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Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to appear this morning before
this Subcommittee bo comment on 5. 2096, the proposed "Right to Financial
Privacy Act." The Comuission concurs with the basic objectives of this
bill—to ensure that governmental authorities behawve responsibly toward
sensiktlve persenal records, and to praserve a reasonable expectation
of privacy for records of a personal nature. However, we are concerned
that the Bill as drafted would have 3 severely inhibiting effect on
the regulatory and investor protection activities of the Commission.

The Commission is concerned with this legislation from two different
perspectives. First, the Commission is responsible, either direetly
or indirectly, for regulating disclosures made by publicly-held banks,
and investigating their securities-related activities; and, as you
know, these securities-related activities have been increasing in re-
cent years. Consequently, we are concerned with any legislation in-
yolving the authority of federal agencies over banks. More tmportantly,
the Commission's primary mandate—to protect the integrity of the nation's
gecurities markets—integrally involves us In the regulation of brokers
and dealers in securities, and other entities involwved in the sscurities
industry, as well as in the reporting affairs of almost every major

corporation and in the securities-related activities of both corporaticons
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ard individuvals. Access ko records of financial transactions is wital
to the Comuission's ability effectively to enforce the securities laws
with respect to these perscons and entities.

The requlatory responsibilities of the Securitles and Exchange
Commission are unigque. We are the federal agency orimarily charged with
the tesponsibility for safeguarding the integrity of the capital markets
for the public investor. We have z responsibility for the financial security
of millions of American citizens who have a stake in the capital markets,
either through their own direct investments or Indirectly through mutual
funds and similar investment media.

Beady access to records of financizl transactions is critical to
our most basic functions. To adeguately protect the investing public,
the Commission inevitably must be able to review the financial transactions
that are at the very heart of the complex finmancial wocld that encompasses
the securities industry and the large corporation. The procedural chstacles
that this bill would put in the way of the Commission's ability to obtain
access to records of these financial transactions would, in many instances,
seriously impair, if not eviscerate the Commission's ability to continue

to perform these important functions.
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We are concerned with the manner in which this bill attempts to
provide financial privacy. We are concerned that the Commission may hawve
tn litigate & great numker of the subpoenas that its officers lawfully
issue for the bank records of corpeorations and persons invelved in our
investigations of financlal misconduct. e are concerned that the costs
ard other burdens of this litigaticn will place an impossible burden on
the Commission, as well as on the federal judiciary — that the Commission's
productivity will be sericusly impaired and thar the already overburdened
judiciary will be umabie to respond. We are concerned that the real delay
n actual access to the records we need o do our Job, in those very cases
where quick access may be most needed, will not be fourteen days, but
months and months. We are seriously concerned that, given the complexity
of financial affairs today, as we progress toward a "cashless" soclety,
and given the intricacies of the capital markets and the ever-increasing
sophistication of those who engage in financial misconduct, these procedural
impediments will frustrate owr ability to investigate and even to detect
abuses that sipnon off millions of dellars of investment interest at the
expense of the public investor. We are concerned rhat this Act, in attempting
to orovide financial privacy, may do so at oconsiderable cost to another
right, that of the American citizen to confidently invest in a

Fundamentally fair and honest sscurities marketplace.,
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I would like to give the Subcommities, Ln my testimony today,. an
idea of the importance en rthe Commission of timely access ko hank records
in connection with the oroper discharge of our responsibilities. I will
then address the various problems the Commission sees with the bill as
drafted, and sarticularly the problems we have with the oill's provisions
relacing to administrative subpoenas.

The Nead for Bank Fecords in the Discharge of the Commission's
Responsibllitiles

As the members of this Subcommittee are aware, the Commission's re—
sponsibilities under the federal éecurities laws include alleviating the
imract and the sffects on the marketplace for seruritiss that are created Wy
financial misconduct of varicus kinds, including insider trading, manipulative,
fraudulent or otherwise illegal securitkies transactions, undisclosed kickhacks,
bribes and other illegal payments, misuse of corporate assets, and mis-
management of public corporaticons. Bank records are often crucial evidence
in investigations of such matters. In addition to conferring investigative
powers upon it, Congress has authorized the Commission to take remedial
action once wiclations of the Federal securities laws have been uncovered.

For example, the Commission is empowersd to bring actions in the faderal
district courts seeking injunctiens and related relief to stop on-going
misconduct, undo its effects, and prevent its recurrence. Further, the
Commission 1s authorized to Institute administrative procesdings of various
types and, in appropriate cases, to refer the results of its investigations

to the Department of Justice for criminal prosecution. In many instances,
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particularly those in which injunctive relief is appropriats, the abilicy
to act promptly i3 egssential wo the discharge of rhe Commission's mandate.
Viglations of the federal securities laws often involve the diversion

of large amounts of Investor funds. If the Comnission is to be in

a position to trace and recover those funds it must frequently bhe able

to investigate apd seek judicial rellief gromptly.

Examples of investigatory activities in which timely access to
financial records was critical to the success of the investigation.

