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About This Report

The U.S. Securities and Exchange Commission’s (SEC) fiscal year (FY) 2014 Agency
Financial Report (AFR) provides financial and high-level performance results that U5, SECURTIES AND EXCHANGE COMMBSION
enable the President, Congress and the public to assess the SEC’s accomplishments
and understand its financial picture. This report satisfies the reporting requirements
contained in the following laws and regulations:

e  Accountability of Tax Dollars Act of 2002

e  Chief Financial Officers Act of 1990, as amended by the Reports
Consolidation Act of 2000

° Dodd-Frank Wall Street Reform and Consumer Protection Act Section 922
Whistleblower Protection, and Section 963 Annual Financial Controls Audit @ S P

e  Federal Financial Management Improvement Act of 1996

e Federal Managers Financial Integrity Act of 1982

e  Government Management Reform Act of 1994

e  GPRA Modernization Act of 2010

e Improper Payments Information Act of 2002, as amended by Improper Payments Elimination and Recovery
Act of 2010 and Improper Payments Elimination and Recovery Improvement Act of 2012

e Office of Management and Budget Circular A-123, Management’s Responsibility for Internal Controls

e Office of Management and Budget Circular A-136, Financial Reporting Requirements

. Recovery Auditing Act, Section 831, Defense Authorization Act, for 2002

For the third year in a row, the SEC is producing an AFR, with a primary focus on financial results, and an Annual
Performance Report (APR), which focuses on strategic goals and performance results, in lieu of a combined
Performance and Accountability Report. The FY 2014 APR will be included in the SEC FY 2016 Congressional
Budget Justification in February 2015. Additionally, SEC will publish a Summary of Performance and Financial
Information (SPFI), also to be released in February 2015. This AFR and prior year SEC AFRs are electronically
available at www.sec.gov/about/secreports.shtml. To comment on this report, email SECAFR@sec.gov.

Certificate of Excellence in Accountability Reporting

The SEC’s FY 2013 AFR received the Certificate 1

of Excellence in the Accountability Reporting from TAGA

the Association of Government Accountants, which CERICAE QF

represents the eighth year in a row the SEC ACCOUNTARILITY Mea

has received this honor. The award CERTIFICATE OF

is presented to Federal 4( Pesnted o the A%’é%ﬁﬁ%ﬁ%ﬁ%y
Government agencies * , ULS. Securities oA AR
whose annual reports > * ”C"(ZEL‘;IS’;’(’)% esented e
achieve the highest | ‘** - UL.S. Securities and
standards demonstrating * * — Exchange Commission

accountability and
communicating results. In
addition, the SEC received
a Best in Class Award for
its Chief Financial Officer
Message.
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Message from the Chair

During the past year, the
talented and dedicated men
and women of the U.S.
Securities and Exchange
Commission have tirelessly
carried out the agency’s
mission to protect investors,
foster capital formation and
promote fair, orderly and
efficient markets.

Together, we have achieved
many important accomplishments in Fiscal Year 2014
(FY 2014). We brought a record number of cutting edge
enforcement actions, proposed and adopted rules that
strengthened our financial system and increased transparency,
promoted compliance through detailed, risk-based exami-
nations of registrants and furthered enhanced transparency
through our disclosure review program.

Our success did not stop there. We hired our first Investor
Advocate to lead our newly-established Office of the Investor
Advocate. The agency expanded direct outreach to investors
and market participants by issuing more investor bulletins and
alerts than ever before. These efforts go to the very core of
our investor protection mission.

Sophisticated economic analysis informed the agency’s
rulemakings, and shed new light on complex areas of financial
market structure.

We continued to focus on advancing rulemakings required
under the Dodd-Frank Wall Street Reform and Accountability
Act (Dodd-Frank) and Jumpstart Our Business Startups
(JOBS) Acts. Under the Dodd-Frank Act, the SEC joined the
Federal banking regulators and the Commodity Futures Trading
Commission (CFTC) in adopting the Volcker Rule, which
will limit proprietary trading by financial institutions affiliated

with banks and will generally restrict these institutions from
sponsoring hedge funds and private equity funds, or investing
in such funds. We also adopted important enhancements to
the offering process, disclosure and reporting for asset-backed
securities and oversight of credit rating agencies. We adopted
foundational rules for implementing the regulatory framework
for security-based swaps, and removed references to credit
ratings in our rules.

In FY 2014, the Commission advanced the major rules
required by the JOBS Act, including proposed rules to permit
companies to raise funds through crowdfunding, and rules that
create an exemption from registration under the Securities Act
that will make it easier for smaller companies to raise capital.

In addition to the congressionally mandated rulemakings, the
Commission also adopted important rules that reform the
way that money market funds operate. To reduce the risk
of damaging runs, these reforms included a combination of
targeted floating net asset value for prime institutional funds,
liquidity fees and redemption gates for non-government money
market funds, enhanced disclosure, reporting diversification
and stress testing.

During the past year our examination and enforcement
programs benefitted from effective deployment of sophisticated
technology and from risk-based resource allocation and
targeted strategy to extend the SEC’s presence to every
corner of the marketplace, by participants at every level.
The SEC’s National Exam Program continued to enhance its
data analytics capabilities by using technology to collect and
process massive quantities of data to target irregularities and
identify potential deficiencies.

The Division of Enforcement continued to mount increasingly
sophisticated investigations, redoubling efforts in traditional
areas, like accounting fraud, and expanding its focus on
gatekeepers who must act in investors’ interests. This year, in
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addition to bringing more cases than ever before, Enforcement
also brought a number of first-ever cases that span the
securities industry, including actions involving whistleblower
retaliation, the market access rule and the “pay-to-play”
rule for investment advisers. The result is a strong deterrent
message to all would-be wrongdoers.

The Commission’s focus on equity market structure remained
a priority in FY 2014. The agency unveiled an innovative equity
market structure website that provides investors with access
to evolving data, research and analysis that will help to inform
the public debate. The Commission remains committed to
bolstering the resilience of the market systems and to continue
to engage in efforts to foster market infrastructure and reduce
system disruptions. Earlier this year, the Commission held a
roundtable on cybersecurity, which addressed issues facing
financial market participants. Commission staff also continued
to develop rules that, among other things, will require
exchanges, clearing agencies, and other market platforms to
take new measures to better ensure the operational capability
of their systems and promote market stability.

| am pleased to report the SEC’s independent auditors, the
Government Accountability Office, issued an unmodified audit
opinion on the SEC’s financial statements and has affirmed
that the agency’s financial statements are presented fairly in
all material respects, in conformity with the U.S. generally
accepted accounting principles. Based on our review, we can
confirm that the financial and performance data presented in
this report are complete, reliable and conform to the Office of
Management and Budget guidance.

These are only a few examples of the tremendous
accomplishments of the more than 4,000 men and women of
the SEC in FY 2014. In every division and office of the agency,
our professionals demonstrated teamwork, innovation and
a fierce commitment to the agency’s mission. In the year to
come, we will continue to further initiatives, regulations and
programs that will allow us to keep pace with a changing
marketplace and pursue the agency’s mission more effectively
than ever.

N
Mary Jo White

Chair
November 14, 2014
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Introduction to the Agency Financial Report

The SEC Agency Financial Report (AFR) is organized in the
following three major sections, and supplemental appendices.

Management’s Discussion and Analysis

This section provides an overview of SEC’s history, mission,
organization, strategic goals and objectives, year in review,
forward looking information, performance highlights and a
summary of financial information. This section concludes
with management’s assurance on internal controls, financial
systems and controls, and compliance with laws and
regulations.

Financial Section

This section contains a message from the Chief Financial
Officer followed by the independent auditor’s report on our
principal financial statements, management’s response to the
audit report, audited financial statements and accompanying
notes, and required supplementary information. Concluding
this section are stand-alone comparative financial statements
and accompanying notes for the Investor Protection Fund as
required by the Dodd-Frank Wall Street Reform and Consumer
Protection Act.

Other Information

This section contains the statement prepared by the agency’s
Office of Inspector General (OIG) summarizing what the
OIG considers to be the more serious management and
performance challenges facing the agency, followed by the
SEC Chair’s response outlining the agency’s progress in
addressing the challenges. Also included are a Summary of
Financial Statement Audit and Management Assurances listing
internal control material weaknesses and financial systems
non-conformances; a schedule of spending showing how and
where the SEC spends its funds; and a detailed explanation
of any significant erroneous payments and overpayments
recaptured as required by the Improper Payments Information
Act of 2002, as amended.

Appendices

This section includes biographies of the SEC Chair and
Commissioners, a summary of the SEC’s major enforcement
cases, a listing of the SEC divisions and offices, a glossary of
selected terms, and a list of acronyms used within the AFR.



he U.S. Securities and Exchange Commission’s
(SEC) Management’s Discussion and Analysis
(MD&A) serves as a brief overview of the agency’s

mission, organization, goals, and the 2014 program and
financial performance:

e Vision, Mission, Values and Goals: The listed vision,
mission and values statements as set forth in SEC’s
Strategic Plan establishes the direction the SEC is
undertaking in meeting its four strategic goals.

e History and Purpose: Provides background on the SEC
and responsibilities for overseeing the nation’s securities
markets and certain primary participants.

¢ Organization Structure and Resources: Highlights SEC’s
office locations, organization, employment statistics,
and a summary of programs by responsible divisions
and offices.

e FY 2014 Year in Review: Provides a summary of SEC’s
efforts in pursuing its investor protection and market
stability missions in FY 2014.

¢ Looking Forward: An overview of actions the SEC will
continue to focus its ever-increasing on-going regulatory
and oversight responsibilities.

e Financial Highlights: Provides an overview of the SEC’s

financial information, including an analysis of the financial
data presented in the audited financial statements. The
sources and uses of SEC’s funds and the limitations of
the financial statements are also explained.

Performance Highlights: Explains the SEC’s strategic
and performance planning framework, discusses the
process used to verify and validate the performance
results contained in the Agency Financial Report (AFR),
displays the FY 2014 operating costs by strategic
goal, summarizes the FY 2014 performance results
by strategic goal, and highlights key performance
accomplishments.

Management Assurances and Compliance with Other
Laws: Provides management’s assessment and
assurances on the SEC’s internal controls related to
the Federal Manager’s Financial Integrity Act of 1982
(FMFIA) and our compliance with the Federal Financial
Management Improvement Act (FFMIA) related to
compliance of our financial systems with Federal
requirements. Also addressed is our compliance with
Federal Information Security Management Act (FISMA)
and other laws and regulations.
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Vision, Mission, Values and Goals

Vision

Mission

Values

The SEC strives to promote a market environment that is worthy of the public’s trust and
characterized by:

e Transparent disclosure to investors of the risks of particular investments;

e Qversight of key market participants, including exchanges, brokers and dealers,
investment advisers, and others;

e Focus on strengthening market structure and systems;
e Promotion of disclosure of market-related information;
e Protection against fraud and abuse; and

e FEvaluation, development and maintenance of appropriate rules and regulations.

The mission of the SEC is to protect investors, maintain fair, orderly, and efficient markets,
and facilitate capital formation.

Integrity: As the SEC is the independent Federal agency entrusted with regulating and conducting
enforcement for the U.S. securities markets; each member of the Commission’s workforce has a
responsibility to demonstrate the highest ethical standards to inspire confidence and trust.

Excellence: The SEC is committed to the highest standards of excellence in pursuit of its mission.
The investing public and the U.S. securities markets deserve nothing less.

Accountability: The SEC embraces the responsibility with which it is charged. In carrying out
its mission, SEC employees hold themselves accountable to the public and take responsibility for
achieving SEC goals.

Effectiveness: The SEC strives to work creatively, proactively, and effectively in assessing and
addressing risks to the securities markets, the public, and other market participants. The staff is
committed to finding innovative and flexible approaches to the SEC’s work and using independent
judgment to explore new ways to fulfill the SEC’s mission in the most efficient and effective
manner possible.

Teamwork: The SEC recognizes that its success depends on a diverse, coordinated team committed
to the highest standards of trust, hard work, cooperation, and communication. The staff is committed
to working together and coordinating effectively with investors, business, governments, and other
organizations in the U.S. and abroad.

Fairness: The SEC treats investors, market participants, and others fairly and in accordance
with the law. As an employer, the SEC seeks to hire and to retain a skilled and diverse workforce, and
to ensure that all decisions affecting employees and applicants are fair and ethical.
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Strategic Goals and Strategic Objectives

Strategic Goal 1: Establish and maintain an effective  Strategic Goal 3: Facilitate access to the information

regulatory environment investors need to make informed investment decisions
Strategic Objective 1.1: The SEC establishes and Strategic Objective 3.1: The SEC works to ensure that
maintains a regulatory environment that promotes high- investors have access to high-quality disclosure materials that
quality disclosure, financial reporting and governance, and facilitate informed investment decision-making.
that prevents abusive practices by registrants, financial Strategic Objective 3.2: The SEC works to understand
intermediaries and other market participants. investor needs and educate investors so they are better

Strategic Objective 1.2: The SEC promotes capital prepared to make informed investment decisions.

markets that operate in a fair, efficient, transparent and Strategic Goal 4: Enhance the Commission’s performance
competitive manner, fostering capital formation and through effective alignment and management of human,

useful innovation. information and financial capital
Strategic Objective 1.3: The SEC adopts and administers Strategic Objective 4.1: The SEC promotes a results-
regulations and rules that are informed by robust economic oriented work environment that attracts, engages, and
analysis and public comment and that enable market retains a technically proficient and diverse workforce,
participants to understand clearly their obligations under including leaders who provide motivation and strategic
the securities laws. direction.
Strategic Objective 1.4: The SEC engages with a Strategic Objective 4.2: The SEC encourages a
multitude of stakeholders to inform and enhance regulatory collaborative environment across divisions and offices and
activities domestically and internationally. leverages technology and data to fuffill its mission more
effectively and efficiently.
Strategic Goal 2: Foster and enforce compliance Strategic Objective 4.3: The SEC maximizes the use
with the Federal securities laws of agency resources by continually improving agency

i . , , operations and bolstering internal controls.
Strategic Objective 2.1: The SEC fosters compliance with

the Federal securities laws.

Strategic Objective 2.2: The SEC promptly detects and
deters violations of the Federal securities laws.

Strategic Objective 2.3: The SEC prosecutes violations
of Federal securities laws and holds violators accountable
through appropriate sanctions and remedies.
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History and Purpose

MANAGEMENT’S DISCUSSION AND ANALYSIS

During the peak of the Depression, Congress passed the
Securities Act of 1933" (Securities Act). This law, along with
the Securities Exchange Act of 19342 (Exchange Act), which
created the SEC, was designed to restore investor confidence
in our capital markets by providing investors and the markets
with more reliable information and clear rules of honest dealing.
The main purposes of these laws were to ensure that:

e Companies publicly offering securities for investment
dollars must tell the public the truth about their
businesses, the securities they are selling, and the risks
involved in investing.

e People who sell and trade securities — brokers, dealers
and exchanges — must treat investors fairly and honestly,
putting investors’ interests first.

The SEC is responsible for overseeing the nation’s securities
markets and certain primary participants, including broker-
dealers, investment companies, investment advisers, clearing
agencies, transfer agents, credit rating agencies, and securi-
ties exchanges, as well as organizations such as the Financial
Industry Regulatory Authority (FINRA), Municipal Securities
Rulemaking Board (MSRB), and Public Company Account-
ing Oversight Board (PCAOB). Under the Dodd-Frank Wall
Street Reform and Consumer Protection Act® (Dodd-Frank
Act), the agency'’s jurisdiction was expanded to include certain
participants in the derivatives markets, private fund advisers,
and municipal advisors, among other changes.

The SEC consists of five presidentially appointed
Commissioners, with staggered five-year terms. One of them
is designated by the President as Chair of the Commission
(see Appendix A: Chair and Commissioners). President
Franklin Delano Roosevelt appointed Joseph P. Kennedy to
serve as the first Chairman of the SEC.

By law, no more than three of the Commissioners may belong
to the same political party. The Commission convenes regularly
at meetings that are open to the public and the news media
unless the discussion pertains to confidential subjects, such
as whether to begin an enforcement investigation.

Each year, the SEC brings hundreds of civil enforcement
actions against individuals and companies for violation
of securities laws. Examples of infractions include insider
trading, accounting fraud, and providing false or misleading
information about securities or the companies that issue
them. One of the major sources of information that the
SEC relies on to bring enforcement action is investors
themselves — another reason that educated and careful
investors are critical to the functioning of efficient markets.
To help inform investors, the SEC offers the public a wealth
of educational information on its website at www.investor.gov,
as well as an online database of disclosure documents at
www. sec.gov/edgar/searchedgar/companysearch.html that
public companies and other market participants are required
to file with the SEC.

' Securities Act of 1933 www.sec.gov/about/laws/sa33.pdf

2 Securities Exchange Act of 1934 www.sec.gov/about/laws/sea34.pdf

3 Dodd-Frank Wall Street Reform and Consumer Protection Act www.sec.gov/about/laws/wallstreetreform-cpa.pdf
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Organizational Structure and Resources

SEC Office Locations

The SEC’s headquarters are in Washington, DC, and the agency has 11 regional offices located throughout the country.
The regional offices are responsible for investigating and litigating potential violations of the securities laws. The offices also
have examination staff, who inspect regulated entities such as investment advisers, investment companies and broker-dealers.
The map below shows the locations of the regional offices, and the states that are included in each region.

