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I believe our efforts to enhance the
use of investor testing will help to
alleviate a significant shortcoming of
the traditional rulemaking process . . .
unfortunately, the voices of individual
investors and consumers tend to be
under-represented in this process,
even though their interests
should be paramount.

MESSAGE FROM THE
INVESTOR ADVOCATE

S

ince the creation of the Office of the Investor
Advocate in February 2014, we have seen
steady growth in staffing as we continue to build
up our office and operations. We expect to begin Fiscal
Year 2017 with 11 full-time staff, two participants in
the SEC Pathways Program, and two contractors who
support our work. As you can see from the contents
of this report, these 15 individuals will be very busy
on behalf of investors in Fiscal Year 2017.
Our work in the coming year will revolve around
four core functions, each of which requires
considerable effort. We will advocate for policies
that benefit investors, conduct investor testing, help
investors resolve problems with the SEC or selfregulatory organizations (“SROs”), and support the
SEC’s Investor Advisory Committee.
The majority of our resources are devoted to the
advocacy function, where we endeavor to provide
a persuasive voice for investors in the policymaking
process. Our statutory mandate, codified in Exchange
Act Section 4(g)(4), requires us to analyze the
potential impact on investors of proposed rules of
the Commission and SROs. Accordingly, we spend
considerable time evaluating proposed rules and
advocating for investors, through informal means as
well as formal recommendations.
Much of our policy work is reactive, meaning that
we must analyze whatever rulemakings are flowing
through the Commission and SROs at any given time.
However, there are policy areas that are of particular
interest to us, where we will tend to engage more

proactively for changes that will benefit investors. We
focus our finite resources more intently on these issues
in hopes that we can develop deeper expertise and
ultimately achieve the greatest impact for investors.
Our policy agenda for Fiscal Year 2017 is described in
detail in this report. In broad terms, we will focus on
public company disclosure, equity market structure,
municipal market reforms,
accounting and auditing issues,
corporate governance, and fund
fees and expenses.
Some items on our agenda are new
this year. For example, we will
begin to consider whether investors
understand the fees and expenses
they pay for an array of products
and service providers, including
funds, investment advisers, and broker-dealers. As part
of this initiative, we will explore whether the various fees
and expenses could be disclosed more effectively.
Other items on our agenda may appear to be static
from year to year. For example, we will continue a
multi-year focus on disclosure effectiveness for public
companies. However, under that expansive topic, in
the coming year we intend to focus more narrowly on
the question of whether it is appropriate for disclosure
requirements to be scaled based upon the size of the
issuer providing the disclosure. Similarly, under the
wider category of “equity market structure” that
is under consideration by the Commission, we will
focus more specifically on exchange access fees and
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rebates (“maker-taker”), as well as on disclosures that
will help investors evaluate whether they are receiving
best execution.
In addition, we will continue our engagement in
reforms related to the municipal securities markets,
with a particular focus on markup disclosure,
pre-trade price transparency, and curtailing certain
problematic practices. We will also examine the duties
and disclosures of audit committees, as well as issues
related to accounting standards, such as a proposal
by the Financial Accounting Standards Board to
reinterpret the definition of materiality. Our efforts
to improve corporate governance will focus largely
on the proxy voting process, and we will continue to
examine the listing standards of the national securities
exchanges with respect to shareholder approval of
certain corporate actions.
For many of these issues, it would be useful to have
better data to inform the policymaking process.
Toward this end, the Office of the Investor Advocate,
in consultation with the Division of Economic and
Risk Analysis and other divisions and offices at the
Commission, has begun laying the foundation for
increased utilization of investor testing. We have
issued a Request for Information and anticipate
finalizing a contract with one or more vendors in
the near term. This will give the Commission a
variety of tools, such as surveys, A/B testing, and
focus group testing, to evaluate the efficacy of policy
choices or potential benefits to investors from
proposed regulations.
I believe our efforts to enhance the use of investor
testing will help to alleviate a significant shortcoming
of the traditional rulemaking process. The traditional
process, whereby a proposed rule is published in
the Federal Register for “public” comment, tends
to favor those industry participants who can retain
professionals to track rulemakings, absorb the
hundreds of pages of complex text, and respond
to the hundreds of questions that are posed.
Unfortunately, the voices of individual investors
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and consumers tend to be under-represented in
this process, even though their interests should be
paramount. Thus, it is imperative that policymakers
more actively seek to engage investors in order to
properly evaluate policy options, and investor testing
will give the Commission an opportunity to do so.
In addition to our policy and testing work, we continue
our efforts on the other core functions of the Office.
The SEC Ombudsman, Tracey L. McNeil, continues
to build the infrastructure for her office while helping
individual investors resolve problems they may have
with the Commission or SROs. A summary of Ms.
McNeil’s plans and activities is set forth below in the
Ombudsman’s Report.
Finally, we will continue to provide support services
for the SEC’s Investor Advisory Committee in Fiscal
Year 2017. The Investor Advocate is a statutory
member of the Committee and participates in its
work, and the Office of the Investor Advocate
provides the necessary staff support to the Committee.
This involves many tasks, including the drafting of
meeting minutes, processing the appointments of
new members, assisting with travel arrangements and
reimbursements, scheduling and setting up meeting
rooms, publishing meeting notices and agendas, and
helping to arrange briefings by Commission staff and
outside parties. A summary of the recommendations
made by the Investor Advisory Committee is included
in this report.
I am pleased to submit this Report on Objectives
for Fiscal Year 2017 on behalf of the Office of the
Investor Advocate, and I would be happy to answer
any questions from Members of Congress.
Sincerely,

Rick A. Fleming
Investor Advocate

OBJECTIVES OF THE
INVESTOR ADVOCATE

A

s set forth in Exchange Act Section 4(g)
(4), 15 U.S.C. § 78d(g)(4), the Investor
Advocate is required to perform the
following functions:
(A)

assist retail investors in resolving significant
problems such investors may have with the
Commission or with SROs;

(B)

identify areas in which investors would
benefit from changes in the regulations of

things, act as a liaison between the Commission
and any retail investor in resolving problems that
retail investors may have with the Commission
or with SROs.5 The Ombudsman is also required
to “submit a semi-annual report to the Investor
Advocate that describes the activities and evaluates
the effectiveness of the Ombudsman” (“Ombudsman’s Report”).6 As required by statute, the
Ombudsman’s Report is included within this
Report on Objectives.7

the Commission or the rules of SROs;
(C)

identify problems that investors have with
financial service providers and investment
products;

(D)

analyze the potential impact on investors
of proposed regulations of the Commission
and rules of SROs; and

(E)

to the extent practicable, propose to the
Commission changes in the regulations or
orders of the Commission and to Congress
any legislative, administrative, or personnel
changes that may be appropriate to mitigate problems identified and to promote
the interests of investors.

ASSISTING RETAIL INVESTORS
Exchange Act Section 4(g)(4)(A) directs the Investor Advocate to assist retail investors in resolving
significant problems such investors may have with
the Commission or with SROs.4 To help accomplish that objective, the Investor Advocate has
appointed an Ombudsman to, among other

IDENTIFYING AREAS IN WHICH
INVESTORS WOULD BENEFIT FROM
REGULATORY CHANGES
Exchange Act Section 4(g)(4)(B) requires the Investor Advocate to identify areas in which investors
would benefit from changes in the regulations
of the Commission or the rules of SROs.8 This
is a broad mandate that authorizes the Investor
Advocate to examine the entire regulatory scheme,
including existing rules and regulations, to identify
those areas that could be improved for the benefit
of investors. For example, the Investor Advocate
may look at the rules and regulations governing
existing equity market structure to determine
whether any regulatory changes would benefit
investors. Similarly, the Investor Advocate may
review current municipal market practices to evaluate whether any changes might benefit investors.
These and similar other concerns are discussed in
greater detail below in the section entitled Policy
Agenda for Fiscal Year 2017.
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IDENTIFYING PROBLEMS WITH
FINANCIAL SERVICE PROVIDERS AND
INVESTMENT PRODUCTS

PROPOSING APPROPRIATE
CHANGES TO THE COMMISSION AND
TO CONGRESS

Exchange Act Section 4(g)(4)(C) requires the
Investor Advocate to identify problems that investors
have with financial service providers and investment
products.9 The Investor Advocate continues to
monitor investor inquiries and complaints, SEC and
SRO staff reports, enforcement actions, and other
data to determine which financial service providers
and investment products may be problematic. As
required by Exchange Act Section 4(g)(6), these
problems will be described in the Reports on
Activities to be filed in December of each year.

Exchange Act Section 4(g)(4)(E) provides that,
to the extent practicable, the Investor Advocate
may propose to the Commission changes in the
regulations or orders of the Commission and
to Congress any legislative, administrative, or
personnel changes that may be appropriate to
mitigate problems identified and to promote the
interests of investors.11 As we study the issues in
our Policy Agenda for Fiscal Year 2017, as set forth
below, we will likely make recommendations to the
Commission and Congress for changes that will
mitigate problems encountered by investors.

ANALYZING THE POTENTIAL IMPACT
ON INVESTORS OF PROPOSED RULES
AND REGULATIONS
Exchange Act Section 4(g)(4)(D) directs the
Investor Advocate to analyze the potential
impact on investors of proposed regulations of
the Commission and proposed rules of SROs.10
As required, the Office reviews all significant
rulemakings of the Commission and SROs. We
also communicate with investors and their representatives to determine the potential impact of
proposed rules.

4
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SUPPORTING THE INVESTOR
ADVISORY COMMITTEE
Exchange Act Section 39, as amended by Section
911 of the Dodd-Frank Act, establishes the Investor
Advisory Committee (“IAC” or “Committee”).12
As discussed in greater detail below in the section
entitled Summary of IAC Recommendations and
SEC Responses, the purpose of the Committee is to
advise and consult with the Commission on regulatory priorities, issues impacting investors, initiatives
to protect investors, and related matters. By statute,
the Investor Advocate is a member of the IAC.13 In
addition, the Office continues to provide staff and
operational support to the IAC.

POLICY AGENDA FOR
FISCAL YEAR 2017

A

s described above, the statutory mandate
for the Office of the Investor Advocate is
broad, and much of our time is consumed with the review of rulemakings that flow
through the Commission and SROs. We monitor
all rulemakings, but we prioritize certain issues
so that we can develop expertise in those areas
and maximize our impact for investors with the
resources we have available. After discussions with
numerous knowledgeable parties, both inside and
outside the Commission, and after due consideration, the Investor Advocate has determined that
the Office will focus upon the following issues
during Fiscal Year 2017:
•
•
•
•
•
•

Public Company Disclosure
Equity Market Structure
Municipal Market Reform
Accounting and Auditing
Corporate Governance
Fund Fees and Expenses

Undoubtedly, other issues will arise that require the
attention of the Office, but these issues will remain
on our policy agenda.

so that investors have access to the information
they need to vote as shareholders or to buy and sell
securities in the secondary markets.
For a company issuing securities, Regulation S-K
sets forth the information that must be disclosed
about the business and its operations.14 Regulation
S-X sets forth the requirements for the format and
content of the company’s financial statements.15
Typically, a company issuing new securities must
file all of the required information in a particular
format using either Form S-1 or an alternative
form, and public companies are required to provide
ongoing periodic disclosure using Forms 10-K,
10-Q, and others.
Given the important role of disclosure, the requirements for various types of disclosure are robust.
As a result, an S-1 or 10-K can be hundreds of
pages long, and the length and complexity of the
disclosures has led many to question whether the
disclosure requirements are properly calibrated to
effectively communicate all material information to
investors while eliminating immaterial, outdated,
or duplicative data that may dilute the impact of
the more meaningful disclosures.

PUBLIC COMPANY DISCLOSURE
Disclosure is a cornerstone of the securities laws
and the capital markets. Before a company sells
securities, it must disclose all material facts to prospective investors so they can make fully informed
decisions about purchasing the securities. Public
companies must then provide ongoing disclosure

This question has been an area of focus for the
Commission in recent years. In December 2013,
the Commission issued the Report on Review of
Disclosure Requirements in Regulation S-K (“S-K
Report”), a report mandated by Congress under
the Jumpstart Our Business Startups Act (“JOBS
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Act”).16 The S-K Report describes the evolution of
the disclosure requirements within Regulation S-K
and recommends a reevaluation of those disclosure
requirements. On April 11, 2014, the SEC’s Division of Corporation Finance announced a disclosure
reform initiative that built upon the S-K Report.17
Since then, the Commission has released two significant requests for comment. On October 1, 2015,
the Commission published a Request for Comment
on the Effectiveness of Financial Disclosures About
Entities Other Than the Registrant, which solicited
feedback about a subset of the requirements under
Regulation S-X (“S-X Request for Comment”).18
Then, on April 22, 2016, the Commission published
for comment a Concept Release regarding Business
and Financial Disclosure Required by Regulation
S-K (“S-K Concept Release”), with comments due
by July 21, 2016.19
As we have in the past, the Office of the Investor
Advocate will monitor the developments in this
area and provide a voice for investors as potential
reforms are contemplated by the Commission. There
are myriad issues that we will examine in this process, but in Fiscal Year 2017 we will spend considerable time and effort in three particular areas: investor
outreach, structured data, and scaled disclosure.

