UNITED STATES SECURITIES AND EXCHANGE COMMISSION
OFFICE OF INSPECTOR GENERAL

REPORT OF REVIEW OF ECONOMIC ANALYSES PERFORMED
BY THE SECURITIES AND EXCHANGE COMMISSON
IN CONNECTION WITH DODD-FRANK ACT RULEMAKINGS

June 13,2011



BACKGROUND
a. Congressional Request

On May 4, 2011, the Securities and Exchange Commission (SEC or Commission) Office
of Inspector General (OIG) received a letter from several members of the U.S. Senate Committee
on Banking, Housing, and Urban Affairs (Senate Banking Committee) requesting that the
Inspector General review the economic analyses performed by the SEC in connection with
rulemaking initiatives undertaken Pursuant to the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act).” The letter stated that on February 15, 2011, the same Senate
Banking Committee members had sent a letter to the SEC, Commodity Futures Trading
Commission (CFTC), Board of Governors of the Federal Reserve System (Federal Reserve),
Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency
(OCC) in response to concerns raised by Commissioners at both the CFTC and SEC about
economic analyses at their agencies.

The May 4, 2011, letter further stated that a CFTC OIG report released on April 15, 2011,
raised issues that confirmed the concerns regarding the CFTC rulemaking expressed in the
committee’s February 15, 2011 letter. As a result, the May 4, 2011, letter requested that the SEC
OIG, along with the CFTC, FDIC, Federal Reserve, and Department of the Treasury OIGs,
conduct reviews of the economic analyses being performed for rulemakings required under the
Dodd-Frank Act. The letter asked that the SEC OIG’s review focus specifically on the cost-
benefit analyses prepared by the SEC for the following Dodd-Frank Act regulatory initiatives:

¢ Credit Risk Retention, 76 Fed. Reg. 24090 (April 29, 2011)

Clearing Agency Standards for Operation and Governance, 76 Fed. Reg. 14472 (March
16,2011)

e Registration and Regulation of Security-Based Swap Execution Facilities, 76 Fed. Reg.
10948 (February 28, 2011)

e Reporting by Investment Advisers to Private Funds and Certain Commodity Pool
Operators and Commodity Trading Advisors on Form PF, 76 Fed. Reg. 8068 (February
11,2011)

e Registration of Municipal Advisors, 76 Fed. Reg. 824 (January 6, 2011)

¢ Conflict Minerals, 75 Fed. Reg. 80948 (December 23, 2010)

The report we are providing today contains our initial assessment of the economic
analyses that we were asked to review as they relate to these six specific rulemakings. With the
assistance of an expert we have retained, Albert S. (Pete) Kyle, we will be conducting a more in-
depth review of specific cost-benefit analyses performed by the agency and will issue a
subsequent report on the results of our further review.

! Pub. L. No. 111-203 (July 21, 2010).



b. Dodd-Frank Act

The Dodd-Frank Act was signed into law on July 21, 2010. The law reformed the
financial regulatory system, including how financial regulatory agencies such as the SEC
operate. Among other things, the Dodd-Frank Act

o gave the SEC regulatory authority over advisers to hedge funds;

o authorized the SEC, together with CFTC, to regulate over-the-counter derivatives;

o provided the SEC with additional authority and responsibilities for oversight of credit
rating agencies;

o imposed greater disclosure and risk retention requirements with respect to the issuance of
asset-backed securities;

o strengthened the SEC’s authority with respect to corporate governance; and

o required the SEC to study and adopt a uniform fiduciary duty for investment advisers and
broker-dealers.

The Dodd-Frank Act required the SEC to undertake a significant number of studies and
rulemakings, including regulatory initiatives addressing derivatives; asset securitization; credit
rating agencies; hedge funds, private equity funds, and venture capital funds; municipal
securities; clearing agencies; and corporate governance and executive compensation. Although
the Dodd-Frank Act mandated specific rulemakings, the SEC may have discretion to determine
the content of a particular rule.

c. Statutory and Other Requirements to Perform Cost-Benefit or Economic
Analyses

The Paperwork Reduction Act (PRA) and the Regulatory Flexibility Act set forth specific
requirements to which agencies must adhere in the rulemaking process. Specifically, the PRA
requires agencies to solicit and review public comments on the “collection of information”
requirements of proposed rules.”> The PRA also requires that agencies evaluate the need for the
collection of information and provide a “specific, objectively supported estimate of burden.”
The Regulatory Flexibility Act requires agencies tg consider the needs of small entities in
evaluating proposed rules or rule changes for all rules that are subject to notice and comment
under the Administrative Procedure Act and to describe the impact of proposed rules or rule
changes on small entities, unless the agency head “certifies that the rule will not, if promulgated,
have a significant economic impact on a substantial number of small entities.”

