July 16, 1993

The Honorable Donald W. Riegle, Jr.
Chairman

Ccommittee on Banking, Housing and
Urban Affairs

United States Senate

Washington, DC 20310

Dear Mr. Chalrman:

I am pleased to reply to your letters af July 1l4th and 15th
that reguested that I respond to written guestions in connection
with my confirmation that had been submitted by you, other members
of the Banking Committee and Senator Bumpers.

I have enclosed the responses to those guestions, and 1 have
alsc included responses to questions that had been posed to me
during the hearing on July 12th by you, Senator Bennett and Senator
Moseley—Braun.

Thank you very much for your consideration.

Respecizzg;; submitted,
WA

Arthur Levitt, Jr.

Enclasure




OUESTIONS FROM_CHAIRMAN DONALD W, RIEGLE, JR.

Q.1

Q.1.A

AlLA

Last year, the SEC staff issued Prolecting Investors: A Hall Century of
[nvestment Company Regulation, a major study of the regulation of mutual
funds. Wilh well over L trillion in assets, mutual [unds are an increastngly
important investment vehicle for American familics.

What changes if any, do you think should be made in the area of regulation of
mutual funds?

The Protecting Investors report contains a number of recommendations of the
Commission's Division of Investment Management that are intended to update
and improve investment company tegulation. The Comwission already has
implemented several recommendations through rulemaking. With one exception,
the Commission has yet to consider the Division’s legislative recommendations,
The one recommendation alceady approved by the Commission and forwarded
to Congress is designed 1o increase capifal participation in “private” investment
companies, consistent with investor protection, See 5. 479, 1034 Cong., Ist
Sess. (Mar. 2, 1993); The Small Business Incentive Act of 1993: Hearings Before
the Subcomm. on Securiries of the Senate Comm. on Banking, Housing, and
Urban Affairs, 103d Cong., Lst Sess. (Mar. 4, 1993,

The Division's legislative iniliatives span the gamut of issues affecting lhe
investment company industry. For example, to strengthen the independence of
investment cempany boards, the Division has suggesied that the percentage of
required independent directors should be changed from forty percent to 2
majority. To enable investors lo appreciate more readily the ¢osts associated
with fund investments, the Division has recommended the creation of a new
type of fund -- the unified fee investment company of "UFIC" — that would
have a single or unified fee covering all fund services and most expenses. Other
recommendations by the Division seek 1o facilitate bilateral investment company
access to United States and foreign markets and to require increased disclosure
to participants of qualified employee benefit plans who select their own
investments.

1 understand that reaction to these initiatives has been as varied as the proposals
themselves, with some recommendations enjoying widespread support, while
others have been met with varying degrees of opposition. In evaluating lhesc
recommendations, 1 intend to consider carefully comments from the industry,
investors, and other interested parties.
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Q.13

A 1B

Q.2.A

ALA

Banks arc wcreasingly selling mutual funds to their customers,  Arc bank
customers recciving the information they need to distinguish insured deposils
from untnsured secuntics products?

The fedoral securities laws require that a written prospectus precede or
accompany any sale of mutual fund shares, including furd shares sold by ar
through banks. The Commission's staff requires any mutual fund sold by or
through a bank to disclose prominently on the cover page of s prospectus Lhat
shares in the fund are not deposits or obligations of, or guaranteed or endorsed
by, the bank, and that the shares are not federally insured by the Federal Deposit
insurance Corporation, the Federal Reserve Board, or any other agency. This
disclosure is intended to alert bank customers to the fact that shares in a mutual
fund are not federally insured.

I would like to stress, however, that the Commission does not generally have
oversight or inspection authority over banks that sell mutual fund shares because
banks are expressiy excluded from the broker-dealer provisions of the Securities
Exchange Act of 1934. Moreover, because of this exclusion, the sales practices
rules and regulations of the seif-regulatory organizations do not apply to bank
sales of mutual fund shares. The self-regulalory organizations have taken steps
to ensure that broker-dealers selling mutual fund shares to customers using the
proceeds from maturing cerlificates of deposit inform those customers of the
uninsured status of mutual funds. While the Commission requires that a written
prospectus with the described disclosurc be delivered to purchasers of fund
shares, lhe Commission is pot in a position to knew whether bank salespersons
are adequatcly informing customers of the differences between mutual funds and
insured depesits.

Last year, in an October 13, 1992 response to Cracker Barrel Old Country Store
Inc., the SEC abruptly changed its pelicy regarding shareholder proposals. The
SEC said corporations can exclude from proxy ballots ail shareholder proposals
that deal with corporate employment praclices, n¢ matter what issues are raised,
Was this a proper limitation for the SEC to place on shareholders’ ability to
commmunicate with management?

Since the Commission is in litigation with respect o the Cracker Barrel letter,
I belicve it advisable that T not comment on the specific Commussion action.

Overall, T believe that shareholder proposals can provide an effective means by
which sharcholders communicate with management and the board of directors,
as well as each other, on important company policy 1S§ues.

This process, however, must be balanced with (he basic precept that the executive
officers and board of directors are responsible for managmg the company.
Sharcholder proposals should not be a mechanism by which sharcholders attempt
10 micromanage the company.
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Q2B

A2B

Q.3.A

AdA

[asl year, in an October 13, 1992 response 1o Cracker Barrel O1d Country Store
inc.. the SEC abruptly changed its policy regarding shareholder proposals. The
S1C said corporations can exclude from proxy ballots all shareholder proposals
that deal with corporate employment practices, no matter what issues are raised.
Wwould it be better to allow more dialogue between corporale owners and
managers, ralher than just encouraging sharcholders to "vote wilh their feet?"

I helicve the shareholder proposal process is an appropriate means for
shareholders 1o communicate with management and the board of directors, as well
as each other, on important company policy 1ssues.

Care must be taken, however, thal the process operate in a manner that does
not result in inordinately iengthy, incomprehensible, confusing proxy statements
that defeat the disclosure goals of informed shareholder voting intended by the
Commission’s proxy rules.

With the elimination of controls on the flow of capital and the deveiopment of
lechnology, the world may soon be one large financial market, Already more
than 500 foreign stocks are raded on U.S. exchanges, while U.S. stocks are alse
iraded off-shore. How do we strike the balance between regutation that protects
investors and regulation that drives activitics offshore?

Under my leadership, the Commission will remain commiited ta seeking ways
to increase the efficiency and lower the costs of raising capital, for bath U.S5.
and foreign issuers. As reflected in the $955 billion of securities offerings I
the 1.8, capital marke! in 1992 the U.S. capital market is the precminent market
around the globe. To maintain that competitive position, we must analyze our
regulatory requircments to determine which regulations, and the concomitant
costs, are unnecessary to protect investors and [he infegrity and stability of our
markets. At the same time, however, we must assure that we do not jeopardize
the foundation of cur market’s enduring strength and resilience -- the confidence
of the investing public in the integrity and fairness of the markel.




Q.3.B

AdR

Q.3.C

AdC

How do we prevent a weakening of securilics regulation by competition in laxity
between exchanges in different countries?

As | testified in my confirmalton hearing, openness, integnty, fair dealing and
full disclosure are (he bedrocks of the continuing vitality and strength of the
1J.S. market. The best way to prevent a race to laxity among markets is for
the United States (o maintain that tradition, as it continues to seek ways 1o further
enhance lhe competitiveness of its financial markets. ‘The preeminence of cur
markets will enable us to lead by example and through cooperation with other
nations.

Is there encugh cooperation among securities and futures regulators around the
world?

There is good cooperation among securities and futures regulators on 2 global
basis, and the level of this cooperation conlinues to improve. In the multilateral
comtext, the International Organization of Securities Commissions ("TOSCO") now
has over 100 members, including both securities and futares regulators. The
Technical Commiltee of IOSCO has studied and approved a variety of
recommendations, including a set of principles for the negotiations and
implementation of Memoranda of Understanding ("MOUSs") for the sharing of
information. n a bilateral basis, the SEC has entered into MOUs and less
formal agreements with 15 countries, and our foreign counter-parts have also
entered into MOUs with each other. The CFTC has subsequently enterad into
similar agreements with many of these countries. The increasing use of these
agreements has enhanced regulators’ confidence that domestic market integnty
can be preserved as internationalization continues, and it facilitates regulators
ability lo administer applicable laws and regulation in a flexible manner in
response to issues raised by intemationalization, such as Jisting standards.  As
Chairman of the SEC, 1 will work to continue to facilitate cooperation among all
regulators of financial markels.




QUESTION_FROM CHAIRMAN DONALD W. RIEGLE, IR

Q.4

Q.4.A

AdA

{J4.B

A.4.B

‘The United Stales gives foreign banks and securitics irms e same competitive
gpporiunitics in our financial markets as domestic firms cnjoy. Some countrics,
however, do not always provide such "national treatment.”  [lor cxample, the
Japanese Government recently proposed regulations oo derivatives activities that
appear designed to handicap market advances being made by U.S, firms in Japan.
Al hit own confirmation hearing Secrelary of the Treasury Bentsen voiced
concerns about certain foreign countries that take advantage of our open financial
markets, yet do nol give us a fair opportunity o compete on theirs. He slated

" the touchstone of our trade policy, including international negotiations on
financial services, is thal we musl demand reciprocity.”

Do you agree with Secretary Bentsen on this point?

I believe that the U.S. povernment should continue to develop approaches 1o
ensure that U.S. financial service providers can obtain access to foreign markets.
To this end, the SEC recently participated with the U.S. Treasury Department
in negotiations in Tokyo with the Japanese Ministry of Finance to discuss
regulalion of derivatives.  Those talks were successful and lead te the
development of a framework to ensure, among other things, that regulaticn of
equily derivatives markets in Japan be applied on a non-discriminaiory basis. We
plan to continue to provide technical assistance to the U.S. Treasury Department
and the U.S. Trade Representalive in this and other contexts, such as the General
Agreement on Tariffs and Trade and the North American Free Trade Agreement,
to increase opportunities for U.S. financial service providers abroad.

Do you think our negotiating position on behalf of U.S. firms would be improved
f we enacted the Fair Trade in Financial Services Act, a bill passed by the
Senate several times, under which 11,8, authorities could deny applications from
firms whose home countries discriminate against U.§. firms?