6
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Investor Outreach
The S-X Request for Comment is 35 pages long,
and it asks the public to answer 58 questions.20
During the 60-day comment period, the Commission received 49 comment letters, but only two
letters appear to be submitted by individual
investors.21 The S-K Concept Release is 341
pages long and asks 340 questions,22 and unfortunately, we anticipate a similar response rate from
actual investors.
For several reasons, it seems unrealistic to expect
individual investors to participate in the “public”
comment process. The average person has little or
no awareness of rule proposals at the SEC, and
even highly engaged investors would struggle to
find the time to read 341 pages and submit meaningful comments to 340 questions. Moreover,
issuers of securities and their representatives have
strong incentives to comment about proposed disclosure rules that may impact them in a significant
way, but individual investors have little incentive to
comment because the impact on individual investors is broadly dispersed.
To counteract this structural imbalance in the
public comment process, the Office of the Investor

Advocate will enhance our engagement with investors in Fiscal Year 2017. This will include individuals
who invest for themselves, as well as the individuals
who make the actual buy and sell decisions on behalf
of institutional investors such as mutual funds and
pension funds. We will attempt to determine what
investment strategies are used, what sources of information and data are relied upon (including the SEC’s
EDGAR system), and what data points are most useful and least useful for their purposes. This outreach
will inform our thinking about ways to enhance the
effectiveness of disclosure for actual users of the
data, and we will share our insights with policymakers. In addition, this information will help us formulate investor testing initiatives that will provide more
extensive and reliable data about investor behavior.
Structured Data
In our view, while debates about the content of
disclosure are worthwhile, a more important issue
is the delivery of the disclosure. We believe technology is the key to enhancing the effectiveness of
disclosure for investors while reducing the burdens
to issuers who must provide the disclosure.23 Thus,
we will continue to encourage Commission staff to
adopt user-friendly technologies that will allow
for the layering of information so that investors
will immediately see the most important information and have the capability to drill down for
greater detail.
It is also important to keep in mind that every
investor benefits from disclosure, even if the investor does not read a word of it. This is because the
disclosure performs an important price-setting
function in the markets, as sophisticated buyers and
sellers of securities digest all material information
to decide whether to buy or sell at a given price. For
this price-setting mechanism to function efficiently,
analysts and other market participants must have
ready access to all available material information.
To improve the accessibility of disclosure for
sophisticated users, the Commission has taken sig-

nificant strides to increase the use of structured data
for public company filings.24 However, more can
be done to enhance its accuracy and give users better
tools to mine the data.25 Chair Mary Jo White has
acknowledged this potential, and at a public meeting
on April 13, 2016, she announced the creation of
a dedicated working group to address the “manner
of delivery” that is needed to achieve modern and
efficient disclosure.26 At her invitation, the Office
of the Investor Advocate will participate in the
working group.
Scaling of Disclosure Requirements
Frequently, lawmakers and regulators are faced
with the question of whether to “scale” regulations so that smaller companies are required
to satisfy fewer requirements. On its face, this
appears to be an appealing way to help smaller
businesses by reducing the costs and burdens of
regulatory requirements.
We believe the trend toward scaling presents a
significant risk to investors and deserves much
closer examination. During FY 2017, we will begin
to explore this issue in greater depth. For example,
we will examine whether the existing disclosure
requirements are already inherently less onerous
for smaller companies because certain disclosures,
while technically required, are not applicable to
smaller companies or require less explanation.
We will also consider whether smaller companies
carry higher risks of default or investor losses,
which would suggest that the value of disclosure
is actually higher for investors in these companies.
By exploring these and related questions, we will
attempt to provide a more complete set of facts to
policymakers who are considering whether to scale
disclosure requirements.

EQUITY MARKET STRUCTURE
As noted in the last two years’ Reports on Objectives, the secondary market for U.S.-listed equities
has become dispersed and complex, partly as a
result of the decades-long transition from a market
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structure dominated by manual trading to a market structure characterized primarily by automated
trading.27 The evolution of technologies for generating, routing, and executing orders has enhanced the
speed, capacity, and sophistication of the trading
functions that are available to market participants,28
and trading centers are offering a wide range of
services designed to attract different types of market
participants with varying trading needs.29 In addition,
regulatory actions have also contributed to changes
in equity market structure—for example, Regulation
NMS (adopted in 2005),30 Regulation ATS (adopted
in 1998),31 the Order Handling Rules (adopted in
1996),32 and certain enforcement actions.
In particular, the equity market has evolved significantly since the adoption of Regulation ATS. Regulation ATS addressed the regulatory disparity between
registered national securities exchanges and nonexchange markets at the time. It sought to encourage
market innovation while ensuring basic investor
protections on trading venues meeting the definition
of an alternative trading system (“ATS”).33
Since the adoption of Regulation ATS, ATSs have
emerged as a significant source of liquidity in
national market system (“NMS”) stocks and now
compete with, and operate with similar complexity
and sophistication as, registered national securities
exchanges. Around 35 percent of market volume in
exchange-listed stocks is executed in dark ATSs and
other broker-dealer platforms, rather than on lit
venues like the New York Stock Exchange.34
These dark venues are not currently required to disclose their rules of operation to their customers or the
public, and they typically only provide limited information about how they operate.35 Some recently settled
enforcement actions against ATSs that trade NMS
stocks highlight the lack of disclosure concerning their
operation and the operators’ conflicts of interest.36

8
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On November 18, 2015, the Commission proposed amending Regulation ATS to enhance the
operational transparency of venues that trade listed
equity securities.37 Greater information about the
operation of these venues could allow sophisticated
investors to better compare the trading venues and
determine which venues and order routing products
meet their trading needs. Our Office has monitored
the public comment process and evaluated the
proposal’s potential impact on investors, and we
expect to make a recommendation to the Commission prior to FY 2017. We will continue to advocate
for greater transparency in FY 2017 if the Commission does not finalize its proposal during the current
fiscal year.
In addition to the changes brought about by
Regulation ATS, the equity market has also evolved
significantly in response to Regulation NMS, which
was intended to modernize and strengthen the
regulatory structure of the U.S. equity markets.38
The Commission is evaluating Regulation NMS as
part of a comprehensive review of equity market
structure, and several SROs and market participants
have joined the public discussion regarding reforms
that might benefit investors.
The Commission’s Equity Market Structure Advisory Committee (“EMSAC”), formed in early
2015, has now met several times over the last year
to discuss and debate the structure and operations
of the U.S. equities market.39 Under its charter, the
EMSAC provides advice and recommendations
to the Commission specifically related to equity
market structure issues.40 The EMSAC is currently
considering various potential market structure
reforms involving Regulation NMS,41 including
Rule 610, which relates to the access fees that trading venues can charge to participants, and other
matters concerning self-regulation, market quality,
and customer issues.

Regulation NMS Rule 610—
Recommendation for Access Fee Pilot
The payment model known as “maker-taker”
originated with electronic trading venues in the late
1990s.42 As detailed in a recent Commission staff
white paper, these nascent alternatives to registered
exchanges competed by, among other things, charging low fees while offering fast and fully automated
trading.43 Paying rebates for trading on a venue
provided an additional incentive for traders to use
the venue—it was additional income beyond the
spread between the bid and offer prices.44
Due to competitive pressure over time, many exchanges and non-exchange markets have adopted
similar fee structures to attract order flow incentivized
to provide competitive prices.45 In other words, such
venues typically pay rebates to their members to
encourage them to place resting, or liquidity-providing, orders on their trading systems at the best price. If
an execution occurs, the liquidity-providing “maker”
receives a rebate, and the “taker” that executes
against that resting order pays a fee to the trading
venue which is used to cover the cost of the rebate.46
In part enshrined by Rule 610 of Regulation NMS,
which sets a maximum access fee cap for “takers”
on equity exchanges, this maker-taker fee model has
been the subject of debate over the effects it may
have on market structure, broker routing practices,
and investor interests.47 Some believe the makertaker model is a competitive tool for exchanges and
may, directly or indirectly, provide better prices for
investors. Others believe that it exacerbates conflicts
of interest for brokers who have a legal duty to seek
best execution of their customers’ orders, contributes to market fragmentation and market complexity through the proliferation of new exchange order
types, and undermines price transparency.48
On April 26, 2016, the EMSAC discussed a framework by which the Commission could conduct a
pilot program related to maker-taker access fees on

equity exchanges.49 Following debate, the EMSAC
committed to have one of its subcommittees refine
the framework and, after a public meeting and
vote, to likely recommend that the Commission
move forward with a pilot to gather data on overall
market quality and participant behavior that would
result from a reduction in trading venue access
fee caps for takers of liquidity and, presumably, a
reduction in the corresponding rebates for makers
that submit resting orders.50
During the discussion of the proposal on April 26,
representatives of national securities exchanges suggested that the access fee pilot program should also
test whether a “trade-at” rule could serve investors
by further encouraging the display of limit orders on
exchanges.51 Generally, a “trade-at” rule would prohibit any trading center, including ATSs and internalizing brokers, from executing a trade at the national
best bid or offer (“NBBO”) unless that center was
also displaying that price at the time.52 Such a rule
would, in effect, require dark trading centers to
either provide significant price improvement to the
order or route the order to a venue that was publicly
displaying the NBBO, likely a national securities
exchange in today’s market.53 Proponents suggest
that such a rule would promote pre-trade public
price discovery by preventing the diversion of a significant volume of valuable marketable order flow to
undisplayed trading centers. Opponents suggest that
the varying needs of investors may be better served
with the current level of fragmentation, including
among dark pools, rather than forcing orders to
execute on the public exchanges.
Our Office will review the EMSAC recommendation, if adopted, and will likely support the
implementation of a pilot program. We will carefully consider whether the proposed elements of
the pilot, including a potential trade-at test, will
provide the Commission with the most useful data
for evaluating potential equity market structure
reforms. Ultimately, we will consider whether
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lowering these fees and rebates on a permanent
basis will improve market quality for investors.

institutional customers with regard to how brokerdealers route their order flow.57

Regulation NMS Rules 605 and 606—
Enhancements to Execution Quality and
Order Routing Information
Separately from Rule 610 and access fees, recent
debate over order routing between trading venues has involved a discussion of the limitations of
current Rule 606 of Regulation NMS. Rule 606
requires some public disclosure of broker order
routing practices, but it does not cover the large
orders typically used by institutional investors.54
One way to address this gap would be to amend the
rule to require disclosure of the customer-specific
information that a broker is expected to provide to
each institutional customer on request. While some
brokers already voluntarily provide some of this
information, a rule could ensure that the disclosed
information is useful, reliable, and uniformly available on request to all institutional customers.

In Fiscal Year 2017, the Office of the Investor
Advocate will monitor public comments, review
data, and otherwise assess the various ongoing
initiatives involving equity market structure. We
will evaluate how individual and institutional investors may be affected by various regulatory proposals, including any proposed changes to Rules 605
and 606 under Regulation NMS. We will consider
whether disclosing trade venue routing and the
quality of execution services could adequately
address market complexity, or whether even more
prescriptive measures are needed.

An industry working group, including the Investment Company Institute (“ICI”), the Managed
Funds Association (“MFA”), and the Securities
Industry and Financial Markets Association
(“SIFMA”), has developed a recommended template for the minimum disclosure of order routing
and execution quality information (part of the
related Rule 605 of Regulation NMS) that brokerdealers would provide, upon request, to institutional customers.55 The disclosure template would
provide a broad range of statistical data regarding
the broker’s handling of a specific customer’s
orders, along with the execution quality achieved
by the broker at each venue.
Chair White has asked staff to prepare a recommendation to the Commission for a rule that would
enhance order routing disclosures.56 We understand that the Division of Trading and Markets is
working toward that goal, and that they may soon
recommend amendments to Rules 600 and 606 in
order to standardize and increase transparency for
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MUNICIPAL MARKET REFORM
According to Federal Reserve Board estimates, the
value of outstanding municipal bonds increased
from approximately $3.65 trillion at the end of the
fourth quarter of 2014 to $3.71 trillion at the end
of the fourth quarter of 2015.58 Approximately 41
percent of outstanding municipal bonds were held
directly by individual investors as of December 31,
2015, and another 29 percent were owned indirectly
by retail investors through mutual funds, money
market funds, or closed end funds and exchangetraded funds.59 In its 2015 Fact Book (“MSRB Fact
Book”), the Municipal Securities Rulemaking Board
(“MSRB”) observed that, while the par amount
of customer transactions (purchases and sales) in
municipal securities has steadily decreased every year
since 2011, the same is not true of the number of
customer transactions.60 Also, despite its traditional
characterization as a “buy-and-hold” market, significant secondary market trading occurs in municipal
securities markets.61
As these statistics indicate, municipal securities
continue to be prevalent in individual investor portfolios and may constitute an increasingly important part of investors’ retirement plans. Municipal
securities also provide funding for critical state and
local projects. The growing size and importance of

the municipal securities market vis-à-vis individual
investors makes investor protection and advocacy
in this space necessary. The Office of the Investor
Advocate highlighted municipal market reform as
part of its policy agenda in fiscal years 2015 and
2016 and such reform will remain on the Office’s
Fiscal Year 2017 agenda.62
The Commission’s July 31, 2012, Report on the
Municipal Securities Market (“Municipal Market
Report”) identified disclosure and market structure
as two key areas of concern in municipal markets.63
Since the Municipal Market Report was issued,
some progress has been made to address certain
issues in these areas.64 For example, in the area of
municipal market structure, the Municipal Market
Report recommended the MSRB “consider a rule
that would require municipal bond dealers to seek
‘best execution’ of customer orders for municipal
securities.”65 The MSRB’s best execution rule took
effect on March 21, 2016.66
In Fiscal Year 2017, the Office of the Investor
Advocate will continue to work with Commission
staff and the relevant SROs to encourage municipal securities market reforms designed to benefit
investors. The Office may participate in the public
comment process to help ensure that the interests of
investors are given due consideration and appropriate weight as rules are being considered by both the
Commission and relevant SROs.67 In particular, we
expect to advocate for markup disclosure, greater
pre-trade price transparency, and for reforms to
combat certain problematic practices in the municipal securities market.
Markup Disclosure
A markup is the remuneration received by a dealer
when selling municipal securities as principal to a
customer.68 In general, the markup is the differential
between the prevailing market price of a municipal
security at the time the dealer sells it to the customer and the higher price paid by the customer to the

dealer.69 One study estimated that between 2005
and 2013, excessive markups and markdowns paid
by municipal market investors “likely substantially
exceed[ed] $10 billion.”70
Broker-dealers are required to provide retail
customers with confirmation statements following fixed income transactions.71 However, under
current industry practices, confirmation statements
provided to retail customers typically provide no
more than the price that the customer paid or
received for the fixed income security. As a result,
retail investors seldom receive clear disclosure of a
dealer’s markup or markdown.72 In fact, investors
may not be aware that they pay a markup at all.
The Municipal Market Report recommended that
bond dealers be required to disclose any markup
or markdown information to customers.73 In 2014,
the MSRB and the Financial Industry Regulatory
Authority (“FINRA”) began working to require
such disclosure, and in 2015, they issued for public
comment a second request related to requiring
markup or markdown disclosure.74 The Municipal
Market Report also suggested that the MSRB consider issuing detailed interpretive guidance to assist
bond dealers in establishing the “prevailing market
price.”75 On February 18, 2016, the MSRB issued
a request for comment on its proposed prevailing
market price guidance.
The Office of the Investor Advocate commented
on several MSRB and FINRA proposals during FY
2016. In the coming year, we will continue to monitor municipal market structure initiatives such as
best execution and actively participate in ongoing
rulemaking proposals such as markup or markdown disclosure.
Pre-Trade Price Transparency
Municipal securities market participants have
varying degrees of access to pre-trade pricing information.76 Bond dealers and larger institutional
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investors tend to have greater access while retail
investors and smaller institutional investors may
have access to very little pre-trade information and
generally have limited knowledge or resources to
obtain such information.77 Further, the existence
of so many unique bonds and the decentralized,
over-the-counter dealer market inhibit pre-trade
price transparency by creating an opaque secondary market and making it prohibitively difficult for
retail investors to independently identify participants
interested in buying or selling a municipal security
and the prices they are willing to pay or receive.78
The Municipal Market Report recommended
steps that could be taken to create a level playing
field between individual investors and large institutional investors and ways to disseminate pre-trade
price information to individual investors. Specifically, the Municipal Market Report recommended
the following:
• The Commission could consider amendments to Regulation ATS to require an ATS
with material transaction or dollar volume in
municipal securities to publicly disseminate
its best bid and offer prices and, on a delayed
and non-attributable basis, responses to “bids
wanted” auctions; and
• The MSRB could consider rules requiring a
brokers’ broker with material transaction or
dollar volume in municipal securities to publicly
disseminate the best bid and offer prices on any
electronic network it operates and, on a delayed
and non-attributable basis, responses to “bids
wanted” auctions.79
Problems in the municipal securities market are
often complex and difficult to solve. However, the
lack of pre-trade price transparency may lie at the
root of many issues related to secondary trading
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within the market.80 Thus, in Fiscal Year 2017, we
will monitor Commission and SRO efforts with
respect to pre-trade price transparency. We will continue to explore ways to improve pre-trade transparency and make recommendations as appropriate.
Problematic Practices
In October 2015, the MSRB identified three areas
of particular concern to investors in municipal securities markets—timeliness of continuing disclosures,
lack of bank loan disclosures, and trades below
the minimum denomination.81 The Office of the
Investor Advocate briefly discussed these problematic practices within our most recent Report on
Activities,82 and we will continue to assess potential
solutions during FY 2017.
Problematic practices within each of these areas
may have adverse effects on retail investors in
municipal market securities. For example, a
municipality’s debt-like obligations such as bank
loans may be a very important factor for an investor
who is deciding whether to invest in the bonds of
that municipality, but bank loans are rarely disclosed
to investors or the disclosure is delayed.83 In addition, municipal bonds may trade below minimum
denomination thresholds to the detriment of investors.84 Minimum denominations are established to
help ensure that higher risk municipal securities are
sold only to those investors who are able to make
larger investments and bear the associated risk.
Sometimes, investors may hold below minimum
denomination positions for legitimate reasons,
including, for example, call provisions allowing
calls in amounts below the minimum denomination, investment advisers splitting positions among
several clients, death, and divorce.85 However, some
minimum denominations may be created in violation of the acceptable threshold amount, and several
municipal securities dealers have been sanctioned for
this practice in recent years.86