I would like to take the time to give just a few examples of recent
investigations where access to relevant bank records has been of crucial
significance. The need of the Commission to Inspect bank records pursuant
tn a valid administrarive subpoena on an mimgeded basis was demonstrated

in the Commission's 1976 case, Securities and Exchange Commizsion +. National

Pacifle Corporation, et al., C.A. ¥o. 76-1784 {D.0.C., 1976}. A= one of

its first investigative steps after obtaining a formal order of investigaticn
from the Cammission, the Camission's officer issued subpoenas to several
banks where the various companies involved in the investigation maintained
checking accounts. After examining the cancelled checks and orher relevant
financial documents obtained from the banks, the staff discovered that
millions of dollars of union insurance premiums were beirg improperly
diverted from the National American Life Insurance Company. Based on

the information cbtained through our inspection of these bank records,

the Commission promptly brought an injunctive action in federal district
court, and was successful in obtaining a remporary restraining order and

preliminary injunction freezing all the improperly diverted funds ard
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appointing a receiver for the insurance company. There is no question
that the ability of the Commissicon to obtailn access (nh a timely fashion
to relevant bank records was crucial in stopping this ohgoing fraudulent
activity and preserving the misapproprilatsd assets from further diversion.
If we had been operating under the bill as drafted, I beliewve that the
persons responsible for this fraud would have been able to continue their
activities for a substantial perind of time, while they forced the Commission
ko litigate owver our right to examine their bank records.

In a very recent case, the Commission's staff, pursuant to a formal
arder of Lnvestigation issued by the Commission, discoverad that certain
of the officers and directors of a company wers systematically divert-
ing hundreds of thousands of dollars of corporate assets to thelr own
cenefit through various schemes intended to congeal this outflow of cash,
grimarily through improper payments ko an account with a name identical
to a real creditor of the company. Tt was only as a result of subpoena-
ing and reviewing bank ledger accounts, cancelled checks, and new account
information, that the Commission staff identified those having & beneficial
interest in the account, and thus could trace the misappropriated corporate
funds to the perpetrators of the fraud. Since the wrongdoers were still
in conktrol of the corporation and still engaging in further misappropria-
tions while the investigaticon was taking place, it was essential that the
staff act as quickly as possible to protect the public interest. In this
case, the Commission was able to obtain a temporary restraining order
italting further misappropriations within two weeks of obtaining indications

that they were taking place. &s a result of the Commission's prompt adtion,
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the Commission was able not only o halt the fraudulent activity, but also
to fresze hundreds of thousands of dollars in the hands of :zhe wrongdoers,
hs 1t was, the slight procedural delays that did occur permitted the re-—
moval of some of the misappropriated funds, and, in this case, any further
delay-—even one day—would have permitted the removal of all the funds
beyond the jurisdiction of the court and thus prevented the return of
these funds to the defrauded corporation and its public investors. Under
the draft leqgislation this Subcommittee is considerimg, the Commission
wonild have still been walting, at the end of two weeks, to examine the
bank records it needed o makKe 1ts case, since that iz the absolote minimm
pericd of time that we would have to wait for access to needed bank records.
Other recent cases in which 1t was necesSsary to issue a large nimber
of subpoenas ko banks, each of which would be subject to challenge under
the draft bill, similarly illustrate the burden that the procedures out-
lined in the draft bill would create in situations where corporations
utilize numerous bank accounts. In one case, the Commission issued sub-
poenas for the bank records of a corporation now in bankruptov to approxi-
mately forty different banks gut of a rotal of over Z00 banks with which
the company dealt. As a result of examining those records, the Commission
was able to discover a significant wolume of information crucial to its
case against the corporation. If thiz information were available only
after the substantial delay needed to give the notice required by the draft
bill to the customer and, where necessary, litigate separate subpoena
enforcement actions as to forty differerit accounts in federal district

court, the Commission simply would not have nad the time and rescurces
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to develop the case. In another case, 1n order Lo pursue 1ts investigation
intg serious viclations of several provisions of the securitiss laws by
a large corporation, the Commiszion's staff found it necessary to 1ssue
approximately sixty subpoenas to approximately thirty-Five banks, seexing
access to records of the financial rransacticons of the corporation and
certain of its officers and directors. Under the proposed bill, each
separate subpoena would have been subject to arbitrary challenge. If
the Commission had not besn able to gbtain access or had been forced to
litigate esach subpoena, it would not have been possible o develop this
case .

tnnther case in which bank records were of critical importance
invalvad the sale of securities by a bank holding company. This combany
had beenh directed to divest itself of certain stock holdings by the Federal
Reserve Board. The Commission's staff, pursuwant te a formal order of
investigation, discovered that the purchaser of the stock was acting merely
as a nominee of the bank holding company and that thers was an undiscleosed
repurchase agreement concerning the stock. This instance of financial
misconduct came £o light only following an examination of the bank records
which evidenced the gurchase by the bank holding company's nominee.

Investigations of viclaticns of the margin requirements estaiblished
by the Federal Hesarve Board alszc freguently require access to bank records
if an investigation 15 to be successful. In a recent case, the Commission's
staff discovered that a bank was improperly extending credit in excess
of the margin requirements to certain individuals who maintained accounts

with the bank for the purpose of purchasing and selling securities. It
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was only from the daily transaction sheets orepared by the bank for the
individual investors that the violations of the margin requlations could
ke established, and action taken to stop further vioclations. Under the
draft bill, this would be customer information that could be extremely
difficult te obtain. Paradoxically, however, 1f the investor does his
business with a broker instead of with 2 bank, we would hawve the right
under our statutes to examine that broker's records and obtain immediate
access to the information. It is guite likely that this significant dis-
parity i treatment will encourage those who wish to conceal their trans-
actions to take their business ko 3 bank, rather than to a broker.