The National Securities Market Improvement Act of 1996 (NSMIA)—which amended
the Securities Act of 1933 (Securities Act), Securities Exchange Act of 1934 (Exchange Act),
and Investment Advisers Act and the Investment Company Act of 1940 (Advisers Act and
Company Act, respectively)}—requires the SEC to consider whether an action will promote
efficiency, competition, and capital formation whenever it “is engaged in rulemaking and is

244 U.S.C. §§ 3506(c)(2)(A) & 3507(a)(1).
344 U.S.C. § 3506 (c)(1)(A)(iv).
45 U.S.C. §§ 603(a), 604(a), 605(b) & 609(a).



required to consider or determine whether an action is necessary or appropriate in the public
interest.”> Additionally, Section 23(a)(2) of the Exchange Act requires the Commission to
consider the impact that any rule promulgated under the act would have on competition.® This
provision states that a rule shall not be adopted if it would impose a burden on competition that is
not necessary or appropriate in furtherance of the purposes of the act.”

In addition, Executive Order 12866, Regulatory Planning and Review (EO 12866),%
Executive Order 13563, Improving Regulation and Regulatory Review (EO 13563),9 and Office
of Management and Budget (OMB) Circular A-4, Regulatory Analysis (OMB Circular A-4),"
discuss requirements to conduct cost-benefit analyses of proposed rules and regulations.

EO 12866, which was issued by President Clinton on October 4, 1993, was designed to
ensure a regulatory system that, among other things, “improves the performance of the economy
without imposing unacceptable or unreasonable costs on society.” EO 12866 contains twelve
“Principles of Regulation,” which call for agencies, to the extent permitted by law and where
applicable, to:

¢ identify the problem to be addressed and assess its significance;

e examine whether existing regulations (or other law) should be modified to achieve the
intended goal of regulation more effectively;

¢ identify and assess available alternatives to direct regulation;

e consider, to the extent reasonable, the degree and nature of risks posed by substances
or activities under their jurisdiction;

e design regulations in the most cost-effective manner to achieve the regulatory
objective;

e assess both the costs and benefits of the intended regulation, and propose or adopt a
regulation only upon a reasoned determination that the benefits justify its costs;

e Dbase decisions on the best reasonably obtainable information,;

e identify and assess alternative forms of regulation and, to the extent feasible, specify
performance objectives;

o wherever feasible, obtain input from appropriate state, local, and tribal officials;
e avoid inconsistent, incompatible, or duplicative regulations;
e tailor regulations to impose the least burden on society; and

e draft regulations in simple and easy-to-understand language.''

*15U.S.C. § 77b(b).

515 U.S.C. § 78w(a)(2).

"Id.

8 Exec. Order No. 12866, Regulatory Planning and Review, 58 Fed. Reg. 51735 (Oct. 4, 1993).

® Exec. Order No. 13563, Improving Regulation and Regulatory Review, 76 Fed. Reg. 3821 (Jan. 18, 2011).
' OMB Circular A-4, Regulatory Analysis (Sept. 17, 2003).

! Exec. Order No. 12866 at 51735-36.



EO 12866 also requires that OMB review individual regulations to ensure that these principles
are followed and that one agency’s decisions do not conflict with the policies or actions of
another agency. 12

OMB Circular A-4 provides guidance to agencies on conducting cost-benefit analyses
required by EO 12866 and specifies that agencies should do the following to evaluate properly
the benefits and costs of regulations and their alternatives:

e Explain how the actions required by the rule are linked to the
expected benefits. For example, indicate how additional safety
equipment will reduce safety risks. A similar analysis should be
done for each of the alternatives.

o Identify a baseline. Benefits and costs are defined in comparison
with a clearly stated alternative. This normally will be a “no
action” baseline: what the world will be like if the proposed rule is
not adopted. Comparisons to a “next best” alternative are also
especially useful.

o Identify the expected undesirable side-effects and ancillary
benefits of the proposed regulatory action and the alternatives.
These should be added to the direct benefits and costs as
appropriate. '

EO 13563, which was issued by President Obama on January 18, 2011, supplements and
reaffirms the principles and structures of review established in EO 12866.