[ am commitled 10 using every device available 10 resolve issues imvolving fawr
wrade in financial services. I believe that we can successfully negoliate
agreements with our foreign counter-parts lo open foreign securities markets {0
10.5. financial service providers. On the other hand, if sanctions were available,
we would of course have to consider Lhe risk that there could be retalialion
against U.S. firms, many of whom have exlenstve business overseas. Thisisa
very difficult issue to balance, and I am not curreatly in a position to determine
whether such sanctions would cffectively contribute to our nepoliation strategy.




QUESTIONS FROM CHAIRMAN DONALD W, RIEGLE, IR,

(.3

A5

Last year, the SEC took steps 1o reduce the cost of scouritics faw compliance
for smaller companies, including increasing the amount of stack thal can be
offered without registration and creating simpler forms. s there more that can
be done in fhis arca?

Yes. An imporiant contnbution to enhancing this effort would be the enactment
of the Small Business Incentive Act which you co-sponsor. If enacted, this
legislation, among other things, would raise from $5 1o 310 miliion the
Commission’s authonity to exempt small offerings from registration,

Last year, the Commission as part of its Small Business Iminative, increased the
size of small offerings exempt under Regulation A from $1.5 million 10 $5
million {the maximum amount that could be exempted under current Commission
authority) and streamlined the disclosure and procedures required for such
offerings. Since adoplion of these revisions to Regulation A last August, the
dollar amount of secunties filed for offerings pursvant to the Regulation has
quintupled from $35.9 million to $186.7 million in the comparable period. The
increased excmptive authority provided by the Small Business Incentive Act
would permit the Commission to expand the utility of Regulation A for small
businesses.

Small businesses using the simplificd registration forms adopted as part of the
Commission’s Small Business Initiative have filed registration statements for
offerings of $2 billion as compared with $808 million in the same pericd.

Just this spring, the Commission further simplified the registration and reporting
requirements for small businesses transitioning into the public markets,

As I testified before the Committeg, [ am committed to further streamlining the
capital raising process and reducing compliance costs for smail entreprencurial
businesses consistent with the protection of investors. These emerging businesses
have proved o be the engine of economic growth.



QUESTIONS FROM CHAIRMAN DONALD W, RIEGLE, JR.

Q.6

0.6.A

ABA

Q.6.B.

A.0.B

According to press reports, the SEC is conducting an inquiry of industry practices
in the municipal bond underwriting area. Municipal secunties are currently less
repuiated than corporate stocks and bonds.

[s more regulation of the municipal securities market needed?

Presently, the Commission’s Division of Enforcement is reviewing the praclices
of a number of brokers and deaters with respect to political contributions. The
Division of Enforcement has asked a number of municipal broker-dealers that
engage in sipnificant municipal securities underwriting activities voluntarily to
provide information on their political contributions. Until the ongoing inquiry
establishes the nature and extent of these practices, I do not think [ should draw
any cenclusions concerning whether municipal underwriters are engaged in
practices that violate the securities laws, or whether there is a need to regulate
further underwriter political contributions and other potential influence-seeking
activities implicated by such activities.

Should investors in municipal securitics receive addihonal disclosure?

I believe that issuer disclosure regarding securities is essential to the efficient
operation of the securities markets and the informed investment choices of
INVEStors.

The Commission has long been concerned with improving disclosure in the
municipal securiies markets, and has pericdically reviewed the status of the
regulation of municipal sccurities under the federal securities laws in light of
innovations in the municipal sccurities markets, and the changing needs of
investors. As part of its Tesponses o an inquiry by Representatives John Dingeli
and Edward Markey, the Commission is presently reviewing many aspects of the
federal repulatery scheme for municipal securities, including disclosure in both
the pnimary and secondary markets.

While I believe in the importance of disclosure in the municipal markets, 1 also
recognize the unique nmalure of this market and the critical role played by
municipal issuers in financing much of the nation’s infrastructure. Therefore 1
believe the queslion of whether and how municipal disclosure should be enhanced
deserves careful consideration, and [ would like the benefit of the Commission’s
study in reaching a conclusion on lhis issue.



QUESTIONS FROM CHAIRMAN DONALD W, RIEGLE, JR,

.7

0.7.4

AT A

The SEC is charged with administering the Public Ulllity Holding Company
Act, which is desipned to protect utility holding company investors and
CONSUIMCTrL.

Has the SEC been devating sufficient resources to enforcement of the Publc
Utility Holding Company Acl?

The Acl directs the Commission to administer the statute to protect the interests
of consumers and investors, as well as the general public interest in a sound
electric and gas utility indusiry. I belicve the Commission has lived up to its
mandate under PUHCA and will make every cffort to continue to do so.

Fundamental changes are occurring in the electric and gas utility industry, The
Energy Policy Act of 1992, for example, greatly increased the extent to which
holding companies may engage in activities that were severely restricted under
prior law. The slatue also gave the Cemmission primary responsibility to protect
the consumecrs of registered systems against any adverse effects of the new
ventures. | am advised that the Commission, as a consequence, i§ seeking
additional appropriations to expand its audit capabilities and to ensure effective
administration of the Act. 1 understand that in its 1993 and 1996 budgel regucst,
the Commission is seeking addilional saff of § and 10 persons, respectively, for
the Office of Public Utility Regulation, to help it fulfill ats 1nvestor and consumer
protection responsibilities.



QUESTIONS

FROM CHAIRMAN DONALD W, RICGLE, IR.

Q.7.R

ATB

Q.7.C
A.7.C

last year, the District of Columbia Circuit ruled in Dhio Power v. FERC thal
the Federat Energy Regulatory Commission may not disallow costs Ihal have
been approved by the S1:C.

Does (his decision raise a possibility that utility consumers may bear unfair
costs?

[ am aware of concern that the decision will entail higher rates for retal
customers. The immediate impact of the case in Ohio is to allow Ohio Power
1o continue 1o pass on certain coal costs to consumers. [ understand, however,
that the municipal wholesale electric customers of Ohio Power have asked the
Commission to investigate, among other things, the pricing of the coal that Ohio
Power purchases from its subsidiary. The staff of the Commission is currently
reviewing the municipalities’ allegations.

With respect to the broader implications of {Ohio Power on utilily consumers, 1
believe the Commission can accomplish the sometimes difficuit task of protecting
the interests of both consumers and investors. PUHCA is intended, among other
things, o promote effective local regulation. Recent developments in the industry
and the law have led the Commiission to intensify its efforts to work in
consultation with state and local regulators. I understand that the Commission
has stated that it will do everything within its power to minimize the impact of
the Ohio Power decisions on ratemaking, and I fully support that position,

[s a legislative response apprepriate? If so, what form should 1t take?

I understand that the Commission has suggested that the Qhio Power decision
may have limited precedential significance. The malter arose in special
cireumstances which are unlikely to recur. Before [ take a position on the need
for 2 legislative response, I will consult with my fellow Commisstoners, the staff
of the Commission and the Federal Enerpy Regulatory Commission.



OUESTIONS FROM CHAIRMAN DONALD W. RIEGLE, JR.

.3.A

AR A

Q.8.B

ABB

On June 17, SEC Director of Enforcement William MclLucas testified that
“nrivate actions under 10(b) of the Securities Exchange Act of 1934 serve as
the primary vehicle for compensating defrauded investors. Private actions also
provide additional deterrence against securities law violations. "

Do you agree with this statement?

1 agree with both observations made by Mr. McLucas. Although the Commission
routinely seeks orders of disgorgement in its enforcement actions, these orders
are limited to the amount of profits made by the wrongdoer. The amount of
investor losses stemming from the same conduct may be far greater, however,
depending on the type of fraud or the transactions involved. For that reason,
private suits that successfully prove fraud are the principal means through which
investors receive compensation for their losses.

It is also true that, given Lhe limitations on its resources, the Commission i$ not
able to investigate every potential violation of the securities laws. Private actions
augment the Comraission’s own efforts and thereby provide additional deterrence
against vielations.

As I stated at my confirmation hearing, however, T am deeply mindful of the
costs imposed by private securities litigation and its impact on capital formaticn,
particularly for small businesses. In fact, I have experienced the pain and cost
of strike suits and frivolous litigation. I believe that current institutions may
already have the tools o address part of this problem. For instance, judges,
perhaps, could play a greater role in dismissing spurious litigatiom.

I intend to closely examine this issue and would be pleased to work with you
and your colleagues in the Senate.

Mr. McLucas further testified that changes to jomt and several liability and
standards for aiding and abetting liability “could make i impossible for defranded
investors who prevail at trial to recover full compensation fox their losses. "

Do you share this concern?

I share the concern that some of the suggested changes could make.it impossibic
for defrauded investors to obtain full recovery of their losses. Under the current
system, each culpable defendant in a fraud action is responsible for the entire
amount of damages if other defendants are unable to pay their share. If joint and
several liability were abandoned in favor of proportionate liability, investors (as
opposed to other defendants) would bear the risk that one or more parties to the
fraud would become bankrupt by the time the case is decided.



OUESTIONS FROM CHAIRMAN DONALD W, RIEGLE, JR. {A.8.B Continued)]

Q.8.C

A8.C

Q.9.

AS.

With respect to aiding and abetting liability, I understand that certain proposais
would limit such liability to parties who act with deliberate intent to defraud for
their own personal benefit, excluding ordinary compensation for services
provided. If so, such a rule would essentially Limit aiding and abetting liability
lo those circumstances where a defendant receives a bribe. I expect that few
cases involving professional advisors would meet this test.

On several occasions the SEC has stated that the current statute of limitations
for private securities fraud actions is too shert, and has urged Congress to enact
a skatute of limitations allowing cases to be brought within two years after a
discovery of the violation, up to five years after the violation occurred.

Do you agree that the statuie of limitadons for private securities fraud actions
should be lengthened?

I agree that a two-year / five-year statute of limitations would give defrauded
investors a more reasonable time to seek compensation for their losses, and that
it would not necessarily encourage the litigation of stale claims. The current
statute of limitations prevents meritorious cases from being filed after three years.
Securities fraud is inherently complex, and a carefully concealed fraud may not
be discovered for a number of years. Iunderstand that the Commission itself has
noted that a significant number of its own fraud cases, including the case against
Direxel Burnham Lambert, were brovght more than three years after the violations
occumed, It is even more difficult for private investors, whe do not have the
respurces available to the Commission to uncover securities fraud, to meet a
three-year standard.

