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August 26, 1999 

VIA FACSIMILE TRANSMISSION 

Mr. Michael A. Macchiaroli 
Associate Director 
Securities and Exchange Commission 
Division of Market Regulation 
Mail Stop 5-1 
450 5th Street, N.W. 

Washington, D.C. 20549 
Judiciary Plaza 

Re: 

Dear Mr. h4acchiaroli: 

I am writing on behalf of The Options Clearing Corporation (“OCC”) to request 
that the Commission staff take a %o action” position tha~ would permit OCC Clearing Members 
to treat certain affiliates (“Member Affiliates”) for which hey mainrain options accouats as “mn- 
customers” for purposes of Rules 8 e l  and 1512-1 (the “Hypothecation Rdes”).’ Permitting a 
Member Affiliate to be treated as a mn-cusmmer will allow the positions of the Member Affiiate 
to be commingled with the positiom of the Clearing M e d m  in the lams’s firm account at OCC. 
which will result in more favorable clearing margin ucatment. More importantly, this relief will 

L ” C ~ ~ W m e r ”  is defined h the Hypkcation Rules to exclude any general or special 
partner or any ditector or officer of a broker or dealer, or any participant, as such, in any joint, 
group or syndicate account wich such broker or dealer or with any partntr, officer or director 
hereof. Business affiliates controlling, cont~olIed by or under common control with, ehe clearing 
member are not, as such, excluded from the definition. 
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pen& the Member Affiliare's transactions and jms--ions to bc includtc 
proprietary cross-margining account. 

in the Clearing Member's 

OCC proposes to defrne a Member Affiliate as an affiliate of an OCC clearing 
Member that is (i) a Related Person of the Clearing Member;Z (ii) a person who is not a 
"customer" for purposes of the Commission's Rule 159-3;3 and (iii) a person who has given 
consent to be- treated as a mn-customcr and having its claims subordinated to the c l h s  of 
"customers" in a liquidation under the StcuritieS Investor Protection Act. 

In order fo mure that a Member Affiliate is not a Rule 15~3-3 "customer," OCC 
will require that each Member Affiliate that is not a brolce-dder must execute a subordination 
agreement and otherwise conform to the conditions established by the Commission staff whereby 
"accounts maintaincdpmwntto Non-Conforming Subordiaation Agreements that are entered into 
with a non broker affiliated entity shall not be considered a customer for purposes of SEA 15~3- 

I*Relared Person" (of a Clearing Member) is defined in UCC's bylaws as a person who; 
(1) is a business affiliate that controls, or is controlled by or under COIILII~OI~ control with, the 
clearing member or any officer, director or general or specid parmer of the clearing member: (2) 
is a spouse or minor dependent living in the same househdd as any such person or of any nun- 
customer of the clearing member; or (3) is an employee whose duties include: (A) rainaging the 
business of the clearing member or any portion thereof, (9) handling the transactions, positions 
or funds of any c u s t o k  of the clearing member or of such clearing member itself, (C) 
maintaining the records which relate to trades or funds of any customer of the clearing member 
or of such clearing member, or (0) signing or cosigning any checks or drafts on behalf of the 
clearing member; provided, however, that the term Related Pason shall not iaclude any person 

of the clearing member. For purpose of this definition. direct or indirect 
c, in the aggrtgare, of thc equity of any entity is deemed concfusively 

to confer control of that enthy. This defhition is consistent with che list of persons whose 
proPerry Is to bc carried in a 'proprietary wxmt" far puqmw of Regulation 1.30) promulgated 
by the Commodity Futures Trading Commission ("CFTC') uIpdelc tbe Commodity Exchange Act 
(TEAq) .  

