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Mr. Chairman and members of the Subcommittee, I am William J. Brodsky, Chairman and Chief Executive Officer of the Chicago Board Options Exchange (“CBOE”).  I appear today on behalf of the CBOE and the five other United States options markets:  the American Stock Exchange, the Boston Options Exchange, the International Securities Exchange, NYSE-ARCA, the Philadelphia Stock Exchange, and our clearinghouse, The Options Clearing Corporation (“OCC”).  Together, we comprise the U.S. Options Exchange Coalition (“Coalition”).  Our markets trade all the exchange-traded security options in the U.S., such as options on individual stocks, stock indexes, exchange-traded funds, debt securities, securities volatility, and foreign currency.  These markets provide the major hedging instruments for the U.S. stock market.  

Chairman Etheridge, Ranking Member Moran and members of the Subcommittee, I would first like to thank you for allowing the U.S. Options Exchange Coalition to provide its views on reauthorization of the Commodity Exchange Act (“CEA”).  The U.S. options industry provides an increasingly important role in our economy.  Last year exchange listed-options experienced a 35% growth rate, higher than both stock (13%) and futures (26%) trading.  Additionally, the number of U.S. listed options contracts traded in 2006 approached the number of contracts traded in all U.S. futures markets combined.  Through August 2007, a record 1.82 billion option contracts changed hands in the U.S. options market, a 37.5% increase from the same year-ago period, and daily trading volume has averaged 10.8 million contracts up from 7.9 million contracts at the end of August 2006, with a record 23.7 million options contracts being traded on August 16, 2007.  

This unprecedented growth could not have been possible without effective Congressional support and oversight of the U.S. commodity futures and securities markets and their regulators.  In particular, I would like to commend this subcommittee’s exemplary work in the 109th Congress on reauthorization of the Commodity Exchange Act.  While the reauthorization process was not completed, your support two years ago on vital issues such as portfolio margining helped to spur the U.S. Securities and Exchange Commission (“SEC”) to act on implementing a broad-based portfolio margining pilot program that will unequivocally make our securities markets more competitive.  However, there are still issues Congress can address related to portfolio margining and other important topics, which leads me to comment at today’s hearing.

Above all else, let me stress that it is not our intention to impede, in any way, the reauthorization of the CEA.  Rather, while you consider the various issues surrounding reauthorization, we urge you to consider our proposals, which we believe will benefit all U.S. financial markets and U.S. investors.  We believe that actions can be taken now that will help to finally resolve issues that have persisted for over 30 years.  

Since the enactment in 1974 of amendments to the CEA, which gave the CFTC jurisdiction over all futures but also provided that the jurisdiction of the SEC was not otherwise superseded or limited, there have been conflicts between the two agencies as to their respective jurisdiction over novel financial instruments that have elements of both securities and futures or commodity contracts.  In an attempt to resolve those conflicts, the CFTC and SEC agreed, through what became known as the Shad-Johnson Accord, to specify which financial instruments fell within each agency’s jurisdiction.  In 1982 and 1983, Congress codified the Shad-Johnson Accord through amendments to the CEA and the federal securities laws.
 Although that legislation helped to provide legal certainty regarding each agency’s jurisdiction in certain situations, it did not put an end to the jurisdictional disputes between the two agencies in all circumstances.  Congress took a step toward this goal when it enacted the Commodity Futures Modernization Act of 2000 (“CFMA”).
  The CFMA established a delicate competitive balance between security futures (i.e., single stock futures) and security options, but the bifurcated system of regulation between all other security-based futures and securities still exists today.

Competitive forces and the demutualization of exchanges, among other factors, have caused the jurisdictional divide between the SEC and CFTC to widen dramatically in recent years.  This lack of agreement between the two agencies has recently been called a “jurisdictional balkanization” by current SEC Chairman Christopher Cox.
  As I sit here today, it is clear that, despite the best intentions of all parties involved, the bifurcated system of regulating futures and securities is broken and needs to be fixed.    This disjointed structure adversely affects the ability of U.S. exchanges to bring new products to market and to compete.  Additional measures can and should be taken to streamline the regulation of these similar investment products.  

