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Tripartite Mission
of
The U.S. Securities and Exchange Commission

® Protect Investors
® Maintain Fair, Orderly, and Efficient Markets

® Facilitate Capital Formation

——About the SEC: What We Do, www.sec.gov



In Perspective:
Securities and Financial Regulation

PowerPoint:
® Overview: U.S. Financial Regulatory Structure

® Overview: Securities Regulation
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SUMMARY OF CONTENTS

Basic Goals of the Securities Exchange Act of 1934:

1. To provide fair and honest mechanisms for the pricing of securities;

2. To assure that dealing in securit.es is fair and without undue preferences or
advantages among investors;

3. To ensure that securities can be purchased and sold at economically efficient
transaction costs; and

4. To provide, to the maximum degree practicable, markets that are open and orderly.

—Senate Report 94-75, 94" Cong., 1* Sess., 3 (1975)

Chapter 1. Regulatory Structure

Chapter 2. Market Structure

Chapter 3. Public Company Transparency

Chapter 4. Prophylactic Regulation of Manipulation

Chapter 5. Fraud in connection with the Purchase or Sale of a
Security
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Chapter 1 Regulatory Structure

The SEC wanted to protect its turf—and by “its” turf I mean not only that of the
bureaucrats but also, more importantly, of the agency’s principal clients, the stock
exchanges. But the CFTC and its clients preferred to fight rather than switch,
because they knew that a regulatory cartel (or a business cartel supported by
regulation) would drive business abroad rather than divert it to the stock exchange
in New York. ... there is a (political) market in regulation as there is a market in
other things, ... Left to its own devices, competition is a wonderful balm.

Honorable Frank H. Easterbrook, Judge, United States Court of Appeals for
the Seventh Circuit, When Does Competition Improve Regulation? 52 Emory L J 1297,
1303 (2003)

Many securities industry participants believe that regulation lends credibility
not otherwise available. . .. The futures industry would rather have . . . a freely
competitive environment that would economically punish wrongdoers more
efficiently than government regulators. The Chicago Mercantile Exchange even
portrayed itself as a bastion against communism . ...

—J. Markham, Merging the SEC and the CFTC—A Clash of Cultures, 78 U
CinL Rev 571 (2009-2010)

Section 1.1 Competition and Regulation: The SEC and the
CFTC

1.1.1 Futures and Options on “Government Securities”’: Securities or
Commodity?

Wig: “BUNMHRHR —EHRouie kA% IS MEERSTFE R
Note: GNMA Futures Dispute: Futures on Government Securities—Securities

or Futures
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SEC-CFTC Jurisdictional Correspondence of 1975

In September 1975, the CFTC approved the application of the Chicago Board
of Trade (“CBOT”), a futures exchange, to trade futures on GNMA’s (Government
National Mortgage Association pass-through mortgage-backed certificates, which were
securities backed by the full faith and credit of the United States as to both interest
and principal payment, i.e. “government securities” and, as such, “exempt securities”
under Section 3(a)(2) of the Securities Act of 1933). Chairman of the Securities and
Exchange Commission (“SEC”) Roderick M. Hills wrote a letter (Nov 13, 1975) to the
CFTC asserting SEC’s jurisdiction over the GNMA futures, on the ground that since
GNMAs were securities, futures on securities were also securities. Responding
that the issue “touches a most sensitive nerve,” and that “the CFTC views its
responsibilities under the Commodity Exchange Act most seriously, and it is unwilling
to concede the right to do the job that Congress has expressly entrusted to the CFTC
alone,” the Commodity Futures Trading Commission (“CFTC”) issued a memorandum
prepared by its Office of the General Counsel (Dec 3, 1975), asserting its exclusive
jurisdiction over all futures contracts—both futures on traditional commodities such
as pork bellies and wheat and futures on financial instruments such as GNMA and
other government securities.

Congress took sides with the CFTC. Voting in 1978 to maintain the CFTC’s
exclusive jurisdiction over futures trading, Congress stated: when creating the CFTC
in 1974, it was aware that futures trading in financial instruments and Government
securities were being developed by the futures industry; and it decided to vest the
regulation over futures trading in a single expert agency created to administer the
CEA—the CFTC. When enacting the Commodity Futures Trading Commission
Act of 1974 (“CFTC Act”) which extensively amended the Commodity Exchange
Act (“CEA”), Congress (i) created the CFTC as the exclusive regulator of the futures
markets; and (ii) substantially expanded the coverage of the CEA by broadening the
definition of “commodity” to include not only agricultural commodities but also “all
other goods and articles, and all services, rights, and interests in which contracts for
future delivery are dealt in.”

