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March 25, 2016

VIA ELECTRONIC MAIL

Brent J. Fields, Secretary

Securities and Exchange Commission
100 F Street NE

Washington, D.C. 20549

RE: File No. S7-24-15, Use of Derivatives by Retgred Investment
Companies and Business Development Companies

Dear Mr. Fields:

On behalf of the U.S. Securities Markets Coalit{t@oalition”),® The Options
Clearing Corporation (“OCC”) appreciates the oppoitly to submit these comments on
the proposal by the Commission regarding the “U$eDerivatives by Registered
Investment Companies and Business Development Quegiathe “Proposal’$. The
Proposal would create new Commission Rule 18f-Zutite Investment Company Act of
1940, as amended (the “Investment Company Act’)upoate and provide a more
comprehensive approach to the use of derivativeautyal funds, exchange-traded funds
(“ETFs”), closed-end funds, and companies that heleeted to be treated as business
development companies (“BDCs”) under the Investm@ompany Act (collectively,
“funds”). The Coalition understands and appresiatee concerns expressed by the
Commission in issuing the Proposal. As descrilbeshore detail below, the Coalition is
focused on ensuring that certain aspects of thpd23ed do not limit the ability of funds to
effectively use exchange-traded options (“listetdans”).

Equity options have been traded on U.S. securgxehanges for over 40 years.
The U.S. options exchanges currently offer optionsover 3,700 individual stocks,
exchange-traded funds, and equity-related indite2015, some 3.7 billion listed options
on individual equities were traded on U.S. optiershanges, with each contract typically
covering 100 shares of the underlying stock. Wisted options on securities indices are
included, some 4.1 billion listed options were &ddn U.S. options exchanges, or an
average of approximately 16.4 million contractsrgueading day. Total gross premiums

1 The members of the Coalition (together with OC(@) BATS Options, BOX Options Exchange, Chicago
Board Options Exchange, International Securitiesharge, NASDAQ Options Market, NASDAQ OMX
PHLX, NYSE Arca, and NYSE Amex. All of these membare regulated by the Commission, and OCC is
also regulated by the Commodity Futures Trading @@sion and The Board of Governors of the Federal
Reserve.

2 Use of Derivatives by Registered Investment Corigsarand Business Development Companies,
Investment Company Act Release No. 31933 (Dec.2015), 80 Fed. Reg. 80883 (Dec. 28, 2015) (the
“Proposal”).
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for listed options in 2015 were $1.2 trillion omughly $4.8 billion per trading daly.OCC

is the clearing agency for all U.S. options excleangnd OCC was designated in July 2012
as a systemically important financial market utiltty the Financial Stability Oversight
Council.

Listed options provide funds with a valuable riskmagement tool. For instance,
listed options provide funds with the ability todge downside risk of individual stocks or
an entire portfolio through the purchase of puti@y on stocks or indices. They also
provide funds with the ability to generate inconyeelngaging in low-risk strategies, such
as writing “covered calls? In addition, listed options provide funds wittethbility to
engage in risk-limited transactions to gain expesarindividual stocks or indices through
strategies such as spread trati€sinds are also increasingly using listed opttoneanage
the risks associated with their securities porfgliand funds are becoming increasingly
important participants in the listed options markdthe Coalition is concerned that the
Proposal would unduly limit the ability of funds éffectively use listed options.

l. The Proposal Appropriately Excludes Purchased Optins From the
Definition of “Derivatives Transaction”

The Commission appropriately recognizes that puwetiaoptions should not be
treated as “derivatives transactions.” As the Cassian notes in the Proposal, “[a] fund
that purchases an option . . . generally will makeon-refundable premium payment to
obtain the right to acquire (or sell) securitiesl@nthe option but generally will not have
any subsequent obligation to deliver cash or agsetse counterparty unless the fund
chooses to exercise the option,” and “[a] derivativat does not impose a future payment
obligation on a fund in this respect generally neiskes non-derivative securities
investments in that these investments may loseavali will not require the fund to make
any payments in the futuré.”A purchase of a call or put option by a fund oekposes
the fund to the loss of the premiuire( the purchase price for the option), and not aréut
payment obligation. Accordingly, the Coalition egs that purchased options should be
excluded under the final rules.

