the SEC or SROs, identifying problems that investors
have with financial service providers and investment products, and
analyzing the impact of proposed SEC and SRO rules on retail investors

e Office of Minority and Women Inclusion:* Oversees all matters relating to
diversity in management, employment, and business activities at the SEC,
including contracting practices; assesses the diversity policies and practices
of regulated entities

e Whistleblower Office:* Administers and enforces the Whistleblower
incentives and protection included in Dodd-Frank; the head of this office
will not report directly to the Chairman

New responsibilities: Under Dodd-Frank, the SEC has an expanded scope
in a number of areas:

e Private funds: With certain exceptions, the Act requires managers of
private funds to register with the SEC under the Investment Advisers Act,
subjecting managers of those funds to enhanced SEC scrutiny and
oversight for the first time?

e Derivatives: The Act imposes new regulation on the swaps markets,
dividing jurisdiction between the SEC and the CFTC. The Act calls for
mandatory clearing through regulated central clearing organizations and
mandatory trading through regulated exchanges or swap execution
facilities. The Act also creates new categories of regulated market
participants, including swap dealers and major swap participants*’

4 Dodd-Frank Wall Street Reform and Consumer Protection Act. S 979.

42 Tbid S 932(a)(8).

4 Tbid S 915.

4 1bid S 342.

4 Tbid S 924.

46 Dodd-Frank Wall Street Reform and Consumer Protection Act. Title IV
47 Ibid. Title VII, Subtitle A, Part II.
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e Credit rating agencies: The Act subjects credit rating agencies to annual
examinations, provides the SEC with additional enforcement tools, and
requires additional rulemaking*®

o Asset-backed securitization: The Act requires heightened reporting and
disclosure for asset-backed securities issuances. It also requires issuers to
retain a portion of the credit risk associated with the instruments*

e Corporate governance reform: The Act requires the SEC to draft rules
governing executive compensation and other governance matters. These
provisions include, among others, non-binding shareholder votes on
executive compensation every three years, the independence of
compensation committees, and certain prohibitions and reporting
requirements for financial institutions regarding compensation structures>

Given these mandates, the SEC must determine the extent to which trade-
offs will be required to implement its new responsibilities and whether the
agency has sufficient flexibility to deploy its resources efficiently.

3.3.2 Capital markets trends

In addition to the changes in the regulatory landscape, capital markets
have also evolved. Over recent years, changes in the capital markets have been
prompted by four key drivers: 1) new types of demand; 2) technology-led
innovations; 3) changes in market structure; and 4) the response of market
participants to regulatory change. In aggregate, these drivers have created a
financial marketplace that is significantly larger, faster, and more complex than
ever before.

New types of demand

Notwithstanding the credit crisis and its severe impact on capital markets,
there has been a long-term structural expansion of the role of capital markets in
the economy. This is exemplified by the growing breadth of participants who are
accessing the capital markets for a variety of financial needs. These participants
include public and private sector issuers seeking to raise financing in public
markets, various types of investors (e.g., investment managers, mutual funds,
hedge funds, sovereign funds, insurance companies, retail participants), market
intermediaries (e.g., broker-dealers, investment advisers), markets (e.g.,
exchanges, ECNs, and dark pools), rating agencies, clearing houses, and
depositories.

With a long history of innovation, capital markets have offered these
participants an increasing number of asset classes/products (e.g., equities, fixed
income, derivatives) and a means of accessing the markets (e.g., direct market
access, high-frequency trading). These innovations have allowed participants to

8 Ibid. Title IX, Subtitle C
4 Ibid. Title IX, Subtitle D
% Ibid. Title IX, Subtitle E
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better address a variety of financial needs, including capital raising, investing, risk
management, speculation, and research. Consequently, while demand varies
across different products and markets to reflect prevailing investment conditions,
the aggregate size and complexity of capital markets has been growing
consistently.

Rise in cross-jurisdictional market activity: Cross-jurisdictional market
activity has increased, fueled by the growth of international markets and
technological advances that have enabled easy access and faster communication.
As aresult, capital markets are becoming increasingly global. Issuers are
accessing capital markets worldwide to get the best financing for their needs,
investors are accessing global capital markets to find the best investment
opportunities, and financial institutions have become global entities operating
within and across a variety of regulatory jurisdictions.

The increase in cross-jurisdictional market activity has important
implications for regulators, largely due to the complications it raises. In
particular:

o Frictions caused by inconsistencies in the patchwork of regulation are
more acutely felt by market participants

e Effective investigation and enforcement activity is more likely to require
cross-border coordination among regulators

e The task of assessing and addressing systemic risk is made more complex

Technology-led innovations

Transition to electronic trading: As recently as a decade ago, the majority
of equity share volume was executed manually on exchange floors or over the
telephone. Today, as a result of advancements in technology and regulatory
changes, almost all equity trades are executed electronically. This trend has
spread to other asset classes as well, such as fixed income and foreign exchange.

Electronic trading is increasing the prevalence of Straight Through
Processing (STP), whereby the entire transaction process for trades is conducted
electronically, without manual intervention. When fully implemented, STP
provides market participants with faster trade settlements, reduced settlement
risk, and lower operating costs. STP is a critical enabler of high-frequency trading
and other high-volume strategies: without it, back offices would struggle to
support the volume of trades generated.

Emergence of high-frequency trading: High-frequency trading—a trading
strategy that relies on the frequent turnover of many small positions based on the
detection of minute inefficiencies or market patterns—has recently emerged as
the largest driver of volume in the US equity markets. It is estimated that high-
frequency trading currently accounts for approximately 56 percent of US equity
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trade volume, up from 35 percent in 2005 (see Exhibit 3.3.2-1). High-frequency
trading is a growing phenomenon in other markets as well. 3!

Factors behind the development of high-frequency trading include: 1) the
modernization of the capital markets (e.g., decimalization, competition between
trading venues, and direct market access); 2) increased computing power; 3) the
broad availability of low latency bandwidth; and 4) advances in the field of
complex event processing.

High-frequency trading is having a significant impact on capital markets.
By driving the increase in volume over the last decade, it has helped deepen
markets and tighten spreads. High-frequency trading is also seen as a potential
source of market volatility and new risks of market manipulation. Additionally,
by virtue of some common practices such as co-location, high-frequency trading
arguably reduces market fairness.

For a further discussion of high-frequency trading, see Section 7.5.2.

Exhibit 3.3.2-1: Significant growth in high-frequency trading (HFT)

% of total equity trading volume from HFT
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Today, 56 percent of US equity volume
estimated from high-frequency trading
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Source: TABB Group; BCG analysis

Increase in the effective use of information: Sophisticated market
participants are employing new tools and methodologies for collecting,
managing, and making use of all kinds of market data. Many automated high-
frequency trading strategies employ real-time news feeds—including non-
traditional information feeds—to better incorporate up-to-the-minute data into
algorithms. The result is an increase in the speed and sophistication of market
participants and trading strategies, which requires the SEC and other regulators
to make corresponding increases in their own speed and sophistication.

51 TABB Group.
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Changes in market structure

Proliferation of new trading venues: Technological advancements,
coupled with a series of regulations designed to foster competition and drive
down trading commission costs (e.g., Regulation NMS), have given rise to new
trading venues. These new venues—primarily alternative trading systems (ATSs)
such as electronic crossing networks (ECNs) and dark pools—have captured a
significant share of the market from traditional exchanges (see Exhibit 3.3.2-2).
Five years ago, 70 percent of volume in NYSE-listed stocks was traded on the
NYSE; today, NYSE Euronext handles only 36 percent® of those trades.>3
Meanwhile, the over 80 ATSs that have emerged in recent years are expected to
capture an estimated 38 percent of US equity volume in 2011.>

The proliferation of venues has a number of implications for the capital
markets. As volume shifts away from traditional exchanges, the capital markets
become more fragmented. The result is increased complexity which leads to,
among other consequences, opacity in price discovery, difficulties in tracking
market manipulation, and challenges in collecting market data.

Exhibit 3.3.2-2: New trading venues carry larger share of US equities volume
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1. Exchanges include BATS, NASDAQ, NYSE, NYSE Arca, and regional exchanges
Source: Tabb Group, BCG analysis

Emergence of new market access solutions: Sophisticated market
participants are employing new means of accessing markets, with the intent of
gaining flexibility and speed, and reducing transaction costs. These new market

52 This 36 percent includes Arca and Amex; NYSE alone is approximately 22%.

53 “The New Speed of Money, Reshaping Markets.” New York Times 1 Jan. 2011. Print.

54 Alternative Trading Systems Active Filers as of October 15, 2010. U.S. Securities and Exchange
Commission. Web. 1 Feb. 2011; Tabb Group Equities Liquidity Matrix; BCG analysis.

© 2011 The Boston Consulting Group, Inc. 31



access solutions—in particular, co-location, direct market access (DMA), and
sponsored access—help to enable or enhance new trading strategies such as high-
frequency trading.

To develop a speed advantage, high-frequency traders are physically
locating their servers as close as possible to exchange and ATS matching
engines—in many cases, in the same data center. This practice, called co-
location, can confer an advantage of a few milliseconds, which is potentially
enough time to view and react to price quotes before the rest of the market.

Market participants employing sophisticated trading strategies are
increasingly bypassing sell-side trading operations through DMA and sponsored
access. With DMA, a broker-dealer provides market participants with direct
access to its order routing infrastructure, giving the participant the same level of
market access as the broker-dealer’s own traders. With sponsored access, this
concept is taken further: market participants are allowed to interact directly with
the exchange or ATS, just as the broker-dealer does. By cutting out the broker-
dealer entirely, the market participant gains additional speed over both
traditional market access and DMA.

These new market access solutions enable faster, more complex capital
markets. They also have the potential to increase market risk and raise questions
regarding fairness. The SEC’s recent ban on “naked” sponsored access, which
allowed market participants to place trades that had not undergone a broker-
dealer pre-trade risk assessment,> as well as the SEC’s concept release
questioning the practice of co-location,>* demonstrates regulators’ awareness of
these concerns.

Market participant response to regulatory change

In the wake of the financial crisis, there has been a concerted effort among
US and international regulators to strengthen the regulatory oversight of capital
markets, harmonize the regulatory treatment of various risks across jurisdictions,
and create institutions and capabilities to anticipate, mitigate, and manage future
financial crises. This effort has already had significant implications for financial
institutions. These institutions have placed greater emphasis on improving risk
transparency and management, rationalized their business portfolios (e.g., exited
proprietary trading pursuant to the Volcker Rule in Dodd-Frank), and are
optimizing the deployment of capital (e.g., by following Basel III guidelines). In
addition, some complex financial institutions are working with regulators to
develop “living wills” as a potential approach to resolution in the event this were
to become necessary.

55 United States. U.S. Securities and Exchange Commission. Risk Management Controls for Brokers
and Dealers with Market Access, Exchange Act Release No. 63241. 75 Fed. Reg. 69792. 2010. Print.
56 United States. U.S. Securities and Exchange Commission. Concept Release on Equity Market
Structure, Exchange Act Release No. 61358. 17 CFR 242. 2010. Print.
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In summary, the advent of new types of demand, technology-led
innovations, changes in market structure, and updates to the regulatory
framework all have material implications for the SEC. It is paramount that the
agency determine how these trends will—and should—affect its organizational
structure, people, technology, and interactions with SROs.

3.4 Constraints impacting the SEC

In addition to the changing external environment, the SEC is impacted by
a number of real and substantial constraints. Some are unique to the SEC while
others are shared across government agencies. These constraints fall into two
categories: non-funding and funding. The primary non-funding constraints are
Congressional requirements, governance requirements, and civil service laws,
and other related factors. The funding constraints include not only the funding
level but also funding cycle predictability.

3.41 Congressional requirements
Legal jurisdictions allowing only for partial regulation or enforcement action

The legal jurisdiction of the SEC is still defined primarily by the Securities
Act, the Exchange Act, the Investment Company Act, and the Investment
Advisers Act. These acts gave the SEC jurisdiction over most aspects of the
market—as it existed almost 80 years ago. Since then, much has changed and the
recent financial crisis highlighted gaps in regulatory oversight. Efforts have been
made to close some of these gaps (e.g., derivatives on securities), but from the
agency’s perspective, coverage remains incomplete. For example, the SEC may
regulate broker-dealers, but not their holding companies. In addition, it shares
legal jurisdiction with the CFTC in that the SEC may regulate securities, but not
all futures products derived from those securities. As a result, overlapping
regulatory authority may lead to inconsistent rulemaking. Finally, the SEC has
the authority to bring civil, but not criminal charges. In these ways, the SEC’s
regulatory purview is constrained.

Organizational structure partly mandated by Congress

Dodd-Frank mandates four new offices that must report directly to the
Chairman; however, the Chairman already has 20 direct reports. Moreover,
many of the functions performed by these new offices already exist at the SEC.
To comply with Dodd-Frank, the agency is required to reorganize its
organizational structure, reallocate support resources to these small new offices,
and reprioritize its focus on this work. As a result, these new offices create
management complexity, duplication, and a need for new support capacity.
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Exhibit 3.4-1: Constraints

Legal jurisdictions allowing only for partial regulation or enforcement action
* E.g., SEC authority to regulate broker-dealers but not holding companies,
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» E.qg., four new offices mandated by Congress that report directly to the
Chairman
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Rulemaking agenda and priorities influenced by Congress

Congressional mandates also influence the daily operations of the SEC.
Dodd-Frank requires the agency to write over 100 new rules. In 2010, the SEC
proposed 34 rule packages—two-thirds of which were Dodd-Frank related. In
contrast, the SEC has historically proposed an average of 20 rule packages per
year. The Act also requires that the SEC conduct annual exams of all NRSROs
rather than permitting the agency to define a risk-based approach or the
appropriate cadence. To fulfill the requirements of Dodd-Frank, the agency will
need to significantly reallocate resources.

In addition to these new requirements, the SEC still has significant duties
stemming from other regulations. For example, the Sarbanes-Oxley Act of 2002
(Sarbanes-Oxley) requires the agency to review the financial statements of all
publicly-held companies, including investment companies, at least once every
three years. Given its resource constraints, the SEC has only a limited ability to
spend more time on companies that pose the largest risk for the securities
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markets. In some instances, these requirements force prioritization of the agenda
according to mechanical prescriptions.

Administrative processes dictated by guidelines

The SEC’s daily administrative processes are also dictated, to a great
extent, by requirements that are not specific to the agency.