Since identifying these potentially problematic
practices, the MSRB has begun to address them.
Specifically, on March 28, 2016, the MSRB published a Regulatory Notice requesting comment on
a concept proposal relating to disclosure of bank
loan information.87 In addition, on April 7, 2016,
the MSRB published a Regulatory Notice requesting comment on an amendment to MSRB Rule
G-15(f) on minimum denominations.88 The Office
of the Investor Advocate generally supports reforms
of this nature, and we will continue to participate
in the public dialogue surrounding these topics.

ACCOUNTING AND AUDITING
High-quality financial reporting is critically important to investors for their investment and voting
decisions. It is therefore important for the Office
of the Investor Advocate to track accounting and
auditing issues, to give a voice to the needs of investors in the policymaking process, and to encourage
investors themselves to express their views.
In the coming fiscal year, we will be monitoring
issues involving audit committee disclosures, the
auditor’s report, the Financial Accounting Standards Board (“FASB”) approach to materiality, and
the overuse of non-GAAP measures.
Audit Committee Disclosures and the
Auditor’s Report
On July 1, 2015, the Commission published a
concept release on audit committee disclosures,
focusing on the committee’s oversight of independent auditors.89 The concept release invited public
comments on whether audit committee disclosures
should provide more insight into the information
the audit committee used and the factors it considered in overseeing the independent auditor. This
includes considerations related to the process for
appointing or retaining the auditor and the qualifications of the auditor and certain members of the
engagement team. Commission staff is currently
evaluating the comment letters received, which
numbered more than 100.

On May 11, 2016, the Public Company Accounting
Oversight Board (“PCAOB”) voted to re-propose
for public comment the audit reporting standard,90
originally proposed in 2013.91 The PCAOB stated
that its goal is to make the auditor’s report more
informative to investors and other financial statement users.92 Among other things, the proposal
calls for an expansion of the auditor’s report to
include a discussion of critical accounting matters.
Both the audit committee report and the auditor’s
report are critical to the framework of financial
reporting. Enhancements to either report would be
of major significance to investors.
FASB and the Materiality Standard
In September 2015, FASB issued a pair of proposals related to materiality that have generated a
high level of controversy among some investors.93
The first of FASB’s twin proposals would apply
to the conceptual framework that FASB uses as a
guide in its own decision-making process.94 This
proposal, according to FASB, would clarify that the
concept of materiality was not intended to conflict
with the legal definition.95 The second proposal
was an Accounting Standards Update that FASB
said was intended to clarify how companies and
not-for-profit entities consider materiality in notes
to the financial statements.96
According to FASB, the amendments are not
intended to change any specific disclosure requirements, but will help entities omit non-material
disclosures and focus instead on relevant, material
information.97 However, despite these assurances,
several investors and interested parties have
expressed concerns that the changes would allow
issuers to reduce their level of financial reporting
and their transparency to investors. The SEC
Investor Advisory Committee weighed in with a
letter to FASB expressing its concerns.98
FASB officials have indicated that they will hold a
public roundtable later this year before making any
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further decisions on the twin proposals. Our Office
will monitor developments closely and prepare to
advocate for the best interest of investors as these
proposals are considered.
Overuse of Non-GAAP Measures
In the past half-year, senior officials of the Commission have expressed concern over issuers’ increasing
use of non-GAAP measures. For example, in March
2016, SEC Chief Accountant James V. Schnurr stated:
The SEC staff has observed a significant and,
in some respects, troubling increase over the
past few years in the use of, and nature of
adjustments within, non-GAAP measures by
companies as well [as the] prominence that
the analysts and media have accorded such
measures when reporting on the results of
the companies they cover.99
The Chief Accountant urged corporate management and audit committees to increase their focus
on the issue—going beyond determinations of
compliance to include “probing questions on why,
in contrast to the GAAP measure, the non-GAAP
measure is an appropriate way to measure the company’s performance and is useful to investors.”100
Chair White, in a keynote speech to the 2015
American Institute of CPAs (“AICPA”) National
Conference, suggested what some of those probing
questions should be:
Why are you using the non-GAAP measure,
and how does it provide investors with useful
information? Are you giving non-GAAP
measures no greater prominence than the
GAAP measures, as required under the rules?
Are your explanations of how you are using
the non-GAAP measures—and why they
are useful for your investors—accurate and
complete, drafted without boilerplate? Are
there appropriate controls over the calculation of non-GAAP measures?101
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SEC Commissioner Kara M. Stein has also called
attention to the increasing use of non-GAAP measures
in communications to investors, such as earnings
releases and the management discussion and analysis
(“MD&A”) sections of annual reports, which fall
outside of the financial statements themselves. Commissioner Stein noted that the trend to make customized adjustments to GAAP financial measures has
been termed “earnings before bad stuff.”102
Commission staff have demonstrated a heightened awareness of this issue. According to Chief
Accountant Schnurr, staff from the Division of
Corporation Finance regularly issue comments on
this issue and will be vigilant in reviewing the use of
such measures going forward.103 SEC Deputy Chief
Accountant Wesley R. Bricker reiterated that point
in a speech on May 5, 2016. He stated that if companies “present adjusted revenue, you will likely get
a comment; moreover, you can expect the staff to
look closely, and skeptically, at the explanation as
to why the revenue adjustment is appropriate.”104
In short, it appears that staff is prepared to address the
excessive use of non-GAAP metrics through enhanced
oversight. We will continue to follow this issue closely,
and in particular, we will consider whether rulemaking is needed to clarify the law or enhance the Commission’s ability to deter abusive practices.

CORPORATE GOVERNANCE
In the coming year, we will consider issues involving shareholder rights and corporate governance.
We will look for ways to remove any obstacles to
shareholders in voting proxies and to protect shareholder rights in submitting and voting on shareholder proposals. We will also consider whether
proposed changes to exchange listing standards
adequately protect the interests of public shareholders, including those that require listed companies to
provide shareholders a voice in corporate actions
that significantly impact their interests.

Universal Ballots
In a contested board election, a slate of candidates
backed by the company’s current management is
challenged by a slate of candidates backed by one
or more shareholder proponents (sometimes called
dissidents). Shareholders voting in person are able
to choose from among candidates on both slates.105
Shareholders voting by proxy, however, generally
face a binary, either-or choice: they can vote either
for the entire slate of management candidates, or
for the entire slate of proponent candidates, but
they cannot freely mix and match candidates from
both slates.106
This result flows from what Commissioner Stein
has described as “the strange confluence of federal
and state law.”107 State law generally provides that
any new proxy will revoke any previously given
proxy. Thus, if a shareholder submits more than
one proxy, only the last one is given effect.108 This
precludes a shareholder from sending in two proxies as a way of voting for a combination of management and dissident nominees.109 Theoretically,
if the names of nominees from the opposing slates
all appeared on a single “universal” proxy ballot,
shareholders could freely pick candidates from
both management and proponents slates.110 Federal
proxy rules, however, do not require the use of a
universal proxy ballot.
Other rules present significant practical barriers
to the use of a universal proxy ballot. Under what
is called the bona fide nominee rule, a proxy card
can list only the names of those director nominees
who have consented to having their names appear
on that particular proxy card and who have agreed
to serve if elected.111 Almost without exception,
candidates withhold that consent for their names to
appear on the opposing proxy card.112
If the proponents put forward a minority slate, or
short slate, rather than seeking majority control of
the board, they can round out their slate with some

of the management nominees. (The proponents’
proxy card identifies the management candidates
whom the proponents will not vote for, thus implying
that they will vote for the rest of management’s slate
without actually naming them.) In this case, however,
a shareholder voting for the proponents’ proxy card
does not freely pick which management nominees
to support. Instead, it is the proponent who decides
which management nominees the shareholders using
the proponent card must support.113
To address this issue, some advocates have called
for the Commission to engage in rulemaking to
facilitate universal proxies in which all candidates
from both the management and proponent sides
appear on a single ballot.114 In 2013, for example,
the Investor Advisory Committee recommended
that the Commission explore changes to the proxy
rules that would give proxy contestants the option,
but not the obligation, to use universal ballots in
connection with short slate director nominations.115
In January 2014, the Council of Institutional Investors submitted a rulemaking petition requesting
that the Commission facilitate the use of universal
proxy cards in contested elections.116
To explore these issues in greater depth, the Commission held a Proxy Voting Roundtable in February 2015.117 Then, in a speech on June 25, 2015,118
Chair White stated that she had asked the staff to
bring appropriate rulemaking recommendations
before the Commission on universal proxy ballots.119
In Fiscal Year 2017, we will continue to study this
issue and monitor relevant developments at the
Commission. We will advocate for improvements
to the voting process that will more effectively serve
the needs of shareholders.
Shareholder Proposals
Exchange Act Rule 14a-8 allows a shareholder
who holds voting shares worth at least $2,000 (or
one percent of the voting shares, whichever is less)
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to submit a proposal for a vote of the other shareholders using the company’s proxy statement.120
The proposal may recommend or require the
company to take a certain course of action.121 The
company is required to include such a proposal in
the company’s proxy materials unless the company
demonstrates to the Commission that it is entitled
to exclude the proposal for one of the procedural
or substantive reasons set forth in the rule.122 Every
year, Commission staff receive approximately 300
to 400 requests for assurance that the Commission
will take no enforcement action against a company
if the company were to exclude a shareholder proposal under one of the exceptions in Rule 14a-8.123
Our Office follows developments during each
proxy season, especially if issues arise that substantively affect the rights of shareholders. One such
issue arose in 2014 in connection with Exchange
Act Rule 14a-8(i)(9), which allows a company to
exclude a shareholder proposal that “directly conflicts” with one of the company’s own proposals.124
A review of the issues surrounding the use of this
exclusion eventually led the Division of Corporation Finance, on October 22, 2015, to issue Staff
Legal Bulletin No. 14H,125 and we believe the SLB
has significantly enhanced shareholder rights.
During FY 2017, we will continue to monitor
developments in shareholder proposals and make
recommendations as appropriate.
Exchange Listing Standards Regarding
Shareholder Approval
The Exchange Act requires, in relevant part, that
the rules of a national securities exchange be
designed, in general, to protect investors and the
public interest.126 Accordingly, the original listing
standards of an exchange for a public company
should be designed to protect financial markets and
the investing public. For a new issuer, listing on an
exchange provides an environment that, in comparison to being quoted in over-the-counter markets
or remaining privately held, offers the potential for
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enhanced liquidity, transparency, and oversight for
the issuer’s equity security. These benefits also flow
to investors. Thus, we generally support efforts
to help companies become or remain listed on
exchanges under appropriate circumstances.
The development and enforcement of adequate
standards governing the initial listing and maintenance of listing of securities is an activity of critical
importance to financial markets and the investing
public.127 Listing standards serve as a means for a
marketplace to screen issuers and to provide listed
status only to bona fide companies with sufficient
float, investor base, and trading interest to maintain
fair and orderly markets.128 In addition to those
quantitative standards, qualitative requirements,
such as audit committees, independent director
oversight of executive compensation, a mandatory
code of conduct, shareholder meetings (including
proxy solicitation and quorum), review of related
party transactions, shareholder approval (including
voting rights), and disclosure policies should be
designed to help ensure that companies trading
on a national securities exchange will adequately
protect the interests of public shareholders.129
Among the qualitative listing standards, exchangelisted companies are generally required to obtain
shareholder approval prior to certain corporate
actions, such as the issuance of additional shares
under certain circumstances. For example, the current shareholder approval rules for the NASDAQ
Stock Market (“NASDAQ”) generally require
companies to obtain approval from shareholders prior to issuing securities in connection with
certain acquisitions, equity-based compensation
plans, changes of control, and certain private
placements.130 Our Office has become concerned
about a potential “race to the bottom” by the
exchanges, whereby they lower either quantitative
or qualitative listing standards in order to attract
more companies to list with them, potentially to the
detriment of the market and shareholders.

In particular, we have observed several troubling
signs with respect to qualitative listing standards
that would otherwise require shareholder approval
for certain corporate actions. Recent proposals
by the New York Stock Exchange (“NYSE”) and
NASDAQ suggest that this crucial shareholder
protection could be threatened.
In May 2015, the NYSE proposed to exempt
certain early stage companies from a requirement
to seek shareholder approval before issuing up to
20 percent of outstanding shares to certain related
parties, provided that the company’s audit committee or a comparable board committee approves the
transaction.131 Our Office opposed the proposed
rule change because, in our view, it was yet another
incremental step in a more disturbing trend.132
However, the Commission ultimately approved the
rule in December 2015, in part because NASDAQ’s
own listing standards already presented a lower
standard.133
In November 2015, NASDAQ issued a request for
comment broadly asking whether its shareholder
approval rules continue to serve their original
shareholder protection purpose and otherwise still
‘make sense’ given the evolution in the capital markets and securities laws since the rules’ adoption in
1990.134 In February 2016, our Office submitted a
comment letter arguing that shareholder approval
constitutes an important element in the corporate
governance framework that helps protect investors
and builds trust in markets and that any reduction
or elimination of shareholder approval requirements could have a significant negative impact on
investor protections.135 We expressed concern that
board or independent committee approval may not
be an effective substitute for approval by shareholders, whose interests are directly impacted by
economic and ownership dilution, and that lowering NASDAQ’s qualitative listing standards could
exacerbate the “race to the bottom.”