CHART 1.1

SEC HEADQUARTERS AND REGIONAL OFFICE LOCATIONS

®
“\% " & Philadelphia
2 San Francisco
> ‘ SEC Headquarters
l‘ﬁrﬂv
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* SEC Headquarters @ Los Angeles Regional Office
@ Atlanta Regional Office Arizona, Hawaii, Guam, Nevada, Southern California (zip codes 93599 and below, except for 93200-93299)

Georgia, North Carolina, South Carolina, Tennessee, Alabama ® Miami Regional Office
Florida, Mississippi, Louisiana, U.S. Virgin Islands, Puerto Rico

Los Angeles

Boston Regional Office

Ca jcut, Maine, M: husetts, New Hampshire, Vermont, Rhode Island New York Regional Office
) . " New York, New Jerse)

@ Chicago Regional Office y

Illinos, Indiana, lowa, Kentucky, Michigan, Minnesota, Missouri, Ohio, Wisconsin Philadelphia Regional Office

R ) Del , Maryland, Pennsylvania, Virginia, West Virginia, District of Columbia

@ Denver Regional Office ! v ’

Colorado, Kansas, Nebraska, New Mexico, North Dakota, South Dakota, Wyoming @ Salt Lake Regional Office

A 5 Utah

@ Fort Worth Regional Office

Texas, Oklahoma, Arkansas, Kansas (except for the exam program which is @ San Francisco Regional Office

administered by the Denver Regional Office) Washington, Oregon, Alaska, Montana, Idaho, Northern California (zip codes 93600 and up, plus 93200-93299)
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MANAGEMENT’S DISCUSSION AND ANALYSIS

SEC Organization Structure

The SEC is an independent Federal agency established pursuant to the Exchange Act. It is headed by a bipartisan five-member
Commission, comprised of the Chair and four Commissioners, who are appointed by the President and confirmed by the Senate
(see Appendix A: Chair and Commissioners). The Chair serves as the chief executive. The agency’s functional responsibilities are
organized into five divisions and 23 offices, each of which is headquartered in Washington, DC. The SEC also has 11 regional

offices which are comprised primarily of staff from the national enforcement and examination programs.

In fiscal year (FY) 2014, the agency employed 4,150 full-time equivalents (FTE), including 3,996 permanent and 154 temporary

FTEs. The SEC organization chart below is as of September 30, 2014.

CHART 1.2
Commissioner Commissioner Office of the Commissioner Commissioner
Chair
porati Economic and Trading & Administrative Chief Opg?:i;ifng Credit Em:ﬂll;::ent Ethics ||E:,::ggg::i
Finance Management Risk Analysis Markets Law Judges Accountant Officer Ratings Opportunity Counsel Brinations
Legislative T
. Investor Minority and P
General Inspector International Investor 9 & Inter- Municipal ; e
Counsel General Affairs Advocate e g e Securities AL S SRR
Affairs
Acquisitions Financial Human Information Support
I I I I I I I I I I
Atlanta Boston Chicago Denver Fort Worth Los Angeles Miami New York Philadelphia Salt Lake San Francisco
Regional Regional Regional Regional Regional Regional Regional Regional Regional Regional Regional
Office Office Office Office Office Office Office Office Office Office Office
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SEC Programs

The SEC organizes its divisions and offices under the 10 major programs outlined below in Table 1.7, SEC Programs and
Program Descriptions.

TABLE 1.1
SEC PROGRAMS AND PROGRAM DESCRIPTIONS

Program Divisions and Offices Program Descriptions
Enforcement Division of Enforcement and enforcement This program investigates and brings civil charges in Federal district court or
staff within the SEC’s regional offices in administrative proceedings based on violations of the Federal securities

laws. An integral part of the program’s function is to seek penalties and the
disgorgement of ill-gotten gains in order to return funds to harmed investors.

Also organized within the Enforcement program is the Office of the Whistleblower,
created under the Dodd-Frank Act to administer the SEC’s Whistleblower Program
that rewards individuals who provide the agency with tips that lead to successful
enforcement actions.

Compliance Office of Compliance Inspections and This program conducts the SEC’s examinations of registrants such as investment
Inspections and Examinations and examinations staff advisers, investment companies, broker-dealers, self-regulatory organizations
Examinations within the SEC'’s regional offices (SROs), credit rating agencies, transfer agents, and clearing agencies.
Corporation Finance  Division of Corporation Finance This program performs functions to help investors gain access to materially

complete and accurate information about securities, and to deter fraud and
misrepresentation in the public offering, trading, voting, and tendering of securities.

Trading and Markets  Division of Trading and Markets This program conducts activities to establish and maintain standards for fair,
orderly and efficient markets, while fostering investor protection and confidence
in the markets.

Investment Division of Investment Management This program seeks to minimize the financial risks to investors from fraud,

Management mismanagement, self-dealing, and misleading or incomplete disclosure in the
investment company and investment adviser segments of the financial services
industry.

Economic and Division of Economic and Risk Analysis The division provides economic analyses as part of the Commission’s rulemaking

Risk Analysis process; supports its rule review, examination and enforcement programs with

data-driven, risk-based analytical methods; and oversees its Tips, Complaints
and Referrals (TCR) and interactive data programs.

General Counsel Office of the General Counsel The Office of the General Counsel (OGC) serves as the chief legal officer of the
Commission and provides independent legal analysis and advice to the Chair,
Commissioners, and operating divisions on all aspects of the Commission’s
activities. The General Counsel also defends the Commission in Federal district
courts, represents the Commission in all appellate matters and amicus curiae
fiings, and oversees the SEC’s bankruptcy program.

11
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TABLE 1.1 continued from previous page

Program

Divisions and Offices

MANAGEMENT’S DISCUSSION AND ANALYSIS

Program Descriptions

Other Program
Offices

o Office of the Chief Accountant;

o (Office of Investor Education and
Advocacy;

¢ Office of International Affairs;

o Office of Administrative Law Judges;
e Office of the Investor Advocate

e Office of Credit Ratings; and

o Office of Municipal Securities

These offices are responsible for:

e Serving as the chief advisor to the Commission on all accounting and
auditing policy and overseeing private sector standards setting;

e Serving investors who contact the SEC, ensuring that retail investors’
perspectives inform the Commission’s regulatory policies and disclosure
program, and improving investors’ financial literacy;

e Administering the rules of the Commission with respect to the practices of
municipal securities brokers and dealers, municipal advisors, and investors
in municipal securities, and the practices of nationally recognized statistical
rating organizations (NRSROs), including examinations of NRSROs;

¢ Advancing international regulatory and enforcement cooperation, promoting
converged high regulatory standards worldwide, and facilitating technical
assistance programs in foreign countries; and

¢ Adjudicating allegations of securities law violations.

Agency Direction
and Administrative
Support

e The Chair and Commission;

¢ Office of Legislative and
Intergovernmental Affairs;

o Office of Public Affairs;

o Office of the Secretary;

e Office of the Chief Operating Officer;
e Office of Financial Management;

¢ Office of Information Technology;

¢ Office of Human Resources;

o Office of Acquisitions;

o Office of Support Operations;

* (Office of the Ethics Counsel;

e Office of Minority and Women
Inclusion; and

o Office of Equal Employment
Opportunity

The Chair is responsible for overseeing all aspects of agency operations, and
the Chair and Commissioners are responsible for the review and approval of
enforcement cases and formal orders of investigation and the development,
consideration, and execution of policies and rules. The other offices in Agency
Direction and Administrative Support are responsible for:

e Working with Members of Congress on issues that affect the Commission;

e Coordinating the SEC’s communications with the media, the general public,
and foreign visitors;

¢ Reviewing all documents issued by the Commission, and preparing and
maintaining records of Commission actions;

e Maximizing the use of SEC resources by overseeing the strategic planning,
information technology, procurement, financial management, records
management, human resources, and administrative functions of the agency;

e Ensuring that the SEC is an equal opportunity employer in full compliance
with all Federal equal employment opportunity laws; and

¢ Enhancing the diversity of the SEC's workforce, contractors, and regulated
entities in accordance with existing Federal laws and regulations.

Inspector General Office of Inspector General The Office of Inspector General (OIG) is an independent office that conducts audits
of programs and operations of the SEC and investigations into allegations of
misconduct by staff or contractors. The mission of OIG is to detect fraud, waste,
and abuse and to promote integrity, economy, efficiency, and effectiveness in the

SEC'’s programs and operations.

As shown in the Statements of Net Cost on page 75, the SEC presents its net costs of operations by the programs outlined above,
consistent with the presentation used by the agency in submitting its budget requests.

12
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Fiscal Year 2014 in Review

2014 AGENCY FINANCIAL REPORT

Continuing the Commitment to Excellence

Under the strong leadership of Chair Mary Jo White, Fiscal
Year (FY) 2014 marked a year of significant achievement
across the SEC. With accomplishments ranging from robust
and effective rulemaking that strengthened our markets and
increased protection for America’s investors, to aggressive
enforcement that employed new investigative techniques and
the innovative use of data to bring actions that spanned the
securities industry, this past year has been a high water mark
for the Commission.

Strong and Effective Rulemaking

The SEC finalized a number of significant rules central to
financial market reform and the Dodd-Frank Wall Street Reform
and Accountability Act (Dodd-Frank Act), including the Volcker
Rule and ground-breaking regulations for money market funds,
credit rating agencies, asset-backed securities, and over-the-
counter derivatives. The Commission also advanced important
rules under the Jumpstart Our Business Startups (JOBS) Act
aimed at encouraging the growth of small businesses through
securities-based crowdfunding and an expanded exemption
for securities offerings of up to $50 million.

Aggressive Enforcement

The Enforcement Division (Enforcement) continued to bring
new and innovative approaches to widen its enforcement
footprint and deter wrongdoers. The Commission vigorously
prosecuted executives and companies for accounting
and financial fraud, held gatekeepers accountable for
their illegal actions, and continued to focus enforcement
efforts on insider trading. The Commission used powerful
tools to crack down on wrongdoers, such as barring them
from the securities industry and demanding admissions of
wrongdoing where the circumstances warranted. In the
past year, the Enforcement Division also saw several “firsts,”
such as charging violations of the market access rule, the
first enforcement action to halt a fraudulent municipal bond
offering, the largest ever penalty for net capital rule violations,
and the first case applying Dodd-Frank Act whistleblower
anti-retaliation authority.

Chair Mary Jo White

The successful results over the past year sent a strong
message to the financial markets that violations would be
uncovered and punished, regardless of the size of the entity,
position of the individual or magnitude of the wrongdoing.

Enhanced Review Program

The Office of Compliance Inspections and Examinations
(OCIE) continued to promote compliance through a multi-level
outreach program, and to detect and prevent fraud through
an increasingly sophisticated examination process.

OCIE engaged registrants through a wide variety of channels
ranging from its second annual public statement of examination
priorities, to meetings with senior management, heads of
control functions and independent directors. It also continued
to enhance its ability to uncover fraud and suspicious activity by
refining its risk-based targeting methodologies and improving
its in-house expertise, with specialized working groups in
key areas. It significantly expanded the scope of its data
collection and analysis program, while skilled technologists
in its Quantitative Analytics Unit (QAU) put powerful tools in
the hands of Commission examiners.
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The SEC also worked to address the stability and resilience
of the financial system, coordinating closely with the markets’
self-regulatory organizations (SROs) on measures designed to
improve the stability and resilience of the system.

Comprehensive Review of Core GCommission Programs

The Commission initiated and advanced broad-based reviews
of core agency programs involving equity market structure,
including enforcement actions against exchanges and
alternative trading systems (ATS), and the effectiveness of
its overall disclosure rules to protect investors and promote
capital formation.

Leveraging Data and Technology to Better Protect
Investors and Strengthen Markets

In the past year, the Commission made great strides
in improving its technology, particularly through the
development of tools that permit it to better use data to
monitor and enhance the integrity of the markets and inform
the Commission’s exam program. The Market Information
Data Analytics System (MIDAS) continues to fuel the review
of market structure, and the National Exam Analytics Tool
(NEAT) system enables examiners to review years of trading
data and millions of transactions in minutes. These and other
technology investments have enabled the Commission to
fuffill its mission to protect investors and enable our markets
to operate more efficiently and effectively.

In addition to uncovering fraud and wrongdoing, the
Commission used data-driven analysis to refine the
rulemaking process and to deepen the understanding of
current, complex market structure issues. Examinations of
ATS and over-the-counter trading were posted for the public
and market participants on the SEC’s new market structure
website, which has rapidly become a trusted and influential
resource within the financial community.

A continuing focus on information technology (IT) upgrades
also yielded a platform upgrade for the agency’s Tips,
Complaints and Referrals Intake and Resolution portal and
systems that will allow Enforcement to better and more
efficiently analyze, store and review the millions of electronic
records that hold the key to successful actions.
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Increased Outreach to Investors

The Commission continued to provide educational programs
and materials, coordinate with foreign counterparts, and
scrutinize disclosures to ensure that investors are getting
appropriate information.

Throughout the agency, the SEC’s talented and dedicated
staff are creating and embracing new tools and technology,
deploying new and innovative strategies to protect investors,
keep markets safe and encourage capital formation — more
effectively than ever before.

In FY 2014, the SEC embraced the challenges of a growing
mandate and increasingly complex marketplace by providing
strong and effective rulemakings; innovative strategies
for vigorous enforcement; enhanced examinations and
oversight; a deepened determination to oversee the most
complex and rapidly evolving corners of the financial markets;
and a recommitment to traditional priorities including investor
education and international cooperation. The SEC continued
its strong commitment to protect investors, ensure that our
nation has the safest and most dynamic financial markets
in the world and provide better opportunities for capital
formation.

A Focused Rulemaking Agenda

In FY 2014, the SEC focused on advancing both important
discretionary policy initiatives and rules required under the
Dodd-Frank and JOBS Acts in those areas that are central
to protecting investors, maintaining fair, orderly, and efficient
markets, and facilitating capital formation. Under the Dodd-
Frank Act, the Commission completed new rules regarding
the regulation of proprietary trading, derivatives, asset-backed
securities, and credit ratings. Under the JOBS Act, the
Commission proposed new rules to facilitate crowdfunding
and securities offerings up to $5 million within a 12-month
period. At the same time, the SEC continued to push a broader
agenda beyond these statutes, including the adoption of new
rules regarding money market funds.

The Dodd-Frank Act

With the efforts of the last fiscal year, the Commission has
now completed virtually all of its mandatory rulemaking in
six of the eight significant areas targeted for SEC action by
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the Dodd-Frank Act: the regulation of private fund advisers;
restrictions on proprietary trading; enhanced standards for
clearing agencies; a new regulatory framework for municipal
advisors; better regulation of credit rating agencies and credit
ratings; and stronger protections for investors in asset-backed
securities. In addition to fulfilling these mandates, the SEC
continued rulemaking to execute its mandates in the two
remaining significant areas addressed by the Dodd-Frank Act
— over-the-counter derivatives and executive compensation.

Volcker Rule

In December 2013, the Commission joined the Federal banking
agencies and the Commodity Futures Trading Commission
(CFTC) in adopting a final rule implementing Section 619 of
the Dodd-Frank Act, known as the “Volcker Rule.” This rule
generally restricts financial institutions affiliated with banks
— including broker-dealers and investment advisers — from
engaging in proprietary trading, sponsoring hedge funds and
private equity funds, or investing in such funds. At the same
time, consistent with the Dodd-Frank Act, this rule preserves
certain financial services essential to the healthy functioning
of the U.S. financial system, including market making and
underwriting.

Following adoption of the Volcker Rule, the Commission
staff has continued to work closely with the staffs of the
other financial regulators to address implementation issues
including, among other things, coordinated responses to
interpretive questions, technical issues related to the collection
of metrics data, and approaches to supervising and examining
banking entities.

Clearing Agencies

The Commission continued to work to improve the supervision
of clearing agencies, particularly those designated by the
Financial Stability Oversight Council as systemically important.
In March 2014, the SEC proposed additional standards
for systemically important clearing agencies and clearing
agencies that clear security-based swaps. The proposed rules
would subject covered clearing agencies to new requirements
regarding their financial risk management, operations, and
governance, as well as their disclosures to market participants
and the public.
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Credit Rating Agencies

In August 2014, the Commission adopted an expansive set of
rules under the Dodd-Frank Act to enhance the governance
of credit rating agencies and improve the quality of their credit
ratings. The new requirements for credit rating agencies
address internal controls, conflicts of interest, disclosure of
credit rating performance statistics, procedures to protect the
integrity and transparency of rating methodologies, disclosures
to promote the transparency of credit ratings, and standards
for training, experience, and qualifications of credit analysts.
The requirements provide for an annual certification by the
Chief Executive Officer (CEO) concerning the effectiveness of
internal controls and additional certifications to accompany
credit ratings attesting that the rating was not influenced by
other business activities.

Reliance on Credit Ratings

In December 2013, as mandated by the Dodd-Frank Act, the
Commission removed references to credit ratings from the
broker-dealer financial responsibility rules and certain portfolio
requirements for funds, marking the removal of references
from 22 Commission rules and forms since the statute was
enacted. The SEC continues to work to finish the removal of
four remaining references, re-proposing in July 2014 to remove
references in provisions regulating money market funds. This
re-proposal would also eliminate an exclusion from the issuer
diversification provisions applicable to money market funds
for securities with certain guarantees.

Securitization

In August 2014, the SEC adopted rules that revise the offering
process, disclosure, and reporting for asset-backed securities
to require issuers to include loan-level disclosure for certain
assets, such as residential and commercial mortgages and
automobile loans. The rules, which implement provisions of the
Dodd-Frank Act, also provide more time for investors to review
and consider a securitization offering, revise the eligibility
criteria for using an expedited offering process known as “shelf
offerings,” and significantly enhance reporting requirements.

The SEC also continued its efforts with five other Federal
agencies to finalize rules requiring sponsors of securitization
transactions to retain risk in those transactions.
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Derivatives

The SEC completed its proposals to implement Title VII of
the Dodd-Frank Act, which requires the creation of an entirely
new regulatory framework for over-the-counter derivatives,
and commenced the adoption of final rules. In April 2014, the
SEC proposed recordkeeping and reporting rules for firms
engaged in security-based swap activities, which are designed
to promote better risk management and improve regulatory
oversight.