EO 12866 and EO 13563 apply to agencies as defined in 44 U.S.C. § 3502(1) with the
exception of independent regulatory agencies, which are defined in 44 U.S.C. § 3502(5). The
SEC is an independent regulatory agency and, as such, is not bound by EO 12866 or EO 13563.
Nevertheless, SEC Chairmen have made a commitment to Congress that the SEC will conduct
cost-benefit or economic analyses in connection with its rulemaking activities. Specifically,
according to Office of General Counsel (OGC) officials, former SEC Chairman Arthur Levitt
stated that there was an expectation that the SEC would perform cost-benefit analyses as part of
the rulemaking process.'*

In fact, the Commission’s current rulemaking procedures are closely aligned with the
requirements of EO 12866, EO 13563, and OMB Circular A-4, as indicated by the following
statement on the SEC’s website:

While [EO 13563] does not apply to independent agencies like the
Commission, we share its goals, and many of our existing practices are
consistent with those described in the Order. For example, we take into

2 1d. at 51737.
'3 OMB Circular A-4 at 2-3.
14 Interview with members of the SEC Office of General Counsel on May 17, 2011.
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account benefits and costs in our rulemakings, assess alternative
regulatory approaches, afford the public a meaningful opportunity to
comment on our proposed regulatlons through the Internet, and coordinate
our rulemakings with other agencies to harmonize regulations. "’

Further, during a March 15, 2011, hearing before the House Appropriations Committee’s
Subcommittee on Financial Services and General Government, SEC Chairman Mary Schapiro
stated that while EO 13563 does not actually apply to independent agencies, the SEC does much
of what it requires, including conductmg cost-benefit analyses and trying to make
accommodations for smaller businesses.'® She further stated that the SEC plans to form a small
Business Advisory Committee and go back and review rules that have been “on the books” for a
long time to determine whether the SEC can provide relief to small businesses."’

d. Importance of Economic or Cost-Benefit Analyses

The SEC has begun drafting more than 90 rules required by the Dodd-Frank Act. Recent
speeches by Commissioner Troy Paredes have signaled concern that new SEC regulations
implemented under the act not excessively constrain the U.S. financial system. In a speech
delivered on March 8, 2011 before the National Association for Business Economics,
Commissioner Paredes stated the following:

[T]he Commission must engage in rigorous cost-benefit analysis when
fashioning the securities law regime. A demanding cost-benefit analysis
that permits us [the SEC] to make informed tradeoffs across a range of
potential outcomes is the best way of achieving the common good, of
ensuring that the benefits of regulation outweigh the costs. This should
include assessing the cumulative impact of the entire package of new
regulatory demands to anticipate the overall effect of the regulatory
regime when viewed in its entirety.'®

Further, in a speech at an SEC open meeting regarding proposed rules for Nationally
Recognized Statistical Rating Organizations held on May 18, 2011, Commissioner Kathleen
Casey stated the following:

[TThe Commission has not engaged in a cost-benefit analysis of the
rulemakings that were essentially dictated by the law. This seems to be a
narrow and limiting approach to the requirements and objectives of cost-
benefit analysis.

I SEC, Improving Regulations: Reviewing Regulatory Requirements to Ensure They Continue to Promote
Economic Growth, Innovation, Competitiveness & Job Creation, http://www.sec.gov/spotlight/
regulatoryrewewcomments shtml.

' Budget Hearing — Securities and Exchange Commzsszon Hearing Before the Fin. Serv. and Gen. Gov't
Subcommittee of the H. Comm. on Appropriations, 112" Cong. (Mar. 15, 2011)(testimony of SEC Chairman Mary
lS;’chaplro) Federal News Service, Inc. transcript at 27.

'® Troy Paredes, Commissioner, SEC, Remarks Before the 27th Annual NABE Economic Policy Conference (Mar.
8,2011), at 4 (footnote omitted).



I believe we are severely limited in our ability to act consistently with
congressional interest and intent if we fail to understand the full impact of
the new law and the regulations flowing from it. By limiting our cost-
benefit analysis to those measures over which the Commission has full
discretion, we fail to consider all the costs and benefits that will result
from a particular regulatory action. . . .

