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I. Questions from fenator Donald W, Riegle, Jr.

Fhilosophy

You have witnessed first-hand the
consequences of lax regqulaticn of the thrift
induatry and the results of excesaive risk-
taking to the public and the taxpayer. What
lessons have you learned from this experience
and how, if at all, has the thrift debacle
(together with the October 1587 crash break
and all the indictments that have been handed
down recently in both the securities and
commodities markets) affected your views on
securities regulation and your overall
regulatory phileosophy?

Among the lessons that I have learned as a consegquence of

the disaster in the thrift industry are the following:

Acecounting principles play a vital role in providing
information necessary for regulators, policymakers and
others to judge the condition of a finmancial institution.
Distorted accounting principles adopted for "requlatory”
purposes cother than full disclosure can cause deteriorating
trends to remain unnoticed.

Capltal plays an eassential role in providing discipline for
financial institutions and serves to deter against
unwarranted risk-taking, especially by institutions with
federal deposit insurance. Capital standards set by
supervisors are mssential to¢ establish a minimum bepnchmark
for prudent operaticns.

Disclosure policies for insured inatitutions and their
securities should be established by an agency agther than the
primary bank or thrift auperviaory agency te insure that
rigsks telerated by supervisory authorities are publicly
disclosed.

Superviscry authorities must be allowed to take appropriate
enforcement acticn free of political pressures -- from
Congress or an Administration. Institutions engaged in
sericus fraud or other wrongdoing must not think that they
can obtain political relief from enforcement action.

Delay in addressing cases of deteriorating financial
condition and wviolation of regulatory standards often
results in much larger ultimate losses than would
result from swift enforcement action.



The thrift experience has largely confirmed my prior views
rather than changing them. I have always believed in strict
enforcement of safety and scundness standards. Government
ragqulation of financial institutions ahould seek to establish and
to enforce minimem standards and rules of conduct, including
capital, accounting, disclosure and other regulations necessary
to prevent fraud, manipulation or similar abusive practices. At
the same time, market entry and exit, product cofferings, pricing,
locations for deing buainesa, affiliations and other aspects of
econcmic competition should be left to market forces as much as
possible,

If anything, the thrift crisis has demonstrated the neaed for
elimination of the “regulatory" excepticns toc the Securities Act
of 1933 (the "Securities Act"} and the Securities Exchange Act of
1934 {the "Exchange Act"}, including the bank and thrift
exemptions in Secticns 3(a)(2) and 2(a}(5) of the Securities Act
and the bank and thrift reporting provisions cf Section 12(i) of
the Exchange Act.

Z. Epecial Studvy

As the markets have become increasingly
antomated, instituticnalized and complex,
more and more securitias experts are
recognizing the need for, and are suggesting,
the creation of another independent Special
Study along the lines of that conducted by
the Commission and Milton Cohen in the early
1960s.

Are you familiar with that Special Study and
what is your reaction to taking a fresh lock
at a number of the new trends that hawve taken
place since then?

In 1961, Congress directed the Commissicn to study the
adequacy of the system of self-regulation in the securities
indistry and to recommend any necessary legislation. The result
was the Special Study of the Securities Markets, prepared at the
direction of Milton Cohen and submitted to Congress in 1263. The
Special Stndy’s recommendations formed the basis for the
Securities Act Amendmenta of 1964,

In 1988, as part of the Insider Trading and Securities Fraud
Enforcement Act of 1988, Congress directed the Ccommission to
conduct a comprehensive study of the securities laws, but made
the Commission’s obligation contingent upon receiving a §5
million appropriation. Such an appropriation was not included in
the Commission‘s FY 1589 budget, and the Commission did not
request this money in its appropriations request for FY 15590,
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The Commission has not taken any position on the need for a new
Special Study.

If confirmed, I intend to lead the Commissicn in considering
the implications of many of the trends that have affected our
capital markets in recent years. Numerous studies and other
relevant information already exist in the literature regarding
financial services that can form the basis for sound
poelicymaking. Another study might delay the process of
modernizing our statutory programs without devaeloping significant
new information or perapectivea, I believe the Commission
should, on an ongeing baszis, provide Congress with analysis eof
market trends and reevaluation of existing statutes and
requlatory programs. Toward that end it would be more desirable
to increase permanently the Commission’s analytic capabilities
rather than to perform a single study on a temporary basis.

3. Inaider Trading

Support for clarifying the laws on insider
trading rangez from industry groups such as
the Securities Industry Association to former
proaacutors and government officials auch as
Judge Stanley Sporkin, the former head of the
SEC Diwvisicon of Enforcement, former Treasury
Secretary Don Regan, and former U.5. Attorney
Rudolph Giunliani. Last Congress Senator
D’Amato and I introduced lagislation, S.
1380, which in plain English clarifies the
law in this area. This bill was drafted with
the assgsistance of an jd Hoe Committee
consisting of some of the top securities
lawysrs in the country who represented a
cross-section of interesta.

What is your position ¢n whether the law on
inaider trading should be clarified by
statute?

If confirmed would you support 5. 1380, the
insider trading bill I introduced together
with Senator D'Amato last year? If not, why
not? What changes, if any, would you make to
it?

2. 1380 was the product of months of intensive effort by the
Ad Ho¢ Committee, the Commiesion and its staff. Issues that
arcse in drafting the bill were complex and controversial, as
reflected by the fact that the Commission’s support feor
legislation was neither unanimous nor ungualified.
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Since introduction of S§. 1380, several important
developments have coccurred. FPirst, the courts have had further
opportunity to address insider trading isaues and to provide
further clarity to the law. Most notable in this regard was the
Supreme Court’'s decisicn in United States v. Carpenter, which did
not. disavow the use of the misappreopriation theory of insider
trading liability by the Second Circuit. Seceond, like the
courts, the Commission has added to the body of insider trading
law through its enforcement actions. Finally, Congress has
further addressed insider trading through enactment of the
Insider Trading and Securities Fraud Enforcement Act of 1988. As
a result of these and other factors, it is my current
understanding that the lack of a codified definition has not
impaired the Commission‘s enforcement actions to date.

Given the further development of the law of insider trading
by the courts, Congress and the Commission since 5. 1380°'s
introduction, the circumstances that originally appeared to call
for a definition of insidar trading may have changed. Indeed,
there may be advantages in the enforcement area to ba gained from
further administrative and Judicial development of the concept,
I1f confirmed, I will work carefully with the staff of the
Enforcement Divisicn and othar Commission staff, as well as the
cther Commissioners, in reviewing the need for a legislative
definition.

In reviewing this iasue I would seek an appropriate balance
of two somewhat inconsiztent objactives. First, clarifying the
scopa of wrongful behavior -=- especially in the criminal area --
would be desirable so that market participants can effectuats
transacticons axpeditiocusly and with certainty as to their
legality. On the other hand, too much rigidity in the
elaboration of prohibited conduct could hamper the legitimate
exercise of snforcement discretion in responding to new types of
fraudulent conduct.

g, Insider Trading

To what extent do you believe that front-
running and trading on advance informaticn
between the securitiesa and commodities
markets has been a problem?

How about securitiea firms buying and selling
for their own accounts ahead of their
individual customers?

In its broadest terms, "front-running" generally is defined
as trading on tha basis of nonpublic market infcrmaticn regarding
impending market transactions. Prior to the advent of derivative
securities markets (i.e., stock options), such practices
generally were limited to brokers trading in the same security
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prior to the execution cof a customer order. These practices,
known as "trading ahead" or "scalping,” always have been viewed
by the Commissicn as serious violations of a broker’s fiduciary
duty to the customer. They alsc have been prohibited by federal
securities law and exchange rules.

In the securities markets, the term "front-running" has been
defined as the specific practice of trading in the derivative
securities market and the underlying market for the security to
take advantage of material, nonpubli¢ market information
regarding an impending transaction.' It has become evident over
the last few years that opportunities now exist for similar
trading practices involving tradea with stock index futures
contracts and the securities markets (a practice described as
"index front-running").

As with other types of front-running, many if not all of the
securitiea requlatory organizations {"SROs") have prohibited
their members from engaging in intermarket index futures front-
running. Several of the SROs have tried to adopt common
definitions of wviclations., For example, the New York Stock
Exchange ("NYSE"), Chicagc Mercantile Exchange ("CME") and the
New York Futures Exchange ("NYFE") have agreed on common
definitions of intermarket index futures front-running
viclaticna, as well as formal procedures for sharing surveillance
and investigative information to curbk commonly defined abuses.

Because of the regulatory division between stock index
futures -- regulated by the Commoditlies Futures Trading
Commission ("CFTC") -- and securities, the detection and
proszecution ¢f intermarket index futures front-running requires
effective sharing of data and information and the coordination of
investigative and prosecutorial functions. If confirmed, I will
evaluate the adeguacy ¢f current cooperative efforts, as well as
the prevalence of abuse detected by current surveillance.

5, Laveraged Buyouts

How do you respond to criticism that
managemnent has an inherent conflict of
interest in a number of leveraged buyout
deals because they have inside informaticon

IThe term "customer front-running" is used to describe a
practice where a securities broker trades a derivative security
for its own account to take advantage of nonpublic information
concerning the execution of a customer’s order for the underlying
security. In contrast, "self front-running" describes a practice
invelving trades in a derivative security to take advantage of
nonpublic information concerning the execution of an order for
the firm's own account rather than for a customer account.
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that is not readily available to all
gshareholders and, in taking a company
private, they act upon it?

Do you think leong-term bhondholders are
treated fairly in these deals where often
they see the value of their bonds drop
dramatically overnight?

Under state law, corporate directors owe duties of care and
loyalty to the company and its equity shareholders. Where a
transaction involves the potential for self-dealing, courts have
required directors to demonstrate good faith and the inherent
fairness of the bargain, including, under recent case law,
demonstrating that the transaction cffers the highest price
currently obtainable.

As a practical matter, it is difficult to eliminate entirely
management's inherent informational advantage. However,
procedures can be designed to isclate interested directors from
consideration of a transaction. Disclosure of management’s
interest in the transaction and a deacription of the procedures
and analyses followed to evaluate & transaction, as specifically
required under Commission Rule l3e-3, permits shareholders to
evaluate the impact of the conflict on the transaction and to
pursue remedies in the state courts., For example, the Commission
already requires disclosure regarding many of the following
items, and may conaider proposing further discloaure concerning:

- potential conflicts of interest when management is
involved in a transaction;

- diaclosures t¢e shareholders about the intrinsic
value of their corporation;

- management efforts to cbtain the highest price for
shareholders;

- providing shareholders with the same information
considered by the board of directors in evaluating
a management buyout proposal;

- recapitalizaticons that affect control of a
corporation in faver of management and other
insidersa; and

- providing shareholders of a target company with
non-public informaticn and reports provided by the
target to potential acquirors.

To date, it has been fairly clear under the law of most
states that a fiduciary relationship does pot exist between a
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bondholder and the company and its directors. Rathar, a
bondhelder’s rights are purely a matter of contract. The
contract or indenture underlying the bond establishes the rights
and responsibilities of the two contracting parties. Thus, a
bondholder is treated "fairly" if he or she receives what was
bargained for, including all the protective covenants contained
in the bond indenture,

Accordingly, the best method to protect bondholders lies in
the rules assuring adegquate disclosure. The staff of the
Divigion of Corporation Finance is reviewing and evaluating the
status of the current disclosure in the offering materials
distributed to preoapective bondholders. The staff should
consider whether to propose changes in the appropriate rules and
5chedules to ensure that the risks of going-private or other
leveraged transactions are fully disclosed.

In addition, the market may respond to the risk of a
significant c¢hange in the capital structure of an issuer by
requiring more protective covenanta for bondholders. Such
provisions (usually negotiated by the underwriter) generally
allow the bondholder to exercise an option to sell the debt
instrument back to the issuer upon the occcurrence of a certain
gpecified event, such as a change of control resulting in a
downgrading of the issuer’'s bond rating.

6. International Issnes

There ia increasing concern with the
internationalization of the capital markets.
Do you believe the SEC should be doing more
in response te this phenomenon? If so, what
specific measures should the Commission
initiate or support teo facilitate
internaticnal trading and appropriate
requlaticn of such trading?

Yes. While the Commission has made important progress in a
number of areas, I believe it should respond even more actively
to the internaticnalization ¢f our capital markets. Amcng the
most important cobjectives should be improved clearance and
settlement systems, common capital adequacy requirements,
harmonization of accounting standards and conscious efforts to
avoid any unnecessary impediment to the internaticnal
competitiveness of U.S. markets or U.S5. financlal services firms.

Improved aystems to disseminate market information,
continuing improvements in mutual enforcement assistance and
enhanced cooperation in defining and preventing abusive and
fraudulent practices are alsc important. Finally, the
Commission’s efforts to achieve greater mutual recognition of
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securities offerings and other disclosure materials, as wall as
to simplify procedures for mutual recognition of oversight of
market participants such as broker-dealers, should be continued
and enhanced.

7. International Issues

As firnancial markets become even more global,
how can we, as a practical matter, avoid the
tendency for all common nations to compete
for expanding influence by offering the least
requlation regardless of merit?

The Commission has worked to develop common understandings
amchyg countries regarding minimum standarda for the emerging
global securities marketz. These efforts have resulted in
significant steps toward harmonized standards for investor
protection {(&.g9., the emerging consensus that insider trading is
an unacceptable practlice in modern sscurities markets, the
development of minimum capital adeguacy standards, and work on
nmulti-jurisdicticonal disclosure documents). Especially with
committed American leadership, cocperation among the world's
sacurities regulators can help avecid a “"race to the bottom" in
regulatory standards. Moreover, the reality, as well as the
perception, of fair and orderly markets can contribute to the
competitiveness of U.S. markets, so leng as regulation deoes not
become excessive or stifle innovation.

a. Internaticnal Issues

Should there be uniform international
standards for registering and zelling
securities?

It is highly unlikely that uniform global standards will be
developed in the near future due te the traditional differences
in national practices. Indeed, a "uniform" rule gould be highly
adverse if it did not meet the needs of U.S. markets, In some
gspecific areas, it may be possible to develop uniform or closely
gsimilar standards. It is more likely, however, that increased
requlatory coordination and mutual recognition of home country
requirements provide the beat opportunities for increasing the
efficiency of the global capital markets while assuring investor
protection.

This approach was followed by the Commission in 1ts recent
decision to propose that specified types of Canadian issuers
could use Canadian disclosure documents to satisfy registration
and reporting requirements for cfferings in the U.5. This system
could be utilized as a prototype for additicnal jurisdictions
that have disclosure systems designed to assure that investors
are given information adequate to permit them to make an informed
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investment decision. By permitting use of Canadian offering
materials, U.S. investors may have greater investment
oppertunities due to the reduced time and cost for a Canadian
issuer to extend its offer to the UG.S5.

Coordination and accommodaticon of legitimate, ordinary
course foreign market practices may alsc be a more practical and
timely means of addressing differences in stabilization and other
distribution regulations among jurisdictions than seeking uniform
rules.

9. International Issues

Should the Securities and Exchange Commission
accept, for sale in the United States,
foreign registered securities that meet the
standards for countries with a developed,
sophisticated system for registering and
gselling securities and repcrting financ¢ial
results?

A primary challenge facing the Commissicn is removing
unnecessary impediments to transnational capital formation.
Therefore, in appropriate circumstances the U.S5. should be
prepared to allow the sale of foreign-registered securities,
using foreign disclosure decuments, where this action would he
consistent with maintaining minimom U.S. standards. - However,
thig objective muat be accomplished in a manner that does not
unduly disadvantage U.S. issuers in the U.S. markets, and that
provides investora with tha essential protections mandated by the
federal securities laws.

10. Internatiocnal Issues

Should the Securities and Exchange Commisaion
be preopared to accept financial statements
prepared cn the basis of accounting
principles other than generally accepted
accounting principles as promulgated by the
Financial Accounting Standards Board
{"FASB")?

In some circumstances, the Commission currently accepts
financial statements of foreign issuers prepared in accordance
with home country acecunting standarda. This practice is an
appropriate recegnition of the fact that the entire world is not
prepared to follow the pronouncements of the FASE. The
Commisgsion does ragquire, however, reconciliation of income and
equity to U.S. accounting standards. The Commission should be
prepared to expand this practice as a means of reducing the cost
of capital, while maintaining adequate disclosure standards.
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11. Tn T=ss1:

At the present time efforta are being made to
develop a body of international accounting
standards, some of which may not be as
stringent as those prevailing in the United
States. Would you, in the interests of
facilitating international trading of
securitiea, favor adopting the proposed
international standards in preference to
those prevailing in this country?

Whather 1 would favor the use of international accounting
standards in preference to comparable U.S5. standards would depend
cn the specific standard, and the tradecffs that would ba
involved compared with usgse of the American standard. Accounting
gtandards that are not "aa stringent” as those used at any given
time in the U.S. may still provide a relevant and reliable
presentation of financial condition. Conceivably, in some areasa
accounting standards developed cutside the U.S. may be superior
to U.S. standards. Certainly the development of mutually
agreeable international accounting principles and auditing
guidelines would reduce unnecessary costs resulting from
disparitiea among the various national standards. However, I do
not believe that convenience or uniformity are sufficient reasons
far the U.5. teo accept accounting principles that are ifnadequate
in their presantation of relevant and reliabkle informaticon.

12. Financial Instability

The threat of systemic financial instability
in the United States, and in the world,
appears to have grown considerably in the
last decade due to the growing integration of
financial markets, faster execution cof
transactions, decreased transacticn costs,
and the telecommunjcations revelution which
makes information available instantly
throughout the world.

What specific steps do you believe should be
taken now to reduce the threat of such
systemic instability? How likely do you
think it is that suc¢h instability -- or
another market crash along the lines of the
cne we experienced in 1987 -- will occur any
time in the next 4 years?

The factors suggested, such as improved communications and
faster execution of transactions, may alsc reduce risks, and they
do not neceggarily harm systemic stability. Excessive levels of
risk or speculaticn, backed by insufficient capital, would be
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more likely to lead to problems if auch conditions were
widespread, or occurred in major firms. Certain risks, such as
liquidity risks, may be greater today than was true iIn previous
times, at least for certain firms.

In the past decade, the unprecedented growth and change in
financial markets {including, among other things, the increased
internationalization of securities markets and the growing
tendency of firms to take proprietary risk positiens in dealing
with their customers) have resulted in the need for broker-
dealers to accumulate large capital bases. To cbktain the levels
of capital necessary to compete on a global basis, some large
firms have become public companies through equity offerings, some
have increased their leverage, and others have affiliated
themaelves with other entities. Many firms have created holding
company structures to facilitate their world-wide growth.

As the structure of large securities firms has grown more
complex, and their scope of operations has widened, registered
firms may have moved many potentially risky activities, such as
intereet rate swaps, bridge lcans and foreign currency
transactions, out of broker-~dealers and into affiliates or
holding cempanies that are neot under direct regulatory oversight.
In some cases, this results in the aveoidance of significant
capital requirementa that would be applicable L{f such activities
were conducted in the broker-dealer.

One important method of reducing systemic risk would be to
give the Commiasion explicit awnthority to menitor and to evaluate
risk-taking in affiliates of bhroker-dealers that could adversely
gffect the liquidity of any such firm. Analyzing and monitoring
the risk tec large broker-dealers based on a review of
consclidated activities would help the Commission predict and
control excessive risks to the stability of the overall system.
However, since the integrated securities firms now conduct a
majox part of their buaineas in holding company affiliates
outside the registered breoker-dealer, any such proposal fer
consolidated risk analysis would have to be carefully reviewed,
and the specific comments of the industry taken into careful
congideration to avoid unnecessary costs or unnecéssarily
expanded regulation.

Another specific step that could materially reduce
instability would be to improve the speed of global clearance and
settlement procedures. The 1989 Group of Thirty Report on
Clearancs and Settlement in the World’s Securities Markets made
useful suggeations on improving international clearance and
saettlement.

If confirmed, I will pursue an active program to address
systemic risk on a domestic and international level. While I do

not have any basis for predicting the likelihood of specific
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market events, the steps I have suggested would put the
Commission in a better pesition to evaluate the risks and to

reduce the likelihood of instability in the world‘s financial
markets.

13, Glass-Steagall

What ia your posgition on repeal of the Glass-
Steagall Act? If the Act is repealed who
should regulate the activities of hoth banks
and broker-dealersa?

The Commission has supported repeal of the Glass-Steagall
Act, so long as repeal is accompanied by the regquirement that
banks conduct most of their new and existing securities
activities in separate securities affiliates or subsidiaries
subject to Commission regulation., T support the Commission‘s
general pogition, but only if the entire regnlatory structure
that would replace eurrent law was adegunate to protect the
integrity of securities markets and to provide competitive
opportunities that would be both theoretically and practically
egual for different types of financial firms. To this end, I
believe that the Bank Holding Company Act of 1956 would have to
be amended significantly simultaneous with any repeal of Glass-
Steagall in order to achieve competitive eguity and stability.

In general, I de not favor arbitrary or artificial
restrictions on competition per se. I do believe that it is
perfectly appropriate to limit the manner cf competition in order
to achieve legitimate supervisory objectives such as maintaining
safe oparating conditions or preventing undue conflicts of
interest.

14. Capital Adeguacy of Investment Banks

As investment banking firms become more
actively engaged in providing high risk
capital such a2 huge bridge loana for
takeovers and LBOe, how should the system for
evaluating their own capital adegquacy change?
Is our current survelillance in this regard
adequate?

Ideally, capital adequacy should be measured both at the
broker-dealer level and on a consolidated holding company basis.
Te help prevent market instability, the Commission needs to
understand the current financial condition of major firmas,
including their overall capital and liquidity position. This
parallels the ability of banking regulators to review the overall
condition of a bank helding company, rather than limiting
axamination solely tc actual banking subsidiaries.
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Traditicnal capital rules may not be sufficient to assess
liquidity risks, which could be the most damaging to systemic
stability. However, specific changes in current practices must
be carefully weighed to determine that significant superviscry
improvements will justify increased compliance costs.

15. Enforcement

What additicnal steps should the SEC take to
prevent what appears to be rather widespread
fraudulent and manipulative activity?

I deo not personally know how "widespread* fravdulent and
manipulative activity is in the marketplace as a whole. The
Commission should continue vigorous efforts to combat insider
trading, and it should monitor SRO enforcement of rules against
front-running practices as described in responae to an earlier
question. International enforcement cooperation should be
strangthened, and the Commission should continuve vigorous efforts
tc combat penny stock fraud through rulemaking, information
sharing, criminal referrals and other technigues.

One example of the Commission’s resolve to take necessary
actions to enhance enforcement is the penny stock fraud area. As
of August 1, 1989, the Commissicn had brought 46 enforcement
actions in this area compared toc 25 actions in all of FY 1988,
The Commissicn also iz making more criminal referrals to U.S.
Attorney’'s cffices and assisting the FBI and various U.S.
Attorney’'s cffices in their criminal investigationa of penny
gtock frand.