In June 2014, the SEC adopted a series of rules, and issued
guidance on cross-border security-based swap activities
for market participants. The rules and guidance represent
the initial threshold step in the agency’s efforts to establish
a framework to address market participants that may be
subject to more than one set of regulations across different
jurisdictions as a result of their cross-border swaps activity.
Importantly, the adoption of these rules will also enable
the Commission to move forward with the remainder of its
outstanding proposals for substantive rules under Title VII,
including those regarding security-based swap reporting and
trading, as well as the registration and regulation of dealers
and major market participants.

MANAGEMENT’S DISCUSSION AND ANALYSIS

Investor Advisory Committee and the
Office of the Investor Advocate

The SEC’s Investor Advisory Committee (IAC), established
by the Dodd-Frank Act, continued to advise the Commission
on regulatory priorities, the regulation of securities products,
trading strategies, fee structures, the effectiveness of
disclosure, and on initiatives to protect investor interests, and
promote investor confidence and the integrity of the securities
marketplace.

In April 2014, the Commission issued a release seeking
comment on an IAC recommendation regarding disclosure by
target date funds. In 2010, the Commission proposed rule
amendments that would require marketing material for target
date funds to include, among other disclosures, an illustration
of the changes in the fund’s asset allocation over time, i.e., an
illustration of the fund’s asset allocation glide path. The
Commission reopened the comment period on the proposal
to request comment on the IAC’s recommmendation that the
Commission develop a glide path illustration based on a
standardized measure of fund risk as a replacement for, or
supplement to, the proposed asset allocation glide path
illustration.

U‘l

From left to right: Investor Advocate Rick Fleming, Commissioner Kara M. Stein, Commissioner Luis A. Aguilar, Chair Mary Jo White,

Commissioner Daniel M. Gallagher, and Commissioner Michael S. Piwowar
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The SEC also appointed Rick Fleming to serve as the first
Investor Advocate in the agency’s Office of the Investor
Advocate established by Section 915 of the Dodd-Frank Act,
completing the senior leadership team for the five new offices
established by the Act.

Studies and Reports

In FY 2014, the SEC also neared completion of its work on
the 28 studies and reports mandated by the Dodd-Frank Act.
The SEC staff completed a report to Congress in November
2013 regarding the independence of credit rating agencies
and how that affects the credit ratings they issue, including
an evaluation of the management of conflicts of interest raised
by a credit rating agency providing ancillary services, such as
risk management advice or consulting.

The SEC staff also completed a report to Congress in June
2014 regarding the feasibility, benefits, and costs of requiring
the real-time reporting of certain short sale positions,
and adding new, short sale-related marks to the public
dissemination of securities transactions in a voluntary pilot
program for issuers.

The JOBS Act

Over the last fiscal year, the Commission advanced all of
the outstanding major rules mandated by the JOBS Act,
which requires a number of initiatives designed to promote
initial public offerings (IPOs) of smaller companies and small
business capital formation.

Crowdfunding

In October 2013, the Commission proposed rules under the
JOBS Act to permit companies to offer and sell securities
through crowdfunding, an evolving method of raising capital.
Crowdfunding has been used outside of the securities arena
to raise funds through the internet for a variety of projects,
ranging from innovative product ideas to artistic endeavors
such as films or music. The JOBS Act created an exemption
from registration under the Securities Act so that this type of
funding method can be used to offer and sell securities. The
JOBS Act also established the foundation for the regulatory
structure of this new market.
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Regulation A+

The Commission proposed rules in December 2013 intended
to increase access to capital for smaller companies under
a JOBS Act mandate. The proposal built on Regulation A,
an existing exemption from Securities Act registration for
securities offerings up to $5 million within a 12-month period.
The updated exemption, commonly referred to as “Regulation
A+,” would enable companies to offer and sell up to $50 million
of securities within a 12-month period.

Additional JOBS Act Activities

The Commission staff continued to monitor the effect of the
elimination of the ban on general solicitation and general
advertising on the securities markets, as well as the public
comment on the Commission’s proposed amendments to
Regulation D and certain other rules from last fiscal year.

The SEC staff also conducted a review of the disclosure
requirements in Regulation S-K, and concluded to undertake
further efforts to study ways in which the disclosure rules could
be modernized, made more effective, and simplified to reduce
the costs and other burdens for emerging growth companies,
while simultaneously improving the readability and navigability
of disclosure documents for investors.

Money Market Fund Reform

In July 2014, drawing on legal expertise, economic analysis,
and regulatory experience from across the Agency, the SEC
adopted measures to reduce the risk of contagion from rapid
heavy redemptions in money market funds. The Commission’s
reforms included a combination of a targeted floating net asset
value for prime institutional funds as well as a liquidity fees
and redemption gates regime for all non-government money
market funds. These reforms also enhanced money market
fund disclosure, reporting, diversification, and stress testing
requirements.

In an effort to reduce costs associated with these reforms
and their impact on investors, the Commission and its staff
worked closely with the Treasury Department and the Internal
Revenue Service to facilitate the issuance of new regulations
that should significantly mitigate tax compliance issues and
costs for investors in floating net asset value funds.
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In addition, the Commission staff has formed a working
group to maintain an ongoing, comprehensive review of the
implementation and impact of the money market mutual
fund reforms.

Enhancing Market Structure and Resiliency

During FY 2014, the Commission has closely focused on
bolstering resilience throughout critical market systems.
In particular, after the August 2013 interruption in the trading of
Nasdag-listed securities, the equities and options exchanges,
the Financial Industry Regulatory Authority (FINRA), and the
clearing corporations have been working together with other
market participants to identify a series of concrete measures
designed to address specific areas where robustness and
resilience of market systems could be improved.

The exchanges have conducted a series of specific
enhancements to improve robustness and resilience of the
securities information processors, or SIPs. The exchanges
have also developed more robust SIP backup capabilities,
and have implemented a new “hot-warm” backup, with a ten-
minute recovery standard.

In addition to these initiatives, the Commission continues
its efforts to foster robust market infrastructure and reduce
the number of systems disruptions through a focus on
systems compliance and integrity. For example, in March
2013, the Commission proposed Regulation SCI, which,
among other things, would require that exchanges and
other key market players maintain policies and procedures
reasonably designed to ensure their operational capability
and compliance with relevant laws and rules, and that these
entities take appropriate corrective action if problems occur.
Commission staff is working to prepare a recommendation for
the Commission’s consideration with respect to the adoption
of Regulation SCI. In addition, in March 2014, the Commission
conducted a Cybersecurity Roundtable, which addressed the
cybersecurity landscape and the cybersecurity issues faced
by financial market participants today.

The Commission’s continued focus on equity market structure
was enhanced by the roll-out in October 2013 of its equity
market structure website. The website is intended to promote
a market-wide dialogue and fuller empirical understanding of
the equity markets. It serves as a central location for SEC staff
to publicly share evolving data, research, and analysis.
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The website includes detailed analyses of trading data by
the Division of Trading and Markets’ Office of Analytics and
Research (OAR). OAR has implemented a Market Information
Data Analytics System (MIDAS) to collect and analyze market
data from both the public consolidated data feeds and the
“proprietary” data feeds provided by the exchanges to their
customers. OAR has analyzed MIDAS data to address key
issues raised by the current market structure, including trading
speed, quote lifetimes, trade-to-order volume ratios, hidden
volume ratios, and odd-lot rates.

Last month, the SROs submitted a proposal National
Market System (NMS) plan related to the establishment of
a consolidated audit trail that would capture customer and
order event information for orders in NMS securities, across
all markets, from the time of order inception through routing,
cancellation, modification, or execution. Commission staff
is in the process of reviewing the proposed NMS plan and
will provide a recommendation to the Commission regarding
publication of the plan for notice and comment in Federal
Register. After publication, Commission staff will review the
comments and provide a recommendation to the Commission
regarding whether to approve the proposed NMS plan.

The equity market structure website reflects the Commission’s
data-driven approach to a wide range of important and pressing
market structure issues. The Commission is particularly
focused on whether market structure rules and regulatory
arrangements continue to meet their objectives of investor
protection, fair and orderly markets, and capital formation.
Continued evaluation and, as appropriate, advancing initiatives
to address aspects of market structure issues is a priority for
the Commission in FY 2015.

In an effort to assess higher quality markets for smaller
companies, the Commission issued an order directing the
exchanges and FINRA to submit a NMS plan to implement
a tick size pilot, which would widen the quoting and trading
increment for certain small capitalization companies. The tick
size pilot was submitted to the Commission on August 25,
2014, including the trade-at rule.

Commission staff is doing a comprehensive review of market
structure issues and is pursuing initiatives to address issues
regarding high frequency trading, fragmentation in the equity
markets, and broker conflicts. For example, the staff is working
on establishing a new Market Structure Advisory Committee of
experts. Once the Committee is established, it is anticipated
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that staff will provide materials for the Committee to consider
on a wide range of market structure issues including whether
the Commission’s own rules, such as the trade-through rule of
Regulation NMS, have contributed to excessive fragmentation
across all types of venues and whether the current regulatory
model for exchanges and other trading venues makes sense
for today’s markets.

Commission staff is also preparing two recommendations
for the Commission: the first, a rule to clarify the status of
unregistered active proprietary traders to subject them to our
rules as dealers; and second, a rule to eliminate an exemption
from securities association membership requirements for
dealers that trade in off-exchange venues. Dealer registration
and FINRA membership should significantly strengthen
regulatory oversight over active proprietary trading firms and
the strategies they use.

Commission staff is also preparing recommendations to
improve firms’ risk management of trading algorithms and
to enhance regulatory oversight over their use. In this regard,
FINRA is currently pursuing an initiative to provide suggested
supervision and control practices for firms engaging in
algorithmic trading strategies and to require that persons
responsible for the design or development of algorithmic
trading strategies to register as associated persons.

Commission staff is preparing a recommendation to the
Commission to expand the information about ATS operations
submitted to the Commission and to make the information
available to the public. In addition, Commission staff is
preparing a recommendation to the Commission for a rule that
would enhance order routing disclosures. This rule proposal
would require disclosure of the customer-specific information
that a broker is expected to provide to each institutional
customer on request. This rule would help to ensure that
information disclosed to customers is useful, reliable, and
uniformly available on request to all institutional customers.

In June, the exchanges and FINRA were asked to consider
including a time stamp in the consolidated data feeds that
indicates when a trading venue, for example, processed the
display of an order or execution of a trade. The exchanges
were also asked to develop proposed rule changes to disclose
how they are using data feeds. The exchanges and FINRA
have initially responded to this request by seeking authorization
from the SIP committees to establish a new time stamp for
public dissemination and the exchanges have submitted
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rule changes to disclose their use of market data feeds in
their operations. In addition, FINRA is pursuing an initiative
to expand transparency in the over-the-counter market by
disseminating non-ATS volume information.

Commission staff also is developing a recommendation to
the Commission for an anti-disruptive trading rule. The rule
would address the use of aggressive, destabilizing trading
strategies in vulnerable market conditions, when they could
most seriously exacerbate price volatility. It is anticipated that
the rule would apply to active proprietary traders in short time
periods when liquidity is most vulnerable and the risk of price
disruption caused by aggressive short-term trading strategies
is highest.

Finally, the exchanges have undertaken a comprehensive
review of their order types and how they operate in practice,
the results of which are expected to be provided to the
Commission before the end of the calendar year.

Building on a Strong Enforcement Program

In FY 2014, the SEC built an impressive record of cases
that spanned the spectrum of the securities industry. These
actions punished securities law violators, served as a strong
deterrent to misconduct, returned funds to injured investors,
and sent important messages to the market. Some of
the notable actions Enforcement brought include actions
against: exchanges, to ensure that they operate fairly and in
compliance with applicable rules; investment advisers and
broker-dealers, for taking undisclosed fees and disrupting
the markets through failures in their trading systems; issuers,
for significant financial reporting failures; auditors and others
who serve as gatekeepers to our financial system; large
international corporations, for violations of the Foreign Corrupt
Practices Act (FCPA); municipal issuers for disclosure failures;
and an array of insider trading cases.

The SEC ended FY 2014 with 755 enforcement actions and
obtained orders for $4.16 billion in penalties and disgorgement.
The quality, breadth, and impact of these actions helped boost
investor confidence and increase market integrity. Enforcement
continued to focus on ensuring that its actions sent a strong
deterrent message by pursuing significant monetary penalties
and continuing to require admissions in appropriate cases.
This fiscal year was also marked by Enforcement’s pursuit of
creative strategies for conducting investigations and bringing
actions. Enforcement developed and used new tools to
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Chair Mary Jo White and Director of the Enforcement
Division Andrew Ceresney

harness and mine data sources, which expanded the SEC’s
ability to target misconduct, and increased coordination with
those inside the agency as well as the SEC’s law enforcement
and regulatory partners.

A Year of Firsts

FY 2014 was marked by a number of first-of-their-kind actions
driven by an enforcement effort committed to using innovative
approaches to uncover misconduct and hold wrongdoers
accountable. Some of these actions include those described
below.
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The SEC filed its first enforcement actions charging
violations of the market access rule. This rule, adopted
in 2010 as Rule 15¢3-5 of the Securities Exchange Act
of 1934 (Exchange Act), requires firms to have adequate
risk controls in place before providing customers with
access to the market.

= |n the first action, Knight Capital Americas LLC paid
a $12 million penalty to settle charges that it violated
the market access rule in connection with a trading
incident that resulted in market disruption. According
to the SEC’s order, as a result of two critical technology
missteps, a Knight Capital order router rapidly sent
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more than four million orders into the market when
attempting to fill just 212 customer orders. The SEC’s
order also charged Knight Capital with violating the
market access rule in various ways, including by
relying on financial risk controls that were not capable
of preventing the entry of orders that exceeded pre-set
capital thresholds for the firm in the aggregate.

= In the second action, the SEC charged Wedbush
Securities, one of the largest volume market access
providers in the United States, and two individuals,
with violating the market access rule and a host of
other regulatory requirements as a result of trading by
its market access customers. Enforcement charged
that Wedbush allowed thousands of essentially
anonymous foreign traders to send orders directly to
U.S. trading venues to trade billions of shares every
month, but failed to establish, document, and maintain
a system of risk management controls and procedures
reasonably designed to manage the risks associated
with its business.

In the first case under its new authority to bring anti-
retaliation enforcement actions, the SEC charged
Paradigm Capital Management, a hedge fund adviser,
for engaging in prohibited principal transactions and
subsequently retaliating against the employee who
reported the trading activity to the SEC. The firm’s
owner was charged with causing the improper principal
transactions. The firm and its owner agreed to pay
$2.2 million to settle the charges.

The SEC charged TL Ventures, a private equity firm,
with violations of the investment adviser pay-to-play
rules in the first action involving violations of these rules.
The pay-to-play rules, adopted in 2010, prohibit
investment advisers from providing compensatory
advisory services for two years following a campaign
contribution by the firm or certain associates to political
candidates or officials in a position to influence the
selection or retention of advisers to manage public
pension funds. According to the SEC’s order, TL
Ventures continued to receive compensation from two
public pension funds within two years after an associate
made campaign contributions to a mayoral candidate
and a governor. TL Ventures agreed to settle the charges
by paying nearly $300,000.
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e A municipal issuer in the state of Washington’s Wenatchee
Valley region agreed to pay a $20,000 penalty — the
first-ever against a municipal issuer — and undertake
remedial efforts to settle charges that it misled investors
in a bond offering. The SEC also settled charges against
the underwriter and outside developer of the project, and
three individuals involved in the offering.

The SEC obtained a court order against the City of Harvey,
llinois and its comptroller to halt a fraudulent municipal
bond offering. This was the first time that the SEC has
sought an emergency court order to stop a municipal bond
offering. The SEC alleged that the city was marketing new
bonds without disclosing that it had previously diverted
at least $1.7 million of bond proceeds from a prior bond
offering to pay the city’s operational costs.

The SEC charged Scottrade, a brokerage firm, with
failing to provide the agency with complete and accurate
information concerning trades executed by the firm and
its customers over a six-year period. Scottrade agreed
to settle the charges by paying a $2.5 million penalty,
admitting it violated the Federal securities laws, and
retaining an independent compliance consultant to
remediate its compliance failures. This was the SEC’s
first action to enforce the recordkeeping requirements
established by Rules 17a-25 and 17a-4(f)(3)(v) of the
Exchange Act.

The SEC charged Ernst & Young LLP with violating auditor
independence rules for actions taken by its subsidiary to
lobby congressional staff on behalf of two audit clients.
The lobbying activities were impermissible under the
SEC’s auditor independence rules because they put
the firm in the position of being an advocate for those
audit clients. The SEC’s order found that despite these
lobbying activities, Ernst & Young repeatedly represented
that it was “independent” in audit reports issued on the
clients’ financial statements. This marked the SEC's first
action involving violations of the auditor independence
rules in connection with lobbying activity. Ernst & Young
agreed to pay $4 million to settle the SEC’s charges.

The SEC charged Wells Fargo Advisors LLC with failing
to maintain and enforce procedures reasonably designed
to prevent employees from misusing material nonpublic
information obtained from retail customers and clients,
unreasonably delaying its production of documents
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during an SEC investigation, and providing an internal
document related to a compliance review of a broker’s
trading that had been altered by a compliance officer.
This is the SEC’s first action against a broker-dealer
for such failures to protect a customer’s information
that had been misappropriated by an employee. The
SEC’s action against Wells Fargo arose out of a prior
insider trading case against a Wells Fargo broker who
learned confidentially from his customer that Burger
King was being acquired. The broker then traded on
that information ahead of the public announcement
and tipped others who also traded. Wells Fargo agreed
to settle the SEC’s charges by admitting wrongdoing,
paying a $5 million penalty, and agreeing to retain an
independent consultant.

