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The Honorable Christopher Cox
Chairman
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The Honorable David M. Walker
Comptroller General

U.S. Government Accountability Office
441 G Street, N.W,

Washington, D.C. 20548

Dear Chairman Cox and Mr. Walker:

I am writing with respect to the August 31, 2005, report, SEC and CFTC Penalties:
Continued Progress Made in Collection Efforts. but Greater SEC Management Attention Is
Needed, GAO-05-670, which was prepared by the U.S. Government Accountability Office
(GAQ) at the request of Reps. Barney Frank, Paul Kanjorski, and me. This report follows up on
open issues from previous reports and (1) discusses the progress of the Securities and Exchange
Commussion (SEC) m improving its tracking of penalty and disgorgement collection data, (2)
assesses the steps SEC has taken to improve collection program management, (3) evaluates
SEC’s implementation of the Fair Fund provision, section 308 of the Sarbanes-Oxley Act of
2002 (SOX), and (4) describes actions by the Commodity Futures Trading Commission (CFTC)
to address previous GAQO recommendations.

In the 46-page report that we are releasing today in separate letters, GAO notes on page 1
that: “As part of their responsibility to protect investors, the agencies seek to ensure that
mmdividuals who violate federal securities and futures laws and regulations take responsibility for
their misdeeds. For their enforcement actions to be successful, however, both agencies must
have collection and distribution programs that function effectively.” I wholeheartedly agree.
GAO has determined that, over the past two years, SEC has undertaken a number of initiatives to
enhance 1ts ability to collect and track civil money penalty and disgorgement data and, to a lesser
extent, monitor program effectiveness, but more remains.to be done (p. 33-34).
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As shown mn Table 3 on page 22, SEC’s penalty collection rate for closed cases between
September 2002 and December 2004 ranged from 72 percent and 100 percent and for all cases
from 34 percent to 86 percent. These rates represent a significant increase from the 40 percent
collection rate for penalties that SEC averaged from January 1997 through August 2002.

As shown in Table 4 on page 24, for disgorgement levied in closed cases between
September 2002 and August 2004, SEC’s collection rate ranged from 56 percent to 100 percent
and from 13 percent to 34 percent for all cases during the same period. These rates also represent
a substantial increase over the collection rate of 14 percent for all cases involving a disgorgement
order between 1995 and November 2001.

GAO says that SEC has demonstrated a commitment to effectively implement the Fair
Fund provision of SOX, but the program is troubled (pp. 28-32). GAQ reports that SEC staff
have successfully applied the Fair Fund provision in at least 75 cases since 2002 and that more
than $4.8 billion in disgorgements and civil money penalties were designated for return to
harmed investors as of April 2005. At the time of GAQO’s review, although SEC had collected
money for 73 of 75 cases that they wdentified, approximately $60 million from only three cases
had been distributed to harmed investors, and funds totaling about $25 million from only one
other case were being readied for distribution (p. 29). See also “Plan to Give Defrauded
Investors Money From Fines Faces Hurdle,” Wall Street Journal, Thursday, July 7, 2003
(enclosure). As a House conferee on this legislation, I am deeply troubled that more money is
not being returned to investors. I share GAQO’s concern that the “SEC may not be able to ensure
timely distribution of the growing sum of money that has been collected as a result of the
establishment of Fair Funds” (p. 34), and I fully support the efforts of Reps. Frank and Kanjorski
to reform this important program and make it more workable.

As shown in Table 2 on page 16, GAO has determined that SEC has taken actions
addressmg five open recommendations but has not fully addressed three remaining
recommendations. First, SEC does not have a formal mechanism to assess whether its collection
resources are being used effectively. Second, SEC collection staff pointed to the need for more
guidance or training on new collection procedures and data entry protocols to improve the
program’s effectiveness. Third, GAO found that the two SEC units that are responsible for
tracking and maintaining the collection data in the Case Activity Tracking System (CATS) did
not always communicate and coordinate with one another on a timely basis. SEC’s project for
upgrading CATS will not be fully complete until 2008 (p. 12). GAQ warns that SEC must take
additional steps to improve inadequate controls m the recording and reporting of penalty and
disgorgement transactions, as discussed in GAQ’s recent audit of SEC’s financial statements for
fiscal year 2004 (p. 9). 1 commend the SEC for the actions that it has taken, and I agree with the
GAQ report’s recommendations for addressing these matters (p. 35).
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Thank you both for your cooperation and attention to this important investor protection
issue. This report is the Jast of the so-called legacy reports. It originated as a 1993 inguiry from
this Committee’s Subcommittee on Oversight and Investigations (p. 2, footnote 2), and
culminates follow-up work on a request that was pending when this Committee’s securities
jurisdiction was transferred in 2001 to the House Committee on Financial Services. I appreciate
the courtesy of the Financial Services Ranking Members with whom | have worked on this
matter, and I thank you for your consideration of my views.