15. Enforcement

Do yon believe that the securities laws
currently provide adequate penalties for
gecurities law violationg?

No. Under current law, the Commission has the authority to
seek civil money penalties only in three limited circumstances.
FPirat, civil penalties may be cobtained from persons who engaqed
in insider trading or who controlled a person who engaged in
insider trading under the Ingider Trading Sanctions Act of 1984
and the Insider Trading and Securities Fraud Enforcement Act of
1988. Second, under recent amendments to the Foreign Corrupt
Practices Act, the Commission may seek civil penaltiea against an
isguer and/or certain perscns acting on behalf of an issuer who
violate Section 30{(a) of the Exchange Act. Third, under Section
iZ(b) cof the Exchange Act, issuera may be assesszsed a civil
penalty for failure to file certain required information.

The zuthority to impose substantial ¢ivil mconey penalties
for other types of securities laws violations would be benefieial
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to the Commission. While injunctive relief remains a powerful
tool, the potential of serious fines could serve as a powarful
deterrent to unlawful activity, especially in certain types of
cases. Indeed, at present the Commission does not have as much
flexibility in imposing civi]l money penalties as sevearal of the
gelf-regulatory organizations that it oversees. In additien to
expanded civil money penalty authority, I believe that giving the
Commission ceass and desiat authority comparable to that of the
bank regulatory agencies should be carefully explorad.

17. Enforcement

What are your views on self-regulation and
the ability of the securities industry to
police itaelf? How might the self-regulatory
apparatua be improved?

In consjidaring a self-regulatory system when promulgating
the Exchange Act, Congress attempted to balance the possible
dangers of total industry self-regqulation (i.e., lax enforcement
and conflict of interest concerns) against the perceived
ineffectiveness of wide-scale government regulation. Under the
Exchange Act, the SROs exercize authority subject to Commission
oversight. This is designed to ensure that the SROs meet their
obligations regarding investor protection and the public
interest.

The degree of supervision exercised by the SROs in the
securities markets iz largely unique in financial regulation
generally. With an ability to pay more competitive salaries than
government, the SROs have a better abllity to maintain a
sufficiently large and experienced staff than the Commigaion. In
addition, the working relationship between the Commission and the
various SROs seems to be generally very good, with the result
that surveillance and investigatory programs of the SROs have
improved as a result of Commission suggestions as well as other
input.

Although the tradition and record of the self-regulatory
approach has been good, improvements can always be made, It is
important for the Commission and the SROs to maintain a high
degree of consultation and cooperaticn in determining the best

pogsible means of achieving supervisory goals.

18. Enforcement

The press has widely reported the fact that
Federal prosecutors are investigating
posaible theft, money laundering and
kickbacks in the stock-lcoan departments of a
number of major brokerage firms and that one
of the largest is expected to plead guilty
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and cooperate with the Government shortly.
What can you tell us about your understanding
of how these schemes work? How serious are
they? What steps do you plan to take to
curtail future abuses?

Stock loan abuses take two distinct forms. The first is
embezzlement by employees of a broker-dealer of stock lean fees a
firm receives in the form of rebates. This illegal activity
cften cccurs in conjunction with stock loan finders -- persons
who locate securities for a fee at the reguest of a borrowing
broker-dealer. The second is the illegal lending by broker-
dealers of customer fully-paid securities and/or excess margin
gecurities in vieclation of Rule 15c3-3 (the customer protection
rule). The end result of this violative activity is that
customer securities that should ke in segregation have been lent,
without the customer’s knowledge or approval, to ancther broker-
dealer for the securities’ cash market value. In scme cases this
occurs without adegquate credit behind such lcan.

The funds cbtained by converting customer securities Into
¢ash could easily be placed at risk by the broker-dealer.
Expending this cash on proprietary trading with the accompanying
market risks or on payment of salaries are two examples of that
rigk. If at a later time the broker-dealer is unakle to make its
customers wholae, the liquidation of the firm may be necessary,
along with the concurrent harm and financial leosa to §.I.P.C., to
the investing public and to confidence in the overall market.

Illegal stock loan activity is a aerious abuse. Employees
who steal money from hroker-dealers have no place in an industry
that acts as a custodian for customer funds and securities.

Thaese employees also present a threat to the financial well-beaing
of the embezzled broker-dealer. The integrity of the marketplace
and the protection afforded the investing public are jecpardized
by the illegal practice cof a broker-dealer whe uges customer
fully paid and/or excess margin securities for stock loan
PUYpOsSes.

To combat this problem, the Commisalon {along with the SR0s)
should maintain a highly trained and experienced broker-dealer
examination staff. Examinera should regularly audit for atock
loan abuses, and the Commisszion should actively take enforcement
measuras in thia area, including making criminal referrals
wherever appropriate.

19. PFailure to Supervise

Over the past few years there have been
significant viclaticns of law involving
hundreds of millions of dollars. What is
your understanding of the failure to
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supervise laws and under what circumstances
do you believe such a case should be brought
by the Commisaion?

Tha system of self-~regulation for the securities induatry
established by the Exchange Act places heavy rellance on
effective supervision by the firms and their supervisory
perscnnel cover branch cffice operations and personnel. Section
15¢{b) of the Exckange Act, at paragraphs 4(E), for broker-
dealers, and (&), for associlated persons, provides the Commission
with the authority t¢ baxr, suspend, censuzre or otherwise limit
the activities of firms or employees for such failure to
supervisa others who viclate the law. PFPirmms and their
supervisory personnel may defend againat charges of failing to
supervise perscns sublect to their supervision by proving that
reasonable supervision had in fact been exercised,
notwithstanding an employee’s violation ef the Act.

Last year Congress also concluded that more specific
supervisory prescriptions that would complement Section
15{b){4}(E} were necessary to prevent the misuse of material,
nonpublic information. The Insider Trading and Securities Fraud
Enforcement Act of 1988 creates as new Section 15(f) of the
Exchange Act a '"'nmew affirmative statutory regquirement for broker-
dealers and investment advisers to establish, maintain and
enforce written supervisory procedures to prevant the misuse of
material, non-public information.” The legislation also provides
in new Section 21A for substantial civil money penalties for
control persons based on violations of insider trading
prohibltions by persons subject to thelr control (e.g. .
anployees).

The Commission should be prepared to bring cases where it
appears that persons in auvthority in firms have not exercised
vigilance when irregularities come to their attention. This may
include cases involving patterns of (i) failure to identify or
follow indicationg of wrongdoing, (ii) failure to ensure
compliance with remedial instructiona; or (iil) inappropriate
reliance on branch cffice personnel to carry cut auperviaory
functions. In general, it is important for the Commission to
review the adequacy of internal procedures and systems for
supervislon.

20. Failure to Supsrvise

What is the responsibility of the self-
raegulatory organizations to bring failure to
supervises cases.

Under the Exchange aAct, the SROs are required to enforce
their own rules, as well as the securities laws in general.
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Thus, all SR0s have a responsibility to enforce their rules
regarding supervision.

To the extent that a member firm fails to supervise
reasonably the activities of its employees, the firm is viclating
a rule of the exchange or asscciation, and disciplinary action
may be warranted. The wvarious SROs are expected to review
sypervision in any significant matter involving violations of its
Tules or of the securities laws.

21. Failure to Supervise

If & brokerage firm learns of alleged
employea misconduct, what obligstions do you
believe that firm has under the law?

Section 15{b){4){E) of the Securities Exchange Act, and
various rules of the NASD and the exchanges impose on broker-
dealers a responsibility to supervise the activities of their
employees for compliance with the securities laws. A firm's
responsibilities include following up on customer complaints,
reviewing transactions effected by all employees for possible
irregularities, and taking cerrective action when viclaticns are
discoveraed. In addition, when a firm terminates an employea
because cof the employee’'s viglation, it must notify the NASD or
exchange of the termination and the reason for the termination.
See, .., NASD Manual, Article IV, Section 3.

22. LCrash and Market Reform Iasues

Are there any measures that Congress and/or
the Commission should take to forestall
anaother market break like that in Qctober
198772

Following tha market break of October 1987, the Commission
submitted proposed legislation on market reform, which Conqgress
has not yet acted upon. This legislation included useful
proposals for enhanced authority to develop an integrated
clearance and settlempent system; reporting requirements for
affiliates of broker-dealers concerning certain financial and
operational risks; and large trader reporting regquirements.

More comprehensive systems for assessing and controelling
liquidity and other risks for both direct market participants and
their holding companies, and better coordination between stock
and furures exchanges and requlators would create a stronger
system.

The implementation of "circuit breakers" between securities
and futures exchanges ig one example of a new mechanism to
protect against market instability. Other desirable systems
improvements would include enhancements to permit higher
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capacity, increased flexibility and better performance in
processing trades. Many such enhancements have been made, or are
under way, by the NYSE and other exchanges.

21, Crash_and Market Reform Issues

In addition to the recommendation that one
agency should coordinate regulatory issues
which have an impact acrocsa related market
segments, other Brady Commission
recommendaticna following the Octocber 1987
market crash were as follows:

i. Clearing systems should be unified
across marketplaces to reduce financial risk.
Has enough been done to unify clearance
syatema?

I do neot agree that there should be a single agency to
“coordinate regulatory issuss ... across related market
segments.” Effectively regulating cross-market issues would be
extremely difficult if the agency performing this function did
not have the expertise cbtained from regulating the underlying
market.

I do not bhelieve that enough has been done to unify or
improve clearance systems, although improvements have been made,
For example, more rapid esettlement and cross-margining should be
considered.

1li. Margina should be conasistent across
marketplaces tc contreol speculation and
financial leverage. What are your views on
who should set margin requirements, and the
need for them?

Margin plays a somewhat different rele in futures markets
than in securities transactions. Therefore, nniformity of margin
requirementa may not be necessary. However, margin levels should
ideally reflact prudential considerations as well as the private
purposes margin serves. However, any decision to revise the
structure of regulation of the futuree exchanges, including
magrgin-setting anthority, should be made by Congress, not the
Commission.

iii. Circuit breaker machanisme. What are
your views on the need for c¢ircult hreakers
and the efficiency of circuit breakers
currently in place?

1 believe the development of "circuit breaker" mechanisms
promotes market stability. However, I do not hawve any baslis for
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judging the efficiency of the mechanisms and procedures now in
place. To my knowladge, only one of these mechanisms (the NISE's
Individual Investor Express Delivery Service} has been activated
in the securities markets, and this system has not reported any
difficulty. The Division of Market Regulation needs to monitor
actively the initial deaign of circuit breakers, their periocdic
simulated testing and enhancements as necessary.

iv. Information systema should be
established to monitor transactions and
conditicns in related marketa. It is
currently easier to track information
relating to commodities trades than it is
securities trades. What is your view on
giving the SEC more authority over large
trading reporting.

I believe that the large trader reporting rulemaking
authority would assigt the Commission in its surveillance of U.S.
markets. Comparable authority has proven beneficial in futures
narkets, and would help the Commission detect manipulative and
other abusive trading activities. Howevar, the cost and
competitive impacts of any specific proposal would require
careful analysis before action iz taken. I would work closely
with industry to determine the leaat costly or disruptive means
of achieving the Commission’s cbijectives pricr to taking action
to Implement any specific propesal.

24, Crash and Market Reform Issues

Supposa the day after you take office the
market drops 500 pointe. Please tell us in
the greatest possible detail exactly what
ataps you would taks during and at the close
of that day teo restore investor confidence in
the market and prevent it from falling
further. With whom would you consult? In
what order? What guaesticns would you ask?
What atatements would you issue? What
actiona would you order or encourage other
parties to take?

It is neot possible to respond te this question without the
spacific facts surrounding the hypothesized market fall of 500
points. My actiona wouttld be affected by such facts as volume and
price movements in other domestis and international markets,
cparability of data processing and other systems, status of
clearing houses and their members, conditiona in domestic and
international futures markets, liguidity conditions for major
firms, specialista and other market participants, and possible
causes for the market fall. At a minimum, however, substantial
market volatility would require the Chairman and his staff to
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remain in clecae touch with the NYSE, NASD and other exchanges,
heads of major securities firms, other financial agencies
(including the CFTC and Federal Reserve), major foreigm
securitles regqulators and key Administration officials, including
the Secretary of the Treasury.

25, Crash and Market Heform Tasues

Would thers come a point at which you might
consider cloeing the market? WwWhat point
might that be?

No. The Chairman of the Commission deoes not have the
independent authority to "close the market," and I would not
consider such a step. While the President does have this
authority for securities markets, it has never been exercised.
Discretionary authority to close the market haa the disadvantage
that market participants do not have any means of knowing how or
when such autheority might be utilized. In a crigis, this
uncertainty and the related rumors concerning its likelihcod
could have seriously adverse consequences.

Nondiscoretionary circuit breakers have been developad to
respond to market instability by creating planned trading halts.
These brief, pre-detarmined intervals will allow traders and
others to assess market conditions and redress operational or
financial problems. At the same time, all market participants
would know that the markets would shortly reopen to permit market
participants to execute tranasactions they deem appropriate.

26. Crash and Market Reform Issuas

Suppose the market continues to drop the next
day and eventually bottoms out 800 points
balow its level when you took offica. Would
this second market ¢rash lead you to
reconsider any of your conclusions regarding
appropriate legislative and regulatory
regponses to the first crash. If so, which
ones?

Please see my answers to Questions 24 and 25.
27. Indiwidual Investor and Investor Confidence

Some cbservers have suggestad that small
investors may be deterred from entering the
market by a perception cof widespread fraud
and insider abuse. These observers maintain
that this perception comes about because, in
regulating the securities industry, the
Commisaion haa too often contented jtself
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with reasonable agsurances of fraud, rather
than ingsisting on a higher, fiduciary duty.
Do you agree that the Commission should
insist that market participants adhere to a
fiduciary duty in executing transactions on
behalf of investors? What specific steps
will you take as Chairman to correct the
perception that the Commission is satisfied
with a lowar standard of care?

There are many factors, Iincluding competition from othex
types of investments, that affect individual investor
participation in the market. I do not believe that there isa a
percepticn that the Commissjon toleratea fraud or vioclations of
fiduciary duties. Indeed, the securities laws and rules jimpose
gtrict standards in this area, which the Commiasion assiduously
enforcas.

A contributicon factor is that the process of investing is
unfamiliar to many Amerjcans. Stock investments may be perceived
as inconvenient and unduly risky due to price volatility or other
factors., Many Americans may also have a perception that self-
interest and corruption among securities Industry participants
are widespread. The Commission can help correct this perception
through vigorous enforcement, but much of this change muat be
accomplished by the indvstry iteself through renewed attention to
retall customers and dedication to ethical business practices.

28. Private Placements

Private placements of securities in the
United States have increased from
approximately $16 billion in 1980 to 5200
billion last year, conatituting 42 percent of
4ll corporate financing. What steps,
including new regulations, should be taken to
prevent abuses of the private market and what
plans, if any, do you have for ensuring that
private placemants comply with existing laws
and regulations?

The SEC has been coneidering for scme months
proposed Rule 144A which would facilitate
private trading of securities in the
secondary market without SEC regulation. The
Commission originally proposed a very broad
tule and has since narrowed its praoposal.

Are you familiar with the proposal and, if
50, what is your view as to its advisability
and its consistency with the SEC’s obligation
to protect the investing public?
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While I do not presently know of any reliable information
concerning significant abuse with private placements warranting
new regulations, I would of course be alert to any such
suggestion. 1 am aware of proposed Rule 144A, and I think that
its objectives are generally sound.

29, Long-Term Versusz Short-Term Investment

What steps, if any, d¢ you think should be
taken to encourage long-term investment? Do
you see any problems with the short-term
horizon of many pension fund managers and
investors?

How do you raspond to concerns expressed by
many people that onr markets have become too
speculative and veolatile and that this is
adversely affecting the long-tarm planning
and research and development plans of
corporate America?

Long-term investment is vitally important to our capital
markets and o our econcmy. Long-term capital formation should
ba strongly encouraged, with greater national emphasis on all
forms of savings. While there may have been a szhift in emphasis
from long-term to short-term returns among some portfolio
managers, &3 to at least some portion of their assets under
management, the causes for any such shift gzhould not be
oversimplified. Any corrective measures would have t0 bhe
carefully and thoroughly analyzed for their impact. While most
apecific propesala for legislative and regulatory change in this
area are outside the Commission‘s direct area ¢of responsibility,
legislative or regulatory steps that would create incentives for
long-term investment perspectives would be desirable.

I am not aware of any empirical evidence correlating
volatility in securities market pricing to corporate R&D
expenditure levels. However, tc the extent that scme
inatitutichal investors focua on short-term trading strategies
rather than on the economic fundamentals of particular stocks,
such investors might reapond leas favorably to expenditures such
28 R&D that are deaigned te enhance leng-term corporate earnings
capacity.

30. Accounting and Auditing

The Commissicn has ceonsiderable authority
cver the accounting industry. Do you believe
the SEC shonld take a more active role in the
process of setting generally accepted
accounting principles? Do you believe that
accountants share part ¢f the responsibility
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for the preblems of the thrift industry as a
result of their poor audit and accounting
performance?

Although I do not believe the Commiasion should set
generally accepted accounting principles, the Commissicon has an
interest in reviewing the relevance of accounting standards to
providing accurate discloesure to investors, and the ilmpact of
accounting standards on U.5. competitiveness. Therefore, I
beliave the Commisaion should retain its aunthority to override,
supplement or otherwise amend the standards established by
professional accounting bodies.

Individual accounting firms may share responsibility for
problems of individual failed thrifts. However, in my view the
ability of the Federal Hcme Loan Bank Board ("FHLBB") to
establish its own "regulatory" accounting principles was a
greater accounting problem in the thrift industry. The FHLEB's
ability to adopt accounting standards that overstated
significantly the net worth cf many thrifts was possible in large
part due to the exclusion of thrifta and securities issued by
thrifts from the Securities Ac¢t and the Exchange Act. In my
apinion, oversight of such matters by the Commission, rather than
the FHLBB, would have resulted in stronger accounting rules for
thrift institutions.

31. Accounting and Auditing

Do you helieve that certified financial
statements provide reasonahle protection to
investors? If not, what additional stepsa
should be taken by independent auditors to
protect investors?

Yes. Standards should of course be updated and improved as
necessary to meet changing business and economic trends.

32. Accounting a Auditin

Under what conditions, if any, should
accounting firms be permitted to have direct
bunsiness relationships with their audit
¢lients? How sghould the independence of the
audit be maintained?

This is a difficult question involving balancing the need
for a truly independent auditor and with the need teo avoid
interfering unnecessarily in the provision by accounting firms of
other typea of services to their audit clients. I do not wish to
take a specific position until I have an opportunity to review
the work of the Commission staff on ita existing study of this
issua.
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33. Accounting and Ruditing

Book walue accounting with its historical
cogt basis has been blamed for many things.
Some gay that manufacturing and commercial
companies have been subject to takeover
levaraged buy-out cffers from management
insiders hecause management has a true idea
whan depreclated assets are uhdervaluad and
future liabilitiea are net discounted to
present value., On the cther hand, banks and
thrifta have used bock value accounting to
hide problem asaets until the problems become
aoverwhelming. In general, do you believe
that securitles discleosure should include
market based valuations? Also, specifically,
do you support the Statament of Policy issued
by the Federal Home Loan Bank Board on

May 19, 1589 that would require thrifts to at
least disclose the market value of assets
that are held for purposes of a later sale or
trade {as opposed o assets held to
maturity)?

Market value rather than historic cost valuation is an
Inportant element in undarstanding the condition of financial
instituticons. Howeaver, the question of market value accounting
and disclosure is complex, and the FASB is studying cost,
reliability and cother issues that should be carefully analyzed.
In some cases 1t may be desirable to report historic costs and
market values in parallel. I have not reviewed the detailed
provisicons of the FHLBB policy statemsnt, but I support a
movement toward mark-to-market accounting (already used by
securities firms) by banks and thrifts.

34. Accounting and anditing

‘The large accounting firms that audit most
public companies are rapidly merging. The
"Big B" may now become the "Big 5." Shounld
the Commission be concerned with declining
competition, excessive size, auwdit quality or
any other implications of these mergers?

I believe the implicaticons of these mergers would be more
appropriately addressed by federal agencies with antitrust
responsibilities, such as the Department of Justice.
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35. Accounting and Auditing

What have you learned about the accounting
industry from your active invelvement in
dealing with the problems of the thrift
industry?

The problems of the thrift industry demonstrated the danger
of allowing bank or thrift regulators to determine the degree of
financial informaticn that would be disclosed by regulated
instituticons as issuers of securities, or the apecific accounting
principles to be fellowed., I have not formed an opinion
regarding the accounting industry itself as a reselt of this
experience.

6. Jurisdiction over Securitias Tasued by Banks and Thrifts

Currently, Section 12{i}) of the 1534 Act
places aecuritiesa issued by banks and thrifts
under the separate regulatory structure for
such instituticons. Do you think that 12{i)
should be repealed with regulation of all
securities centralized at the SEC?

Sections 3{al}{2) and 3{a){5) of the Securitles Act exempl
securities issued by banks and thrifts from registration
requirements, while Section 12{i) of the Exchange Act places
reaponsikbility for reporting as a public company in the
respective bank and thrift requlatory agencies, rather than the
Commission. The resylt i1s that five different agencies have
authority over the disclosure practices of banks and thrifts cr
bank and thrift holding companjes. This situation reduces
protection for investors and increases ovarall costs to the
Federal Govermment. I strongly believe that repealing the bank
and thrift exemptions of Sectiocns 3(aj(2), 3fa)(5) and 12{i)
would significantly improve diaclosure to investors and to the
market. In my opinicn, the result would be a stronger and more
effective regulatory system, at lessz expense to the Federal
Government.

37. Municipal Securities

Should the exemptione In the securities laws
related to issuers of municipal bonds be
continued or should such issuers be subject
tc tha same regulaticon as issuers of other
types of securities?

I do not have an opinion as to the cost effectiveness or
constitutionality of any such proposal. Investors in municipal
securjities generally need reliable financial data as much as
investors in other types of securities. The Commission recently
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has clarified that the anti-fraud provisions of the securities
laws impose a duty on municipal securities underwritears to be
confident of key representations made in the issuer’s official
statement. In addition, the Commission adopted Rule 15c2-12,
which ensures availability of the cfficial statement toc investors
and financial analysts and requires access by underwriters to
that document prior to bidding for those securities. The effect
of these actiona shounld be carefully monitored prior to
additional regqulatory or legislative action.

38. 5Spft Dollara

Do you believe that the practice of payment
for order flow with hard and soft dollars,
which was recently the aubject of an SEC
roundtable sessjion in July, is detrimental to
the induatry?

1f so, how do you balieve that the practice
ghould be regulated, given the fact that
Section 28(e) of the Exchange Act
specifically permits certain "scft" dellars
practices by money managers?

Should the Commission consider banning the
practice in any reapect?

.I have not formed any specific opinion on this issue. I do
not believe that any conclusions as to the advisability of
regulations or legislation in this area should be reached until
the empirical surveys that the Commission’s staff and the SROs
are now preparing as to the extent of these practices are
available.