Market Structure, Exchanges, and Broker-Dealers

The proliferation of sophisticated trading technologies and
trading venues has radically transformed the markets.
Enforcement is keenly focused on keeping pace with these
changes by leveraging the knowledge of its specialized
units, closely collaborating with the other SEC divisions and
OCIE, and employing technology to more effectively use “big
data.” During FY 2014, Enforcement amplified its focus on
market structure issues and filed a number of actions against
market participants who pose a risk to the markets by failing
to operate within the rules. These included significant cases
against exchanges, ATSs, broker-dealers, and other key
market participants relating to failures in controls, failures to
safeguard customer information, and manipulative trading.

e The SEC charged the New York Stock Exchange LLC
and two affiliated exchanges for repeatedly engaging in
business practices that either violated exchange rules or
required a rule when the exchanges had none in effect.
The exchanges agreed to settle the SEC’s charges by
retaining an independent consultant and, together with
an affiliated routing broker who was also charged, paying
a $4.5 million penalty.

e The SEC charged Liquidnet Inc., a brokerage firm that
operates an ATS known as a “dark pool,” with improperly
using subscribers’ confidential trading information
in marketing its services. The SEC’s order found that
Liquidnet violated Regulation ATS, which, among
other things, requires all ATSs to have safeguards and
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procedures to protect their subscribers’ confidential
trading data. Liquidnet agreed to pay a $2 million dollar
penalty to settle the charges.

LavaFlow, a brokerage firm operating an ATS known as
an electronic communications network, agreed to pay
$5 million to settle the SEC’s charges that it failed to
protect the confidential trading data of its subscribers.
The settlement included a $2.85 million penalty — the
largest penalty to date against an ATS. The SEC also
charged LavaFlow with aiding and abetting an affiliate’s
broker-dealer registration violations.

The SEC charged three brokerage subsidiaries of
ConvergEx Group, a global trading services provider, plus
two former employees of certain subsidiaries, with fraud
for deceiving customers about hidden fees to buy and sell
securities. In a separate action, the SEC also charged the
former CEO of a broker-dealer subsidiary of ConvergEx
for deceiving customers in connection with the same
scheme. The SEC alleged that the former CEO concealed
the fees and encouraged traders under his management
to do the same. The ConvergEx subsidiaries agreed to
pay more than $107 million and admit wrongdoing to
settle the SEC’s charges. The two former employees
also settled the SEC's charges.

The SEC charged Latour Trading LLC, a high frequency
trading firm, and its former Chief Operating Officer (COO)
for the firm’s repeated violations of the net capital rule and
related recordkeeping provisions and filing requirements.
The SEC’s order found that Latour routinely failed to
maintain its required minimum net capital by millions of
dollars. To settle these charges, Latour agreed to pay
a $16 million penalty — the largest ever penalty for net
capital rule violations — and the former COO agreed to
pay a $150,000 penalty.

The SEC charged the owner of a New Jersey-based
brokerage firm with a manipulative trading practice known
as “layering.” The alleged scheme involved the owner
tricking others into buying or selling stocks at artificial
prices driven by orders that he later cancelled. The SEC
also charged the owner and others with registration
violations. The two firms and five individuals charged by
the SEC agreed to, among other things, pay a combined
total of nearly $3 million to settle the charges and the
owner agreed to a bar from the securities industry.

MANAGEMENT’S DISCUSSION AND ANALYSIS

Insider Trading

Unlawful insider trading always receives significant enforcement
attention, and this fiscal year was no exception. In FY 2014,
the SEC brought 52 insider trading actions. These cases,
which sent a strong deterrent message to would be-violators,
involved a wide range of entities and individuals including
financial professionals, lawyers, and corporate insiders who
breached their duties in pursuit of their own personal gain.
Notable examples included:

e The SEC charged a former trader for the hedge fund
Level Global Investors, L.P., with insider trading in the
securities of Carter’s Inc., a youth clothing company. The
trader caused Level Global to trade in advance of market-
moving news concerning Carter’s after receiving tips
through a consulting agreement with a former Carter’s VP
of investor relations. The total profits and losses avoided
on the trades exceeded $3 million.

e The SEC charged three founders of Lawson Software
with insider trading ahead of the company’s sale by
misusing nonpublic information to take unfair advantage
of incorrect media speculation and analyst reports about
the company’s acquisition. They agreed to pay nearly
$5.8 million to settle the charges.

e The SEC charged a stockbroker and a managing clerk
at a major law firm with insider trading in a $5.6 million
scheme in which the clerk tipped the stockbroker
through a middleman about more than a dozen corporate
transactions for which his law firm provided advice. The
middleman, who the SEC also charged for his role in the
scheme, met the stockbroker at Grand Central Terminal
where he would show the stockbroker a piece of paper
with the relevant ticker symbol and then eat the tip to
destroy the evidence.

e The SEC charged four individuals in a $12 million serial
insider trading scheme that lasted more than three years
in which they traded in Ross Stores stock options based
on nonpublic information about monthly sales results
leaked by a former Ross Stores’ employee.

Financial Reporting/Accounting and Disclosure Fraud

In FY 2014, Enforcement intensified its focus on financial
reporting and accounting fraud. Comprehensive, accurate, and
reliable financial reporting is critical to ensuring that investors
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and the markets receive information needed to make informed e The SEC charged Lions Gate Entertainment Corp.
decisions. Enforcement actions in this area are essential to with failing to fully and accurately disclose to investors
ensuring public confidence in our securities markets. a set of extraordinary corporate transactions that put

) - millions of newly issued company shares in the hands
e CVS Caremark Corp. paid $20 million to settle SEC

charges that it misled investors about significant financial
setbacks and used improper accounting that artificially
boosted its financial performance. The SEC alleged that
in offering documents for a $1.5 billion bond offering, CVS
fraudulently omitted that it had recently lost significant
Medicare Part D and contract revenues in the pharmacy
benefits segment. In addition, the SEC alleged that CVS
further misled investors by manipulating how it calculated
its retention rate, a key metric for pharmacy benefits
managers. CVS also allegedly made improper accounting
adjustments that overstated the financial results for its
retail pharmacy line of business. The retail controller
who was charged with orchestrating these improper
adjustments agreed to settle the SEC’s charges by paying
a $75,000 penalty and being barred for at least one year
from practicing as an accountant on behalf of any publicly
traded company or entity regulated by the SEC.

The SEC charged five executives and finance
professionals in connection with a $150 million fraudulent
bond offering by Dewey & LeBoeuf LLP, the international
law firm where they worked. The SEC alleged that the
senior financial officers inflated the firm’s profitability by
millions of dollars to conceal breaches of debt covenants
in the firm’s loan agreements and that this information
was then incorporated into bond offering documents.
The SEC further alleged that the firm continued to
conceal its improper accounting by making fraudulent
quarterly certifications in connection with the offering.

The SEC charged Diamond Foods, Inc., a snack foods
company, and its former Chief Financial Officer (CFO) in
an accounting scheme to falsify walnut costs in order to
boost earnings and meet analyst estimates. The former
CEQ was also charged for his role in the company’s false
financial statements filed with the SEC, which included
omitting material facts from representations to Diamond’s
outside auditors. Diamond agreed to pay $5 million to
settle the SEC’s charges. The former CEO, who returned
or forfeited more than $4 million in bonuses and other
benefits, also agreed to pay a $125,000 penalty to settle
the SEC’s charges.

of a management-friendly director in order to thwart
a hostile takeover bid. Lions Gate admitted the facts
underlying the misconduct and paid $7.5 million to settle
the SEC’s charges.

e The SEC used its authority under the “clawback” provision
of the Sarbanes-Oxley Act of 2002 to require the former
CEO of Saba Software, Inc. to reimburse the company
$2.5 million in bonuses and stock profits he received while
an accounting fraud occurred at the company. At the
same time, the SEC charged Saba Software and two
former executives behind the accounting fraud scheme in
which U.S.-based managers directed consultants in India
to falsify timesheets so that the company could achieve
quarterly revenue and margin targets. Saba Software
agreed to pay $1.75 million to settle the SEC’s charges
and the two former executives agreed to settle the case
as well. The clawback provision does not require a finding
that a CEO personally engage in misconduct in order to
trigger a reimbursement obligation.

Gatekeepers

Enforcement remained focused on gatekeepers to our financial
system, including attorneys, accountants, fund directors, board
members and other industry professionals who play a critical
role in the functioning of the securities industry. Gatekeepers
are integral to protecting investors in our financial system
because they are best positioned to detect and prevent the
compliance breakdowns and fraudulent schemes that cause
investor harm. Actions against gatekeepers included:

¢ The SEC charged AgFeed Industries, Inc., an animal feed
company, and eight of its executives with conducting
a massive accounting fraud in which they repeatedly
reported fake revenues from their China operations
to meet financial targets and prop up the company’s
stock price. Among those charged was the company’s
U.S.-based audit committee chair who learned of the
misconduct. The SEC alleged that instead of taking
meaningful action after learning of the fraud, the audit
committee chair, along with the company’s CFO at the
time, engaged in efforts to raise capital for expansion
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and acquisitions. The SEC settled its charges against
the former interim CEO, who agreed to be barred from
serving as an officer or director of a public company, and
paid a $100,000 penalty. A former CFO of the company
who cooperated with the SEC’s investigation also settled
the SEC’s charges by agreeing to an order suspending
him from practicing as an accountant for at least five
years. AgFeed subsequently agreed to pay $18 million to
settle the SEC’s charges. Under the proposed settlement,
which is subject to court approval, the $18 million will be
distributed to victims of the company’s fraud.

The SEC charged transfer agent Registrar and Transfer
Company (R&T) and its CEO for violations of the
registration provisions of the securities laws and failing
to supervise firm employees who enabled an unlawful,
unregistered distribution of the shares of Heathrow
Natural Food & Beverage, Inc. Heathrow, a microcap
company, was the subject of a “pump and dump”
scheme orchestrated by its CEO, who the SEC also
charged. An SEC examination of R&T revealed that
it repeatedly failed to detect and address red flags in
connection with more than 54 share issuance requests
from Heathrow’s CEOQ. R&T and its CEO agreed to settle
the charges by paying a combined total of more than
$150,000 and R&T’s CEO also agreed to be suspended
for 12 months from serving in a supervisory capacity with
a transfer agent.

The SEC charged Sherb & Co., LLP, an audit firm, and
four auditors for their roles in the failed audits of three
China-based companies. An SEC investigation found that
Sherb & Co. and its auditors falsely represented in audit
reports that their audits were done in accordance with
U.S. auditing standards. In reality, the audits were replete
with failures and improper professional conduct, and one
of the companies they audited was charged by the SEC
with financial fraud. To settle the charges, Sherb & Co.
and the four individual auditors agreed to be barred from
practicing as accountants on behalf of any publicly traded
company or other entity regulated by the SEC, and the
firm also agreed to pay a $75,000 penalty.

The SEC also brought actions under a risk-based
initiative internally designated “Operation Broken Gate,”
which seeks to identify auditors who may have violated
the Federal securities laws or failed to comply with
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U.S. auditing standards during their audits and reviews
of financial statements for publicly traded companies.
This ongoing initiative has led to multiple actions against
auditors and their affiliated firms, resulting in suspensions
from auditing public companies.

Microcap Fraud

Enforcement sent a strong message that the SEC is bringing its
resources to bear to halt microcap fraud. During the last fiscal
year, Enforcement took proactive steps to combat microcap
fraud by more frequently suspending trading in securities
that are the objects of pump and dumps, targeting repeat
players who help facilitate these schemes, and building on the
SEC’s relationships with its regulatory and law enforcement
counterparts. Enforcement’s efforts in this area included:

e Suspending trading in 255 dormant shell companies,
any of which might have been the next vehicle for stock
manipulators.

e Charging a penny stock promoter, who ran a pair
of well-known websites that disseminated emails
promoting penny stocks, with a fraudulent practice
known as “scalping.” The SEC alleged that the promoter
disseminated emails to approximately 700,000 people
recommending a penny stock, but the emails failed to
disclose that the promoter held more than 1.4 million
shares of the stock that he intended to sell immediately.
The SEC obtained an emergency asset freeze to prevent
the promoter from liquidating $1.9 million in trading
profits he made from exploiting the run up in the price
of a microcap stock he touted. The promoter settled
the charges by consenting to a judgment that required
him to pay $3.73 million in sanctions, barred him from
participating in any penny stock offering, and enjoined
him from recommending stocks without making certain
disclosures.

e Charging four penny stock promoters for manipulating
the securities of six different thinly-traded penny stock
companies in an alleged $2.5 million scheme involving
pre-arranged, manipulative matched orders and wash
trades that created the illusion of an active trading market.

e Charging six penny stock promoters and the CEO of
a microcap company in a joint law enforcement effort
focused on penny stock fraud. The SEC alleged that
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five of the penny stock promoters engaged in various
manipulation schemes involving undisclosed payments to
induce purchases of microcap stock to generate the false
appearance of market interest. The same day, the SEC
announced charges against a microcap company and its
CEO for orchestrating a pair of illicit kickback schemes
and an insider trading scheme involving the company’s
stock. The SEC also charged a sixth promoter for his role
in the insider trading scheme.

Municipal Securities

In FY 2014, the SEC continued its focus on the municipal
securities market, bringing significant, novel actions charging
the full spectrum of market participants. Areas of focus this
year included conflicts of interest, pay-to-play schemes, and
anew initiative to encourage self-reporting of certain securities
law violations by municipal issuers and underwriters.

e Enforcement launched the Municipalities Continuing
Disclosure Cooperation (MCDC) initiative to encourage
issuers and underwriters of municipal securities to
self-report certain violations of the Federal securities
laws relating to the continuing disclosure obligations
specified in Rule 15¢c2-12 under the Exchange Act.
Under the initiative, Enforcement agreed to recommend
standardized, favorable settlement terms to settle actions
with municipal issuers and underwriters who self-report
violations.

e The SEC filed its first action under the MCDC initiative
against Kings Canyon Joint Unified School District, which
resulted in Kings Canyon settling charges concerning
an inaccurate continuing disclosure affirmation made in
connection with a 2010 bond offering. Kings Canyon
consented to an order to cease and desist from
committing or causing any future violations of Section
17(a) of the Securities Act and agreed to, among other
things, adopt written policies for its continuing disclosure
obligations.

e The SEC charged the state of Kansas with fraud for failing
to disclose its multi-billion-dollar pension liability in bond
offering documents, which created a repayment risk
for investors in those bonds. Kansas settled the SEC’s
charges by consenting to an order requiring it to cease
and desist from committing future violations. Kansas
also adopted new policies and procedures to improve
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disclosures about its pension liabilities. This enforcement
action stemmed from a nationwide review of municipal
bond disclosures that had resulted in prior actions against
the states of New Jersey and lllinois.

Investment Advisers

Investment advisers and the funds they manage remained
a key focus of Enforcement during FY 2014. Enforcement
brought actions against a wide range of investment advisers,
including those who engaged in fraudulent conduct, had
deficient compliance programs, and breached their fiduciary
duties to their clients.

e The SEC charged Barclays Capital Inc. with failing to
maintain an adequate internal compliance system to
ensure the firm did not violate any Federal securities
laws after its wealth management business in the U.S.
acquired the advisory business of Lehman Brothers in
September 2008. An SEC examination and subsequent
investigation found that Barclays failed to enhance its
compliance infrastructure to integrate and support the
acquisition and rapid growth of the advisory business
from Lehman. According to the SEC’s order, the
deficiencies in its compliance systems contributed to
other securities law violations by Barclays. To settle the
SEC’s charges, Barclays agreed to pay a $15 million
penalty and undertake remedial measures, including
engaging an independent compliance consultant.

e The SEC charged Western Asset Management Company;,
an investment adviser, with fraud for concealing investor
losses that resulted from a coding error and engaging
in cross trading that favored some clients over others.
Western Asset settled the SEC’s charges by agreeing
to distribute more than $17 million to harmed clients, to
pay a $2 million penalty, and to retain an independent
compliance consultant to address these failures.

e The SEC charged Ambassador Capital Management,
an investment advisory firm, and its portfolio manager
for deceiving the trustees of a money market fund and
failing to comply with rules that limit risk in a money
market fund’s portfolio. The action stemmed from an
ongoing analysis of money market fund data by the
SEC’s Division of Investment Management, which
recognized that the performance of the money market
fund was consistently different from the rest of the
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market. In September 2014, Enforcement received a
favorable initial decision in this matter, which among other
things, permanently barred Ambassador Capital from
association with any investment company, censured the
portfolio manager, and ordered Ambassador Capital and
the portfolio manager to pay combined civil penalties of
more than $800,000.

The SEC charged three investment advisory firms for
violating the “custody rule” that requires them to meet
certain standards when maintaining custody of their
clients’ funds or securities. The SEC’s investigation of
these firms stemmed from referrals by the Agency’s
OCIE examiners. These investigations found that
New York-based Further Lane Asset Management,
Massachusetts-based GW & Wade, and Minneapolis-
based Knelman Asset Management Group failed to
maintain client assets with a qualified custodian or
engage an independent public accountant to conduct
surprise exams. The SEC also charged the CEO of
Further Lane and the CEO and Chief Compliance
Officer of Knelman for custody rule and other violations.
All agreed to settle the charges and pay monetary
sanctions in addition to other relief.