The Commisgion's staff 1f also presently involved in a private investi-
gation involving a publicly traded, diversified holding company. A substantial
portion of that lnvestigation invelves the examination of transactions
between various top management persormel and the public corperation. Initial
subpoenas bto the principals and the corporation failed to produce sufflcient
televant documentation, although the evidence clearly indicated numerous,
substantial bank transactions relaked to the insider dealings. Subpoenas
to, and prompt responses from, the banks involved established 2 clear
"paper trail" from which the Commlssion's staff could piece together oarts
of the kransactional puzzle and vigorously pursde the investigation of
the insider transactions. Without the prompt rfesponses to the subpoenas
the Cammission issued to bankz, 1t Is doubtful whether the staff would
have been able to pursue and uncover what now appears to be a massive
insider trading fraud on the issuer's public shareholders.

The foregoing illustrate some specific instances where the Commission

required access to financial records. There are many different types of
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investigations in which bank records are extremely important; I would
like to mention only a few additional generic examples.

Insider trading cases. The Commission is frequently alerted o

financial misconduct invelving the misuse of lnside informaticn Ln connection
with securities trading. Tywically, the Commission's investigation will

te triggered when ocur market surveillance unit observes that a large bleck

of securlties has been traded just orior to the oublic anncuncement of

a significant corvorate event. Frequently, a review of the trading records
indicates that one or more banks are invalved in the transaction, and

ohly a review of these bank records will indicate who are the ultimate
heneficlaries of this type of Filnancial mishehavior. wWhere a number of
ganks or trading accounts are invelved, the procedural impediments created
by this bill could e a substantial deterrent to effective law enforcement.

Sale of unregistered securities., Another type of vioclative activity

that the Commission investigates involves sales of securities khat have

not been registered with the Commission as reguired by law. 1In these
sitvations, i1t 13 guite common for the wrongdoer to attempt to conceal

the amount of such securities being scld and the persons on whose behalf

they are being sold by seliing them through z number of corgporations and
individuals who appear to be acting for themselves. Bank records are essential
to establish the fact that such persons and corperations are acting as
nominees for the true beneficial owners.

Stock manipulation cases. Similarly, it is customary for persons

engaged 1n manipulative trading activities to effect transactions in t_lr;e

name of corporations and individuals to make the or ice movement of the
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secur ity appear to be the result of normal supply and demand. Their nominees
may e widely scattered throughout the country, and their accounts located

at a number of different brokerage firms or banks. The investigation must
eatabl ish who caused the transactions to take place and who profited

from the transactions. In establishing the identity of such psrsons, 1t

15 esgential to cbtain the firancial records that establish the identity

of the ultimate recipients of the illegal profits.

Misappropr lation of corporate assets. Another type of investigation

in which bank records are important inwvolves the misuse or diversion of
corporate assets. In some of these cases, it may be difficult to locate

the responsible persons, who scmetimes flee heyond our jurisdiction. To
give notice to these people and require that, weon any cbiection, the
Commission go to court to enforce its subpoenas would result in consid-
erable delay and give the persons involved an opportunity to frustrate

the Commission's work without even subjecting themselves to our jurisdiction.

Bank activities., Another category of activity that the Commission

investigates involves the banks themselwves and their officials. Such
activikies, for example, may involve the utilization of customer ac-
gounts by a bank officer in effecting improper transactions. To allow
the bank to cbject ro a Commission subooena for the ocustomer 's records
would effectively permit the bank to utilize this provision as a shileld
for the improper activities of its own officers. In addition, banks
frequently effect securities transactions for their customers, acting
assentially as brokers. Under this proposed Act, as I noted before, such

brokerage activities would not be readily accessible to Commission scrutimy.
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We may therefore anticipate that there will be a substantial increase
in the number of transactions channeled through banks in order Lo take
advantage of the cloak of secregy that this nill would provide for such
transactions.

The effect of the Tax Reform Act on the Commission's access to
tax records.

The practical effects of the currently proposed legislation may,
perhaps, best be seen in light of the Commission's experience with the
Tax Reform aAct of 1976, As the members of the Subcommittese are aware,
that Act, which became effective on January 1, 1977, placed substantial
restrictions on the ability of this Commission, among others, to obtain
wnformation Erom the Internal Revenue Service. Due to the breadth of the
Act's provisions, the cumbersome nature of the procedural regquirements,
quastions as to the liability of members of the Commission's staff if
rhey should make an error, and other questions regarding the legal inter-—
pretation of the Act, the Commission has not sought access to any returns
filed with the Internal Revenue Service since the enactment of the Tax Reform
Act, and its prior limited use of tax raturn information nas thus been
completely eliminated.

Thus, I suggest to the members of the Soboommittese that, despite
the inclusion in the draft bill of provisions which appear to permit access
o information covered by the proposed legislation, the practical e=ffect
will be extremely conerous and will, as a practical matter, substantially
curtail our ability to obtain bank receords.