Regulation of securities is shared between the SEC at the Federal level and the
various state securities regulators.

Would greater coordination between the SEC and the state securities reguiators
promote efficient regulation?

Do you have any plans to promotc such coordination?

[ believe that coordination between the SEC and the state securilies regulators
is important to improve the effectiveness of the federal/state regulatory system,
and to reduce the burden of multiple registration requirements on broker-dealers
and investment advisers. The Commission is working closely with the NASD and
the states 1o improve uniformity in registration teguirements, promote the use of
uniform forms, and to enhance the Central Registration Depository operated by
the National Association of Securities Dealers, Inc., ("NASD") 10 increase its
effecliveness.

The Commission staff has worked very ¢losely over the last year with the Narth
American Securities Administrators Association ("NASAA”"), the NASD and the
New York Stock Exchange with regard 1o planning 2 coordinated federal, statc
and SRO examinatior sweep to test for broker-dealer compliance with the new
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Penny Stock Rules. This cxamination sweep, which began on Monday, I uly 12,
1993, is the largest ccordinated regulatory preject cver undertaken by the
Commission. In this regard, 40 state securities commissions, 12 NASD District
Offices, the Commission’s nine Regional Offices and the New York Stock
Exchange ail will be conducting broker-dealer examinations as part of this
project.

I believe that the cooperation between the SEC, states and SROs on this and
other Tegulatory projects, such as the 1950 examination sweep with the State of
Flarida and the NASD to test for broker-dealer compliance with Exchange Act
Rule 15¢2-6 (the "Cold-Call® Rule} is an excellent example of how well
coordination with state securities officials can work.

These joint SEC-State regulatory projects also improve communication and
understanding between the SEC and the states and maximize the use of limited
regulatory resources.



OUESTION FROM CHAIRMAN DONALD W, RIEGLE, JR. (SIPC)

Q.10

A1D

whal is the current condition of the Sceuritics Investor Protection Corporation?
Please describe how it is funded and how it is structured.

The Securities Investor Protection Corporation {("SIPC™} is funded by assessments
on its members and the interest camed on the investment of that assessment
revenue in Uniled Siates government sccurities. Based on the latest available
information, the SIPC fund appears to be well capitalized in comparison with any
reasonably foresceable broker-dealer failures. As of Tune 30, 1993, the S1PC
fund totalled approximately $754.2 million in cash and U.S. government
securities. This is the highest level since SIPC's inception in 1970, Further, in
late 1991, SIPC, with Commission approval, adopted a bylaw that will enable the
SIPC fund 10 reach $1 billion in early 1997, in addition, SIPC has access to a
£1 billion line of credit established by SIPC with a consortium of banks. This
line of credit has never been drawn upon. Furthermore, SIPC has the statutory
authority 10 borrow up to $1 billion from the United States Treasury Department
(hrough the Commission. No borrewing has ever been made from the Treasory
under this authority. A 1990 study, commissioned by SIPC, concludes that SIPC
has sufficient resources and liquidity to handle multiple hroker-dealer failures,
including the hopefully unlikely event of a farge broker-dealer failure.

The adequacy of the SIPC fund 1s directly related to the regulatory environment
of the sccurities industry. A recently completed report of the United States
General Accounting Office ("GAQ"), entitled, Sccurities Investor Protection
Corporation: The Regulatory Framework Has Minimized SIPC's Losses, states
that "[t]he regulatory framework has successfully limited the number and size of
SIPC liquidations.™ 1/ The operation of the Commission’s net capital and
customer protection rules, the examination and oversight mechanism of the
Commission and self-repulatory organizations, and annual auditing by independent
public accountants have permitted the Commission and the self-regulatory
orpanizations successfully to wind down broker-dealers, including large firms
cuch as Drexel Bumham Lambert Inc. and Thomson McKinnon Securities, Inc.
without the need for SIPC intervention, No taxpayer funds have ever been used
1o support the SIPC program.

In conclusion, because of the strong regulatory regime applicable to broker-
dealers, the strong capital position of broker-dealers, SIPC’s historical experience
in liquidating broker-dealers, and the Commission’s experience in winding down
large broker-dealers without the need for SIPC inlervention, it appears that the
cutrent resources of SIPC are adequate to handie any reasonably foresecable
brokerage [ailurcs. At the same hime, however, I, of course, believe that the
adequacy of these safeguards requircs vigorous ongaing oversight by the
Commission.

1/

That report also states that "GAO beticves that SIPC officials have acted responsibly in
adopling a financial plan that would increase fimd reserves to 31 billion by 1997 and
that the SIPC "board's stratcgy represents a responsible approach w anticipaling funding
domands that may he placed an S1PC 10 the lulure.”
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0.1.A

A LA

Q.1.B

A 1B

Section 28(e) of the Securities Exchange Act of 1934 permits investment
managers to pay a higher than average rate of commission for brokerage and
sesearch services if the manager determines in good faith that the commission
15 "reasonable.”

Do you think this provision creates a conflict of interest between the investment
manager and the client?

Section 28(e) permils an investment manager (o cause 4 client to pay higher
brokerage commissions than it might otherwise pay in order to obtain research
services {(even if that research may not benefit that particular client), if the
investment manager determines in good faith that the commissions are reasonable
in relation to the value of the brokerage and research services provided. Even
if the research services benefit the client, the money manager would be relieved
of the obligation to produce the research itself or purchase it with its own money.
Thus, there is a potential conflict between the client’s interest in chlaining the
lowest possible brokerage costs and best possible execution, and the manager's
interest in obtaining research paid for by the client’s commission dollars.

Should the Commission require that these “payments” be disclosed to the
client?

The Commission currently Tequires non-guantiative disclosure by registered
investment advisers abeut advisers' brokerage practices and the conflicts that
arise from soft dollar payments. These disclosures are required to be in the
adviser's brochure which must be delivered o prospective clients. 1 am aware
that there are proposals to require investment advisers to report pericdically to
their clients the actual amount of brokerage commissions allocated for research
and the value of the research obtained. While T have not fully analyzed this
issue, I believe additional disclosure of this type should be carefully considerad.



OUESTIONS FROM SENATOR ALFONSE M. D'AMATO

2.1.C

A1.C

ALD

Il is pot uncommon for institutional investors, such as pension funds, to hive a
consuliant to recommend investment managers. Further, the consultants often
have some 1ype of compensation arrangement with certain invesiment managers
for directing clicnis to lhe managers.

Do you think this practice also creates a conflict of interest between the
consultant and the chent?

‘This praclice creates a potential conflict of interest because there is an incentive
for the consultant to make recommendations based upon the compensation
received from the investment managers rather than the interests of his or her
client, the inslitutional investor.

Should the Commission require that this practice and the “payments” be disclosed
to the client?

Although consultants registered under the Investment Advisers Aci of 1940 are
currently required te disclose all conflicts of interest with their clients, inciuding
any payments from investment managers, [ believe that, given the growing
importance of pension funds as investors in the market, the activilies of pension
fund consultants deserve additional review to see if further disclosure or other
regulation is warranted.



QUESTIONS FROM SENATOR ALFONSE M, D'AMATO

().2

A2

In recent testimony belore the Subcommitice on Telecom mumications and FFinance,
the General Accounting (Otfice recommended that the SEC monitor the effects of
markel tragmentation on investors and U.S, securihics markets. The GAQ also
recommended that the SEC consider whether an order exposure rule 1s needed.
What is your opinion of these recommendations by GAQ? Do you ¢xpect to
follow any of these recommendations? If 50, how? If not, please explain why
not.

1 understand that the Commission is preparing a response lelter to the GAQ
testimeny. [n addition, the Division of Market Regulation’s (" Division") Market
2000 Study is considering market fragmentation and related issues such as order
exposure. 1 will make sure that the Division carefully considers these issues n
the context of the Market 2000 Study.

I have been informed by the Commission staff that, in connection with their
study, they have been collecting information on the extent and impact of marker
fragmentation. In addition, I understand that the Division receives a constant
strcam of information that, taken as a whole, enables it to assess the effects ol
fragmentation on the cquity markets. While empiricat data on trading pnces and
the spread between bid and ask prices would be useful, it only would add one
more picce of information to the process without necessarily becoming the
determining factor. Moreover, even will empirical data, the effects of market
fragmentation are not easily quantifiable, and the 1ssues ansing in connection with
it cannot be solved solely on an empircal Dasis.  Nevertheless, the
recommendation has merir, and I will ask the Division to consider how Dbest to
Incorporate it into its program.

The GAC noted in its testimony that the Commuission twice proposed an order
exposure rule in 1982, When the Commission 1ssucd these proposals, it did not
rcach any conclusions regarding the advisability of an order exposure rufe. In
response to Lhe initial proposal, the commentators were divided on whether such
a rule was needed.

Several commentators have suggested, in response to some of the issues raised
in the Market 2000 Study, that the Commission reconsider proposing an croer
exposure rule. GAO has recommended that the Commission consider whether
<uch a rule is needed. 1 will make sure Lhat the Division considers the need for
an order cxposure rule as part of the Market 2000 study. Because such a rule
should be considered in conjunction with other potential regulatory initiatives to
be discussed in ihe Markel 2000 study, it would be premature for me to express
an opinion wilh respect to the advisability of such a rule al this juncture.
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Apparenily some dealers pay brokers for dirccting customer orders to Lhat dealer.
What is your opinion of this practice? Do you think this praclice results in a
higher cost of the transaction to the customer? If so, should this practice be
peratitted to continue?  Should the Commission require ihat ithis practice be
disclosed 1o the customer?

[ think it is appropriale for the Commission to address payment for order flow
practices. The practice of payment for order flow raises many concerns that
are currently being reviewed by the Commission. The various critics of this
practice sugges! diverse remedics, including enhancing disclosure of the practice,
requiring brokers and dealers receiving payments for ordet flow to pass those
payments through to their customers and banning the practice outnght. Thosec
wilh a more favorable view of the practice, suggest that payment is one of many
types of inducements for order flow, and cannot be evaiuated independently of
those prachices.