We continue to review historical patterns in the
rulemakings of the other exchanges and the behavior of market participants under those rules, but
our research of NYSE rulemakings suggests that
the listing standards of the NYSE have gradually
deteriorated since 2005, particularly with respect
to their quantitative listing standards, but also with
respect to some qualitative standards.136 In several
instances where the NYSE sought to lower its
qualitative standards, including the aforementioned
proposal to remove the requirement for shareholder
approval, the NYSE justified the change by noting the competitive advantage enjoyed by other
exchanges with different standards.137
In Fiscal Year 2017, the Office of the Investor
Advocate intends to continue reviewing changes
to the listing standards of the national securities
exchanges, particularly those that would further
deteriorate the rights of shareholders to approve
corporate actions that significantly impact their
financial interests.

FUND FEES AND EXPENSES
United States-registered investment companies
(including open-end mutual funds, exchange-traded
funds, closed-end funds, and unit investment trusts)
managed more than $18 trillion in assets at the end
of calendar year 2015.138 Those assets under management include some of the investments of more
than 90 million U.S. retail investors.139 Mutual
funds remain popular among households—retail
investors held approximately 89 percent of the
nearly $16 trillion of mutual fund assets at the end
of 2015.140 Exchange-traded funds accounted for
approximately $2.1 trillion assets under management by the end of 2015.141
While there are fees and expenses associated with
all of these assets under management, some investors may not necessarily understand the amount
they are paying, what exactly they are paying for,
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nor the impact of costs on the long-term value of
their investments. Some of these costs relate directly
to the management and operation of the funds
themselves. In addition, to the extent that investors engage financial intermediaries, there may also
be layers of fees that investors pay to compensate
investment advisers, brokers, or other financial professionals for the services they provide.142 We intend
to take a closer look at fund fees and expenses in
Fiscal Year 2017 and consider ways to improve
investor understanding of those costs and their
cumulative impact on fund holdings.
Fees and Expenses for Management and
Operation of Funds
As an initial observation, we believe that the Commission should explore different approaches to
further enhance mutual fund cost disclosures. For
purposes of this discussion, several resources are
particularly insightful, including the SEC’s Division
of Investment Management staff guidance on fund
distribution and sub-accounting fees, the IAC’s
mutual fund cost disclosure recommendation, and
recently-published research on fund fees.
Division of Investment Management
Staff Guidance
In January 2016, the Division of Investment Management published a staff guidance update (“Staff
Guidance”) on registered open-end investment
company (“mutual fund” or “fund”) distribution
and sub-accounting fees.143 While the Staff Guidance is more directly geared toward mutual fund
boards of directors, we believe that it is relevant to
individual investors as well. For example, the Staff
Guidance recognizes that “[m]utual fund fees have a
direct impact on investor returns” and that “because
investors may evaluate funds based on the specific
level of 12b-1, management, and other fees, potential mischaracterization of fees may lead them to
invest in funds that they would not otherwise have
selected.”144 This is no less true for individual investors than it is for institutional investors.
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A particular focus of the Staff Guidance is rule 12b-1
under the Investment Company Act of 1940 (“1940
Act”).145 Section 12(b) of the 1940 Act and rule
12b-1 thereunder limit the ability of funds to use
fund assets to pay for distribution of fund shares.146
Generally, rule 12b-1 prohibits mutual funds from
engaging, directly or indirectly, in financing any
activity which is primarily intended to result in the
sale of fund shares, except pursuant to a so-called
“12b-1 plan.”147 The Staff Guidance addresses the
possibility of potential mischaracterization of 12b-1
and other fund fees, as well as the potential for the
inappropriate use of fund assets to pay for distribution-related activities outside of a rule 12b-1 plan.148
We share this concern and believe that investors
should be able to rely on the accuracy of 12b-1 and
other fund fee disclosures associated with any funds
they own or are evaluating.149
Investor Advisory Committee
Recommendation on Mutual Fund
Cost Disclosure
On April 14, 2016, the IAC recommended that
the Commission “explore ways to improve mutual
fund cost disclosures” with the goal of enhancing investors’ understanding of the actual costs
they bear when investing in mutual funds and
the impact of those costs on total accumulations
over the life of their investments.150 In making this
recommendation, the IAC suggested that, in the
short-term, “the best way to make investors more
conscious of costs” would be “through standardized disclosure of actual dollar amount costs on
customer account statements.”151 The IAC also
encouraged the Commission, “as part of a longer
term effort to improve disclosures,” to “explore
ways to provide context for cost information in
order to improve investor understanding of the
impact of those costs.”152
Among other things, the IAC mutual fund cost
disclosure recommendation also encouraged the
Commission “to test various approaches to deter-

mine which are the most effective in informing investors of the costs of their own funds, or funds they are
considering purchasing, and the long-term impact of
those costs.”153 In his prepared remarks at that IAC
meeting, SEC Commissioner Michael S. Piwowar
voiced his support for a “robust investor testing program that examines the efficacy of various mutual
fund cost disclosures.”154 We concur. Moreover, we
expect to be actively involved in such investor testing
in Fiscal Year 2017.
Study on Mutual Funds and
Exchange-Traded Funds
On April 26, 2016, Morningstar published
research indicating that, while average fund costs
continued to decline in 2015, investors were not
necessarily paying less in fund fees and expenses.155
This Morningstar study of open-end mutual funds
and ETFs found that the asset-weighted average
expense ratio across funds (excluding money market funds and funds of funds) was 0.61 percent
in 2015, compared with 0.64 percent in 2014
and 0.73 percent five years ago.156 Based on the
research, the trend toward lower fund fees appears
to be driven by investor demand for relatively
cheaper passive funds (e.g., index funds and ETFs)
as well as strong inflows into institutional share
classes, which tend to charge lower fees.157
Despite this trend, the Morningstar study concluded
that “lower average fund expenses do not necessarily mean investors are paying less for their investments overall.”158 The reason for this, according to
the study, is that the strong inflows into institutional
share classes have come through retirement platforms
and to ETFs via fee-only advisers.159 The Morningstar study also emphasized that, because those
channels “typically levy another layer of fees in addition to the cost of owning funds,” investors “need
to consider their total cost of investing.”160 Indeed,
such adviser and retirement platform expenses have
become “an increasingly important cost component”
as investors “migrate toward investment services and
products with these fee structures.”161

It would seem that, even as fund fees continue to
trend downward, investors are not necessarily
receiving the full benefit of lower fund expenses.
This is reason for concern. At the same time, we recognize that many individual investors derive value
from professional financial advice and the advisory
services that financial intermediaries provide, particularly where those investors lack the time, expertise,
or inclination to attempt investing on their own.
The Potential Impact of Fund Fees and
Expenses on an Investment Portfolio
Not all investors are aware of how they bear the
costs of running the funds in which they invest. For
example, certain transactions in a fund, such as
buying, selling, or exchanging mutual fund shares,
involve costs commonly known as “shareholder
fees.”162 In addition, a mutual fund has ongoing
“operating costs” such as marketing and distribution expenses, investment advisory fees for managing the fund’s holdings, as well as custodial, transfer
agency, legal, accounting, and other administrative
expenses.163 Although these fees and expenses may
not be listed as specific line items on a mutual fund
investor’s account statement, in reality, investors
pay them indirectly because they are built into the
calculation of the value of each fund share. Consequently, these fees and expenses can have a substantial impact on investment value over time.164
While fees and expenses may vary depending on
the nature of the fund and its investment strategy,
generally, a fund with high costs must perform
better than a low-cost fund to generate the same
returns.165 Even minor differences in fees from one
fund to another can add up to substantial differences in investment returns over time.166
The following graph illustrates this concept.167 It
shows a hypothetical investment portfolio with a
4 percent annual return over 20 years when the
investment either has an ongoing fee of 0.25, 0.50 or
1 percent. Notice how the fees affect the investment
portfolio over a 20-year period.
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Portfolio Value From Investing $100,000 Over 20 Years

• The blue line represents the investment portfolio
of a hypothetical mutual fund that does not
charge shareholder fees, produces a 4 percent
annual return over 20 years, and has annual
operating expenses of 0.25 percent (i.e., $25 for
every $10,000 invested) during that period. If
you invested $100,000 in this fund, then after 20
years your investment portfolio would be worth
approximately $208,000.168
• The orange line represents the investment
portfolio of a hypothetical mutual fund that
does not charge shareholder fees, produces a
4 percent return over 20 years, and has annual
operating expenses of 0.50 percent (i.e., $50 for
every $10,000 invested) during that period. If
you invested $100,000 in this fund, then after
20 years your investment portfolio would be
worth approximately $198,000. The fees and
expenses would have consumed about $10,000
more of your investment portfolio over that time,
compared to the hypothetical mutual fund with
annual operating expenses of 0.25 percent.169
• The green line represents the investment portfolio
of a mutual fund that does not charge shareholder
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fees, produces a 4 percent return over 20 years,
and has annual operating expenses of 1.00
percent (i.e., $100 for every $10,000 invested)
during that period. If you invested $100,000 in
this fund, then after 20 years your investment
portfolio would be worth approximately
$179,000. The fees and expenses would
have consumed nearly $30,000 more of your
investment portfolio over that time, compared
to the hypothetical mutual fund with annual
operating expenses of 0.25 percent.170
The more an investor pays in fees and expenses, the
less money remains in the investment portfolio. 171
Both shareholder fees and operating costs reduce
the overall amount invested in a fund.172 Moreover,
as the preceding chart illustrates, fund fees and
expenses have a compounding effect over time and
will erode the fund’s investment returns.173
Ongoing fees not only reduce the investment balance of the fund holding over time, but they also
result in an indirect opportunity cost equal to what
an investor would have earned had the investor
not had to pay those fees.174 The following graph
illustrates the impact of a 1 percent ongoing cost

Illustration of Ongoing Fees Over 20 Years

on a hypothetical $100,000 investment portfolio
that grows 4 percent annually over a period of 20
years. The graph also shows the opportunity cost
of the ongoing fee.175
A mutual fund is required to disclose its shareholder
fees and operating expenses in its prospectus using
a standardized fee table.176 The “Shareholder Fees”
section of the standardized fee table lists some or all
of the following items: sales loads; redemption fee;
exchange fee; account fee; and purchase fee.177 The
“Annual Fund Operating Expenses” section of the
standardized fee table lists some or all of the following items: management fees; distribution [and/
or service] (12b-1) fees; other expenses; and total
annual fund operating expenses.178
Some mutual funds identify themselves as
“no-load” funds.179 However, this nomenclature
can be confusing. Although a no-load fund does
not charge a sales fee (commonly called a sales
load), it may charge other kinds of expenses that
are not designated as sales loads.180 For example, a
no-load fund is permitted to charge purchase fees,
redemption fees, exchange fees, and account fees,
none of which is considered a sales load.181

As the IAC noted in its recommendation on mutual
fund cost disclosure, some of the labels for the
sales charges disclosed in the fee table “are likely to
be confusing to financially unsophisticated investors.”182 The IAC recommendation suggested that
simplifying the disclosures could lead to better
investor understanding—for example, definitions or
brief descriptions of the fees and charges “should be
provided when the label or heading itself does not
clearly indicate or imply the purpose of the fees.”183
Certain Fund-Related Financial
Intermediary Fees
The Staff Guidance also addressed certain financial
intermediary fees.184 For example, a recent SEC
sweep examination of several mutual fund complexes,
investment advisers, broker-dealers, and transfer
agents raised some issues with respect to certain
mutual fund payments to financial intermediaries that
provide shareholder and recordkeeping services for
specific mutual fund shares or classes of shares held
through omnibus and networked accounts.185 These
exams, which were a joint initiative among the SEC’s
Office of Compliance Inspections and Examinations
and various other Commission offices and divisions,
studied, among other things, the payment of fees to
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financial intermediaries characterized as non-distribution related sub-transfer agent, administrative, subaccounting, and other shareholder servicing fees (collectively, “sub-accounting fees”). One of the concerns
is that many investors do not understand fully the
array of potential fees associated with their investment
or retirement accounts, many of which hold funds.
We believe that individual investors should be
aware—or should be made aware—of the different types and layers of intermediary fees associated
with the management, operation, and custody of
their investment or retirement accounts. These may
include management fees, custodial fees, transaction
fees, and commissions, among a whole spectrum of
other potential expenses. In Fiscal Year 2017, we
will explore ways to improve these disclosures.
Omnibus and Networked Accounts
The use of “omnibus” accounts by broker-dealers
and other financial intermediaries has proliferated
in recent years.186 An omnibus account is a master
account that aggregates the subaccounts of multiple
investors.187 There are different varieties of omnibus
accounts. For example, a financial institution may
establish an omnibus account to aggregate all individual investor accounts that have selected the same
dividend reinvestment option;188 another omnibus
account may be established for a single retirement
plan;189 and yet another omnibus account may
represent the subaccounts of a variety of investor
account types, including individual investors, retirement plans, and other pooled accounts.190
Generally, an omnibus account is opened on the
records of the mutual fund in the name of the
intermediary.191 The intermediary aggregates trade
activity for the subaccounts in the omnibus account
and usually sends a single trade (representing the
net of all purchases and redemptions of the subaccounts) to the fund transfer agent each day.192 As
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such, the fund complex typically does not possess
any information identifying or otherwise connected
to the beneficial owners of the subaccounts.193
Given that a single omnibus account held by a
fund’s transfer agent represents the share balance
of multiple beneficial investors being serviced by
an intermediary, an omnibus account may help
reduce the administrative burdens of recordkeeping
and other services that transfer agents traditionally
provide to fund investors.194 In this case, the financial
intermediary may perform many of the usual transfer agent services for fund investors whose shares
are held in an omnibus account, in addition to other
services they may provide to shareholders.195 It is not
unusual for mutual funds or their service providers
to enter into arrangements with financial intermediaries to compensate them for these services—sometimes known as “sub-accounting” arrangements.196
Fee structures for the provision of these services
may vary; some of these fees may be paid out of
mutual fund assets (e.g., pursuant to a 12b-1 plan or
through non-12b-1 shareholder service fees), or by
a fund’s investment adviser, by a fund’s distributor
or transfer agent or other service provider, or by any
combination of these.197
By contrast, an individual “networked” account,
which is a common type of individual account, is an
account that is opened and controlled by the brokerdealer exclusively (i.e., the broker-dealer generally
provides all shareholder services).198 An individual
networked account typically is registered on the fund
transfer agent’s books in the broker-dealer firm’s
name FBO—“for the benefit of”—the individual
broker-dealer customer.199 As a result, in addition to
commissions, a broker-dealer may charge a slew
of other fees, for example, for account maintenance,
account transfer, failure to maintain a minimum
account balance, wire transfer, and other fees.200
These fees may not be obvious to individual investors.