In view of the potential effects of this bill, I urge the Subcommittes

most strongly bo carefully consider the conseguences of the bill as it
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now stands. I appreciate the difficult path which the Congress must walk,
in attempting to protect and strengthen the rights of the individual on

the one hand, and to protect society against uniawful behavior on the
agther. In cur view, the bill as drafted would unduly tilt the scales
against the Comuission's regulateory, lhwvestligatory and law enforcement
efforts. The Commission, as the federal agency with primary responsibility
for protecting the securities marketplace, 1s particularly concerned with
the impact of this legislation on our ability to detect and successfully

safequard the public against financial misbehavior and corporate misconduct.

Adnalysis of the proposed Ack.

The proposed bill seeks to protect the right of individuals to
financial privacy in two principal ways:

(1} it would require notification when a federal agency seeks
access to a pank customer's financial records: and

{2) it would afford the customer an opportunity
to prevent release of those records.

The procedurse orovided by the draft legislation to challenge, and prevent,
the production of records would establish a very serious obstacle to our
law enforcement efforts. It would alleow =ither a customer or the finan-—
cial institution to deny access to records simply by filing a written
objection. No reason need be given, and the procedure is so convenlent
as to invite its use on an almest automatic basis. Once an objection has
been filed, a law enforcement agency would presumably have to apply to

a district court for an order requiring production of the subpoenasd
records. Access to the records would then be delayed pending resclutipn

of all the issues raised before the district court, and further delayed
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if an appeal were taken to the courts of appeals. In our experience, the
resolution of a subpoena enforcement action and a resulting appeal can
easily require well over a vear's time, a delay that will often have a
substantial disruptive imgact in our investigations, diverting the staff
from its principal wnvestigative functions, and increasing the burden

¢n the federal courts.

The proposed act also places new restrictions on the use of information
ohtained from financizl records. 1t provides stringent civil and criminal
penalties for viclations of the Act's provisicns, 1t reallocates the cost
of producing the records from the financial instituticn to the Commission,
and it subjects federal agencies to stake laws granting =araader financial
privacy rights than this legislation. We are concerned about each of
these provisions.

The Commilssion’s Principal Froblem with the Approach taken

by the Bill—Unnecessary Bestrictions on Administrative
Subpxoenas with respect to Bank Redords.

Qur principal objection, however, i3 that the bill impeoses additional
orocedural regquirements on administrative subposnas that we consider unnecessary,
in light <f the safequards the Congress has already provided in this area,
and In light of the way the Commission actually operates. When the Congress
created the Commission in 19324, 1t took care to provide the agency with
the ability to discharge its responsibilities by providing what the Supreme
Court nas recently described as "flexible enforcement powers." 1/ One

of the most important of these powers is the ability to issue adminis-—

1/ Ernst & Ernst wv. Bochfelder, 425 0.8, 1853, 185 (1976},
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trative subpoenas in connection with formal investigations. 2/ Congress
recognized in 1934 that we should nave subpoena power ocomparable to the
power of a gramd jury, and the courts have often compared our authority
in this regard to that of a grand jury. 3/ Congress alsoc recognized In
1934 that the Commission would need unhindered access to the cecords of
brokers and dealers in securities if it was to be able to fulfill its
responsibilities. Today, nowever, financial transactions are often much
more sophisticated and complicated than in 1934, and the Camnission needs
access today to the records maintained by banks for the same reasons that
it has always needed access to brokerage records.

Our implementakion and use of the subpoena power the Congress has
glven us has been fair and responsible. The fact is that o member of
the Commission's staff Is free to issue a subpoena for bank records merely
on his own authority. Before authority to issue any subpoenas in an
investigatory context is granted, the staff must make a showing to the
Camnission that specified persons or corporations appear to have violated,
Or appear to be abeut to violate, a specific provision of the federal
securities laws. The Commission Itself must make this determination, and
then enter a non—public formal order of investigation, specifying the persons

or corporations under investigation, the sections of the laws which the

i/ See, g.g., Section 19(b} of the Securities Act, 15 U.5.C. 77s(b);
Section 2l(b) of the Securities Exchange Act, 15 U.5.C. T8u(b).

3/ See, 2.g., United States v. Morton Salt Co., 338 U.5. 632, 642-643
(1950].
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Cammission suspects are being violated, and the names of the persons authorized
to isswe subpoenas in comnection with this irnvestigation. If the in-
vestigation is to oo beyvond these boundaries, the staff must return to

the Commission and make 3 showing as to wihy the formal order of investigation
should be amended. The Camission devotes substantial time and energy

k> a consideration of these matters.

In view of the fact that the Commission affords those under investi-
gation such procedural protections, I believe it is unnecessary to super-
impose the additional mocedures prescribed by this legislation on the Com—
mission's present procedurs. While the judgment Involved is one for the
Congress to make, I must respectfully =zay that T kelieve the approach
embadied in this bill tilts the balance far too much in favor of the person
under investigation, and against the meed of the Commission to have sppropriate
access o crucial records reqarding financial transactions.