Proponents of payment for order flow suggest that the competition facilitated
by payment for order flow ultimately yields the best execution for the customer.
They arguc that these practices allow wholesale dealers (o compete with
exchanges and vertically integrated firms and that this competition has resulted
in a reduction of exccution costs in all markets and the use of more efficient
order routing and trade execution sysiems. Opponents of paymenl for order flow,
however, contend that the practice may reduce market maker quote compeliiion
for orders. ‘They argue thal to the extent that a market maker receives order flow
regardless of the competitivencss of its quote, the markel maker has less need to
seek order flow through competitive quoles. The theorctical result could well be
a widening of spreads, thus reducing the pricing efficiency of the market and
raising costs of lrades for Lthose securilies.

The Division of Market Repulation is cuirently addressing the practice of
payment for order flow in its Market 2000 Report. After careful review of the
many issues raised by the various commentators, the Division will recommend
2 course of action (O the Commission. I will ensure that this issve is fully
considered by the Commission. Al the very least, however, 1 believe a strong
case can be made for providing enhanced disclosure of these practices. In
acdition, [ recognize that some believe disclosure alone is an adequate response,
1 will consider these issues in the context of the Market 2000 study.
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‘Ihere has besn much discussion about the SEC perntting world class foreign
issuers to list on U.S. exchanges with different disclosure standards than U.5.
companies. What is your opinion of the proposal of the New York Stock
Fixchange to modily disclosure requirements for world class foreign SECUTILIES
traded on U.S. exchanges?

The preeminence of the U.S. securitics market and financial services indusiry 5
a nationa! assct that annually provides hundreds of billions of dollars to finance
businesses, bolh damestic and foreign. As 1 lestified before the Commiltee, I
believe the enduring strength and vitality of the U.S. public capital market is
based on the principles of openness, intcgrity, fair dealing and full disclosure that
have governed the American capital market for the last 60 years. As a result,
the 11.§. capital market is the deepest, most liguid and most efficient market n
the world, with by far the greatest level of individual investor parlicipation.

The strength of the U.S. market is recognized around the world. In the last two
and half years, 220 foreign companies from 28 countries have registered $79.9
billion of public offerings with the Commission. Indeed, while other major
public markets have shown little growth, and in 2 number of ¢cases deciine, in
forcipn listings over the Jast two years, 174 foreign companies from 27 countries
have entered the U1.S. public market for the first time, bringing lhe current
number of foreign companies reporting to the SEC to 331,

[ agree that we must not only maintain, but enhance, the compelitiveness of the
0.S. financial markets. Iam cormmitted to doing so by enhancing the efficiency
and lowering the costs of capital rising for all issuers, Amencan as well asg
foreign, consistent with investor proteclion.

I have reservations about a proposal to waive basic disciosure and financial
statement requitements for certain foreipn companies and accepl mstead home
country disclosures or financial statements without regard to the adequacy of the
infarmation that would be provided to American investors. American investors
would be prejudiced where such a waiver resulted in the non-disclosure of
material information. OF equa! concemn is the prejudice 1o American Companies
sceking to raise capilal in their home market if foreign issuers were excused from
the substantially greater disclosure, accounting and auditing requirements
applicable o domestic companies.
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I'roponcnts of the NYSIE's proposal argue thal UJ.S. investors can trade foreign
securities now in the “pink sheet” markel and that investors would be better
scrved by having these foreign securitics traded in a more regulated, more
wansparcnl markets.  Would U.S. investors in foreign securilics be butter
protected if the SEC adopted the NYSE proposal? Does the NYSE proposal
Tesult in less disclosure to investors ot just different disclosure?

As noted in the answer to the foregoing question, I believe a broad waiver of
disclosure requircments for a class of foreign issuers without regard W the
disclosure, accounting and auditing standards otherwise applicable, raises
substantial investor protection concerns including dangers of non-disclosure of
inaterial information.

As you note, foreign issuers like domeslic issuers, can choose to siay out of the
U.S. public matkets (the national exchanges and NASDAQ) while their secunties
are traded in the pink shest market, without having to register their securities
with the SEC and file reports with the Commission. I believe that the balance
struck by Congress and the SEC in the federal securities laws is the right one.
Aceess to the national securities markets - through listing on the exchanges or
NASDAQ, or through a public offenng - is open o any issuer, domeslic or
foreign, larpe or small, that is willing lo assume the responsibility of [lull
disclosure mandated by the federal secunties laws. Investors in the U.5, public
markets are assured that those issuers will be required o provide ull disclosure
subject to Commission oversight. Companies that do not wish to ke on the
responsibility of full disclosure forego the benefits of full access to the breadih
and liguidity of the 10.8. public capital market.



QULSTIONS FROM SENATOR ALFONSE M. IXAMATO

Q.5

ALS

There has boen growing conecrn about market risk associated with denvative
products trading and whother there 13 a need for additional regulation.  One
supgestion has been to climinate risk through a "netting” arrangement such as
a collateralized swaps clearing house. Do you think there is adequate regulation
of derivatives product trading? If not, what mote should be done? Da you think
a clearing house for swaps would be an efleclive means of minimizing market
risk? Is il a practical approach to minimizing risk in dervatives trading? What
would you recommend?

The over-the-counter derivatives market has grown 1o a significant size (eslimated
al close to $5 trillion in notional amount), The participants in this market insist
that the actual risks in the market are far smaller than the total notional ameunt,
and thal lhey have devcloped eifective credit controls 10 manage these nOsks.
Nevertheless, the market has grown dramatically and perhaps is not fully
understood by the top management of many of the institutions using the products.

There are several sludies on derivatives underway by government agencies, the
General Accounting Office, and Group of Thirty that will be issued in the next
few months. | will be very interested in the results of these studies and their
analysis of whether a different regulatory approach is needed. In addition, the
Commission recently issued a concept release on the net capital treatment of
derivatives, and the responses to the release should be helpful in structuring the
Commission's program for these products.

It has been argued that a clearing house, subject to appropnate regulatory
oversight, could promote efficiency and reduce systemic nisk to the benehit of
all market participants if it is structured with appropnate legal, credit and
operational controls. At the same time, however, others have argued that a
clearing house is unnecessary at this time because individual firms have Lhe
best incentive to monitor the credit worthiness of their counter parties. [n
balancing these issues, I look forward to the various forthcoming studies to help
assess these arguments.

In addition, recent amendments to the Bankruptcy Cede and revisions o the
Federal Deposit Insurance Corporalion Improvement Act of 1991 {"FDICLA"}
have helped to validate netting conlracts among financial institutions and provide
certainty that netting conlracts will be enforced in the cvent of the insclvency of
one of the parties (o the contract. [n addition, the Federal Reserve Board has
recently proposed rules that would expand the category of entities that are
considered financial institutions under FDICIA.

[ believe that, while some further improvemenis always are possible, there are
adequate regulatory safeguards currently in place for exchange-traded derivatives
such as options and futures. 1am less certain of the need for further safeguards
for the growing market for uver-the-counter {"OTC") derivatives. As you know,
this is a subject arca of great concern not only to the Commission, but 1o cther
regulators both nationally and internationally. | believe that Lhere 15 & consensus
among regulakors that, while the potential systenic effecis from these products
cannt be tgnored, responsible regulaters should make every clfort o better
understand the actnal size and dynamics of this market, and hkely systemic risks
(romt these products, before praposing any additional repulatory imteatives n s
IR
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Afthough hard statistical information in this arca i3 cxtremely limiled, it appears
that the OTC derivatives market has become extremely Jarge and is continuing
1o grow rapidly, heightening concemns that major disruptions in this OTC
‘nstitutional market have at least the potential to “flow back™ to disrupt trading
in markets in U.S. equitics and equity derivaiives. Al the same tlime, much of
this OTC business is conducted by firms in entitics outside of their regislered
hroker-dealers, and, therefore, outside of the Commission’s oversighi.

In this regard, the Commission recently issued a concept release which was
designed (0 address the nature of the existing regulatory structure as it applies
lo derivative products under the Commission’s broker-dealer nei capital rule.

Under the net capital rule, which appiies to all broker-dealers registered with
the Commission, broker-dealers are required 10 maintain certain amounts of
liquid assets, or net capital, based on the amount and type of business the firm
transacts. The net capital rule currently assesses sigmificant charges for
transactions in OTC derivative instruments.

Among other reasons, this stringent treatment has been a factor in decisions by
holding companies to engage in certain denvative products which they do not
consider dealer securities activities (g.g., inferest rate swaps) in entities other than
in a broker-dealer registered with the Commission. The Commission has access
to information conceming the activities of material broker-dealer affiliates that
conduct activities in derivative products through the Comrnission's risk assessment
recordkecping and reporting rules, which were adopted pursuant ta the Market
Raform Act of 1990, ‘Thus, we believe the approach 1aken in the net capital rule,
augmented by the risk assessment program, presently provides an adequate system
of regulating broker-dealer activities in derivative products.

In order to further explore the regulatory issues regarding derivative products,
the concept release identified 1w major risks associated with denivative products;
market risk (the risk of adverse price fuctuations), and credit risk fthe risk of
counterparty non-performance). The Commission's concept release was designed
to solicit public comment on the treatment, including

credil risk concerns, of derivative products. One of the iems specificalty
identified for comment in the release was the effect that "netting”
arTangements among counter partics can have in reducing overall risks.
Generally, we believe netting arrangements have the effect of reducing the
averall credit risk cxposure in derivative products, but will have no effect on
the market risk element of derivative risk.

Once the public comment period far the release has ended, and the Division of
Marke! Repulation has evaluated the comments, the Commussion will consider
what, if any, modifications to cxisting broker-dealer capilal reguiation are
warranted. 1 believe this cffort is a responsible and measured effort 10 address
regulatory improvements without stifling innovalion.
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Since small businesses are the engine of economic growth and job creation, it is
cesential that they have access to credit and capital. 1 have introduced legislation
to facilitale the securitization ol small business loans by removing cerain
rcgulatory impediments that impose unnccessary costs or delay. Do you think
that Congress should expand the availability of credit to small businesses by
facilitating securitization and the development of a secondary market for small
business backed securibies?