Shareholder Servicing Arrangements
A financial intermediary may receive compensation
for providing shareholder services such as processing purchase, redemption, or exchange orders;
managing account maintenance tasks; responding
to investor inquiries; furnishing investor statements
and tax reporting; and delivering the required mailings.201 These so-called “alternative shareholder
servicing arrangements” may include networking
agreements with broker-dealers, sub-transfer agent
agreements with financial institutions and recordkeepers, and third-party mutual fund supermarket
arrangements.202 In certain contexts such as retirement plans, these arrangements involve services
that may benefit investors indirectly, but the retirement beneficiary may be unaware of the services
rendered or even the reason they may be required.
For example, retirement plan recordkeepers usually
provide the participant level accounting of activity and positions, as well as conduct the account
processing, maintenance, and servicing activities.
To the extent a financial intermediary assumes
responsibility for shareholder servicing activities with respect to retirement plans, the financial
intermediary may be compensated in the form of
a sub-transfer agent fee, networking fees paid to
broker-dealers, 12b-1 fees, or as other types of fees
under a separate agreement with the fund and/or
its affiliates.203 It is unlikely that many individual
investors are aware of these multiple layers of fees.
Under some circumstances, the fund distributor may
pay the financial intermediary an upfront fee known
as a “finder’s fee.”204 This may occur when all sales
charges are waived for a very large order because
the dollar value meets or exceeds the fund’s highest threshold amount for reducing sales charges.205
In such a case, where the shareholder pays no sales
charge due to the large size of the order, the finder’s

fee is paid to compensate the financial intermediary
for generating the large value trade.206
Financial intermediaries may be compensated in
other ways as well. For example, some fund distributors may have incentive programs for certain
of their distribution partners to compensate them
for providing education to registered representatives
and additional marketing to potential investors—
a practice known as “revenue sharing.”207 Other
compensation may take the form of “shelf space” or
“access” fees that encourage sellers to carry the fund
product as part of their product offerings to potential customers by offering these incentive fees.208
Moreover, for load as opposed to no-load funds,
investors may pay sales charges in the form of a
one-time fee at the time of purchase—known as
a “front-end load”—to financial intermediaries,
typically broker-dealers, as part of the purchase of
fund shares.209 Alternatively, investors in load funds
may pay sales charges in installments through 12b-1
fees (sometimes called a “contingent deferred sales
charge”) that decline over time and disappear after
several years.210
Generally, it is the intermediary who determines
which account structure to use to support its mutual
fund-related business. Some investment advisers and
broker-dealers tend to use individual networked
accounts, while omnibus accounts are used by all
types of intermediaries.211 Most fund complexes
work with a variety of intermediaries and should be
prepared to support the different types of account
structures favored by their specific intermediary
partners.212 Regardless of the type of account structure employed, we believe that financial intermediaries should disclose to the funds—and to investors—precisely how they are compensated.
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OMBUDSMAN’S REPORT

ESTABLISHING A FOUNDATION
FOR MEANINGFUL SERVICE
Under Section 919D of the Dodd-Frank Act, as
codified in Exchange Act Section 4(g)(8), 15 U.S.C.
§ 78d(g)(8), the Ombudsman shall: (i) act as a liaison between the Commission and any retail investor in resolving problems that retail investors may
have with the Commission or with self-regulatory
organizations; (ii) review and make recommendations regarding policies and procedures to encourage persons to present questions to the Investor
Advocate regarding compliance with the securities
laws; and (iii) establish safeguards to maintain the
confidentiality of communications between investors and the Ombudsman.213
The Ombudsman is also required to “submit a
semi-annual report to the Investor Advocate that
describes the activities and evaluates the effectiveness of the Ombudsman during the preceding year”
(the “Ombudsman’s Report”).214 The Ombudsman’s Report must be included in the semi-annual
reports submitted by the Investor Advocate to
Congress. To maintain reporting continuity going
forward, the Ombudsman’s Report included in the
Investor Advocate’s June 30 Report on Objectives
will provide a look back on the Ombudsman’s
activities during the first half of the fiscal year and
discuss the objectives of the Ombudsman for the
following fiscal year. The Ombudsman’s Report
included in the Investor Advocate’s December 31
Report on Activities will provide a look back on
the Ombudsman’s activities during the full preced-

ing fiscal year. Accordingly, this report describes
the Ombudsman’s activities from October 1, 2015
through March 31, 2016
(the “Reporting Period”) and
provides a discussion of the
Ombudsman’s primary objectives and outlook for Fiscal
Year 2017, beginning October 1, 2016.
During the Reporting Period,
the Ombudsman215 continued
to build the foundational
infrastructure and procedures necessary to support
the ombudsman function by:
• Establishing and piloting policies and
procedures for staff review of and response to
investor correspondence;
• Updating existing Ombudsman policies and
procedures to reflect changes implemented to
maximize efficient service to those seeking staff
assistance, maintain and safeguard records,
and minimize foreseeable challenges related to
staffing limitations and reporting obligations;
• Refining issue tracking categories and
recordkeeping to enhance the analysis,
handling, and reporting of retail investor
concerns and to formulate the basis for tailored
recommendations to effectively address retail
investor concerns;
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• Working directly with the SEC’s Office of Information Technology and a technology contractor
to create an integrated electronic platform for
inquiry management, data collection, reporting,
and recordkeeping available only to the
Ombudsman and authorized staff;
• Establishing and testing dedicated pathways
for the exchange of electronic correspondence
through the Ombudsman’s electronic platform
currently under development; and,
• Identifying specialized training opportunities
for staff members to enhance their dispute
resolution knowledge and expertise.

OUTREACH AND ENGAGEMENT
The Ombudsman is required to review and make
recommendations regarding policies and procedures to encourage persons to present questions
to the Investor Advocate regarding compliance
with the securities laws. To achieve this objective,
the Ombudsman must be known, approachable,
and accessible to all stakeholders, including retail
investors, financial services industry participants,
and SEC staff at all levels. In this context, sharing
information about the role within and outside the
SEC is central to the Ombudsman’s effectiveness.
During the Reporting Period, the Ombudsman
continued to seek out opportunities to increase
awareness and elevate the visibility of the position
through participation in various events within the
dispute resolution and securities industries, as well
as leadership events targeting a broader group of
business leaders and professionals. The Ombudsman also personally met with SEC division and
office directors and senior staff to facilitate ongoing
working relationships and enhance the Ombudsman’s effectiveness as a liaison for investors raising
questions or concerns about the SEC and the SROs
the agency oversees.
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While the day-to-day focus remained primarily
on foundational policies, procedures, and systems
required to meet the needs of investors and others
seeking assistance, the Ombudsman identified
strategies to continue and strengthen relationships with SROs, investors, and other interested
persons and stakeholders. In Fiscal Year 2017,
as we shift from manual recordkeeping systems
to an electronic platform, the Ombudsman plans
to restructure staff resources and responsibilities to accommodate additional outreach efforts,
including regular in-person meetings with key SEC
staff, investor-focused speaking engagements, and
continued participation in securities and dispute
resolution industry conferences and events.
Law School Clinic Outreach Program
In recent semesters, the Office of the Investor
Advocate benefited from SEC law student externs
assigned to the office who participated in investor
protection, securities law, and arbitration clinics at
their respective law schools. Working directly with
the Investor Advocate, the Ombudsman and an
Office of the Investor Advocate senior counsel
began developing a framework for an outreach
program to inform law schools with investor
protection, securities law, and arbitration clinics
of the work of the office. We plan to work directly
with clinic professors and students to engage investors and offer information on policies and dispute
resolution issues directly impacting investors, offer
law school clinics and law student participants the
opportunity to hear directly from and work with
Office of the Investor Advocate staff through guest
lectures, workshops, and seminars, and create an
additional path for investors and law students to
provide the Investor Advocate and Ombudsman
with direct feedback and formal comments on
Commission rulemakings and policy.

OMBUDSMAN STANDARDS
OF PRACTICE
Any retail investor with an issue or concern related
to the SEC or an SRO subject to SEC oversight
may contact the Ombudsman. The Ombudsman
is available to identify existing SEC options and
resources to address issues or concerns, and to explore informal, objective steps to address issues that
may fall outside of the agency’s existing inquiry and
complaint processes. Similar to ombudsmen at other
federal agencies, the Ombudsman follows three core
standards of practice:
Confidentiality
The Ombudsman has established safeguards to
protect confidentiality, including a separate email
address, dedicated telephone and fax lines, and secure
file storage. The Ombudsman will not disclose information provided by a person in confidence, including
identity, unless expressly authorized by the person
to do so, or if required by law or other exigent
circumstances, such as a threat of imminent risk or
serious harm. At times, the Ombudsman may need
to disclose information on a limited basis to other
SEC staff to address inquiries and related issues. In
these instances, information is only shared to the
extent necessary to route and review the matter.
Impartiality
The Ombudsman does not represent or act as an
advocate for any individual or entity, and does not
take sides on any issues brought to her attention.
The Ombudsman maintains a neutral position,
considers the interests and concerns of all involved
parties, and works to promote a fair process.
Independence
By statute, the Ombudsman reports directly to
the Investor Advocate, who reports directly to the
Chair of the SEC. However, the Office of the Investor Advocate and the Ombudsman are designed to
remain somewhat independent from the rest of the
SEC. Through the congressional reports filed every

six months by the Investor Advocate, the Ombudsman reports directly to Congress without any prior
review or comment by the Commission or other
Commission staff.

OMBUDSMAN MATTER
MANAGEMENT SYSTEM
The Ombudsman maintains records of inquiries and
concerns to: (i) identify and respond to problems
retail investors have with the Commission or with
SROs; (ii) track and analyze matter volume, responses,
and resolution times; (iii) categorize and report corresponding trends and concerns; and (iv) provide datadriven support for recommendations presented by
the Ombudsman to the Investor Advocate for review
and consideration. During the Reporting Period, the
Ombudsman continued to use several independent
recordkeeping systems to collect, document, track,
and respond to all forms of correspondence received
from retail investors and other persons, and to
ascertain issue trends and determine areas of interest
or concern to investors. In the absence of an integrated matter management system, documenting and
responding to a single inquiry requires the staff to
enter, update, and search for related data in multiple
systems. These separate systems also require independent procedures for maintaining the confidentiality of
different types of information.
The Ombudsman is placing a high priority on
transitioning to a fully functional, customized, electronic matter management platform in the coming
fiscal year. Throughout this Reporting Period, the
Ombudsman worked extensively with the SEC’s
Office of Information Technology and a technology contractor to establish data parameters, testing
environments, and functionality requirements for
the Ombudsman Matter Management System
(“OMMS”), a platform for collecting, recording,
and tracking matters received by the Ombudsman
—including inquiries, complaints, requests, and
recommendations—while ensuring necessary data
management, confidentiality, and reporting require-
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ments are met. The Ombudsman anticipates that
OMMS will: (i) provide an efficient, user-friendly
method for retail investors to submit detailed
information to the Ombudsman; (ii) automate a
significant portion of the existing manual intake
process; (iii) reduce staff resources required to track
and monitor matters and responses; (iv) increase
staff resources available to interact with investors,
research issues, and resolve concerns; and
(v) supplement the existing safeguards used to
maintain the confidentiality of communications
with the Ombudsman.
When launched, OMMS will incorporate a secure
communication system permitting the submission
of electronic inquiries and complaints directly to
the Ombudsman through the www.sec.gov/ombudsman web page. OMMS will employ a webbased form (“OMMS Form”) to guide the user
through a series of questions specifically tailored
to elicit information concerning matters within
the scope of the Ombudsman’s function. During
the Reporting Period, the technology contractor
created an OMMS testing environment where the
Ombudsman and Office of Information Technology staff refined the OMMS Form and functionality, and engaged in an extensive and ongoing assessment and feedback process.
The OMMS Form will encourage more retail investors and the public to contact the Ombudsman, as
web-based forms are an efficient, commonly used
method for submitting inquiries and complaints.
Persons who choose to contact the Ombudsman
via the OMMS Form will encounter user-friendly
features such as radio buttons, drop-down menu
responses, pop-up explanation bubbles, web page
links, and fillable narrative text fields. The OMMS
Form also incorporates response recognition
functionality that pre-populates specific fields and
prompts the user to provide additional informa-
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tion as necessary. In addition, the OMMS Form
will solicit detailed contact information to enhance
efficient communication with users and will allow
users to electronically upload and submit related
documents for staff review.
The Ombudsman and approved staff will have the
ability to review investor inquiries and complaints,
including communication, handling, and resolution
histories, within OMMS. OMMS will provide appropriate staff with the ability to input and access all
correspondence and related supplemental documents
relevant to a particular individual or entity through
an automated, unified system indexed for comprehensive research and analysis. Over time, OMMS should
enhance operational efficiency on multiple levels.

OMBUDSMAN SERVICE BY
THE NUMBERS
The Ombudsman assists retail investors and other
individuals in a variety of ways, including, but not
limited to:
• Helping persons explore available SEC options
and resources;
• Listening to inquiries, concerns, complaints, and
related issues;
• Clarifying certain SEC decisions, policies, and
practices;
• Taking objective measures to informally resolve
matters that fall outside of the established resolution channels and procedures at the SEC; and
• Acting as an alternate channel of communication
between retail investors and the SEC.
During the six-month Reporting Period, the
Ombudsman fielded 509 separate contacts where

an individual contacted the Ombudsman for assistance related to a particular issue or concern. These
contacts came from retail investors, industry professionals, attorneys, students, SEC staff, and other
individuals. Of these 509 contacts, 71 were related
to matters carried over from Fiscal Year 2015.