The Paperwork Reduction Act of 1980 (PRA) mandates that the Office of
Management and Budget (OMB) review and approve all information collection
vehicles distributed by the federal government. The PRA has multiple objectives,
which include reducing the paperwork burden for both the federal government
and the general public, and maximizing the public benefit from collected
information.>” The information collection vehicles require submission to and
approval from OMB. This submission must include the anticipated burden that
the proposed rule would impose on a member of the public, as well as an
estimate of the total burden the proposed rule would impose on a national
basis.>® The procedure that accompanies the rule proposal could be a driver of
additional workload. In general, any proposed rule must solicit public comment
on the paperwork collection; be revised to respond to public comments received;
and then after adoption, OMB generally has another 60 days to approve the
collection. As the PRA applies to many of the rules created, the cost to the SEC is
twofold: the delay in the effective date of a new rule, as well as the added
workload of the burden analysis and response to public comments. Additionally,
the PRA restricts the number of respondents from whom the SEC can perform
certain standardized data collections to nine, without receiving prior approval
from OMB.

The Administrative Procedure Act of 1946 (APA) is another piece of
legislation governing how the agency may propose and establish new regulations.
The APA requires the agency to provide public notice and seek comments prior
to the enactment of new rules. Additionally, it defines the process for judicial
review of most rules in federal court. As a result, the SEC must make most rule
filings available to the public prior to implementation—to ensure that the general
public has an opportunity to voice complaints and objections—and it must
respond to comments when adopting the final rule.>® Finally, when involved in
formal adjudications, the SEC must conduct public, formal hearings subject to
judicial review. Should any party feel aggrieved by the ruling, they can request
judicial oversight.®® These review requirements add to the response time and
workload of the agency and reduce its ability to adapt quickly in a changing
environment. However, benefits of the APA include increased transparency of
government agencies, the promotion of public participation in the rulemaking

5744 USC. Sec. 3501. 1980. Print.
58 Thid.

%9 5 USC. Sec. 500. 1946. Print.

60 Thid.
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process, and the establishment of uniform standards for the conduct of formal
rulemaking.®

The 1975 and 1996 amendments to the securities laws require an analysis
of impact on efficiency, competition, and capital formation when adopting new
rules. These responsibilities have been interpreted such that the agency produces
cost-benefit and burden analyses to accompany most of its rules. As such,
rulemaking teams must include not only policy experts but also data analysts and
economists able to estimate the impact of any regulation, and produce a report
suitable for public consumption justifying the consequences of new regulation.
This activity engages nearly 50 percent of the analytic capacity within RSFI, thus
reducing its ability to focus on other risk management activities.

The Privacy Act of 1974 governs the collection and use of personally
identifiable information by federal agencies. Under the Privacy Act, individuals
are protected from the disclosure of information without written consent, and are
able to seek access to and request amendment of their records.®* For the SEC,
employees are required to 1) preface any testimony taken or information
requested with a standard disclosure identifying themselves as an agent of the
SEC; and 2) reveal the purpose for which they are conducting an investigation.
These disclosure requirements limit the agency’s ability to conduct discreet
investigations and, thus, pursue potentially fraudulent practices.

The Freedom of Information Act (FOIA) requires the SEC to respond to
information requests regarding its regulated entities. While there is great value
in transparency, over 70 percent of FOIA requests to the SEC are made by
commercial organizations that use the data as part of their business operations.
Another 20 percent of the requests are made by media organizations. Less than 1
percent of requests are from other government agencies or for educational
purposes. In 2010, the SEC spent almost $6.5 million responding to FOIA
requests.®® These funds are diverted from other critical activities and cannot
always be recovered by the agency.

In summary, acts of Congress affect the structure, priorities, and processes
at the SEC. These acts bring significant benefits to the general public, including
an increased regulatory focus on key topics, enhanced agency transparency, and
strengthened protection of individuals’ privacy. However, these acts also impact
the SEC’s discretion to prioritize those activities that management believes are
most critical.

61 United States. Department of Justice. Attorney General’s Manual on the Administrative Procedure
Act. Tom C. Clark. Attorney General, Washington: GPO, 1947. Print.

625 USC Sec. 552. 1974. Print.

8 United States. U.S. Securities and Exchange Commission. Freedom of Information Act (FOIA)
Annual Report for Fiscal Year 2010. Washington: GPO, 2010. Print.
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3.4.2 Governance requirements

In addition to providing the SEC with its mandate and overseeing its
execution of that mandate, Congress has input into and oversight of the internal
governance of the agency. This oversight comes in different forms, such as the
Commission structure, the Government in the Sunshine Act of 1975 (the Sunshine
Act), and the Government Accountability Office (GAO) and Inspector General
dG).

Commission structure and Government in Sunshine Act

The Commission structure—not unusual for regulatory agencies®—is
composed of five Presidentially-appointed Commissioners with staggered five-
year terms. Of these appointees, one is designated by the President as Chairman
of the Commission and serves as the agency’s chief executive. By law, no more
than three of the Commissioners may belong to the same political party, ensuring
the agency’s non-partisanship as well as a rich dialogue of key issues.®

When interacting with the Commission, the SEC is subject to the
Government in Sunshine Act of 1975. This act was created to provide greater
transparency into governmental decisions. Affected agencies are required by law
to conduct certain deliberations involving a quorum of members and regarding
official agency business in an audience open to the public. ® Although this
requirement may seem somewhat trivial at first glance, it imposes a substantial
burden on the agency. It prohibits, absent exceptions, more than two
Commissioners from meeting at the same time with the staff to discuss official
agency business. Other than a limited set of enforcement and confidential
matters, any dialogue between multiple Commissioners and a staff member must
occur in a public setting, limiting information exchange to formally scheduled
sessions. As such, this is one driver contributing to a slower decision-making
process.

Additionally, these restrictions imposed on sharing working results with
the Commissioners could result in significant rework for SEC staff or an
inefficient prioritization of rulemaking projects. Although the agency has
developed several methods of communicating with the Commissioners less
formally—staff members can meet with each Commissioner separately to get
their input on rulemaking projects and can hold non-public briefings with the
Commissioners, as long as the Commissioners refrain from engaging in
substantive discussion on the presentation—these workarounds are insufficient,
place a meaningful burden on the SEC’s resources, and further inhibit the
agency’s speed of decision-making.

6 The CFTC, for example, uses the commission structure, as do various other agencies, including
the Equal Employment Opportunity Commission and the Federal Trade Commission, among
others.

85 The Investor’s Advocate: How the SEC Protects Investors, Maintains Market Integrity, and Facilitates
Capital Formation. U.S. Securities and Exchange Commission. Web. 1 Feb. 2011.

% Members defined as members of the collegial body governing the agency.
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Potential risk aversion

In recent years, there has been an increase in audit activity by the GAO
and IG. These audits and investigations are unequivocally important in ensuring
the proper and efficient functioning of the agency. At the same time, these place
demands on the SEC staff’s time and attention, and can cause potential risk
aversion.

3.4.3 Civil service laws and related factors

Certain aspects of civil service laws act as a material constraint on the
SEC’s degrees of freedom with regard to personnel management. These,
together with related factors such as consultation and negotiation with the union,
will need to be taken into consideration when implementing certain
recommended initiatives.

Complex hiring authorities

As a federal agency, the SEC’s hiring processes are governed by the civil
service laws. The hiring authorities provided to the SEC vary depending on the
position. The Competitive Service hiring process is the most constraining. This
process applies to administrative and support positions such as human resources,
business operations, financial management, acquisitions and administrative
support. In this process the SEC is required to provide public notice and post the
job on a national website for those searching for government employment. In
addition, the agency applies the OPM minimum qualifications to each job
posting; minimum qualifications are used to filter applications for qualified
applicants. An assessment tool is created to score the qualified applications.
OHR and the hiring manager define “categories”, or ranges of scores, to group
applications. Under the Competitive Service process, veterans’ preference
applies and veteran applications rise to the top category. For postings that attract
significant interest, the Competitive Service process can become quite lengthy
and cumbersome, sometimes making it difficult to find the right talent.

Recognizing these constraints, Congress provided additional authorities
(e.g., Excepted Service Hiring Authority) that impose fewer requirements.
However, in practice, these are strictly interpreted and not fully utilized for
reasons further discussed in Section 7.2.4.2. Consequently, hiring authorities
remain a material constraint.

Limited compensation authority for specialized hiring
The compensation system at the SEC is also governed by civil service laws.
While the Pay Parity Act (see Section 7.2.4.2) gave the SEC more authority to

differentiate its pay scale, the agency may need to revisit pay authorities to
ensure its ability to attract and retain industry expertise.
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As arelated factor, similar to other federal agencies, the SEC operates in
cooperation with a union,® whose collective bargaining agreement governs in
part how the agency uses its resources and implements decisions. The union has
the right to negotiate on the impact and implementation of management
decisions as they relate to personnel. Timely and effective consultation and
negotiation will be a prerequisite of successful implementation of personnel-
related initiatives.

3.4.4 Funding predictability and funding levels

The SEC oversees a large, complex, and rapidly changing securities market.
With its workforce of 3,900 employees, the agency regulates over 37,000
registered entities,® and the complexity of its role has increased as a result of
both expanded legislated responsibilities under Dodd-Frank and the evolution of
securities markets. The SEC has assumed these new responsibilities with its
available resources: writing new rules, overseeing new financial products, and
developing new offices, all while managing its previous workload and
responsibilities.

Historically, given regulation of this significance, the SEC’s funding has
grown to meet the new demands. For example, from 2002 to 2003 the SEC’s
budget climbed 39 percent, from $515 million to $716 million to meet the
demands of Sarbanes-Oxley. The budget continued to grow as the agency
managed the aftermath of the new regulation, increasing another 25 percent
from 2003 to 2005. In 2006 and 2007, the funding allocated to the SEC shrunk
slightly and despite gains in 2008 and 2009, has not kept up with inflation since
2005.% Despite the material increases in responsibility driven by Dodd-Frank and
the concomitant increase in workload, the SEC’s resources have not grown in
proportion.

67 National Treasury Employee’s Union, Chapter 293.
% In Brief FY 2010 Congressional Justification.
% About the SEC. U.S. Securities and Exchange Commission. Web. 1 Feb. 2011.
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Exhibit 3.4-2: SEC funding
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In contrast, other regulators have increased resourcing to respond to the
crisis or to changing regulatory environments. For example, the MSRB raised its
annual fee for municipal securities dealers in October 2009 due to rising costs of
regulation primarily associated with the implementation of its new Electronic
Municipal Market Access system.™ To effectively respond to the crisis and
regulatory reform, the FDIC doubled its funding to $2.3 billion in 2009. Finally,
in addition to the FDIC, other federal regulators are self-funded and have more
funding flexibility. For example, the OCC does not receive appropriations from
Congress. Its funding level of $791 million is derived primarily from assessments
collected from the roughly 1,500 national banks that it regulates.” The Federal
Reserve funds its operations through fees levied on the banks it oversees.

In addition to the challenges associated with its level of funding, the SEC—
like other government agencies—operates under an unpredictable budget cycle.
The fiscal year begins in October but as of this report, the budget for 2011 has yet
to be approved. Instead, the SEC is operating under last year’s budget, via a
continuing resolution, until Congress completes the appropriations process. This
circumstance is not unique to 2011. Over the last 11 years, the SEC has waited an
average of three months beyond the start of its fiscal year to receive its budget
allocation. In 2009, the continuing resolution extended 157 days into March.”

" United States. Municipal Securities Rulemaking Board. “MSRB Increases Annual Fee for
Dealers.” 13 Aug. 2009. Web. 1 Feb. 2011.

7 United States. U.S. Department of the Treasury. Office of the Comptroller of the Currency.
Annual Report Fiscal Year 2010. Washington: GPO, 2010. Print.

7 United States. U.S. Government and Accountability Office. Continuing Resolutions: Uncertainty
Limited Management Options and Increased Workload in Selected Agencies. Washington: GPO, 2009.
Print.
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While under continuing resolution, the SEC is constrained from making key long-
term investments (e.g., recruiting, technology). In addition, the SEC—Iike other
government agencies—must seek permission from Congress to shift funding
within its budget through a reprogramming request.
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4 Assessment

BCG conducted a broad assessment of the SEC across the four matters for
study—organizational structure, personnel and resources, technology and
resources, and relationships with SROs. While we note that the SEC has
strengths and has successfully implemented key initiatives in each of these areas,
there are also areas for development where further improvement is required.
The following section includes an assessment along each of the four matters for
study outlined in the Statement of Work.

4.1  Organization design

When creating the SEC in 1934, Congress vested it with the authority to
regulate the securities markets under the Securities Act of 1933, the Securities
and Exchange Act of 1934, and later the Investment Adviser and Investment
Company Acts of 1940. The SEC has traditionally organized its divisional
structure to align with this regulatory framework. This structure enabled the
agency to develop proficiency in the applicable bodies of law, in turn creating
industry expertise in several areas (e.g., broker-dealers and investment advisers).
In 1971 and 1995, respectively, the SEC enhanced its functional capabilities by
creating the Division of Enforcement (Enforcement) and the Office of
Compliance Inspections and Examinations (OCIE). These changes to the
organizational structure added substantial functional capabilities by building
enforcement and exam programs that ranged across the whole spectrum of
applicable laws and registrants. These units were intended to streamline and
strengthen the agency’s programs, improve resource allocation, and reduce
duplication. Today, the majority of the SEC’s enforcement and exam staff are
located in the eleven regional offices. The SEC’s regional model has historically
sought closeness to the markets and entities regulated, and facilitated alignment
with local co-regulators.

Over the past two years, the SEC has initiated a series of changes to its
organization, including, but not limited to:

Restructuring the Division of Enforcement: In 2009-2010, Enforcement
implemented a broad restructuring of its operations. The overarching goal of the
effort was to increase the efficiency and expertise with which the Division
investigates and brings its cases, so that time and resources can be devoted to
matters with high urgency and impact. As part of the restructuring, Enforcement
created a Managing Executive position for the Division (similar to a Chief
Operating Officer) charged with responsibility for project management and
workflow for various infrastructure and operational aspects of the Division.” Key
initiatives of the restructuring included the creation of five national units

7 United States. U.S. Securities and Exchange Commission. “Adam Storch Named Managing
Executive of SEC’s Enforcement Division.” 16 Oct. 2009. Web. 1 Feb 2011.

© 2011 The Boston Consulting Group, Inc. 42



dedicated to highly-specialized and complex areas of the securities industry, the
streamlining of management and internal processes, the establishment of an
Office of Market Intelligence responsible for collecting, risk-weighting, triaging,
and referring TCRs, improvements to the Division’s metrics, the devolvement of
certain decision-making from Division senior leadership to senior officers, and the
delegation of authority of certain matters from the Commission to the Division
Director.” One result of these efforts was the establishment of a nationwide
network of experts that connects regions and allows for a more flexible staffing
model.