Do you think that enabling the private sector to securitize small business loans
is 2 better approach than esiabhishing a new government sponsored enterprise to
perform this function?

Small business is critical 1o the growth of our economy, and, therefore, I support
measures to increase the ready flow of capital to small business while maintaining
investor protections and sound markets. Securitization has been a highly effective
means of increasing the flow of capital to the mortgage markets, and I believe
that similar securitization also should be used to increase the credit available to
small businesses.

As part of its Small Business Initiative adopted last fall to facilitate the
securitization of financial assets, particularly smali business loans, the
Commission adopted revisions to the regulations under the Investment Company
Act of 1940 to exempt investment grade asset-backed financings from the 1940
Act and revisions 10 regulations under the Securities Act of 1933 to extend shelf
registration to such securities. I fully support such efforis and believe that it is
umportant 10 eliminatc uanccessary regulatory impediments 1o private sector
securilization of smail business loans.

I understand the $.384 is intended to encourage securitization of smail business
loans by eliminating unnecessary impediments to the markets for these secunties.
I suspect that other measures will be needed as well to spur small business
lending, and 1 support $.479, the Small Business Incentive Act of 1993, designed
l0 encourage new venture capital investment in small businesses.

The issue of whether the government should create a new government-sponsored
enlerprise to promote securitization is a complex one involving budgetary and
other policy issues outside the responsibilities of the SEC.
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The federal sccurities laws tequire securilies {irms (o supervise employecs arnd
provide cerlain information w the SEC and the self-repulatory organizations.
The "Privacy for Consumers and Workers Act for 1993 imposcs limitations or
how information can be obtained and wsed.

Do these limitations contravene the federal sccurities laws? Do you think the
legislation will constrain the ability of securities firms to establish an effective
intemal compliance system?

What impact would this bill have on the SEC’s oversigt activitics? What impact
would this bill have on the SEC’s Electronic Data Gathering Analysis and
Retreval System?

What is the SEC’s posilion on this bill?

The "Privacy for Consumers and Workers Act of 1993" would impose Major
impediments on securities firms’ ability to maintain internal compliance systems,
and would consirain their operation of statutorily-required policies and procedures
to prevent insider trading. It also would serously impair the Commission’s
access to the books and records of seif-regulatory organizations and other
registered securitics entites, and would hamper the examination and enforcement
aclivities of the Commission and the self-regulatory organizations.

For these reasons, I support a complete exemption for registered securitics
entitias such as self-regulatery organizations, broker-dealers, mvestment acdvisers,
clearing agencies, and transfer agents, and their financiakl affiliates, from the
pravigions of the bill.

I am unable to address the bill’s impact on EDGAR because, as I have certified
in my nomination papers, I will be recused from participating in ail marters
involving EDGAR for a period of one year after I take the oath of office. I am
a Director of BDM Holdings Inc., which is the primary coniractor operating
the Commission’s EDGAR project. Talso own stock in BDM. Therefore, | was
advised that the povernment-wide Standards of Ethical Conduct for Employees
of the Exccutive Branch require my tecusal for one year. [ note that if T am
confirmed, upon tzking the oath of office, [ intend to divest my holdings in
BDM and resign from the Board.

Because [ will be recused from matters involving EDGAR, 1 intend 1o delegate
to the Senior Commissioner my authority to make decisions concerning EDGAR.
The Sepior Commissioner at this time is Acting Chairman Mary Schapiro, who
has agreed to act in my stead. Consequently, 1 believe that consislent with my
antictpated recusal, I am unable to answer these queshions. However, if you
desirc not my views, but information conccrning public dissemination of
information and EDGAR, 1 would be pleased to transmit your guestions 10 Acting
Chairman Schapito, who has agreed to answer them.
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Mr. levitt, as you may be aware, American investors in Lloyd's of London
sponsored insurance syndicates are suing Lloyd's, claiming thal they were not
provided disclosure of informanon comparable to the information required to be
given to investors in the United Sttes under the federal sccurities laws. The 110
Tvestors involved in the suit are among 2,500 American investors in Lloyd's
sponsored-syndicates. These syndicates have raised over $1 billion in capual for

Lloyd’s which has been experiencing losses since the mid-1980"s.

After a recent dismissal by the U.S. Court of Appeals for the Second Circuit,
the investors are expected to file a certiorar petition to the United States Supreme
Court, seeking to reverse the Second Circuit’s ruling. ‘The dismissal by the
Second Circuit affirmed a district court's dismissal of this case on the grounds
that the forum selection and choice-of-law provisions in the standard Lloyd's
documentation may be judicially enforced so as to cause the American investors
to waive their rights under the federal securities laws, thereby leaving them with
only such remedies as they may have available under English law in England.

Mr. Levitt, are you familiar with this situation? Do you know if the Securitics
and Exchange Commission (SEC) has investigated this matter? If s0, do you
know the stalus of Lhat investigation?

I regret that I cannot respond to your question, because 1 understand that it 15 the
policy of the SEC not to comment on the existence of an investigation.
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If conlirmed to be SEC chairman, do you intend 1o have the SEC pursue an
investipation? Would you consider having the SR file an amicus brich with
the U.5. Supreme Court?

As to an investipation, 1 have not formed any final views on whether, i light
of the recent court decisions and other faclors, an investigation weuld be
appropriate.

As 10 amicus participation, 1 understand that the Solicitor General’s Office,
which oversees all Supreme Court litigation for the SEC, generaily does not file
arnicus briefs regarding whether the Count should grant certiorart unless the Couri
requests that the Solicitor General express the views of the United Stales. [f the
Supreme Court makes such a request in a ¢asc involving securilies issues, the
Salicitor General generally seeks (he views and assislance of the SEC, and the
SEC generally assists in drafting the brief. If the Supreme Court should grant
certiorari in this case, the Commission would consider whether to recommend
to the Solicitor General that an amicus brief be filed on behalf of the SEC.

What are your views concerning future SEC policy regarding waivers of .S,
investor fights and remedies by foreign issuers?  Should foreign 1ssuers that
market securities to U.S. investors be subject to SEC oversight? Should that
oversipht differ from oversight of U.S. 1ssuers?

Under the federal securities laws investors cannct waive statutory protections.
In the international context, there are often difficult questions about the
junisdictional reach of the U.S. securities laws and whether U.S. law applies to
a particular transaclion.

Foreign issuers that market securities to U.S. investars in the United Staies are,
and of course should be, subject to SEC laws and oversight. 1.5, investors have
the same basic rights and remedies under the U.S. securilies laws whether they
buy American or foreign securilies in the U.5. market.
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As you may know, the Housc of Represenlalives 1s cxpected o consider the
"Securilies and Exchange Commission Authorization Act of 1993, H.R. 223%
in the coming weeks. This legislation includes provisions for a full cost recovery
system for the SEC. This sysiem authorizes the SEC to collect fees Lo offset the
Commission's appropriation and provide general revenue (o the Treasury for
deficit reduction purposes.

Do you support this Jegislation? In particular, do you support the self-funding
system? What are the benefits of such a system? And, under this system, would
SEC funding remain subject to the appropriations process?

I strongly support self-funding for the Commission and view such a funding
arrangement as critical to the continuing vitality of the agency.

In the last few years, the Commission has struppled to keep pace with the
tremendous growth in its oversight responsibilities, despite scarce resources.
In view of the increasing pressure that the SEC will continue to face in fulfilling
its responsibilities, I believe it 1s critical to ensure that the SEC's funding is
adequate to meet the significant challenges it now faces and will confront as the
U.5. markets continue to evolve.

Since Tanuary 1989, the SEC has sought congressional approval to change its
funding status from appropriated to self-funded, like most of the other financial
regulatory agencies. Under a sell-funding arrangement, the SEC would be
authorized fo use fee collections to fund all agency operations rather than rely on
annual appropriated funds. The SEC would conlinue to follow both the
authorization and appropriation procedures.

As [ siated at my confirmation hearing, an SEC which is underfunded and
undersiaffed could undermine the vitality and integrity of the capiial markets,
which would, in turn, harm the U.S. economy.
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The Financial Accounting Standards Board {IFASB) recently released an cxposure
draft of a new accounting principle which will require companies which issuc
stock options 10 their employees to take a charge (o their carnings. 1 am
concerned about (he impact of this proposal on (he ability of smaller, emerging
growth companies to attract and motivate employecs at all leveis of the
organizalion,

According to some studies, approximately 60 to 70 percent of these kinds of
companies offer options 1o all of their employees. However, if these companies
were required to charge camning for options issued, many of these companies
might not be able 1o afford 10 continue this practice, and might reguce (he number
and types of employees to whom options are granted. For instance, stock options
might be reserved for top level exccutives, and mid-level and lower-level
employees might not be offered stock options at all. Moreover, many of these
companies tely on stock options as a recruiting leol.  Start-up, cash-poor
companies in the biotechnology or the electronics industry, for example, compete
for the same pool of talented scientists, engineers and technicians as more
established firms. These companies use stock optiens 1o atiract employees willing
to share the risks and the rewards.

Do you know whether the FASB gave any consideralion in developing this
proposal to the issues of the broad use of stock options in cmerging growth
ndustries and their use by these industries in attracting personngl?

What authority does the SEC have Io review this proposal? Will the SEC iake
these issucs into account in 1§ review?

1 am well aware of the importance of stock options to American business. In
particular, this compensation vehicle is key for small and young businesses that
are the lifeblood of the American economy but may not be able to offer cash
compensation adegquate lo attract the talent that they need.

The FASE's recent proposal, which would require rccognition of compensation
expense equal to the fair value of the option at the date Lhe option wa$ granted,
has been cxiremely controversial. Critics have stated that it is difficult o
measure the valpe of stock options, particularly for options that are not
rransferable and have restricted exercisability, They have suggested alternalive
approaches, based on disclosure and patterned afler the Commission's changes
10 the rules governing disclosure of senior executive and director compensation.