The approach I would recommend that the Subcommittee adopt is one that
codifies the appropriate limitations and responsibilities of federal agencies,
as presently embodied in the Camission's proceduress relating to formal
orders of investigation, not one that, in effect, makes us dependent upon
the ocoperation of the gersons whose affairs we are inwvestigating, ooopetr—
ation that will often not be forthcoming. I beliewe such a statute can
bz devised, one which spells out in detail the stringent procedures an
ajgency must follow, and thereby provides real protections to the individeal,
but does not impinge unnecessarily on the Comission's ability to enforce

the federal securities laws. We will be pleased to draft and submit specific
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statutory language to the Subcommittee; I recommend that the Subcommittee
give consideration to this approach. In addition, members of my staff
are available to meet with the staff of the Subcommittee, in order to
explain more fully than I am azble to in this testimony, the Commission's
procedures relating to the issuance of subpoenas.

We are also aware that the Department of Justice has proposed
a oill containing provisions relating to administrative subpoenas that
would require that the party whose bank records are subpoenaed cbiject
by moving to quash the subpoena in an appropriate federal court. We bellave
that a statute that codifises the particular procedures telating to formal
orders of Lnvestigation would be preferable, in that these are the specific
procedures that the agencies were intended to use, and which this Commis—
sion has always observed. This agproach, moreover, recognizes that re-
sponsibility for use of an agency's subpoena power should rest with the
agency itzelf, Hevertheless, I do believe that a person who feels that
he has a protectable privacy interest will not be deterred from taking
the steps spelled out in the Department's 2ill, and we may wish to
comment further on that propeosal after we have had a chance to study it
S0Me More.

In summary, we believe the legitimate interest of <itizens in protecting
the confidentiality of thelr bkank records can be served without ¢reating
an expensive and cumbersome procedural framework& for the government that
will allow a person suspected of violating the law to shelter his bank
records from an authorized investigation for a substantial peried of time.

But, I fear that the bill as drafted would provide an opportunity for
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DeESDNS O corporations involved in securities-related wrongdolng to
force the Commission to enforce its subpoenas through a costly and

time consuming procedurs that will inwolwe the federal district courts
i a substantial number of rhe subpoenas the Commissicn issues, thus
delaying the Commission's investigations for months. Where documentary
evidence of past fipancial transactions 1s a key =lement of the evidence
against a perscn or corporation suspected of viclating the law, the
delay may often be such that the Commission simply cantot meaningfully
enforce the law. In addition, kthe diversion of Commission manpower

and other resources that this bill would require would sericusly reduce
the effsctiveness of our agsndy.

Congress nas authorized the Commission to take preventive measures,
primarily thrcugh bringing injunctive actions, ko stop financial
malfeasance and to protect the public interest from future financial
misconduct. This is a Job that must often De accomplished in a timely

manmmer, if it 15 to be accomplished at all. 4/

Other recommendations with respect to the Bill.,

We have a number of additional specific suggestions to make
concerning the bill, and T would like now bo focus on some other aspects

of this legislation that opose particular problems for the Commission,

4/ Timeliness is an essential ingredient of the equity which the Commis-
sion must demonstrate to show 1ts entitlement to injunctive relief,
Delay in pursuing our investigations due to dalays in cbtaining access
to relevant hank records might not only destroy our equity in any injunc-
tive action we bring, but might also allow the applicable statute
of limitations to fun with respect be any criminal prosecution
that might have been appropriate.



- 19 =-

and propose certain medifications that we feel would help. alleviate

these problems.

1. The Definition of a "Customer™

Section 3{a)(3) of the bill defines the term "verson” to include "3
partnership, corporation, association, trust, or any other legal entity.”
"Customer ™ is then defined as all "persons" using bank services.

The traditional wvisw has been that business entikies do not possess
anything akin to the constituticnal right to privacy that individuals may
possess. 3/ Consequently, we bellisve the definition of "person" is Ear
aroader than is required to fulfill the stated purposes of the Act—the
protection of "citizens' constitutional rights." &/ The consequence of
including in this definition cerporations, including regulated broker-
dealers and other corporate entities engaged in the securities lndustry,
would be to severely impede the Commission's investigations of corporations
by providing a corporation seeking to delay a Commission investilgation
with a very effective avenue to accomplish this. In general, we submit

that the extensicn of the bill's protection to corporations goes far beyond

any protecticns previocusly afforded these entities, and distorts the existing

balance between regulatory agenclses and corporations. We suggest khat
this orchblem might be alleviated by defining the term "person" In the

same manner khat the term "individual™ is used in the Privacy Act of 1974,

5/ With respect ko bank records, even individuals have not been considered

to have any valid expectation of a right to privacy, as the Supreme
Court has repeatedly held. United States v, Miller, 425 0.5, 435
{1976): see also, Couch v. United States, 409 U.5. 322 (1973;.

&/ Section Z2fa){l}.
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& 0.5.€. 552a(a){2): ™'individual' means a citizen of the United States

ot an alien lawfully admirted for permanent residence.” The kerm "Customer ,”
defined as "any person who utilizes or has utilized services provided by

a financial instituion," would then apply only o individual customers,

not corporate cushomers.