In 1978, the SEC and the Department of the Treasury urged a form of vertical
integration of federal regulation over the futures markets (such that the SEC would
have jurisdiction over the futures contracts where the underlying “commodity”
was a security; and the Treasury would have jurisdiction over the futures contracts
where the underlying “commodity” was a government security). Congress decided
to maintain the traditional horizontal regulatory approach to commodity futures
trading established under the CFTC Act of 1974, while requiring the CFTC to
“maintain communication with” the Department of the Treasury, the Federai Reserve
Board, and the SEC “with respect to matters that relate to the responsibilities of
those agencies” (such as the requirement for the CFTC to solicit the views of the
Treasury and the Federal Reserve Board when approving futures on Government
securities, in order to consider impact on the debt financing requirements of the US



Chapter 1 Regulatory Structure 3

Government and efficiency and integrity of the underlying market for Government
securities).

[References: SEC-CFTC Jurisdictional Correspondence, Comm. Fut. L. Rep. (CCH) §20117 (1975-1977);
Commodity Exchange Act Extension and Amendments, HR Rep. No. 95-1181, 95" Cong. 2d Sess., pp.12-5: Purpose
and Need for the Legislation: 2. Jurisdictional Issues (May 15, 1978)]

it BUF S “BIR0 — AR B3R . IREHIRE; WS
FREAER-ZE
Note: GNMA Options Dispute: Stock Options or Commodity Options?

Shad-Johnson Jurisdictional Accord of 1981; Enactment into Law 1983

Suffering the defeat on the GNMA futures in 1975, the SEC in 1981 approved
the application of the Chicago Board Options Exchange (“CBOE”), a stock
exchange, to trade GNMA options. CBOT, the futures exchange, petitioned the
Court to set aside the SEC’s approval order, on the ground that GNMA options
were commodity options, and that commodity options were subject to the CFTC’s
exclusive jurisdiction under the Commodity Exchange Act. The Court found that
the SEC lacked authority to approve CBOE to trade the GNMA options, noting that
the 1974 CEA Amendment broadened the term ‘“commodity” to encompass non-
equity “securities,” and that commodity options (and thus the GNMA options) fell
within CFTC’s exclusive jurisdiction under the CEA.

While the GNMA options dispute was pending in court, Chairman John
Shad of the SEC and Chairman Philip McBride Johnson of the CFTC reached a
jurisdictional agreement: the Shad-Johnson Jurisdictional Accord of 1981, purporting
to divide up regulatory authority between the two agencies. As codified into law in
1983, the Accord amended the Commodity Exchange Act and the Securities Act and
Securities Exchange Act to, among others:

1. give the SEC authority over options on securities including exempt securities
(such as GNMA options), and options on groups or indices of securities;

2. give the CFTC authority over futures and options on futures, on exempt
securities (such as GNMA futures) and on broad-based groups or indices of
securities—with veto power by the SEC over stock index futures approved by
the CFTC;

3. explicitly prohibit single-stock futures and futures on narrow-based indices,
and options on such futures—reflecting a political compromise due to the
disagreement of the two agencies on who and how to regulate such futures and
options, rather than a decision based on any economic rationale.

[References: Chicago Board of Trade v. SEC, 677 F.2d 1137 (7 Cir Mar 24, 1982) (“GNMA Options Dispute”);

SEC-CFTC Joint Explanatory Statement, 1982 Fed Sec L. Rep 483096 (Feb 2, 1982); codified by Congress through

amendments to securities laws, in PL 97-303, 96 Stat 1409, as “An Act to clarify the jurisdiction of the Securities and

Exchange Commission and the definition of security” (Oct 13, 1982), and amendments to the Commodity Exchange
Act, in PL 97-444, 96 Stat 2294, as “An Act 1o extend the Commodity Exchange Act ... .” (Jan 11, 1983)]
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Note: Options on GNMA Futures: Competition with GNMA Options

In competition with the SEC-regulated Chicago Board Options Exchange which
traded GNMA options, the CFTC announced that the CFTC-regulated Chicago
Board of Trade had proposed to trade options on GNMA futures.