Significanily, the FASB’s extensive process for considening accounting standards
is far from concluded. FASB has just published an exposure draft and comments
on that proposed standard may be submitted untii the end of 1993. Two public
hearings will be held by the FASB on the east and west coasts following the close
of the comment period. Thus, there will be every opportunity for all members
of the public, including analysts and other users of financial statements, affected
public companics, and accounting firms (0 express their views on the proposal
and the effocts of the proposal on U.S. businesses and the economy, and offer
alternative approaches. JPASD also will engage in extensive field lesting.
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I believe firmly that the FASB process shouid run its course. The American
accounting standards setting process has worked well. FASB is a highly
respected, expert and independent body that has acted as the primary accounting
standard setter since 1973. The Commission, pursuant to the federal securities
laws, has full authority to set accounting standards for publicly held companies.
I can assure you that the Commission will actively overses the FASB's process
and all FASRE's actions with Tespect to stock option accounting, with a view (o
assuring that any resulting accounting standard is consistent with the protection
of investors and Ihe public interest. The Commission, like the FASB, will
consider carefully the comments received on the FASB's exposure draft and take
those into account in exercising its oversight authority.

Various bills have been introduced in Congress both favoering and opposing the
expensing of options, Legislation on this issue, in my view, would not be wise.
Accounting standards are best set by the process we have today.
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‘The Securities and Exchange Commission has been criticized for its regulation
of publi¢ utility holding companies under the Public Utility Holding Company Acl
(PUHCA). The Senate Energy Commitiee held a heanng in May in which
Commission oversight was characterized as lax and ineffeclive in prolecting
consumers against the aclivities of public utility holding companies.

What is your response 10 this criticism?

The Act directs the Commission to administer the statute to protect the interests
of consumers and investors, as well as the general public interest in a sound
electric and gas utility industry. I believe the Commission will continue to make
every effort to live up 0 its mandate under PUHCA. In that regard, T am
informed that the Commission staff recently has expanded its audit program of
companics within registered holding company systems. The staff also has worked
hard to cooperate with other federal and state regulators. 1 undersiand that in its
1995 and 1996 budget request, the Commisgion is seeking additional staff of §
and 10 persons, respectively, for the Office of Public Utility Regulation, to help
it fulfill its investor and consumer protection responsibilities.

Could you describe the way the SEC regulates registered holding companies now
and speeifically, the steps the SEC takes before it approves a particular
transaction? Do interested parties have an opportunity to participate i the review
process?

PUHCA subjects regisiered holding company systems to pervasive economic
regulation.  The Commission authorizes the financings, acquisitions and
intrasystem service and construction agreements of companies in these systems.
The statute sets forth specific criteria that must be satisfied before one of these
transactions can be approved, and the Commission reviews the proposed
transaction for compliance with these criteria. For ¢ach transaction, there is an
opportunity for public comment.
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Another issue which arose at that hearing concerned the disposition of the Ghio
Power case, where the Federal Energy Repulatory Commission (FERC) atiemped
lo assert its jurisdiction over a fuel supply transaction and was denied by the
Court of Appeals. This decision was ¢ited as one basis for the introduction of
lcgistation to transfer jurisdiction over PUHCA to FERC.

What is the Commission’s analysis of the Ohio Power situation? Did the
Commssion approve a contract that was unfair to comsumers? Were interasted
parties precluded from registering their concems about the transaction?

The Commission issucd its orders during the energy crisis of the 1970s, when
captive coal operations were thought desirable {0 provide a stable and secure fuel
supply to system operating companies. Both investors and consumers were
pxpected to benefit,

The proposed transactions were published for pubhc comment, Ne comments
were received, from the FERC or other parties. The Qhio Power court of
appeals decision noted that the Commission, in its orders, properly discharged
its statutory authority. [ am aware that the Commission has stated that it will do
everything within its power to minimize the impact of the Ohio Power deciston
on ratemaking and to cooperate fully with the FERC 1o limit jurisdictional
conflict, and 1 fully support that position.

What is your opinion on the transfer of jurisdiction {0 FERC? Is it necessary (o
ensure that consumers are adequately protected?

[ understand that under the two previous administrations, the Commission
supported a transfer of the responsibilities undet the Act., Before I take 2 position
on a transfer, [ will consult with my fellow Commissioners, the staff of the
Commission, and the Federal Energy Regulatory Commission. Even if no
transfer is effected, the Commission should do all it can to coordinate with the
Federat Energy Regulatory Commussion.
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What is your opinign of the proposal by the Financial Accounting Slandarcds
Board (FASB) Lo require companies to take a charge 1o eamings for stock option
compensation’?

The FASH is an independent organizalion and the Commission has a tradition of
respecting this independence. However, 1 FASB made a decision that was
considercd questionable and potentially damaging to the ecoramy, would the
Commission review this decision?

I am well aware of the importance of stock options to American business. In
particular, this compensation vehicle is key for small and young businesses that

are the lifeblood of the American economy but may not be able to offer cash
compensation adequalc to altract the talent that they need.

The FASB's recent proposal, which would require recognition of compensation
expense equal to the fair value of the option at the date [he option was granied,
has been extremely controversial. Critics have stated that it is difficult to
measure the value of stock options, particularly for options that are not
transferable and have restricted exercisability. They have suggested alternative
approaches, based on disclosure and patlerned after the Commission’s changes
1o the Tules goveming disclosure of senior executive and director compensation,

Significantly, the FASB’s extensive process for considering accounting standards
is far from cancluded. FASB has just published an exposure draft and comments
on that proposed standard may be submitted until the end of 1993. Two public
hearings will be held by the FASB on the east and west Coasis following the close
of the comment period. Thus, there will be every opportunily for all members
of the public, including analysts and other users of financial statements, affected
public companies, and accounting firms to express their views on the propasal
and the effects of the proposal on U.S. businesses and the economy, and offer
alternative approaches. FASB also will engage in cxtensive field testing,

I believe firmly that the FASB process should run its course. ‘The American
accounting standards sctting process has worked well. FASB is a highly
respected, eapert and independent body that has acled as the primary accounting
standard setter since 1973, The Comrnission, pursuant to the federal sccurities
laws, has full authority to set accounting standards for publicly-held
companies. [ can assure you that the Commission will actively oversee the
FASB's process and all FASB's actions with respect (o stock option accounting,
with a view 10 assuring [hat any resulling accounting standard i consislent with
the protection of investors and the public interest. the Commission, Itke the
FASB, will consider carefully the comments received on Lhe FASB's exposurc
draft and take those inlo aecount in excrcising its oversight authority.

Various bills have been introduced in Congress both lavoring and opposing the
expensing of oplions.  Legislation on this issue, 1n my view, would nol be wise,
Accounting standards are best set by the process we have today.



QUESTIONS FROM_SENATOR CARQL MOSELEY-BRAUN

0.1

What arc your views on the recent proposal devised by the Chicago
Mereantile tixchange to consolidale all of the financiat regufators into one
super repulator with cabinet status? What are your views on regulatory
consolidation gencrally?

Proposals to consolidate independent regulatory apencies within the
Administration such as the Chicapo Mercantile Exchange proposal should be
carefully considered before they arc implemenied. Whether any such proposal
is considered or not, I think it is imporiant for the heads of the respeclive
agencies to work in a candid and cooperative manner to address specific
issues as they arise so that the U.S. financial services can continue to compete
effectively in @ manner consistent with the protection of investors and the
maintenance of fair and orderly markets. This will take some good wiil and
compromise on all sides and T am committed to Lhat process.

The consolidation of regulation of financial products inle a single agency does
have some potential benefits, It can enable regulators to monitor belter for
systemic risk across products and markets and reduce the potential for uneven
regulation between markets. Nevertheless, it may be more productive to
address first the statutory differences between the financial markets before
undertaking a massive regulatory restructuring.

The CME proposal would combine the securitics, commaodities, and banking
independen| agencies as well as some functions of the Department of Labor
and Federal Reserve Board into a single cabinet department. { have only
briefly read the proposal, and would like to take some tmc 10 study 1t further.
Nevertheless, my preliminary reading raises several concetns for me about
whether such a proposal should be used as the model for regulalory
consolidation. First, 1 am concerned that such a large apency, burdened by
the rcsponsibility for oversight of the banking system and pension funds,
would not keep pace with the innovations in the secuntics and futures
markets. Second, 1 am concerned that the proposed super agency could
diminish the effective, independent, and vigorous enforcement and market
oversight program of the Comimission. Regulatery consolidation may sound
appcaling, bul [ would want to make sure that it does not compromise the
protection of investors or the maintenance of fair and ordetly markets or
create more problems than it was intended to solve.



QUESTIONS FROM SENATOR CHRISTOPHER § BOND

Q.1

Chairman Breeden believed that states should be preempted from regulating the
sacurities laws - a view not favored by the MO state scourities Commissioner.
What is your view of stale securitics rcgulation - nol enforcement about the
regulalion of securities offerings, investmenl companies, broker-dealers and
investment advisers by the states?

As you know, most large companies, whose slock 1s traded on an exchange or
NMS-NASDAQ, are excmpt from state regisiration requirements goverming
securities offerings. For small and developing companies trying to raise capilal,
however, compliance with the securities laws of all the states and the federal
povernment presents one of the most significant costs.  Coordination and
slimination of redundant or conflicting requirements among state laws, as well
ag with federal law, is key Io lowering the regulatory costs incurred in Lhe capital
raising process for those small businesses. T am committed to working with the
state securities regulators to further coordinate and streamline the regulation of
securilies offerings, registered and exempt, consistent with the proiection of
investors.

State registraticn of broker-dealers is an important element of the siate securities
commissions’ supervision and enforcement program regarding broker-dealer
activity within a particular state. Al the same time, it creates substantial
duplication of federal and self-repuiatory organizalion registration requirements.
I believe that efforts should be increased to streamline the registration process
through encouraging uniform registration requirements and the use of uniform
forms, as well as to enhance the Central Registration Depository operated by the
National Association of Securitics Dealers, Inc., to reduce the burdens of multiple
registrations. Moreover, greater coordination on direct rcguiation of broker-
dealers should be scught.

Wilh respect to investment companies and investment advisers, state regulators
are oflen the first to receive investor complaints that identify areas of investor
confusion or troublesome local sales practices. This is particularly true in the
case of investment advisers, the large majority of whem do not operate at a
national fevel. Regular meetings and information sharing enables both federal
and state regulalors to identify and address significant problems n the investment
company and investment adviser industdes. [ will be important for the
Commission to continue to work closcly with the stale securities regulators to sa2
that investors remain adequately protecied and that federal and state regulations
become as uniform as possible,
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(3.2

A2

What could the SEC under your dircction do o improve the coordination of
repulatory matters with the states - 1 particular - investment adviser and broker-
dealer exams and the review of securilies ofierings?