To highlight inquiry trends and evaluate recommendations, the Ombudsman also tracks contacts by matter.
The 509 contacts represented 111 discrete matters.
The 111 matters fell into 10 primary categories:

The Ombudsman conducts an assessment of every
contact to examine the unique facts, circumstances,
and concerns raised, and to make a determination
of any further research and staff involvement that
may be required. Unless circumstances required
otherwise, the Ombudsman completed an assessment
of each contact generally within five business days
of receipt. During the Reporting Period, most assessments were completed less than two business days
after receipt. Once the assessments were complete,
the majority of these contacts required additional
research and resources—including correspondence
between the Ombudsman, SEC staff, SRO staff, and
investors and individuals—to address the questions
or concerns raised. The 509 contacts fell into 10
primary categories:
Within the 10 matter categories, the Ombudsman
identified certain recurring themes:
•

Five individuals reported conflicts between
elderly investors and brokers who allegedly took
advantage of their client’s physical, mental, or
financial vulnerability;

•

Five investors raised concerns about recovering
losses in the context of Fair Funds, claim funds,
or other circumstances involving court-appointed
receivers;

•

Seven individuals complained about inadequate
investor protections in bankruptcy proceedings
and/or the role of the SEC in corporate bankruptcy
restructuring; and

•

Twelve investors criticized the manner in which
the SEC staff responded, or failed to respond, to
a tip, complaint, request for investigation, inquiry,
or other communication from the investor.
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The Ombudsman’s web presence also expanded
during the Reporting Period, as the Ombudsman’s
external web page, accessible through the Commission’s public website at www.sec.gov/ombudsman, became publicly available days before the
beginning of the Reporting Period. The web page
offers straightforward explanations about the
Ombudsman’s role and the assistance the Ombudsman provides, and describes how individuals may
contact the Ombudsman and raise concerns for
the Investor Advocate’s consideration. The web
page was viewed 595 times during this Reporting
Period, with an average time spent on each view
of 2 minutes and 30 seconds. A December 23,
2015 post on social media by SEC News regarding the Ombudsman216 received 7,096 views as of
the end of the Reporting Period. The Ombudsman
is working with SEC staff to track these analytics
on a continuing basis and to use the data to refine
the web-based information offered to investors and
the interested public. In anticipation of the OMMS
launch, the Ombudsman also is soliciting feedback
from other ombudsmen colleagues and is working
with SEC staff to explore the viability of various
social media platforms as additional avenues for
investor outreach efforts.

OMBUDSMAN SERVICE BEHIND
THE NUMBERS
While the numbers and statistics provide some
insight on the Ombudsman’s activity during the
reporting period, they present only a partial understanding of the Ombudsman’s operations and
impact. The following sections provide additional
context around the assistance and service the
Ombudsman provides, the complexity of these
matters, and the individualized strategies the
Ombudsman crafts to address each situation.
Managing Expectations and
Restoring Confidence
Investors frequently contact the Ombudsman when
they are unable to resolve a specific investmentrelated problem or financial market concern in the
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way they expected. The Ombudsman works with
investors to clarify aspects of the resolution process,
the federal securities laws, and the role of the SEC to
help investors understand the reasons behind certain
agency decisions and practices.
During this reporting period, the Ombudsman
addressed several compelling inquiries involving
elderly investors. In one instance, an elderly investor’s brokerage account transaction was mistakenly
identified as a suspicious activity and flagged as an
identity fraud risk. When she attempted to resolve
the issue directly, the firm subjected her to arduous
security questions and ultimately rejected the transaction and blocked her access to her account. By the
time the investor contacted the Ombudsman she was
particularly distraught, as she was dependent upon
the account funds to meet all of her living expenses.
Within one day of her complaint, the Ombudsman
responded by phone and explained the process
through which the SEC contacted the brokerage firm
and liaised with staff in other SEC offices to expedite
a resolution of her complaint. The investor subsequently sent the Ombudsman a letter indicating she
obtained access to her funds and expressing gratitude for helping restore her confidence in the SEC
to protect individual investors.
In another matter, a concerned individual sought
the Ombudsman’s help to understand the outcome
of an enforcement action in which the SEC issued a
disgorgement penalty against an investment adviser.
His elderly mother-in-law lost her entire life’s savings
due to the unscrupulous practices of her investment
adviser, and he was waiting for disgorgement funds
to be returned to her and the other harmed investors.
From his perspective, the money the adviser paid to
satisfy the SEC disgorgement penalty was money that
rightfully belonged to his mother-in-law and the other
harmed investors. Consequently, he argued that the
SEC was perpetuating and exacerbating the harm
by failing to return the disgorgement to investors via
a Fair Fund. The Ombudsman proceeded carefully
and respectfully and provided information backed

by research to explain how restitution and disgorgement differ, how Fair Funds are established, and how
provisions for Fair Fund and disgorgement payments
are determined. By listening to and thoughtfully
considering his concerns, the Ombudsman helped him
understand that the SEC represents the broad public
interest by penalizing misconduct and cannot represent
the interests of private parties, how the SEC works to
protect investors through enforcement actions, and
how those penalties are carefully determined.
The Ombudsman also received complaints about disappointing interactions with SEC staff. For example,
an SEC job applicant contacted the Ombudsman to
share a “horrible customer service experience” during
the SEC job application process. She felt that the staff
person she spoke with handled her call unprofessionally and inadequately, and, more importantly, that
the incident reflected poorly on the SEC overall. The
Ombudsman called her personally, sought clarification
of her concerns about the application process, and followed up to confirm that the applicant was able to get
her questions about her application process answered.
In the end, the applicant shared that her subsequent
interactions with the SEC and, in particular, the Ombudsman, changed her view about the SEC and the
consideration given to her complaint.
This final example is provided to give a full picture
of the challenges the Ombudsman encounters in
responding to investors. A foreign investor copied the
Ombudsman on email correspondence relating to
his ongoing dispute with his brokerage firm concerning, among numerous complaints, his lack of access
to hard copies of his account documents. Further
frustrating his efforts were his location abroad and a
seemingly slight, but very significant, language barrier.
After exchanging emails explaining the role of the
Ombudsman and identifying appropriate alternative
SEC and FINRA dispute resolution procedures, the
Ombudsman reached out to him by telephone. The
conversation revealed that, although the investor
had exhausted the SEC complaint process, he had

not explored any FINRA complaint options. The
Ombudsman provided him with the appropriate
FINRA contact information and followed the call
with a summary email containing additional links to
FINRA online resources available in his native language. The investor expressed his great appreciation
for the phone call and the additional information,
and seemed relieved that the Ombudsman spent time
to help him identify resources to resolve his dispute.
Acting as a liaison and leveraging the ability to address
investor concerns informally, the Ombudsman demonstrated the SEC’s genuine commitment to the protection of individual investors in a meaningful way.
FINRA Dispute Resolution Reform
As discussed in the Report on Activities for Fiscal
Year 2015 and the Report on Objectives for Fiscal
Year 2016, several investors raised concerns to the
Ombudsman about the FINRA arbitration process.
The Ombudsman is empowered to act as a liaison
between the Commission and any retail investor in
resolving problems that retail investors may have with
the Commission or with a self-regulatory organization
such as FINRA.217 Consistent with this responsibility, the Ombudsman met with SEC and FINRA staff
working on FINRA arbitration and dispute resolution
issues. Likewise, the Ombudsman continued the regular practice of monitoring policy, news, articles, and
other activity centered on FINRA and its dispute resolution forum with a specific focus on how FINRA’s
activities impact the issues and complaints raised to
the Ombudsman by retail investors.
In July 2014, FINRA formed the FINRA Dispute
Resolution Task Force (“Task Force”) to consider
the future of FINRA’s dispute resolution forum, and
to provide recommendations to FINRA’s National
Arbitration and Mediation Committee (“NAMC”)
to improve the forum.218 Of interest to the Ombudsman during the Reporting Period was the final report the Task Force issued in December 2015 (“Final
Report”)219 which included 51 recommendations
covering 11 thematic areas.220
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The Final Report noted that although the Task Force
established an email box to receive comments from
the public, most of the 188 comments received came
from arbitrators.221 The Final Report also noted that
the Task Force solicited written comments from 33
interested organizations and individuals.222 However,
in light of the lack of input from retail investors to the
Task Force, coupled with the complaints about the
arbitration process received by the Ombudsman from
retail investors, the Ombudsman is taking a closer
look at the Task Force’s recommendations in two
particular areas: explained awards and expungement.
Explained Awards
Explained awards—sometimes referred to as “explained decisions” or “reasoned awards”—are factbased awards that state the general reasons for the
arbitrators’ decision.223 Currently, explained awards
are only required to be written by arbitrators upon the
joint request by both parties before the first arbitration hearing.224 Arbitrators are not required to include
legal authorities or damage calculations in explained
awards.225
The absence of explanations in awards has been a
long-standing, common complaint of non-prevailing
parties in FINRA’s dispute resolution forum.226 Why do
explained decisions matter to retail investors? Over the
years, a wide range of commenters including industry
experts, securities law practitioners, and legal scholars
have noted that the inclusion of explained awards
would likely increase investors’ perceptions of the fairness of the arbitration process.227 Commenters further
noted that many investors want explained decisions,
and the arbitrators’ decision-making process will
appear more transparent and will encourage higherquality awards for those who request and receive
explained decisions.228 The Task Force agreed with this
analysis, stating that expanding the use of explained
decisions is one of the most important steps that
FINRA can take to improve the transparency of its
arbitration system, and that greater confidence in the
fairness of FINRA’s arbitration system would likely
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flow from that increase in transparency.229 This conclusion is consistent with the questions and feedback the
Ombudsman receives from investors.
In the Final Report, the Task Force made three related
recommendations to the NAMC: (1) the FINRA rule230
should be amended to require an explained decision
unless a party to the arbitration notifies FINRA prior to
the first hearing that it does not want an explained decision; (2) the existing fact-based format of the explanation should be retained, but the decision should include
a summary explanation of the damages calculation;
and (3) before expanding explained decisions, FINRA
should develop and administer a training program on
how to write them and should require arbitration panel
chairpersons to complete the training promptly after
receiving notice that an explained decision is expected
in an assigned case.231
The Task Force stated that “creating the presumption of an explained decision is a modest change that
may or may not result in any appreciable increase
in explained decisions.”232 The Ombudsman agrees
with the Task Force’s observation about the potential
efficacy of its explained awards recommendations, and
is further concerned that retail investors’ perceptions of
unfairness in the arbitration process will persist, even
with an increase in the number of explained awards.233
Nonetheless, the Ombudsman supports the Task
Force’s recommendations and encourages FINRA’s
efforts to proceed thoughtfully as changes to explained
awards are considered and implemented.
Expungement
The Central Registration Depository (“CRD”) is an
online registration and licensing system used by regulators, FINRA, and members of the securities industry.
Investors cannot access CRD, but much of the information in CRD is available to the public through BrokerCheck, a free research tool available on FINRA’s
website.234 Through BrokerCheck, investors can learn
about brokers’ employment histories, certifications,
licenses, regulatory actions, violations, and complaints,

as well as information about their brokerage firms.235
Regulators also rely on data in CRD for licensing and
enforcement activities.
When a broker is named as a respondent in a
customer-initiated arbitration proceeding, that fact
is required to be reported and is subsequently added
to the broker’s CRD record. If the arbitration claim
against the broker is denied by the arbitrators, the
broker may seek to have any reference to the arbitration claim removed—or “expunged”—from his or her
CRD record. As a result, if arbitrators award expungement, the customer’s complaint may be permanently
removed from the broker’s CRD record and BrokerCheck.236
To award expungement, brokers and brokerage firms
(“respondents”) must follow FINRA Rule 2080.
Under this rule, respondents must obtain a court
order to expunge information from CRD arising from
disputes with customers.237 To do this, respondents
have two choices: they may seek expungement directly
from a court, or they may seek to have the arbitrators award expungement and then request a court to
confirm the award.
When filing with the court, FINRA must be named
as a party unless FINRA waives this requirement on
its finding that: (i) the claim is factually impossible or
clearly erroneous; (ii) the broker was not involved in
alleged sales violations, forgery, theft, misappropriation of funds, or conversion of funds; or (iii) the claim
is false.238 For arbitrators to award expungement, the
arbitrators must state which of these three grounds for
expungement is met and provide a brief, written explanation of the reason why the grounds are satisfied
when applied to the facts in the case.239
FINRA considers the expungement of customer dispute information from CRD to be an “extraordinary
remedy” that should be recommended only under
appropriate circumstances.240 Despite the narrow
standard of Rule 2080 and expungement training provided to arbitrators, multiple studies have shown that

arbitrators routinely grant requests for expungement
in settled and stipulated matters.241 Thus, as a practical
matter, when a matter is settled, the complaining party
has little or no incentive to contest an expungement.
This brings into question whether expungement really
is an extraordinary remedy recommended only under
appropriate circumstances.
Accurate and complete reporting in CRD is an important aspect of investor protection. When information
is expunged from the CRD system, it is permanently
deleted and is no longer available to the investing public, regulators, or prospective broker-dealer employers.
In a recent notice, FINRA stated that “arbitrators
have a unique, distinct role in ensuring that customer
dispute information is expunged from the CRD system
only when it has no meaningful investor protection
or regulatory value.”242 In March 2016, FINRA announced that it will file a rule to address the practice
of brokers continually being granted expungement of
their disciplinary histories from industry databases,
expand upon existing guidance on expungement as
an extraordinary remedy, and offer guidance on how
arbitrators should weigh expungement requests.243
With the perspective that the expungement process
could be improved, the Task Force raised issues and
offered recommendations in its Final Report that
largely correlated with comments provided by the
North American Securities Administrators Association (“NASAA”)244 to the Task Force,245 including the
following:
•

The Task Force discussed whether a FINRA
representative should participate in expungement
hearings to represent the public interest.246

•

The Task Force recommended that FINRA create
a pool of specially trained arbitrators from the
chairperson roster to conduct expungement
hearings in settled cases and in all cases
where claimants did not name the broker as a
respondent.247
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•

The Task Force recommended that the panel
that conducts the arbitration also conducts the
expungement hearing in cases decided on the
merits, provided the chairperson attends special
expungement training.248

•

The Task Force also recommended that FINRA
review procedures for notifying state regulators
of expungement requests,249 but took no position
on NASAA’s recommendation for a regulatory
approach to expungement.

•

The Task Force recommended that FINRA review
its expungement training with a consultant, and
that FINRA review the second Rule 2080 ground
for expungement (the broker was not involved
in the “alleged investment-related sales practice
violation, forgery, theft, misappropriation or
conversion of funds”).250

•

The Task Force also recommended requiring
greater expungement training for arbitrators,
with additional training required to qualify for
the special arbitration panel.251

As the discussion above shows, the small number
of FINRA arbitration complaints received by the
Ombudsman during the Reporting Period was not
indicative of the scope and significance of the issues
presented in those complaints. The Ombudsman
and staff have reviewed voluminous studies, reports,
arbitration procedures, policy discussions, and
commentaries relating to the investor experience in
securities arbitration matters, and have spoken at length
with various complainants on numerous occasions.
As with explained decisions, the Ombudsman is
interested in and open to hearing the perspectives of
retail investors on issues relating to expungement.
The Ombudsman will continue to solicit additional
information and feedback from retail investors and will
work with SEC staff to ensure that the views, interests,
and experiences of retail investors—as important stakeholders in the arbitration process and in the outcome of
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arbitration decisions—are considered as changes to the
arbitration process are implemented.