* k %k

Moreover, it will be difficult, if not impossible, to assess effectively the
ultimate impact of our rules and their interoperability if we are
deliberately ignorant of all the resultant costs and benefits of those rules.
... [W]ithout thorough and inclusive cost-benefit analyses, we are
regulating blind."

SCOPE AND METHODOLOGY OF REVIEW
a. Scope

The subject matter of our review was the SEC’s methodology for conducting cost-benefit
analyses for the six Dodd-Frank Act rulemaking initiatives identified in the Background section
above. Some of these rules are to be issued jointly with other federal financial regulatory
agencies (i.e., CFTC, OCC, FDIC, and Federal Reserve). As of the date of this report, none of
the six rulemakings, which were initiated from July 2010 through April 2011, had reached the
stage of the adopting release. Thus, our review examined the cost-benefit analysis presented in
the proposing release of each rule and any comments received from external parties to the
proposing release. We also evaluated the pertinent term sheets (i.e., summary documents that
provide an overview of the significant matters and/or terms associated with a proposed rule), as
well as outlines prepared by the Division of Risk, Strategy, and Financial Innovation (RSFI), as
applicable.

In addition, our review included reviewing any statutory requirements for the SEC to
perform cost-benefit analyses for rulemakings, as well as a general analysis of the extent to
which the SEC’s rulemaking procedures meet the intent of EO 12866, EO 13563, and OMB
guidance.

b. Methodology

We began our review by gaining an understanding of the federal rulemaking process and
the role of cost-benefit analysis in that process. We interviewed staff members of the SEC’s
primary rulemaking division and offices—Corporation Finance (CF), Trading and Markets
(TM), and Investment Management (IM)—and RSFI and OGC to understand each office’s or
division’s role and involvement in the rulemaking process. Additionally, we gathered
information concerning internal policies and procedures that govern how each office or division
involved with the rulemaking process should perform cost-benefit analyses. We researched

19 Kathleen Casey, Commissioner, SEC, Speech by SEC Commissioner: Proposed Rules for Nationally Recognized
Statistical Rating Organizations, SEC Open Meeting (May 18, 2011), at 2-3 (empbhasis in original).
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federal guidance pertaining to the SEC that articulated any requirements for the form or
substance of a cost-benefit analysis for rulemaking and determined whether the SEC’s internal
procedures and guidance for each rulemaking office or division met federal standards or other
requirements.

We also gained an understanding of the qualifications of the team members involved with
the rulemakings and the degree to which external comments are evaluated and incorporated into
the cost-benefit analyses. We further obtained an understanding of how quantifiable costs and
benefits data is used by the SEC.

c. Retention of an Expert

The OIG has retained an expert, Albert S. (Pete) Kyle, to assist with the OIG’s review of
the SEC’s economic or cost-benefit analyses in connection with Dodd-Frank Act rulemakings.
Professor Kyle is uniquely qualified to assist in this review. He joined the University of
Maryland faculty as the Charles E. Smith Chair Professor of Finance at the Robert H. Smith
School of Business in August 2006. He earned a Bachelor of Science degree in Mathematics
from Davidson College in 1974, studied Philosophy and Economics at Oxford University as a
Rhodes Scholar, and completed his Ph.D. in Economics at the University of Chicago in 1981.

Professor Kyle was a professor at Princeton University’s Woodrow Wilson School from
1981 to 1987, at the University of California’s Haas Business School in Berkeley from 1987 to
1992, and at Duke University from 1992 to 2006. Professor Kyle is an expert on many aspects
of capital markets, with a particular focus on market microstructure. He has conducted
significant research on such topics as informed speculative trading, market manipulation, price
volatility, and the information content of market prices, market liquidity, and contagion.

Professor Kyle was elected a Fellow of the Econometric Society in 2002. He was also a
board member of the American Finance Association from 2004 to 2006. He served as a staff
member of the Presidential Task Force on Market Mechanisms (Brady Commission) after the
stock market crash of 1987. He has also worked as a consultant on finance topics for several
government agencies in addition to the Commission, including the Department of Justice, the
Internal Revenue Service, the Federal Reserve, and the CFTC.

In connection with this report, Professor Kyle analyzed the cost-benefit and economic
analyses conducted by the SEC’s different rulemaking divisions and specifically reviewed the
process and the collaboration between divisions and offices when determining possible costs and
benefits of the proposed rules.