MANAGEMENT’S DISCUSSION AND ANALYSIS

International Enforcement

In coordination with the SEC’s Office of International Affairs
(OIA), Enforcement continued to expand its international
enforcement efforts. FY 2014 included several significant
actions that involved cooperation with the SEC’s law
enforcement and regulatory counterparts both at home and
abroad.

e The SEC charged global aluminum producer Alcoa,
Inc. with FCPA violations related to illicit payments by
subsidiaries to government officials in Bahrain to maintain
a key source of business. The SEC alleged that more than
$110 million in corrupt payments were made to Bahraini
officials with influence over contract negotiations between
Alcoa and a major government-operated aluminum plant.
Alcoa agreed to pay $175 million to settle the SEC’s
charges as part of a $384 million settlement that also
resolved a parallel criminal case announced by the United
States Department of Justice (DOJ).

e The SEC charged Hewlett-Packard Company with
violating the FCPA when its subsidiaries in Russia,
Poland, and Mexico made improper payments in excess
of $3.5 million to government officials to obtain or retain
lucrative public contracts. Hewlett-Packard agreed to pay
more than $31 million to settle the SEC’s charges as part
of a $108 million settlement with the SEC and the DOJ.

e The SEC charged Weatherford International Ltd. with
violating the FCPA by authorizing bribes and improper
travel and entertainment for foreign officials in the Middle
East and Africa to win business, including kickbacks in
Irag to obtain United Nations Oil-for-Food contracts.
Weatherford agreed to pay the SEC more than $65 million
as part of a global settlement of more than $250 million
to resolve the SEC’s charges and parallel actions by the
DOJ and three other agencies.

OIA continued to facilitate international cooperation and
assistance to support the SEC’s enforcement efforts. Among
other accomplishments in FY 2014

e OIA's Enforcement Cooperation Group handled 960
SEC Enforcement Division requests for international
assistance, 548 requests for assistance from foreign
regulatory and law enforcement authorities, and 878
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tips, complaints and referrals (TCRs) with international
aspects (incoming and outgoing).

e Through work with the International Organization of
Securities Commissions (IOSCO), OIA worked to increase
to 103 the signatories to the Multilateral Memorandum of
Understanding (MMoU), which constitutes a net addition
of six signatories from the end of FY 2013. The MMoU
is the principal framework by which securities regulators
around the world exchange information critical to the
investigation and prosecution of cross-border securities
violations.

OIA also opened 30 formal investigations to assist the
SEC'’s foreign regulatory counterparts.

Complex Financial Instruments

e The SEC also charged three Morgan Stanley entities
with misleading investors in two RMBS securitizations
that the firms underwrote, sponsored, and issued. The
SEC’s order found that Morgan Stanley misrepresented
the current or historical delinquency status of mortgage
loans underlying the two securitizations. Morgan Stanley
agreed to settle the charges by paying $275 million,
which will be distributed to harmed investors.

Pursuing Compliance-Based Violations

In FY 2014, the SEC brought a number of large, complex
cases, but also remained focused on pursuing smaller,
compliance-related violations through streamlined investigative
and settlement approaches.

e Enforcement’s Compliance Program Initiative, which
targets firms that have been previously warned by SEC

In FY 2014, the SEC brought a number of actions involving
complex financial instruments, which built on the SEC’s already
strong record of pursuing financial crisis-related cases.

e The SEC charged Bank of America Corporation with

examiners about compliance deficiencies but failed to
effectively remediate them, generated actions in which
the SEC sanctioned three investment advisory firms
for repeatedly ignoring problems with their compliance

failing to disclose known uncertainties about potential
increased costs related to mortgage loan repurchase
claims stemming from more than $2 trillion in residential
mortgage sales. Bank of America admitted this failure and
agreed to settle these charges in addition to securities
fraud charges that the SEC filed in 2013 relating to a
residential mortgage-backed securities (RMBS) offering.
The bank agreed to pay $245 million to resolve the SEC’s
charges as part of a major global settlement with the DOJ
and other government agencies.

The SEC charged RBS Securities Inc., a subsidiary of the
Royal Bank of Scotland plc, with misleading investors in
a 2007 subprime mortgage-backed security offering. The
SEC alleged that RBS represented that the loans backing
the offering generally met the lender’s underwriting
guidelines even though nearly 30 percent of the loans fell
short and should have been excluded from the offering.
According to the SEC’s complaint, this gave investors a
misleading impression of the quality of the loans backing
the offering and the likelihood of their repayment. RBS
agreed to pay more than $150 million to settle the matter,
which will be used to compensate harmed investors.

programs. The firms settled the SEC’s charges by agreeing
to pay financial penalties and hire compliance consultants.

e In another noteworthy effort, the SEC charged 34
individuals and entities in a novel Enforcement initiative
designed to root out those who repeatedly fail to comply
with Federal securities laws requiring them to promptly
report information about their holdings and transactions
in company stock. Enforcement staff used quantitative
data analytics to identify individuals and companies with
especially high rates of filing deficiencies. All but one of the
34 individuals and companies charged agreed to settle the
charges and pay financial penalties totaling $2.6 million.

e Enforcement also continued its successful initiative to
target violations of Rule 105, an anti-manipulation rule
that prohibits firms from improperly participating in public
offerings after short-selling those same stocks during a
restricted period — generally five business days before a
public offering. In a second sweep under this initiative, the
SEC obtained a combined total of more than $9 million
in disgorgement, interest and penalties in settlements
with 19 firms and one individual trader for their Rule
105 violations.
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Trial Victories

Enforcement had a number of important trial victories in
FY 2014.
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After a lengthy trial, a jury returned a verdict in favor of the
SEC on all claims in its action against two corporate insider
brothers. The SEC alleged that the brothers engaged in
a 13-year fraudulent scheme to hold and trade tens of
millions of securities of public companies while they were
members of the boards of directors of those companies,
without disclosing their ownership and their trading of
those securities. The SEC also alleged that the brothers
realized gains in excess of $550 million as a result of
the scheme. Prior to trial, the brothers’ former attorney,
who was also charged by the SEC, agreed to settle the
SEC’s charges by admitting certain facts, paying almost
$795,000 in disgorgement and prejudgment interest, and
consenting to an order suspending him from appearing
or practicing as an attorney before the SEC. Following
the liabilities and remedies phase of the trial, the court
issued an opinion and order requiring the brothers to pay
disgorgement totaling more than $187 million in addition
to prejudgment interest for the entire period of the fraud.

Following a five-week trial, a jury returned a verdict in
favor of the SEC on its fraud claims against a Minneapolis
attorney; a real estate finance fund; and the fund’s
manager, which the attorney owned. The SEC alleged
that the defendants engaged in securities fraud in
connection with their offer and sale of interests in the real
estate fund. The attorney and the other defendants raised
over $21 million from investors while making materially
false and misleading statements that effectively hid the
real estate fund’s deteriorating financial condition. In June
2014, the court issued an order imposing permanent
injunctions against all three defendants, barring the
attorney from serving as an officer or director of a publicly-
traded company for a period of ten years, and imposing
financial sanctions exceeding $14.5 million against the
real estate fund, $3.3 million against the attorney and
the fund’s advisor, jointly and severally, and $1.8 million
against the attorney individually.

The SEC won its jury trial against a Connecticut-based
hedge fund manager and his firms, which he used to
facilitate a multi-billion dollar Ponzi scheme operated
by Minnesota businessman. The SEC alleged that
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the fund manager funneled several hundred million
dollars of investor money into the scheme and falsely
assured investors that their money would be protected.
In September 2014, the court issued an opinion and
order imposing permanent injunctions and monetary
sanctions of over $80 million against the fund manager
and his firms.

e The SEC obtained a jury verdict in its favor on all counts
against AIC, Inc., Community Bankers Securities, LLC,
and an individual who was their founder, President
and CEO. The SEC alleged that the founder devised
and orchestrated an offering fraud in which he sold
millions of dollars of AIC promissory notes and stock.
The defendants misrepresented and omitted material
information to investors, many of whom were elderly,
about a variety of important matters, including the safety
and risk, associated with the investments. In August
2014, the court issued an opinion and final judgments
against the defendants imposing permanent injunctive
relief, disgorgement and prejudgment interest, and
civil penalties. Altogether, the court imposed nearly
$70 million in disgorgement, prejudgment interest,
and civil penalties against the defendants and relief
defendants.

e In August 2014, a jury returned a verdict against Sage
Advisory Group, LLC and its principal in a fraud case filed
by the SEC. The SEC charged that the principal engaged
in a scheme to induce his former brokerage customers to
transfer their assets to Sage, his new advisory firm. The
SEC further charged that the founder made a number
of materially false and misleading statements to his
customers about moving their accounts to his new firm
and that the founder failed to disclose that the switch
would result in significant savings that would flow to him
and Sage rather than the advisory clients.

Continued Excellence in the
Examination Program

OCIE plays a critical role in protecting investors and the integrity
of our capital markets. Every year, OCIE examiners conduct
risk-based examinations of many kinds of registered entities,
including broker-dealers, investment advisers, investment
companies, national securities exchanges, self-regulatory
organizations (SROs), transfer agents, and clearing agencies
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to evaluate their compliance with applicable regulatory
requirements. OCIE uses the findings from these examinations
to address deficiencies directly with registrants and, more
broadly, to improve industry compliance, detect and prevent
fraud, inform policy, and identify risks.

In FY 2014, OCIE conducted more than 1,850 formal
examinations of registrants, an increase over each of the
prior four fiscal years. As described below, in addition to
examinations, OCIE also performed thousands of desk reviews
to evaluate the business activities of its registrants. OCIE’s
examinations resulted in the return of more than $40 million
to investors. More than $300 million in fines, penalties, and
disgorgement was assessed as a result of enforcement actions
concluded in FY 2014 that involved a referral to Enforcement
from an OCIE examination.

Developing Technology and Data Analytics

In FY 2014, OCIE continued to make significant enhancements
in data analytics. This effort has made OCIE more efficient and
effective in analyzing massive amounts of data from registrants
to detect potential violations of laws, rules, and regulations.

For several years, OCIE’s Risk Assessment and Surveillance
Group (RAS) has aggregated and analyzed data from SEC
filings concerning registrants and individuals to identify activity
that may warrant examination. In FY 2014, RAS significantly
expanded its data analysis and monitoring efforts to surveil
data from sources internal and external to the Commission,
including, for example, data collected by or filed with other
regulators, SROs, and exchanges; and information that
registrants provide to data aggregators, regarding, for
example, their business activities and marketing-related
efforts. This expanded data collection and analysis has not
only enhanced OCIE’s ability to identify operational red flags
throughout entire industries — such as firms with aberrant
swings in reported assets under management, changes in
key individuals, business activities, and affiliates, and other
possible indicia of heightened risk — but has also enabled
examiners to better understand each firm’s business activities
prior to conducting an examination.

Other OCIE teams have also leveraged technology to evaluate
large amounts of data for signs of fraud and suspicious
activity. OCIE has hired highly skilled technologists in its
Quantitative Analytics Unit (QAU) to develop tools that bring
powerful analytic capabilities to each examiner in the National

2014 AGENCY FINANCIAL REPORT

Commissioner Michael S. Piwowar

Examination Program. In FY 2014, the QAU developed the
“National Exam Analytics Tool,” commonly referred to as
“NEAT,” which enables examiners to access and systematically
analyze years’ worth of a registrant’s trading data in minutes.
NEAT replaced what was formerly a labor-intensive process
that often consumed weeks or months of examiner time
and resulted in a sampling of a limited time period of such
data, as opposed to the systematic and complete analysis
of years’ worth of data that NEAT facilitates. QAU has also
been developing technologies to help examiners detect
suspicious activity in areas such as money laundering and
high frequency trading that will further expand and enhance
OCIE’s capabilities to fight and deter fraud.

OCIE’s Risk Analysis Examination Group (RAE) has also
leveraged technology to examine clearing firms and large
broker-dealers. The RAE team analyzes all transactions
cleared by selected firms over a period of years and then
subjects that data to a broad range of queries designed to
identify problematic behavior. Applying such methods, the
RAE team identified a wide range of problematic behavior
across multiple firms, including unsuitable recommendations,
misrepresentations, inadequate supervision, churning, and
reverse churning. In FY 2014, RAE collected and analyzed
approximately 1.3 billion transactions from 350 firms, which,
in turn, resulted in referrals for focused examinations by OCIE
and investigation by Enforcement.
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Continuing to Promote and Improve Industry Compliance

OCIE improves industry compliance with the Federal securities
laws and promotes better industry risk management practices
through examinations, communication, and outreach initiatives
with the industry. In FY 2014:

e OCIE published its second annual public statement of
examination priorities to inform investors and registrants
about areas that the staff believes present heightened risk
and to support the SEC’s mission. The examination priorities
were selected through a collaborative process in which
OCIE’s senior management and senior representatives
of other SEC Divisions and Offices worked side-by side
to analyze and perform a risk-based assessment of a
voluminous amount of information from a number of
sources. These sources included information reported
by registrants in required filings, as well as information
gathered through examinations; communications with other
Federal, state and foreign regulators; comments and tips
received from investors and registrants; data maintained in
third-party databases; interactions with registrants, industry
groups, and service providers outside of examinations; and
industry and media publications.

e OCIE issued public “Risk Alerts,” one of which
summarized OCIE staff observations on due diligence
practices of certain investment advisers that manage or
recommend alternative investments to their clients, and
the other of which provided information about OCIE’s
initiative to assess cyber-security preparedness.

e OCIE conducted over 55 outreach conferences with the
industry and securities regulators, both regionally and
nationally, and OCIE staff appeared at more than 240
events in order to promote transparent communications
and coordination among industry participants and
regulators.

e OCIE engaged directly with senior management, heads of
control functions, and independent directors of the largest
broker-dealer holding companies and management
organizations to emphasize the critical role of compliance
in those institutions’ enterprise risk management.

e OCIE launched a number of focused examination
initiatives to promote compliance and increase awareness
of regulatory risks with certain entities. For example, OCIE
commenced an initiative to examine investment advisory
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firms that have been registered with the Commission for
at least three years, but have not yet been examined.
OCIE also commenced an initiative to focus on newly
registered Municipal Advisors that registered under SEC
rules, which went into effect during FY 2014.

Continuing to Identify and Prevent Fraud

OCIE identifies and prevents fraud and other misconduct
through examinations. When OCIE uncovers information in
an examination that establishes or suggests misconduct,
examiners refer the matter to Enforcement for investigation
and appropriate action. In FY 2014, OCIE made more than 200
referrals, many of which resulted in enforcement investigations
and/or actions. Notable examples of enforcement actions that
have involved OCIE referrals include:

e The Commission charged a Detroit-based investment
advisory firm, Ambassador Capital Management (ACM),
and a portfolio manager for deceiving the trustees of one
of ACM’s money market funds and failing to comply with
rules that limit risk in a money market fund’s portfolio.

e Based on areferral from OCIE, the Commission charged
Liquidnet, Inc., the operator of an ATS, commonly
known as a “dark pool,” for failing to protect its clients’
confidential trading information.

e An OCIE examination resulted in the SEC charging the
operators of a South Florida-based boiler room scheme
with defrauding seniors and other investors, whom they
pressured into purchasing stock in a company that
purportedly developed ground-breaking technology for
the National Football League to use in the Super Bowl.
The SEC alleged that two business partners induced
investors into investing over $2.4 million in a Miami
Beach-based company, Thought Development Inc.
(TDI), by representing that their investments would be
used to develop TDI's technology. In fact, 75 percent
of the offering proceeds were allegedly retained by the
respondents’ own company or paid to sales agents
through undisclosed commissions and fees.

e Based on facts discovered during an OCIE examination
of Manhattan-based private equity adviser Camelot
Acquisitions Secondary Opportunities Management
(Camelot), Enforcement obtained an emergency court
order to freeze the assets of Camelot, its principal,
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another individual, and three entities involved in the
alleged theft of more than $9 million in investor funds.

¢ |namatter involving a transfer agent, lllinois Stock Transfer
Company, and its owner, OCIE examiners determined that
the firm and its owner were misusing funds belonging to
corporate clients and the clients’ shareholders to fund
payroll and business obligations. OCIE promptly referred
the matter to Enforcement, which resulted in a Commission
action to freeze assets and place control of the transfer
agent under a court-appointed third-party receiver.

e |n a matter involving a broker-dealer, based on a referral
from OCIE, the SEC charged an employee of that broker-
dealer, with misappropriating hundreds of thousands of
dollars from elderly clients.

e In a matter involving another broker-dealer, Crucible
Capital Group, Inc., OCIE examiners determined that
the broker-dealer submitted falsified financial records
to OCIE staff. Accordingly, OCIE referred the matter to
Enforcement, which ultimately resulted in charges against
the firm for failing to maintain minimum net capital and
failing to maintain accurate records.

e Based on examination referrals from OCIE, the SEC
charged several investment advisers for violating the
“custody rule” under the Investment Advisers Act of 1940.
The custody rule promotes the safety of investor assets
by requiring advisers to meet certain standards when
maintaining custody of their clients’ funds or securities.
The SEC alleged that New York-based Further Lane
Asset Management, Massachusetts-based GW & Wade,
and Minneapolis-based Knelman Asset Management
Group failed to maintain client assets with a qualified
custodian or engage an independent public accountant
to conduct surprise exams. The SEC also charged the
CEO of Further Lane and the CEO and Chief Compliance
Officer of Knelman for custody rule and other violations.
All agreed to settle the charges and pay monetary
sanctions in addition to other relief.

In order to be more effective in identifying and preventing
fraud in examinations, OCIE continues to broaden its expertise
and capacity. In addition to developments in technology and
analytics, OCIE has implemented specialized working groups
(SWGs) in nine key areas: Equity Market Structure and Trading
Practices; Fixed Income and Municipals; Marketing and Sales
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Practices; Microcap Fraud; New and Structured Products;
Valuation; Private Funds; Transfer Agents; and Investment
Companies. The SWGs are an invaluable resource to
examiners and managers, providing subject matter expertise
in their respective areas. OCIE has also established a Private
Funds Unit, which is led by OCIE’s hedge fund and private
equity senior specialized examiners. The Private Fund Unit
not only conducts risk-based examinations of private fund
advisers, but, through the participation of its leadership team,
provides experience and training for examiners to enable them
to become subject matter experts.