2. (bjections by a Pinancial Institution in the Absence of any Chijection
by a Customer

Section 7 of the 2ill outlineg the procedure by which the Comission
may obtaln access to customer financial records pursuant to a duly authorized
administrative procedure. Section 7{b) onditions access to customer

records on the absence of an objection f£rom either rhe customer or the

financial institution. I can conceive of no rationale o support the

tight of a financial instirution %o assert an objection on behalf of a cus-
tomer who has oeen fully advised that his records have been subpoenasd and
has made no objection in his own behalf. We may anticipate that, if financial
mstitutions have this authority, they will generally take a conservative
posture when responding to subpoenas, and object as a matter of course,
especially in view of the fact that the bill exposes banks o civil liabpilicy
for damages resulting from their violation of the provisions of the bill

{Section 133, as well as criminal penalties (Section 14). 1/

17 For exampie, on September 29, 1977, in conneckion with an authorized

- investigation, a Commission officer issued a subpoena for certain
customer financial records of the First Tennessee Bank, NLA. Memphis.
The Bank refused to conply, basing its refusal on the reguirements
of the Tennessee Bank Privacy Act of 1977 [TCA §452601{a) =t seq).

(footnote continued)
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We believe this provision grants an unnecessary veto power to
the bank and, in effect, 1ssues an invitation to banks to exsrcise thelr
power to okject to administrative subpoenas. Therefore, we suggest
a tevision of this section, to eliminate the authority of the finangial
institution to object to the disclosure of customer records when there
is no objection on the part of the customer whose records are being
sought. We also recommend consideration by the Subcommittes of a similar

amendmnent to Section 9 of the bill, relating to judicial subpoenas.

3. Restrictions on the Use of Investigatory Records and Interference with

Inter-agency Cooperation

A major problem presented by the hill in its present form is

the uyse restrictions imposed by Section 11. We feel we should object to
the provisicn that a bank's records and, indeed, any financial information
about an individual or corporation reported to the Commission pursuant to
the disclosure provisions of the federal securities laws, shall not be
used for any purcose other than the specific statutory purpose for which
the information was originally obtained. Among cther things, this provi-
sion would prohibit the disclosure of such information to any other gow-

ermmental department or agency, tegardless of whether it appears that vio-

3/ {ocontinoed)

The Commission was forced to bring a subpoena enforcement action
in federal district court, Securities and Exchange Commission v.
First Tennessee Bank N.A. Memphi=, 445 F. Supp. 1341 (W.D. Tenn.,
1574}, applying to the court for an order requiring the nank

to comply. On February 27, 1578, five months after the original
subpoena was issued, the court entered an order granting the
Commisicn s application.
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laticns of the law have cccourred which are the proper concern of that
agency. Thus, financial records subpeenaed for one onurpose would have
to be reaccessed pursuvant to a second subpoena Lf they were retained
or used for another purpose, even within the same agency, as, for sxample.
financial records subpoenaed in an investigation of corporate misconduct
that revealed viclations of the law by an individual officer.

This provision would radically affect ocur ability to cooperake
with the stock exchanges and self-regulatory agencies which share responsi-
bility with us for regulating the marketplace f[or securities. It would
also seriously detract from our ability to provide meaningful infeormaticn
and assistance to state enforcement authorities, such as state securities
agencies.

The Commission's present policy is to share with other concerned
agencles such information as it cbtains relating to potential violations
of those laws which are within their jurisdiction. And the Commission
has often bean assizted in its investigations by informaticn received
from other government agencies. HNot only other federal agencies, but state
securities regulatory agencies and even foreign governments frequently re—
quest and obtain relevant information from the Commission. As the members
af the Committes know, viclations of the federal zecurities laws often over-—
lap violations of the other orovisions of the law; thus, the failure to dis-
clese significant 1llegal activities to shareholders has often been the basis
for Commission enforcement action. And conversely, if, for example, a Commis-
sion review of bank records were to suggest that a business nad engagsd in

commercial bribery of a foreign official or illegal payments to a forelgn
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government, Secticn ll(b) would apparently prevent the Commission from
bringing relevant records to the attention of the appropriate foreign au-
thorities.

We would assume that the Commission could continue to refer to
the Department of Justice records which it had lawfully obtained and which
indicated that criminal violations had occurred, since these referrals are
"specifically authorized by law," as required by Section 11. Nevertheless,
the use restriction imposed oy this Section ignores the practical realities of
the investigative process and the requirements of successful law enforcement.
Today, a maximum of cooperation between all concerned governmental authorities,
as wel)l as between concerned components within an agency, is needed. 8/

The Commission would not oppose a provision requiring it to give
notice to the concerned individual that his records have been referred o
anothar agency. dowever, we sae no teal interest to e served by requiring
an agency to issue and possibly litigate an entirely new subpoena for records
already in the possession of the government. This restriction would require
agencies to duplicate, needlessly, the investigatory work of other agencies
and, in addition, would creats one more complicated procedural nurdie Eor

the government to owvercome.

4. Definttion of "Superviscry Agency” and the Powers of Supervisory Agencies

The Commission also proposes that Section 2{a)(5) be amended ko

include the Commission as a “supervisory agency" under the bill, and

8/ The use restrictions imposed by the bill alse run counter to general

- Anglo-American criminal law, which recognizes that information legitimately
acquired for one purpose may be used for any other purpose for which
it is appropriate.



- 24 -

that the powers of supervisory agencies e clarified. To provide further
background on this first point, I would like £ give you a general overview of
the Securities and Exchanges Commission's responsibilities with respect
to banks, apd then turn bo some moce specific observations on this aspect of
the bill.