39, {(orporate Governance Procedures

As more and more corporate shares are held by
major institutional investors such as pension
funds, what specifi¢ changes in corporate

govaernance procedures would seem appropriate?

Corporate governance procedures generally are matters for
state law, with exceptions such as the proxy rules, among cthers.
While the trend toward eguity ownership by institutional
investors may raise new issues concerning voting confidentiality
and fiduciary standards, I am not prepared to support any
specific changes in federal law applicable to corporate
governance procadures at this time. However, I would also plan
to review carefully analy=sis of this issue from the Commission,
commentators, the American Law Institute and others.
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40. Trading Svstems

Many people bhelieve that the trading systems
of the future will be fully auntomated along
the lines of London and Tokye. Wwhat is your
view of the trading syatem of the future?

It is a mispercepticn that either the London or Tokyo
markets is "fully" automated. The Internaticnal Stock Exchange
in London adopted, at the time of "Blg Bang." a screen-hased
quotation dissemination eystem modeled after the Natiomal
Agsociation of Securities Dealers’ NASDAD system. Trades in that
market largely are still negotiated over the telephone, however,
as they are in the U.5. over-the-counter market.

The Tokye Stock Exchange ("TEE") intrcduced an autcmated
order routing and execution system called the Computer-Asasisted
Order Routing and Executicon System ("CORES") in 1382. CORES
provides facilities for the electronic entry of orders from
memher firms® offices, display of the contents of the limit order
book and execution of matching orders. Thia occurs either
automatically or through manual entry by "saitori,” who are TEE
members that function somewhat like specialists on U.S.
exchanges. Approximately %0% of the domestic stocks and all
foreign stocks liated on the TKE are traded in CORES. The 150
stocks not traded in CORES, however, are the most actively traded
and account for approximately 75% of total TKE share wvolume.

In the United S5tates, both traditiocnal exchange markets and
screen-based systems are used actively. I cannot project what
type of system will prove most dominant in the future, although
both types of systems are likely tc continue to evolve,

41. Disclosure

Do you believe that the current disclosure
requirements for American corporaticons are
effactive and efficient? What disclaosures,
if any, would you reduce or eliminate? Are
there areas in which diaclesure is
insufficient to properly inform investors?
Do vou believe that investors would bhe better
informed if market based valuation was more
widely applied? Should mark-to-market
financial statements ba prapared as a
supplemental to existing book value
statements?

Yes, I believe that the current disclesure requirementa for
American corporations are both effective and sfficient, although
they can always be improved. These disclogsure rules provide
comprehensive information as tc a company’s business, financial
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condition and securities. Obviocusly no system is perfect, and
the Commission should continuously review its disclosure policiaes
in light of market developments.

42, Functional Regqulation

You have been a strong advocate of
"functional requlation" in the financial
services industry but this concept has been
griticized by a number cf pecple.

For example, in a speech to be delivered
November 2, 1989, former SEC Enforcement
Chief, Judge Stanley Sporkin calls the
concept “"unworkable” in the enforcement area.
In advocating a single enforcement arm in the
financial services regulatory scheme he
writes;:

The rationale behind a2 single enforcement arm
is to assure that an organization that is
dealing in a multitude of products will be
precluded from operating where it is not
acting respconsibly in any of its various
business phasea. This concept would in
effect recognize that functional regulation
aimply is unworkable, What did not make
sense toc me when I wae Director of
Enforcement at the Securities and Exchange
Commission was that when we discovered a
brokerage firm was cheating its securities
clients we were without jurisdiction to
examine the firm’'s non-securities operations.
It was obvious to me that a firm that would
churn a customer’s se¢urities account would
do likewise with respect to that customer'’'s
commodities transactions. Thia
jurisdictional impediment made us at the SEC
look like a bunch of Inspector Clousseaus,

If the regulated are able to cross functicnal
linea, the regulators ahould be able to do
the same. So for those who advocate
functional regulation, I suggeat they
conasider that view. It would only perpetunate
the Balkanization that now exists.

What is your reaction to this criticism of
functional regulation by Judge Sporkin?

I do not believe the Enforcement Division of the SEC has
ever locked like a collective group of "Inspector Clousseaus,”
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and certainly not under Judge Sporkin. “"Functional regulation”
iz a term that is used by different pecple to describe vastly
different concepts.

Law enforcement in this country i3 not generally unified in
a single agency, but rather is divided by gecgraphic
jurisdicticonal boundaries as wall as specific "functiocnal
assignments" (drugs, customs, etc.). In a decentralized society,
our financial regulation as well as ocur entire pelitical system
will always have jurisdictional boundariesz among agencies and
governmental units. Coordination and cogperation among all
financial agencies should ke active, including anthority for
agencias to bar persona convicted of fraud or wrongdoing in other
financial sectors. Indeed, in appropriate cases the Commission
should also refer information regarding potential wviolations to
the .5, Attorney, tha FBI, state law enforcement or to other
regulatory agencies. In general, I believe enforcement can be
effective notwithstanding Jurisdictional boundariesa.

43. Tender Offers

Since the junk bonds and corporate notes the
Goldsmith Group is offering will not be
listed on the London Stock Exchange, they
will not be subject to regulatory review in
the United Kingdom. If the SEC does not
require registration ¢f the securities, there
will be no regulatory review here. Ia it not
troubling that the second-largest tender
offer Iin histoxry will not be reviewed on
either side of the Atlantic for its effect on
U.8. shareholders of B.A.T. Industries?

I have been ilnformed that, based on a caraeful review of all
relevant facts, the Commission’'s staff has concluded that the
registration requirements of Section 5 of the Securities Act have
not been triggersd by the offer in question. In addition, the
staff has concluded that the Commission does not have any
regulatory jurisdicetion over this offering under any other
provision of the federal securities laws.

The Commission should not take action in cases where it has
determined that it dces not have jurisdiction. Indeed, imprudent
attempts to assert jurisdliction over offshora transactions could
lead to counterproductive foreign asserticns of jurisdiction over
capital market transactions within the United States,

Foreign issuers making an exchange coffer cof this kind
frequently do not extend offers to U.5. holders because they are
unwilling to bear the coste and other burdens of registering
securities in the United States. The U.5., securitiea laws and
the principles of internaticonal comity would not permit the
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Commission te force a foreign issuer to enter the U.5. securities
markets against Lts will, even though U.S. investors may be
excluded from investment opportunities,

44, Foreign Qwnership

Should the S5EC or any Federal government
authority take stepa to monitor the
increasing foreign ownership of American
industry?

Are you at a2ll concerned about increasing
foraign ownership of American industry?

Foreign Lnvestment in the U.S. has helped to provida capital
to support the construction of facilities in the U.5. that have
increased production and employment since the earlieat days of
our nation. The disclosure requirements of the federal
sgecuritiaes laws apply to foreign ownership interesta in shares of
publicly-held U.5. companies, as such regquirements apply to
domestic holdings. Beyond enforcing current disclosure
requirements, I do not believe the Commission should have any
responaibility for "monitoring” foreign ownership of aasets
located in tha United States.

45. Public Utility Holding Company Act

You are no doubt aware that efforts to secure
the repeal of the Public Utility Holding
Company Act several years ago failed. Would
you expect to make its repeal a legislative
priority for the Commission?

The Commission has a longstanding position in faver of
repeal of the PUHCA, or transfer of its responsibilities to a
more appropriate agency. I do not anticipate making this issue a
pricrity concern of the Commission, although the fundamental
soundness of this recommendation is demonstrated by tha
consistency of the Commission’s wviews on this subject.
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ITI. Questions from Senatoy Alan Cranston

45. Multiple Trading of Qptions

Mr. Breeden, on May 25th of this year, the
Securities and Exchange Commizsion adopted
Rule 1%¢-5, permitting the multiple trading
of standardlized cptions on exchange-listed
securities., This new rule is to take aeffect
on Janwvary 22, 1290, and would fundamentally
¢lter the manner in which stock options have
been traded for tha last decade.

Tha SEC has chosen to pursue this course of
action despite atrong oppoaition from a
majority of the options exchanges as well as
from numercus brokerage firms, both regicnal
and national. 1In addition, serious
resaervations have been raised by many in the
Congress, including myself, in a number of
letters to the Commission.

As these letters point out, the multiple
trading of options would entail a major
restructuring of a complex componsnt of our
nation‘s overall securities market. Such a
step would present several poasible serious
repercussions for the securities industry and
the public invesator.

I realize that the zanawers to some of the
more technical guestions that have been
raised may not be possible to determine until
multiple trading has commenced. However, I
am greatly disturbed that several basic
irems, such as a cost/benefit analysis, or
safeguards necessary to protect public
orders, have yet to be clearly identified.

This Senator believes that the Congress has a
duty to ensure that answers to such basic
gquestions as these are provided by the
regulators before multiple trading is
implemented.

Therefore, Mr. Breeden, I would like to have
yvour assurance that, if confirmed, you will
carafully review this entire proceeding to
satisfy yourself that the Commission’s rule
is well-grounded in fact and can withstand
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the c¢loae scrutiny that a decision of this
nature deserves to be given. Specifically, I
would aak that you consider postponing the
implementation of Rule 1%c-5 until vou are
able to certify to the Congress that multiple
trading can be implemented in a cost-
effective manner; that it will not harm the
public investor, and that it will not impede
tha development of a naticonal market syatem
that the Congress has found to be in tha
public intersst.

I am aware that the Commiseion’s action with respect to the
multiple-trading of standardized options on exchange-listad
gecurities {Rule l5c-5) is controversial, and that it has raised
serious concerns. At the same time, it is worth noting that the
Rule was adopted unanimcusly, based on extenslive ataff
consideraticn, and more than two years following its initial
propesal for comment. As I understand it, the Commission’s final
action was based on a conclusion that the benefits from the
propesal would be significant, while its problemsz would be small
and manageable.

If confirmed, I will carefully review this preoceeding tc
satisfy myself as to the desirability of this rule. I would
include in this review consideration of any developments that may
have occurred since the Commission‘s action, such as the degree
of movemant toward markst integration systems. Howesver, I cannct
commit that I will recommend any specific action, or that other
Commissioners would change their views irrespective of my
conclusions.

47. Financial Reform

5. %30, a bill introduced by Senators
DfAmate, Garn and myself imposea a
comprehensive approach on reform by setting
up a system of functignal requlation of all
new activities permitted by financial
entities rather than a piece meal approach
with Congress handing over several powers at
a time cver many years. In your rele as the
new Chairman of the Securities and Exchange
Commission, how would you recommend that this
Committee approach banking reform proposals?
i.e., piece meal or comprehensively?

A comprehensive update of financial services statutes would
be desirable. I would caertainly hope that the Commission could
work with the Congress te ocutline a blueprint for comprehensive
change. However, I would alsc favor enactment of specific,
targeted raforms while awaiting "comprehensive" legislation whers
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such narrower reforms would be consistent with broader
cbiectives.
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ITI. Questions from Senateor Christeopher J. Dodd

48. Over the years, this committee ha=s had a very
constructive weorking relationship with the
Commissicon and the Commission staff.
Senators, as well as our staffs, have felt
fres to call and talk with any of the
individual Commissicners. We have had the
Commizgion Btaff come to the Committes on
many occasions for informal meatings, often
en shert notice, to provide information wa
may regquire on fast-breaking problems. Tha
Commission staff routinely provides technical
assistance on legizlation. Will you continue
to support and encourage these practices
without reatriction?

I will continue current practices in this area, as I believa
that a full exchange of views between the Commission and Congresa
igz a healthy procesa.

49. From time to time, we have raquested and
received from the Commissjion documents --
internal, nonpublic documents -- which we
raview and discuss with the Commission and
its staff as part of our oversight function.
Will you continue to support that practice?

I am not familiar with specific practices in this area, 8o I
cannot make any specific ¢ommitment. However, I appreciate the
significance and importance of Congress® oversight
ragsponsibilities.

50. Describe, in your own worda, what you believe
the relationship of the SEC should be:

- to the White House?
- to QOMBY
- to Congress?

The Commizsion should be a source of expertise, analysis and
policy advice for the White House, OMB and Congress, all of which
have an interest in the issuss relating to U.5. capital markets
and the federal securities laws.

51. You have pointed cut to a4 number of paople
that you are the President’s personal choice
for SEC Chairman. What steps do you intend
to take to ensure that ycou avoid eaven the
appearance of compromising the independence
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of the SEC or being overly influenced by your
relationship to the President or to your
former colleagues in the Administration?

The Prezident selects all nominees to the independent
commigsions. If confirmed, 1 intend to carry out my
responsibilities fully, and without partiality of any kind.

52, If you are confirmed, what are your
pricorities for the SEC?

If confirmed, my first priority will be to maintain, and
hopefully toc enhance, the tradition of excellence ¢f tha
Commiszsion in its staff, and the professicnalism of its work
product.. The Commission represents ap institutional resource of
extrema value to the capital markets of the U.S5., and to the
protection of investors.

Among my other high prioritiea will be to:

- improve the capacity of the Commisslon, working with
other national securities regulators, ¢ vreduge risks
and improve atability in global capital markets. Thia
reguires improvements in clearance and settlement
systems, market survejillance, capital standarda and
metual enforcement cooperation;

- help enhance tha international competitiveness of U.5.
markets and the ability of isauvers to raise capital in
the U.S. at the lowest possible cost; and

- prevent or detect and prosecute financial fraud and
manipulation of all types, to maintain the honesty and
integrity of markets.

53. In June of 1988, the SEC submitted to
Congress legislation developed after its
review of the October 1987 market break.
Senators Dodd and Heinz introduced the
legislation earlier this year as 5. 648, the
Market Reform Act of 1985%. BSection 4 of the
bill, Risk Assessment for Holding Company
Systems, would give the SEC authority to
requaest information concerning the financial
and cperaticnal condition of broker-dealer
holding company systems. Do you feel that
such an expansion of SEC jurisdiction is
needed and, if =0, for what reasong?

The stability of broker/dealer firms is increasingly
indivisible from the financial condition of the entire company of
which a broker/dealer is a part. Sudden collapse of a broker-
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dealexr’s parent firm. could cause nearly instantaneous collapse of
the broker/dealer’s liquidity resources, with potentially
enormous impact on the integrity of the market. Therafore, I
believe that it is imprudent for the Commission to be unable to
datermine the degree of risk of such circumstances, and the

threat they represent to investor confidence and the financial
system as a whola.

54, The large trader reporting provision in
§. 648 provides the Commission with the
authority to adopt reporting rules for large
transactions in publicly traded securities
and related transactions in eguity index
futures and options on such futuras. Various
industry members have argued that the SEC now
hasz ready acceas to information about large
traders through cocperative SEC-salf
regulatory organizatien efforts, such as the
elactronic blue sheets. Do you belisva that
this new reporting ragquirement is neaded?

Yes, I believe this authority would be useful to the
Commisgion for use in both anforcement investigations and also in
monitoring market trends and conditions to maintain stability.
Carefully constructed actual rules should prevent any undue cost
or interference to reperting firms.

55, §. 648 would give tha SEC emergency authority
to suspend all trading in U.S. securities
markets. Do you support this sectien of the
legiglation?

No, I do not believe that authority of this nature should be
vested in the Commission.

S36. Section 5 of the Market Reform Act of 1988
would direct the 5EC and the CFTC to
facilitate the establishment of linked,
coordinated, or centralized facilities for
clearance and settlement of transactions in
securities, options on securities, financial
and commedity futures, and eptions on such
futures. Do you suppert this measura? In
light of existing tensions, how would you
facilitate a cooperative environment between
tha SEC and the CFTC and work to implement
the obwviocus need for improved clearzance and
settlement?

Yes, I believe coordinated and enhanced clearance and
settlement mechanisms are very important. I intend to work
diligently to create an environment of close cooperation with
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the CFTC in every area of mutual concern. Hopefully this measure
could also promote progress toward a safer and more competitive
system in both securities and futured markets.

57. The SEC's settlement with Drexel Burnham
Lambert gives the SEC subatantial authority
tc shape the management of the firm and
conduct continuing oversight over some
aspecta of ifts operation.

In general, would you be willing to support
those kinds of sanctions against securities
firms in the future?

Yes, the Commission has made specific management changas or
policies a part of settlements in other cases as well, While as
a regular matter the Commission should not seek to dictate actual
managemant of a firm, extracrdinary corrective action must be an
option where a firm has shown a pattern of sustained and
widespread misconduct.

58. What are your views generally on the
appropriateness of a "failure to supervise”
sanction? Under what circumstances would you
support such a charge againast an officer of a
broker-dealer?

The system of self-regulation for the securities industry
established by the Exchange Act places heavy reliance on
effective supervision by the firms and their supervisory
parsonnel over branch office coperations and perscnnel. Section
15{b) of the Exchange Act, at paragraphs 4({E), for broker=-
dealers, and (6), for associated persons, provides the Commission
with the authority to bar, suspend, censure or otherwise limit
the activities of firms or employees for such failure to
supervise others who violate the law. Firms and their
supervisory personnel may defend againat charges of failing to
supervise perscons subject to their aupervisi .o by proving that
reagonable supervision had in fact been exercised,
notwithstanding an employee’s viclation of the Act.

Last year Congress also concluded that more spacific
suparvisory prescriptions that weuld complement Section
15({b){41(E) were necessary to prevent the misuse cof material,
nonpublic infeormation. The Insider Trading and Securities Fraud
Enforcement Act of 1988 creates as new Section 15(f) of the
Exchange Act a "new affirmative statutory regquirement for broker-
dealers and investment advisers to establish, maintain and
enforce written supervisory procedureg to prevent the misusze of
material, non-public information." The legislatiocn alsc provides
in new Section 21A for substantial civil money penalties for
control persons based on violations of insider trading
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prohibitions by persons subject to their control f(e.g.,
employeas).

The Commission should be prepared to bring cases where it
appears that persons in authority in firma have nat exercised
vigilance when irregularities come to thei{r attention. This may
include cases invelving patterns of (i) failure to identify orx
follow indications of wrongdoing, {ii) failure to enaura
compliance with remedial inatructicns; or (iii) inappropriate
reliance on branch office personnel to carry ocut supervisory
functions. 1In general, it is very important for the Commission
to review the adequacy <of internal procedures and systems for
supervizion.

5%9. The Commission sent to Congress a2 bill
entitled "The Securities Law Enforcement
Remedies Act of 19689." It was introduced by
Senators Dodd and Heinz at the regquest of the
Commigsion as S. 647. Tha bill would create
new civil fines for securities law
viclations, up to $10Q00,000 for individuals
and $500,000 for corporaticns. In certain
cases, it would alse permit a court, or the
SEC in administrative proceedings, to
prohibit an individual law viclator from
sarving as an cfficer of director of a public
company or a regulated firm.

Do you support the bill? Do you genarally
support the proposition of civil fines for
securitiea law violations?

I strongly suppeort the authority for the Commission to levy
civil fines for securities law violations. W%hila injunctivae
relief remains an important enforcement remedy, civil money
penalties would be a4 significant deterrent to wrongdeing by
enabling the Commission to create economic risks to those who
violate the securities laws. If anything, I am net certain that
the maximum levels permitted under the propeosed legislation would
be sufficient in extremely sericus cases.

&0, The SEC is best known for its high-profile
insider trading cases. Are there other areas
of enforcement -- for example, accounting
fraud, municipal securities regulation, or
other areas -- that you believe should get
greater attention? Where do you see the
greatest harm to Lnvestors?

Threats to investors may come from a variety of directions,
and I believe that the Commission has to be vigilant and alext to
all such problems, irrespective of their source. The penny stock
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problem deserves spscial emphasis due to the often severa impact
of guch cases on individual investors. Market manipulation
should also be the subject of careful surveillance and
enforcement action.

&l. Co you have an opinion about how well self-
ragqulation in the securities indusatrcy is
working?

In considering a self-regqulatory system when promulgating
the Exchange Act, Congress attempted to balance the possible
dangers of total industry self-requlation {i.e., lax enforcement
and conflict of intereat concerns) against the perceived
ineffectiveness of wide-scale government regulation. Under the
Exchange Act, tha SROs exercise authority subject to Commission
ovaralight. This is designed to ensure that the SROa meet their
cbligaticna regarding investor protection and the public
interest.

The degree of supervision exercised by the SR0Os in the
securities markats is largely unique in financial regulation
generally. With an ability tc pay more competltive salaries than
governmert, the SROs have a better ability to maintain a
sufficiencly large and experienced staff than the Commission. In
addition, the working relationship between the Commission and the
various SROs seems to be generally very good, with the result
that surveillance and investigatory programs of the SRCs have
improved as a result of Commission Suggestions as well as other
input.

Although the tradition and record of the self-regulatery
approach has heen good, improvements can always be made. It is
important for the Commission and the S5R0s to maintain a high
degree of consultation and cooparation in determining the best
pogsible means of achieving superviscry goals.

62. In the past, the SEC has consistently
supported private rights of action as a
necessary adjunct to the Commission’s
enforcement efforts. What are your views?

For at least 25 yearsa, the Supreme {Court has permitted
private rights of action under the federal securities laws as a
"necessary supplement” to Commission enforcement actions.

Parsons who have heen injured by securities law wioclations eften
will have the incentive to seek recovery for the viclatioem. Such
suits serve hoth a remedial purpose, and act as a powerful
deterrent to violators.

Private actiona d¢ neot; however, serve all of the ends
served by Commission actions. The Commission may be able to sue
where no private litigant can or will, and the Commission cften
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can cbtain relief in the public intereat that is not generally
available toc a private litigant. In some areas private actions
could be counterproductive, by creating excessive litigation or
incensistency in outcomes. Therefore, private acticna supplement
the Commisaion’'s enforcement program, but they cannot be used in
every area, and they do not substitute for a vigorous and well-
staffed Commisaion enforcement program.

3. The SEC has submitted legislation toc Congress
to create a self-regulatory organization for
investment advisers. It was introduced as
5. 1410 by Senators Dodd and Heinz at the
SEC’'s request. In general, do you support
tha lagislaticon?

Y have not formed a spacific cpinion on this legislation.

G4d. We have marked up 5. 6456, the International
Soecurities Enforcement Cooperation Act. You
gtated at your recent hearing that you
support tha legislation. Are there areas,
ether than enforcement, in the internaticnal
arena where coordination is needed?

Yes, there ia a great need for more active cooperaticn in
reducing systemic risks, such as by enhancing clearance and
settlement systems and developing common net capital rules.
There also needs to be a atronger instituticonal framework for
international cooperation in sagurities regulation. Common, or
more clogsely harmonized, accounting, auvditing and disclosure
standards would also be beneficial. Finally, mutual recognition
agreements can minimize the time and cost to raise capital or
conduct transactiona in multiple countries.

65. The Bush Task Force recommended removal of
the Section 8{A)(2)} exempticn under the
Securities Act and Section 12{1}) under the
Exchange Act with respect to bank amendment
of securities and securities guarantesd by
banks, as well as certain =ecurities issued
by thrifts. Do you believe there is a need
to impiement this recommendation?