Continuing to Inform Policy

As the SEC’s “eyes and ears” in the field, OCIE uses its
perspective to provide structured support to the rule-making
process and other guidance issued by the SEC, and its
Divisions and Offices.

e OCIE provided substantial input into the Commission’s
Dodd-Frank rulemaking process participating in more than
15 working groups to interface with the policy divisions
on such rulemaking. OCIE’s Dodd-Frank rulemaking
involvement was most notable in the following areas:

= the final rules for municipal advisors;

= the proposed rules related to Title VIII concerning
payment, clearing and settlement supervision; and

= the proposed rules under Title VII concerning swap
data repositories and cross-border swap transactions.

¢ |n addition to its valuable contributions to Dodd-Frank
rule-making, OCIE staff also participated in several other
rule-makings, which are in various stages, including the
crowdfunding JOBS Act-related rule-makings, Regulation
SCI, the money market reform rules, the transfer agent
concept release, and removal of references to credit
rating agencies.

e QOCIE also provided useful information from examinations to
the rule-making divisions of the SEC for a number of other
purposes. For example, OCIE staff highlighted to rule-
making divisions instances in which, based on observations
in examinations registrants have misinterpreted the rules
and instances in which more guidance may be needed.
OCIE staff also provided valuable insight into certain risk
management practices and profiles.
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Continuing to Identify New and Emerging Risks

OCIE continues to improve its ability to assess and monitor

risk.

Because OCIE’s examination programs are risk-based,

these enhanced capabilities have enabled each program to
better allocate its limited resources to high-risk firms and
practices. In addition to the developments in technology and
analytics described above, the following are examples of OCIE
initiatives to monitor and examine for new and emerging risks:
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OCIE has continued to expand the use of targeted
examinations as a technique to identify and address
higher risk activities such as, for example:

m the potential misuse by mutual funds of payments to
intermediaries as payment for distribution;

= the use of purported “alternative” investment strategies
by registered investment companies;

= the fulfillment of fiduciary and contractual obligations by
investment advisers when advising wrap fee programs;

= compliance with exemptive orders and relevant
no-action letters in securities lending arrangements;

m representations of investment advisers and broker-
dealers and sales practices when recommending to
customers a movement of retirement plan assets into
rollover vehicles;

m broker-dealers’ compliance with Exchange Act
Rule 15¢3-5 when having direct market access to
exchanges or ATSs; and

m cyber-security practices of broker-dealers and
investment advisers.

OCIE continued its monitoring and examination efforts
with respect to some of the nation’s largest broker-
dealers. Among other things, OCIE has coordinated
efforts within the Commission and with other regulators
to increase coverage in important areas affecting these
broker-dealers, such as operational risk, technology
governance, automated trading and controls, liquidity
risk management, and effectiveness of control functions,
including strategic initiatives to remediate control
deficiencies and meet future enhanced requirements.

MANAGEMENT’S DISCUSSION AND ANALYSIS

e RAS has continued to devote significant resources to

help guide OCIE’s risk-based examination strategy across
the following program areas: broker-dealer, investment
adviser, investment company, and market oversight.
In addition to RAS’ development of its data gathering
and analytics described above, other examples of RAS’
efforts include:

m close collaboration with the regions and others
throughout the Commission, including the Division
of Economic and Risk Analysis (DERA) and the rule-
making offices, to focus examinations on registrants
and practices that pose the greatest risk to capital
markets and investors;

m 0ngoing surveillance of registrants and markets and
communicate risks to OCIE staff; and

= enhancing information gathering and data analysis
techniques to use information submitted by private
fund advisers on Form PF, as well as information about
disciplinary and employment histories of bad actors
in the financial industry to utilize such intelligence to
identify risks to investors and the markets.

OCIE’s QAU has continued to develop OCIE’s quantitative
system architecture through software projects. In addition
to the QAU-developed NEAT, the QAU has supported
individual exam teams in OCIE’s Investment Adviser/
Investment Company examination program nationwide,
the development of improved risk identification methods,
and collaboration with DERA and RAS.

OCIE’s Technology Controls Program (TCP), the
successor to the Division of Trading and Markets’
(Trading and Markets) Automated Review Program,
continues to develop its technology controls examination
program. OCIE has leveraged TCP’s strong technology
knowledge base to support other examination programs
nationally, including by serving as technical risk experts
for exam teams. TCP has also regularly liaised with
other regulators to share identified technology risks and
communicate those to OCIE’s examination programs
as appropriate.

OCIE’s Office of Market Oversight continued its successful
approach to monitoring and assessing risk at the
national securities exchanges and FINRA. Examinations
in this area included reviews of the regulatory service
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agreements and equity order types at the exchanges,
and FINRA district offices, as well as FINRA home
office enforcement. The Market Oversight Office also
conducted examinations of many registrants to ensure
compliance with Section 31 of the Exchange Act, which
requires each SRO to pay certain fees to the Commission
based on the aggregate dollar amount of certain sales
of securities.

e OCIE improved collaboration efforts in other areas
with divisions and offices throughout the SEC to
help ensure that higher risk activities and issues are
addressed in the most effective manner. For example,
OCIE coordinates efforts and utilizes data produced
by the Risk and Examinations Office in the Division of
Investment Management (Investment Management) to
identify and address higher risk firms and activities. OCIE
also regularly shares examination trends, findings, and
industry observations with other offices in order to identify
mutual areas of interest and concern.

OCIE has expanded efforts to coordinate processes with
other regulators and agencies, including FINRA, the DOJ, the
Department of Labor, banking regulators and state regulators,
on a number of matters, as well as foreign regulators. Among
other things, this type of coordination and collaboration helps
ensure that all regulators are informed of ongoing risks and
issues related to broad market practices as well as specific
entities of mutual interest.

Promoting Effective Disclosure

Effective disclosure is crucial to informed investment decision-
making. In FY 2014, the Divisions of Corporation Finance
(Corporation Finance) and Investment Management continued
to work to ensure that companies disclose material information
appropriately and effectively.

e Through its review program, Corporation Finance
continued to improve the effectiveness of company
disclosures and enhance investor protection through
focused comments on periodic reports and offering
documents, including the registration statements for
several high-profile initial public offerings.

e Corporation Finance has continued to look at ways to
improve the quality and consistency of its comments as
well as the overall effectiveness of its filing review process.
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e Corporation Finance also published significant interpretive

guidance to assist companies in improving their
disclosures, such as updates to Corporation Finance’s
Financial Reporting Manual and the publication of
guidance reminding CFOs of the need to properly tag and
report their company financial information in eXtensible
Business Reporting Language (XBRL).

Corporation Finance launched efforts to identify ways
to make disclosure rules more effective. The staff will
continue its comprehensive review of the disclosure
requirements and make recommendations on how
to update them to facilitate timely, material, and
more meaningful disclosure by companies to their
shareholders. As part of this review, staff members are
coordinating with the Financial Accounting Standards
Board to identify ways to improve the effectiveness
of disclosures in corporate financial statements, and
to minimize duplication with other existing disclosure
requirements.

Investment Management continued to protect investors
and promote informed investment decisions through
review and comment on disclosures of mutual funds,
exchange-traded funds, variable annuities, and other
investment companies. In its review of investment
company disclosures, Investment Management focused
on a number of areas, including fees, investment
strategies, and industry trends such as the growth in
“alternative” mutual funds, the use of derivatives by
funds, and changes to existing variable annuity products.

Investment Management monitored fund industry
operations that could be affected by certain world events,
including fund exposures to Russia-related securities
and the potential impact on liquidity, valuation, and
the risk disclosures provided to investors. Investment
Management also focused on exchange-traded funds
(ETFs) creation and redemption activity, liquidity, spreads,
and risk planning in light of Office of Foreign Assets
Control (OFAC) sanctions. In addition, following the
downgrade of certain Puerto Rican municipal securities,
Investment Management monitored funds’ exposure to
that debt and related risk disclosures.

Investment Management published Guidance Updates
on several topics related to disclosures, including the use
of fund names that suggest safety or protection from loss.

33



;
2014 Z\GEI\K‘IYFHTIANCIA‘, REPORT

An Ongoing Commitment to Robust
Economic Analysis

DERA has continued its use of sophisticated and transparent
economic analysis to support a broad range of Commission
activities. DERA's data-driven economic analyses, which
inform rulemakings and other policy initiatives, garnered praise
broadly and in the context of specific rulemakings. The Division
also supports many data-driven initiatives and programs,
including risk assessment activities and the use of structured
data, and leads a significant effort to process data and develop
data analytics. The DERA staff includes a broad spectrum of
experts, including PhD financial economists, accountants,
statisticians, database administrators, operational research
analysts, attorneys, and program managers, and works with
nearly every division and office throughout the Agency.

Incorporating Economic Analysis in Rulemaking

DERA'’s financial economists and other market experts are fully
integrated into the Commission’s rulemaking process. From
the earliest stages of policy development, economists provide
economic insights to inform Commission action.

e Economists were closely involved in the development of
the money market fund reform rulemaking adopted by
the Commission. The fully integrated economic analysis
reflected in that rulemaking contained sophisticated
qualitative and quantitative analyses of the potential
impact and economic effects of the Commission’s
policy choices.

e DERA staff continued its data-driven approach to
analyzing issues related to the application of the Dodd-
Frank Act Title VII rules to cross-border security-based
swaps. Using data on the credit default swaps market,
DERA provided a number of novel data analyses of the
characteristics of the security-based-swaps market to
better understand the impacts of the Commission’s rules.

e DERA is also part of several cross-agency monitoring
efforts, including those related to private offerings,
money market funds, and credit default swaps. DERA
staff collaborates closely with colleagues in Corporation
Finance, Investment Management, and Trading and
Markets to ensure the ongoing availability of data related
to market activity in these, and other, areas.
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Engaging in Cutting-edge Research

DERA staff produces papers and studies on significant
economic issues to help support the Commission’s mission.
These staff-authored white papers and memoranda are publicly
available on the DERA website and are often cross-referenced
in Commission rulemakings or other policy initiatives. These
papers showcase DERA's expert staff’'s academically rigorous,
research that informs policy as it is being developed. Notable
contributions include:

e Two significant papers on ATS and over-the-counter
(OTC) trading, which were cross-posted on the SEC’s
new market structure website. These papers provide
new and sophisticated data analyses of the off-exchange
market. The first white paper provided the first publicly
available measurement of ATS market share that did not
rely on self-reported data. It also documented that trade
sizes in dark pools appear surprisingly similar to trade
sizes on exchanges, despite assertions that these venues
are used to effect block transactions. The second white
paper focused on a little-studied area, examining the
off-exchange market other than ATSs. That paper found
that the non-ATS portion of the off-exchange market is a
larger share of the market than the ATS portion. Contrary
to the prevailing belief that this part of the market is largely
retail, the paper finds that while a few “retail” market
makers seem to capture a large portion of the non-
ATS off-exchange volume, other trading comprises the
majority of off-exchange, non-ATS trading. Additional
papers are planned as part of this series and will directly
inform the Commission’s ongoing study and regulation
of market structure.

¢ |n a series of memoranda related to money market fund
reform, DERA staff analyzed a variety of issues relevant
to the Commission’s consideration of further reform of
money market funds. They addressed questions as to:
(1) the increase in average liquidity cost for trades made
during the financial crisis of 2008 relative to normal
times for securities equivalent to what money market
fund portfolios contain; (2) how much exposure municipal
money market funds have to parents of guarantors of
assets held by money market funds; (3) the usage of non-
government securities by government funds; and (4) the
impact, given the evidence of the supply and demand of
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global safe assets, of adopting more stringent portfolio
requirement for government money market funds on
that market. These memoranda were made available for
comment by interested parties and then directly informed
the final rulemaking.

e DERA’s former Chief Economist and two other
DERA economists authored a white paper on
interconnectedness in the credit default swap (“CDS”)
market. That paper studied the structure of the CDS
market using connections based on a variety of metrics,
and provided statistics that characterized the CDS
market, the degree of counterparty concentration, and
size of different contracts, and underlying contractual
features. The paper directly informs the ongoing and
important discussions regarding the structure and
resulting fragility or stability of the CDS market as well
as studying potential contagion among its participants.

e DERA staff issued a white paper on computing tools for
promoting sound investment decisions, which introduced
a computing tool that can assist individual retail investors
to better assess the risk and return characteristics of
their portfolios by displaying simulated portfolio returns.

DERA's economists and accountants also publish original
research on topics germane to the SEC’s mission in a range of
economic, finance, and accounting journals. They frequently
participate in conferences by presenting this research, critically
discussing the work of others, and moderating research
sessions. Through these efforts, DERA staff maintains an
awareness and understanding of significant financial market
issues and potential solutions to potential failures or risks.
These articles and presentations showcase the staff’s
expertise, inform the public of new and interesting work,
and ensure an ongoing exchange of ideas with the academic
community. By producing cutting-edge research and
engaging the academic community of financial researchers,
DERA staff incorporates the most recent market insights into
their work at the Commission and receives valuable feedback
on that work from the academic community. This interplay
helps ensure that the SEC’s rulemaking, surveillance activity,
and examination work keep pace with industry innovations
and financial market risks.

e DERA hosted more than 19 academics from leading
universities around the country to present their research
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at the SEC, covering topics that included securitization,
OTC derivatives, high frequency trading, dark pools,
executive compensation, fair value accounting, credit
ratings, and systemic risk, ensuring that these new
scholarly insights were accessible to staff from across
the SEC.

¢ On an ongoing basis, DERA also facilitates a variety of
programs to bring market experts to the SEC. Leading
academics frequently present their work through the
DERA Seminar Series and Brown Bag Series. In FY 2014,
DERA organized an Outside Perspective Series, which
features SEC-wide lectures from both academic and
industry experts. DERA has also recently established a
Visiting Scholar Series where prominent academics visit
the DERA for a week and present research and training
seminars to the staff.

e DERA staff has published numerous articles and
participated in each of the major conferences on
securities market issues.

Continuing the Commitment to Structured Data

DERA has continued to deploy its expertise to support the use
of structured data across the Commission. DERA staff works
closely with various divisions and offices to provide technical
input on the structuring of Commission forms, providing
expert input on the content and structure of the forms. These
efforts are central to ensuring that the information submitted
to the Commission is useable and accessible by investors
and other users.

Further, in its commitment to ensuring that the data submitted
to the Commission through forms and filings is useful to
investors, market participants, and the Commission, DERA
staff are monitoring the quality of the submitted XBRL
data. Throughout the year, DERA staff conducted a variety
of outreach efforts such as conferences, webcasts, and
frequently asked questions, or “FAQs,” to provide further
guidance to filers regarding XBRL related issues.

e The staff recently completed an initial assessment of
custom tag rate use in XBRL exhibits and posted the
results on the SEC XBRL website. Among the findings,
staff reported that some of the perceived quality issues
associated with XBRL data are related to third-party
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providers of XBRL software and services, but that overall,
there has been a steady decline in custom tag use by
larger filers, indicating improvements in the U.S. GAAP
taxonomy and companies’ selections of tags. The study
also highlighted that many of the reporting challenges
reside with smaller filers.

e The staff also completed an assessment of required
calculations in XBRL exhibits, observing that smaller filers
accounted for 98 percent of filers with problematically
low submissions of required calculations, with the vast
majority using the same three third-party providers.
Based on DERA staff's assessment, Corporation Finance
published guidance to CFOs on the need to tag and
report financial information properly.

Supporting Sophisticated Data-Driven Analytics

In September 2013, DERA launched its Quantitative Research
Analytical Data Support (“QRADS”) Program. This program
focuses significant contractor support on a variety of
complicated data-driven initiatives, in particular, the generation
of standardized quantitative reports of financial markets and
registrant activity, and the refinement of large and sophisticated
datasets needed for Commission rulemaking and risk
assessment activities. As with many of DERA’s initiatives,
this program engages staff from across the agency in a
broad effort to proactively identify the types of data and data
analytics that are key to understanding the capital markets.
The program is flexible and is designed to meet the growing
and changing data needs of the Commission. Currently,
QRADS is processing and analyzing FINRA-produced financial
market data, OTC market transactions data involving security-
based swaps, and mutual fund flow data. The availability of this
kind of consolidated data will allow for proactive identification
of market issues, including the build-up of pockets of risk in
the financial market and a better understanding of asset flows.

Developing Tools to Identify Financial Market Risks

DERA staff continues to develop and use sophisticated tools
and data analytics to support the risk assessment activities of
various offices and divisions. For example, DERA works closely
with Enforcement’s Financial Reporting and Audit Task Force
and with Corporation Finance to assist in identifying financial
reporting irregularities that may indicate financial fraud and
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help assess corporate issuer risk. In addition, DERA continues
its already-robust support of OCIE and Enforcement with the
deployment and ongoing refinement of data-driven tools
that assist with risk-targeting firms and issues for inquiries,
investigations, and examinations. Importantly, by developing
these models in close collaboration with staff in these other
divisions and offices, DERA staff is able to incorporate
feedback from SEC staff to help ensure that the models are
effective in assisting staff to identify potential risks.

Protecting Investors Through Education

Providing investors with the information they need to avoid
securities fraud and make informed investment decisions
remained a high priority for the Commission in FY 2014.
The SEC's Office of Investor Education and Advocacy (OIEA)
continued to support the Commission’s investor protection
mission by:

e posting educational content to Investor.gov, which was
recognized by a popular global business magazine on
its list of “5 Federal websites people use (and actually
work)” based on the website’s high customer satisfaction
scores, which significantly exceeded Federal government
benchmarks. Investor.gov attracted over one million
new visitors, an increase of 140 percent compared to
FY 2013, due in part to its growing digital and social
media presence, including over 40,000 followers
on Twitter;

e publishing a record number of 28 investor alerts and
bulletins warning investors of possible fraudulent
schemes, including affinity fraud and schemes involving
virtual currencies, and educating them on investment-
related matters;

e conducting in-person outreach, in partnership with
FINRA, state securities regulators, law enforcement
agencies, and outside groups; and

e distributing educational publications through the General
Services Administration’s Federal Citizen Information
Center.