Historically, and until comparatively recently, the Commission has
had quite limited responsibility with respect to banks. Securities issued or
guaranteed by banks have been exempt from the registration provisions of the
Securities Act of 1933 since its adoption, apparently because Congress believed
that other requlatory bodies exercised adequate supervision over the issuance
of bank securities. 1In addition, very few publicly-held banks were subject to
the registration, reporting and insider transaction provisions of the Securities
Exchange Act of 1934 prior to 1964 because, until then, that Act only applied
to securities listed on exchanges. As a result, publicly-held banks were generally
gutside the statutory mechanism established by Congrass to protect investors
through full and fair disclosure of material information with respect to
other public issuers.

In contrast, the antifraud provisions of the federal securikies
laws have always applied to sales and purchases of securities issued by
banks. In addition, other securities-related activities of hanks, such
as trust account activities, are subject to the general antifrasd pro-
visions of the securities laws.

In 1964, Congress significantly expanded the number of corporaticns
subject to the continucus reporting requirements of the Securities Exchandge

Act. That Act was amended at that time to include all banks with assets
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excoading a million dellars and more than 500 shargholders. Generally,
however, in order to promote uniformity in banking regulation, suthority
with respect to the disclosure provisions of the Exchange Act as to banks was
vested in the federal bank regulatory agencies.

In recent years, the Commissicn's involvement with bank disclosure
tas increased significantly because of the advent and growth of bank holding
companies and related legislative action by Congress. Since bhank holding
companies are not covered by the narrow exemptions from the securities laws
which Congress granted banks, the Commission reviews reglstration statements
filed by bank nolding companies cffering securities to the public pursuant
to the Securities Act, and administers the registration, regorting and inzsider
trading provisions of the Exchange Act as they relate to any bank holding
company with more than 500 shareholders and over one million dellars in assets.
As a result of our jurisdiction over publicly-held bank helding companies,
we have required such companies to emphasize, In their registration statements
and reports, information with respect to the subsidiary banks which generally
are their principal assets. Bank holding companies filing periadic reports
with the Commission pursuant to the Exchange Act reprasent over two—thirds
of the total bank assets in the United States,

The influence of the Commission over bank disclosure has also in-
creased as a result of the amendment of Sectlon 12(1) of the Exchange Act
in 1974, requiring the banking agencies to "issue substantially similar
regulaticnzs" as those adopted by the Commission unless they specifically
find that such regulations are nok necessary or appoprizte in the public

interest or for the protection of investors. Pursuant to Section 12{iY, the Board
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of Gwernors of the Federal Reserve Board, the Comptroller of the Currency, and
the Federal Depasit Insurance Carporation have adopted rules which these hank
agencies have indicated are substantially similar to the corresponding Commission
tules. Therefore, most major banks today are significantly affected by the Com—
mission's ¢ontinually developing disclosure requirements, and as a rasult of the
Commission's present Jjurisdiction over bank holding companies, I beliewve that
discleosure is being improved, to the benefit of investors, depositers, and the
general public.

As this hrief overview indicates, the Commission today does have con—
siderable direct and indirect authority with respect to banks. The Commission
alzo has the responsibility of investigating many of the securities-related
activities of banks. For example, the Commission may investigate the conceal-
ment of insider trapsactions in connection with a bank holding company, or may
examine the investment activities of a bank trust fund. 9/ In addition, banks
are increasingly assuming functions that have traditionally been thought of
45 brokerage activities, and many securities transactions, not just the funds
involved, are actually handled by panks acting as brokers. It iz important
that the Commission be able to review the hrokerage activities of banks as

it now reviews the activities of broker-dealesrs.

b7 Other examples ¢of the types of activities by banks and other finman-
cilal institutions the Commission has recently investigated includes

(1) improper lending activities;

(2) manipulation of the prices of bank securtities;

{3) manipulation of reported earnings:

{4} issuance of the securities of banks in viclation
of the securities laws:

(5} material misstatements in registration statements
and prospectuses; and

{6} securities trading viclations by banks in cormection
with their brokerage activities.
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Section 10(3) of che bill specifically exempts "supervisory agencies"
from the requirements of the statute when they are examining financial records
in the exercise of their supervisory, monetary, of regulatoery functions.
If the Commission 1s not included as a supervisory agency, I am uncertain
a5 to whether we can effectively execcise the authority which the Congress
has given us with tespect to banks. I urge the Committee, therefore, to include
the Securities and Exchange Commission within the definition of a superwvisory
agency. In addition, since the Commission's authority with respect to banks
iz mot, strictly speaking, “regulatery;” "monetary,” or "supervisory" authority,
such autherity being in the hands of the bank regulatory agencies, we suggest
that the Commission's authority to cbtain bank records when it 1s investigating
4 bank itself be clarified by providing, in Section 1003}, that the Act does
not apply to the examination of Einancial records "in connecticon with the in-
vestigation of a financial institution by any agency having enforcement authority
under federal law with respect to that financial instiktution.” This provision
will permit us access to customer records when that is necessary to enable