¥Yes, this remains an extremely important issue. Unifyving
regulation of all securities offerings and periodic disclosure
under the Commission would strengthen investor protection,
provide greater accounting consistency, maximize disclosure and
reduce overall costs.

66. What is your view on the impact of "soft
dollar" practices on the integrity of the
securities markets and market liguidity? Do
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you believe the current acope of Section
28(e) of the Exchanges Act should be narrowed?
What do you plan, if anything, as a follow-up
to the Commission’s recent roundtable on soft
dellars?

I havea not formed any specific opinicn on this issue,.
I do not believe that any conclusieons as to the advisability of
regulations or legislation in this area should be reached until
the empirical surveys that the Commission's staff and the SROs
are now preparing as to the extent of these practices are
available.
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IV, Questions from Senator Alan J. Dixon

67. What are your views on (Glass Steagall reform?
What securities activities should banks be
permitted to engage in? Sheould they be
permitted to underwrite corporate debt and
equity securities and to affiliate with firms
which do so? If this should be permitted,
what regulation would be appropriate? What
sort of protective measures would be neaeded?

In general, I do not favor any arbitrary or artificial
restrictions against competition per se. I do believe that it igs
perfectly appropriate to limit the manner of competition in order
to achieve legitimate aupervisory objectives such as maintaining
safe operating conditions or preventing undue conflicts of
intarest.

In the past, the Commission has supported repeal of the
Glass-Steagall Act, so long as any such repsal is accompanied by
the requirement that banks conduct most of their new and existing
securities activities in separate affiliates or subsidiaries
subject to CommiZsion regulaticn. I do not disagree with this
pesition. However, I believe that other reforms would hava to be
made at the timea of any change in Glaes-Steagall, including
significant modification of the Bank Holding Company Act and
specific standards relating teo conflictaz of interest.

68. How should we protect against potential
conflicts of interest from the combination of
sacuritiea and other financial activities in
a single entity or through a helding company
structure? Would discleosure and other
securities laws be sufficient? What sort of
regulatory restrictionz would you find
appropriate? What rola, if any, would you
envigion the SEC playving in Glass-Steagall
reform?

Preventing conflicts of interest is one of tha major topics
that must be addressed satisfactorily in any raform of Glass-
Steagall. Repeal or substantial alteration of the Bank Heolding
Company Act is another. I do not believe disclosure laws alone
would be sufficient to control conflicts problems, and specific
statutory provisions will be dasirable.

I believe that it is critically important to achieving a
fair, balanced and safe system for the SEC to play a major role
in any revision of the current system. The Commission has more
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exparience with the speeific hazards and dangers that might he
presented by a new system than any other agency.

Ultimately, a variety of different means ranging from
disclosure to specific prohibkiticns may be necessary to address
the many different conflicts issues. However, these conflicts
questions also arise under the current system, and I do not
believe that they presgent an insuperable obstacle to modernizing
our laws.

69. I am concerned about a recent transaction,
affecting Marshall Fields in my home =tate,
which involves dollar-denominated junk bonds
offered cverseas. This transaction 3o far
has escaped U.3. securities law jurisdiction,
even though the Junk bonds are expected by
many to come to rest in the United States., I
am congerned that thie transaction, if
allowed to go forward unrequlatad, will
provide a model for other foreign companies
seeking to escape SEC Jjurisdiction while
still taking advantage of our securitias
markets. What are your views on this issue.

In general, U.S. securities laws do not and should not cover
every issuance cof dellar-denominated securitiaes in the warld.
The Commisaion’s jurisdiction is limited and may not be triggered
by many offshore offerings, even where they may involve a control
contest that will affect ultimate cwnership of assets located in
the U.5. This is not conceptually different than a control
contest in the U.S., which may affect ownership of asseta located
in foreign countries whosa securities regulators would not have
jurisdiction over an offering in the U.S.

An unregistered distribution of securities in the U.S. is
unlawful, even 1if the offer utilizes the device of an overseas
distribution unless there is adeguate assurance that such
securities would "come to rest” outside the U.S. Therefore, the
Commission must review the specific facts of any such transaction
to determine whather there has been a viclation of U.5. law,.

70. PUHCA

The 3EC has proposed a new regulation that
would adversely affect several public utility
holding companies in Illinois. Many members
of the public utility industry, along with
state regulatory utility commissioners, argue
that the proposed rule would force costly and
unnecessary divestitures, would interfere
with traditional federal-state allocation of

requlatory responsibility, and would
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axacerbate the workleoad problems of an
already understaffed area of the SEC. What
ara your views on proposed Rule 17,
particularly in light of the conclusion of
tha Task Force on Flnancial Services
Regqulation recocmmending repeal of tha Public
Utility Holding Company Act?

I am generally aware of the provisions of proposed Rule 17,
but I havea not reviewed it in deteil, I continue to support
cutright repeal of tha Public Utility Holding Company Act, or at
a minimum transfer of its reaponsibilities toc a more appropriate
agency. If the statute ia not rapealed, the Commisaion must
enforce its provisions in a sensible and efficient manner.
Propoased Rula 17 includes artificial percentage limitations on
non-utility businesses that are not set forth in the atatute,
Such artificial restraints on competition should be intensely
scritinized to determine whather they are absolutely necessary to
achieve statutory purposas.

71. Multiple Trzdi nle

What are your views on the multiple trading
rule and its effect on the regional exchange
systam?

Rule 19c-5, the rule c¢oncerning mglitiple trading of options
on listed securities, was unanimously adopted by the Commission
earljier this year. The Commission adopted ataff recommendations
based on several years cf analysis and extensiva public comment.
The Commission belisved that significant benefits will result
from the rule, with only a small and manageable adversa impact.

I am aware that this rule is extremely controversial, and
that certain exchanges are now working on means to provide market
integration facilities. If confirmed, I will carefully review
the desirakility of this rule. 1In this review, I would include
consideration of any developments that may have occurred since
the Commission’s action, such as the degree of movement toward
market integration systems. However, I cannot promise to
recommend any specific action, or that other Commissioners would
change their views.
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V. Questions from Senator Jim Sasser

72. The Secretary of the Treasury suggested
racently that we should change the tax
treatment of eguity so that the tax code
doesn’t favor debt over equity. This has
been the subject of debate for soma time --
the double taxation of dividends. So
Mr. Brady wants to lighten the tax treatment
of dividends pald to shareholders. This
would, of course, tend to favor wealthy
individuals, and again, of course, greatly
exacerbate the budget deficit,

Well what about changing the tax treatment of
debt to make it more expensive? why should

the billions of dellars that are borrowed in
leveraged buyocuts, which to my mind sometimes
benefit very few people, be fully deductiblse?

We passed a so-called tax “reform” bill in
1386 that mandates that a young person just
starting ocut in his career can’t deduct a red
cent on his student lcans. Yet we hava these
enormous leveraged deals that are fully
deductible.

Forbes magazine estimated that because the
debt incurred in the RJR Nabiscg LBO was
fully deductible, the government lost $5
billion in revenue. That's just cne
transacticon -- 85 billion.

What do you think? Why not limit the amount
of debt that can be deducted and raise some
money around here, instead of locking for
more ways to benefit wealthy individuals?

In general, I do not believe that our tax system should
penalize the use of equity capital rather than debrt.
Unfortunately, unlike meost of our major intsrnaticonal
competitors, the U.S. does not provide any form of relief from
double taxation of dividends. The effect of such a punitive
policy is to create a strong incentive to replace sguity with
debt, which is one facter that results in LBO transactions.
Indeed, while the cost of debt is generally comparable in the
U.S. and in most other markets, the cost of equity capital in the
U.3. appears to be significantly highar than the cost of aquity
in Japan or other competitor nations. This disparity hurts the
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long-run stability and competitiveness of U.S5. companies, theraby
reducing sconomic growth and jeb formation.

The penalty applied to use of equity capitalization may
reduce the stability of someé companies, thereby making it
somewhat more likely that their employees, suppllers or
communities may be affected by adverse financial conditions.
Reducing this type of risk is cone reason eliminating the double
tax onn equity would banefit more people than stockholders alons.

Conceptually, some of the differential alag could be
eliminated by altering the tax deductibility of acquisition debt.
Thiz would of course not eliminate the general penalty against
equity capitalization. In addition, such a rule could create
gignificant issues in determining the true use of proceeds from
debt issuances. Such a propusal alsc could have other tax policy
COnsS8quences.

Obviously formulating tax policy is not the role of the
Commission. However, I believe the Commission <an perhaps play a
constructive rele for both Congress and the Administzratlion by
working to davelop empirical data regarding these iagues.

73. Why do we need to go the self-financing route
at this time in the reconciliation bill?
Wouldn’t it be bettar for this Committea --
the Banking Committes -- to consider this
izgue carefully inatead of trying to ram it
through on reconciliation?

And what about the policy here? You have a
lot of experience in government. What if
every agency trisd toc sarmark federal
revenues to itself? We’d have problems
raising money for those programs that weren’t
fortunate encugh te have dedicated revenueas,
wouldn't we?

What makes the SEC so special? This propeosal
will mean that the SEC will no longer return
money to the Treasury. According o one
analysis it means that the Treasury could
losa over 8375 million over the next faw
YEears.

I did not participate in the development of the self-funding
study that Congress requested the Commission to perform. I have
also not participated in the legislative process with respect to
the Commission in the recenciliation bill.

There are several good arguments In faver of some form of
self-funding for the Commission. The Commission's
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rasponsibilities depend on inherently unpredictable levels of
market activity -- such as the number of initial public offerings
in a year or the volume of insider trading or other enforcement
cases detected by the Commission. Use of a fee system would
genarally avoid the risk that the Commission’s appropriations
wonld prove insufficient to perform its responsibilities -- which
are dictated by the leval of markat activity. In additicn, the
Commissicon produces a significant annual budget surplus so that
flexibility to respond to market developments and activity levels
need not cost the taxpayers anything,

Independence from the appropriations process therefore would
give the Commission the flexibility to provide adegquate safety
examinations and enforcement actions without having to allow
sarious crimea go unpunished, or forcing examinationg and reviews
to be abandoned. All of the bank and thrift agencies —-
including the Fed, FDIC, OCC, and the new QTS -- are funded with
fess rather than assessments. Indeed, the OCC, a part of tha
Treasury Department, has followed that approach for more than 128
years.

The adverse potential of an appropriaticns system for
financial supervision was demonatrated by the S&L disaster. The
use of an appropriations process for many years in determining
the number cf examiners and other personnel at the FHLBB and
FSLIC was a factor in the breakdown in effective aupervision, as
was the fact that the FHLBE was subject to pay caps that left it
at a competitive disadvantage for senicr supervizory personnel to
the FDIC and Federal Resarve, for example. Inadequate numbers
and guality of supervisory personnel was one of the factors that
resulted in the greatest lcsa to American taxpayers in history.

The appreopriations process obviocusly provides wvaluable
Congressional oversight over agency activities. However, this
oversight could be provided, as occurs with the FDIC and other
banking agencies, without use of appropriations. The issue of
returning any surplus feed to the General Fund, as the Federal
Reserve now does, is of course entirely separate. There is not
any inherent reason why a fee-based funding system could not also
result in a surplus to help reduce the cverall budget deflcit.

74. Mr, Breeden, we hear a lot today about the
need to encourage a longer-term view in our
economy. Mr. Darman talks about "now-now-
ism." And everyone has their own sclution.
Secretary Brady thinks we need to do
scmething about the double taxation of
dividends. Others say we nsed a capital
gains tax reduction.
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Wall, I have problems with these options.
Among other thinga, they are major long-term
revenue losers.

What about a revenue raiser =-- Yas, a tax --
that might accomplish the same thing. I
think we forget that you ¢an have good tax
policy and raise revenua,

What about a tax cn the stock churning cf
institutienal inveators, particularly pension
funda? I c¢onstantly hear that the fact that
pensiona own eéenormous blocks of stock, and
are conatantly trading them, is a major
dizincentive to long-term investment --
particularly R & D by companies. Companies
are afraid to make any investmenta that might
depress earnings.

Why don’t we make them pay a capital gains
tax if they don‘t held stock for -- say --
thres weeks? Right now all their gains are
tax exempt -- even if they hold for only 15
minutesa.

No less an authority in securities than Felix
Rohatyn suggested this type of tax right hers
last July. Pensions now own half of all the
shares traded on the New York Stock Exchange.
Some corporationg report that pension funds
own 80% of their stock. Pensions turnover
70% of their portfelior esvery vear.

I think this is a big part of the short-term
perspective problem. Why don’'t we do
something about this and raise money?

The Commission has not taken a position on whether revised
tax policies {g.g., & gtock transfer tax or a sliding-scale
capital gains tax on stock transactions by otherwise tax exempt
institutions) would contribute to a longer time horizon by
corporate decisionmakars. There is a heated debate among
economists ragarding the effects of a securities transfer tax in
general. One school views a transfer tax az a reasonable method
to raise much needed revenue while discouraging unnecessary
speculative trading. Another school believes a transfer tax
would reduce market liguidity and potentially drive trading
ovarseas. Congress should conaider any such proposal carefully,
kacausa of itas far reaching impact. If longer-term investment
herizons could be encouraged and wolatility could be reduced,
without harming ligquidity {or driving assets to fcoreign markets),
this would be a positive £,
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75. Enforcement

Qver the past few years the SEC really seems
t¢ have stepped up its enforcement actions.
The Dennis Levine, Boesky, Drexel and now the
Millken cases have attracted great attention.
I think the SEC's get tough attitude is
viewed favorably here on Capitol Hill and
acreogs the country.

As Chalrman of the SEC do you see a greatar
enforcement role in the years ahead? I
venture to say that you should have the
funding to pay for this aenforcament. This
year’'s budget, and the recent action by the
Senate Appropriations Committee provides for
an 18% increase in funding fc~ the SEC.

An effective and aggressive enforcement program will
continue to be easential to deter wrongdoers, preserve the
integrity of the securlties markets and thereby maintain the
investor confidence that is wvital for capital fermation. The
Commission must not tolerate, or appear to tolerate, fraud and
criminality in our markets.

Because of significantly higher complaint levels, more
complex cases and the international acope of this problem, I
believe that the Commission’s rescurces will stlll be stretched
extremely thin, even assuming the very gratifying action of the
Senate to appropriate the President’s full reguest for the
Commission is ultimately enacted by Congress as a whele. Until a
mors flexible funding program is enacted, the Commission’s
enforcement program may continue to be unable to respond as
rapidly as would be desirable when major fraud cases are
discovered,

76, Mr. Breeden, in the last five years corporate
debt has increasped by %040 billion.
Corporate debi/equity ratios are at historic
levels, and this is largely the result of the
LEO/takeavaer phencomena. '

The Campeau Acquisition of Federated stores
lazt year resulted in §6 billion in new debt.
The RJR Nabisco LBO resulted in a whopping
$21 billion in leveraging.

A number cf chservers, including Alan
Greenspan, have axpressed great concern over
this leveraging. They wonder what will
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happen if we have a recession and companies
have trouble servicing the debt.

How I realize this is primarily a concern for
the bank regqulators, 3ince it‘'s the banks
that carry these loans as assets. But what
about the SEC's role here. The S5EC has a
general investor protection mission. And
docesn‘t the SEC bear some responsibility for
the types of transactions that are
engendering the debt? If hostile takeovers
were harder to accomplish, we might have a
whole lot less leveraging in the economy.
Does this argue for an increase in tha SEC's
market regulation function?

I believe that the Commiszsion’s market regulation functiona
should be significantly atrengthened. For example, I believe
that the Commigsion should have the authority to examine the
financial condition of all financial affiliates of a brcker-
dealaer =-- including a parent holding company. The level of
expoaure of the consolidated firm’s capital and ligquidity
resources, whether as a result of bridge loans or otherwise,
should be a matter for oversight by the Commission. However, the
specific mechanics of such oversight should be carefully
structured to avoid unnecesaary costs or inappropriate sxten=zion
of regulation.

As you suggesat, review of the exposure of lending
institutiona that are not affiljates of broker/dealera is largaly
a matter for bank regulators. The Commission’s role, other than
surveillance of exposure among securities firms, ls to guarantes
that the facts concerning =ach firm's lewverage risks are fully
disclesed to investora. The Commission is not equipped to
substitute its judgment for that of the market as to purely
economic issues —- such aa whether a given level of return is
consistent with the risk presented by a specific security.

77. When you look out at the Stock Market today
it*s hard to believe that one day almost two
years that market dropped 508 points. This
was a greater percentage drop than that of
the famous crash in the late 1%20s.

Now we're back at the levels of August 1987 -
- the previous all time high has been
surpassed. You kind of wondar whare we are
headed now.

I have a Wall Street Journal article from
December 1987 analyzing the factors that
caused the crash. The headline says
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“Speculative fever ran high in the 10 months
prior to black Monday", and inside there’s an
interview with Nicholas Brady, the head of
the Presidential Commission investigating the
Crash. He says: "*‘Incredibly’ high prices
caused market plunge.”

Where are wa now do you think Mr. Breeden?
Thia article analyzing the occurrences ©f the
summer of 1987 sounds an awful lot like
today.

Market conditiona today are significantly different than in
October 1987. For example, the averaga stock price-earnings
multiple at that time was almost double prasent lavels. In
additicn, a wvariety of improvements have baan made in our market
aystems aince then. The "circuit breaker” prccedures that are
now in place should gubstantially improve tha abllity of
gecurities and futures exchanges to addrass potentially
destabilizing market volatility. Significantly greater capacity
to procass extraordinary trading volumes alsc has been installed
in sevaral exchanges since October 1987. I beliave that the net
impact of these and other changes has been to improve overall
stability. However, more work can and should be done to improve
domestic and intarnational market stability.

8. Mr. Breeden, according to a 1986 report of
the general accounting officea, B9.9% of
corporate equities are owned by 10% of all
households. (This includes investment in
mutual funds but not pensgicns. Persion funds
now control about 25% of all equity.

Howevar, given that pensicon investments are
determined by income, I‘'d wenture to say that
the bulk of pension assets benefit relatively
few.)

50 based on the GAQ data I think you’d have
to say that ownership of the means of
production in this country is concentrated in
very few pecople., And it's getting worse.

The Leveraged buyout/corporate takeover trend
has resulted in the retirement of 5300
killion in corperate equity since the time of
the GAQ study -~ so that means even fewer
pecple own stock.

So if you’re confirmed for this position Mr.
Breeden you'll be presiding over an equities
market that's increasingly becoming the
province of the select few.
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Now I happaen to think that we'd be bettar off
43 a society and an eaconomy if we had more
capitalists, if there were more owners of
corporate equity, more participants in our
waalth creation system. What can we do to
ancourage more widespread ¢wnership of
agquity? What about ESOPs?

Although I am not familiar with the 1986 GAO report, other
data suggest that individual ownership of egquity remaina
widaspread. A 1985 survey conducted by the New York Stock
Exchange revealed that 47 million individual investors in the
U.3., or approximately cne of evary four Americans, owned staock
in either a publicly traded company or in a stock mutual fund.
These data indicate that equity ownership has become more hroadly
basad over tims; in hoth 1365 and 1975, a smaller parcentaga of
Americans owned atock. Although large institutional investors
account for a larger percentage of trading voluma, many studies
indicate that their share of equity gwnmership has not changed asa
dramatically.

In addition, employee participation in pension funds appears
to be breoad based. The 1985 Statistical Abstract indicates that
in 1986, private and public pension funda held over $2,235.3
trillieon dollars in assets. More than 50% of the civilian
workers covered by those plans had incomes under $25,000.

I strongly agree that we should encourage greater savings
and investment, and that we should encourage a broader
participation in equity ownership. However, the extent of eguity
investment is a function of a number of macroeconomic factors,
including, in the first instance, those factors influencing the
rate of savings in the U.S. Public confidence in the integrity,
fairness and stability of the securities markets is critical to
encouraging public ownership of securities, sinca there are many
other savings opportunities (such aa bank deposita or direct real
estate investments) that do not invelve any type of security.

Active Commlszsion oversight of diaclosures of public
companies, distribution and trading activities of market
participants, and vigorous enforcement of the federal securities
laws are aimed at fostering such public <¢onfidence. I believe
the Commission, in its regulatory and enforcement activities as
well ag its rulemaking and legislative initiatives, should
endeavor to foster a favorable climate for eguity investing by
all Americans.

79. Mr. Breeden, logking back at the two previous
chairmen of the SEC, I'd have to say that
John Shad was a man of great experience in
the securities markets -- some would say
perhaps too much experience in the securities
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markets., O©On the other hand, David Ruder,
Mr., Shad's successor, did not have market
experience, but ha waa a professor of
securities law. And I think some would say
that Mr. Ruder may have been a little too
professorial,

Now you are neither a legal scheolar nor ars
you & market wiz == but I'm neot sure that's
bad. Very briefly, can you give us what you
think are your -- let’'a say -- three major
qualificaticns for thia Job? '

I believe that my perscnal integrity and commitment to
public service, my profesaicnal training and experiaence, and my
experience werking with Executive Branch agencies and Congress
will all serve me well in addressing the challenges that face the
Commission. For a number of years I have worked with all of the
federal financial regulatory programs, sc I have a high degree of
awareness of their structure and approach toc many issues that cut
acrosd narrow market segments. I have also had intensive
experience in reviewing the worst failure of financial regulation
in American history. This experience taught me invaluable
lessons regqarding the operation cf a supervisory program, the
dynamics market incentives, the role of capital and scund
accounting principles in maintaining stability and the dangers of
widespread fraud and speculation. Working with Senlor
Administration perscnnel, members of Congresas and market
participants to design and enact a program to restore stability
alsoc gave me a vital perspective on dimensions of financial
regulation.

In addition, please see Attachment A toc my Senate
Questionnaire for a longer atatement concerhing my specific
experisnce and qualifications.

BO. As you know, the SEC issused a policy
statement in June that calls for the multiple
trading of standardized cptions on exchange-
listed securities and prohibits the
restriction of these options to one exchange
only. Despite repeated requests from my
colleaguea for studies avaluating the
feasihility of a National Options Market
Linkage System, the SEC has yet to provide a
plan or study for market integration
facilities. Are our markets ready tc handle
Multiple Options Trading? Are sufficient
investor protections in place to ensure that
the small, individual investor's orders are
processed in a timely fashion? Has a
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cogt/banafit analysis bean conducted which
justifiee this policy change?

I did not participate in any deliberation by the Commission
pricr to its unanimous acticn toc adopt the new multipla options
trading rule. I am not aware whether a detailed cost/benefit
analysia was performed by the Commiasion. However, I have LDeen
informed that when the Commission approached multiple trading of
opticnsa, it carafully weighed the reasgnably anticipated benefits
against the possible adverse consequences of an expansion of
multiple trading -- namely, market fragmentation and domination
by one market. Both the Commission and the staff apparently
determined that, on balance, the benefitz toc be derived from
multiple trading would outweigh any reasonably anticipated costs,
and the probleams, if any, that would result from full scals
multiple trading would be amall apd manageable.