3 The buyer of a call or put option must pay an tgevf amount for each option contract known as the
“premium.”

4 A call option is considered “covered” if the writef the option owns the shares underlying theawpti
Covered calls are discussed in more detail beldwall option on stock conveys to the buyer of dption

the right, but not the obligation, to buy a givamber of shares (typically 100) of the underlyitgck at a
specified price (the “strike price”) on or beforespecified date (the “expiration date”). The bugéthe

option must pay an up-front premium for the corttrathe seller of the option, which may also benefd

to as the “writer” of the option, receives thatmpiem but also becomes obligated to sell the undeglgtock

to the buyer of the option, at the strike pricegidtl the buyer of the option exercise the option.

5> Options spreads are the basic building blocks ahynoptions trading strategies. A spread position
entered by buying and selling equal number of mstiof the same clasisg;, options on the same underlying
security) but with different strike prices or exgtion dates.

6 Proposal at 80891.



. The Proposal Should Exclude “Covered Calls” From tle Definition of
“Derivatives Transaction,” or in the Alternative, the Definition of
“Exposure” Should Exclude Exposure With Respect t€Covered Calls

Writing covered calls is a common options tradingategy. It is frequently
engaged in by market participants that already ange portfolios of securities as a way
of generating extra income from those securities] & widely considered to be a
conservative stratedy.In a covered call transaction, the buyer of Aagation has limited
downside and theoretically unlimited upsidees it stands only to lose its premium, but
it stands to gain a theoretically unlimited amaiitiie price of the stock goes up to a level
well in excess of the strike price. The writeraofall option that is not a covered call, on
the other hand, has limited upside and theoreyicalimited downside-e., it stands only
to gain the premium, but it stands to lose a thesak#y unlimited amount if the price rises
to a level well in excess of the strike price.

A writer of a call option may eliminate this dowdeirisk by holding the shares
that underlie the option. A writer that owns thmelarlying shares is considered “covered”
and engaging in this strategy is known as “writtogered calls.” While such a writer does
have a theoretically unlimited risk that the margate of the securities will go up, that
risk is entirely offset by the fact that the writeill enjoy the same upside gains on the
securities themselves. In other words, an uncaovereter must go into the market
(potentially at a very unattractive price) to ohtahares to deliver to the buyer when the
option is exercised, while a covered writer canpdyndeliver the shares that he or she
already owns.

We do not believe that covered calls create theesemmcerns about excessive
leverage that are posed by other transactionsrivadizes. Although written call options,
when viewed in isolation, do expose the fund tot@ptial future obligation, that obligation
will be entirely offset by the covering shares. cAulingly, covered calls should be
excluded from the definition of “derivatives transan” under the Proposal. This could
be accomplished in several ways, but we believegptb&erred way would be to alter the
definition of “Derivatives transaction” under theoPosal and add a definition of “Covered
call,” each as follows:

Derivatives transaction means any swap, security-based swap, futures
contract, forward contract, option, any combinatbthe foregoing, or any
similar instrument (“derivatives instrument”) undehich the fund is or
may be required to make any payment or delivergash or other assets
during the life of the instrument or at maturityearly termination, whether

as a margin or settlement payment or otherypsevided that such term
shall not include the purchase of a listed option rothe writing of a
covered call.

" See, e.g., Hemler & Miller, The Performance of Options-Badadestment Strategies: Evidence for
Individual Stocks During 2003-2013,
http://www.optionseducation.org/content/dam/oicigoents/literature/files/perf-options-strategies. pdf
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Covered call means any listed call option for which the writer & the

option holds a number of units of the underlying inerest equal to the

contract size of the option.

If the Commission does not exclude covered catismfthe definition of derivatives

transaction, at a minimum the Commission shouldifpale definition of “Exposure” to
allow a fund to exclude covered calls from its oétion of its exposure for purposes of
the 150% and 300% portfolio limitations under thep@dsal. Again, this could be
accomplished in several ways, including altering definition of “Exposure” under the
Proposal and adding a definition of “Covered cagth as follows:

Exposure means the sum of the following amounts, determimedediately
after the fund enters into any senior securitiasdaction:

(i) The aggregate notional amounts of the fund’svdéives transactions
that are not covered calls provided that a fund may net any directly
offsetting derivatives transactions that are thmestype of instrument and
have the same underlying reference asset, maaumtyther material terms;

(ii) - (iif) * * *

Covered call means any listed call option for which the writer & the
option holds a number of units of the underlying inerest equal to the
contract size of the optiorf

The Proposal Should Be Harmonized With Other Ruleg\pplicable to Listed
Derivatives