Reorganizing OCIE and establishing a National Exam Program: Over the
past year, OCIE’s new leadership team has undertaken a comprehensive self-
assessment of its strategy, structure, people, processes, and technology to
strengthen the exam program.”™ As part of its strategy going forward, OCIE is
establishing an integrated National Exam Program to increase consistency,
effectiveness, and efficiency across the regions. In addition, OCIE is working to
implement an enhanced risk-focused exam strategy to better allocate available
resources. Finally, OCIE is strengthening expertise through focused recruiting,
specialty units, and enhanced training. Key initiatives to support these strategies
include the creation of a national governance model to enhance oversight and
communication between the regional and home offices, the implementation of a
new Risk Analysis and Surveillance Unit to inform risk-based decision-making,
the introduction of a Managing Executive position to improve the effectiveness
and efficiency of operations, the recruitment of senior specialized examiners, and
the development of standardized policies, procedures, and tools. In addition, the
program increases flexibility by introducing a common staffing pool of examiners
with different backgrounds and areas of expertise, and by breaking down the
silos between investment adviser and broker-dealer exams. Based on a
comparison of exam programs across peer regulators, we note several potential
opportunities for improvement of the SEC’s exam program in Section 7.5.1.

Creating the Division of Risk, Strategy and Financial Innovation (RSFI):
RSFI, which was created in 2009 and is still in the process of being fully
established, is charged with sophisticated analysis that integrates economic,
financial, and legal disciplines—such as identifying new developments and trends
in financial markets and systemic risks, making recommendations as to how
these new developments and trends affect the agency’s regulatory activities, and
conducting research and analysis in furtherance and support of the functions of
the agency.” The objective is for RSFI to look across all programs of the SEC to
better understand systemic risks and to “connect the dots” across divisional silos.

74 Khuzami, Robert. “My First 100 Days as Director of Enforcement.” New York City Bar. New York,
NY. 5 Aug. 2009. Speech.

% di Florio, Carlo. “Remarks at the CCOutreach National Seminar.” SEC Headquarters. Washington,
DC. 8 Feb. 2011. Speech.

6 United States. U.S. Securities and Exchange Commission. “SEC Announces New Division of
Risk, Strategy, and Financial Innovation.” 16 Sept. 2009. Web. 1 Feb 2011.
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Promoting a culture of collaboration: The agency has recognized the need
for heightened collaboration, and senior management has stressed the
importance of sharing information and ideas. One notable success of this
approach is the cross-divisional tips, complaints, and referral (TCR) project. The
objective of the project was to revamp the SEC’s technology and cross-divisional
processes for handling the approximately 300,000 tips and complaints it receives
each year. As with TCR, the agency has also established cross-divisional task
forces in other key areas of focus, such as the Consolidated Audit Trail and Life
Settlements. In addition, a series of newly established meetings should help
facilitate collaboration. Examples include: 1) the monthly “Trends Meeting”,
which is tasked with promoting open dialogue about market trends, systemic
issues, and key emerging/potential risks affecting the markets that the agency
regulates; 2) the regular meetings of all rulemaking functions instituted by the
General Counsel to align and ensure consistency of the rulemaking efforts
resulting from Dodd-Frank provisions; 3) the regular meetings of the agency-wide
“Task Force on International Implementation” established by the Office of
International Affairs to discuss international issues arising from Dodd-Frank
rulemaking and facilitate awareness and consistency, where appropriate, across
the rulemaking process; 4) regular coordination meetings between OCIE and
Enforcement to discuss the status of examinations and enforcement referrals;
and 5) OCIE and policy divisions have implemented several new coordination
mechanisms (e.g., “One SEC” supervision strategies for large firms).

While these and other recent changes are steps in the right direction,
there are further opportunities to shape a more efficient and flexible
organization. Specifically, we examined the following seven organizational
aspects and discuss each in detail below:

Operating division structure

Operations management and support office structure

Dodd-Frank mandated offices

Regional model

Organizational pyramid (in terms of layers and spans of control)
Collaboration mechanisms

Commission/staff interaction processes and delegation of authority

Operating division structure

As it relates to the SEC’s operating divisions (including OCIE), we
identified the following key challenges:

e Structural separation of broker-dealer and investment adviser regulation:
The structural separation of regulatory responsibilities for investment
advisers and broker-dealers into the Division of Investment Management
(IM) and the Division of Trading and Markets (TM) aligns with statutory
legislation even though, from a business standpoint, distinctions between
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the two have become blurred.” As it stands, the agency’s structure is not
fully aligned with the business realities of the industry it regulates. Absent
structural changes, were the SEC to harmonize broker-dealer and
investment adviser regulation as its staff report recently suggested,” it
would have to bridge across the existing divisional boundaries—through
enhanced collaboration mechanisms—between IM and TM. While the
rulemaking functions for broker-dealers and investment advisers are
clearly separated as discussed above, OCIE has taken steps to enhance the
coordination between the exam functions across broker-dealer and
investment adviser exams

e Structural distance between exam and rulemaking functions: The
rationale for centralizing examiners in OCIE in 1995 included the need to
streamline the exam process, reduce duplication of work, increase the
quality of training, improve resource allocation, increase objectivity, and
enhance coordination with regional exam staff, Enforcement, and other
regulatory agencies.™ Today, OCIE is also the key driver in implementing
the National Exam Program, as discussed above. By centralizing exam
functions in OCIE, however, the SEC makes an implicit trade-off. It gains
some consistency and coordination as well as enhanced independence of
the exam function but—by segregating the exam function from the
policymaking functions of TM and IM—it distances rulemaking from
exams, which can weaken the critically important information and
knowledge flow between the two. In addition, it weakens a historical
career path for examiners who could over time advance into rulemaking
roles within the same division.

e Impact of Dodd-Frank mandates on the exam program: Section 965 of
Dodd-Frank requires IM and TM to each establish a staff of examiners.%
The distribution of exam resources between OCIE and the two divisions is
not yet fully specified.®* However, as a result, exam staff at the agency
could end up spread across the OCIE home office, regional offices, and
operating divisions and would reside in all of the following units:

— Division of Investment Management (as per Dodd-Frank Section
965)

7 Investor and Industry Perspectives on Investment Advisers and Broker-Dealers. RAND Corporation,
2008. Print.

78 United States. U.S. Securities and Exchange Commission Staff. Study on Investment Advisers and
Broker-Dealers. Washington: GPO, 2011. Print.

» United States. U.S. Securities and Exchange Commission. 1995 Annual Report. Washington: GPO,
1995. Print.

80 Dodd-Frank Section 965 states that IM and TM must have a staff of examiners that “perform
compliance inspections and examinations of entities under the jurisdiction of that Division and
report to the Director of that Division.”

81 SEC management believes that the most effective and efficient means of implementing Section
965 would be to have a coordinating committee between OCIE, TM, and IM and have a limited
number of examiners in TM and IM whose function would include liaising with OCIE and
supporting the coordinating mechanisms noted above.
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— Division of Trading and Markets (as per Dodd-Frank Section 965)
— Office of Credit Rating Agencies (as per Dodd-Frank Section 932)
— Office of Compliance Inspections and Examinations

— Eleven regional offices

Coordination between the exam staff in the home office and regional
offices currently occurs through OCIE’s newly implemented committee
structure, which connects regional and home office staff. As examiners
spread across the agency, however, OCIE and the divisions will need to
continue working together to jointly identify the roles, responsibilities,
coordination requirements, and collaboration mechanisms needed for the
various exam teams

Operations management and support office structure

Historically, the agency’s operational responsibilities were split between
the Office of the Executive Director (ED) and the division directors. In fact, the
Code of Federal Regulations gives significant operational responsibility to the
ED.32 Given the necessary focus on the annual congressional appropriation cycle,
internal budgeting process, and administrative duties, however, the ED has
traditionally been left with limited time for the operational management of
support offices. As a consequence, the support capabilities and offices (e.g., HR
and IT) did not receive requisite attention and investment. In addition, the
typical division director’s focus on policy and rulemaking tended to result in day-
to-day operations within divisions moving further down the agenda.

The SEC’s senior management has recognized the importance of making
the agency more efficient and effective. One critical step towards achieving this
goal was the recent creation of a Chief Operating Officer (COO) position for the
agency, with the explicit objective of enhancing the agency’s effort to refocus its
resources and make the agency more efficient and effective.® Operational
efficiency has also moved to the top of the agenda for most of the division
directors, who created (or are in the process of creating) COO-like positions called
“managing executives” within the major operating units (e.g., Enforcement and
OCIE).

However, with the creation of a COO, responsibility for “maximizing the
use of SEC resources by overseeing the strategic planning, information
technology program, financial management, records management, human
resources and administrative functions of the agency”® is currently split between
the Office of the Executive Director (ED) and the Office of the COO. The ED
manages the Offices of Human Resources and Administrative Services while the

82 United States. U.S. Securities and Exchange Commission. Organization; Conduct and Ethics; and
Information and Requests. 17 CFR 200.13. 1995. Print.

83 United States. U.S. Securities and Exchange Commission. “Jeff Heslop named SEC Chief
Operating Officer.” 27 May 2010. Web. 1 Feb 2011.

84 2010 Performance and Accountability Report.
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COO oversees the Offices of Information Technology and FOIA & Records
Management Services. Together, the COO and ED oversee the Office of Financial
Management (OFM). The current separation of responsibilities between the two
has, at times, led to a lack of clarity in roles for the COO and ED. This situation
weakens the authority of both roles and limits them from adopting a broader
approach to improving efficiency across the agency’s support functions and
providing relevant guidance to the operating divisions. In addition, there is no
explicit link between the COO organization and the managing executives in
operating divisions.

In addition to the administrative offices mentioned above, the SEC has
three offices that, in one form or another, perform external relations functions:
the Office of Investor Education and Advocacy (OIEA), Office of Public Affairs
(OPA), and Office of Legislative and Intergovernmental Affairs (OLIA). OIEA
interacts with the public through its role as an investor advocate and educator.
Meanwhile, OPA coordinates the agency’s relations with the media and the
general public, in the United States and around the world. Finally, OLIA acts as a
liaison with House and Senate members and staff. In addition, the Office of the
Secretary (OS) is responsible for the SEC’s official website beyond its main
responsibility for the procedural administration of Commission meetings,
rulemaking, practice, and procedure. Elsewhere, various divisions and offices
formally and informally communicate externally with different stakeholders as
needed. Given the fragmentation of communication responsibilities across a
number of offices, ensuring the consistency of messages and communication
priorities can be difficult.

Dodd-Frank mandated offices

Under Dodd-Frank, the SEC is required to create five new offices, four of
which report directly to the Chairman: 1) Office of Municipal Securities; 2) Office
of Credit Rating Agencies; 3) Office of the Investor Advocate; and 4) Office of
Minority and Women Inclusion. Creating these offices would increase visibility
and focus on the activities and responsibilities of each respective office.
However, many of the functions to be performed by these new offices are already
performed within the SEC today. The congressionally mandated reporting of
these offices to the Chairman would further drive organizational complexity by
increasing the Chairman’s number of direct reports from the current 20 to 24. In
addition, separating the new offices from the existing support infrastructure
would lead to increased resource duplication and fragmentation.

Regional model

The majority of the SEC’s exam and enforcement staff is located in one of
its eleven regional offices. The agency has recently taken steps to streamline and
strengthen both programs by establishing consistent and interconnected
nationwide programs, increasing specialized expertise, and enhancing staffing
flexibility. We considered three components of the regional model: 1) the
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location strategy; 2) the roles of regional versus home office staff; and 3) the
regional structure and reporting relationships.

e Location strategy: The SEC does not currently have a clearly articulated
agency-wide strategy for its regional office presence. This is partly driven
by the fact that the regional offices are historically grown, with the
majority dating back to the inception of the agency in 1934. However,
changes in the SEC’s external environment, the likely continued funding
constraints, as well as the agency’s focus on national programs,
specialization, and flexibility require the SEC to assess whether the current
approach best supports its national programs and the efficiency of the
current regional model given the offices’ different sizes and territories
assigned. On a more practical level, the lack of a long-term plan makes it
difficult for regional directors and offices to plan and adequately support
regional staff

e Role clarity: While both OCIE and Enforcement have taken steps to clarify
the specific roles assigned to their respective regional and home office
staff, specific areas of tension remain. In Enforcement, for example, the
assignment of cases between regional and home office staff has historically
been a topic of ambiguity and contention. This is largely driven by two
factors: 1) the agency’s Washington, DC home office is the largest office,
but it has no predetermined geographic jurisdiction; and 2) the home
office is geographically close to several other offices. Since cases are
usually assigned based on the geographic nexus of the activity underlying
the case, home office staff—by default—work on cases that are technically
in the jurisdiction of regional offices. In the past, this has led to concerns
by regional staff that the home office acts as a separate, “duplicative”
enforcement program that is able to target cases selectively, although
whether this is more perception than reality is an open question. As a
result of these and other considerations, Enforcement has undertaken an
initiative to revise and make transparent the criteria by which cases based
on tips, complaints, and referrals are assigned throughout the division.
This and other initiatives reflect that both Enforcement and OCIE have
started to clarify the respective roles of regional and home office staff,
although more needs to be done. This includes areas where regional
responsibilities overlap between Enforcement and OCIE, such as support
needs that serve both programs or discretionary budget allocated to the
region for both programs

e Regional structure and reporting lines: Currently, each regional office is
headed by a regional director, who reports both to the Director of the
Division of Enforcement and to the Director of OCIE. The regional director
is responsible for regional operations and support functions. Associate
directors in the regions oversee the local enforcement and exam programs
in their respective regions and report directly to the regional director. Until
recently, the link between OCIE and the regional exam program has been
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weaker compared to that of Enforcement. This is due to the historic
context under which the regional offices and Enforcement evolved and to
the fact that regional directors traditionally have more of an enforcement
background. This makes it more difficult for OCIE to ensure sufficient
knowledge and expertise flow between the home and regional offices®

Organizational pyramid

Looking at the SEC’s organizational structure in aggregate across operating
divisions and OCIE, the shape of its pyramid in terms of spans of control (SoC)
and reporting layers,* we make four observations that are labeled below on
Exhibit 4.1-1 and described in the following text:
Exhibit 4.1-1: Layer-level analysis for divisions and OCIE

Headcount by layer and level — Divisions incl. OCIE Median
(ex. regional staff & office automation) SoC Managers ICs Total

1 N/A 1 0 1
2 9 6 0 6
3 8 w4 1wz s w0 T e
7 T T 4 45 226 271
8 0 191 191
Level EX3 SO3 SO2 SO1 ADO SK 17 SK 16 SK 15 SK13 SK1-12 4 315 1219 1534
Meggﬂg N/A 9 4 5 3 5 1 4 6 5 5 fd%iiaggﬁ T]gfs %c:]r;trg ilrect report
Managers 1 6 27 16 2 144 1 111 4 1 IC: Individual contributor
ICs 0 0 5 2 2 10 163 20 726 144 147
Total 1 6 32 18 4 154 164 131 730 145 149

Source: HR database as of Oct 2010; BCG analysis

1) The agency has eight layers, which creates significant separation
between senior leadership and relatively senior staff operating deep
down in the structure. An overly deep organization typically faces
challenges in communication and engagement, as it is more difficult
for information to travel up and down the organization

2) While they vary by division and office, spans of control (SoC) are
relatively low within the agency, which contributes to the high number
of layers described above. Many organizations face this issue as
structures change over time, new responsibilities are absorbed, and

% The new national governance model that OCIE implemented this past year has begun to
improve oversight, coordination, and accountability (including the participation of regional exam
staff on national governance committees). These efforts should be continued and monitored.