Rather than restricting cptions from multiple trading, and
thereby removing the substantial benefits that such competition
provides, the Commission determined that the exchanges should
work on reducing any perceived market fragmentation problems.
Rule 19c=5 will not take effect until January, and there will ke
a one-year phagse-in perlod thereafter. During this time, the
Commission should closely monitor any exchange efforts to
implement cost-effective market integration systems.

In the companion White Paper tc the approval crder for Rule
15¢c+5, the Commission discussed the various means of implementing
market integration facilities and discussed the advantages and
disadvantages of each approach. Moresover, since issuance of the
White Paper, the New York, Pacific, and Philadelphia Stock
Exchanges have commenced a study of the methods for devaleping
options market integration facilities, as has the American Stock
Exchange in conjunction with the Chicago Board Optlons Exchangs.

Bl. Mr. Breeden, legislation on corporate
takecvers has vexed this Committee for scme
time. I for one balieve that there are a
number of needed reforma in thia arsa that
should be made.

Indeed, I have a copy of a draft takeover
reform bill that's presentiy in circulation
(by Congressman Markey Chairman of the House
Telecommunicationa and Finance Subcommittee}.
I'd like to ask what you think about a number
of the reforms included.

First, closing the 13(d) window -- the so-
called 10 day window. I presume you sSupport
that?
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second, what about a requirement that firm
financing be in place before a takecver is
commenced? This would get at the problem of
the "Highly Confident Letter" that can be
bought for a very amall fee and contributed
te the relative sase with which takeovers can
be launched.

Third, a sec-called "Community Impact
Statement?” Should we lat communities and
employers know what a raider may have in
atore for their economic mainstay. Many
employees and residents ¢of affected
communities are shareholders. Do they have a
right to know if the company would be “Busted
Jp?-

Lastly, what about somathing not incliuded in
this bill -- but was included in lasat year'a
genata takeover bill. What do you think of
giving extra time for an employee stock
ownership plan to buy a company when a
taxeover is threataned?

I support appropriate action to "close the 10-day window,”
such as the Commission’s proposal to set a five business day
reporting period, coupled with a standstill requirement as to
further purchases until a filing is made. Such & standatill
provision protects against any further accumulation of securities
until the market is informed of the triggering acquisition.
However, the Commission has alsc taken the position that anything
less than five business days would impose significant compliance
costs and logistical preblems for some acquiring persons.

The Commission has traditicnally opposed legislation
requiring that firm financing be in place before a takacver is
commenced. In general, bids that are not cradible, in which the
bidder is not seen as able or willing to fund the bid, will have
little effect in the marketplace. Item 4 of Scheduls
14D-1, the principal tender offer document, mandates disclosure
of the source and total amount of funds and cother consideraticn
tc be used if the bidder wers to purchase the maximum number of
shares in a tender offer.

Although Item 4 does not regquire that a bidder finalize
financing before commencing a tender offer, once a significant
portion of the financing is arranged, the bidder must amend its
tender offer documents to disclose that fact. In addition,
shareholders must have at least 5 business days, depending on the
materiality of the information, to conaider this new information.
The change of financing status from uncoemmitted to legally
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committed, or “firm," is a material change that triggers an
additiconal "walting periocd"” for information dissemination.

The Commissicn hae traditionally objected to a community
impact statement reguirement for several reasons, including the
fact that the Commission has not felt that such information is
directly relevant to an investor’'s decisien. I share the
Commission‘s view that such a requirement would not assist
shareholdara in making an informed Investment decisicon. Such a
requirement might alsc result in lengthy litigation as t¢ the
adequacy of the statement in every hostile bid. The rasult would
be to tilt the careful neutrality of federal law toward
protacting incumbent management.

Limitations on the Commission’s ijurisdicticon necessarily
confine its interest in ESOPs to disclosure-related issues. The
Department of Labor‘s Pension and Welfare Benefits Administration
regulates the investment and fiduciary aspects of employee
benafit plan participation in such transacticna, while the
Internal Revenue Service administers applicable tax provisions.
Under ERISA, the usze of an employee benefit plan, either
cffensivaly or defensively in connection with a takecver, may be
illegal if deemed inconsistent with the best interesta of the
plan. ERISA provides that failure by the plan sponsor and other
fiduclaries to establish and to operate a plan prudently and in
the sole interast of employea participants will result in ERISA

liability.

In considering any changes affecting ESCPs, Congressa should
take into account that its original purpese for ESOPa waa to

enhance employee ownership c¢f U.5. corporations. This purpose
does not appear to be served by favoring the use of ESOFs as a

defensive takeover device.



57

VI. Questions from Senator Terry Sanford

g82. Mr. Breeden, one of the aspects of corporate
takeovers thet is most troubling to me is the
financing for such deals. Indeed, I am
convinced that one of the reascnsg that we
have seen such a tremendous rise in the
number and dollar value of hostile
transactions is the davelopment of new,
creative financing tachniques that allow
bidders tc put companies in play with
virtually no money down and none of their own
funds at risk.

During your work on the savings & leoan bill,
you worked hard to stress the importance of
firms having their own capital at risk. I
wonder how you fael abont greater
regquirements in takeovers and leveraged
buyouts for the biddars to have to put up
real money -- not highly confident letters or
other logse arrangementa or bridge leoans.
Indeed, I was reminded upon reading the atory
in roday‘s Wall Street Journal about the bid
by Campeau for Allied Stores. When the deal
was financed, First Boaton committad $1.8
billion at a time when First Boston's holding
company balanca sheet had $1.1 billion in
equity. By using its parent company and not
its broker-dealer affiliate, First Bosteon
avoided the broker-dealar net capital rulea.

Some have suggested that we require that
Fidders demongtrate firm financing
commitments. I have proposed that bidders be
prohibited from financing more than 50% of
their acqguisition through pledging of asseta
of what they are trying to takeover. There
ara doubtless other ways, through margin
reguirements and other mechanisms to get at
this problem of loose financing of these
deals.

What specific steps do you think the SEC
could or should take to address the problem?

I share your concerns over the potential exposures for
unsafe lending practices, especially with large financing
commitments by the holding company or other affiliates of a
broker-dealer, which are not new subject to oversight by the
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Commission. Such commitments can be of a magnitude that could
expose the broker-dealer to substantial liquidity risk and raise
systemic concerns for the larger securities system. Additional
Commission authority te address bridge financing exposures may ba
appropriate.

The Commissicon has not supported a reguirement that tender
offers be financed prior to commencemsnt. The Commission‘’s roales
for such transactions require disclosure cof the source of
financing, including the absence of such arrangements, and
require the disclosura of any plans to cobtain the financing. On
the basis of that disclosure, the market evaluates the natura and
extent of the bidder’s financing in assessing the probability
that an announced takeover attempt will ha ¢onsummated.

Whan an offer jis commenced without financing in place, and
financing iz later obtained, that fact will conatitute a material
change in the information previously provided to ashareholders,
The bidder will be cbligated to amend ita tender offer materials,
disseminate the informaticn to shareholdars, and extand the
offering period, if necessary to provide shareholders with
adequatse time to conaider the information.

83. A related concern t¢ corporate takecvers and
leveraged buyouts that have been troubling me
for soma time is tha increasing short-term
focus of management and tha resulting cutback
in research and development and other
activities that would lead to long=-term
competitiveness. In an article last year,
Professor Peter Drucker observed that "the
fear of the raider is undoubtedly the largest
single canse for the increasing tendency of
American companies to manage for the short-
taerm and let thae future go hang.”

While every manager agrees that cne of the
best defensea of a corporate raid is a high
stock price, the company investing in a long-
term stratagy is likely to suffer a short
term decrease in its stock price, thereby
opening itself up to an unwanted raid. A
Partner at Goldman, Sachs once noted "I don't
think any company can afford a long-term
investment unless its managers own 51 percent
of it.” In a recent hearing before this
Crommittee on the Defanse Production Act, Norm
Augustine, the Chairman of Martin-Marietta
remarked on the experience of his company
following the anncuncement of a major
research and development effort -- the
institutional investors immediately dumped
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their shares of the company, resulting in a
maior drop in stock price.

What specific steps do you think the SEC
could or should take to address this problem, .

The Commission should encourage policies that will foster
long-term savings and investment. All of the Commission’s
programs, and especially the Enforcement program, should
reinforce the safaty and integrity of the market so that
investors will have the confidence to follow long-term investment
strategias.

84. Most cof the debate on corporate takeovers and
leveraged buyouta has focused on the effect
these transactions have on stockholdars.
Indeed, the main thrust of the Willliams Act
ia to give shareholders sufficient time and
information to evaluvate takecver bids. The
theory seems to be that if the stock price is
up, all iz right with the world,

I am afraid that is toc narrow an approach,
as a corporation iz much mere than its stock
price. While stockholders’ interest
gartainly deserve protection, others,
including creditors, employses, pensioners
and the corporate community deserve some
consideration as well.

One cf the majer constituencies that has
clearly suffered through this wave of
takeovers are the bondholders of cur
corperaticons. In the recent buyout of RJR
Nabisco,, RJR bonds lost 20% of their valua
nearly overnight. A3 esarly as 1985, Business
Weak observed that “the takeover and
leveraged huyout craze may be a boon for
shareholders, but it {3 slaughtering owners
of high-qrade corporation bonds.”

Do you think that, as a matter of public
policy, it is appropriate to permit deals to
be done that basically take from tha
bondholders to give to the shareholders?
Should the SEC do anything about it?

Under long established corporate govaernance principles, a
corporation’s directors owe fiduciary duties, including duties of
care and loyalty, toc the company and its equity shareholders.
While the scope of the duties owed to bondholders has recently
been questioned, the law to date has been fairly clear that a
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fiduciary relaticnship does not exlst under state corporate law
between a bondholder and the company and its directors. A
bondholder’s rights area largely a matter of contract. The
contract or indenture underlying the bond establishes thea rights
and reapounsibilities of the two contracting parties at the time
the securities are purchased, and bondhclders are lagally
entitled to all the rights set forth in such indenture.

The Divisicn of Corporation Finance's ataff ia reviewing and
avaluating disclosure in the offering materials diatributed to
progpactive hondholders. If necessary, the staff will proposse
changes in the appropriate rules and schedules to ensura improved
diaclosure of the riska of going-private or other leveraged
transactions.

In additicon, the market may respond to the risk of a
gignificant change in the capital structure of an issuer by
requiring more protective covenrants for bondholders. Generally,
such provisions zllow the bondholder to exercisze an option to
g6ll the debt instrument back to the issuer upon the occurrence
of a certain specified event, such as a change of c¢ontrol
rasulting in a downrating of the issuer's hend rating. Full
disclosure of the types of covenants that protact bondholders
should be regquired by the Commission. Ganerally, howaver, the
sc¢ope of dntiea of directors to the corperation, sharsholders and
athera is a guestion determined by state rathar than federal law.

85. I would like to ask you for your opinion on
various possible changes to our securities
laws that would effect corporate takecvers
and leveraged buyouts. I am loocking for your
gpinion, not that of the SEC.

a. Closing the 13(d) window -- Virtually
avery witness to appear hefore this Committee
has agreed that the 13{d) window sh-uld be
closed. Do you agree and how woula you close
it?

Yes, I would support a change to require the filing of a 13D
within 5 business days, and to provide for a stand-still in
purchases until the filing was made. The standstill provision
protects against further accumulation of securities until the
market is informed of the triggering acquisitions.

86. Lower the l3{d) 5% threshold -- Last year, a
kill that many on this Committee supported
was Iintroduced with a provision to lower the
5% threshold to 3%. Would you support that
provision? '
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No. The purpose of the Schedule 13D filing is to disclose
holdings that may have control implications. The Commission
historically has concluded that the 5% threshold is sufficient to
gerve this purpose. The 5% thresheld is a benchmark commonly
used in other statutes, such as the Bank Holding Company Act, as
a point below which control is conclusively deemed not to exist.
Reducing the lavel would be inconsistent with auch other
statutes, as well aa creating costs that the Commission has
believed would be significantly in excess of any benefits to be
gained.

g87. Extend the tender cffer time period -- Many
baelieve that shareholders and management do
not have sufficient time to respond to offers
or to arrange counter offears. Would you
favor an extension of tha tender offer time
period? From 20 days toc what? 45 days? 60
daysa?

The rules and requlations governing tender offers are
designed to assure that security holders have adeguate time to
make an informed investment decision. Tha Commission has
consistently taken the position that the current time periocds
required by the rules under the Williams Act provida adequate
time for investors to make an informed decision, i.e., the 20
business day minimum cffer period, the minimum of 10 business
days following changes in the number of shares being sought or
the price, and the 5 to 10 business days {depending on the nature
of the change) for other material changes.

Given the pervasive use of poison pills, and the extent of
various other devices that give management additiconal time
{usually significantly in excess of 20 business days) to review
alternative transactions, the minimum offering period of the
Williams Act has become largely academic. Therefore, I do not
baelieve any time extensicn is necessary at this time.

B8, Many others feel that a more accurate
description of what constitutes a "group®
ghould be included to preclude individual
membera of groups fraom sach buying 4.9%
without crossing the 13(d) thresheld. Do you
think a statutory change should be made to
tighten the definition along the lines
cutlined in 5.1323, as reported out of this
Committee last year?

The definition of a "group" should certajnly embrace
individuals who each acquire a 4.9% interest under an express cor
implicit agreement in order to avold crossing the 13({d)
threshold. Existing Commission rules, appropriately enforced,
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are sufficiently broad to address arrangements or understandings
that are not written or express. Under exlsting law, parallel
conduct can be evidence of the existence of a group, and I
strongly support tha use of such evidence in Commission
enforcement proceeding? in all casea where tha facta warrant.

At this time I do not believe legislation is needed to
detect and penalize the type of abuse vou describa. However, if

confirmed I will ba alert to davelopments that suggest a need for
lagislation.

829. Many others feel that two-tiered offers aras
particularly manipulative. To combat thia,
an "all or none" reguirement ccould be added
to raquire all shareholders with more than
25% of & company to purchase any additional
sharea through a tender offer for all of the
cutatanding shares. Would you fawvor such an
approach? If not, what stepa, if any, do you
think are appropriate to combat two-tiered or
creaping cffera?

Judicial response to two-tier offers, market forces and so-
called "fair price" charter amendments and state statutes appear
to have corrected any perceived problems that may have axisted.
Indeed, because of these developmenta it is mors c<coammon that two-
tier offers would be undeztaken by the target or friendly hidder,
as in the case of the Time bid for Warner in response to a
hostile third party bid.

As a practical matter, hostile two=-tiar offers have greatly
decreased in freguency. As a result, additional legislative
restrictions do not appear neceasary at this time.

24Q. In the bill reported cut last year, 5.1323,
the Committee adeopted 2 provision for the
recovery of greenmail profits. Do you favor
this approach? If not, what should be done
about greenmail?

The regulation of the use of corporate assets to repurchase
an issuer‘s shares is traditicnally subject to state law, If a
board of directors fails to fulfill its fiduciary cbligations,
appropriate remedies are available under state dectrines of
corporate waste and breach of fiduciary duties. An appropriate
faderal response to greenmail would be the use ¢of tha disclosure
mechanisms to alert remaining shareholders to a substantial
securities repurchase. Because this issue was being addreased by
court cases and charter amendments, the Commission in 1986 and
1987 decided not to support federal proposals limiting greenmail.
I concur with Commission’s determination.
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a1. Do you favor any changes in the proxy process
and if so, what changes?

I am aware that a number of institutional investors have
raised questions about the proxy process, and that the staff of
the Division of Corporation Finance is reviaewing these matters.
If confirmed, I shall give careful consideration to the concerns
that have been identified and to the staff’'s proposed responses.

92, Numeroue examples have been brought to our
attention where managements have taken
companies private in a leveraged buyout and
then relatively shortly afterwards taken the
companies public again at astronomical
profits., What is your response to charyges
that there is an chvicus conflict of interesat
in these leveraged buyouts?

I agree that there are potentlal conflicts of Iinterest and
informational advantages in managament buyouts. Thesa factors
have long been recognized and addressed by the Commission and the
courts. The dutles of a corporaticn’s directors, Including the
duties of care and lovalty to the company and its eguity
shareholders, are well established under state law. Where a
transaction involvea tha potential for self-dealing, courts have
required directers to demonstrate good faith and the Inherent
fairness of the bargain. As a practical mattar, the inherent
informational advantage of management cannot be eliminated.
However, procedures can be designed to isolate interested
directors from the consideration of the transacticn, and to
enhance the level of disclosure.

While evaluation of the subatantive fairneass of transactions
has developed under state law, the fedaral securities laws have
focused on tha disclosure needed by security holders to assess
the fairness of the transaction. Disclosure of management’s
interest in a transaction and a descripticn of the procedures
followed to evaluate a transaction permit security holders to
evaluate whether interested directors have effectively
nevtralized conflicts of interest. In addition, Rule l3e-3 i=s
intended to elicit material information regarding the
transaction, including the board‘s deliberative process in
assessing tha transaction, so that gecurity holders independently
can evaluate the fairness of the transaction and pursue legal
remedies available under state law.

23, What is your response ta the allegation that
"anybody can buy a fairnesa opinion?@?"

lLegitimate concerns have been raised as to the rellability
of fairness opinions. Indeed, Rule l3le-3 currently addrasses

these concerns through disclosure of the compensation to the
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advisor and any exlsting relaticnships with the parties,.
Disclosure alsc 1s required of the procedures and methodologies
employed by the financial advisor. In addition, the adequacy of.
the procedures used by the financial advisor in rendering its
ocpinicn may bear on the degrea to which directors will he
credited with reasonable care under state law in determining
whether they satisfied their fiduciary duties.

State law standards of care may ba violated if the board of
directors places unreasconable reliance on a fairness opinion in
evaluating the fairness cf the consideration offered in a
transaction. In this regard it is worth noting that thare isa
ongoing state c¢ourt litigaticn congerning allegations of
malpractice in connection with the preparaticn of fairneas
opinions in cartain tranaactions.

54, What should be the role of the Commission in
ensuring that shareholdera are tresated fairly
in these levearaged buyouta?

Becauge of the informational advantages of manragement, and
the inherent conflicts of interest that arise when management is
on both sides of a transaction, the Commiasion should actively
promulgate and enforce diaclosure rules, such as Rule l3e-3,
dasigned to provide shareholders with the information nacessary
toc make an indepandent asaessmant of the fairness of the
transaction. The Commission should review its rules in light of
market developments to ensure that shareholders recelve adegquate
information te make that determination.

95. What reforms to Rule l3{e 73) would you
favor?

The Division of Corporation Finance is preparing a
rulemaking proposal for Commission consideration that would amend
the transactional disclosure reguirements to enhance shareholder
analysis of extracrdinary corporate control transactions
recommended or approved by the board of directors. The propoaals
alsoc would amend Rule l3e-3 to ensure that its disclosura
requirements reach all going private transactiona in which
management has a significant interest. I generally agree with
the goals of these proposals.

96. Would you support a requirement prohibiting
fairness opinion authors from having a
financial stake in the ocutcome of a
cransaction?

Federal law does not mandate that a fairness opinion be
obtained, and it does not impose restrictions on the independence
of persons providing such an opinisn. As notad, Rule 13e-13
requires disclosure of the compensation of the advisor and any
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existing relationships with the parties. Discleosure of any
conflicts of interest are intended to help shareholders avoid
placing undue reliance on an opinion by a financial advisor with

a financial stake in the transaction.

q97. Would you faver disclosure of all studies and
analysesz and projections prepared by or for
management in preparation for a management
buyout?

Since reports, opinions and appraisals from an outside party
materially relating to a transaction are presently required to be
disglosed, I would support extending this requirement to include
similar disclosure by management of its internal reports,
opinicons and appraisals that are materially related to the
transaction.

SE. Would you faver extending the time period
following the announcement of an LBO and the
time of the consummation of the deal? If so,
to how many days.

Mo, my current view is that existing statutory waiting
periods are sufficient. Current transactions generally last much
longer than the minimum federal requirements. I would of course
remain open to reviewing the adequacy of time periods if current
conditions change.

89. In defending his restraint on Commissicon
resources, former SEC Chairman Shad argued
that the SEC is not the sole defense in
enforcing full disclcsure. He contended that
false or misleading disclosures will be
subject to attack hy the private bar in tha
form of class action suits. What is your
view on the Commigsion shifting some of the
burden to the private investors? Should we
provide greater rights for private action
under Section 13 of the Sacurities Exchange
Act?

For at least 25 years, the Supreme Court has permitted
private rights of action under the federal securities laws as &
"necessary supplement” to Commission enforcement actions.

Persons who have been injured by securities law viclations often
will have the incentive to seek recovery for the wioclation. Such
suits serve both a remedial purpese, and act as a powerful
deterrent to viclators.

Private actions do not, however, serve all of the ends
gerved hy Commission actions. The Commission may be able to sue
where no private litigant can or will, and the Commission aften
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can obtain relief in the public interest that is nect generally
avajilabie to a private litigant. Therefore, private actions
supplement the Commission’a enforcement program, but they cannot
substitute for a vigorous and wall-staffed Commission enforcement
program. I do not believe that legislation to provide greater
private rights of action under Section 13 of the Exchange Act is
nesded at tha presant time.

100. The surge in inatances of fraudulent
sacurities activities by persons asgsocilated
with savings and leansz and other financial
institutions raises serious questiona. An
anhanced governmental enforcement presence is
clearly warranted. Does the SEC intend to
step up its activities in this area? How
will thea SEC coordinate with interested bank
requlatory agencies to address this sericua
issuna?

The Commission has a long hiatory ¢f taking effective
enforcement action againat financial instituticons and persons
associated with such institutions for viclations of the federal
securities laws. For example, the Commission’'s enforcemant
activities were instrumental in bringing to light fraudulent
accounting practices being utilized at Financial Corporation of
America, then the nation’s largest savings and leoan holding
company. The Commission‘s enforcement efforts directed at
financial institutions and persons asscociated with financial
instituticond will continue and should be expanded as needed.

The Commission does not have primary jurisdiction over the
securities of banks and savings and locan associations that are
not subsidiaries of a holding company. Section 3{a)(2) of the
Securitiaes Act exempts from the Act’s ragistration requiremants
"any security issued or guaranteed by any bank," and Saction
3{a){3} exempts securities "issued by a savings and loan
association."” In additicon, under Section 12{(i) of the Exchange
Act, &ach bank regulatory agency administers the periodic
reporting and proxy provisiona of the Exchange Act for banks and
savings and loan associations under its jurisdiction.