In the view of the U.S. Options Exchange Coalition, competitive fairness requires that futures and comparable securities be regulated in a consistent manner.  That, unfortunately, is not always the case due to the differing missions of the SEC and the CFTC.  In general, the securities laws are designed to protect investors, provide full disclosure of corporate and market information, and prevent fraud, insider trading and market manipulation.  By contrast, the commodities laws are designed to facilitate commercial and professional hedging and speculation and to oversee the price discovery process.  These differing goals may come into conflict when applied to a particular situation in which both agencies have an interest.

A prime example of this occurred recently in connection with the highly publicized problems surrounding Sentinel Management Group, Inc.  Sentinel is both an investment adviser registered with the SEC and a futures commission merchant registered with the National Futures Association.  When questions arose as to the disposition of certain funds held by Sentinel on behalf of various futures commission merchants (“FCMs”) and other clients, the SEC and the CFTC took very different positions.  While the SEC sought to freeze the proceeds in all Sentinel accounts (which it asserted had been improperly commingled) for the ultimate benefit of injured investors (including, but not limited to, the affected FCMs), the CFTC sought to ensure that the FCMs were given access to their (or their customers’) funds that had been in a segregated account in order to preserve the integrity of the futures markets and prevent a potentially broader, market-wide collapse.  This lack of consensus between the two agencies so exasperated the U.S. District Court judge hearing the matter that he was quoted in the hearing transcript as saying, “Why doesn’t this agency of the government go over and talk to this [other] agency of the government and get your act together, for crying out loud?”

The current bifurcated regulatory system, under which futures and securities are regulated differently, has led to persistent negative consequences for our markets.  The disjointed structure creates regulatory inefficiencies, hampers competitiveness, and impedes innovation.  Because of the differing views of the two agencies, questions of jurisdiction with respect to new products – that is, is a new product a security or a future? – are rarely resolved quickly.  Split jurisdiction and different governing statutes also lead to legal uncertainties, since a novel aspect of a new securities derivative product could cause the CFTC to claim that the product has elements of a futures contract, and a novel aspect of a new futures product could cause the SEC to claim that the product is a security.  No other country with developed derivative markets applies such a system of two different government agencies regulating equivalent financial products. 

While a merger of the CFTC and the SEC, or the creation of one new agency that regulates both futures and securities, would address these issues, the mechanics of effectuating such a merger or creating a new agency make it a long-term goal.  In the meantime, there are concrete steps that can be taken now to help bridge the sometimes wide divide between the two agencies and streamline the regulatory process.  The Coalition believes that taking these actions will help to even out the competitive landscape, both domestically and between U.S. and foreign competitors, as well as provide for a more rapid way of resolving inter-agency disputes.  As it considers the issues surrounding reauthorization of the CFTC, the Coalition strongly urges Congress to take these recommendations into consideration.

First, rather than take the laborious step of merging the agencies, Congress could more easily end the current system of bifurcated congressional oversight of the two agencies.  The various committees with jurisdiction over the CFTC and the SEC all have legitimate interests in, and concerns about, the operation of the U.S. financial markets, but sometimes the interests of one committee may conflict or compete with those of another.  Having both the SEC and the CFTC subject to the jurisdiction of a single congressional oversight committee would go a long way to ensure consistent oversight of financial regulators.  A single, unified committee structure not only would decrease the likelihood of potentially contradictory direction, but also would enable Congress to address issues arising with these financial products more quickly and comprehensively.     

Second, when jurisdictional disputes do arise, there is currently no mechanism in place to resolve them other than a dialogue between the two agencies.  This can lead to long delays in the decision-making process, which hinders competitiveness to the detriment of investors and our markets.  This is not intended to imply that, when disputes do arise, either agency is not putting forth a good-faith effort to resolve them.  Instead, each agency earnestly believes that it is properly applying its statute when analyzing a particular jurisdictional issue.  The impasses that frequently arise may be the natural result of the differing, and sometimes conflicting, philosophies of the securities laws and the commodities laws.  In such a case, however, a neutral arbiter is needed.