[Reference: CFTC, Chicago Board of Trade Proposed Option Contract, 52 FR 48861 (Dec 28, 1987)]

1.1.2 Index Participations: Securities or Futures?

BISCRE.  HEEYT . R P MR P

EHIHEE . Case Study: Chicago Mercantile Exchange v. SEC, 883 F.2d 537 (7 Cir
Oct 23, 1989)

Index Participations (‘“IPs”) Dispute

The SEC approval orders allowed stock exchanges to trade index participations,
concluding IPs were “stock” or “security” within the meaning of Sec. 3(a)(10) of
the Securities Exchange Act; the futures exchanges filed petitions in court seeking
review of the SEC orders, claiming IPs were futures. From the perspective of the
long—which was the SEC’s perspective, IPs looked like an interest in a portfolio of
stocks; hence there was a basis for drawing IPs within the definition of “security” in
Sec. 3(a)(10) of the Securities Exchange Act, which includes “stock” and “certificates
of interest or participation in” stock. From the perspective of the short—which was
the CFTC’s perspective and where such perspective was implied by the Commodity
Exchange Act’s reference to “contracts ... for future delivery,” shorts on IPs were
similar to shorts on stock-index futures. Fact was, IP was designed to be a novel
instrument: it was no less a future than it was a security, and no more; and it is both
a security and a future.

Congress conceived the role of the SEC as regulating capital formation, and that
of the CFTC as regulating price revelation without transfer of capital. Under the
Commodity Exchange Act:

(1) The CFTC has authority to regulate trading of futures and options on futures; the
SEC has authority to regulate trading of securities and options on securities;

(2) If an instrument is both a security and a futures contract, the CFTC is the sole
regulator; if the instrument is both a futures contract and an option on a security,
the SEC is the sole regulator.

In the case that follows, the court was asked to decide whether tetrahedrons
belong in square or round holes.
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Chicago Mercantile Exchange, Board of Trade of the City of Chicago, and
Investment Company Institute, Petitioners
V.

Securities and Exchange Commission, Respondent and
Philadelphia Stock Exchange, Inc., Options Clearing Corporation, American
Stock Exchange, Inc., and Chicago Board Options Exchange, Inc., Intervening
Respondents

United States Court of Appeals, Seventh Circuit
883 F.2d 537 (7 Cir. Oct 23, 1989)

Before BAUER, Chief Judge, EASTERBROOK, Circuit Judge, and FAIRCHILD, Senior Circuit
Judge.

EASTERBROOK, Circuit Judge.

The Commodity Futures Trading Commission has authority to regulate trading
of futures contracts (including futures on securities) and options on futures contracts.
The Securities and Exchange Commission has authority to regulate trading of
securities and options on securities. If an instrument is both a security and a futures
contract, the CFTC is the sole regulator because “the Commission shall have exclusive
jurisdiction with respect to ... transactions involving ... contracts of sale (and options
on such contracts) for future delivery of a group or index of securities (or any interest
therein or based upon the value thereof)”, 7 US.C. § 2a(ii). See also 7 US.C. §2 (“the
Commission shall have exclusive jurisdiction, except to the extent otherwise provided
in section 2a of this title"); Chicago Board of Trade v. SEC, 677 F.2d 1137 (7 Cir. 1982),
vacated as moot, 459 U.S. 1026 (1982) (GNMA Options). If, however, the instrument is
both a futures contract and an option on a security, then the SEC is the sole regulator
because “the [CFTC] shall have no jurisdiction to designate a board of trade as a
contract market for any transaction whereby any party to such transaction acquires
any put, call, or other option on one or more securities ... including any group or index
of such securities, or any interest therein or based on the value thereof.” 7 US.C. § 2a(j).

The CFTC regulates futures and options on futures; the SEC regulates securities
and options on securities; jurisdiction never overlaps. Problem: The statute does not
define either “contracts ... for future delivery” or “option"—although it says that “ ‘future
delivery’ ... shall not include any sale of any cash commodity for deferred shipment or
delivery”. See Lester G. Telser, Futures and Actual Markets: How They Are Related, 59
J. Business S5 (1986). Each of these terms has a paradigm, but newfangled instruments
may have aspects of each of the prototypes. Our case is about such an instrument, the
index participation (IP). We must decide whether tetrahedrons belong in square or round
holes.

L

Index participations are contracts of indefinite duration based on the value of a