In my opinion, these exemptions may place bank regqulators in
a conflict of interest in applying the securitiesa laws, and they
weaken the protection of investors and the ability of the
Commission to police fraud by these depository institutions.
These provisions are also inconsistent with the Commission’'s
authority to administer the Securities Act and the Exchange Act
for the securities of publicly=held bank and thrift holding
companies. While cocperation will always be important, repeal of
the bank and thrift exemptions described above would provide more
effective enforcement at lower cost to the public.
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141, A number of witnésaes have appeared before
this Committes to styress the paramount
importance of maintaining the integrity and
fairness of the securities markets. They
point to the rising apprehension of the
individual investor faced with massive
securities trading acandale, increasingly
complex securities producta, and alarming
short-term volatility. What is your responsa
to the arguments that the individual investeor

™, is not getting a fair shake in teoday's
| marketplace?

However, because of the large number of competitive
alternatives, the securities industry must convince investors of
the fairneas and desirability of investing in the securities
markets. Through an active enforcement program, the Commission
can help to creata a favorable climate for investors by helping

to maintajn the fairness and intagrity of the market and
praevemting abusive practices.

Individual investors in securities continue tc play an
important rola in the nation‘s markets, increasingly through
collective investments in securitiea auch as penaion plans and
mutual funds. Indeed, over the long term, individual investors
who purxchase and hold specific stecks due to their investment
fundamentals have historically realized significant long-term
appreciatiﬂn.J[Hnwever, becausa of the largs number of
compatitive alternatives, the securities industry must ba able to
convinee investors of the fairness and desirability of investing
in the securities markets. Through an active enforcemeant
program, the Commission can help create a faveorable climate for
inveators by helping toc maintain the integrity of the marketl_j

102, As yvou know, a number of members of Congress
are concerned about the implications of the
bid by Heoylaka Investments Limited -- a
Bermuda corporation contrelled by Sir James
Goldamith and his partnera -- for B.A.T.
Industriesa. B.A.T. has a major subsidiary in
the U.5., BATUS, which owns a number of
America’'s most prominent businesses --
Marshall Field‘s, Saks, Brown & Williamson,
Hardees Foods, Iveys, the Farmers Insurance
Group and others.

The cffer by Hoylake ia a highly leveraged
offer which would leave U.S. investors in
B.A.T. with unidentified securitises in a
*gquaeeze put transaction.” The bid 13 to be
financed through the issuance in the U.K. of
junk bonds that will inevitably come to rest
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in the nited States, givan the lack of a
junk bond market in the U.K.

As you know the SEC has declined to assert
Jurisdiction over this transaction.

Do you belisve the SEC should assert
jurisdiction over this type of bid?

Should our laws be amended to ensure that the
SEC will apply cur securities laws where a
tender offer for a foreign private lssusar has
the requisite “substantial effects” in the
J.5. te support the juriadiction of ocur
sacurities lawsa?

Should our securities laws apply to dollar-
denominated junk bonds issued abroad when the
issusr knows they will inevitably come to
rest in the U.5.7

“he Commission can only act where it has jurisdiction under
the law. As noted above, the staff of the Commlasion, after a
thorough review of all pertinent lasuea, datermined that the
Commission does not have the basis for asserting jurisdiction.

Foreign issuers making an exchange cffer of this kind
frequently do not extend offers to U.5. holders because they are
unwilling to bear the cosats and other burdens of registering
securities in the United States. The U.S5. securities laws and
the principles of internaticnal comity would not permit the
Commission to force a foreign issuer to enter the .5, securities
markets against its will, even though U.S. investors may be
excluded from investment copportunities.

Because of the negative impact of this situation on U.5.
securityholders, I would support efforts te reduce U.S5.
regulatory disincentives o extending offers to U.S5. holders on
equal terms with those of other shareholders, where the home
country’'s regulatory scheme is adegquate to protect investors and
the percentage of shares held by U.5. persons is not significant.
However, in any such system jurisdiction over fraudulent conduct
that has an effect on U.5. persona should ke retained. The
mzltijurisdictional disclosure system, currently proposed for
comment with respect to rights offerings and cash and exchange
taender offers involving Canadian companies, may be a useful model
for further reform.

An unregistered distribution of securities in the U.5. is
unlawful, even if the offer uses the device of an overseas
distribution unleas there is adeguate assurance that such
securities would "come to rest” gutside the .5, Therefore, the
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Commission must review the specific facts of any such transaction
to determina whether there has been a violation of U.5. law.
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10
VII. Questions from Senator Richard C. Shelby

Leveraged buyouts and hostlle takeovers ara
the focus of national concern. Thase
transactions may be burdening many American
corporations with a dangercus leval of debt,
which will restrict their ability to
modernize, withstand economic downturns, and
meet challenges from both domastic and
overseas competitors. I am concarned that
some of these hostile takeoveraz and leveraged
buyouts may not comply with the law. It is
my understanding that most federal courta are
presently denying standing to private parties
who attempt to raise the issue of whethar or
not a particular tender offar violatas the
margin requirements set out by the Federal
Reserve Board. This means that the :
initiation of a enforcement action by the SEC
is the only practical way to obtain such a
court determinaticn. Are you familiar with
what internal standards and criteria are
applied by the SEC in deciding whethar or not
it is appropriate teo file such an enforcement
action?

It i3 my understanding that the Fedsral
Reserve Beoard sets the margin regquirements
and that the SEC is charged with enforcement.
In a situation with which I am familiar, the
recent takeover of West-Point Pepperell by
Farley Industries, the Faderal Reserve toock
the position that a private party should be
permitted to enforce margin regulations. In
a memo from Gary Lynch to Chairman Ruder of
December 20, 1988, Mr. Lynch states his
understanding "that the Board’'s limited staff
resources make it difficult for the Board or
itz staff to become involved in a detailed
factual analysis of every potential margin
viclation." This situation gives arise to
two concerns. First, the Board’s suggestion
that a private right of action for West-Point
Pepperell shareholders is desirable implies
that the Board suspects that margin
regquirements may have been violated. Yet the
SEC took noe enforcement action. What is the
nature of the communication between the Board
and the SEC on the issue of margin
requirement violations? Doss the SEC not
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have the authority to act when it suspects
that margin requirements have heen viclated?
Is it necessary for the Board to explicitly
ragquest enforcement action? Second, Mr.
Lynch’s comment concerniing the limited
reapources of the Board is also true for the
S5EC. Are staffing and rescurce shortages
responaible for the SEC‘s failure to act? If
the SEC receives its current funding request,
is it likely that enforcement of margin
requirements will receive a higher priority?

In light of the limited resocurces of the SEC
and the Board, and the magnitude of octher
responsibilities, wounld it be beneficial to
provide for a privatae right of action for the
enforcement of margin requirements?

I am not familiar with the specific criteria used by the
Commission in deciding whether tc file an enforcement action for
a viclation of margin rules. T am also not aware of the nature
or sequence of communications between the Commission and the
Federal Reserva Board (the "FRB") concerning enforcement of the
margin rules in the West=Point FPepperell casa.

The Commission will not hesitate to enforca the margin rules
where there are violations. Indeed, severazl c¢counts in the Drexel
cemplaint were based on margin viclations, and the Commiasion
recently commenced an action againat Toronto Dominicn Bank and
others hased, in part, on margin viclations. The Commisaion does
not require an explicit request from the FRB for the Commission
tc commence an enforcement acticn. However, the Commission’s
staff would normally seek the FRE's views on any interpretive
gquestion that might arise under the margin rules, and it is
unlikely that the Commission would proceed with any enforcement
action if the FRE took the position that a viclation had not
taken place.

104, In light of the limited rescurces of the SEC
and the Board, and the magnitude of other
responsibilities, would it be beneficial to
provide for a private right of acticn for the
enforcement of margin regquirements?

Section 7 of the Exchange Act does not provide an express
private right of action. While the Commission once supported an
implied private right of action for borrowers, most courts have
held that a berrower lacks standing to sue its lender for a
violation of the margin rules.

The case law regarding whetherx there iz an implied right of
action for a tender :ffer target under Section 7 12 unsettled,
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and the Commission has never specifically endorsed an implied
private right of action for actions brought by tender cffer
targets under Section 7. EBefore endorsing this remedy, I would
want to compare the benefits frem private actions against the
costs. In particular, I would want the Commission’s staff to
analyze the impact of widespread private litigation, which would
create greater dangers of inconsistent interpretation of thae
margin regquirementa.

105, The Business Roundtable hasa challenged the
SEC’s "one-share/ones vote" rule in the U.S5.
Court of Appeals. If the court ovarturns the
SEC’a action, what action would the SEC take
on this isaue?

There is not any reason to supposa that the Court of Appeals
will not sustain the Commission's authority tc iasue the xule in
question. However, in the event of an adverse reault, the
Commisgion will have to consider additional steps, including
prasenting this issue to Congress.

106. The twenty business day minimum $ffaring
pericd regquired by current SEC tender offer
regulationa oftan has proven inadequate to
give most ahareholders a full opportunity to
receive, digest, and act on tender offar
disclosures. Would it ba preferable to
increase the tender offer periocd to thirty-
five business daya? If a qualified amployee
stock ownership plan (ESOFP) holds stock
aubject to the tender cffer and announces an
intention to make a substantially equivalent
bid, the tender cffer period could be
axtonded, for a=z long as 95 business days.
An ESQOP would net qualify unless the plan
owned at leaat 10 percent of the voting
securities of the company for at least six
montha when the competing tander offer
commenced. In your cpinion, is it
appropriata to provide an extended tender
offer period for ESOPs or will this increase
management abuses of ESQOPs?

The regulations governing tender offars are designed to
assure that sharehclders have adequate time to make an informed
investment decision. The Commission previously has stated that
the minimum 20 business day pericd coupled with the additional
requirement that an cffer remain open for 10 business days
following changes in the number of shares being sought or the
price, and othaer extensions for material changes, provide
adequate time for investors to make an informed decision.
Additicnal delays do not appear necedsary.
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Limitations on the Commission’s Jurisdiction necessarily
confine ita interest in ESQFs to disclosure-related isspes., The
Department of lLabor s Pension and Welfare Benefits Administration
ragqulates the investment and fiduciary aspects of employee
benefit plan participation in such transactions, while the
Internal Revenue Service administers applicable tax provisions.
Under ERISA, the use of an employee benefit plan, either
offensively or defensively in connecticn with a takecver, may be
illegal if deemed inconsistent with the best intarests of the
plan. ERISA provides that failure by the plan sponsor and other
fiduciaries to establish and to cperate a plan prudently and in
the scle interest of empleyee participants will result in ERISA
liability.

In congidering any changes affecting ESOPs, Congress should
take into account that its origlnal purpose for ESOPs was to
enhance employee ownership of U.S. corporations. This purpose
does not appear to he served by favering the use of ESOPs as a
defensive takeover device. Moreover, Congress may wish to
consider the extent tec which ES0Ps constitute a further aubsidy
for debt over equity financing, bacause of the special interest
deductions provided for ESOP-related debt.

107. The repurchase of shares of stock by the
igpuing corporation from a sharsholder at an
axceasive premium or greenmail is an abusa of
corporate assets. Would you support limiting
the payment of greenmail by giving a company
the right to recover any profit by a person
who sells the company its own stock, if that
perzon held more than 3% of the stock and has
held it for less than a year? Purther, do
yYou support permitting ashareholders to sue
derivatively to recover "greenmail" profits
on behalf of the company if the company
either fails teo bring action within 60 days
after the ahareholder request or fails
diligently to prosecute any such action?

Although the Commission proposed limitations on greenmail
payments in 1984, it has since twice revisited that issue, in
1986 and 1987, and determined that the matter should be left to
state law. If a board of directors fails to fulfill its
fiduciary obligations, appropriate remedies are available under
state doctrines of corporate waste and breach of fiducjiary
duties. An appropriate federal response to greenmail would be
the usa of disclosure mechanisms to alert remaining shareholders
to a substantial securities repurchase and to the possibility of
state law remedies. In addition, federal tax liabilities have
been created that apply to certain greernnail payments, and in
some state-law cases greenmail has been found to be unlawful.
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104. “Golden parachutes" or payments in excess of
three times annual compensation as defined by
the Internal Revenue Service, would ba
prohibited in my legislation, unless affirmed
by a majority of the cutstanding voting
securitiaes of the company. Do you support
thia protection of shareholders?

In recent years, the Commission has deferred to state law
with respect to golden parachutes, as a matter involving the
duties of officers and directors and the internal affairs of the
corporation. However, I am not unsympathetic to the desirability
of reconsidering the necesaity for a sharehclder vote to approve
any such plan that might reascnably be expected to have a
material impact on the value of a corporation‘’s shares.

i09. “"Poison pills" or issuea of gecurities
designed by corporate management to
discourage a hastile merger could be limited.
by prohibiting such issues unless approved by
a majority of shareholiders or exempted by the
SEC. Do you support limiting poison pills?

The Commission has devoted aubatantial attention %o peoison
pills. It filed an amicus brief in the Delaware Suprems Court
expressing concern with the effect that such plans may have on
proxy contests and tender offers. It alse issued a concept
release to elicit public comment on what, if any, response should
be taken by the federal government toc the proliferation of such
plans. The Commission subsequently determined not to support
legislative ¢urbs on poison pills because they involved matters
of corporate governance traditicnally subdect to state oversight.

However, while the Commissicon in the past has determined not
to raspond to defensive measurea adepted by management such as
polson pills, I am not ungympathetic to the desirability of
reconsidering the necesasity for a shareholder vote to approve any
poison pill or similar charter amendments that might reasconably
be expected to have a material impact on the value of a
corporation’s shares.

110. The proxy voting process is currently subjlect
to marnipulation by corporate management with
strong vested interests in the outcome of
controversial issues put to a sharehclder
vote. I believe that pressure from corporate
management on pension fund managers,
institutional investors, and individual
shareholders could be limited by providing
for confidentiality in the proxy voting
process. My legislation would require the
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SEC to promulgate regulations that require
confidentiality in the granting and voting of
prexies and that wounld provide for vote
tabulation by an independent third party.
Flease comment.

The Commiszsion, in reviewing disclosure made in proxy
materiala and ctherwise administering the proxy rules, is engaged
in an ongoing examinaticn ¢f these rules. In the past, the
Commission also has urged careful study of proposals to change
the proxy system prior to any legislative actions mandating such
changes, This haa included such proposals as mandating
confidential voting and independent tabulation of votes as well
as granting significant shareholders greater access to the
corporation’s proxy statement. Particularly in the case of
fiduciariaes voting securities on behalf of others, absclute
confidentiality and the resulting lack of oversight may increase
the risk that fiduciaries will vote the securities contrary to
the interests of the beneficiaries. On the other hand,
confidential voting may serve to eliminate any real or perceived
coercion by corporate management on the voting decisions of
employess. This is particularly significant at a time when, as a
rasult of the proliferation of ESQPs2, employees are galning a
greater say in corporate governance,
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VIII. Questions from Senator Robert Graham

111. The ‘34 Act mandates that insiders are
required to file (with the SEC) evidence of
thelr transacticonsz in their own companies
stocks. Thia information is currently
disseminated by much of the news media,
including the Wall Street Journal and USA
Today. Investeors and investment advisors
alsc gain access to this information via on-
line computer services such as Dow Jones News
Retrieval. A propcsal ia under consideration
that would alter the f£iling reguirement 2o
that many cf those officers who presently
file will no longer have to do a0, BSince
many middle management employees, that would
be in a financial position to invest in their
own company’'s shares, would have Ln their
possession by nature of their duties,
information not available to the general
inveating public¢, or even top management
(1.2, faulty design problems, product
development problems, slumping divisicnal
sales), why doces the public interest require
doing away with this reporting regquirement?

Tha propoged rules were not intended by the Commisaion to
aliminate this requirement, but rather to modify the definitions
now used in order tc make the current disclesura morae focused and
meaningful. Under the Commission’s proposal, the definition of
"executive officer” now used in the Commission’s proxy rules
{i.=., president, any vice president in charge of a principal
business unit or function, or any other person who performs a
policy-making function for the company, and any officer of a
subsidiary whoe performs a policy-making function for the iasuer)
would be used for this purpose. Principal financial officers,
controllers or principal accounting cfficers and officers of a
parent company whe perform pelicy-making functions for the issuer
also would be added.

Consistent with the statutory purpose and racent case law,
an cfficer's title alcone would not be determinativa. Instead, an
officer’s executive or policy-making duties would govern. The
Commisgsion anticipates that there may be a reduction in the
number of officers filing Secticn 16 reports with respect to
companies that currently use a broader interpretation of the ternm
and include all titled vice-presidents, regardlesa of duties.
However, many companies already use the proposed definition for
determining who is an cfficer for purposes of Section 16.
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The designation as an officer for purpeses of Secticn 16 has
effects beyond reporting obligations. An officer also is subject
to the short sale prohibition and to short-swing profit recovery
for purchases and salea within a six month period, even if the
officer was not in possession of inside information. Thus, it is
important that the definition of cfficer ba clear and limited to
one that will achieve the statutory purpose. To the extent that
persons cutside the propesed definition come into posaessgion of
inside information and conduct transactions based on this
information, they will be subject to the insider trading
prohibitions of Sections 10{b), 14(e), and 21A of the Exchange
Act.

In reviewing the public comments concerning this propeosal,
the purposes and bhenefite ¢f these filinga will be a very
important factor. If confirmed, I will ingquire very carefully as
to the justification for any reduction in the scope of the
current filing regquirement.

112. Thig same preoposal permits changes in filing
requirements for corporate insiders with
regard to the reporting of their employes
stock options so that an insider will ba able
to defer reporting the fact that he has
exercisaed options for up to a year after the
avent. C{Currently howeaver, this information
has been made available by the tenth day of
the month following the event. Experts agree
that investors, financial advisors, and stock
analysts routinely use this information to
maka buy, sall, and hold decizions.

Since critics argue that it is the exercisa
0of opticns, not the granting cof them, that
signala that an insider haa made a “buy"
decision, if this proposal is adopted, it
will be possible for insiders to acoumulate
stock unnoticed for up te a year until they
raport those exercises on an annual filing.

Az the practice of exercising options is the
primary form of accumulation by insiders in
large capitalization companies, critics alac
argua that insiders, sesking to aveid
publicity of their trades, will alter their
company option peolicies so that option buying
will wirtually replace conventional open
market buying, creating a "lcophecle® in the
system.

Since a year time lag for this type of
reporting represents an eternity for today‘s
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marketa where hundreds of millions of shares
are traded daily, please explain why it is in
the public interest to delay this reporting
for as much &s a year.

The Commission‘s original proposal has now been
significantly revised, and the revised proposal is now subject to
public comments. If confirmed, I will carefully review the
comnents concerning thia important ilssue.

113. Have you undertaken a detailed cost/benefit
analysis that demonstrates convincingly that
any burdens of reporting are not cutwaeighed
by investors’ need to knew this important
information so as to make fully informed
investment decisions?

He, 1 have not undertaken any cost benefit analysia of this
proposed rule. However, I would note that the Commisasion’s
proposing release summparized the costs and benefits of this
propesal as perceived by the Commission.
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IX, tiong from Senator Timothy E. Wirth

114. Bank Powers and Glass-Steagall

One cf the most important policy debateza in
recent years has focused on the powers and
regulatory treatment of commercial and
investment banks. You have made thoughtful
and impertant centributions te this debate
and, in the past, you had advocated bringing
down the Glass-Steagall separations between
commercial and investment banking.

Do you believe the SEC or its chairman should
take 2 positlion on whether or not commercial
banks should be permitted to engage in the
securities buainess?

If Glass-Steagall is to be modified, would
you agree that any major changes should be
made by Congress and not regulatory agencies?

What specific securities activities do you
believe the commercial hanking industry
should be allowed tc engage in? For example,
should banks generally be permitted to
underwrite corporata debt and equity
securitiea?

What regulation or safeguards, if any, would
be appropriate or necessary, if banks werse
allowed to underwrite corporate equity?

I believe that the Commission should give Congress the
benefit of the Commission's views as Congress considera how, or
whether, to allow commercial banks to engage more fully in the
gecurities underwriting business. The Commission has the best
perspective on the risks, conflict of intereat potential and
structural problems that should be rescolved prior to the time of
any such Congressicnal action.

I strongly agrea that modernization of Glass-Steagall should
be acecomplished by Congress. This is particularly important
because regulatory modifications that would accompany any such
change should be planned, not aceidental.

I do not know of any aspects of the securities business that
should be unlawful per se for banks. However, I do not believe
that the Glass-Steagall Act should be modified until several
related protecticns can be simultaneously adopted. First, most
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new and preexisting securities activities of banka should be
required to be conducted in a separate securities affiliate under
the exclugive regulaticn of the Commissicen. Second, the Bank
Holding Company Act should be amended te allow non-banking
financial companies to acguire banks without becoming subject to
that act. Third, specific protectiona against undue conflicts of
interest and othar abusive practices should be adopted. These
reforms could be accomplished in a manner that wonld permit
reduction in the barriers to compatition without c¢reating
excessive risks or cother significantly adverse effacts. The
Commission has previously taken a generally similar position with
raspect to modification of Glass-Steagall. In so doing, the
Commissicon appropriately suggested that Congress:

- congider meana to limit the improper sharing of confidential
cliant information among units of a diversified financial
services company;

- examine potential conflicts of interest ariging out of
bank underwriting activities of securitized assets and
aof securitisess of bank borrowers:

- examine the conflicts of interest arising in
transactions between kank trust departments and
affiliated entities;

- consider prohibitions on banks from extending or
arranging credit secured by, or for the purpose of
purchasing, any Bacurity that is underwritten by a
bank‘s secv rities affiliate or in which the affiliate
is an active participant; and

- examineg the posaibility of requiring disclosure
statements clarifying a bank affiliate’s separate
status.

115, Lessons of the Thrift Crisis

Congress recently enacted the most far
reaching government rescue program in our
history. The financial problem in the
gavings and loan legislation is of enormous
proportions —-- the total ceat to the
government will far axceed the combined cost
of the assistance provided to Lockheed,
Chrysler, Penn Cantral, New York City and
even the Marshall FPlan.

There is no single culprit behind the thrift
crisis. But we all know that a few factors -
- such as the rush tc dersgulate, imprudent
industry responses to deregulation and
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inadequate supervision by regqulators --
contributed substantially tc the industry’s
declina.

With this in mind, what do you believe are
the most important lessons we should learn
from our recent experience with the savings
and loan industry? Are there lessons we can
apply to the current debate about the powers
of commercial and investment banking?

Some of the leasons that I have learned from the disaster in
the thrift industry include:

Accounting principlaa play a vital role in allowing
regulaters, policymakers and others to judge the
condition of a financial institution. Diastorted
accounting principles adopted for "ragulatory" purposes
other than full disclosure can cause detariorating
trends to remain unnoticed.

Capital plays an essential rele in providing discipline
for financial institutions toc deter against unwarranted
risk-taking, especially by instituticns with fedaral
deposit insurance. Capital standards set by
supervisors are essential to establish a minimum
benchmark for prudent operations.

Disclcosure policies for insured institutions and their
gsecnrities should be established by an agency other
than the primary bank or thrift sopervisory agency to
insure that risks tolerated by supervisory anthorities
would be publicly disclosed.