To help the decision-making process move more rapidly, the President’s Working Group on Financial Markets (“President’s Working Group”) could and, we respectfully submit, should take a more affirmative role in resolving jurisdictional issues and in brokering disputes between the two agencies.  The members of the President’s Working Group, comprised of the Secretary of the Treasury (Chairman), the Chairman of the Board of Governors of the Federal Reserve System, and the Chairmen of both the SEC and the CFTC, are well-versed in the issues presented in such jurisdictional disputes.  If the SEC and CFTC, despite their best intentions, find themselves at an impasse, they could seek input from the other members of the President’s Working Group to resolve the issues promptly.  Prompt resolution of jurisdictional disputes is extremely important in order to be able to bring new products to market quickly so that the U.S. capital markets can maintain their global competitiveness.    

Even assuming that these overarching steps are taken, the current regulatory system is failing to foster U.S. competitiveness in stocks, futures and security option products in several ways.  Our major areas of concern today are the new product approval process and lack of legal certainty, jurisdictional issues and dual clearing agency regulation, and portfolio margining.

The Coalition believes that steps can, and must, be taken in each of these areas, either by Congress or by the affected agency, that will improve the regulatory system governing stock, futures, and security options and keep our markets competitive in the global arena.  

New Products
The bifurcated regulatory system presents significant hurdles that must be overcome in connection with the new product approval process.  When questions arise as to whether a particular new product is more properly a security or a future, the result can be an interminable delay in bringing that product to market while the two agencies try to decide who has jurisdiction over the product.  As a result, a comparable product may begin trading overseas, while U.S. agencies are still attempting to resolve the jurisdictional issue.

Two recent examples are illustrative.  The first involves options on exchange-traded funds (“ETFs”) that invest in and hold gold.  These ETFs are securities and were approved for listing by the SEC on the New York Stock Exchange and the American Stock Exchange in October 2004 and January 2005, respectively.  Seeking to meet customer demand for an option on the gold ETFs, and assuming that an option on SEC-approved gold ETFs also would be considered a security, in June 2005, the CBOE filed a proposal with the SEC to trade options on gold ETFs.  Though the gold ETFs have continued to trade as securities on securities exchanges, the related option proposal has not moved forward because the SEC and CFTC are still trying to agree, more than two years later, on which agency should regulate the product.
 

Another problem area has been the introduction of new credit derivative products.  Both the Chicago Mercantile Exchange and the CBOE began to trade credit default products this year, but not before it took the SEC and CFTC approximately nine months to determine how to allocate the jurisdiction of these products between the two agencies.  The compromise reached by the two agencies, however, still did not provide legal certainty as to the basis for the allocation.  Meanwhile, Eurex, a European Exchange, was able to introduce a competitive product overseas within weeks of announcing its intention to do so and before CBOE and CME could obtain the requisite approvals.  

There must be a means to ensure that proposed new products that raise jurisdictional issues may be introduced to the market more promptly and efficiently.  Possible solutions could include the adoption of a time limit related to new product approvals and/or having the other members of the President’s Working Group broker the jurisdictional issue in the case of an impasse after a certain amount of time.  There also could be a recognition by the two agencies of certain circumstances – such as where it is clear that the underlying instrument is either a security or a future or a commodity option – in which jurisdiction should not be in dispute.  For instance, if the SEC has already approved a new product as a security, and that security has been registered as such with the SEC, an option on that instrument should also be presumed to be a security, barring the opposite conclusion by the SEC after its review.  If this presumption would have been applied to options on gold ETFs, those option products likely would have been brought to market long ago for the benefit of U.S. investors (and others) who had made this ETF a very actively-traded product.

Jurisdictional Issues and Dual Clearing Agency Regulation

The options markets’ clearing agency, OCC, clears exchange-traded derivative products, and is registered with both the SEC and the CFTC. OCC clears securities options, under the jurisdiction of the SEC, security futures, jointly regulated by the SEC and CFTC, and futures, under the jurisdiction of the CFTC.  OCC is the only U.S. clearing organization with the ability to clear all of these products within a single clearing organization, and this provides the opportunity for greatly enhanced efficiency in the clearing process.  However, this potential efficiency is seriously diminished by the dual regulatory structure.