OUTLOOK
During the Reporting Period, and since September
2014 when the Ombudsman began her duties, a
particular refrain has been common to the majority
of the inquiries and complaints received. Investors
are frustrated, concerned, and disappointed that their
voices are not heard or considered by brokerage or
investment advisory firms, corporations, regulators,
or the financial industry in general. Hearing this
feedback from investors on a consistent basis, the
Ombudsman realizes that investors are disenchanted
with the regulatory process and disconnected from
their role as important market participants. To
address this issue, in Fiscal Year 2017, the Ombudsman will examine the various ways the SEC communicates with the investing public to identify areas for
improvement in both practice and perception.
To focus our efforts and staff resources properly, the
Ombudsman will continue to track inquiry categories, identify trends, and conduct research and
analysis. With the implementation of OMMS in
Fiscal Year 2017, the Ombudsman anticipates that
the expanded data analysis capability will help
identify additional areas of interest to investors and
permit more targeted research and analysis. The
Ombudsman will also continue to review and analyze
the FINRA arbitration process, focusing on expungement and explained awards and reviewing any other
areas raised by investors as important to the process.
Finally, the Ombudsman looks to Fiscal Year 2017 as
an opportunity to establish more extensive channels
of communication with retail investors and to create
an ongoing forum for their concerns to be heard and
considered as a vital part of the work of the office.

Tracey L. McNeil
Ombudsman

SUMMARY OF IAC
RECOMMENDATIONS AND
SEC RESPONSES

C

ongress established the Investor Advisory
Committee (“IAC”) to advise and consult
with the Commission on regulatory
priorities, initiatives to protect investor interests,
initiatives to promote investor confidence and
the integrity of the securities marketplace, and
other issues.252 The Committee is composed of
the Investor Advocate, a representative of state
securities commissions, a representative of the
interests of senior citizens, and not fewer than
10 or more than 20 members appointed by the
Commission to represent the interests of various
types of individual and institutional investors.253

mendations the IAC has made since its inception.258
However, the Commission may be pursuing initiatives that are responsive to IAC recommendations
but have not yet been made public. Commission
staff—including the staff of this Office—are prohibited from disclosing nonpublic information.259
Therefore, any such initiatives are not reflected in
this Report.

MUTUAL FUND COST DISCLOSURE
This recommendation,260 adopted on April 14,
2016, consists of three parts:

Exchange Act Section 39 authorizes the Committee
to submit findings and recommendations for review
and consideration by the Commission.254 The
statute also requires the SEC “promptly” to issue a
public statement assessing each finding or recommendation of the Committee and disclosing the
action, if any, the Commission intends to take with
respect to the finding or recommendation.255 While
the Commission must respond to the IAC’s recommendations, it is under no obligation to agree with
or act upon the recommendations.256
In each of its reports to Congress, including this
one, the Office of the Investor Advocate summarizes the IAC recommendations and the SEC’s
responses to them.257 This report covers all recom-

•

The Commission should explore ways to
improve mutual fund cost disclosures, with the
goal of enhancing investors’ understanding of
actual costs and the impact of those costs on
total accumulations over time.

•

In the short term, the Commission should
standardize disclosure of actual dollar amount
costs on customer account statements.

•

Over the longer term, the Commission should
explore ways to provide context for cost
information to improve investor understanding
of the impact of those costs.

The Commission has not yet responded to this
recommendation.
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EMPOWERING ELDERS AND OTHER
INVESTORS: BACKGROUND CHECKS
IN THE FINANCIAL MARKETS
This recommendation,261 adopted on July 16,
2015, asks the SEC to:
•

•

•

Develop a disciplinary database for violations of
the securities laws that will allow elders and other
investors to conduct easy searches of any person
or firm sanctioned for these violations;
Begin to reduce the complexity of background
searches by taking steps to simplify the search
process, including steps to ensure comparable
quality between BrokerCheck and the Investor
Advisor Public Disclosure (“IAPD”) system and
the development of an appropriately named site
that will permit a single search through which
elders and other investors can access information in all databases supervised by the SEC in
whole or in part; and
Seek to obtain the agreement from other federal
regulators, self-regulatory organizations, and
state regulators for the development of a single
site that will permit a search of all relevant
databases that provide background information
on financial market professionals.

The Commission’s response to this recommendation
is pending.

SHORTENING THE TRADE SETTLEMENT
CYCLE IN U.S. FINANCIAL MARKETS
This recommendation,262 adopted on February 12,
2015, calls for shortening the security settlement
period in the U.S. financial markets from a three-day
settlement cycle (“T+3”) to a one-day settlement
cycle (“T+1”) for “at least” transactions in U.S.
equities, corporate and municipal bonds, and unit
investment trusts. The IAC acknowledged a proposal of the Depository Trust & Clearing Corporation (“DTCC”) to shorten the settlement cycle to
a two-day period (“T+2”), but favored a move to
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T+1 in the near term. To the extent that T+2 was
nevertheless pursued, the IAC recommended that the
Commission work with industry participants to create a clear plan for moving to T+1 in an expedited
fashion rather than pausing at T+2 for an indeterminate period of time.
COMMISSION RESPONSE. The Chair and both

current Commissioners have expressed support for
shortening the settlement cycle. Since the IAC
recommendation, developments have focused on
moving to T+2, not T+1.
On June 29, 2015, Commissioners Piwowar and
Stein issued a joint statement expressing their support for shortening the settlement cycle as soon as
possible. Their statement referred specifically to the
IAC recommendation.263
On September 16, 2015, Chair White expressed her
strong support for efforts to shorten the settlement
cycle from T+3 to T+2. In a letter to two industry
leaders, she focused on the industry goal of moving to T+2 by the third quarter of 2017, while also
mentioning a move from T+2 “to shorter settlement
cycles potentially in the future.”264
The Chair noted that the most significant regulatory
changes needed to move to T+2 would be amendments to the various rules of the SROs that either
mandate or relate to a three-day settlement cycle.
She stated that she had directed Commission staff
to work closely with the SROs and, in addition, to
develop a Commission proposal to amend Exchange
Act Rule 15c6-1(a) to require settlement no later
than T+2.
In March 2016, two SROs took steps to amend
their rules to facilitate settlement in two days. The
Municipal Securities Rulemaking Board (“MSRB”)
filed with the Commission a proposal to amend two
rules to define regular-way settlement for municipal
securities transactions as occurring on a two-day
settlement cycle (i.e., T+2) rather than the current

three-day cycle.265 As part of its procedures, the Commission held a public comment period ending April 8,
2016, on the MSRB proposal.266
FINRA, meanwhile, proposed rule changes that would
amend the definition of “regular way” settlement as
occurring on T+2. FINRA held a comment period that
ended April 4, 2016. The proposals would apply to
U.S. secondary market transactions in equities, corporate and municipal bonds, unit investment trusts, and
financial instruments composed of these products.267

•

The Commission should seek to determine whether
the current definition achieves the goal of identifying a class of individuals who do not need the
protections afforded by the Securities Act of 1933
because they are sufficiently able to protect their
own interests. If, as the IAC expected, the analysis
were to reveal a failure to meet that goal, then the
Committee recommended prompt rulemaking to
revise the definition.

•

The Commission should revise the definition
to enable individuals to qualify as accredited
investors based on their financial sophistication.

•

However, if the Commission chooses to continue
relying on financial thresholds, it should
consider limiting investments in private offerings
to a percentage of assets or income.

•

The Commission should encourage development
of an alternative means of verifying accredited
investor status that shifts the burden away from
issuers.

•

In addition to any changes to the accredited
investor standard, the Commission should
strengthen the protections that apply when
non-accredited individuals, who do not
otherwise meet the sophistication test for such
investors, qualify to invest solely by virtue of
relying on advice from a purchaser representative.

IMPARTIALITY IN THE DISCLOSURE OF
PRELIMINARY VOTING RESULTS
Exchange Act Rule 14a-2(a)(1) provides an exemption from the proxy rules for brokers that forward
proxy materials to shareholders who own shares
in “street name.”268 On October 9, 2014, the IAC
adopted a recommendation that the staff of the
Commission take the steps necessary to ensure that
the exemption is conditioned upon the broker (and
any intermediary designated by the broker) acting
in an impartial and ministerial fashion throughout
the proxy process, and that any broker who uses an
intermediary take reasonable steps to verify that the
intermediary is not subject to impermissible conflicts
of interest.269 In adopting these recommendations,
the IAC noted several concerns about current industry practices, including the disclosure of preliminary
voting results to issuers while the results are withheld
from exempt solicitors, as well as possible conflicts
of interest between the issuer and the broker’s designated intermediary.
COMMISSION RESPONSE . The Commission

response to this recommendation is pending.

THE ACCREDITED INVESTOR
DEFINITION
On October 9, 2014, the IAC adopted a set of recommendations related to the Commission’s review of
the accredited investor definition as required by the
Dodd-Frank Act.270

COMMISSION RESPONSE . On December
18, 2015, the Commission issued a staff report
(“Report”) analyzing various approaches for
modifying the definition of an accredited investor.271
The Report considered comments received from
the Investor Advisory Committee, as well as from
the Advisory Committee on Small and Emerging
Companies and others. The Report remains open for
comment from the public, with no set deadline for
comments.
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The Report found that, as a result of inflation, the
number of U.S. households qualifying as accredited
investors has increased from approximately 2 percent of the population to more than 10 percent.272
Nonetheless, the staff found no evidence suggesting
that the expanded number of qualified investors
needed the protections of registration.273
The Report recommended that the Commission
consider one or more of several ways to revise
the financial thresholds requirements for natural
persons to qualify as accredited investors. The first
approach was in accord with the IAC’s recommendation to limit investments in private offerings to a
percentage of assets or income. The Report recommended that the Commission consider limiting
investments for individuals who qualify as accredited investors solely based on those thresholds to
a percentage of their income or net worth (e.g., 10
percent of prior year income or 10 percent of net
worth, as applicable, per issuer, in any 12-month
period).274 This approach would leave the current
income and net worth thresholds in the accredited
investor definition in place.
The Report proposed that the Commission consider two further changes to financial thresholds: first,
to adjust the income and net worth thresholds for
inflation (such as $500,000 for individual income,
$750,000 for joint income, and $2.5 million for net
worth);275 and, second, to index financial thresholds
going forward.276
The Report also recommended that the Commission consider revising the Accredited Investor
Definition to allow individuals to qualify as accredited investors based on measures of sophistication
other than financial measures. The Report offered a
menu of options by which individuals would qualify
as accredited investors, including by having certain
investment experience or professional credentials.277
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CROWDFUNDING
At its meeting on April 10, 2014, the IAC adopted
a package of six recommendations, as described
below, which were intended to strengthen the Commission’s proposed rules to implement the crowdfunding provisions of the Jumpstart Our Business
Startups (“JOBS”) Act.278 The Committee stated
that its recommendations would better ensure that
investors understand the risks of crowdfunding and
avoid unaffordable financial losses.
On October 30, 2015, the Commission adopted
final rules to permit companies to offer and sell
securities through crowdfunding.279 The Adopting
Release made several references to the IAC recommendations, and the Division of Corporation
Finance prepared for the IAC a chart mapping the
IAC recommendations to the relevant text in the
Adopting Release.
Adopt tighter limits on the amount of money
that investors could invest in crowdfunding
The IAC recommended what became known as a
“lesser of” approach in setting investment crowdfunding limits for all investors except accredited
investors. This approach would mean that, unless
both an investor’s income and net worth exceeded
$100,000, the investor would only be allowed to
invest up to 5 percent, and that 5 percent calculation would be applied to the lower of either their
net worth or income. If both an investor’s net
worth and income exceeded $100,000, then the
investor could invest up to 10 percent, but that
percentage would still be calculated based on the
lower of either their income or net worth. In the
Adopting Release, the Commission reversed its earlier proposal and adopted a “lesser of” approach,
explaining that it had found the concerns of the
IAC and other commenters persuasive.280

Strengthen the mechanisms for the
enforcement of the investment limits in
order to better prevent errors and evasion
The IAC recommended requiring intermediaries to
create a tool that investors would use to assemble
the underlying data on which investment limits are
calculated and to perform the calculations electronically. In addition, the Committee urged the Commission to provide an incentive for private-sector
improvements in cross-portal monitoring, such as
the development of a central database. Finally, the
IAC recommended that the Commission view as
temporary the provision allowing portals to rely on
investor representations regarding investor limits;
the Commission should monitor the effectiveness
of this approach to determine whether it should be
continued or whether a more stringent enforcement
mechanism is needed.
The Commission adopted the Final Rule as proposed, requiring intermediaries to have a reasonable basis for believing that the investor satisfies the
investment limits.281 The Commission did not require
intermediaries to create software tools, as the IAC
had recommended. Instead, the Commission noted
that intermediaries could at their discretion take additional measures, such as creating a tool for investors
to assemble the underlying data.282 The Commission
also asked the staff to conduct a study of the federal
crowdfunding exemption, including a review of the
need for a centralized database. The Commission
expects the staff to undertake the study no later than
three years following the May 16, 2016, effective
date of Regulation Crowdfunding.283
Clarify and strengthen the obligations of
crowdfunding intermediaries to ensure that
issuers comply with their legal obligations
First, the IAC urged the Commission to clarify the
requirements for background checks by requiring
that a summary of the sources consulted as part

of the background check be posted on the website
along with a description of the portal’s standards
for determining which offerings present a risk of
fraud. Second, the IAC urged the Commission to
affirm clearly the right of portals to “curate” offerings; i.e., “to reject offerings based on whatever factors the portal deems appropriate.” Third, the IAC
encouraged the Commission to consider a tiered
approach that would impose heightened compliance obligations as the risks to investors increased.
Such an approach would be based on factors such
as the size of offering, investment limits, and participation by individuals with a record of securities
law violations.
In the Adopting Release, the Commission chose
not to require an intermediary to post to its website
a summary of the sources consulted as part of the
background check and a description of the intermediary’s standards. Among other things, the Commission expressed concerns that the posting of such
information could present a roadmap to potentially
fraudulent issuers.284
Second, the Commission modified its rule in a manner consistent with the IAC’s recommendation to
allow platforms to provide curated offerings. The
Final Rule expressly provides funding portals with
broad discretion to determine whether and under
what circumstances to allow an issuer to offer and
sell securities through its platform.285
Third, the Commission did not adopt a specific
tiered approach to compliance obligations as the
IAC had recommended. Nonetheless, the Commission asserted that the Final Rule, by imposing
a reasonable basis requirement on intermediaries,
was “generally consistent” with a tiered approach
in that it required intermediaries to have a reasonable basis that issuers using the platform complied
with the crowdfunding requirements.286
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Enhance the effectiveness of educational
materials for investors
The IAC made several suggestions to strengthen the
quality and delivery of educational material. The
Committee suggested that the Commission consider
requiring or encouraging the material to be presented in the form of participatory education, such
as an interactive questionnaire that investors would
be required to complete successfully before being
allowed to invest through the intermediary’s portal.
The IAC also expressed the view that it would be
appropriate for regulators (the Commission, state
securities regulators, FINRA, or all three working
together) to develop a sample guide designed to
alert investors to the risks of crowdfunding.
In the Adopting Release, the Commission
emphasizes the flexibility of intermediaries to determine the content and format of required investor
education materials.287 The Commission chose not
to require that intermediaries design an investor
questionnaire, but noted that they could do so if
they wished.288
Replace the proposed definition of
electronic delivery with a stronger definition
At a minimum, the Committee recommended
requiring disclosure of a specific URL where
required disclosures could be found.
The Final Rule allows, but does not require,
intermediaries to include specific website links in
electronic messages to investors. Instead, intermediaries may choose among three options. In one
option, the electronic message may provide notice
of what the information is and notify investors that
this information is located on the intermediary’s
platform or on the issuer’s website.289
Replace the proposal to eliminate
application of the integration doctrine
with a narrower approach
Under certain circumstances, an offering conducted
under one exemption can be “integrated” with an