Supervisory autherities must be allowed to take
appropriate enforcement action free of political
pressures -- from Congresa or an Administration,
Institutions engaged in asericus fraud or other
wrongdoing must not think that they can obtain
political reliaf from enforcement action.

Delay in resclving problem situations of detericorating
financial condition and violation of regulatory

standards cften results in much larger ultimate losses
than would have resulted from swift enforcement action.

The thrift experience has largely confirmed my prior views
rather than changing them. I have always believed in striet
enforcement. of safety and soundnesi3 standards. Government
requlation should seek to establish and to enforce minimum
standards and ruleg of conduct, including capital, acceunting,
disclosure and other regulations necessary to prevent fraud,



82

manipulation er simjilar abusive practicea. At the same time,
market entry and exit, product aofferings, pricing, locations for
doing business, affiliations and other aspectz of eccnomic
competitien should be left to market forces as much as posaible.

If anything, the thrift situation has alse confirmed the
absclute desirability of eliminating "regulatory" exceptions to
the Securities Act and the Exchange Act, 1ncluding the bank and
thrift exempticons in Sections 3(a)({2) and 3{a}(5) of the
Securities Act and the bank and thrift reporting provisions of
Section 12(i) of the Exchange Act.

116, Glchalizaticon of Securitjes Markets

With the growing glcbalization cof the
sgcurities markets, the SEC will face a
number of important issues in the next few
years -- from issues like internaticnal
clearance and settlement toc the potential
standardization of securitiea regulation
between nations, Thers is ho guesticon that
these and other issues in the international
arena will have a profound affect on the
competitive poaition of the securities
industry and cur financial markets.

tne of the most important issuea involves
continued access to international capital
markets. In recent yeara wa have witnessed a
significant increase in the movement of
capital without regard t¢ geographic
boundaries. Foreign offerings, euroc-
offerings, and multi-naticnal cfferings are
established features of corporate finance and
undoubtedly will become a more important
source of capital fer U.S. companies in the
future.

Wwhat actions should the SEC take to enhance
the ability of U.S. companies to ralse
capital in this emerging world market? Would
a standardized system of disclosure for
world-wide offerings create an environment to
promote capital formation throughout the
world?

In an increasingly competitive international
markeat, some have guestioned whether the U.S.
can keep our financial markets both
competitive and well policed at the same
time. Do you share this point of view?
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I do not believe that investor protection and international
competitiveness are inconsistent. Investors around the world are
concerned with the safety of their investments, which reguires a
"wall-policed” aystem to prevent fraud, manipulaticn and other
abugses. Internaticonal competitivenesas can be enhanced by
flexibility in applying traditional atandards and concepts, and
in some areas by substantial streamlining of inefficient or
unnecessary programs. However, stable and honest markets alse
can be a significant competitive advantage, and basic core
protactions of our aystem should be consistently appllied.

Standardized diaclosure, accounting and auditing standards
would enhance the ability ¢f U.S5. companies to raiss capital at
the lowest cost in a worldwide market. They might alsco
contribute to greater efficiency in glokal capital formation.
Unfortunately, truly standardized disclesure, accounting and
avditing standards may not be achievable over the near term.
Substantially increased aystema for multijurisdictional
offerings, based on mutual recognition of established aystema of
securities regulation, offers tha much more immediate proapect of
achieving many of the same results as standapdization. Mutual
recogniticn would alsec eliminate many of the incentives for
excluding U.S. shareheolders from largely foreign offerings.

117. Foreigqn Investment

In recent years, scme, Iincluding several
Members of Congress, have focused increased
attention on the level of foreign investment
in the United States. As foreign investment
hag increasead, so haa the interaest to
restrict foreigqn participation in our
markets.

In my view, scome of the proposals to limit
foreign investment are shortsighted and could
work to damage our economy. It seems to ma
that accesa to capital -- regardless of its
source -- is critical to American industry
and continued economic growth.

I would be interested in your thoughts on
foreign investment in the U.S. and its impact
on economic growth and job creation. At this
time, do you see any reason to act to
restrict foreign investment in the U.5.7

What do you see happening if we act to
restrict foreign investment in the U.S8.7

How would this impact American companies
doing husiness abroad?
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I share the view that having the widest possible accesszs to
both domestic and foreign capital promotes ecconemic growth and
job formation in the U.5. Restricting foreign investment in the
U.5. would tend to increase tha cost of capital in the U.S.,
thereby making U.5. companies less competitive internationally.
Even trying to isolate the U.5. from glcobal capital markets would
cause enormous harm to 11.S5. financial markets, U.S. issuers of
capital and their employees, and savers and investors in the U.S.

118. Economic Effacts of LBOs

" The leveragad buycout has become one of thse
most talked about and perhaps least
understoocd methods of financing a business.
The sheer size of some recent transacticons
has focused attention on LBOS and, in some
casesg, distorted tha public's perception of
LBOs.

In the wake of an avalanche of publicity

about LEBOs, somea have advacated reforma,

eithar in our tax laws or the sacurities

laws. Howewver, I think it’s clear that a
gquick fix 1s not posaible or practical.

Wea know that an excessive reliance on
leverage can create a number of problems for
a company. But we also know that leverage
can increase productivity and result in a
more efficient use of resources, which
increases our ability to compete in the
international marketplace.

Do you see any reasons to be concerned about
the number or size of leveraged transactions
in the econcmy? If asc, what steps would you
recommend to restrict LBOs?

what can we do to more fully understand and
track the impact of LBOs on the economy?
Should the government, through the S5EC or
some other agency, be regquired to collect
data ¢n LBOs and their impact on smployment,
ragearch and development, etc.

Initially, I would like to underscore your polnt, which is
aften overlooked, that leverage can have beneficial effecta on a
corporaticn‘s efficiency and competitiveness. When a corporaticn
increases leverage, the corporation and its lenders review its
ability te service its debt under all types of economic
conditions. While some commentators argue that with increased
leverage U.S. corporations will be unable to compete with Japar,
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Japanese firme are significantly more levered on average than
0.5. firms. Leverage also can strengthen managerial incentives

to maximiza earnings and value.

The increased leverage cof American corporations is a matter
that should be of concern, at laast to the degree that we should
understand the trends at work in our market and the factors
affecting such trends. Rather than making policy kased on
anecdotal or isolated situations, we should track and carefully
analyza empirical data regarding the nature and effects of such
transactiona over time.

I do not currently favor any steps to restrict LBO
transactiona as a class. However, regqulators should carefully
monitoer the risk to banks, thrifts, insurance companles and other
regulated lenderd who [inance LBEQs., At the same time, the
primary concern of tha Commission should remain full and fair
discloaure to protect individuals, in finaneial institutions and
matual funds that invest in noninvestment grade bonds.

115. As you know, after the October 1987 market
break the Brady Commission recommended that
cne agency should coordinate regulatory
issues which have an impact across related
market segments. For example, in Japan and
the U.X., one agency regulates both the
traditional securities markets and the
marketes for derivative products.

What i3 your view on the separate SEC-CFTC
jurisdicetion over financial instruments? How
de you believe the current regulatory
gtructure in the United States impacts our
competitive position in international
marketa?

I believe that Congress should decide the issue of separate
SEC/CFTC Jjurisdiction. Many argue that unified regulatory
Jurisdiction over financial instruments would eliminate numerous
requlatory disparitiea. However, regulatory differences often
exist within a single "MOF'«style agency. In addition, a single
agency is much more vulnerable to mistakes of Judgment due to the
abgence of other senior-level regulators to act as a check and
balance against unwise decisgions.

Having twe different agencies governing related products,
even within a single broader market, does reguire the agencies to
cooperate on common operational or supervisory issues.

Comparison of the records of the thrift industry, with a single
all-powerful regulateor, and the commercial banking industry, with
three separate agencies, does not suggest any inherent advantage
from having a single regulator.
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While having two different agencies need not prevent
workable auperviasion and regulation, the lack of clarity as to
jurisdictional authority dees adversely affect 1U.5.
competitiveness. This occurs due to bath higher nonproductive
overhead (to finance litigation), and alsc the disincentive to
bringing new preoducts to market that is caused by such
unecertainty. Consequently, I believe that pending any broader
action by Congress, the S5EC and CFTC should try to devalop
mutually acceptable proposals to define product and
jurisdiectional linea. Meat importantly, the "exclusivity"
faature of the current Commodities Exchange Act needs te be
repealed to parmit efficient allocation of requlatery anthority
over particular products.

120. Individual Investor Confidence

From all reports, it appears that Individoal
investors have not been a large participant
in the meat recent market rally. In fact,
the individupal investor has remained on the
sideline since the Octocber 1987 market break.
Maanwhile the markets have bacoma
increasingly institutionalized.

How important is the individual investor to
the markets and what specific neasures, if
any, do you believe should be initiated to
reatore investor confidence and bring the
individual investcr back into the markets?

In recent years, many individuals have made c¢ollective
investments in securities through pension plana and mutual funds.
However, individuonal investors in individual securities continue
to play an important role in the nation’s marketa. Indeed, the
most recent survey of stockhelding by the NYSE, as of mid-139R83,
showed that more than 47 million Americans owned stock in a
publicly-traded company cor a stock mutual fund.

Cne of the most effective means to increase individual
investor confidence and participation in the market ia for the
Commission and other regulatory agencles and self-regulatory
organizations to enforce aggressively rules against insider
trading, front-running, and other manipulative practices that
compromise the integrity and fairness of the marketa. In
addition, tax policies that operate to disadvantage or discourage
savings in general, or securities holdings In particu}ar, should
be reexamined. Finally, the industry needs to reexamine the
convenience and cost of individuals acquiring or disposing stock,
and the public’s perception of the safety and prudence of
investing.
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121. Arbitration

Do you believe that arbitration is an
appropriate forum for settling disputes
between a broker-dealer and a customer? Do
you believe it is appropriate for a broker-
dealer, as part of a new account agreement,
tc require a customer to agree to arbitration
proceedings in the case of a dispute?

Arbitration can be an appropriate forum for settling
diaputes between a broker-dealer and a customer. Indeed,
arbitration 1a an important altarnative to litigation in many
contexts, including alternative aecurities markets. However, the
rules governing arbitration must be both fair, and perceived to
be fair, to both broker-dealers and theilir customers.

Earlier this year the Commiseion approved a series of 5SRO
rules designed (1) to improve the procedural fairness cf SRO-
sponscored arbitration, (2) to assure that investora received
adequate notice of whether a contract contained an arbitration
clause and of the basic differences betwesn the resolution of
disputes through arbitration vis-a-vis litigation, and (3} to
prohibit agrs2emants that limit or contradict the rules of any SROD
or limit the ability of a party to flle any claim in arbitration
or the abllity of arbitrators to make any awards.

122. Accounting

The SEC has extensive regulatory and
ovarsight responsibilities with respaect tc
the accounting profession pursuant to the
Securities Exchange Act of 1534.

- In the past few years, the House Energy and
Commerce Committee has conducted a number of
hearings concerning tha effectiveness of the
SEC's ocversight responsibilities with respect
tc the accounting industry. One result of
the hearings was the establishment of the
Traadway Commission, which issued
racommendations on ways to detect and deter
financial fraud. As I understand it, many of
the Treadway recommendations directed at the
accounting profession have been implemented,
including the adeption of a series of new
auditing standards that clarify auditors’
responsibility for detacting fraud.

As you know, several mergers among tha Big
Eight accounting firms are pending. These
developments are, in part, a response to the
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globalization of business and markets and the
premium on competitiveness these new dynamics
regquire, In addition, the preofession is
grappling with the difficult problem of
increasing liability.

With the abeove in mind, I am interested in
learning what specific objectives and
poligies you want the SEC to accomplish with
regard to the accounting profession.

The importance of full financlal discleosurse was recognized
at the time the Securities Act was enacted, and its significanceo
continues undiminished under our current integrated disclosure
system. Whila primary responsibility for the provision of
accurate, raliable and timely financial information rests with
management {subject to overaight by the board of directors),
independent accountantsa play an important role in assuring that
honest infocrmation concerning their clients reaches the public.

The object of the Commission’s accounting program is to
ensure compliance with the accounting and financial disclosure
aspects of tha federal securities laws. This program is carried
out through four closely-related activities that result in an
active and visible presence in the accounting area: (1) the
review and comment process; (2) the enforcement program; (3) the
oversight of privata standard-setting; and (4) rulemaking. The
Commisaion’s oversight of accounting practicea and atandards is a
key element in maintaining the full disclosure sys3tem and in
assuring that public inveators receive ussful, raliable
information.

123, Cormmission Vacancies

Several other vacancies are likely toc be
filled on the Commizasion in the near futura.
Do you expect to be in the position to advise
the President with respect to candidates for
vacancies on the Commisaion? If so, what
criteria will you employ in making your
recommendations to the President?

Yes, I expect toc have a voice in the selection of candidates
for vacancies on the Commissicn. I weould recommend persons with
the best possible combination of intelligence, public and private
experience, judgment and character in filling these positions.
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X. Queations from Senator John Heinz

124. On August 18th, the United States Court of
Appeals for the Seventh Circuit in Chicago
Mercantijile Exchange v. SEC set aside SEC
crdara approving thea applications of three
sacurities exchanges to trade index
participations. The Court held that if an
inatrument is both a security and a futures
coentract then the CFTC has exclusiva
juriadiction over the instrument.

d. The Seventh Circuit panel viewed this
cagse as a repeat of the jurisdictional
dispute between the SEC and CFTC that
occurred in 19481 over the trading of optiona
on Ginnie Maes and predicted that with the
inevitable creation of novel instruments with
attributes of both securities and futurss
"[o]nly merger of the agenciea or functicnal
separation in the atatute can avoid continual
conflict.” Do you agree with this prognoais?

Since this case is still on appeal, I do not think it
appropriate tco concede the validity of the decision of the panel
regarding the scope of the exclusivity provision in the Commodity
Exchange Act. This 18 especially true given the SEC Savings
Clause in that legislation, and the longstanding intent of
Congress that the SEC should have juriadiction over securities
instruments broadly defined.

Products that are not largely or exclusively futures
products should not, in my opinicn, bs subject to axclusive
jurisdiction of the CFTC or a requirement that they be traded on
a futures exchange. For example, a hybrid product with
characteristics that were 99% those of a security and 1%
"futurity" should not trigger exclusive CFTC jurisdiction.

I believe that it may prove useful, in light of this
decision, for Congraesas to clarify the Jurisdicticnal lineas
batween the agencies. Ideally any legislation would be based on
recommendaticons by the Commission and the CFTC. Any such
clarification should eliminate the exclusivity provisions of the
Commodity Exchange Act, at least as to all products that counld bhe
deemed to be a security. Just as banking products may be
regulated by any cne of three different federal agencies, there
is not any conceptual reason why & financial product with scnme
element of futures characteristics could not be traded or
regulated through aither a securities or futures exchange.
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125. b. Assuming solely for arguments sake that
the court’s reading of the Commodities
Exchange Act is correct that the CFTC has
exclusive jurisdiction over all instruments
that have attributes of both gecurities and
futures, do you agree with the court’s
observation that "if both categories [of
securitiaes and futures)] expand, then the
SEC'28 jurisdiction shrinks"? If so, what are
tha requlatory and market implications?

If the court ia correct that the CFTC possesses exclusive
jurisdiction even where a trivial portion of a product’s overall
characteristics involve some degres of futurity, then there would
be highly negative implicationz for both the Commission and
overall market regulation. In assence, the Commission’s
Juriadiction would shrink steadily, probably together with that
of the bank regulatory agencies.

Over timea, if hybrid prodncts become mora common, the CPTC's3
role would expand well beyond its current scope, as would be true
with the futures exchanges as well. Finally, the develcpment of
new saecurities products would be inhibited due to the risk that
any new product subsequently might be found to be "tainted" with
some element of "futurity.”

Several innovative products, such as swaps and conmodity=~
backed bonds, cannot as a practical matter be traded and cleared
through futures markets and associated clearinghcuses due to
cartain inherent characteristics of such systems. In my opinion,
this interpretaticn of the law could stifle innovation, and
reduce the overall competitiveness cof 1).5. securities markets
internationally in a manner that was nevar considered or intended
by Congress.

126. c. The Seventh Circuit panel acknowledged
that its decision did not reflect a value
fudgment as to which agency was best equipped
to regulate index participations. In your
judgment, which agency is best able to
requlate this product, and why?

As the Commission discussed in its order approving the
exchange propcsals to trade index participations {IPa) and
indicated in its Petition for Rehearing in this case, the
securities markets may be better suited for IPs trading than the
futures markets. IPs were designed as a product tgo appeal to
retail investors, who, as a rule, participate less frequently in
the futures markets. In addition, many potential IPs Investors
may be effectively prohibited from participating in the futures
markets as a result of regulatory constraints or contractual
provisions.
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127. d. In your view, should the inventors of
- innovative hybrid products auch as index
participations be abla to decide which
exchange is best suited te its product? Does
it make a difference in which exchange or
under which set of rules or regulationsa
hybrid products are traded? [f so, why?

I do not believe that the exchanges that developed these new
products should be denied the legal right to competa with futures
exchangea by offering this product to their customera. Indead,
under the 1982 SEC-CFTC Jurisdictiocnal Accord, the SEC has
jurisdiction over options on foreign currency 1f they are traded
on national securitiees exchanges, and the CFTC has jurisdiction
over such opticna if they are not traded on a securities
exchanga. This is a similar procesa to that in effect for all
banks or thrift institutions, which are regulated based cn the
type of charter each firm =slects.

The Commission has 3tated on several occasions that the
regulatory and market structures under which a product 1s traded
can make a difference. For example, due in part to the separate
clearing systems utilized by each futures exchange, trading con a
futures exchange would reduce the possibility of competition in
any such product among various exchanges. Similarly, the retail
orientation of the securities markets may be better suited for a
product 1ike YPa than the more institutional character cf the
futures market. Finally, futures regqulation may create
difficulties for many types of hybrid instrumentsa.

An example of the latter typa of problem is the case of
debt instruments with returns linked to the movement of a stock
index, foreign currency, precicus metal, or oil. This has been
the most common type of hybrid instrument in the U.5. capital
markets to date. Requiring those instruments to trade
exclusively on a board of trade would have constitnted a serious
obstacle to the development of these preoducts. The exclusivity
requirement would remove these producta from the over-the=Counter
market, where most corporate debt instruments trade. This could
discourage their purchase by persons or institutions who either
choose not to trade in the futures markets, or are prohibited
from doing so. Futures market regulation alsc is not deaigned to
focus on disclosures relating to particular issuers, information
that is particularly important for this type of hybrid
instrument.

Rather than courts or agencies deciding the exchange on
which new hybrid financial products must be traded, it would be
better to leave that decision to the private market. For
example, one pcasible approach to the jurisdictional issue would
allocate jurisdiction bazed on whether a hybrid preduct is
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accepted for trading on a securities or futures exchange. In
either case, the SEC or CFTC, respectively, would apply its
normal regulatory oversight and the same rules that it applies to
other instruments traded on the same exchange. In this manner,
the public would be guaranteed all of the protections associated
with products traded on the same exchange, yet innovation would
ba protected and unnecaedasary litigation avoided.

128. On May 25, 1999, the SEC adepted Rule 19c=5
under the Securitlies Exchange Act to prohibit
any options exchanga from restricting the
listing of any new stock options class to a
single exchange. The rule repeals the
Allocation Flan for exchange listed options
appraoved by the SEC in 1980 and eliminates
all restrictions on the multiple trading of
cptiona.

a. At the time restrictions on the multiple
trading of exchange listed options were
approved by the SEC in 1980, the Commission
contemplated the development of a market
integration system that would alleviate many
of the market structure and investor
protaction concerns (g.q., market
fragmentation, trade-throughs and order
routing practices) peosed by the multiple
trading of opticna. In approving Rule 19¢-5,
the S5EC stated that "there are scund reasons
for pursuing the development of market
integraticon facilities.” Do you agree? If
sc, what role should the SEC play in
facilitating the development of an
integration system?

Yes, I agree that market integration facilities would be
useful. The SEC should maintain an cversight role, since it
would have to approve any exchange proposals regarding
integration systema. However, the privata sector should select
and design apecific market integration facilities, if any. The
Commission should only take direct action through ruleamaking if
divisions among the coptions exchanges make the development of
needed market integration facilities otherwiae impecasible.

129, b. If integraticon facilities are feasikle
and cost beneficial, are there advantages to
having all options exchanges joined by the
linkage system?

Yes, although there may also be costs or disadvantages.
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130. <. Fellowing the adeption of Rule 19c-5,
cartain of the optione exchanges initiated a
study to determine the feasibility of
developing market integration facilities.
These exchanges have expressed concern that
implementaticn of multiple trading pending
completion of this astudy and the development
cf integration facilities may be
counterproductive. Should the SEC conslder
the deferral of Rule 15%c-5 if the development
of integration facilities appears imminent?

¥Yes, I believe the Commission should consider deferral if
implementation of integration facilities was imminent, although I
cannot commit the other Commissicners to this position.

121. The recent controversy surrcunding Sir James
Goldamith'a tender offer for British American
Tobacco (B.A.T.) has brought into focus the
question of the extraterritorial application
cf U.5. securities laws., The transaction was
apparently structured to avoid the
Jurisdiction of the faderal securities laws,
purportaedly because compliance with our laws
was viewed as both cestly and time-consuming.
As a result, U.5. sharehoclders of EB.A.T. have
been excluded from participating in the
offer.

a. How d¢ you reconcile the fact that laws
dasigned to protect U.5. lnvestors may have
the effect of depriving these investors of
participation in offers made toc non-U.5.
shareholders?

. How should the SEC balance its mandate
to protect U.5. investors with the goal of
fostering an internaticnal securities market?

. When should the federal securitie=s laws
apply tc transnational securities
transactions? In other words, where should
the jurisdicticonal lines be drawn?

The increasing intermationalization of securities
transactions and markets may be the singla greatest factor
affecting the Commission in the years ahead. Issuers will
increasingly offer securities in a variety of markets. 1In this
environment, U.S5. investors and markets could be disadvantaged
gseriously 1f foreigh or U.S5. issuers choose to eschew U.5.
markets dua to the costs and delays associated with complying
with U.5. law.
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If confirmed, I will encourage the Commission to explora
ways Lo remove U.S. regulatory disincentives for extending offers
to U.S. holders on egqual terms with those ¢f other shareholders,
where the home country’s regulatory scheme is adeguate to protect
the interest of investors and the percentage of shares held by
U.5. persons is limited. However, deferral toc other registration
cr disclosure aystems would not extend to eliminating
Jurisdiction with respect to fraudulent conduct that adversely
affects U.S5. persons, which shcoculd be retained.

T™heé Commission has proposed a limited multijurisdicticnal
gystem for disclosure with respect tc rights offerings and cash
and exchange tender cffers involving Canadian companiesa., This
proposal is an attempt to respond to the realities of ocur
intarnaticnal capital markets in a poaitive and constructive
MANNEE .