" JOHN D. DINGELL
RANKING MEMBER

Enclosures

ce: The Honorable Joe Barton, Chairman
Committee on Energy and Commerce

The Honorable Michael G. Oxley, Chairman
Committee on Financial Services

The Honorable Barney Frank, Ranking Member
Committee on Financial Services

The Honorable Richard H. Baker, Chairman
Subcommittee on Capital Markets,

Insurance, and Government Sponsored Enterprises
Commuttee on Financial Services

The Honorable Paul E. Kanjorski, Ranking Member
Subcommittee on Capital Markets,

Insurance, and Government Sponsored Enterprises
Committee on Financial Services



Paper Trails

Plan to Give Defrauded Investors
Money From Fines Faces Hurdles

New Vietim Funds Struggle
To Locate Shareholders
And Decipher Records

Millions of Pages on World_C7n
| 7

By DeBORAH SOLOMON

When Marfh Sas sold her house in Sara-
sota, Fla., in 2000, she put half her money
into the stock of telecom highftier World-
Com Inc. When the company imploded in
anaccounting scandal two years later, Ms.
Sas’s $43,000 investment was gone.

“That was money T planned to live

on,” says Ms. Sas, a 47-year-vld single
mother,

The corporate scandals of a few years
agoravaged the nest eggs of millions of in-
vestors. In 2002, Congress stepped in to
help, mandating that the Securities and
Exchange Commission return fines it col-
lects from wrongdoers to defrauded inves-
tors instead of sending the money to the
~ Treasury.

Lawmakers had little idea what a lo-
gistical headache they had created. Over
the past three years, the SEC has won a

series of record settlements from Corpo-’

rate offenders--$750 million from World-
- Corn, $250 million from Qwest Communi-
cations International fne. and more than
$406 million from banks accused of aig-
ing fraud at Enron Corp. In total, the SEC

‘Return Policy
‘Much of the money that the SEC has levied:
since the passage of Sarbanes-Oxey in July
2002 is ‘expected to-be retiiined to investors
- through the agency’s Fair Funds program.

Top five disgoigement/penalty cases

since July 2002:
" WorldCom

* 'Bank.of América
lavesco & certain
invesco officers
Fime Wamner

Qwest

Total SEC has tovied in penalties
and disgorgement: .. - :

Source: SEC 7 *As of May 23, 2008
has ordered $5.5 billion in penalties
through its “Fair Funds” program.

But getting the money back to inves:
tors has proved to he a huge job and is
spawning a bureaucracy all its own. So
far, just $82 million, or two cents of every
dollar collected, has been returned to in-

vestors. Standing in the way are a host of |

practical and legal issues. {See related
article on page D1}

Under the terms of the SEC settlements,
every effort must be made to find investors
who were harmed—a higher burden than
in some class-action suits, where the onus
isoften on the investar to participate inthe
settlement. Simply finding investors is a
time-consuming task that requires going
through brokerage firms and tracking
down shareholders whose addresses have
changed. All investor claims must be thoi-
oughly vetted to ensure that money was ac-
tually lost and determine how much.

Plans to distribute funds have yet to
be set up in some high-protile cases, such
as Enron, Qwest and Xerox Corp. The
WorldCom fund, one of the biggest and

Jarthest along in its work, could give

hints {0 some of the challenges the other
funds will face.

To save money, the WorldCom fund

.has set up in Syracuse, N.Y., rather than

a pricier location such as Manhattan.
There, some 50 staff members are reach-
ing.out to the miliions of investors that
held WorldCom's nearly three dozen secu-
rities at the time the fraud was revealed.

Serae critics have complained about
theamount of money being eaten up by ad-
ministration. One former SEC chairman is
getting paid $800 an hour for his services
and a former SEC commissioner has re-
ceived as much as $20,000 per month,
Those [ees come out of returns being gener-
ated by the fund as it awaits distribution.

The government also takes its share
of the money, In most cases, restitution
funds are placed in an interest-bearing
account until distribution with - gains
taxed at a rate of 35%,

Administrators are “sitting on top of a
mountain of money, husbanding it, and
it'’s going to take a long time o get it
back {o investors,” says James I Cox, a
Duke University securities-law professer
who has studied class-action settlements.

Kenneth Feinberg, who oversaw the
government’s $7 hillion 9/11 fund and is
also administering the Justice Depart-
ment’s §225 million settlement with Com-
puter Associates, says getting money back
to victims is complex and time-consuming
and rarely makes everyone happy.

Mr. Feinberg said the funds “are diffi-
cult, they are complex and there are many
ways you can develop formulas for restitu-
tion.” The key, he says, “is to develop a for-
mua that is credible and relatively fair. it

i will never please everybody.”