8 Layer/level analysis was completed for headquarters staff only given data availability.
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high performers are promoted. The agency’s median SoC is four across
most layers. Although a narrow SoC may appear to lessen the burden
on supervisors, it also introduces the potential for unnecessarily high
levels of oversight. Especially with relatively small team sizes,
managers continue to maintain a high degree of involvement with the
content, potentially at the expense of developing people management,
leadership, and operations skills

3) More than 80 percent of often long-tenured SK-14 lawyers,
accountants, and economists sit in the lower layers (layers six through
eight) of the organization. With significant portions of senior staff
quite deep in the organization, the agency could potentially be under-
leveraging this experienced talent, which is compensated at a relatively
high pay-grade

4) Over 40 percent of employees in layers three and four are non-
managerial staff (i.e. individual contributors (ICs)). Having these ICs
high in the organization contributes to lower SoC throughout the top
and middle of the organization. Low spans of control perpetuate gaps
in management capabilities and empowerment, incenting managers to
engage in detailed content instead of providing direction and
developing employees

Collaboration mechanisms

Collaboration is critical at the SEC and enables the agency to connect the
dots across its divisions and offices. Collaboration is also needed to ensure
consistency in the regulation of similar entities, enable communication between
home and regional offices, increase the effectiveness of special projects, and
enhance alignment between the business divisions and support offices. The
SEC’s senior management has recognized the need for heightened collaboration,
as evidenced by the new TCR system, the monthly “Trends Meeting”, rulemaking
function meetings, and agency-wide task forces. However, despite these
advances, structural, cultural, technological, and process driven aspects continue
to impact communication and collaboration.

The SEC’s segmentation into units is partially aligned with the relevant
legislation, and each division’s internal structure is tailored to division-specific
needs with historically limited emphasis on formalized cross-divisional
collaboration mechanisms. As a result, communication tends to be ad hoc and
based on personal relationships. In conjunction, the SEC’s traditionally siloed
nature is driven by several cultural factors, including the agency’s informal
incentive structure and its hierarchical culture. Enforcement success, for
example, was informally measured by statistics (i.e. number of cases) and the
relative profile of cases, resulting in internal competition for “hot” cases, an
aversion to take on resource and time intensive cases, and limited information
sharing across teams. Enforcement has since taken steps to address this issue by
including collaboration across regions and units in its processes and measuring
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qualitative factors. Meanwhile, the agency has a hierarchical culture—more
prevalent in some divisions than others—which too impairs collaboration. While
good communication and collaboration exists at the most senior level,
information does not always cascade through the chain-of-command as efficiently
as it should.

Effective communication and cross-divisional collaboration is further
affected by the SEC’s lack of supporting technological infrastructure, which does
not readily enable information sharing across the agency. In many cases, each
division maintains its own independent database, and the agency still depends
largely on written memos to track and communicate staff actions or key
decisions. Some unpredictability in its workload and resourcing has also
prevented the agency from fully utilizing mechanisms that usually foster
collaboration across divisions, such as the strategic planning process. The SEC’s
latest strategic plan was developed collaboratively with an Executive Steering
Committee and cross-divisional working groups; however, due to uncertainty
around Dodd-Frank and funding, it was not fully communicated to staff and as a
result, is not used to guide divisional strategies, goals, or metrics.

Commission/staff interaction processes and delegation of authority

The role of the Commission has changed over time. Historically,
Commissioners were closely involved in day-to-day decision-making. However,
as part of the Reorganization Plan 10 of 1950, all executive functions were
consolidated under the Chairman. In addition, a 1962 amendment to the
Exchange Act allowed the Commission to delegate responsibilities other than
rulemaking to SEC staff. The Commission has since delegated many decisions to
the staff, such as the authority to approve certain types of exemptive orders, issue
no-action letters, and approve SRO rule filings. In addition to rulemaking and
novel exemptive relief, the Commission retains authority over decisions on
enforcement actions. While the Commission has delegated to Enforcement the
authority to 1) submit witness immunity orders to the Department of Justice, and
2) issue formal order of investigation, including the accompanying subpoena
power, it approves every enforcement action, from settlement to litigation. This
may be one area for potential further selective delegation.

As in every situation with delegated authority, the SEC faces two sets of
challenges. Delegated authority helps increase the agency’s efficiency of
operations and speed of decision-making by empowering staff. However, where
authority is delegated to staff, Commissioners may have limited visibility into
decision-making without formal mechanisms to inform the Commission of
ongoing issues. Conversely, where authority is retained by the Commission, it
has substantial control over decision-making. However, the process of gaining
input and approval can be cumbersome and time-consuming. This is largely
driven by the constraints of the Sunshine Act, but it requires additional staff
resources and could require additional time, reflecting the Commission’s own
capacity.
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Summary

While the SEC has done much to improve organizational efficiencies and
communication, going forward it will have to make fundamental decisions
regarding the agency’s operating model. Key areas of focus will include
redesigning the structure of the operating divisions, increasing the focus on
operational management and efficiency, formulating a clear strategy and design
for the regional model, and reviewing the interaction between the Commission
and SEC staff. These topics will be described in greater detail in Chapter 6 of this
document.

4.2 Personnel and resources

Having the right people with appropriate skill sets and experience levels is
crucial for the SEC. Nearly 70 percent of its $1.1 billion budget is allocated to
personnel, demonstrating the importance of talent to the agency.

Currently, the agency has a highly skilled workforce. For example, fully 84
percent of employees hold a bachelors degree or higher. Over 1,600 employees,
or 41 percent of the agency workforce, have a professional degree; another 500
have Masters Degrees and over 50 hold PhDs.?” In addition, the agency has a
very experienced workforce. Over half of employees had experience in securities
markets before joining the SEC.®# Employees, on average, have 10 years of SEC
experience, and 40 percent of the workforce has been with the SEC for greater
than 10 years.? The tendency to remain at the SEC is also evident in its attrition
levels—voluntary attrition at the SEC averaged 3.6 percent from 2005 to 2009,
relative to 7.1 percent for the federal government over the same timeframe.*
This relatively low attrition enables the agency to build a significant experience
base with institutional memory. Furthermore, the SEC is an attractive place to
work. Compensation levels for most current roles are in parity with or above
other FIRREA agencies. The flexible work arrangements (e.g., alternative work
schedules, telework) attract a variety of diverse talent; currently, over 40 percent
take advantage of the telework options.*?

The agency has built upon these strengths, undertaking several initiatives
to further improve its personnel and resources. While this progress is significant,
more can be done to improve resourcing, particularly with respect to:

e Organizational capabilities
e Job-specific competencies

8 SEC HR database 27 Oct. 2010.

8 BCG Capability and Competency Survey 2011.

8 SEC HR database.

% SEC vacancy database 2010; SEC FY2009 Turnover; SEC Official Turnover 2005-2008.
91 BLS JOLTS Quits data 2000-2010.

92 United States. U.S. Office of Personnel Management. Status of Telework in the Federal
Government. Washington: GPO, 2009. Print.
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e Workload capacity
e People pipeline and supporting HR processes
e Workforce engagement

Organizational capabilities

As described more fully in Section 7.2.2, BCG conducted an assessment of
the agency’s organizational capabilities and individual competencies, drawing on
perspectives from the SEC’s senior management. There are several areas where
more expertise is desired: risk management, technology sophistication, data
analytics, and industry expertise. For example, over half of existing risk
management capabilities across the agency were rated as average or below by
senior management. In RSFI, just four employees out of 59 have prior
experience in risk management. Effective risk management capabilities across
multiple divisions could enable the agency to better manage several types of risk,
including systemic, mission-related, and operational risk.

In addition, the agency’s understanding of new technologies has not kept
pace with the expertise of market participants. For example, high-frequency
traders employ sophisticated and highly-technical trading algorithms; today, the
agency does not have sufficient in-house expertise to thoroughly investigate the
inner-workings of such algorithms, should the need arise. While this example
highlights a specific skill gap, it is indicative of a broader area for development.
According to senior management, the agency’s employees have only a “basic”
skill level with regard to technology. As a result, the SEC is not fully equipped to
regulate and proactively act on technology-driven market activity.

SEC senior management also believed that staff supports decisions with
analytics where possible, but that staff is short specific expertise, training,
resources, and tools to provide top-quality analytics. In addition, managers
viewed existing analytic capabilities as average or below. This together suggests
that existing employees have tried to bridge the gap on their own, but are likely
responding to a need outside their existing skill sets. Further development of
analytic capabilities is necessary to perform simulations and analytics that help
the agency spot market manipulation, fraud, and other trends.

Specialized industry expertise is also required to deliver upon the
expanded scope mandated under Dodd-Frank. In particular, OTC derivatives,
asset-backed securities and corporate governance were all identified by SEC
leadership as high-priority areas of expertise with the largest need.

Although capability needs still persist, the SEC has taken proactive steps to
address them. For example, the creation of RSFI is a first step towards building
analytic and risk management capabilities at the agency. In addition,
Enforcement has developed specialized units with industry expertise to focus on
structured products and municipal securities. Similarly, OCIE has created
specialized working groups and recruited senior specialized examiners to cover
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specific topic areas (e.g., structured products, trading practices, valuation). The
agency has also begun hiring additional expertise in hedge funds and Value at
Risk modeling. However, making further progress remains difficult. As
described above, the agency has relatively low attrition levels and a relatively flat
budget in recent years. This allowed limited opportunities to hire new talent and
build new capabilities.

Job-specific competencies

As noted above and described in detail in Section 7.2.2, BCG also assessed
job-specific competencies aligned with various roles at the SEC. The agency’s
senior managers clearly identified a need to build the functional skill sets of
managers and administrative support staff in particular. Managers, for example,
have a very challenging role. As an agency of professionals, employees are
naturally experts in their content areas. However, people management is often a
new skill set for those promoted into management roles. Especially with
relatively small team sizes, managers continue to maintain a high degree of
involvement with content, at the expense of people management, leadership, and
operations skills. The SEC’s senior management noted a significant need for
improvement in people development, situation management, strategic planning
and technology management skill sets. Improvements in people management
skills could also contribute to streamlined people pipeline processes as managers
play stronger roles in recruiting, developing, and actively managing their talent.

In addition, there is little monetary or other incentive to become a
manager. The difference in pay for managers, despite the role’s new and
challenging responsibilities, is minimal. There are cases where an SK-14 non-
management professional earns more than an SK-15 manager, and of the nearly
300 SK-15s at the agency, 18 percent earn below the SK-14 average salary.”®* By
maintaining a clear compensation differential between managers and senior line
staff, the SEC can motivate high performers to take on managerial duties, create
more desirable career paths within the agency, and develop a pipeline of top
talent prepared to succeed in leadership roles.

BCG’s assessment also revealed a need for improved administrative
support skill sets (e.g., document management and control). Filling this gap is
often challenging because managers are less willing to use their allocated human
resource slots for administrative staff, especially given concerns about whether
new staff will have sufficient skill sets. This behavior is reinforced by the
Competitive Service hiring process (described further in Section 3.4.3), which
increases the complexity associated with locating and hiring talented
administrative staff. Where skill gaps exist that have not been addressed,
professional staff has often taken on these duties, reducing their capacity and
efficiency.

93 SEC HR database.

© 2011 The Boston Consulting Group, Inc. 54



Workload capacity

The question of adequate capacity is increasingly relevant given the
expanded mandate conferred on the SEC by Dodd-Frank. It is not surprising,
then, that the need for additional human resources was a consistent theme
throughout BCG’s interviews at the SEC. To test this, BCG used a workload
modeling approach to estimate capacity needs by organizational unit. To
construct its capacity model, BCG examined workload drivers by organizational
unit, focusing on the SEC’s largest programmatic areas: Enforcement, OCIE, CF,
IM, TM, and RSFI. These six areas comprise approximately 75 percent of the
SEC’s personnel and the bulk of its mission-related operations. BCG conducted
over 60 interviews with SEC managers to understand current activities in these
units, key workload drivers, and the impact of Dodd-Frank. In addition, BCG
built a separate capacity model for OIT, which is discussed further in Section 4.3.

The workload modeling results indicate that workload in the SEC’s
operating divisions and OCIE has increased such that they currently face a net
capacity gap of 375 to 425 FTEs for the five divisions and OCIE. In addition,
BCG’s capacity model for OIT indicates a further gap of approximately 60 FTEs.
This is a net capacity gap, reflecting the balance of surplus in management and
gaps in professional and support staff. This estimate (see Section 7.2.3 for further
detail) assumes that the SEC performs its current activities and those mandated
by Dodd-Frank without making meaningful business process enhancements.
With the optimization recommendations outlined in Chapter 6, there is an
opportunity to address part of this resource need through efficiencies.

There are several drivers of this capacity gap. Initially, the gap can be
traced primarily to an increase in rulemaking requirements resulting from Dodd-
Frank. TM faces an extra burden as it becomes responsible for processing
additional SRO rule filings and monitoring new clearing and execution facilities
related to security-based swaps. These new entities, along with NRSROs, private
fund advisers and municipal securities advisors, also become candidates for
examination and enforcement. The addition of new registrants is not a
temporary issue. Once registered, the firms become subject to SEC oversight,
including examinations, going forward. Though part of this capacity gap is
temporary due to the new rule-writing, based on the ongoing need to administer
new regulations and examine new registered entities, the agency’s capacity
shortage will continue to grow through 2013.

The significance of Dodd-Frank, combined with its immediacy, required
the agency to ramp up new activities very quickly (e.g., writing new rules,
registering new entities, supporting FSOC projects). The SEC’s management had
to make difficult decisions about its priorities without the benefit of a plan or
resources in place to quickly increase capacity to correspond with workload. The
lack of surge capacity to manage this spike in workload has forced the agency to
stretch and reallocate its resources to respond to the new legislation.
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People pipeline and supporting HR processes

As described more fully in Section 7.2.4, a robust end-to-end people
management process supports effective compensation and recruiting strategies,
training, performance management and talent management in order to better
manage existing and new talent. To be as successful as possible, these processes
must be supported by a well-functioning HR team. The SEC has taken a number
of important steps to improve OHR and its recruiting, training, and performance
management functions. While these steps lay the foundation for a robust people
pipeline, there are areas where the agency could improve implementation. Each
step of the people pipeline and the supporting HR organization are examined
further below.

