NINETY-NINTH CONGRESS

JOHN D, DINGELL. MICHIGAN. CHAIRMAN
JAMES H SCHEUER, NEW YORK
HENRY A. WAXMAN, CALIFORNIA
TIMOTHY E. WIRTH, COLORADO
PHILIP R. SHARP. INDIANA
JAMES J, FLORIO. NEW JERSEY
EDWARD J MARKEY. MASSACHUSETTS
THOMAS A. LUKEN. OHIO
DOUG WALGREN, PENNSYLVANIA
BARBARA A MIKULSKI, MARYLAND
AL SWIFT, WASHINGTON
MICKEY LELAND, TEXAS
RICHARD C. SHELBY, ALABAMA
CAROISS COLLINS, ILLiNOiS
MIKE SYNAR, OKLAHOMA
W,J, "aJLLY'" TAUZIN. LOUISIANA
RON WYDEN, OREGON
RALPH M. HALL, TEXAS
DENNIS E. ECKART. OHIO
WAYNE DOWDY, MISSJSSIPPI
BILL RICHARDSON. NEW MEXFCO
JIM SLATTERY, KANSAS
GERRY SIKORSKI, MINNESOTA
JOHN BRYANT, TEXAS
JIM BATES, CALIFORNIA

NORMAN F. LENT, NEW YORK
EDWARD R. MADIGAN, ILLINOIS
CARLOS J. MOORHEAD, CALIFORNIA
MA~rHEW J. RINALDO, NEW JERSEY
WILLIAM E. DANNEMEYER. CALIFORNIA
BOB WHITTAKER, KANSAS
THOMAS J. TAUKE. IOWA
DON RII"FER, PENNSYLVANIA
DAN COATS, INDIANA
THOMAS J. 8LILEY, JR.. VIRGINIA
JACK FIELDS. TEXAS
MICHAEL G. OXLEY. OHIO
HOWARD C. NIELSON. UTAH
MICHAEL BIHRAKIS. FLORIDA
DAN SCHAEFER. COLORADO
FRED J. ECKERT. NEW YORK
TRENT LOTT, MISSISSIPPI

~I.S. ~ou~toft~.epreStntatillt~ ~ ~
Committee on @nertt~ anb Commerce
~oom 2125, ~arburn ~ou~e Offite ]Builbdng

Uasf~in~on, ~)C 20515
September

15, 1986

W M MICHAEL KITZMILLER, STAFF DIRECTOR
THOMAS M. RYAN. CHIEF COUNSEL

Honorable John S. R. Shad
Chairman
Securities and Exchange Commission
450 Fifth Street, N. W.
Washington, D. C.
20549
Dear Chairman

Shad:

This is with reference to the Commission's letter of August
20, 1986, the transcript of the Commission's August 8, 1986 open
meeting, the Division of Market Regulation's letter of August 8,
1986, and the action and discussion memoranda of July 30, 1986,
regarding (i) Commission consideration of the appropriate
regulation of over-the-counter automated trading systems and (2)
the no'action request submitted by Security Pacific National Bank
on behalf of its proposed system for trading options on U.S.
Treasury securities.
The Commission's discussion and vote on the staff's
reaffirmation of its no-action position with respect to exempting
Security Pacific from exchange registration under Sections
3(a)(1), 5 and 6 of the Securities Exchange Act of 1934 (1934
Act), and granting the no-action request with respect to the
definition of security under Section 3(a)(10) of the 1934 Act,
raise a number of serious policy and legal issues.
In order to assist us in evaluating those issues, it is
requested that you provide us with responses to the following
questions by the close of business on Friday, October i0, 1986.
i.

The term "exchange" is defined in Section 3(a)(1) of the
1934 Act to mean any organization which "provides a
market place or facilities [defined as including communications systems] for bringing together purchasers and
sellers of securities."
Under the Security Pacific
proposal, doesn't it provide facilities for bringing
together purchasers and sellers of securities?

2.

Assuming that the Security Pacific trading system
constitutes an "exchange" as defined in the 1934 Act,

is
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Shad

there any provision in the Act (other than the e x e m p t i o n
p r o c e d u r e set forth in Section 5, which was not f o l l o w e d
in this case) that authorizes the SEC or its staff to
exempt the trading system from exchange registration?
Explain fully.
.

.

.

.

Under the Security Pacific proposal, it appears that the
options will be issued by G E C C Options C o r p o r a t i o n (GOC),
@ subsidiary of General Electric Credit Corporation, and
the options transactions will be cleared by the S e c u r i t y
Pacific Options Services Corporation (SPOSC).
With
respect to equity options, these functions are p e r f o r m e d
by the Options Clearing Corporation, which is r e g i s t e r e d
with the SEC as a clearing agency pursuant to Section 17A
of the 1934 Act.
Will GOC and SPOSC be required to
register as clearing agencies with the SEC?
If not, what
government agency will be responsible for regulating
their activities?
Will the prospectus for the options to be issued by GOC
contain all of the disclosures required by SEC Rule 9b-i
for standardized options?
Will the terms and c o n d i t i o n s
of the financial guarantees be fully disclosed?
Will the
risks of holding an options position that cannot be offset in a liquid market be fully disclosed?
Will the
risks that contracts entered into in the proposed
Security Pacific market may be void and u n e n f o r c e a b l e
under Section 29(b) of the 1934 Act and that brokerdealers who effect transactions in the market will be in
violation of Section 5 be fully disclosed?
How can the SEC approve such a radical new venture in
trading government securities at a time when both houses
of Congress have drafted and are nearing final passage of
comprehensive regulatory legislation for trading
government securities (H.R. 2032 and Report No. 99-258;
S. 1416 and Report No. 99-426) as a result of persistent,
massive frauds?
At your August 9, 1986 meeting to approve the S e c u r i t y
Pacific no-action proposal, the Commission d i s c u s s e d the
different regulatory implications for the proposal u n d e r
the two pending versions of legislation to regulate the
government securities markets.
As the Commission recognized, under the House bill both GOC and SPOSC will be
required to register as clearing agencies.
Under the
Senate bill, however, registration may not be required.
In light of this fact, has the Commission taken any steps
to ensure that Security Pacific will postpone i m p l e m e n t a tion of its proposal until the enactment of the g o v e r n m e n t
securities legislation, which will clarify these r e g i s t r a tion issues?
If not, doesn't the Commission believe this
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would be a prudent and appropriate step?
In the interim,
what kind of disclosure will Security Pacific and GOC be
required to make to investors concerning the potential
impact of the government securities legislation, including
the possible illegal nature of any options entered into
through the Security Pacific system as a result of the
failure of GOC and SPOSC to register as clearing agencies?
Shouldn't prospective investors as well as participants in
the Security Pacific system receive a clear warning about
the potential legal consequences for these options transactions?
Thank you for your cooperation
request.
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