SEC officials say the program is new
and involves such large amounts of money
that it will take time to determine the best
way to adininister the funds. “The SEChas
continued o deter future frauds by mak-
ing defendants pay fines and cough up
their illegal profits, but now we can also
help victims by giving them back more of
their money,” says David Kornblau, chief
litigation counsel at the SEC, adding that
the cost is “usually only a small percent-
age of the overall fund,”

Investorshave long relied on the SEC to
help recoup losses. Since the 1976s, the

FPlease Turn to Page 46, Column 1
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agency has had authority to foree compa-
nies and individuals to return to investors
“ill-gotten gains” —such as honuses, prof-
its from stock sales and salaries—in aprac-
tice known as disgorgement. It gained
broad authority to levy fines in the 1990s.

In the summer of 2602, as Enron and
WorldCom were imploding, Congress
rushed tointroduce a corporate-accountabil-
ity law that required better financial con-
trols. In addition, a one-sentence provision
instructed the agency to return the fines it
collects to investors when it alse orders dis-
gorgement, The idea wasto provide someal-
ternative {o private lawsuits, where fees for
plaintiffs’ lawyers typically eat up one-third
of the amount left for shareholders. “When
corporate executives make out like bandits,
the money ought to go back to the investors,

-nottotriallawyers,” Rep. Michael G. Oxley,

co-sponsor of the Sarbanes-Oxley legisla-
tion, said as the House discussed the bill,
which was passed in July 2082.

The SEC, which doesn’t have the re-
sources to run such a program, often farms
out oversight of these funds to “distribu-
tion administrators” —lawyers, academics
and others paid to help find investors, pro-
cess claims and distribute the money, The
administrators are usually overseen by the
federal judge in charge of the case,

WorldCom, which changed its name

.to MCI after emerging from bankruptey-

court profection in April 2004, agreed in
2003 to contribute to a fund set up to
compensate investors. It provided $500
millicn in cash and 10 million shares of
MCT stock, which then had an estimated
value of $250 million.

The federal judge overseeing the case,
on the recommendation of the SEC,
handed the job of managing the “World-
Com Victim Trust” to Richard Breeden, a
former SEC chairman who also serves as
WorldCom's corporate monitor. Getting
the money back to investors is expected to
take close to twe years. The effort is com-
plicated by the sheer number of WorldCom
investors believed o have lost money—
more than 2.5 million—and the method be-
ing used to determine those losses. Since
November, the fund has received more
than 3.4 million pages of documents from
about 180,000 investors, fielded ahout
20,000 phone calls and processed claims
from about 6,000 foreign investors, who of-
ten submif paperwork in their native lan-
guage and currency.

To deal with the paperwork, Mr.
Breeden's employees spend their days
tracking down investors, coaching them
through the claims process and review-
ing applications to determine who's eligi-
ble to receive money.

One of the biggest hurdles has been try-
ing to locate the millions of investors who
purchased one of WorldCor's 34 securities
during the fraud period, which runs be-
tween April 29, 1999, and June 25, 2002,

Most investors buy securities through
brokerage firms and their shares are held
in “street name,” $o companies generally
don’t know the names and addresses of all
its individual shareholders. To find
harmed WorldComn investors, Mr. Breeden
has turned to brokerage firms and a com-
pany that helps track down shareholders.

Brokerage houses have given Mr.
Breeden address labels for their clients
or agreed to mail information on behalf
of the Victim Trust. The deadline to sub-
mit a claim is Aug. 19.

Theousands of the claim forms sent since
November have been returned because of
incorrect addresses. Employees spend part |
of every day using the Internet and calling
brokerage firms in search of usable ad-
dresses. Mr. Breeden has also hired several
college students to continue trolling for ad-
dresses this surnmer. But about 10,000 of the
returned letters are considered “missing”
investors who are not expected to be found.

Those who do submit claims often
need heip filling out the 15-page claims
form. One man in California had lost his
home and his brokerage records in a
mudslide. Fund emplovees were forced
to help him patch together his claim the
best they could.

The Victim Trust team has had to do
some unusual sieuthing. One employee
was searching for relatives of a deceased
investor by calling people with the same
Iast name in the city where he lived, ac-
cording {o Mr. Breeden’'s staff. The em-
ployee reached the investor’s brother, but
herefused totell her the name of the execu-
tor of his brother’s estate, saying the two
had not spoken in 15 years. When the em-
ployee persisted, the man hung up.

After the deal with WorldCom was
struck, the SEC hired economists to devise
a complex formula that determines the
harm to each investor based on how far
in{o the fraud they purchased their stock.
For instance, an investor who bhought
WorldCom stock in 1999, when the fraud
first began, did not suffer as much as one

. who bought the stock farther into the
fraud. The logic: The stock price in 1899
was based onmostly real results instead of
the inflated financials that boosted the
stock price in later years.