Compensation: As noted above, managerial compensation is not
significantly differentiated from many non-managerial positions. In addition,
because the percentage of compensation allocated to the merit pay pool is just
1.5 percent and is not yet linked to the performance management system, the
SEC struggles to differentiate high performers through merit compensation. The
SEC can also reward performance through one-time monetary awards, but this
award budget is minimal, at ~0.5 percent of the overall compensation budget for
the agency. The median government award budget is just over six percent and
goes as high as 12 percent.

Recruiting: Recruiting strategies and processes provide the inputs to the
people pipeline by sourcing diverse, high-quality talent aligned with an
organization’s long-term capability needs. It has been difficult to fill the SEC’s
capability gaps using current recruiting processes given the constraints described
in Section 3.4.3. For example, the recruiting process at the SEC is largely driven
by the hiring authorities provided by Congress (see Section 7.2.4 for further
detail). While Congress afforded the SEC significant flexibility in the Excepted
Service (ES) and Excepted Service Hiring Authority (ESHA), strict interpretations
inhibit the SEC from taking full advantage of the flexibilities allowed and
recruiting talent in a more targeted way. Instead, much of the recruiting
processes default to the legacy government posting process. It is also difficult,
given the variable budget cycle year-to-year, for the agency to develop and
implement recruitment and diversity strategies and maintain dialogue with top
talent. This has been particularly difficult when the agency must respond quickly
to increases in workload that require significant recruiting efforts.

Training: The HR function has made considerable progress in improving
its training function. For example, it recently hired a new Chief Learning Officer
as well as a new Dean for the College of Leadership Development, both with
deep FIRREA agency training experience. The training team has begun the
process of centralizing training programs across the agency into curricula (e.g.,
centralizing the Certified Examiner Training program for OCIE). In addition, it
created a new leadership training program that helps develop a stronger, more
active cadre of leaders at the agency by developing personal strengths and
leadership styles, effective human capital management, coaching tools, and

© 2011 The Boston Consulting Group, Inc. 56



strategic leadership. However, the training team is operating at about half its
optimal size. To support SEC staff at a benchmark ratio of 180 to 240 learning
staff members per FTE, the SEC would require an additional 6 to 12 training
staff.** Based on BCG experience, support levels provided by training at other
regulators can be even higher. Section 7.2.4 discusses these benchmarks further.

Another critical training capability is a knowledge management system
that enables employees to codify and share learning. Currently, knowledge
sharing systems and processes are limited, and the agency lacks an overarching
framework for capturing and building agency knowledge. Though the steps
already taken improve the SEC’s training organization, more remains to be done
to fully support the agency’s training needs.

Performance management: Significant progress has also been made with
the launch of the new Evidence-Based Performance Management (EBPM) system
in 2008; it addresses both work outcomes as well as behaviors, aligns individual
objectives with strategic goals, implements a consistent set of objectives by metric
and grade, and deploys actionable metrics with a thorough Key Performance
Indicators vetting process. However, successful implementation of EBPM is
critical to realizing the system’s full potential, as is a strong link between
performance and compensation. Managers and employees are still hesitant to
use EBPM and will require further training to illustrate the system’s benefits and
to convey how it can be used as a management and staff development tool. In
addition, a robust change management strategy and visible leadership support
for the new system will be essential, particularly as the SEC moves back toward
performance-based compensation. These implementation efforts will be critical
to talent management and employee engagement efforts going forward.

Talent management: Another new HR initiative is the creation of an HR
Manager role to liaise with various divisions and offices. This role is intended to
provide strategic thought partnership to divisions and offices, and to help develop
talent management plans, including recruiting, career pathing, and high-potential
and succession planning. Further development or staffing of these roles is on
hold pending the 2011 budget release. However, these roles on their own are not
sufficient; they require alignment with other front, middle and back office
functions, clear delineation of responsibilities, and service standards with
“customers.”

Engagement
By continuing to improve the people management capabilities and people

pipeline processes, the agency will also improve overall employee engagement
levels. Engagement describes the degree to which employees feel a strong bond

94 United States. American Society for Training & Development. 2010 State of the Industry Report:
Definitive Review of Workplace Learning and Development Trends. Alexandria: ASTD Press, 2010.
Print.
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with their organization and are motivated to give their best.?> According to BCG
analysis of prior Federal Employee Viewpoint Surveys using our proprietary
Engaging for Results methodology, engagement levels at the SEC have been
declining since 2004 and are largely in the fourth quartile when compared to
public sector benchmarks.®® While the senior management at the SEC is highly
engaged (better than public sector peers), engagement levels are low in the
middle levels of the organization. The SEC has a clear opportunity to improve
staff morale and engagement, which can have exponential benefits for the
agency’s overall performance. Engaged employees are typically more productive
and willing to apply discretionary effort for the benefit of their overall
organization. This kind of commitment will significantly bolster the agency’s
ability to succeed in a rapidly changing and resource-constrained environment.
In addition, engagement can improve retention of high-performing employees,
which will be paramount both as the economy begins to recover and as the SEC
tries to attract talent with specialized expertise.

Summary

In summary, while significant progress has been made to improve
personnel and resourcing at the SEC, there is recognition that more can be done
to improve its people processes and capabilities. For example, the agency
requires a targeted recruiting process, enhanced training capabilities, a
knowledge management system, and a fully implemented and embraced
performance management system. These must be supported by a well-
functioning, service-oriented, and appropriately staffed HR team. Continuing to
build the necessary processes and a robust HR function that support the SEC’s
capacity and capability needs will be essential to ensuring that the agency has the
talent it needs to continue executing on its complex and growing mission.

4.3 Technology and resources

Technology is a critical enabler for the SEC. As a result of the expansion
in the agency’s mandate and the growing complexity in the securities markets,
the role of technology in supporting the agency’s mission has been significantly
enhanced. Today, the agency’s technology needs are greater and more urgent
than ever before.

The SEC’s recent momentum with regard to technology is promising. The
SEC’s senior management recognizes the critical role of technology at the agency
and has spoken at length in public and private forums about the need for
technology sophistication to be a key organizational strength. With this objective
in mind, the agency recently made two key leadership hires, a COO and a new
Chief Information Officer (CIO), both with professional experience in managing

% Konrad, Alison M. “Engaging Employees through High-Involvement Work Practices.” Ivey
Business Journal. 2006. Print.

% 2010 Human Capital survey response rate of 54 percent suggests results might be lower than
actual for the entire agency, as respondents often tend to be most unengaged.
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sophisticated IT organizations in the private sector. The agency also prioritized
the development and implementation of key systems, in particular a solution for
managing tips, complaints, and referrals (TCR) and an improved case
management system (Hub). These systems support critical elements of the SEC’s
workflow and begin to lay a foundation for fostering the sharing of information
across systems, divisions, and offices.

The new IT leadership team is working to improve the effectiveness of the
Office of Information Technology (OIT) in delivering the IT services the SEC
requires. For example, the leadership is exploring new models for engaging with
the SEC’s divisions and offices, with the intent of improving coordination and
OIT’s understanding of their needs. It is also conducting a thorough review of its
capital investment process aimed at improving initiative prioritization and
management, and is putting in place the mechanisms necessary to better
leverage metrics and key project management tools to drive accountability.

While these successes are notable and highly visible, technology at the SEC
has been hindered by a history of neglect and constrained funding, and much
remains to be done for the SEC to fully realize the benefits that technology can
provide. Specifically, the SEC needs:

e An institutionalized technology awareness and expertise

e The technology systems capable of delivering necessary capabilities

e A technology delivery capability for implementing and supporting the necessary
applications and systems

Technology awareness and expertise

The SEC’s mission requires a deep expertise in technology. This need
extends well beyond the scope of the traditional IT function; it must be an
institutionalized understanding and awareness of technology that is pervasive in
the day-to-day functioning of the organization.

In our assessment, we found that the agency needs to take further steps to
develop its technology awareness and expertise, specifically in the following
areas:

e Understanding of current and emerging market technologies: Given the
increasing role of technology in shaping market behaviors and structures,
there is a strong need for the SEC’s staff to have a solid understanding of
the technologies currently utilized by market participants and trading
venues. Such an understanding—when coupled with insight into the
impact of these technologies on the securities markets—can enable
investigation and enforcement activities, proactive risk management, and
more informed policy-making. This is an area where the SEC needs
significantly enhanced capabilities. As noted in the assessment outlined in
Section 4.2, senior SEC managers described the staff’s understanding of
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market technologies as “basic” and expressed a clear interest to invest in
additional resources that possess a high level of technology awareness

e Expertise to develop and manage complex IT systems: The SEC requires
the internal IT expertise necessary to develop complex applications and
systems. In particular, significant skill is required in business systems
analysis, technical architecture, project management, and software
development/integration. To meet its current level of demand, OIT faces
a shortfall of approximately 125 FTEs in these roles. This gap is both the
result of sub-optimal resource deployment (e.g., an over-commitment of
resources to infrastructure support) and the resource constraints faced by
OIT.

OIT has historically relied on outsourcing to fill a significant portion of its
resourcing needs. Currently, 80 percent of its FTE resources are from
external contractors. This excessive reliance on external staffing has the
effect of reducing OIT’s understanding of division and office needs and its
institutional knowledge. Additionally, some contracts for the outsourcing
of complete functions could have been better managed, which has
impacted OIT’s performance.

OIT is aware of its resource challenges and has recently taken initial steps
to address them. For example, stronger performance-based metrics are
being put in place for new contracts such as the new infrastructure support
services (ISS) arrangement

Technology systems

The effective leveraging of technology requires that the agency have in
place a robust set of systems that are capable of supporting the organization’s key
functions—today and in the future.

The SEC currently has 196 technology solutions in place. Of these, three
business applications—EDGAR (public filing store), Hub (case management), and
TCR (tips, complaints, and referrals)—are of particular note given their broad
scope, wide deployment, and relative import to the core activities of the SEC.

The SEC’s existing suite of business applications meets a significant
portion of the agency’s current needs in terms of functionality. However, as a
result of their historical architecture, many of these systems drive operational
inefficiencies, limit end-user productivity, and hamper the sharing of information
across systems, divisions, and offices. For example, EDGAR—a flagship
application for storing and disseminating filings—is overly complex. It is in need
of modernization, particularly given that its previously scheduled upgrade was
delayed indefinitely due to a lack of resource availability. EDGAR currently has
duplicative components, lacks standardization in data formats and business logic,
and provides a sub-optimal end-user experience due to a proliferation of filing
forms and inconsistent processes. As another example, many of the SEC’s 196
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systems are single-purpose: they typically address a single need from a single
division or office. Due to dissimilarities in the architecture of these systems, data
cannot be easily shared between systems, and maintenance and development is
made less efficient.

While much remains to be done to address this shortcoming, the SEC has
recently made strides towards standardizing its systems on a common
architecture. For example, two of the SEC’s newest core systems—TCR and
Hub—share a common architecture and platform and are able to efficiently
share information between systems.

In addition to the challenges with core business applications, the SEC’s
underlying off-the-shelf system software is not current, creating operational risk.
For example, critical SEC system components including middleware programs,
application servers, and web servers are considerably dated, to the point that
some are no longer supported by their vendors.

Looking forward, the SEC’s existing systems do not meet the full range of
data management, analytics, knowledge management, and workflow capabilities
that the agency requires—particularly given the increasing scale and complexity
of the securities markets and trends such as high-frequency trading. For example,
the SEC’s analytics toolset was ill-equipped to handle the large volume of data
necessary for the agency’s assessment of the market events of May 6, 2010.
Similarly, the SEC lacks the technical capacity to handle more than minimal
amounts of trading data. To conduct its assessment of the market events of May
6, 2010, the SEC had to acquire and consolidate trading data from a large number
of trading venues in an ad hoc, time-consuming process that delayed its effort. Of
note, there is awareness of the insufficiency of its current access to trading data.
To address this, the agency has proposed the creation of a Consolidated Audit
Trail (CAT), which would serve as a comprehensive repository of trading data
from all trading venues.*’

Technology delivery capability

The implementation and management of the SEC’s applications and
systems requires a strong IT delivery capability. At the SEC, this function is
primarily carried out by OIT. As previously noted, the SEC has taken some initial
steps toward improving OIT’s ability to deliver IT services. However, significant
capability gaps remain along the following six dimensions:

e Lack of a well-defined technology vision and strategy: Today, OIT does not
have the well-articulated and clearly communicated vision and strategy
that it requires. Rather, OIT operates in a reactive posture, responding ad
hoc to the SEC’s technology needs as they arise and are deemed critical.

97 United States. U.S. Securities and Exchange Commission. Consolidated Audit Trail, Exchange Act
Release No. 62174. 75 Fed. Reg. 3255. 2010. Print.
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Planning is typically short-term and lacks the broad organizational support
necessary to be made effective.

Under new leadership, OIT has begun to take steps towards correcting this
deficiency, in part through the creation of strategy workshops and
implementation of industry-standard performance metrics

o Insufficient understanding of business needs: Currently, OIT and its
internal clients are not tightly aligned. Communication between these
groups is typically informal and ad hoc. For example, there is no formal
process or checkpoint for divisions and offices to determine and prioritize
their IT needs and formally communicate them to OIT. During project
execution, divisions and offices typically do not engage in formal sign-offs
with OIT at project development milestones, limiting visibility into their
investments.

OIT’s leadership has recently begun efforts to improve its alignment with
internal clients, such as designating formal liaisons for each division and
office and instituting project status dashboards to improve communication
and transparency

e Limited investment governance: The SEC has a governance structure for
planning, funding, and monitoring the delivery of IT investments.
However, this structure suffers from significant gaps in process and
execution. For example, there is little up-front planning before project
proposals are submitted. As a result, governance bodies often must
evaluate a proposed project without a well-developed business case or
clear business requirements. Further, projects are typically evaluated
individually, without considering the full breadth of IT demand and the
necessary resourcing trade-offs. These gaps limit the SEC’s ability to
ensure that it is investing in the most critical IT initiatives.