In addition, OIEA continued to handle investment-related
complaints and questions from tens of thousands of individual
investors, participated in the Elder Justice Coordinating Council
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and supported IOSCO’s Committee on Retail Investors, whose
primary mandate is to conduct policy work on retail investor
education and financial literacy.

Continued International Collaboration

In today’s global securities markets, internationally active
registrants and cross-border transactions are commonplace.
As part of the SEC's effort to ensure rigorous oversight of the
U.S. market, it continues to focus on coordinated international
approaches in key regulatory areas. The work of the SEC staff
is mainly coordinated through OIA’'s Regulatory Policy Group.
Through its work with IOSCO, the Financial Stability Board
(FSB) and the OTC Derivatives Regulators Group, among
others, the SEC continues to promote international regulatory
convergence toward high-quality standards and practices.

In FY 2014, the SEC worked tirelessly with its international
counterparts to address regulatory issues of common
interest. Such issues included considering the impact of
minimum haircuts for certain secured financing transactions on
financial stability, seeking understandings on key elements for
developing consistent approaches to regulating participants in
the OTC derivatives market, reducing reliance on credit ratings,
developing and refining toolkits for cross-border regulation of
internationally active entities, and bringing securities market

regulator expertise to bear in ongoing assessments and peer
reviews of financial regulatory reforms by IOSCO, the FSB and
other international bodies.

Enhanced Operational Efficiencies

Strong operational performance, financial controls, and
information systems allow the SEC to maximize the impact
of its staff, resources and budget in pursuit of the agency’s
vital mission. The SEC'’s Office of the Chief Operating Officer
(OCOO) continues to significantly improve performance in
each of these areas.

Improved Financial Management and Performance

e OCOO employed strategic sourcing initiatives to
produce cost savings in a number of ways, such as
negotiating better, longer-term and less costly contracts,
and broadening the search for diverse suppliers with
competitive prices. In FY 2014, 75 percent of contract
dollars were awarded competitively, and 57 percent of
eligible spending dollars went to small businesses.

e OCOO reorganized and restructured the agency’s
Library, realigned staff and purged outdated materials,
dramatically reducing the library’s footprint and operating
budget.
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e |n addition, OCOO continued to optimize the SEC’s space

utilization rate through consolidation and realignment
of office space, leveraging benefits from the agency’s
expanded telework program.

Investing in Talent
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The SEC’s Office of Human Resources (OHR) streamlined
the hiring process and reduced the hiring timeline by
10 percent between the first and fourth quarter of
FY 2014.

OHR continued to build a comprehensive suite of
e-learning, training, and educational resources for
employees covering securities market structure and
trading issues, legal and accounting skills, management
strategies and other areas needed for effective operations,
investor protection, and regulatory oversight.

MANAGEMENT’S DISCUSSION AND ANALYSIS

Technological Advancements

e The SEC continues to modernize its technology systems,

enhancing agency effectiveness, public responsiveness
and oversight of the financial markets.

The Office of Information Technology made further
enhancements to the sec.gov website — the general
public’s primary portal to the SEC. The website now
offers 148,000 static web pages and 21 million company
filings and, with more than 1.2 billion hits per month, has
become the most visited government website.

The agency upgraded its TCR Intake and Resolution
System to allow the public to submit tips and
documentation regarding suspicions or evidence of
wrongdoing in @ more user-friendly manner, and to provide
SEC staff the ability to access real-time, centralized TCR
data and apply more robust analytics tools.

These technological capabilities further augment ongoing IT
upgrades, efficiencies and contract renegotiations, which are
yielding operations savings of millions of dollars a year.
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Looking Forward
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In FY 2015, the SEC will continue to promote, policies and
programs to protect investors, maintain fair, orderly, and
efficient markets, and facilitate capital formation. The agency
will continue to build upon its robust enforcement and
examination programs using innovative data analysis and
cutting-edge technology. The SEC will also continue to make
progress on important rulemakings — both those mandated
by Congress and those that cover other mission-critical areas;
and will push forward on initiatives to strengthen the resiliency
and operational integrity of our securities markets. In FY 2015,
the SEC will also strive to enhance its operations, bolster its
investor outreach and use sophisticated data analytics to
improve its efficiency and effectiveness.

Rulemaking for a Dynamic Economy

In the coming fiscal year, the Commission will seek to complete
the remaining major rulemakings required by the Dodd-Frank
and JOBS Acts. As this rulemaking is completed, the SEC will
also continue to focus on discretionary rulemaking in areas of
critical importance for investors and other market participants,
including asset management, equity and fixed income market
structure, and financial infrastructure.

The Dodd-Frank Act

With over 90 percent of the required rules proposed or
adopted, the Commission is nearing the completion of its
Dodd-Frank rulemaking in many key areas. In FY 2015, the
SEC wiill strive to advance the final rules required to build a
more stable and transparent financial system by:

e continuing to implement the comprehensive regulatory
framework for over-the-counter derivatives market called
for by the Dodd-Frank Act, including the adoption of
rules for regulation of market participants, mandatory
clearing, and transaction reporting and execution, as well
as rules establishing the SEC’s approach to the cross-
border aspects of that market;

e accelerating the implementation of the provisions of the
Dodd-Frank Act related to executive compensation,
including the disclosure requirements regarding the
ratio of CEO compensation to median employee pay,

pay for performance, employee and director hedging,
and compensation clawbacks;

e developing revised rules to require reporting issuers
engaged in the commercial development of oil, natural
gas, or minerals to disclose in an annual report certain
payments made to the United States or a foreign
government;

e targeting the removal of the final references to credit
ratings in SEC rules and forms;

e evaluating recommendations from a staff report to
consider a uniform fiduciary standard of conduct for
investment advisers and broker-dealers when providing
personalized investment advice to retail investors about
securities, as well as ways to better harmonize the
regulatory requirements of investment advisers and
broker-dealers when they are providing the same or
substantially similar services to retail investors; and

e advancing the remaining reviews, studies and reports
required by the Dodd-Frank Act, including a review of
the important definition of the term “accredited investor”
to determine whether there should be any adjustments
or modifications to it.

The JOBS Act

The SEC is also working to complete the remaining
rulemakings required by the JOBS Act, encouraging greater
capital formation for small businesses and emerging growth
companies while preserving strong investor protections by:

e seeking to adopt final rules to implement exemptions
under the Securities Act for securities-based
crowdfunding offerings and offerings conducted pursuant
to “Regulation A+”;

e considering final amendments to enhance the
Commission’s ability to evaluate the development of
market practices in Rule 506 offerings and to address
concerns that may arise in connection with permitting
issuers to engage in general solicitation and general
advertising in such offerings;
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e continuing to work to implement the changes to the
thresholds for registration and deregistration under
Section 12(g) of the Exchange Act, which were effective
immediately upon enactment of the JOBS Act; and

e continuing to provide interpretive guidance to issuers
and their advisers on the implementation and application
of the JOBS Act, and review emerging practices in the
securities market following the implementation of JOBS
Act rules.

Other Major Regulatory Initiatives

Beyond these statutory mandates, the SEC will continue to
develop rules for a dynamic economy that seeks to facilitate
capital formation while protecting investors and maintaining
fair, orderly, and efficient markets. In particular, in the coming
fiscal year, the SEC will:

e advance a comprehensive set of rules for improving equity
market structure, including through enhanced oversight
of trading algorithms, dealer registration requirements
for active proprietary traders, membership requirements
for dealers that trade in off-exchange venues, enhanced
order routing disclosures by broker-dealers, expanded
public information concerning alternative trading system
(ATS) operations, and an anti-disruptive trading rule
applicable to active proprietary traders to address the
use of aggressive, destabilizing trading strategies in
vulnerable market conditions;

e develop potential rules for enhanced pre-trade
transparency in the fixed income markets, including in
the trading of municipal securities;

e continue to work toward a stronger financial responsibility
framework for broker-dealers, including through new
capital and liquidity requirements;

e advance improvements to the quality of reports and other
information provided to investors in mutual funds and
variable annuities;

e consider significant enhancements to the risk
management practices of investment funds and advisers,
including through new requirements addressing liquidity
risk management, stress testing, the use of derivatives,
and transition planning;
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e enhance content and usability of data reporting by
investment as well as mutual funds, ETFs and other
registered investment companies to facilitate data
analysis and risk monitoring;

e assess potential new requirements for mitigating the
conflicts of interest at credit rating agencies that are
inherent in the “issuer pay” model; and

e review potential updates and improvements to core
agency programs, including the disclosure framework for
public companies, the regulatory framework for transfer
agents, and the regulatory treatment of exchange-traded
funds and target date funds.

Continuing Strong Enforcement
and Examination Efforts

Enforcement and OCIE will continue to build on their very strong
results from FY 2014 by focusing on current and emerging
high-priority areas, and on enhancing their use of cutting-
edge technology and analytics. Enforcement’s priorities for
the coming year include a continued focus complex financial
products, gatekeepers, financial reporting, market structure,
insider trading, investment advisers and private funds, and
municipal securities. OCIE will continue to invest in and
use data analytics that enable preemptive detection of risk
throughout entire industries and more effective identification
of fraud in examinations.

e Enforcement filed a series of financial reporting cases in
the last fiscal year and will continue the momentum in
pursuing financial reporting and accounting fraud. These
efforts will include leveraging the work of Enforcement’s
Financial Reporting and Audit Task Force, which is
focused on identifying violations relating to the preparation
of financial statements, issuer reporting and disclosure,
and audit failures.

e Enforcement’s Broker-Dealer Task Force will remain
focused on bolstering efforts to address current issues
and practices within the broker-dealer community. This
includes developing and rolling out nationwide initiatives
to combat problematic practices in this area such as
churning and the failure to comply with anti-money
laundering requirements.
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e Enforcement’s Microcap Fraud Task Force will continue
its proactive efforts to root out microcap fraud through
the use of strategies like trading suspensions and efforts
to target repeat players and gatekeepers in this area.

e Enforcement will continue its focus on halting pyramid
schemes, including taking steps to disrupt these schemes
through a coordinated effort of timely, aggressive
enforcement actions along with community outreach
and investor education.

e Enforcement will continue to use technology to better
process and understand large volumes of data. This
includes employing technology to identify and investigate
potential violations, including high-risk areas that could
harm investors, markets or regulated entities.

e OCIE will continue to focus on issues affecting investors’
retirement accounts, including sales and marketing
practices related to financial advisers’ recommendations
that retirement plan assets be placed in investment
vehicles offered by their firms.

e OCIE will make governance and supervision of
information technology systems a priority, including
operational capability, business continuity planning, and
cybersecurity.

e OCIE will track individuals that have prior disciplinary
histories and assess the compliance programs of firms
that hire or conduct business with such individuals.

e OCIE will examine certain areas of higher risk in broker-
dealers’ trading activities, including execution of trades in
fixed income securities, equity order routing, and trades
in sub-accounts.

e OCIE will conduct reviews to assess implementation of
compliance frameworks at municipal advisors in light
of rules finalizing registration requirements adopted in
FY 20183.

Enhancing Market Stability

The SEC continues to advance a broad-based program
for improving the operational integrity and operation of our
securities markets, seeking improvements in critical market
infrastructure and enhancing data and analytical capabilities.
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In FY 2015, the SEC will finalize rules to improve the design,
deployment, integrity and operation of automated systems
controlled by exchanges and other key market participants
to help ensure that they are prepared to respond quickly and
effectively to system errors and malfunctions. The SEC wiill
continue to work closely with the exchanges and FINRA on
the development of measures that will focus on certain market
infrastructure systems that can halt or severely disrupt trading
when a problem occurs.

The SEC will continue to support the development of a
consolidated audit trail by the exchanges and FINRA and
will also leverage existing data analytics in its evaluation of
additional market structure initiatives.

Continuing to Refine and Use Cutting-edge
Data Analytics

The SEC will continue to develop and enhance sophisticated
models and data analytics, and use them across the Agency
to assess risk and, more broadly, to further its mission.

e DERA recently created the Office of Risk Assessment
(ORA), which reflects the Commission’s ongoing focus
on deploying data-driven analytics to assist with the
identification of financial market risk.

e ORA will build on DERA's successes by centralizing
many of the resources needed to develop, apply, and
support risk analysis methods and tools. ORA will provide
financial and risk modeling expertise and support to
Divisions and Offices with broker-dealer, corporate issuer,
and investment adviser risk assessment and oversight
responsibilities.

e ORA will also support OCIE and other Agency staff with
examination planning, including providing guidance on
the collection and analysis of data to help promote risk-
based examination programs.

e DERA is working closely with Corporation Finance to
assist in identifying financial reporting irregularities that
may indicate financial fraud and help assess corporate
issuer risk.

e DERA and Corporation Finance will also use information
collected from Form D to track the use of general
solicitation and general advertising in Rule 506 offerings
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to assess the impact of its use on capital raising in
private markets, including the impact on the size of
offerings, number of participating investors, and the use
of placement agents and other intermediaries.

Trading and Markets will continue to refine the
Commission’s equity market structure web site, updating
it with trading data and research papers concerning
various types of trading.

Trading and Markets will also continue to expand its
analytical work in the equity options market, using
advanced technologies to analyze options trade and
quote data to inform on a wide variety of SRO rule
proposals.

Investment Management will enhance its capability
to track and categorize disclosure filings, including
substantive disclosure and accounting comments
made to mutual funds and other registered investment
companies, which, in turn, will enhance its analysis
of emerging trends, frequency of issues, and related
patterns in fund disclosure and product development
activity.

DANIFL GALLAGHEF

Commissioner Daniel M. Gallagher
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¢ Investment Management also plans to conduct analysis
of money market fund monthly portfolio data, obtained
through the Form N-MFP, as part of its overall focus on
implementation of the money market mutual fund reforms
adopted by the Commission in FY 2014.

e OCIE will continue to develop advanced technology,
including text analytics, visualization, search and predictive
analysis, through its risk analysis and quantitative teams,
to review large volumes of trade data sets from a wide
range of financial firms, seeking to identify improper
trading activity and other serious risks to investors.

Promoting Investor Education

In FY 2015, the SEC will continue to look for new and
innovative ways to educate investors including:

e increasing investor education outreach to target
audiences, including seniors, millennials, affinity groups,
and the military to convey key investor education
messages, including, among others, understanding fees,
and identifying fraud;

e using research to inform and enhance investor education
initiatives, including feedback from Investor.gov’s
customer satisfaction survey; and

e educating individuals about the importance of checking
the registration status of an investment professional
before investing. OIEA will aim to increase online searches
of the SEC’s Investment Adviser Public Disclosure
database.

Continuing to Enhance Operations

The SEC considers continuous improvement in all aspects
of its finances and operations critical to its mission, and will
continue to enhance its ability to deliver effective and efficient
services in FY 2015.

Workforce

The SEC's strongest asset is its staff. In FY 2015, the agency
will seek to continue hiring and retaining a diverse, dedicated
and talented workforce.
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The SEC will also work to identify additional training needs,
and procure or develop high-quality training that will continue
to allow SEC staff to perform at the highest levels.

Technology

Since FY 2013, the SEC has been working on a multi-year
technology transformation plan called “Working Smarter.”
Under the Working Smarter initiative, the agency has worked
to standardize enterprise-wide platforms, modernize SEC.gov
and the EDGAR filer system, develop advanced search and
discovery capabilities, and build complex, predictive analytical
capabilities. In FY 2015, the agency will continue to build on
this initiative in an effort to lower costs, deliver better services
to both employees and the public, and increase accountability,
transparency, and security.

In FY 2015, the SEC will also continue to enhance its electronic
discovery tools, and to improve its document storage,
organization, and analytic capabilities.

In addition, the agency plans to review its current disclosure
systems and processes and identify ways to use technology to
improve the submission and analysis of disclosure documents.

Finance

The SEC is committed to further improving its financial systems,
processes, and controls. The agency is building a financial
data mart, as part of a broader SEC-wide Electronic Data
Warehouse initiative. This data mart is designed to integrate
data from a variety of SEC systems, facilitating financial
decision-making by providing comprehensive management
and financial reporting on a regular basis.

The SEC also will continue to participate in the Federal
government-wide deployment of a new travel system, work
to replace the system supporting budget execution and
formulation, and focus on reforming the systems related to
filing fees and disgorgements and penalties.

In addition, the agency will continue to search for cost
savings, such as through its efforts with the General Services
Administration to optimize the use of leased space across our
real estate portfolio.
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EXCELLENCE
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Commissioner Kara M. Stein

Conclusion

In FY 2014, the SEC continued to achieve important results
by leveraging technology, employing sophisticated data
analytics and pursing focused rulemaking and policy initiatives,
aggressive enforcement and risk-based examinations.
Through the work of its talented and dedicated staff, the
SEC is committed to building on its successes in FY 2015.
The agency will continue to promote its strategic values of
integrity, accountability, effectiveness, teamwork, fairness and
a commitment to excellence through improving collaboration
and coordination among its divisions and offices, employing
new technology, and supporting the more than 4,000 talented
men and women who work tirelessly to fulfill the agency’s
important mission.
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Financial Highlights

MANAGEMENT’S DISCUSSION AND ANALYSIS

This section provides an analysis of the financial position, results of operations, and the underlying causes for significant changes
in balances presented in the SEC’s FY 2014 financial statements.