Because of this dual registration, OCC is subject to the jurisdiction of the CFTC, as well as that of the SEC, every time it introduces a new securities option product.  Although the CFTC operates under a self-certification process by which OCC could certify that a particular new product does not fall within the jurisdiction of the CEA, there are cases where there is genuine ambiguity as to where the jurisdictional line lies.  In such cases, OCC has felt compelled to ask for prior approval of both agencies in order to avoid the risk of litigation after trading has begun.  While this may be ultimately effective in limiting that risk, it can also lead to protracted discussions between the two agencies.  This process is time consuming and can lead to compromises that distort product development by forcing product design to be driven by jurisdictional considerations instead of economic ones.  The lengthy process by which credit default options were brought to the market is an example of how this process is broken.  And if no agreement can be reached at all, the exchanges and OCC are forced to either abandon the product—thus effectively allowing the CFTC a veto over a product proposed to be traded under the SEC’s jurisdiction—or to incur the delay and expense of seeking a judicial resolution of the dispute.
While the dual regulation of OCC may be inefficient, it does not create the jurisdictional conflicts which are inherent in a dual regulatory scheme that attempts to divide highly similar economic products between two regulatory agencies under two different statutes.  If that scheme is perpetuated, then, at the very least, we need a single decision-maker who can act as a tie-breaker to bring about prompt and inexpensive resolution of any jurisdictional question.  The courts are not an efficient vehicle for this purpose.  As previously noted, we believe that the President’s Working Group could provide a solution.


Portfolio Margining
Earlier this year, the  availability of portfolio margining was greatly enhanced for securities customers, including those who trade security futures, through expansion of an existing portfolio margin pilot program approved by the SEC.
  This expanded pilot includes equity options, security futures and individual stocks as instruments eligible for portfolio margining. The pilot enhances U.S. competitiveness by bringing the benefits of risk-based margining employed in the futures markets, and in most non-U.S. securities markets, to U.S. securities customers.   The exchange rules approving this pilot also authorized the inclusion of related futures positions in securities customer portfolio margining accounts, often referred to as cross-margining.  The ability to margin all related instruments in one account would allow customers to fully realize the risk management potential of these instruments in a way that is operationally efficient.   However, legal impediments to putting those futures positions into a securities customer portfolio margining account exist and undercut significantly the ability of customers to fully realize the capital efficiency benefits of portfolio margining. 

As discussed below, two important changes must occur in order to permit investors to avail themselves of the full potential of portfolio margining.  First, Congress needs to amend the Securities Investor Protection Act of 1970’s (“SIPA”) current treatment of futures positions in a customer portfolio margining account.  Second, the CFTC must provide exemptive relief from the CEA’s requirements regarding segregation of customer funds.

SIPA is the law which governs the activities of the Securities Investor Protection Corporation (SIPC).  SIPC provides insurance to securities customers to protect them from losses caused by the insolvency of their broker-dealer.  SIPC insurance does not extend to futures positions, other than security futures.  Under SIPA, claims of securities customers take priority over claims of general creditors.  There is a possibility, under current law, that a portfolio margining customer will be treated as a general creditor with respect to the proceeds from such customer’s futures positions.  The possibility of uneven treatment substantially lessens the likelihood that customers would want to include related futures products in their portfolio margining securities accounts, and would disincent those customers from taking full advantage of the efficiencies created from hedging related positions in a single account.  Without a legislative solution, full realization of a state-of-the-art portfolio-based margining system for customers may never occur in this country.  We advocate a targeted amendment to SIPA that would extend SIPC insurance to futures positions held in a portfolio margining account under a program approved by the SEC.  A copy of our legislative proposal is attached.  We ask the Committee’s help in addressing this issue. 
Assuming that SIPC insurance coverage is extended to futures products held in a customer’s securities portfolio margining account, a second step is necessary to fully implement portfolio margining.  Currently, the securities industry and the futures industry are advocating differing approaches to the issue of portfolio margining.  Under the securities industry’s “one pot” approach, all securities and futures positions are maintained in a single portfolio margin securities account for purposes of maximizing the utility of margin collateral in the account.  Under the futures industry’s “two pot” approach, a futures account holds the futures positions and a securities account holds the securities positions for purposes of maintaining margin collateral.  The Coalition believes that the “one pot,” single account approach is the most efficient means of portfolio margining for customers and their brokers.
   In order for customers to use a single securities account for portfolio margining purposes, however, CFTC action is required.  Specifically, the CFTC will need to exempt futures products held in a securities portfolio margining account from the operation of Section 4d(a)(2) of the CEA.  This provision requires that all funds and property (including securities held as collateral) in a customer’s futures account must be segregated from all other funds and property, although it may be commingled with the property of other futures customers.  Consequently, it prohibits the carrying of futures products and related customer property in a portfolio margining account regulated as a securities account and commingled with property other than the segregated funds of other futures customers.  In order to facilitate cross-margining in securities accounts under the “one pot” approach, the CFTC would therefore need to promulgate a rule or issue an order exempting futures products in such accounts from the segregation requirements of CEA Section 4d(a)(2) to the extent necessary to permit them to be carried in a portfolio margin account and segregated pursuant to the SEC’s customer protection rule.  Once SIPC insurance is extended to futures positions held in a securities customer portfolio margining account, we intend to seek such an exemption from the CFTC.  