Of note, OIT has recently launched a thorough review of its capital
investment process with the aim of improving the prioritization and
management of its IT investments

e Limited and inconsistent use of tools and methodologies: The tools and
methodologies that OIT employs to develop applications and define
development practices are inconsistently adhered to and limited in scope.
For example, OIT lacks a comprehensive tool to manage project
requirements. Similarly, although OIT uses an industry-leading project
management system, it only utilizes a handful of its capabilities.
Adherence to development methodologies is also sub-optimal—Iless than
50 percent of projects follow the software development lifecycle (SDLC) as
prescribed. This lack of adherence is driven both by a lack of
communication and insufficient historical management vigilance
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e Sub-optimal organization design: OIT’s current organizational structure
does not align OIT with the divisions and offices that it supports. In
addition, the current structure lacks key roles such as strategy
development. It also separates the development efforts for EDGAR from
other projects, reducing the opportunity to benefit from synergies within
functions. Lastly, OIT’s structure provides only limited alignment with
“shadow” IT staff deployed in offices and divisions, leading to a
duplication of activities and poor standardization of support and
development efforts.

OIT’s leadership is aware of these alignment challenges and is currently
exploring alternative organizational structures aimed at addressing them

Summary

There is recognition of the increasingly critical role of technology in the
pursuit of the agency’s mission. Indeed, the agency has undertaken efforts in
recent years aimed at enhancing its technology-enabled capabilities: valuable
new systems with common, adaptable architectures have been built; plans for
deploying resources more efficiently have been developed; and new roles aimed
at improving engagement with internal clients are being formalized. However,
despite these efforts, significant areas for development remain. As a result, the
SEC today under-leverages technology in the conduct of its business. Given the
SEC’s expanding mandate and the increasing complexity of the securities markets
that it oversees, it is imperative that the agency address these gaps and make
technology a strategic enabler.

4.4 Relationships with SROs

The SEC functions as both an overseer and a co-regulator in its
relationship with SROs. It has a long history of overseeing and interacting with
SROs to regulate the markets and market participants. Today, that relationship
extends across multiple divisions, offices, and regions within the agency:

e TM works with SROs to write and interpret SEC and SRO rules, as well as
to review SRO rule proposals governing markets and market participants

e Enforcement sends and receives referrals to/from the SROs, and leverages
SRO capabilities, data, and resources to support investigations

e OCIE regularly inspects the regulatory operations at SROs and provides
recommendations for improvement. OCIE also leverages data provided by
FINRA to administer some broker-dealer examinations

e The Office of Chief Accountant (OCA) oversees and partners with the
PCAOB to write rules governing audit/accounting firms and evaluate
trends and risks in the audit space, both in general and for specific firms

Several strengths underpin the SEC’s ability to carry out these interactions.
By regularly inspecting the SROs’ operations and reviewing their rules, the SEC
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has developed an understanding of the culture and capabilities at each SRO. For
example, the Office of SRO Inspections in OCIE has close to 50 FTEs dedicated to
inspecting twelve SROs.”® TM has over 100 staff attorneys reviewing SRO rule
filings covering a wide range of topics, such as market structure and broker-
dealer operations. The agency also has staff members who regularly team with
SROs to achieve specific objectives. For example, enforcement professionals
throughout all the regions regularly receive tips and referrals from the SROs
regarding potential cases of insider trading and market manipulation.
Subsequent investigations often leverage data and information provided by
FINRA and the exchanges. Additionally, OCA regularly partners with the PCAOB
to review audit firm practices, and, if they find unusual audit results, passes along
the information to CF and Enforcement for further review or investigation, as
appropriate. Furthermore, many staff members at the agency have worked with
the same regulatory personnel at the SROs for years, and over time these
professional relationships have led to better communication. Such relationships
have formed at senior levels throughout the agency, both at headquarters and in
the regions. Collectively, these strengths have enabled the SEC to function in its
dual role as an oversight body and a co-regulator with SROs.

Nonetheless, we believe there are features of the SEC’s relationship with
SROs which can be improved. In particular, there are opportunities for
improvement in three areas of the agency’s SRO-related operations, which are
discussed in detail below:

e Structure
e Competencies
e Processes

Structure

The SEC interacts with SROs across multiple divisions/offices and
activities. As more divisions and offices have cultivated relationships with SROs,
a structure has been created where SROs face multiple points of contact within
the agency. Moreover, as most divisions and offices function independently, it
can be difficult to coordinate their interactions with SROs. For example, if an
SRO provides data to OCIE during an inspection that would be valuable for staff
in TM and RSFI, there is no consistent, structured way to share that data. Today,
that opportunity would be lost unless someone in OCIE or at the SRO took the
initiative to contact the right people in the other divisions. While cross-functional
collaboration is growing, there can also be more structural mechanisms to
facilitate formal coordination between divisions/offices and centralize how SROs
communicate and share information with the agency. Some progress has been
made; leaders in some divisions and offices have sought to clarify, through
informal mechanisms, the roles and responsibilities of staff members who
interact with SROs.

% OCIE is currently responsible for inspecting all the national security exchanges, FINRA, the
MSRB, and the PCAOB in conjunction with OCA.
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Although the level of interaction with SROs has been fairly steady over
time, the interactions themselves have become increasingly focused on specific
issues at hand. For example, OCIE may inspect a specific aspect of an SRO’s
operations, or TM may review a specific rule filing submitted by an SRO. While
engaging SROs to resolve near-term issues is important, there is also the need to
have a more structured engagement with SROs, leveraging their regulatory
expertise and perspective to understand and respond to broader trends and risks
in the market. For example, the agency does not have a structure like an internal
“College of Regulators” to engage and manage SROs in a consistent and
coordinated manner.

There are also legal and legislative barriers that prevent the SEC from fully
leveraging and overseeing the SROs. For instance, the state actor doctrine has
become a somewhat controversial issue with respect to SRO information-sharing
with the SEC. Additionally, under the current securities laws, the agency’s review
of SRO rules is limited to assessing the proposed rule’s consistency with the
Exchange Act. As such, two SRO rules may conflict, but can still be consistent
with the Exchange Act.

Competencies

One of the agency’s principal responsibilities with regard to SROs is its
duty to review all SRO rule filings. Currently, this responsibility is predominantly
handled by TM, where 50 percent of staff members are lawyers. While some of
these staff attorneys have industry experience and expertise, others could benefit
from a deeper understanding of how the markets and market participants
operate. As the volume and complexity of SRO rule filings have increased, a
shortage of staff and lack of skill diversity in TM has resulted in longer lead times
for reviews to be completed and more reviews needing to be escalated to senior
managers. While TM has begun hiring professionals with a background in
securities markets to expand the division’s competencies, the skill level of existing
staff needs to be improved. In the near term, such capability upgrades become
even more critical in light of the agency’s expanded rulemaking responsibilities
required by Dodd-Frank.

In recent years, the number of SROs has increased and the national
securities exchanges have demutualized, creating potential conflicts of interest
between each exchange’s regulatory operations and its business operations.
Many exchanges have also begun outsourcing their regulatory responsibilities to
FINRA. Given these developments, it has become increasingly important that the
SEC be able to measure the effectiveness of SRO regulatory operations, over time
and relative to each other. The SEC currently does not employ a consistent set of
metrics or standards by which to assess the regulatory efficacy of each SRO,
however, OCIE is in the process of establishing a baseline assessment for each
SRO with a goal moving forward to conduct strategic evaluations of SROs relative
to that baseline. To that end, OCIE has begun requesting information from the
SROs regarding their regulatory operations, but more can be done to make such
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SRO disclosures more frequent and standardized. Given that OCIE’s use of a risk-
based inspection approach is a relatively recent development, it will be important
for OCIE to periodically review its methodologies to ensure they are identifying
the right risks in a timely manner.

While the SEC’s oversight of all SROs needs strengthening, FINRA merits
particular attention given its size and scope of regulatory authority. In particular,
FINRA provides market surveillance of approximately 80 percent of all US equity
trading. Currently, the SEC does not have any automated market surveillance
systems in-house and only selectively audits the surveillance systems and outputs
at FINRA and the exchange SROs. As market trends such as high-frequency
trading become more prevalent, it is increasingly important for the SEC to
maintain robust oversight of the surveillance capabilities deployed in the market.

Processes

The SEC and SROs are responsible for writing rules to govern market
structure and market participants. SRO rules are often developed in partnership
with TM and always require a review by TM staff. Historically, this rule review
process has functioned relatively well to handle a steady flow of filings submitted
by SROs. However, due to limited staff bandwidth, higher volumes of rule filings,
and statutory requirements, this process has become strained. Indeed, the
number of proposed SRO rule changes reviewed by TM has increased from 956
filings in 2005 to over 1,340 in 2010, a 40 percent increase in volume.* For each
filing, TM needs to ensure the proposed rule is thoroughly described and
analyzed in order to enable meaningful public comment. TM’s approach to rule
reviews is naturally risk-averse to ensure that every proposed rule is written in a
manner that conforms to Federal Register and other technical requirements, and
that no potentially negative market implications are overlooked. In addition, for
proposed rule changes subject to SEC approval (approximately 25 percent of total
filings), Dodd-Frank mandates a 45-day deadline for such rules to be approved or
disapproved by the SEC, or for the SEC to institute proceedings to determine
whether to disapprove the proposal, which further strains the agency’s
processes.’® Given these factors, there is an opportunity for the agency to
redesign the process end-to-end so as to more efficiently meet the requirements
specified under Dodd-Frank and the operational needs of the agency and SROs.

Indeed, TM has already considered different ways to streamline the SRO
rule review process and reduce the number of re-filings. For example,
supervisors in TM informally segment rules depending on their complexity,
assigning the most difficult filings to senior staff members. This type of
segmentation could be explicitly designed into the rule review process. TM has
also revised the rule review process flow to adhere to the Dodd-Frank statutory
deadline for SEC action. The SEC could also seek legislative changes to modify
the rule review process in ways that go beyond the current statutory framework.

9 In Brief FY 2005 — 2010 Congressional Justification.
100 Dodd-Frank Wall Street Reform and Consumer Protection Act. S 916.
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For example, Congress could amend the Exchange Act to give the SEC the
authority to allow SROs to self-certify certain types of rules that they write. The
Exchange Act could also be revised so that TM is only required to review SRO
rule filings of a high-risk type or significance. Such changes would reduce the
volume of filings submitted and allow staff to focus on the most complex and
consequential rules.

Aside from optimizing the SRO rule review process, the SEC could also
benefit from new processes regarding how SROs should interact with and
transmit information to the agency. For example, although OCIE meets regularly
with SROs, they are not currently required to regularly disclose information to
the SEC regarding their regulatory operations. As OCIE moves to more of a risk-
based inspection approach, it will need to regularly access information about the
SROs to inform its risk assessments. As such, there is a need to formalize the
processes by which SROs submit data to the agency, as well as how that
information is then cataloged and distributed to various divisions and offices.

Finally, the SEC would benefit from increased coordination with SROs on
risk assessment processes and data. For example, as the front line regulator for
broker-dealers, FINRA conducts extensive risk assessment activities in support of
its examinations. The SEC could use this analysis, which is not currently shared
with the agency, to improve its own examination targeting efforts and support its
oversight of broker-dealers. As such, increased coordination represents an
opportunity to drive increased efficiency and reduced duplication of effort.

Summary

The SEC is actively connected to all SROs, acting as both an oversight body
and a co-regulator. Nonetheless, against the backdrop of constraints, an
increasingly complex and fragmented market environment, and an expanded
mandate under recent legislation, the SEC/SRO relationship has become strained
in terms of structure, competencies, and processes. While there is
acknowledgement of deficiencies in the relationship and the agency has begun
working to remedy them, more can be done within the current context to build
the agency’s ability to more effectively oversee and partner with the SRO
community.

*kkk

Further detail on each assessment is located in Chapter 7.
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5 Strategic direction for the SEC

5.1 Structural disconnects to address

As described in Chapter 4, the SEC has begun addressing many of the areas
of concern affecting the agency. These initiatives were indeed necessary and
undoubtedly a critical first step. However, more needs to be done. In BCG’s
strong view, any initiative that the agency undertakes must go beyond its tactical
objectives and align with the need to address fundamental and long-persisting
challenges that have prevented the agency from building required capabilities to
the extent desired. These challenges manifest themselves in three major
disconnects, outlined in Exhibit 5.1-1 below:

Exhibit 5.1-1: Fundamental disconnects

What stakeholders ” What the SEC is
expect the SEC to do authorized by Congress to do

What the SEC is ” What available resources the SEC
authorized by Congress to do has to fulfill those authorizations

The dynamism of the market ” The rigidities imposed by the
the SEC oversees SEC's constraints and culture

Source: BCG analysis

Disconnect 1: There is an “expectation disconnect” between what the
agency’s stakeholders expect from the SEC and what the agency is actually
authorized by Congress to do. As just one example, there appear to be
expectations that the Division of Corporation Finance (CF) make judgments on
the merits of corporate filings, opine on whether a security is a good investment,
and evaluate if a firm “should” become a public entity. In fact, the division’s
activities are limited to reviewing registrant disclosure in order to assess
compliance with applicable securities laws. While the agency or its stakeholders
could be tempted to resolve this disconnect by expanding the scope of the SEC’s
activities, the SEC is already stretched in its current role and resources. Rather,
addressing this disconnect requires the SEC to clarify public expectations through
stronger communications, and that key stakeholders proactively understand the
SEC’s role and the constraints faced by the agency. Addressing the fragmentation
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of the agency’s external communication approach as discussed in Section 4.1 will
help ameliorate this problem.

Disconnect 2: The second is a “resource disconnect”—that is, a disconnect
between what Congress has authorized the SEC to do and the resources available
to the agency. Congress has authorized the SEC to conduct a broad scope of
activities including registration responsibilities for broker-dealers, investment
advisers, public companies, and four new classes of swap entities under Dodd-
Frank; broad rulemaking authority; exam authority over broker-dealers,
investment advisers, investment companies, exchanges, clearing agencies,
transfer agents, municipal advisors, security-based swap entities, and NRSROs;
broad oversight responsibilities for SROs; and investigative and enforcement
authority for all federal securities law violations. Indeed, the SEC regulates a
large market—it receives more than 3,000 securities filings per day, and has
oversight responsibilities of more than 5,000 broker-dealer firms and more than
11,000 investment advisers.

As discussed in Section 3.4.4, while the SEC’s funding has grown over the
decade, in recent years the growth has not kept pace with the SEC’s expanded
role. Consequently, while the agency can certainly use its resources more
efficiently (as discussed further in Chapter 4), it still faces a “resource
disconnect”.

Disconnect 3: The third is a “responsiveness disconnect”—that is, a
disconnect between the responsiveness that is required of the SEC given the
dynamic nature of the markets it is charged with regulating and the rigid nature
of the SEC that results from its constraints.