''Custorr~r~ is defined in Rule 153-3 8s "any person from whom or on whose  fa 
broker of d d e r  has received or acquired holds funds or securities far the account of that 
person." Rule 15~3-3, states, in pertinenr part, "the term [cistoma] shall mt include a broker 
or dealer . . . or general paraom or directors or principal officers of the broker or dealer or any 
other person to the extent that rhac person has a claim for property or fimnds which by contract, 
agreement or understanding, or by operation of law i s  pan of thc capital of the broker or &alm 
or is subordinated to the claims of creditors of the broker or dealer. 
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3.”‘ Those conditions, and UCC’s proposed method of assuring compliance with them, are as 
follows : - 

I. A written non-confomhg mbrdjnation agreement erds t~ .~  

OCC will require in irs rules that each Member Affiliate who desires to have irs psitiom carried 
in the firm account of its affiliated Clearing Mcmber must execute a subordination agr- (the 
“Subordination Agreemem”) in a form specified by OCC and included in its rule Ning with the 
C d s s i o n  on Form 19b4. 

2. There is a mitten acknowledgment by the af[iliate that the account tF not covered 
by the provhdons of the SeeuritIes Investor PratectIon Act of 1970 arrd the balances are 
funds that are not subject to form customer ptotection. In adation, appmprhk 
disclosure of these two poiats has been made by the afRliote if the assets being pledged 
am not proprietary. 

This acknowledgment, and a representation that such disclosure, if appIicable, bas beenmade, waI 
be sec forth in the Subordination Agreement. 

3. There is an opinion of counsel that the affihted entity cxecuthg the agreement is 
iegally authorized to make the subordinated Eoan of the Wlnds. 

This requuement must be reworded to refer to a “subordinated claim” rather fhan a “subordinated 
loan.” The transaction contemplated in the present situation is the maintezlilIlce of a trading 
account by the clearing member for its affilhte, not the memion of a subordinated loan by the 
affiliate to the clearing-mmber. Accordingly, the S u h r M o n  Agreement will r@e an 
opinion of come1 that the affiliated entity executing the agreement is legally authorized to 
subordinate its claim h respect of such account; provided, howcvcr, that if the Member Affiliate 
provides a written representation that ail positions in the subject to the subordination agreement 
are its own proprietary positions and not those of any othcr person or entity, then no such opinion 
would be required. OCC believes that the right of the Member Aftlhtc to a 5 e  10 subordinate 
a claim to its own property would be clear armd would not need t~ be supported by an opinion of 
couasd. As .asswed by the following requirement, the account could in 110 event contain &e 
positions or propcry of any person who is a U.S. customer. 
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This reprmsentatiou will be included in the Subordination Agreement. 

5. The non-conformfng subordimtion must be subject to approval by the broker 
dealer's Designated Examhim gAlrtharity. 

This requirement also will be included in the Subordination Agreement. 

The relief requested in this letter is actually only 3 m&t expansion of relief 
already granted by the Commission Staff, In 1992, the Division of M a r h  Regulation (the 
"Division") &ranted a similar request by OCC, indicating that it would take no action against OCC 
if UCC were to treat two classes of pmns affiliated with brokerdealers ("Affiliated Cusmers") 
as "nan-custorners" under the Hypothecation Rules.' The two classes of Affiliated Customers 
whose securities the Division permitted to be commingled with the securities of other non- 
customers ar with the firm's securities were uassociatcd markczt-ds"' and "proprietary market 
professionals."' The Division required, in effect, that in order to be included in either of these 
categories, the person or entity setking "non-cutomer" status must be: (i) a Relaced Person of the 
Ckaring Member;' (ii) a person who is not a 'customern for purposes of the Commission's Rule 

%ee enclosure. 

' 'An "associated market-maker is a & brokerdealer) that has a direct or 
indirect affiliation with a clearing member rokcrdealer who k s  OCC's clearing 
services). In particular, an "associated mark-Inaker" is a pxm maintainjng an account with 
a Clearing Member as a t, stock market-maker, stock specialist or 
Registered Trader that is a Clearing Member and shall include any 
partkipam, as such, in an accouut of which 10% or mok is ownad by one or more associared 
matket-makcrs. See enclosure at page 2 and note 6. 