us to determine if the bank itself is vielating the law. 14/

5. The Imposition of New Personal Liability on Federal Law Enforcement Personnel

Sections 13, 14 and 1% of the proposed legislation would work a sig-

nificant change in the gpresent law, which generally extends immunity to gov-

13/ Without these provisions, the Commission would be prevented, by a
law intended to safeguard individuals, from investigating banks
that might be victimizing thelr individual custemers or investors.
Access by subpoenas for customer records would not be practical,
since the Commission would not necessarily know the names of tne
customers involved, and might thus have difficulty describing the
records it needed with sufficient "particularity," as required
by Section 4¢a). In addition, the bank itself has the power,
under the draft bill, to cbisct to disclosure of customer records,
a powar it could exercise to cowver up its own illegal activities.
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ernment employees, invelwved in the pracess of investigating and prosecuting
violations of law, and acting within the proper scope of their Juties. Spe-
cifically, the ©ill would provide stringent civil and criminal penalties for
violations of the procedural aspects of the proposed legislation, without
any regard to the guesticn whether the agency was in fact entitled to access
o the information. Thus, the mombers of the Comnission's staff would be
liable for nominal, acktual, and punitive monetary damages, and litigaticn
to obtain such damages would be encouraged by a provision permitting the
award of attorney's fees in such actions. Commission officials who wiclate
the procedures established by this bill would also be subject to criminal
liability.

&5 the Supreme Court has often recognized, It iz "important that
officials of government should be free to exercise their duties unembarrassed
by the fear of damage suits in respect of acts done in the course of those
duties—suits which would consume time and energies which would otherwise be
devoted to govermmental service and the threat of which might appreciably in-
hibit the fearless, vigorgus, and effective administration of policies of goy-—
ernment.” 11/ As the subcommitese will appreciate, even a frivolous action
against an agency or ote of its officials or employees——and the Commission
has seen an increass in frivolous or dilatory litigation against individual
staff members in recent times—can result in disruption to the work of the
agency and have an inhibiting effect out of all proportion to the merits,

or lack thereof, of the =uit. That is, indeed, the ratinnale underlying

11/ Barr v. Matteo, 360 0.5. 564, 372-373 (1958).
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the doctrine of prosecutorial immunity.

The Comission recognizes the necessity for government officials to
be fully accountable under the law, but we believe that fundamental changes
in the law in this area should not e handled on a piecemeal basis. Major
changes in the law such as this deserve separate consideration, so that
all the aspects and implications of such changes can be properly considered.
We recommend, therefore, that the bill be amended to delete the civil and
criminal liability provisions of Sections 13, 14 and 15, to the extent they
apply to government officials. In their stead, we recommend that the Committee
provide for review of alleged violations of the provisions of the bill by the
APRropriate Court in any action instituted against an individual, in which
the individual claims that vielations occurred in the course of the inwvesti-
gation that preceded the filing of the action. If such viclations are found,
the court should be authorized to afford whatever relief it deems appropriate,
which could include suppressing illegally-obtained evidence cr, in particularly

egregious clicumstances, dismissing the government's suit.

6. Interference with Federal Law Enforcement by Conflicting State Lagislation

Finally, the Commissicon wants to bring to this Committee's attention
the real possibility that the various states may enact their own financial
privacy acts, as, indeed, some have already done. 12/ The last clause of
Section 17 appears fo give those states that grant broader rights to either

financial institutions or customers precedence over this proposed federal

1/ See e.9., the Tennessee Bank Privacy Act of 1377, TCA §45-2601(a},
et sey.
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leqislation. A federal court has recently held, in connection with

a4 subpoena enforcement action brought by the Commission, that the applica-
tion of such state statutes to federal agencles acting within their lawful
authority viclates Article VI, Section 2, the Supremacy Clause of the Con-—
stituion. In addition to holding the state act unconstitutional as applied
to federal activities, the court found that effactive snforcement of the
federal securities laws would be substantially frustrated if the Commis-
slen, and similarly situated federal agenciles, were forced to comply with
many different state requlatory schemes, all Focused on restricting access
ko bank financial records. 13/ We think this finding was correct; the Com-
mission ig, therefore, concerned that Section 17 as drafted will invite

the regulatory confusion that the court cautioned against in this case.
Accordingly, I recommend that the clauge "except those statutes which grant

greater rights than this title" be deleted from this section.

CONCLUSTON

Mr. Chairman and Members of this Committee, at the present time
gur reservatlons about certaln provisions of the proposed "Right to Financiat
Privacy Ackt," and particularly the crovisions relating to administrative
subpoenas, are so serious that the Commission cannot suppert the bill as
it now starnds. We endorse the concept of fimancial privacy, and the principle
that agencies must act responsibly when they are seeking access to personal
information of any sort. However, for the reasons I have indicated, we believe

that the bill goes far beyond this, and creates procedures which are not

l}f decurities and Exchange Commission v. First Tennessee Bank N.A..Memphis,
445 F. Swpp. 131 W.D. Tenn., 1578).
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only unnecessary, given the availability of administrative procedureal
safeguards, but which are a serious impediment to continued effective requ-
lation of the securities markets and protection of the investor. Therefore,
I nope the Committee will carefully consider our suggestions.

Thank you for this cpportunity to present the comments of the Commission
an this legislation. I would be pleased to respond to any questions that

the members of the Committee may have.