In addition to mutual recognition syatems for cfferings, the
Commissien needs to be sensitive te the impact of internaticnal
differences in accounting standards. While core U.5. standards
should not be weakened solely due to international differences,
the Commission must be prepared tc reexamine past practices to
avold any unnecessary disadvantage for U.5. flirms, markets or
investors,

132. The SEC has under consideration
recommendations to ravise Rule 1l3e-3
regarding "going private transactions." The
recommendations ilnclude broadening the scope
of the rule tc reguire disclosures in all
negotiated transactions, not just those
initiated by an unaffiliated third party.
This revision is intended to address the
concern that management is at times on both
sides of an LBO transaction, whether directly
as part of the buyout group, or indirectly,
a8 a potential recipient of an cffer to
participate in the transaction.

Do you support broadening the scope of Rule
13e-3 in this manner?

The Division of Corporation Finance is preparing a
rulemaking proposal for Commission conaideration that would amend
the transactional disclosure requirements to enhance sharehclder
analysias cof extraordinary corporate control transactlons
recommended or approved by the beoard cf directers. The proposals
would amend Rule 13e-3 to ensure that its disclosure requirements
reach all going private transactions in which management has a
significant interest. The proposals alsc would impcose a new set
of disclosure requirements upon issuers engaged in all negotiated
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extracrdinary corporate transactions affacting contrecl of the
company, such as mergers, acquisitions and sales of assets, as
wall as certain issuer tender ¢ffers and buybacks,
recapitalizations and reorganizations. The proposals would
require a detailed description of the factors supporting the
target company‘s recommendation or approval of the transaction to
its security holders, including information about the board’'s
evaluative processes and the intrinsle wvalues of the transaction
and the target company.

While 1 generally agree with the goals of the staff's
proposala, I have not had the opportunity tc study the proposals
in detail. Therefore, I must reserve judgment as to whether I
would support them if presented te the Commission.

133. Is disclosure pufficient to address actual ox
perceived conflicts of interests of
managenent or are substantive rulaa
warranted?

The Commission previcusly rejected a substantive fairness
concept in Rule 13e-3 transactions in light of oppeositicn by
commentators, the implication of the Supreme Court decision in
Santa Fe Industries v. Green, and the potential administrative
problems of such a requirement. The Commission instead decided
to leave the substantive law of fairnesa to the atates and to
reguire certain disclosures to allow security holders to view the
transaction from management’s perspective including the purposs
of the transaction, the alternatives conaidered, and the
advantages and disadvantages to all parties.

The concept of fairness under state law historically has
recognized fairnmess as a range and has recognized that a “"fair
price” is not necessarily the highest price currently cbtainable.
Thia historic view of fairneass may reflect in part the inexact
nature of modern valuation technigques and the difficulty in
predicting the highest currently obtainable price, particularly
in a highly active market environment.

Recent case law suggests a change in this historic wview and
may require fairness to reflect the highest price currently
obtainable. Moreover, experience has shown that state courts
will entertain legal challenges to the fairness of going private
transactions and will provide shareholders with the appropriate
legqal remedies,

As indicated in the release adopting Rule l13e-3, the
Commissicn continues to monitor develcopmenta in this area and the
efficacy of the rule. The Commission vigorously enforces the
existing disclesure requirements of the rule by improving
disclosure through the comment process and when necessary
instituting enforcement acticons.



96

134, Rule l3e-3 currently requires disclosure of
the “fairness" of transactions to
shareholders. Are subjective concepts such
as fairness meaningful in the context of
disclosure or would comprehensive disclosure
of mere objective data relating to value of
the company (e.g. break-up value) be more
helpful to shareholders attempting to analyze
the merita of the offer,.

The Commisaion’s disclosure requirements currently are
dasigned to elicit objective information to allow shareholders te
make an independent assessment of the fairness of the transaction
and the adequacy of the consideration. For example, Item 8 of
Schedule 13E-3 requires that the issuer and any affiliate engaged
in tha transaction not only state whether each reasonably
balieves that the transacticn is fair to unaffiliated
shareholders, but also that such party discuss the factors
(including liguidation value) and weight to be given the factors
important to determining fairnesa. This would include the
analysis and ceonclusions with respect to each factor, as
conclusory statements are not considered sufficient disclosure.

In connection with the proposals to amend Rule 13e=3, I
understand that the staff is currently considering waya to
develop a more comprehensive list of factors normally considered
in these transacticons. If confirmed, I would inguire thoroughly

into these isaues.
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XI. Questions from Senator Alfonse M. D’'Amato

135. Glasas-Steagall

Is it your impression that the thrift
legislaticon has taken us cleser fo, or
farther from, a censensus on Glass-Steagall
raform?

It does not appear that the proceaa of snacting the thrift
legislation has affected tha lavel of suppeort for repeal of the
Glass-Steagall Act. The thrift criais does, however, iliustrate
the naeed to accompany any ravigion of Zlass-Steagall with
adequate supervision of any new securities powers given to
banking organizations. Refcorm of the regulatory structure must
be an integral part of any change in "powers,"” not simply an
after thought.

136. Glass=Steagall

The Cranaton-D’Amato-Garn approach to
financial services reform gives all companiesa
the opportunity to get into the banking
buasiness and the securities business
providing they meet the stringent firewall,
functional regulation and other requirements:
Do you agree or disagree with the breadth of

this approach?

I generally support & broad approach to reform that
considers powers, conflicts of interest, regulatory structure and
2tability concerns simultanepusly. It would be particularly
unwise to commence full-scale activities in securities markets
without making necessary revisiona in the regqulatory structure at

the same time.
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XII. Questions from Jenator Christopher 8. Bond

137. Should U.S5. securities laws apply to a
takeover battle between two foreign companies
if there are substantial U.5. holdings of one
of the companiaes?

The presence of assets in the 0.5, owned by a foreign issuar
of securities, without any other jurisdictional nexus, has never
bean sufficient to create jurisdiction under U.S5. securities laws
over such issuer or its securitiea outgide the J.5. This
traditional legal standard recognizes the practical limits of
extraterritorial application of U.S., law, as well as principles
of international comity.

138. Wa have a system of country-by=-country
sgcurities regulation which in many ways 1is
not compatible with global financial marketa.
How can our regulatory structure be updated
to refleact the realities of truly
international financial markets? How can we
avoid a competition in laxity as countries
compete to attract securities businesa?

Increased regulatory ccordination and mutual recognition of
home country securities lawa can increaze the efficiency of the
global capital markets, while assuring investor protection.
Under such a system, an American prospectus could be used, for
example, to offer securities simultanecusly in the U.S., Canada,
U.K. and Japan. Similarly, in certain types of sitvations a U.K.
disclosure document would be recagnized in the U.S. and other
countries.

Similarly, coordination and accommodation of legitimate,
ordinary course foreign market practices will most likely prove
to be the most practical and timely means of addreasing
differences in stabilizaticon and other distribution regulations
among jurisdictlions.

The alternativa to a "mutual recognition" system would be
the development of common international standards. Such
standards could cover matters such as disclosurs requirements,
accounting principles, and audit standards.

Fortunately, these two approaches are not mutually
exclusive. The Commission should continue to work with the
International Accounting Standards Committee and the
International Federation of Accountants to develop acceptable
uniform international accounting principles, auditing standards,
and auditeor independence standarda. Such internaticnal
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atandards, accepted as assuring sufficiently reliable and
relevant disclosure, would greatly reduce issuers’ costs, provide
investors with adequate and comparable financial information and
would not unduly dipadvantage U.S. issuers in the U.S5. market,
Howaver, develcpment of such standards will almost certainly
regquire a long-term effort, becausae of the substantial wariation
among jurisdictions.

Despite increased competition between the world’s securities
markets, a "race to the bottom” must be avoided. Notwithstanding
the desirability of facilitating international markets, the U.S.
should continue to insist on core protections for U.S. markets
and investeors. At the same time, the Commission must seek to
encourage its foreign counterparts tc move toward standards that
would reduce the costs or disadvantages to f£irms adhering to U.S.
standards.

138. The philoscophical baais of our securities
laws ia full disclesure to inveatcors and
neutrality between bidders and targets. Are
these principles still wvalid in this new
global environment?

, Yea. I continue to believe that full disclosure and

neutrality best serve the intereat of shareholders. If anything,
more complex and widespread investment opportunities on a
transnational basis make it more important to allow each investor
to make independent Iinvestment deciszionz bagsed on full and fair
diselosure and personal choice.

140, The North Amarican Securities Administrators
Asacciation hasa estimated that U.S5. consumars
ara robbed of two billion dollars a year by
penny stock swindles. In testimony before
the Energy and Commerce Committee, the Utah.
gecurities commissioner stated, "With very
fow excapticns, the non-NASDAD over tha
counter penny stock market no longer fulfills
its traditionel role as the cradle for
America‘s new start up companies and .
expanding firms. Instead the penny stock
market has been flooded with spurious and
inanbstantial schemes dreamed up by
profiteering brokerage firms and behind the
scenes manipulatorsa, who include chronic
securities law viclators, convicted felons
and crganized crime figures.” Do you agree
that the problem with penny stock fraud is
this serious?

I do not have any independent information concerning the
extent of this problem. Penny stock frauvd is a very serious
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matter. Tha number of complaints from investors has risan
sharply, and the number of enforcement referrals from broker-
dealer examinations hae alse risen sharply. Investors who are
defrauded in penny stock manipulaticns, and others who learn of
guch abuses, may lcae confidence in the securities market and not
invest in legitimate small businesass. This hurts the capital-
raising afforts of amall companies and, consequently, the
nation’s economy.

If confirmed, I will atrongly support efforts to attack this
problem. Penny stock fraud manipulaters will be vigorously
prosecuted, and I will support legislation giving the Commission
authority te impose fines upon perscns who viclate the federal
gecurities laws, Ffinally, the Commission should continue to
explora ragulatory initiatives that can improve protection for
penny stock investors.

141. SLERA

Doas the SEC need additicnal legal authority
to go aftar this fraud? Are the additicnal
powers in 5. 647 sufficient? How dec we go
after the chronic¢ securities law viclators
who are not deterred by civil finea?

The Commission has regquested additional enforcement
authority to prosecute penny stock fraud and other seriocus
gecurities law violations. The sanctions proposed in §. 647 are
intended to enhance the Commission‘s enforcement ability in
saveral important respects. For exampla, by altering the
economic consequences of the violations, the addition of the
penalties provided by the bill to the Commission’s enforcement
arasenal should deter those who would commit securities law
vinlations for financial gain. These penalties also should deter
persons who viclate the securities laws in spite of the prior
impagition of other remedies against them for the same or similar
conduct. A money penalty should give the courts and the
Commission greater flexibility to tailor a remedy to the gravity
of the violation.

Criminal prosecuticn often would be available with respect
to chreonic securities law vioclators who are not deterred by civil
fines. 1In the past, the Commifaion has often determined that
many enforcement actions it brought did not warrant criminal
progsecution. However, in areas of widespread abuse, criminal
fines and imprisonment may be necessary to restore a climate of
deterrence, and respect for the law.
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XII. Questicns from Senator Connie Mack

142, PUHCA

Are you generally familiar with the Public
Utility Holding Company Act of 1935 (the
1935 Act") and the Commission's duties
thereunder?

Yog.

143. Are you aware of the Commission’'s prior
racommendation that the Act be repealed?

Yes., For many yeara the Commisaion has supported
legislation to repeal the 1535 Act, or at a minimum to tranafer
the Commission’'s responsibkilities to ancother agency. Support for
repeal of the 1935 Act is not universal, Different utility
companies have both supported and opposed efforts to repeal the
statute. In addition, certain consumer-coriented groups have
opposed repeal of the statute.

144. We assume you are aware that the Bush Task
Force on Regulatory Relief recommended that
the Act be repealed. Do you concur in that
racommendation?

Tes.

145. Are you familiar with proposed Rule 17 under
the Act?

Do you favor the adopticn of that or a
similar rule relating to diversification by
exempt utility holding companies? If sc,
would you explain why?

T am generally aware cof the provisiocons of proposed Rule 17,
but I hawve not reviewed it in detail. I continue to support an
cutright repeal of the Public Utility Holding Company Act, or at
a minimum transfer of responsibilities tc a more appropriate
agency. If the statute is not repealed, the Commissicon must
attempt to enforre its provisions in a sensible and sfficient
manner. Proposed Rule 17 includes artificial parcentage
limitations on non-utility businesses that are not set forth in
the statute. Such artificial restraints on competitioen sheuld be
intensely scrutinized to determine whether they are absolutely
necessary to achieve statutory purposes.
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146. Are you familiar with the "Casey/Loomia”
guidelines concerning diversification by
exempt utility holding companies set forth in

the 1873 Pacific Lighting case?

The “Casey/Loomis Guidelines® were standards articulated by
these two commissioners concerning investments by exempt holding
companies in non-utility businesses.

147, Do you believe that those gquidelines should
gtill be applied by the Commission? If not,
do you favor any revision of those guidelines
or should they be abandoned altogether?

I do not currently have a view concerning whether thesa
gquidelines should continue toe be applied. This issue will, of
course, be part of the Commisaion’s rulemaking proceeding as it
conaiders Rule 17. Therafore, I would give close attention to
this question, and all publi¢ comments, at that time,
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XIII. Questions from Senator William V. Roth, Jr.

148. What is your general philosophy regarding
hostile takecvers, LBO’s and MBO's. Do you
believe there are some rules governing the
marketplace that should be changed? If so,
which? .

As set forth in the Williams Act, federal law has long
sought to protect sharsholder rights in corporate contreol
contesta. Thease (nclude full diselosure of information
sharsholders nead to make an informed investment decision, and
procedures necessary to create an envircenment conducive to a
gsound investment decigion (minimum cffering pericd, price
ad justments, proraticon, and withdrawal rights).

Federal law requires disclosure by both those seeking
securities through a tender cffer, and those who are accoumulating
shares through other means onca their holdings exceed a 5%
threshold. Finally, it penalizes fraud, manipulation and cother
abusive practices. Thus, federal law sestablishes a neutral
pelicy -- sometimes characterized as "a level playing field" =--
whose objective is full disclosure to shareholders and protection
of their unltimate ownership righta.

I generally believe that the federal pelicy set forth in the
Williams Act is correct. It is also extremely important to
maintain an integrated pational securities market that will
facilitate the raising of capital and enable U.S5. markets to
remain internaticnally competitive.

If confirmed, I intend that the Commissicon will continue to
monitor its disclesure requirements to ensure that security
holders are adequately protected. Thus, tha Commission is
presently examining the adequacy of its disclosure requirements
with respect to management buyouts and other negotiated
transactions, as well as disclosure to debt holders. I would
support proposals to cleose the so-called "13(d) window," such as
by reducing the filing period to five business days, with an
automatic standstill in purchases until a filing is made.

143, are you concernsd by the level of debt
involved in LBOsS? Are you concerned by
financial institutions helding such debt? If
so, how would you address these concerns?

Yes, I am concerned about the degree of leverage of certain
issuers of securities, as well as the issue of overall debt
levels. Ultimately I believe that the current tax provisions

that penalize the use of equity capital by U.S. corporatiens
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should be altered, as this imbalance 1s a factor in many
transactions in which debt financing is used to buy out
sharehelders’ eguity.

15¢G. The current effort of Hoylake to take over
B.A.T. raises the gquestion of what mechanism
should there be to govern transactions with
maltinational aspects. As a matter of
policy, in such a situation should U.S.
shareholders receive the protections of U.8.
law, British law, or none at all? What are
your thoughts Jurisdicticnally regarding this
type of takeocver?

The staff of the Commission has determined that the
Commission doas not have regulatoery jurisdiction under U.S. law
cver the B.A.T. gffer. Tha Commission cannoct act where it does
not have regulatory jurisdiction. ©Of course, antifraud liability
might apply 1f the cffer were tc effect a fraud on inwvestors in
the U.E.

Unfeortunately, U.5. investors are coften prevented from
participating in rights offerings by foreign firms and tender and
exchange cffers for foreign firma, becaunss of the costs and
daelays assocciated with complying with U.§. law, even where the
percentage of shares held by U.5. persons is insubstantial. I
support efforts to find ways to remove U.S5. regulatory
disincentives for extending cffers to U.S5., holders on egqual terms
with those of other sharehclders, where the home country’s
regqulatory scheme is adequate to protect the interest of
investors and the percentags of shares held by U.8. perscons is
limited. OQf course, jurisdiction over fraudulent conduct that
adversely affects U.5. perscns should be retained.

151. Do you believe that cur securities laws are a
bit dated? If so, what general problems are
not adequately addressed by current law?

Yes, I believe our basic financial services laws, including
the securities laws, would benefit from modernization. Current
law often exceasively restricts competition, which is critical to
maintaining 0.5, efficiency and competitiveness in a global
marketplace. Improvements in the regulatory structure itself
should alzo be made to improve our ability to maintain the
integrity and stability of the markets and to achieve greater
consistency in regulation.

152, What do you believe to be the rele of the SEC
in improving cur competitiveness as a nation?

The SEC can contribute to improving the nation‘’s
competitivenesa by continuing to ensure the integrity of the
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markets through enforcement and regulatory initiativesa. Enauring
the honesty and fairness of the securities markets encourages
participation of investors in the market, thereby promoting
capital formaticn. The Commission must alse continue to
eliminate unnecessary requlation that increases the costsz to
isguers of raising capital in the U.5. Finally, the Commission
should centinue to¢ encourage foreign securities authorities to
allow U.5. issuers and market participants greater access foreign
markets. Taken together, these steps to encourage savings and
investment and to reduce the coat of capital can positively
affect growth, employment and prosperity of the U.S.

153. Glass-Steagall Repeal

Should banks be allowed to own securities
firms and vice versa? Should Glass-Steagall
be repealed?

The Cormission has aupported repeal of the Glass-Steagall
Act, so long as repeal is accompanied by the requirement that
banks conduct most of their new and existing securities
activities in separate securities affjiliates or subsidiaries
subject to Commission regulation.

The Commizaion has also stated that securities firme should
be permitted to engage in the full range of banking activities,
subject to banking regulation. I agyee with the Commission’s
bagic position. However, I doc not helieve that the Glass-
Steagall Act should be repealed unless the Bank Holding Company
Act is also substantially amended to make it possible for firms
that are not predominantly engaged in banking to own a bank
without being requlated ag a bank helding company. In addition,
other appropriate reforms of regulatory structure and conflict of
interest provisions would have to be enacted simultaneously.
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LIV, eationa Senator Nancy .. Kasseba

1534. We are rapidly entering a market where
financial inatruments will hawve both
securities and futures features. I am
concerned that our present reagulatory
structure is not designed te regulate such
hybrid instruments. Such regulation,
however, must not fall through the cracks.
Do you have any ideas as to how the SEC and
CFTC can better coordinate the regulation of
such instruments?

Yaa, I believe that there are sevearal areas in which tha SEC
and CFTC may improve supervisicn over hybrid financial
ingtruments. (One important reform would be the repeal of the
exclusivity provisions of the Commodity Exchange Act sa—that
thers—wili-net—be to eliminate 2 legal impediment to jeint
regulation of hybrid product=s. Products that are not largely or
exclusively futures products should not, in my opinion, be
subject toc excluesive jurisdiction of the CPTC or a requirement
that they bs traded on a futures axchange.

For example, a hybrid product with characteristics that were
95% those of a security and 1% "futurity" should not trigger
exclusive CPTC Jjuriadiction. Just as banking products may be
regulated by any one of thres different federal agencies, there
is not any conceptual reason why a financial product with some
element of futures characteristics could not be traded or
regulated through sither a2 securities or futures exchange.

In a recent decisicon, the Seventh Circnit held that the CFTC
possessaes exclusive jurisdiction, even where a trivial portion of
a product’'s overall characteristics invelve some degree of
futurity.

1f upheld, or not altersd by legislaticn, this decision
could have highly negative implications for both the Commission
and overall market regulation. In esegence, the Commission’s
jurisdiction would shrink steadily, probably together with that
of the bank regulatory agencies, Over time, 1f hybrid products
become mere commen, the CPTC’s role would expand well beyond its
current scope, as would be true with the futures exchanges as
well., Finally, the development of new securities products would
be inhibited due to the risk that any new product subsequently
might be found to be "tainted" with some element of "futurity.”

Several innovative products, such as swaps and commodity=-
backed bonds, cannot as a practical matter be traded and cleared
through futures markets and associated clearinghouses due to
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certain inherent characteristica of such sysatems. In my opinion,
the continuation of this exclusivity could stifle innovation, and
reduce the overall competitiveness of U.5. securities markets
internationally.
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Xvw. aations from Senator Lar Pragsler

155, Many of us, as you know, arae very much
concerned aver the prelifaration of highly
leveraged buysuts. I am concerned with the
threat to our economy pesed by the massive
build-up of corporate debt. I am egqually
concerned with the loss of tax dollars as a
consequenca of these transactions. Today,
however, I would appreciate getting your
thinking on cffshore LBOs that affect the
interests of U.5. investors.

Specifically, I refer to the hostile bid of
Hoylake Investmenta Limited {controlled by
Sir James Goldsmith and his partners) to
agguira all of the stock of B.A.T. Industrias
in a highly leveraged transaction involving
$6 billion in deollar-dencminated junk bonds
that are likely to "come to rest in the
United States." The SEC response has been
that it lacks jurisdiction tec apply the
Sacurities Act registration requirements in
this situation. What do you think can or
should be done o asaert the SEC’'s
jurisdiction tc protect U.S. investors and
intereats when a hoatile offer such as this
is structured to avoid the reach of U.S.
securities lawa?

Foraign issuers making an aexchange cffer of this kind
frequently do not extend offars to U.S. holders because they are
unwilling te bear the costs and other burdens of registering
securities in the United States. The U.S. securities laws and
the principles of internaticnal comity weould not permit the
Commission to require a foreign issuer to enter the U.5.
securities markets against i1ts will, ewven though U.S. investors
may bhe excloded from investment oppertunities, Foreign citizens
and corporations are free to decline to do business in this
country, exactly as some U.5. companies choose (or are ordered)
to avoid doing business in certain foreign countries.

The B.A.T. transaction demonstrates the benefits of lifting
U.5. regulatory disincentivea for extending offers to U.5.
holders on egqual terms with those of other shareholders, where
the home country‘'s requlatory scheme adeguately protects the
interest of investors and the percentage of shares held by U.S.
persons is limited., At the same time, jurisdiction over
fraudnlent conduct that has an effect on 0.5. perscns should be
retained,
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With reapect to your concern that dollar-denominated
sgcurities will come to rest in the United States, the Commission
has cbtained a great deal ¢of experience in applying its
gecurities registration requirements tc offerings of securitises
overseas. It 1s not unusual even for U.S5. issners to cffer
dollar-denominated securities oversaeas without compliance with
J.5. ragistration requirements where there are adeguate
assurances that the securities will come to rest outside the U.S.

I do not have any indapendsent knowledge of factors that
would suggest that the securities in guestion would come to rest
in the U.5, Therefore, I do not have any present basis for
datermining whether this transaction ia structured in a mannar
intended to viclate U.S. laws.
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