As described further below, the SEC’s finances have several
main components:

e An annual appropriation from Congress;

e Securities transaction fees, charged in accordance with
Section 31 of the Securities Exchange Act, which offset
the agency’s annual appropriation;

e Securities registration, tender offer and merger fees (also
called filing fees), of which $50 million is deposited into the
Reserve Fund each year. The Reserve Fund may provide
resources up to $100 million to pay for SEC expenses,
and they are not subject to annual appropriation or
apportionment;

e Disgorgement and penalties ordered and collected from
violators of the securities laws, some of which are then
returned to harmed investors and the remainder of which
are transferred to the Investor Protection Fund or the
Treasury; and

e The SEC Investor Protection Fund, which is funded
through disgorgement and penalties not distributed to
harmed investors, and which is used to make payments
to whistleblowers who give tips to aid the SEC’s
enforcement efforts in certain circumstances, as well as
to cover the expenses of the SEC Office of Inspector
General’s (OIG) Employee Suggestion Program.
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Sequestration Order for FY 2014

On March 1, 2013, the President issued the Sequestration
Order for FY 2013 which reduced FY 2013 budget authority.
As determined by the Office of Management and Budget
(OMB), for FY 2014, the sequestration order was applicable
to mandatory appropriations and spending authority from
offsetting collections, which included the Reserve Fund and
the Investor Protection Fund, of the SEC as follows:

Reserve Fund

The budget authority of $75 million was reduced by
7.2 percent or $5.4 million.

Investor Protection Fund

The budget authority of $90 million was reduced by
7.2 percent or $6 million.

Rescission for FY 2014

On January 17, 2014, Congress passed the Consolidated
Appropriations Act, 2014. Within the appropriation language, a
$25 million rescission was applied to the unobligated balance
of the Reserve Fund.
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Overview of Financial Position

Assets. At September 30, 2014, the SEC’s total assets were
$10.6 billion, an increase of $638 million or six percent over
FY 2013.

Investments, Net increased $473 million, or 37 percent, due
to large Disgorgement and Penalty collections for cases that
were subsequently invested and remained invested at the end
of FY 2014. These investments include collections from the
following cases:

e J. P. Morgan Securities LLC
e British Petroleum PLC

e RBS Securities Inc

Accounts Receivable, Net increased $120 million due to the
remaining Disgorgement and Penalty receivables for Alcoa
Inc., Bank of America Corporation, and AIC, Inc.

In addition to the disgorgement related receivables, the
SEC experienced a $35 million increase in Section 31 Fees
receivable in FY 2014 due to the increased transaction volume
and the increased fee rate established in March of FY 2014,
which rose from $17.40 per million to $22.10 per million
transactions.

Property and Equipment, Net decreased by $14 million due, in
part, to the change in the capitalization threshold implemented
later in FY 2018.

2014 AGENCY FINANCIAL REPORT

CHART 1.3
FY 2014 ASSETS BY TYPE
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TABLE 1.2ASSETS AS OF SEPTEMBER 30, 2014 AND 2013

(DOLLARS IN MILLIONS) FY 2014 FY 2013
Fund Balance with Treasury $ 8211 $ 8,155
Investments — Disgorgement and

Penalties Fund 1,360 848
Investments — Investor Protection Fund 395 434
Accounts Receivable, Net 507 387
Property and Equipment, Net 113 127
Other Assets 4 2
Total Assets $ 10590 $ 9,953
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Liabilities. The SEC’s total liabilities were $2.9 billion as of
September 30, 2014, an increase of $602 million or 26 percent
from FY 2013. The change was mainly related to the increase
in the liabilities for Disgorgement and Penalty cases recorded
during FY 2014, such as against:

e Morgan Stanley and Company
e RBS Securities Inc.
e AIC Inc.

e Amerindo Investment Advisors Inc.

The increase in liabilities was offset by distributions to harmed
investors totaling $195 million.

For the assets received resulting from judgments, the SEC
recognizes a corresponding liability, which is either custodial
if the collections are transferred to the U.S. Treasury General
Fund or the Investor Protection Fund, or governmental if the
collections are held pending distribution to harmed investors.

Unearned filing fees held in a SEC deposit account and earned
filing fees being returned to the U.S. Treasury General Fund
result in SEC recognizing a corresponding liability.

Ending Net Position. The SEC’s net position, comprised of
both unexpended appropriations and the cumulative results
of operations, increased approximately by $35 million, or less
than one percent, between September 30, 2014 and 2013.
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CHART 1.4
FY 2014 LIABILITIES BY TYPE
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TABLE 1.3

LIABILITIES AS OF SEPTEMBER 30, 2014 AND 2013
(DOLLARS IN MILLIONS) FY 2014 FY 2013
Liability for Disgorgement and Penalties $ 2451 $ 2,065
Custodial Liability 223 69
Accrued Payroll, Benefits and Leave 101 70
Accounts Payable 72 44
Registrant Deposits 35 33
Other Liabilities 18 17
Total Liabilities $ 2900 $ 2298
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Results of Operations

Earned Revenues. Total earned revenues for the year ended
September 30, 2014 increased by $142 million or eight
percent when compared to that of FY 2013. As a result of
higher transaction volume, and an increase in the transaction
fee rate effective in March 2014, revenue for Section 31
Transaction Fees increased by $69 million in FY 2014.

The majority of the SEC'’s filing fees is no longer used to
partially fund the SEC’s operations and are now deposited to
the U.S. Treasury General Fund upon collection.

Reserve Fund. Section 991(e) of the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank
Act) authorized the creation of a Securities and Exchange
Commission Reserve Fund (Reserve Fund). Funded from filing
fee collections, the SEC can deposit up to $50 million per
fiscal year, and the fund cannot hold more than $100 million
in total. Excess filing fees are deposited to the U.S. Treasury
General Fund.

For the fiscal year ended September 30, 2014, filing fee
revenues were $580 million. Fifty million dollars was deposited
into the Reserve Fund, of which $25 million was rescinded and
$5.4 million was sequestered. The excess of $530 million was
earned on behalf of the U.S. Treasury General Fund.

Filing fees deposited to the Reserve Fund can be used to
fund the SEC’s operations, create budgetary authority, and are
reported as a component of Appropriations (Discretionary and
Mandatory) on the SEC’s Statement of Budgetary Resources.
Filing fees deposited to the U.S. Treasury General Fund cannot
be used to fund the SEC’s operations. These amounts do not
create budgetary authority, and are reported as a component
of Other Financing Sources: Other on the SEC’s Statement of
Changes in Net Position.

Reserve Fund resources totaling $66 million were obligated,
with $35 million in delivered orders paid, as of September 30,
2014, for both capitalized and non-capitalized information
technology related hardware, software, and contracting,
leaving a remaining amount of $327 thousand of available
resources.
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TABLE 1.4
EARNED REVENUES FOR THE YEARS ENDED
SEPTEMBER 30, 2014 AND 2013

(DOLLARS IN MILLIONS) FY 2014 FY 2013
Section 31 Securities Transaction Fees $ 1,326 $ 1,257
Securities Registration, Tender Offer, and 580 507
Merger Fees (Filing Fees)
Total Earned Revenues $ 1906 $ 1,764
CHART 1.5

RESERVE FUND EARNED REVENUE
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CHART 1.6

FY 2014 FILING FEE DEPOSITS
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Program Costs. Total Program Costs were $1.4 billion for the
year ended September 30, 2014, an increase of $110 million
or eight percent when compared to the prior year. Salary and
Benefit Expenses increased more than $91 million, because
the SEC had higher expenses in the areas of Pay and Benefits
as the result of increased staffing and compensation. Other
Expenses remained stable when comparing FY 2014 to
FY 2013, with the exception of accrued Whistleblower
payments from the SEC’s Investor Protection Fund, which
totaled more than $25 million.

The SEC had increased expenses in the areas of personnel
compensation and benefits which correlates to an increase
of 127 full-time equivalent employees; information technology
service contracts and licensing; capitalized and non-
capitalized information systems software and hardware; and
whistleblower award payments.

Budgetary Resources

In FY 2014, the SEC’s total budgetary resources equaled
$1.551 billion, an 11 percent increase above the FY 2013
amount of $1.402 billion. Significant components of the SEC’s
Total Budgetary Resources are described below.

Unobligated Balance Brought Forward — Unfunded Lease
Obligations. The SEC’s unobligated balance, brought forward
was $441 million for FY 2014. The balance reflects the
funding actions and recoveries related to the unfunded lease
obligations plus the carry-over authority in the Salaries and
Expenses Fund and the Reserve Fund.

Unfunded lease obligations totaled $358 million as of
September 30, 2014. This represents a reduction relative to
the FY 2013 amount, because of funding actions of $83 million.
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CHART 1.7
PROGRAM COSTS
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Spending Authority from Offsetting Collections. The Spending
Authority from Offsetting Collections increased $84 million
primarily for two reasons. Firstly, an increase in fees collected
of $18 million occurred in FY 2014,

Secondly, the $66 million sequestered during FY 2013 was
reverted to Unapportioned Authority during the first quarter of
FY 2014. Since then, this amount was reclassified during the
third quarter of FY 2014 to a temporary reduction/cancellation
returned by appropriation. This is in line with Treasury and
OMB guidance, as these funds are not available in FY 2014,

Spending Authority from Offsetting Collections
and Appropriations

During the fiscal year, the SEC receives an appropriation to
fund its operations. This appropriation establishes the SEC’s
new budget authority in its Salaries and Expenses Fund for
the fiscal year. The SEC’s new budget authority of $1.35 billion
was for FY 2014.

The SEC’s Section 31 fee collections are used to offset the
appropriation, and the appropriated authority is returned to
the U.S. Treasury General Fund. On March 18, 2014, the
increase in the Section 31 fee rate from $17.40 to $22.10 per
million dollars transacted became effective. With an increase in
transaction volume during FY 2014, the Section 31 transaction
fee rate has led to increased earnings between the periods
ending September 30, 2014 and 2013.

The SEC’s Section 31 fee collections totaled $1,291 million for
FY 2014. Therefore, the SEC retained appropriated authority
equal to $59 million.
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TABLE 1.5
TOTAL BUDGETARY RESOURCES FOR THE YEARS ENDED
SEPTEMBER 30, 2014 AND 2013

(DOLLARS IN MILLIONS) FY 2014 FY 2013

Unobligated Balance, Brought Forward, October 1:
Salaries and Expenses Fund — Without
Unfunded Lease Obligations $ 108 $ 102
Salaries and Expenses Fund — Effect of
Change in Legal Interpretation for

Lease Obligations (441) (5623)
Reserve Fund 44 13
Investor Protection Fund 434 451

Total Unobligated Balance, Brought
Forward, October 1 145 43
Recoveries of Prior Year Unpaid Obligations 34 31
Downward Adjustments of Prior Year
Unfunded Lease Obligations - 2
Appropriation (Discretionary and Mandatory)
Salaries and Expenses Fund 59 48
Reserve Fund 22 72
Investor Protection Fund 1) 2)
Spending Authority from Offsetting
Collections 1,292 1,208
Total Budgetary Resources $ 1551 $§ 1,402
CHART 1.9
OFFSETTING COLLECTIONS VS. APPROPRIATION
SECTION 31 EXCHANGE AND FILING FEES
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Investor Protection Fund

The SEC prepares stand alone financial statements for the
Investor Protection Fund as required by the Dodd-Frank Act.
The Investor Protection Fund was established in the fourth
quarter of FY 2010 to provide funding for a whistleblower
award program and to finance the operations of the SEC OIG’s
Employee Suggestion Program.

For FY 2014, the balance of the Investor Protection Fund
(Fund Balance with Treasury and Investments, net of Liabilities)
decreased by $24 million between October 1, 2013 and
September 30, 2014. The Investor Protection Fund recognized
non-exchange revenues totaling $579 thousand, from interest
earned on investments in U.S. Treasury Securities. In addition,
the Investor Protection Fund accrued expenses of $25 million
for whistleblower awards and $47 thousand for salary and
benefit cost in the OIG’s Employee Suggestion Program.

Additional information regarding the Investor Protection Fund
and the Office of the Whistleblower is available in the 2013
Annual Report on the Dodd-Frank Whistleblower Program.
This report may be found at www.sec.gov/whistleblower.

Limitations of the Financial Statements

The principal financial statements included in this report have
been prepared by SEC management to report the financial
position and results of operations of the SEC, pursuant to
the requirements of 31 U.S. Code Section 3515(b). While the
statements have been prepared from the books and records
of the SEC in accordance with generally accepted accounting
principles (GAAP) for Federal entities and the formats prescribed
by OMB, the statements are in addition to the financial reports
used to monitor and control budgetary resources, which are
prepared from the same books and records. The statements
should be read with the understanding that they are for a
component of the U.S. Government, a sovereign entity.
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TABLE 1.6
INVESTOR PROTECTION FUND ACTIVITY
FOR THE YEARS ENDED SEPTEMBER 30, 2014 AND 2013

(DOLLARS IN THOUSANDS) FY 2014 FY 2013

Balance of Fund at beginning of fiscal year,

October 1 $439,197 $453,429
Amount of earnings on investments during

the fiscal year 579 651
Amount paid from the Fund during the

fiscal year to whistleblowers (25,069) (14,832)

Amount paid from the Fund during the
fiscal year for expenses incurred by
Employee Suggestion Program 47) (61)

Balance of the Fund at the end of the
reporting period $ 414660 $ 439,197

Note: Table 1.6 is presented as “Dollars in Thousands” in order to detail Investor
Protection Fund Activity.
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The SEC’s performance data provides a foundation for both
programmatic and organizational decision-making and is critical
for gauging the agency’s success in meeting its objectives.
The SEC is committed to using performance management
best practices to promote greater accountability. This section
provides information on its key performance measures for
FY 2014. It outlines the SEC’s strategic and performance
planning framework, provides information on the costs incurred
by the agency’s four strategic goals and 10 national programs,
and highlights the agency’s progress toward reaching key
performance targets.

The SEC’s FY 2014 Annual Performance Report (APR) will
be issued with the agency’s FY 2016 Congressional Budget
Justification, and will provide a complete discussion of all
of the agency’s strategic goals, including a description of
performance goals and objectives, data sources, performance
results and trends, and information about internal reviews and
evaluations. A summary of the SEC’s verification and validation
of all performance data also will be included in the APR. The
SEC’s APR is expected to be available in February 2015 at
www.sec.gov/about/secreports.shtml.

Verification and Validation of
Performance Data

The SEC’s programs require accurate data to properly assess
program performance and to make good management
decisions. To ensure data is correct, a system of data verification
and validation is used. Data verification is a systematic process
for evaluating a set of data against a set of standards to
ascertain its completeness, correctness, and consistency,
using the methods and criteria defined in the project
documentation. Data validation follows the data verification
process and is an effort to ensure that performance data are
free of systematic error or bias and that what is intended to be
measured is actually measured. Together, these processes are
used to evaluate whether the information has been generated
according to specifications, satisfies acceptance criteria, and
is appropriate and consistent with its intended use.

The SEC ensures that the performance data presented in this
report is complete, reliable and accurate by taking the following
steps:

(1) The agency develops performance goals through its
strategic planning process.

(2) The SEC’s divisions and offices provide:

e the procedures used to obtain assurance as
to the accuracy and reliability of the data;

¢ the data definitions for reference;

e documentation and explanation of the performance
goal calculations; and

¢ the sources of the underlying data elements.

(8) The divisions and offices calculate and report the
performance goals to the Office of Financial Management,
and the performance goals are approved by the division
directors and office heads. This process ensures that
the data used in the calculation of performance goals
is accurate and reliable and that internal control is
maintained throughout the approval process.

Strategic and Performance Planning Framework

The SEC’s FY 2014 strategic and performance planning
framework is based on the FY 2014 — FY 2018 Strategic
Plan, available at www.sec.gov/about/sec-strategic-
plan-2014-2018.pdf. The Strategic Plan outlines the
agency’s mission, vision, values, strategic goals, and
strategic objectives. The SEC’s work is structured around four
strategic goals, and 12 strategic objectives the agency plans
to achieve in support of those four goals. The SEC’s goals
and priorities in the Strategic Plan are influenced by several
external environmental factors, including global, complex and
constantly evolving securities markets.

Table 1.7 displays the agency’s FY 2014 costs for its four
strategic goals, as well as how these costs are divided among
the SEC’s programs described in Table 1.1.
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TABLE 1.7

Strategic Goal

Establish and maintain
an effective regulatory
environment

Cost: $142.0 million
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Contributing Programs ($ in millions)

Strategic Objective

The SEC establishes and maintains a regulatory environment that promotes high-
quality disclosure, financial reporting and governance, and that prevents abusive
practices by registrants, financial intermediaries and other market participants.

The SEC promotes capital markets that operate in a fair, efficient, transparent
and competitive manner, fostering capital formation and useful innovation.

The SEC adopts and administers regulations and rules that are informed
by robust economic analysis and public comment and that enable market
participants to understand clearly their obligations under the securities laws.

The SEC engages with a multitude of stakeholders to inform and enhance
regulatory activities domestically and internationally.

Foster and enforce
compliance with the
Federal securities laws

Cost: $852.8 million

The SEC fosters compliance with the Federal securities laws.

The SEC promptly detects and deters violations of the Federal securities laws.

The SEC prosecutes violations of Federal securities laws and holds violators
accountable through appropriate sanctions and remedies.

Facilitate access to the
information investors
need to make informed
investment decisions

Cost: $218.1 million

The SEC works to ensure that investors have access to high-quality disclosure
materials that facilitate informed investment decision-making.

The SEC works to understand investor needs and educate investors so they are
better prepared to make informed investment decisions.
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Enhance the
Commission’s
performance through
effective alignment
and management of
human, information,
and financial capital

Cost: $228.1 million

The SEC promotes a results-oriented work environment that attracts, engages,
and retains a technically proficient and diverse workforce, including leaders 