The SEC regulates highly dynamic markets and needs to respond to
changes in it. However, at the same time the SEC faces a number of constraints,
including Congressional mandates (e.g., the Paperwork Reduction Act),
governance requirements (e.g., the Commission structure), and complex hiring
authorities, as well as capability gaps (e.g., risk management capabilities,
technology sophistication) that collectively translate into the SEC being relatively
rigid. Finally, the agency has a risk-averse culture which slows decision-making.

5.2 Overcoming disconnects

Overcoming these disconnects will require the SEC to increase its
efficiency, build a set of forward-looking capabilities, address chronic gaps, and
seek selective relaxation of constraints that the agency faces. In this chapter, we
describe the constraints which may need to be relaxed, as well as the forward-
looking capabilities that will be required. Chapter 6 outlines specific
recommendations for initiatives that the SEC should undertake in this context.
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5.2.1 Relaxation of select constraints

One lever that would help the SEC to begin addressing the structural
disconnects is achieving greater flexibility in select constraints. A useful way to
look at the SEC’s constraints is to cluster them by their relative flexibility and
impact, illustrated in Exhibit 5.2.1-1.

Exhibit 5.2.1-1: Relative impact and flexibility of constraints

More « Commission structure /
delegation of authority

* Rulemaking agenda * Complex hiring
Flexibility of and priorities authorities / civil
influenced by service laws
t,he Congress
constraint « Org structure partly
mandated by Congress
@) o 0
* Legal jurisdictions « Admin processes (e.g., * Appropriations process

APA, PRA) « Funding level

* Gov'tin Sunshine Act
« Compensation authority
for specialized hiring

Less

Low Medium High

Impact of the constraint

Source: BCG analysis

Focus should be placed first and foremost on the relaxation of constraints
with both greater flexibility and impact (Group I). Group I constraints are those
which specifically affect the SEC and would not require a government-wide
change, but where relaxation would still have a material impact. Given their
impact on the agency, funding constraints constitute the next key area of focus
(Group II), although these apply across the government. Constraints with less
flexibility and lower impact should be prioritized third (Group III). Relaxation of
some of these constraints will go a long way towards successfully implementing
the recommendations described in Chapter 6.

5.2.2  Development of forward looking capabilities

BCG strongly recommends that the SEC develop a set of required
capabilities as another lever to address the structural disconnects. Each of these
capabilities builds upon elements of organization, people, technology, and
relationships with SROs, which we believe are all interconnected. The SEC needs
to build its capabilities in five areas:
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Risk IQ: Understanding, monitoring, and evaluating external and
enterprise-wide risks—“connecting the dots”—and providing
actionable transparency to appropriate levels of the organization

Ability to adapt: Maintaining the ability to deliver on the mission
effectively in a rapidly changing and dynamic marketplace, e.g.,
through internal collaboration and fast decision-making processes

regulation through alignment and collaboration with external
partners

Technology sophistication: Maintaining awareness of technology
advances in the securities markets and deploying advanced
technology capabilities that increase the SEC’s efficiency and
effectiveness

m Leveraging communities of aligned interest: Promoting effective
ﬁ\
2

Strong credibility: Credibly demonstrating the SEC’s presence,
power, and influence to all relevant stakeholders

While the SEC has a good foundation and momentum to draw upon as it
seeks excellence in these areas, there is certainly more to do. The following table
(see Exhibit 5.3-1) outlines specific elements of each of these capabilities, along
the lines of the four matters of study, which are required to be addressed.
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Exhibit 5.3-1: Future vision of SEC capabilities
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Risk IQ: Excellence in this capability requires the SEC to be able to gather
information across the SEC, SROs, and broader communities of aligned interest,
prioritize this information, connect the dots, develop actionable insights, and
then communicate these insights back as appropriate to the relevant entities to
act upon them. Such a capability will strengthen SEC oversight, for example with
respect to complex financial institutions. These institutions conduct many
activities—including acting as a broker-dealer, providing investment
management services, acting as a participant in various markets, managing dark
pools, and advising public companies—and the SEC needs to be able to see
across different business lines, not just today but with a view towards where the
institution is going, and effectively “connect the dots.”

Developing a strong risk 1Q capability will enable the SEC to have actionable
information in order to be responsive as market needs necessitate. This in turn

partially addresses the “responsiveness disconnect” discussed earlier.

Indeed, as discussed in Chapter 4, the SEC has already begun to take a
number of steps to enhance its risk IQ capabilities. These include the creation of
the Division of Risk, Strategy and Financial Innovation (RSFI), the establishment
of cross-division “trends” meetings, and the upgrade of the tips, complaints and
referrals (TCR) system.

To achieve excellence in this area, the SEC needs to further build on its
risk management function to exemplify best practices, define clear role charters
for RSFI, and embed risk capabilities in the operating divisions. The SEC needs
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talent that understands risk management, securities markets, technology, and
that has strong data and analytics abilities. The SEC also needs to be equipped
with the tools and systems to analyze and act upon data and information and
finally, to have in place mechanisms with SROs and other regulators to gather
data and enhance its market intelligence. As the SEC develops this capability
further, it should also look at enterprise-wide risks, including operational and
reputational risks to the agency.

Ability to adapt: Excellence here requires that the SEC be able to actively
align its resources against mission critical activities, flexibly deploy them as
market conditions change, and efficiently execute key activities and processes.

To achieve excellence in this area, the SEC needs a flat hierarchy and a
strongly connected network of experts across divisions, offices, and regions. In
addition, the SEC needs the right number of people coupled with the flexibility to
reallocate and/or scale resources when needed, a cultural mind-set that enables
the organization to proactively anticipate emerging trends, and technology that
provides decision-makers with the information needed in order to take action.

The ability to adapt will enable the SEC to effectively act on the information
gathered through its risk IQ capability. In combination, these capabilities substantially
address the “responsiveness disconnect” described earlier.

As discussed in Chapter 4, the SEC has recognized this need and made
progress against this capability through recent initiatives. However, as noted
there, significantly more needs to be done to make the organization adaptable.

Leveraging communities of aligned interest: Excellence here requires that
the SEC identify key stakeholders with aligned interests, proactively engage them
in meaningful dialogue, utilize that dialogue to foster information and data
sharing, and ultimately leverage the respective strengths of the SEC and these
stakeholders for mission critical activities. As an example, the SEC should
explore additional collaboration opportunities with SROs and gain seamless
access to SRO data. Finally, the SEC should enhance collaboration with other
regulators through platforms such as the Financial Stability Oversight Council
(FSOCQ), as well as maintain frequent informal engagement.

There is recognition of the need to effectively leverage communities of
aligned interest and the agency has made progress in building this capability. For
example, the SEC is working closely with the MSRB to adopt rules governing
municipal advisors, coordinating with FINRA and the Federal Reserve to find
ways to improve the broker-dealer exam program, and has recently proposed
creating a Consolidated Audit Trail. In addition, the new whistleblower program
required by Dodd-Frank will leverage tips and complaints from industry actors to
inform the SEC’s enforcement efforts.

This capability will enable the SEC to stretch its resources further and focus on
the most critical activities. This will help the agency address the “resource disconnect”.
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Technology sophistication: Excellence here requires that the SEC embed in
its processes an understanding of technology’s role in today’s markets and also
ensure that its own technological capabilities are sophisticated enough to keep
pace with the entities it regulates.

To develop excellence in this area, the SEC needs to create a sustained,
multi-year technology vision and strategy to invest in systems and tools. That
strategy should also develop a workforce with a deep understanding of the
technology used by market participants and SROs, an evolving awareness of
trends and emerging technologies, and the ability to develop and manage
complex technology services.

This capability will enhance the SEC’s efficiency and apply new technology to
track, understand, and proactively respond to market advances. This will help the
agency address the “resource disconnect” and “responsiveness disconnect”.

Indeed, there is recognition of the importance of technology in fulfilling
the agency’s mission and, as discussed in Chapter 4, it has recently taken a
number of steps to increase the SEC’s technology sophistication.

Strong credibility: Excellence in this area requires that the SEC be seen as
a strong performer, which implies that it has in place effective programs, people,
technology, and relationships with SROs. Developing this capability also requires
effective communication to internal and external stakeholders, and the fostering
of credible deterrence.

This capability enables the SEC to better align key stakeholders’ expectations
with a more realistic view of the agency and its responsibilities. This will help the
agency address the “expectation disconnect”.

Kok k

Collectively, the five capabilities above portray a vision for building the
future SEC, one with an increased ability to address the structural disconnects
that the agency faces today. The initiatives launched in the last couple of years
are a good start toward building these. However, much remains to be done. The
next section of the report describes how the SEC can best build upon the
foundation already created.
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6 Recommended initiatives

As described in Chapter 3, the SEC oversees a large, complex, and rapidly
changing securities market. In addition to its continuing responsibilities under
pre-existing legal authorizations, the agency is taking steps to adapt to the
renewed regulatory focus on systemic risk as well as the expanded authorizations
and responsibilities under Dodd-Frank.

The agency has been shouldering these expanded responsibilities in the
face of real constraints, as described in Chapter 3. It has done so by stretching its
organization, people, and legacy technology. Given the crucial role of the SEC at
this time of transformational change in the securities markets, it is vital that the
agency align its available resources against the highest priority mission-related
activities, and invest in the necessary capabilities for its future.

As is clear from the wide range of initiatives the agency has already
undertaken, the SEC is on the path to using its resources better and investing in
key capabilities. Some of these initiatives have been completed (e.g., the
reorganization of Enforcement) and are already delivering good results, while
some continue to be implemented (e.g., the reorganization of OCIE, the build out
of RSFI, and the implementation of the new performance management system).
Furthermore, concrete steps have been taken in other areas (e.g., hiring of a COO
and a new CIO, and the Tips, Complaints, and Referrals (TCR) first phase
rollout). The SEC’s senior management has taken steps to create greater
collaboration and communication within their respective areas as well as across
the agency. The agency has also been driving efforts to create a Consolidated
Audit Trail (CAT) and working with SROs to ensure a comprehensive view of
market data.

Having said this, there is more to do. There are mission critical activities
that the SEC is not performing that force it to make intelligent but hard trade-
offs. There is enabling infrastructure that the SEC requires to support its
operating divisions and regulatory activities but is able to only partially invest in.
The strategic challenge for the agency is to implement these changes while
continuing to deliver on its expanded mandate given the foregoing. This chapter
proposes a strategy to address this challenge in a way that optimizes its resources
and strengthens the agency within its current context and outlines a roadmap for
a future in which some of its constraints are relaxed. We have structured this
discussion as outlined in Exhibit 6.1-1.
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Exhibit 6.1-1: Focus on “no regrets” optimization
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Source: BCG analysis
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The SEC’s primary focus in the near term should be optimization. Absent
significant change in the agency’s role and/or relaxation of funding constraints, it
has to find ways to do more with existing resources. This will require a
reprioritization of regulatory activities and the redeployment of available
resources in a more efficient way. In turn, these actions will free up some
resources for investment in the agency’s required capabilities. Doing so will
enhance the SEC’s focus on the most critical regulatory activities, partially create
the capabilities required of the agency moving forward, and create a foundation
to build upon for the future as the SEC’s role evolves and/or more resources
become available. It is crucial to note that while this strategy will strengthen the
SEC, it will still leave the agency short of what it deems necessary in terms of
activities and capabilities.

Choice 1 illustrates what the SEC could do more fully if its constraints
were relaxed. The agency would no longer have to make as many hard trade-offs
among regulatory activities and would be able to fully build out the capabilities
that enhance its effectiveness. The agency could also expand crucial programs
(e.g., investor adviser exams) consistent with mission needs.

While it is possible to extend Choice 1 to consider a materially larger SEC
that even takes on some responsibilities currently performed by SROs, we believe
that such consideration requires a real debate about the role of the agency.

There are clear advantages to the consolidation of greater regulatory
responsibilities into the SEC (e.g., increased visibility, control, and the elimination
of perceived conflicts of interest); however, these should be balanced against the
material expansion in budget implied as well as consequent management
complexity.
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Choice 2 illustrates a radical redesign of the SEC’s role to fit its available
funding. In the event that available resources are insufficient to invest in all the
capabilities required by the SEC to perform its regulatory activities, it will be
useful to consider a role redefinition for the agency. The SEC could consider
materially expanding the role of existing SROs and support the creation of new
SROs (as appropriate) to handle selected regulatory activities that the agency
currently handles. This will selectively shift the funding burden from the SEC
(and Congress) to the SROs (and the industry). The agency would redeploy its
available resources to substantially strengthen its rulemaking, exam, and
enforcement functions and redesign its organizational capabilities to be
consistent with a radically redesigned role.

While the bulk of our recommendations focus on optimizing the agency, the
debate on the appropriate role of SROs is implicit in Choices 1 and 2. Thisis a
very important debate, not just from an investment, capability, and resource
standpoint but also from the perspective of regulatory philosophy. There are
strong arguments on either side of the debate as described in Chapter 3.
Regardless of how this debate is eventually resolved, we believe that the SEC has
the opportunity to take specific actions today to optimize its available resources,
which will enable a greater focus on the highest-priority regulatory activities with
materially enhanced efficiency. If planned and executed well, these actions will
also create foundational capabilities that are relevant in both Choices 1 and 2.
Thus, while the debate on the role of SROs continues, the SEC can make concrete
progress today that is not in conflict with the resolution of this debate.

6.1 “No regrets” optimization

The SEC can take specific steps to redeploy available resources in a way
that will enhance its effectiveness and efficiency. BCG recommends that the
agency:

e Reprioritize regulatory activities: The SEC should engage in a rigorous
assessment of its highest-priority needs in regulatory policy and operations,
and reallocate resources accordingly

e Reshape the organization: The SEC should reshape its organizational
structure, roles, and governance to maximize efficiency, effectiveness, and
collaboration, as well as to drive continuous improvement

e Invest in enabling infrastructure: The SEC should invest in key enabling
infrastructure, including technology, human resources, risk management,
and high-priority staff skills

e Enhance SRO engagement model: The SEC should implement initiatives to
enhance its role as both an overseer of, and co-regulator with, SROs
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Given its resource constraints, the SEC should reprioritize its regulatory
activities. The SEC’s various divisions and offices have identified several high-
priority activities they deem critical to initiate or expand upon but are currently
unable to undertake. Given that at least some of these activities are of greater
priority than current activities (as suggested by the divisions and offices
themselves), the SEC should consider scaling back or stopping some vital but
lesser priority activities to free up resources. The agency should also consider
identifying selected activities that outside institutions with aligned interests (e.g.,
SROs) may be able to perform. The agency is best placed to identify where, if
any, such flexibilities exist and to make the inevitably hard trade-offs, keeping in
mind the risks such a reprioritization implies. If the SEC does not receive greater
resources in the near-term, it will not be able to defer this reprioritization in the
hopes of using more resources to effect solutions.