There are numerous recent cxamples of successful coordination between the SEC
and the states. In the arca of sccurities offerings, for example, the Uniform
Securitics Act, which is the basis of the state regisiration process in aboul 40
states, permits coordinated regisiration among the Commissien and the states.
Similarly, the Commission has worked with the North American Secuntes
Administraiors Association ("NASAA™ in developing the Uniform Limited
Offering Exemption (ULOE), which has been adopted in some form by more than
half the states. An issuer raising capital in a state thai has adopted ULOE may
take advantage of a slate registration exemption and a federal exemption under
Regulation D. The Commission and NASAA have continued to work together
on developing greater use of ULOE, and in encouraging the states (o adopl a
truly uniform version of the rule.

In the broker/dealer area, the Commission staff has worked very closely over the
last year with NASAA, the NASD and the New York Stock Exchange with
regard lo planning 2 coordinated federal, state and SEO examinalion sweep Lo last
for broker-dealer compliance with the new Penny Stock Rules. This examination
sweep, which began on Monday, July 12, 1993, is the largest coordinated
regulatory project ever undertaken by the Commission. [n this regard, 40 state
securilics commissions, 12 NASD ~ District Offices, the Commission’s nine
Regional Offices and the New York Stock Exchange all will be conducting
broker-dealer examinations as part of this project. The 1990 examination sweep
with the State of Florida and the NASD to test for broker-dealer compliance with
Exchange Act Rule 15c2-6 (the "Cold-Call” Rule) is another excellent example
of coordination with staie secunties officials in Lhis area.

In the investment adviser area, the swalf of the Commission’s investment adviser
inspection program has a long history of actively coordinating inspechions wilh
the states. Since 1986, the Commission’s investment adviser inspection statf has
actively sought to involve personnel from state securities commissians in Lhe
inspeciion process. The Commission's staff has provided training in inspection
techniques to slaff of over 20 state securilies commissions and has conducted
many nspections on a joint basis with stafl from these states. Such coordinaticn
promotes efficiency 1n the use

of povernment resources and reduces the cost and disruplion thal inspections
impose on registrants, [ will encourage the staff (o continue its efforts with the
states and also cpcourage olher states to work with the Commission’s stafi to
deveiop further a coordinated inspeclion program,

i believe it is important to continue and build upon this coordination of
Commission and stale efforts, in order to further the efficiency of our regulations
and assure strong and cffective enlorcement.
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Q.3

AD

Q.4

A4,

How can the SEC sooner invalve Lhe stales 1 upcoming iniuatives that make
changes that dramatically alfect the stale regulatory framework? Some examples
in (he past include the SEC small business initiative, off the page prospectus, and
international securities offerings.

The dual sysiem of federal-slate securities rcgulalion £an 1Mpose UnNNECCssary
costs and burdens on the capital markets uniess regulators are able to work
together cooperatively and effectively to harmonize regulatory requirements, while
maintaining investor protection. Thus, I agree that it is important for the
Commission to attempt 1o coordinate its regulatory efforts with the states in order
to minimize conflicting or duplicative requirements.

As you know, pursuant to seclion 1%{(c} of the Seccurities Act, each year the
Commission holds a joint conference with the North American Securities
Administrators Association that is intended to carry out the policies and purposes
of section 19{c). These conferences provide a valuable forum for idenlifying
specific issues of concermn in the corporation finance, market regulation,
investment management and enforcement areas, and for devcloping ways te
enhance federal/state coordinalion and cooperation more generally. As noted 1n
my answers to Questions ! and 2, there have been a number of successful
initiatives resulting from this type of cooperative effort. I believe that continuing
this tradition of cooperation will promote the public interest in fair and efficient
secutities markels.

What steps will the SEC take 1o make sure public information is made readily
available to the public, particuiarly information that is computenized, such as
CRD for broker-dealers and EDGAR for securities offerings and reports? Could
access to this information be made available through INTERNET or some similar
computer nctwork? Couid terminals be made available in federal offices around
the country?

I regret that I am unable to answer these questions because, as I have certified
in my nomination papers, I will be recused from participating in all matters
involving EDGAR for a period of one year after 1 take the oath of office. 1am
a Director of BDM Holdings Inc., which is the primary contracior operating the
Commission’s EDGAR project. [ also own stock in BDM. Therefore, T was
advised Ihat the government-wide Standards of Ethical Conduct for Employess
of the Executive Branch tequire my recusal for one year. [ note that 1f I am
eonfirmed, upen taking the cath of office, T intend to divest my holdings in BDM
and resign from the Board.

Because | will be recused from matters involving EDGAR, ! untend to delogate
to the Senior Commissioner my authority to make decisions concerning EDGAR,
The Serior Commissioner at this time is Acling Chairman Mary Schapire, who
has agreed to act in my stead. Consequently, 1 believe that consistent with my
anticipated recusal, 1 am unable to answer these questions. However, if you
desire not my views, bul information concerning public dissemination of
information and EDGAR, 1 would be pleased o transmit your guestions to Acling
Charmzan Schapiro, who has ageeed 1o answer thent,
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Q.5

ALS

What steps should be taken regarding the EDGAR system 10 ¢nsure onc slop
filing, i.e., one filing can be done to satisly both SEC and stale requirements?
What steps will be tlaken to ensure the states access (0 EDGAR filed infermation,
so that their computer sysiem, the SRD, can function efficiently?

[ regret that I am unable 1o answer these questions because, as | have certified
in my nomination papers, 1 will be recused from participating in all matters
involving EDGAR for a period of one year after I take the oath of office. I am
a Director of BDM Holding Inc., which is the primary contractor operating the
Commission's EDGAR project. [ also own stock in BDM. Therefore, I was
advised that the government-wide Standards of Ethical Conduct for Employees
of the Executive Branch require my recusal for one year. I noie that if 1 am
confirmed, upon taking the cath of office, I intend to divest my holdings in BDM
and resign from the Board.

Because T will be recused from matters involving EDGAR, [ intend 1o delegate
to the Senior Commissioner my authority to make decisions concemning EDGAR.
The Senior Commissioner at this time is Acting Chairman Mary Schapiro, who
has agreed to act in my siead. Consequently, I believe that consistent with my
anticipated recusal, T am unable to answer these questions. However, if you
desire not my views, but information concerming public dissemination of
information and EDGAR, | would be pleased to transmit your questions to Acting
Chairman Schapiro, who has agreed to answer them.
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It is my understanding that at the Senate bhearing on 5. 344, a bill introduced
by Senator Bumpers, the SEC was accused by state regulators and consumer
groups of being insensitive to consumer interests during the SECs consideration
of the Ohio Power case. 11 scems to me that the SEC can resolve many of the
concerns of these other inlcrests under current Jaw.

How have you responded to the criticism raised in the Senate Energy hearing?

PUHCA directs the Commission to administer the statute to protect the interests
of consumers and investors, as well as the general public interast in 2 sound
clectric and gas ulility industry. The Commission issued its orders in the Ohio
Power matler during the energy crisis of the 1970s, when captive coal operations
were thought desirable to provide a siable and secure fuel supply to system
operating companies. Both investors and consumers were expecied to benefit,
The Ohio Power courl of appeals noted that the Commission, in its orders,
properly discharged ity statutory authority. Iam aware that the Commission has
stated that it will do everything within its power to nunimize the impact of the
Ohio Power decision on ratemaking, and I support that position.

Would you consider committing the SEC to be more responsive to consumer
interests perhaps through conducting more formal proceedings on affiliate
transactions at the time they arc filed allowing intervention by other regulators,
such as the states or the FERC?

The Commission has a statutory mandale to protect the interests of consumers.
For each transaction that requires approval, there is an oppoertunity for public
comment. Interested persens may ask the Commssion 1o hold a hearing.
Whether such a request 15 granted depends upon the facts or issues raised by the
Tequest, No comments were received in the Ohio Power matters, from the FERC
or other parties.

The Commission gives weight to the comments of state and local regulators,
PUHCA was intended in large part lo facilitate slate regulation of public utilitics
in holding company systems, The stalute was also companion legislation Lo the
Federal Power Act.

[ fully support the Commission’s efforis to work in consultation with state and
federal regulators.

A narrow interpretation of related businesses might have been appropriate in the
early days of PUHCA, bul with the evolution of the utility industry and our
currenl emphasis on promating conservation and energy efficiency shouldn't the
ST:C take a more favorable view of utility investment in such programs and n
fact shouldn’t the commission encourage utilities to invest in such programs?

PUHCA scts forth specific criteria that must be satistied before a repistered
holding company can engage 1n nonutility activities. The Commission and the
courts have interpreted these provisions to require a funclional relationship
between the proposed activities and the core vtility business,  The Comomssion
has determined moa nuober of matters Wat proposed  transactions involving
demand side maragement satisficd the staalory criler.
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A3

Q.4

Ad

Under your leadership, what role will the Securities and Exchange Commission
play in the impending discussion on the proposed changes to the accounting
standards for stock-based compensation”?

The Commission, pursuant to the federal securilics laws, has full authority 1o
set accounting standards for publicly held companies. [ can assure you that the
Commission will actively oversee the FASB’s process and all FASB's actions
with respect to stock option accounting, with a view to assuring that any resulting
accounting standard is consistent with the protection of investors and the public
intcrest. The Commission, like the FASE, will consider carefully the comments
received on the FASB's exposure draft and take those into account in exercising
its oversight authority.

Do you feel that the proposed changes to the accounting standards for stock-
based compensation are necessary or appropriate?

I am well aware of the importance of stock options to American business. In
particular, this compensation vehicle is key for small and young businesses that
are the lifeblood of the American economy but may not be able to offer cash
compensation adeguate 10 attract the talent that they need.

The FASB's recent proposal, which would require recognition of compensation
expense equal to the fair value of the option at the date the oplion was granted,
has been extremely controversial. Cnitics have stated that it is diffreult to
measure the value of stock options, particularly for options that are not
transferable and have restricted exercisability. They have suggested alternative
approaches, based on disclosure and pattemed after the Commission’s changes
to the rules governing disclosure of senior executive and director compensation.