40

|

O F F I C E O F T H E I N V E S T O R A D V O C AT E

offering conducted under a separate exemption, which
means that the entire amount raised would count
against the offering caps in either exemption. In the
original crowdfunding proposal, offerings conducted
under other exemptions would not be integrated with
the crowdfunding offering for purposes of the offering
limits in the crowdfunding exemption.
The IAC expressed concern that the Commission’s proposed approach would allow issuers to
circumvent certain investor protections because
they would be able to conduct offerings simultaneously under multiple exemptions with potentially
conflicting regulatory requirements. The Committee
recommended narrowing the application of the integration doctrine rather than eliminating it entirely.
In the Adopting Release, the Commission provided
guidance that a crowdfunding offering would not
be integrated with other exempt offerings made
by the issuer, provided that each offering complies
with the requirements of the applicable exemption
that is being relied upon for that particular offering. The guidance offers two examples involving
concurrent offerings and rules on general solicitation. The Commission observed, “This may partly
alleviate some of commenters’ concerns because
each offering will have the investor protections of
the offering exemption upon which it relies.”290

DECIMALIZATION AND TICK SIZES
On January 31, 2014, the IAC adopted a resolution
opposing any test or pilot programs to increase the
minimum quoting and trading increments (“tick
sizes”) in the securities markets.291 The resolution
argued that larger tick sizes would disproportionately harm retail investors by raising prices without
achieving the goals of improved research coverage
or liquidity of small-cap companies.
If, however, the SEC were to decide to pursue a
pilot program of increasing tick sizes, the IAC
made three more recommendations: to limit the
pilot program’s duration, with a short “sunset” on

the pilot unless benefits were proven to outweigh
the costs; to conduct a careful evaluation of costs
and benefits to investors, with a particular focus
on retail investors; and to pilot other competitionbased measures designed to encourage trading and
capital formation.
COMMISSION RESPONSE. On June 24, 2014,

the Commission directed the national securities
exchanges and FINRA (collectively, “SROs”) to
submit a plan for a pilot program to test a tick size
of 5 cents per share in three groups of securities.
The Commission’s release specifically referenced the
IAC recommendations.292
In August 2014, the SROs submitted a plan for
a two-year pilot program, and the Commission
approved it with modifications on May 6, 2015.293
The Commission increased the duration of the
pilot program (from one year to two) and reduced the size of companies in it (lowering the
market capitalization threshold from $5 billion
to $3 billion).
Though it did not adopt the IAC’s recommendations, the Commission stated that it had carefully
considered them. The Commission also acknowledged the IAC’s “concern that a pilot would disproportionately harm retail investors because their
trading costs would rise.”294
On November 6, 2015, the Commission delayed
the implementation date by approximately five
months, to October 3, 2016.295 The delay was
intended to allow sufficient time to complete necessary preparations, including Commission approval
of applicable SRO rules and development and testing
by pilot participants of new compliance systems.296
To establish a baseline, participants began to collect
data on April 4, 2016, for the six-month period
prior to the implementation of the Pilot Period.297
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LEGISLATION TO FUND INVESTMENT
ADVISER EXAMINATIONS
On November 22, 2013, the IAC recommended
that the SEC request legislation from Congress that
would authorize the Commission to impose user
fees on SEC-registered investment advisers to provide a scalable source of funding for more frequent
compliance examinations of advisers.298 The IAC
asserted that the examination cycle for SEC-registered investment advisers was “simply inadequate
to detect or credibly deter fraud.”299
COMMISSION RESPONSE. Though it has never

made a statement requesting user fees, the Commission has made funding for increased coverage
of investor adviser exams a top priority every year
since FY 2015. Each year, the Commission has
requested funding to hire additional examiners in
the SEC Office of Compliance Inspections and Examinations (“OCIE”): the FY 2015 Budget Request
called for funding to support an increase of 316
OCIE examiner positions;300 the FY 2016 Budget
Request, an increase of 225 OCIE examiners;301
and the FY 2017 Budget Request, an increase of
127 OCIE examiners.302
In addition to adding new examiners when new
resources become available, OCIE is in the process
of converting some staff from its broker-dealer
examination program to the investment adviser/
investment company program, with the goal of increasing staff for the latter by roughly 20 percent.303

BROKER-DEALER FIDUCIARY DUTY
On November 22, 2013, the IAC adopted a set
of recommendations encouraging the SEC to
establish a fiduciary duty for broker-dealers when
they provide personalized investment advice
to retail investors.304 The Committee preferred
to accomplish this objective by narrowing the
exclusion for broker-dealers within the definition

of an “investment adviser” under the Investment
Advisers Act of 1940. As an alternative, the
Committee recommended the adoption of a rule
under Section 913 of the Dodd-Frank Act to
require broker-dealers to act in the best interests of
their retail customers when providing personalized
investment advice, with sufficient flexibility to
permit certain sale-related conflicts of interest that
are fully disclosed and appropriately managed. In
addition, the Committee recommended the adoption
of a uniform, plain English disclosure document to
be provided to customers and potential customers
of broker-dealers and investment advisers. The
document would disclose information about the
nature of services offered, fees and compensation,
conflicts of interest, and the disciplinary record of
the broker-dealer or investment adviser.

2015, the Commission held a Proxy Voting Roundtable to explore issues related to proxy voting,
including the use of a universal ballot.308
In June 2015 Chair White stated that she had asked
Commission staff to bring appropriate rulemaking
recommendations before the Commission on universal proxy ballots.309 She also appealed to corporations to give “meaningful consideration to using
some form of a universal proxy ballot even though
the proxy rules currently do not require it.”310
Further Commission action is pending.

DATA TAGGING

Chair White announced her belief that brokerdealers and investment advisers should be subject
to a uniform fiduciary standard of conduct when
providing personalized securities advice to retail
investors. In Congressional testimony, she stated
that she would soon begin discussing the issue with
fellow Commissioners, and that she had asked
Commission staff to develop rulemaking recommendations for Commission consideration.305 She
made similar remarks at a subsequent meeting of
the IAC.306

At its meeting on July 25, 2013, the IAC adopted
a recommendation for the SEC to promote the collection, standardization, and retrieval of data filed
with the SEC using machine-readable data tagging
formats.311 The Committee urged the SEC to take
steps to reduce the costs of providing tagged data,
particularly for smaller issuers and investors, by
developing applications that allow users to enter
information on forms that can be converted to
machine-readable formats by the SEC. In addition,
the IAC recommended that the SEC give priority to the data tagging of disclosures on corporate
governance, including information about executive
compensation and shareholder voting.

Further Commission action is pending.

COMMISSION RESPONSE. Regulation of NMS

COMMISSION RESPONSE. In March 2015,

UNIVERSAL PROXY BALLOTS
On July 25, 2013, the IAC adopted a recommendation urging the SEC to explore the relaxation of
the “bona fide nominee rule” (Rule 14a-4(d)(1)) to
provide proxy contestants with the option, but not
the obligation, to use Universal Ballots in connection with short slate director nominations.307 The
IAC also encouraged the Commission to hold one
or more roundtable discussions on the topic.

42

COMMISSION RESPONSE. On February 19,

|

O F F I C E O F T H E I N V E S T O R A D V O C AT E

Stock Alternative Trading Systems. On November
19, 2015, the Commission proposed rules to enhance
operational transparency and regulatory oversight
of alternative trading systems (ATSs) that trade
stocks listed on a national securities exchange (NMS
stocks), including “dark pools.”312 The proposal
would require an NMS stock ATS to file detailed
disclosures on newly proposed Form ATS-N about
its operations and the activities of its broker-dealer
operator and its affiliates. The Commission proposed

that the disclosures be filed in a structured format
that could allow the Commission and market participants to better search and analyze information about
NMS Stock ATSs.313
Use of Derivatives by Registered Investment Companies and Business Development Companies. In
May 2015, the Commission proposed a new Form
N-Port, which would require registered funds other
than money market funds to provide portfolio-wide
and position-level holdings data to the Commission
on a monthly basis in a structured data format.314
In December 2015, the Commission proposed
enhanced reporting requirements relating to risk
metrics of certain derivatives for funds that are
required to have a derivatives risk management program.315
Crowdfunding. On October 30, 2015, the Commission adopted final rules to permit companies to
offer and sell securities through crowdfunding.316
Companies that rely on the recommended rules to
conduct a crowdfunding offering must file certain
information on Form C, including the price of the
securities, the company’s financial condition, a
description of the business, and the use of proceeds
from the offering.317 Unless otherwise indicated
in the form, Form C must be filed in the standard
format of eXtensible Markup Language (XML).318
Swap Data of Security-Based Swap Data Repositories. On December 11, 2015, the Commission proposed amendments to specify the form and manner
with which security-based swap data repositories
(“SDRs”) will be required to make security-based
swap data available to the Commission under
Exchange Act Rule 13n-4(b)(5).319 The Commission proposed to require SDRs to make this data
available according to schemas that reference the
international industry standards Financial products

Markup Language (“FpML”) and Financial Information eXchange Markup Language (“FIXML”).320
Disclosure of Payments by Resource Extraction
Issuers. On December 11, 2015, the Commission
proposed rules that would require resource extraction issuers to disclose payments made to the U.S.
federal government or foreign governments for
the commercial development of oil, natural gas or
minerals.321 The proposed rules would require a
resource extraction issuer to publicly disclose the
information annually using Form SD. The information would be included in an exhibit and electronically tagged using the eXtensible Business Reporting Language (“XBRL”) format.322
Earlier rulemakings. As detailed in our previous
Reports to Congress,323 the Commission has incorporated structured data requirements in previous
rulemakings, including ones related to liquidity risk
of mutual funds,324 registration of security-based
swap dealers,325 clawbacks of erroneously awarded
executive compensation,326 investment company
reporting modernization,327 executive pay versus
performance,328 Regulation A,329 asset-backed
securities disclosure and registration,330 and money
market funds.331

TARGET DATE MUTUAL FUNDS
On April 11, 2013, the IAC adopted recommendations for the Commission to revise its proposed
rule regarding target date retirement fund names
and marketing.332 The package of five IAC recommendations pertained to a 2010 SEC proposal
that would, among other things, require marketing
materials for target date retirement funds to include
a table, chart, or graph depicting the fund’s asset
allocation over time (i.e., an “asset allocation
glide path”).333
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As either a replacement for or supplement to the
SEC’s proposed asset allocation glide path illustration, the IAC recommended that the Commission
develop a glide path illustration that would be
based on a measure of fund risk. To promote comparability between funds, the IAC recommended
the adoption of standard methodologies to be used
in glide path illustrations. In addition, the IAC
urged the Commission to require clearer disclosure
about the risk of loss, the cumulative impact of
fees, and the assumptions used to design and manage the funds.
COMMISSION RESPONSE. On April 3, 2014, the

Commission reopened the comment period on the
proposed rule in order to seek public comment on
the IAC’s recommendations to adopt a risk-based
glide path illustration and the methodology to be
used for measuring risk.334 The comment period
closed on June 9, 2014, and a final rule has not yet
been adopted.
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GENERAL SOLICITATION AND
ADVERTISING
On October 12, 2012, the IAC adopted a set of
seven recommendations concerning rulemaking to
lift the ban on general solicitation and advertising
in offerings conducted under Rule 506.335 The IAC
asserted that the recommendations would strengthen investor protections and enhance regulators’
ability to police the private placement market.
COMMISSION RESPONSE. On July 10, 2013,

the Commission adopted final rules permitting
general solicitation and advertising in Rule 506
offerings336 and disqualifying offerings involving felons and other bad actors.337 In addition,
the Commission proposed a rule to enhance the
Commission’s ability to evaluate the development
of market practices in Rule 506 offerings and to
address concerns that may arise because the ban on
general solicitation was lifted.338 The majority of
the IAC recommendations relate to the proposed
rule, which has not yet been adopted.
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proposal regarding disclosure of information by dealers
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to require disclosure of pricing reference information
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See id. at ix.

79

Id.

80

In a speech, Commissioner Aguilar stated that the lack of
pre-trade price transparency in the secondary market for
municipal securities “perpetuates the high level of
markups and other transaction costs that individual
investors incur, and it prevents individual investors from
assessing the fairness of the prices they are quoted by
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comply with their fair pricing and best execution obligations.” Aguilar, supra note 70.
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(Oct. 30, 2015) (on file with the Office of the Investor
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Files/Regulatory-Notices/RFCs/2016-11.ashx?n=1;
see MSRB, Regulatory Notice 2015-03, Bank Loan
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A minimum denomination is the smallest dollar amount of
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a specific proposal if it determines to proceed with
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2, 2016, http://www.fasb.org/jsp/FASB/Document_C/
DocumentPage&cid=1176167952679.

94

FASB, Exposure Draft: Proposed Amendments to
Statement of Financial Accounting Concepts, Conceptual
Framework for Financial Reporting—Chapter 3, Qualitative Characteristics of Useful Financial Information,
http://www.fasb.org/jsp/FASB/Document_C/DocumentPa
ge?cid=1176166402450&acceptedDisclaimer=true.

95
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r?c=Page&pagename=FASB%2FPage%2FSectionPag
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106 Mary Jo White, Chair, SEC, Building Meaningful
Communication and Engagement with Shareholders,
Society of Corporate Secretaries and Governance Professionals, 69th National Conference, Chicago, IL (June
25, 2015), http://www.sec.gov/news/speech/buildingmeaningful-communication-and-engagement-with-shareholde.html.
107 Stein, supra note 105.
108 White, supra note 106.
109 White, supra note 106.
110 White, supra note 106.
111 White, supra note 106.
112 White, supra note 106.
113 See Exchange Act Rule 14a-4(d)(4), 17 C.F.R. §
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