' 

'A urnkt professional" is defined as a person who is either (I) a market-maker, 
specialist. or l?eg&tered Trader as defined in OCC Rule or (2) a member of a cmmdty clearing 
organizationparcicipating in a cross-marghing program with OCC, to the extent that such member 
is trading €or his own amurn anQ not for otbus. A "proprktq mkt prufcssional" is a market 

of the 
hlbr 

Act Rule 15~3-3, (ii) cims not carry the accounts of persans who are custumm of such marker 
professional, and (iii) has wnsnted u) be treated as a proprietaq market p r Q k S i O d .  The term 
"proprietary marker professional" incllrdes any participant, as such, in an accamt of which 10% 
or more is owned by a prapritmry market professional. See enclosure at page 3 and note 8. 

'See note 2, supra, for the definition of "Related Person" under OCC's bylaws. 

profcssioaal that is: (A) a non-customcr of the Clearing Member or (B) a 
Clearing Member tiat 0 is not a cmmer of such Clearing Member unde 
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15~3-3;'' (ui) a person who has given consent to being treated as a non-customer and having irs 
claims therefore subordinakd to the claims of "customers" in a liquidation under thc Securities 
Investor Protection Act; 9 (iv) either an options m k e t  makm or a member (or member firm) 
of a cammdiy exchange. The present request would eliminate this last requirement that an 
affiliate would need to be: a "market professional," i.e., an options market maker or a member of 
a commodity exchange, in order to be eligible for cross-margining. It atso wwld permit an 
affiliate to have its positions included in a firm account at OCC regardless of wbtther the account 
is a cross-margining account. 

-- - 

OCC's reasons for seeking this relief are similar to its reasom for seem the 
earlier no action letter with respect to "market-makers" and "market profcssiods. " Posirions 
of a Member Affiliate that is a customer for purposes of the Hypothccation Rules but whuse 
account is a "proprietary aCcOmt" under the CFTC's Regulation 1-30) (see fn 2 above) may not 
be: abie to be placed in either a proprietary or a non-pqrietary cross-margining account without 
violating either ~e Hypothecation Rules or the segregation rules d t r  Section M(2) of rhr: CEA . 
The requested relief would p e d t  such a Member Affiliare to consent to hclusion of its positions 
in a proprietary cross-margining account. OCC believes @t Member Affiliates that are engaged 
in sufficient cross-market trading to benefit from having their positions included in a moss- 
marghhg account should be encouraged to do so because UCC btliwes that cross-margining of 
cross-market activity enhances the strength and stability of financial clearing systems generally. 

Even where cross-margining is not involved, OCC would prefer to see Member 
Affiliate activity in a proprietary account. OCC k k v e s  tbat, in the event of the failure of the 
finn, positions of public customers could be uansferrd M another firm more easily if they were 
not commingled with the positions of a Member Affiliate, which my also be insolvent. In this 
context, OCC believes that the Hypothecation Rules' definirion of Lcustomer" is too broad when 
used as tbe dtmarcation'line between fh and other activity. 

OCC m w  has approximately seven years of exprierxe operating under the no- 
action relief granted by the Division in the March 27, 1992 letter referred to above. Allowing 
"associaud market-maktrs" and "proprietary market professionals" to be treated as non-customers 
has k r t  successful, and OCC is not aware of any IqaI or operational problems that have becn 
experienced with respect to this treatnttnt. 

OCC's previous -action request was limited to "market proftSsiorMs" and 
"market-makers" only because the cKcurnsw at the time directed OCC's attention in particular 
to thest two groups. It has since become apparent that b e  are additional categories of Member 
Affiliate whose accowlts should be treated 11s "non-custcrmezs" under the Hypahecarion Rules. 
We are requesting, therefore, that thc staff take a "no-Saction" position that would allow Clearing 
hdmbers to carry accounts of hkmkr Affiliates h tbe firm account or a proprkrary cross- 
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margining account if the Member Afftliate co~lscnrs to such ueatmnt. Like the Division’s 1992 

are nor customers for the purposes of Rule 15~3-3.” We believe that such a IuFaction position 
would be consistent with the Commission’s intenst in the soutnms of the clearing systan as well 
as its policy of support for uoss-margining. 

no-action position, the requested no-action pi t ian  would, of course, apply only to persons who * -  

Sincerely, 

William H. Navin 

’‘See note 3, supra, for the definition of “mtomer” under Rule 15~3-3. 