Sienificantly, the FASB’s extensive process for considering accounting standards
is far from concluded. FASB has just published an exposure draft and comments
on thal proposed standard may be submitted until the end of 1993. Two public
hearings will be held by the FASB on the east and west coasts following the close
of the comment period. Thus, there will be every opportunity for all members
of the public, including analysts and other users of financial stalements, affected
public companies, and accounting firms to express their views on the proposal
and the effects of the proposal on U.5. businesses and the economy, and offer
alternative approaches. FASB also will engage in extensive field testing.

As you know, the Commission is responsible for the accounting standards
applicable to publicly held companies, and must make certain that those standards
are consistent with the protection of investors and the public interest. You may
be certain that the Commission will oversee the FASB process and carefully
consider fully all the views and comments cn the exposure drafl in determining
whether 1o aceept the standard. The Commission will make that decision on the
basis of the full record to be developed through the public comment and hearing
process and field testing and analysis.




QUESTIONS FROM SENATOR ROBERT F. BENNETY

0.1
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As you may know, in May of this year Thomas P. Harl, the Chairman of the
Options and Derivative Products Committee of the Securities Industry Association
("STA™), wrote lo the distinguished Chairman of the House Energy and
Commerce Committee concerning the SEC's "Phase-In Plan” for multiple trading
of options. Under this plan, each calendar quarter 104 "grandfathered® options -
- traded on only one oplions exchange prior to January 22, 1990 -- are to become
cligible for muluple trading.

In his letter, Mr. Hart states that there is no evidence that the public has
pengfitted from muiltiple trading; that small erders on multiply-traded opiions
are “not necessarily going to the best market,” with many firms discussing
including language in their options agreements that disclaims responsibility for
providing best execution of orders; and that poing to multiple trading on a
widespread basis will impose substantial costs on the industry that will uitimately
he passed on to the individual investor.

The letter therefore calls for a reexamination of the entire concept of multiple
trading. In response, Chairman Dingell has now asked the SEC to follow such
a conrse of aclion, including revisiting the need for tradg-through protection and
a linkage. :

Do you believe that such a reexamination 1s warranted, and if so, should 2 Phase-
In Plan be suspended until the study is completed?

1f confirmed, I expect to discuss with Commission staff, representatives from
the options exchanges, and other interested parties what changes, if any, arc
appropriate in Commission policies with respect to multiple trading of options,
competition ameng exchanges, and assuring best execution of their options
orders. Acting Chairman Mary L. Schapiro is responding to the inquiry from
Chairman Dingell of the House Energy and Commerce Commiltee,

This matter involves whether and how the opticns exchanges and their members
will adjust to the end of cxclusive listing of options on one exchange, which the
Commission mandated when it adopted Rule 19¢-5 in 1989 following extensive
notice and comment. At that time, the Commission determined that competition
among cxchanges in trading options would benefit public investors. Thereafter,
to permit the cxchanges to adjust to multiple trading and implement a system for
linking the options markets, then Chairman Breeden asked the exchanges
voluntarily refrain from listing any of the over 500 options that were not subject
to multiple trading before adoption of Rule 19c-5 and that have come to be
known as the "grandfathered options." That request was extended for more
than two years. When a consensus among the exchanges regarding a linkage
system was nol reached, the exchanges were asked voluntarily to proceed with
implementaticn of Rule 19¢-5 in an orderly fashion, starting with 100 classes of
the Teast actively traded options in Novernber 1992 and generally proceeding with
100 options classes each quarter. Most recently, the Commission staff asked that
the exchanges voluntarily slow that process lo 30 classes of the least actively
traded options i June.



QULESTIONS FROM SENATOR ROBERT F. BENNETT {A.} Continued)

Although 946 opions classes (new options classes as well as 250 of the total
500 grandlathered options classes) are cligible for muliiple trading, only 162
classcs (17.1%) are, in {act, multiply-traded. Fusther, nonc of the grandfathered
opliony currently available for multiple irading has been multiply-traded.  Thus,
with only 262 options lefl to become available for multiple trading, 1t 15 expected
that only a small percentage of the total 500 grandfathered options will actually
be multiply-traded. This is consistenl with my understanding that Lthe options
markets are only interested in trading the most achively traded options classes.

In assessing (he need for further trade-through protections or linkages for
mulliply-traded options two peints should be recognized. First, public customers
have absolutely no opportunity for price improvement from a competing market
absent the potential for multiple trading. Second, the Federal securities laws,
exchange rules and fiduciary principles require broker-dealers to seek to obtamn
the “best executton” for their customers’ crders. The anti-waiver clause of the
Securities Exchange Act of 1934, Section 29{b), makes clear that this duty cannot
be shifted to the individual investor.

Before adopting the rule expanding multiple trading to equity options, Rule ]9¢-
5, the Commussion weighed the reasonably aniicipated benefits apainst the
possible adverse consequences, and found that, even without a markel linkage
system, the benefils to inveslors from a competitive marketplace outweighed the
possible costs.  No changes, that I am aware of, have occurred since the
impiementation of Rule 19¢-5 that would call into question the analysis on which
the Commission’s approval was based.

Nevenheless, in light of concerns expressed by exchanges and members firms
and the desirability that the cxchanges implement procedures and facilities to
aid members in meeting their obligations 1o customers in volatile markets, the
Commission staff recently encouraged the oplions cxchanges to reduce, from
100 to 50, the number of grandfathered options to be made available for multipie
trading each quarter. Fifty grandfathered options classes became available for
multiple trading on June 21, 1993, the next 30 will become available on
Scptember 20, 1993,

I understand that the Commission stafl is continuing Lo work with the options
exchanges, and other options market participants, o implemenl procedures and
system upgrades that will minimize any possible adverse cffects from multiply-
trading options, The staff also 1s prepared to assist n the geveiopment,
evaluation and implementation of a linkage system should the oplions exchanges
and broker-dealer community reach a consensus o develop such a system.

In summary, [ intend to carefully review the progress the markets are making
in upgrading their systems. [ would give full consideration 1o any market need
e defer the multiple trading of the more actively (raded issues while balancing
the need 1o allow the public to receive the fult benclits of a competitive options
CI]L’iFUI]IHCIH.
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Do you have a position on H.R. 25157

Yes, [support H.R. 2515, sponsored by Representative Wyden, 10 reform the
unhsted trading priviteges ("UTP"} application and approval process. [ am
aware that, under the current process, the Commission is required to provide at
least 10 days nolice 1o various interested parties before the Commission can
approve an application for unlisted trading peiviledges. This notice requirement
has not been subslantively amended since 1936, Because of this notice
requirement, regional exchanges must wait several weeks before compeling with,
for example, an exchange that lists a security that was the subject of an initial
public effening. In contrast, dealers in the over-the-counter {"OTC") market are
able to trade that security as soon as it is listed on an exchange because there is
no similar approval process for trading in the OTC market.

The regional exchanges have expressed strong interest in streamlining the UTP
application and approval process in order to allow the regional exchanges to
compete for order flow in securitics as soon as they become listed on another
exchange. H.R. 2515 eliminates any waiting period for exchanges to compete
for order flow in new listings and applications for UTP would be effective on
filing, subject to summary suspension by the Commission if necessary in what
should be very rare cases. Finally, the proposal provides the Commission with
rulemaking autherity to designate addilional procedures or requitements for
extending UTP as necessary or appropriate for the maintenance of fair and
erderly markets, Lhe protection of investors and the public interest, or atherwise
in furtherance of the purposes of the Exchange Act.

1 believe that H.R. 2515 provides a workable, balanced approach that will
significantly improve the UTP application and approval process.
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Several months ago I introduced S. 544, The Multistale Utility Consumer
Protection Act of 1993, This bill would, among other things, transfer the
regulatory jurisdiction over the Public Utility Holding Company Act (PUHCA)
from the SEC to the Federal Energy Regulatory Commission (FERC). Do you
support this legisiation?

I understand that under the two previous administrations, the Commission
supported a transfer of the responsibilities under the Act. Before I 1ake a position
on a transfer, I will consult with my fellow Commissioners, the staff of the
Commission, and the Federal Energy Regulatory Commission. Even if no
transfer is effected, the Commission should do alf it can to coordinate with the
Federal Energy Regulatory Commission.

The Senate Energy and Natural Rescurces Committee held a hearing in May
concerning $.544 and the SEC’s regulation of utility holding companies, The
record from the hearing clearly demonstrates the SEC's lack of effective oversight
of utility holding companies over the last 20 years. If the SEC were to continue
to repulate holding companies pursuant to PUHCA, what would you do as
Chairman of the Commission to improve oversight?

If confirmed, I will make it a priority to ensure that the Commission administers
the Statute te protect the interests of consumers and investors, and the general
public interest in a sound electric and gas utility industry, as required by
PUHCA. I understand that in its 1995 and 1996 budget request, the Commission
is seeking additional staff of 8 and 10 persons, respectively, for the Office of
Pubhe Utility Regulation, to help it fulfill its investor and consumer protection
responsibilities.

Fundamental changes are occurring in these industrics and the Commission will
face new challenges in its administration of the statute. The Energy Policy Act
of 1992, for example, greatly increased the extent to which holding companies
may engage in activities that were severely restricted under prior law., The
statute also gave the Commission primary responsibility to protect the consumers
of registered systems against any adverse effects of the new ventures.

The availabiiity of adequate resources will be critical to the Commission's
success, If confirmed, I will maintain careful oversight of the agency's ability
to carry out its responsibilities under PUHCA effectively.
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in addition to the subject most people identify the SEC wilh, as Chairman of the
Commission you would be assigned the task of regulating a variety of transactions
engaged in by ulility holding companies. What qualifications do you have to
oversee utility matters?

PUHCA is New Deal federal securities legislation, which requires the
Commission to regulate the ¢orpomte structure and financing of public-utility
holding companies and intrasystem transactions, The administration of the statute
requires general knowledge and experience concerning such matters as corporate
structure, capital formation, financial transactions, acquisitions of assets, and
potential conflicts of interest. I believe my mmany years of experience in and
knowledge of a wide range of corporate, business and financial matters qualifies
me to ensure the effective administration of the Act.