SEC INTERNAL POLICIES AND PROCEDURES RELATING TO PERFORMING
ECONOMIC OR COST-BENEFIT ANALYSES

The SEC has established staff guidance regarding its rulemaking processes. Section IV
of the SEC Compliance Handbook, issued by OGC and last revised on October 1, 1999



(Compliance Handbook) includes the following points in its discussion of the significance and
overview of a cost-benefit analysis:*

o The cost-benefit analysis in the proposing release should identify possible direct and
indirect costs and benefits for members of the industry, relevant market segments
(e.g., the over-the-counter market in debt securities), and types of investors and
issuers. This analysis should also discuss any available data and solicit comments
and additional data.

e The cost-benefit analysis in the adopting release should include a substantive,
qualitative discussion of the costs and benefits and the SEC staff’s final quantitative
analysis of any available data. “A strong cost-benefit section will include both
quantitative and qualitative analysis.”

e A cost-benefit analysis should address both “micro,” or compliance, costs, as well as
' “macro” costs, such as distributional effects or changes in investment or order flows.

e The former Office of Economic Analysis (currently part of RSFI and referred to
hereafter as RSFI) must concur with any numbers used in the cost-benefit analysis,
and all numbers should be verified and not be based merely on staff’s best estimates.

e The rulemaking divisions or offices “are primarily responsible for generating
quantitative and qualitative information that forms the basis of a cost-benefit
analysis.” If consulted early in the process, RSFI may be able to provide data and
analysis.”!

OGC also listed the following best practices to which rulemaking divisions or offices
should adhere when preparing a cost-benefit analysis:

e At the proposing stage, the cost-benefit analysis should be tentative, without reaching
any conclusions. As comments are received, the cost-benefit analysis should be
refined.

* Rulemaking teams should schedule meetings with OGC and RSFI during the drafting
of the proposing release and during the early part of the comment period to establish a
work plan for gathering data and finalizing the analysis.

e The proposing release cost-benefit analysis should contain some qualitative analysis,
but no conclusions should be reached. It is neither necessary nor appropriate to
indicate the Commission’s “preliminary beliefs” or “preliminary conclusions.”

2 Although it contains best practices to follow, the Compliance Handbook states that the SEC has no express
standards or guidelines for cost-benefit analyses. Compliance Handbook at 37.
2! Compliance Handbook at 38-39.



Staff should only include quantitative data in the proposing release if it has been
verified in some way or if the data is derived from an independent source.

Every proposing release should include a request for comments soliciting data and
views on the cost-benefit analysis.

The proposing release should not present PRA numbers and estimates as Commission
estimates unless they have already been verified.

For the adopting release, the estimated compliance costs must be verified, e.g., by
surveying up to nine members of the affected industry segment.

A complete cost-benefit analysis should consider macro costs, not just micro costs
such as paperwork burdens.

A cost-benefit analysis should consider both direct and indirect costs, as indirect costs
may also affect industries not subject to SEC regulation.

The release for a rule should explain how and why, in particular, the requirements of
the rule will result in identified benefits. The benefits of a rule generally will track
the purposes of the statutory provision under which the SEC promulgates the rules
(e.g., the protection of investors). Benefits may also include promoting competition,
efficiency, or capital formation.

In many cases, it will not be possible to quantify the benefits of a rule. In such cases,
a detailed qualitative assessment of the anticipated benefits will be necessary.

The benefits and costs of a proposed rule should be measured against a baseline—the
best assessment of the way the world would look absent the proposed regulation (the
“as is” environment).

It is preferable to monetize costs and benefits when verifiable estimates are available,
and effects that cannot be fully monetized or quantified should be described. Ifa
regulation includes a number of distinct provisions, the benefits and costs of the
different provisions should be evaluated.

If a survey is used to gather industry data on compliance costs, OGC and RSFI should
be involved in formulating the survey, and both RSFI and the rulemaking division
should retain the data retrieved for use in future rulemakings.

There is no requirement that the SEC weigh the costs against the benefits, or conclude
that the benefits outweigh the costs. An adopting release may state that the SEC’s
view is that the likely benefits justify the costs.

The adopting release for a rule should include a cost-benefit analysis that goes
beyond the cost-benefit analysis in the proposing release and further analyze in some
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