While the foregoing reprioritization will allow the SEC to redirect its
mission-focused resources to higher-priority activities, it by itself will neither
make the agency’s organization more efficient nor release significant resources
for investment in new capabilities (e.g., technology). By selectively reshaping its
structure, the SEC has the opportunity to become an agile and efficient
organization with clear roles, accountabilities, and reporting lines which will
improve decision-making, collaboration, people management, and staff
engagement. This reshaping, along with the reprioritization of regulatory
activities, will likely change the roles required going forward. The SEC should
also undertake a comprehensive review of all its costs and processes to identify
potential areas of savings which will help to drive continuous improvement. This
could lead to some resource release, which could then be reinvested in
technology, people, and crucial capabilities.

The SEC should also seek to invest, to the extent possible, in further
enhancing selected enabling infrastructure: technology, human resources, risk
management, and high-priority staff skills. While the full build out of these
capabilities to the degree desired will require additional resources, some
investment is necessary even now as a means to execute the agency’s mission
more efficiently. For example, increased investment in workflow technology can
help free up FTEs that can be used in better ways. Similarly investment in human
resource management capabilities can help with the implementation of some
organizational reshaping initiatives crucial for efficiency. Finally, investment in
risk management can extend the concept of RSFI in a way that will allow the
agency to quickly aggregate, analyze, and take action on information from across
the agency, co-regulators, and related SROs.

Finally, with its reprioritized regulatory activities, an agile and efficient
organization, and stronger enabling infrastructure, the SEC should enhance its
engagement model with SROs. It should take steps to further strengthen its
oversight of SROs, for example by establishing rigorous SRO disclosure
requirements. The SEC should also improve its ability to partner with and
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leverage SROs by developing a more coordinated approach to SRO interactions
and studying options to optimize the SRO rule review and approval processes.

To drive disciplined implementation of these initiatives, the SEC should
establish a dedicated Project Management Office (PMO) with robust initiative
progress reporting, as well as strong governance and oversight to enable rapid
course correction in the event of progress being stalled.

Collectively, these sets of initiatives will help the SEC address some of the
chronic gaps it faces, build many required forward-looking capabilities, and use
its available resources better. However, it is important to note that the benefits
possible under current constraints are limited, considering the amount of
investment required to build the forward-looking capabilities alluded to in
Chapter 5. Thus, the agency will still not be performing several regulatory
activities that it deems necessary for its mission, nor will it have the ability to
build out all the capabilities it needs to oversee the fast-changing markets (e.g., all
of the technology skills and systems required to keep pace with increases in high-
frequency trading). This results in clear risks that Congress should be aware of as
it contemplates the ongoing role of, and the right resource allocation for, the
agency.

6.1.1 Reprioritize regulatory activities

6.1.1.1 Initiative 1: Reprioritize regulatory activities

Given resource constraints that prevent the SEC from executing all mission
critical activities that its senior managers deem necessary and consistent with its
statutory mission, it is imperative that the agency align its resources against the
highest-priority activities. In this section, BCG recommends an initiative to help
the SEC undertake a rigorous reprioritization of its ongoing work, as well as
activities that it deems critical to strengthen or commence. We first discuss the
initiative and four categories of actions that the SEC should consider, as well as
selected examples for each category derived from interviews with SEC senior
management.

Description and benefits

The SEC is already making some difficult trade-offs between valuable
activities, and this will need to continue given the impact of Dodd-Frank and the
evolving securities markets on the agency’s priorities. Assuming that funding
constraints are likely to persist, BCG recommends that the SEC undertake a
robust agency-wide process to evaluate and reprioritize its mission critical
activities and re-align resources accordingly. In doing so, each division and office
should classify its respective mission critical activities into four categories:
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1. High-priority activities that SEC management deems critical to strengthen or

commence

Activities that the SEC could, if necessary, scale back or stop entirely

Activities where the SEC could consider delegating responsibilities externally,

e.g., to SROs

4. Mandated activities where SEC management would request implementation
flexibility

W

Below, we present examples of activities gleaned from a series of
interviews with senior leadership from the SEC’s operating divisions.®® We
discuss one selected example for each category in more depth, detailing the
activity as well as potential benefits and risks that could arise from
reprioritization. Note that these examples are not intended to be comprehensive
and are presented for illustrative purposes only. Furthermore, this is an exercise
that only the SEC can undertake; BCG takes no view on which regulatory activities
should be prioritized or in what way.

If the agency reprioritizes its mission critical activities, it will create some
flexibility in the deployment of available resources. This exercise will also
promote alignment among the SEC’s senior management with regard to agency-
wide priorities. Finally, the SEC will also benefit by transparently stating the risks
inherent in scaling back, delegating, or not commencing some activities. Making
these risks explicit will illustrate the difficult but necessary trade-offs that exist
given the SEC’s current context and will particularly address the “expectations”
disconnect described earlier.

1. Activities SEC management deems critical to strengthen or commence

As noted above, there are a number of high-priority mission critical
activities (identified by the operating divisions) that the agency is currently not
performing to the extent senior management seeks to. Illustrative examples are
listed below:

Strengthen the triage of Suspicious Activity Reports

Increase strategic partnership with other regulators

Deepen monitoring of the markets, clearing agencies, and securities firms

Enhance market analysis capabilities, for example the use of data to

understand money market fund exposure to non-US issuer risk

e Strengthen selected ongoing disclosure review, such as public company
transactions, proxy statements, and complex financial institutions

e Conduct effective oversight of new registrants, such as those newly under

the SEC’s purview as a result of Dodd-Frank (e.g., swap registrants and

private fund advisers)

101 We use the term “operating divisions” as including the five Divisions and OCIE.

© 2011 The Boston Consulting Group, Inc. 80



e Strengthen the examination program, both in terms of frequency (e.g.,
investment adviser examinations) and depth (e.g., using more dedicated
teams, such as large firm monitors)

The examples above illustrate a subset of activities that the operating
divisions indicated are a high priority for expansion. However, given the agency’s
constraints, it is unlikely that the SEC will have sufficient resources to perform all
of these activities, even if it reprioritizes its current work. It is important to
explicitly state which activities the SEC will not be able to commence, as well as
the associated risks. For example, OCIE deems it necessary to expand its
examination of investment advisers while maintaining a risk-based approach.
Historically, OCIE reviews 9 to 18 percent of investment advisers annually. 12 In
comparison, 45 to 55 percent of broker-dealers are examined by the SEC or
FINRA each year. Even if OCIE prioritized strengthening the investment adviser
exam program, the resources required would be prohibitive in the current
context. For example, doubling the percentage of investment advisers examined
annually would require an additional 350 to 400 FTEs. While reprioritizing will
ensure that the SEC dedicates resources to its highest agency-wide priorities, it
will still not provide sufficient resource flexibility for the SEC to take on every
mission critical activity.

2. Activities the SEC could scale back or stop if necessary

Beyond those activities that the SEC could delegate to SROs or other
entities, there is a set of activities that the agency could further scale back or stop
entirely, if absolutely necessary. The SEC is already making trade-offs by scaling
back existing activities to meet the requirements and deadlines included in Dodd-
Frank. This clearly poses risks, which should be transparently acknowledged by
all stakeholders. Illustrative examples are listed below, with one example
discussed in greater detail:

e Discretionary rulemaking projects

e SRO rule review by leveraging self-certification

¢ Intensity of Sarbanes-Oxley-mandated disclosure review for small
companies

e Broker-dealer examinations by further leveraging FINRA

As an example, the Division of Trading and Markets (TM) could potentially
reduce resources dedicated to SRO rule review by leveraging a self-certification
process. Currently, certain rule changes proposed by an SRO must be filed with
and reviewed by SEC staff in TM, although some rules take effect upon filing and
others will be deemed approved automatically if deadlines pass without action by
the SEC. If Congress amended the Exchange Act, TM could use an alternate
model for certain SROs or filing types wherein SROs self-certify proposed rule
changes using a pre-determined set of guidelines. Self-certified changes would
then be reviewed by the regulator. The Commission has proposed rules that

102 In Brief FY 2006 — 2011 Congressional Justification. section 914
gr
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would use this model for swap-execution facilities; this model will also be
employed by the CFTC. This would still require resources for rule review, but
self-certification would streamline the review process and reduce the effort
required. One risk is that TM may not review all of the self-certified filings
thoroughly or quickly enough to prevent harmful rules from taking effect (e.g.,
excessive fees for market participants). In addition, filings that raise significant
policy issues would still require adequate time for the Commission to make its
judgment based on the best interests of the public. Market participants harmed
by an SRO rule would likely bring it to the SEC’s attention, but by that point
damage would have already occurred. In addition, reducing TM’s involvement
with the SRO rulemaking process could make it more difficult to maintain an
overarching view of changes occurring in the market.

3. Activities the SEC could consider delegating responsibilities externally

In selected cases, the SEC could also reduce its resource needs by
delegating activities to an SRO or other entity with aligned interests. The
examples discussed here address potential areas of delegation in the current
context, where the SEC’s role does not fundamentally change. In Choice 2, the
SEC would radically reconsider its role and explore increasing third party
leverage. In this case, delegation would require that Congress authorize
additional non-conflicted SROs. Two illustrative examples for the current context
are listed below, with one example discussed in greater detail:

e Collection and distribution of funds disgorged through legal proceedings
e Section 31 examinations of fee payments by SROs

As an example, consider the annual Section 31 examinations conducted
by OCIE. Under Section 31 of the Exchange Act, SROs are required to pay fees to
the Commission based on the sales of certain securities. OCIE examines the
SROs to ensure that the SEC receives the correct payments. Instead, the SEC
could require SROs to obtain a third-party audit demonstrating payment of the
correct amounts. This would both reduce the SEC’s workload and increase the
quality of the examination, as OCIE’s staff does not include auditors, nor does it
have sufficient resources to conduct a full audit of each SRO. The SEC would
appear to face minimal risks in delegating this activity.

Again, this is a partial but representative list of activities that the SEC
could consider delegating to other organizations. Doing so would provide the
SEC with the flexibility to shift resources otherwise used to perform these tasks to
support higher-priority activities as discussed above.

4. Mandated activities where SEC senior management would request implementation
flexibility

Operating division management identified an illustrative set of example
activities where the SEC would request implementation flexibility from Congress,
including;:
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e Mandatory examinations of all NRSROs annually and a public report on
examination results (OCIE would prefer the discretion to use a risk-based
approach)

e Mandatory disclosure review required by Sarbanes-Oxley for small public
issuers and investment companies

e (Certain mandatory rulemaking projects

As an example, the SEC would seek flexibility on Sarbanes-Oxley’s
requirement to conduct disclosure review for small public issuers and
investment companies. Sarbanes-Oxley requires the SEC to review financial
statement disclosures for all public companies, including investment companies,
at least once every three years. The smallest public companies constitute
approximately 60 percent of issuers but less than one percent of total market
capitalization. While the Division of Corporation Finance (CF) would still
conduct some disclosure review of small issuers, it would use a risk-based
approach to target companies with a high risk profile or for which a specific tip or
complaint was received. Similarly, the Division of Investment Management (IM)
would seek flexibility with respect to mandated reviews of investment company
financial statements given the already high degree of SEC scrutiny on investment
fund prospectuses.

Implementation approach

To fully consider the categories of activities described above, the SEC
should implement this reprioritization initiative in two steps. First, each division
and office should conduct an internal prioritization exercise to understand which
activities it considers critical to strengthen or add and which it could scale back,
stop, or delegate. These activities should be ranked in order of priority (i.e.
activities the division would choose to strengthen first, activities it would choose
to scale back first), based on a clear and consistent set of criteria (e.g., alignment
with agency mission, risks to investors). Managers should also estimate the
resources associated with each activity. BCG takes no view on which activities
should be prioritized; this is an exercise that should be completed by the SEC.

Next, the Chairman’s office should establish a cross-divisional working
group that integrates each division’s and office’s assessment into a broad
portfolio of priorities. This working group should develop agency-wide priorities
with regard to where the agency should take advantage of flexibility. These
broad priorities should determine the reallocation of resources freed up through
scaling back, stopping, or delegating activities. This process should take no more
than six months. The SEC should also reprise the process on an annual basis.

Costs

This initiative should not result in any additional costs for the SEC. While
it will require a commitment of management time initially and on an ongoing
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basis (to a lesser degree), once completed it will free up resources to be
redeployed to other priorities.

Risks

The primary risk to implementation for this initiative is that the SEC may
not be able to implement its reprioritization due to organizational rigidities. It is
also possible that Congress will not grant the SEC the implementation flexibility
required to reprioritize certain activities. In addition, even if the SEC reprioritizes
successfully, there will still be several high-priority, mission critical activities that
the agency does not have the resources to commence. It is crucial that the SEC
transparently communicate these risks to the appropriate stakeholders so that
they can be mitigated to the fullest extent possible.

6.1.2 Reshape the organization

In this section, BCG recommends that the SEC make fundamental
decisions about its organization design, specifically with regard to its divisional
structure, operations management, and regional model. We also propose that the
SEC seek flexibility from Congress on Dodd-Frank mandated offices, review the
interaction between the Commission and agency staff (e.g., delegation of
authority), and initiate a continuous improvement program to drive efficiency.

These initiatives are a vital lever for the SEC to ensure that the agency
allocates its available resources in the most efficient and effective way possible.
The SEC’s senior management should also recognize that this is a “leadership
moment” for the agency, and that they have an opportunity to make tough
decisions about organizational priorities as collaboratively as possible—through a
disciplined, transparent, and equitable process.

In particular, BCG recommends that the SEC implement four specific
initiatives to reshape the organization:

Systematically redesign the organization: As the SEC redesigns its
organization, it should address three key design areas of focus:

1. Structural design of operating divisions (including OCIE)
2. Operations management and support office structure
3. Strategy and design of the regional model

In addition, the redesign should examine how the various organizational
units collaborate with each other. Finally, it should ensure that the organization
design is consistent with the reprioritized activities and that the agency’s
resources are deployed most efficiently.

While we have described concrete options and the respective benefits and
risks for each of the areas outlined above, the selected option must be consistent
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with the systematic reprioritization of the agency’s core activities described
previously. The agency needs to complete the design and embrace the change to
ensure ownership, accountability, and implementation support for the redesign
going forward. All the options described in this context are feasible; however,
choosing one a priori creates the risk of having to redesign once again, following
activity reprioritization.

Per BCG experience, such organizational reshaping is best done through a
cascading process that redesigns the organization, strengthens accountability and
collaboration through the clear definition of role charters, and removes excess
management layers to improve efficiency and effectiveness. A systematic
reshaping and flattening of the organizational pyramid will empower employees
and sp