Investors are never going to be made
whole by the SEC’s settlement with World-
Com, which:is just a small fraction of the
billions ofﬁeilars investors lost in the
fraud. Under the mathematical model set
up by the SEC, a person who bought 10,000
shares of WorldCom stock in April 2002 for
$25,000—just before the fraud was re-
vealed—would theoretically get back 93%,
or $23,250, of their investment. But former




shareholders are unlikely to get those per-
centages, given the number of investors
and the size of the fund. Mr. Breeden will
determine how much money investors get
back after all the claims are filed.

To calculate the loss, Mr. Breeden’s
staff must troll through brokerage state-
ments to match every sale with the origi-
nal purchase price. Complicating mat-
ters further, WorldCom split the stock
and issued a tracking stock as well as
numerous bond issues during the fraud
period. The eligible securities involve
two classes of common stock, five classes
of preferred stocks and 27 bond issues.

Some claims can take days to process,
particularly those of day-traders, who
were trading rapidly in WorldCom stock
while it was riding high. One day-trader
submitted a claim listing 164 purchases
of WorldCom securities and 40 sale trans- -
actions over a two-year period. The
114-page claim took two days to process,
as staff iried to
match the original
purchase price of
the shares with the
sale price to tally
up the loss. (The
trader lost about
$187,000 after the
stock collapsed.)

So far, the fund
has spent close to
$3 million since it
was established
last year, including
more than $1.2 mil-
lion for postage.
Fees for Mr. Breeden and his staff have
totaled more than $1 million, according
to documents submitted to federal court
and SEC.

Mr. Breeden says he personally bills the
fund about 10 hours per month, at $300 an
hour--25% less than what he normally
charges. That comes out to about $8,000 a
month. He notes that the fund’s costs are be-
ing paid with investment income the fund
earns through dividends, stock sales and
Treasury bills so the principal is protected.

“The total cost for a highly accurate
and fully documented distribution will be
a small percentage of the income from the
fund,” he says—about $4 or $5 per victim.

Richard Breeden

Mr. Breeden says he's tried {o keep costs |

as low as possible by setting up the fund’s
claims-processing facility in Syracuse,
where rent and labor is cheaper.

The trust also pays an “equity man-
ager” who oversees the 10 million shares of
MCI stock contributed to the fund. Based
on recommendations from the SEC, the
judge hired J. Carter Beese, who served as
an SEC commissioner from 1992 to 1994
andinrecent years has been a senjor exec-
utive and director of Riggs National Corp.

Mr. Beese’s job is selling off the stock
in an orderly manner while preserving as
much value for WorldCom’s fraud victims
as possible. He was initially paid $20,008 a
month, but the amount was recently re-
duced to $7,008 a month after the sale of
stock reduced the value of the portiolio.

Some observers guestion the fees paid

to the manager, which S8EC officials say is
commensurate with what the managerof a
mutual fund of similar size would receive.

“There ought to be a different leve! of
compensation when you're not taking any
personal financial risk,” says Barbara
Roper, head of investor protection at the
Consumer Federation of Ameriea, an advo-
CACY BTOUp.

Mr. Beese said his compensation is “a
standard fee.”

Regulators are looking for cheaper
and faster ways to get money back to
investors. While the Fair Funds program
was set up to be separate from private
class-action lawsuits, the SEC is moving
to work more closely with trial lawyers
and has hitched several of its Fair Pund
efforts to related elass-action settlements
that cover a similar set of investors.

SEC funds have been combined with
class-action settlements in about a half-
dozen cases, including the agency’s $150
million settlement with Bristol-Myers
Squibb Co. and its $25 miliion settlement
with Lucent Technologies Inc. None of the
SEC’s settlement funds are used to pay at-
torneys’ fees, says Mr, Kornbtanof the SEC.

SEC officials say the coupling of Fair
Funds payouts with class-action settle-
ments can help investors can get their
money back more quickiy and with fewer
costs than in a case like WorldCom,
where an entire infrastructure had to be
created from secratch.

Maria Sas, who was unaware of the
SEC’s settlement fund until asked about it by
areporter, says she plans to submit a elaim.
She’s already filed papers to take advantage
of a separate class-action settlement.

Ms. Sas, a seif-employed employee-
benefits consultant with a 5-year-old son,
says she had hoped to make a profit on
WorldCom and eventually sell her shares
to help pay for day-to-day costs, such as
health insurance.

After losing her money, Ms. Sas says
she putled out of the stock market entirely
because of fears that fraud would surface at
other companies in which she had invested.
“Ihiquidated every stock Iowned, including
mypension, because I have no control,” she
says. “1 hope I get something back.”