Highlighting the jurisdictional divide between the SEC and the CFTC, the two agencies continue to disagree on the most appropriate approach to implementing portfolio margining.  In mid-2006, there were plans to establish a working group to help the agencies come to a consensus on whether the “one pot” or “two pot” approach should be implemented, but that effort appears to have stalled.  Even without the input from this proposed industry working group, we strongly believe that the “one pot” approach is preferable and easier to implement.
  If the agencies are unable to agree on the steps necessary to fully implement portfolio margining at its most efficient “one pot” level as outlined above, Congress and/or the President’s Working Group should step in to help facilitate full cross margining to all securities products and their related futures.

Portfolio margining is another area where a lack of action here has placed U.S. markets at a competitive disadvantage to other markets that do not distinguish between securities and futures products.     

Conclusion

The U.S. Options Exchange Coalition believes that CFTC reauthorization provides an opportunity to bring needed change to the U.S regulatory landscape in order to promote the competitiveness of U.S. financial markets.   Until major structural changes are made, Congress, the CFTC and the SEC should make targeted, discrete changes to the ways in which new products are approved for trading in the markets, and provide the means by which customers can fully utilize the benefits of portfolio margining.  Taking these steps will help our markets remain the most competitive in the world.  

The Coalition, and I personally, stand ready to work with the Committee and its staff as it considers these important issues.
Thank you again for the opportunity to testify at this important hearing.  I would be happy to answer any questions that you may have.
�   See Futures Trading Act of 1982, Pub. L. No. 97-444, 96 Stat. 2294 (1983); Act of Oct. 13, 1982, Pub. L. No. 97-303, 96 Stat. 1409.
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�   It should be noted that recently, in connection with a private letter ruling, the Internal Revenue Service agreed that gold ETFs were securities, and were not simply an ownership interest in the underlying metal.  See Private Letter Ruling 200732036 (August 10, 2007).








�   See Exchange Act Release No. 34-54919  (Dec. 12, 2006), 71 FR 75781 (Dec. 18, 2006); File No. SR-CBOE-2006-14;  and Exchange Act Release No. 34-54918 (Dec. 12, 2006), 71 FR 75790 (Dec. 18, 2006); File No. SR-NYSE-2006-13.  The effective date for these rule changes was April 2, 2007.


�   The “two pot” approach has been used at the clearing level to permit hedging between positions in Government securities and repurchase agreements in Government securities and various interest rate futures or futures on Government securities, but these arrangements have been limited to proprietary positions of member firms of the clearing agencies, not customer accounts.  The “two pot” approach has never been developed for customer accounts at the firm, as opposed to clearing agency, level.   The primary reason for this is that significant legal and regulatory issues would need to be resolved in order to implement a “two pot” approach for customers.   See Letter from William H. Navin, Executive Vice President and General Counsel, OCC, to Ms. Nancy M. Morris, Secretary, Securities and Exchange Commission, re: Portfolio Margin and Cross-Margin Proposals: SR-NYSE-2006-13 and SR-CBOE-2006-14, dated May 19, 2006.


�   We note that, even though it has expressed support for a “two pot” approach to portfolio margining, the Chicago Mercantile Exchange also has acknowledged that “[t]he one pot approach generally provides the most optimal level of economic risk offsets....”  See Letter from Craig S. Donohue, President, Chicago Mercantile Exchange, to Mr. Jonathan G. Katz, Secretary, U.S. Securities and Exchange Commission, re: SR-CBOE-2006-14; SR-NYSE-2006-13; Portfolio Margining and Cross Margining, dated May 9, 2006.  