As drafted, the Proposal does not reflect the sulbisi differences between listed

derivatives and over-the-counter derivatives. \Wkelie the Proposal should be modified
in several respects in order to take account cfethmportant differences, particularly as
they relate to listed options. OCC is the cerdoainterparty for all U.S. options exchanges
and acts as the buyer to every seller and therdellevery buyer with respect to listed

options in the United States.

a. Funds Should Be Deemed to Be in Compliance With Pposed Rule
18f-4(a)(2) With Respect to Listed Derivatives

Proposed Rule 18f-4(a)(2) would require a fundrt@tage[] the risks associated

with its derivatives transactions by maintainingalifying coverage assets, identified on
the books and records of the fund as specifiedanagraph (a)(6)(v) of this section and
determined at least once each business day, wiglua equal to at least the sum of the
fund’s aggregate mark-to-market coverage amountsrisk-based coverage amounts.”
The Proposal defines “mark-to-market coverage arti@athe amount payable by a fund
if the fund were to exit a derivatives positiortta time the determination is being made

8 “Covered call” would be defined in the same mardescribed in Section II, above.
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and ‘“risk-based coverage amount” as the amount teptesents, at the time of
determination, a “reasonable estimate of the piatleatnount payable by the fund if the
fund were to exit the derivatives transaction unskeessed conditions, determined in
accordance with policies and procedures (which rtalgt into account, as relevant, the
structure, terms and characteristics of the dewuesattransaction and the underlying
reference asset) approved by the fund’s boardretttirs[.]® The Proposal permits both
the mark-to-market coverage amount and the riskdasverage amount to be calculated
on a net basis where there are multiple derivatixe@ssactions entered into by the fund
under a “netting agreement that allows the fundetioits payment obligations with respect
to multiple derivatives transactions[.]” The Prepbalso permits a fund to reduce its mark-
to-market coverage amount by the value of assqisesenting variation margin or
collateral and to reduce its risk-based coveragaeuatrby the value of assets that represent
initial margin or collateral.

In order to trade listed options, a fund must operaccount with a broker-dealer
(1) that is a member of OCC and the relevant optexcthanges or, (2) that has a clearing
arrangement with such a member firm. Any such éralealer must also be a member of
the Financial Industry Regulatory Authority, INCFINRA”). All broker-dealers are
subject to detailed, long-standing margin requinetsipromulgated by the Federal Reserve
(Regulation T), FINRA and the options exchanges. adidition, OCC’s members are
subject to OCC’s margin requirements. The SROseaqeired to file proposed changes
to their margin rules with the Commission, whicHplseensure consistency in margin
requirements among the SROs.

The Proposal makes no mention of the fact thatethsra well-established
regulatory regime pursuant to which broker-deadges required to collect margin from
customers, including funds. We believe this aspéthe Proposal should be carefully
coordinated with subject matter experts within @@mmission, including staff in the
Division of Trading and Markets from the Offices Glearance and Settlement and
Financial Responsibility, with FINRA and with thetmons exchanges. We believe it
would be disruptive and create unnecessary contgléaxia fund to be required to comply
with Proposed Rule 18f-4(a)(2) with respect teelistierivatives such as listed options. We
believe there should either be an express carvdront that rule for listed derivatives
(including listed options), or that a fund shoukl deemed to be in compliance with the
requirement to maintain in segregation assets cseifii to cover its mark-to-market
coverage amount and risk-based coverage amountresfhect to transactions in listed
derivatives, including listed options, providedttiiae fund is in compliance with such
margin requirements as are imposed by its brokarsupnt to applicable regulations.

b. The Definition of “Exposure” Should Be Revised to Epand Upon the
Allowed Offsets

The Proposal defines “Exposure” to mean, with respmederivatives transactions,
“[tlhe aggregate notional amounts of the fund’siadives transactions, provided that a
fund may net any directly offsetting derivativeartsactions that are the same type of

9 Proposed rules 18f-4(c)(6) and (9).



instrument and have the same underlying referessetamaturity and other material
terms[.]'° We believe, for example, that the netting pewditinder this definition is not

sufficient to recognize the risk-reducing impacthafiding multiple positions in listed

options on the same underlying security in the shmd account. We believe broader
netting of exposures should be allowed with respedisted derivatives, including listed

options, in a manner consistent with other appleadgulations.

In the Proposal, the Commission indicates thaptbposed netting language in the
“exposure” definition “would . . . apply to situatis in which a fund seeks to reduce or
eliminate its economic exposure under a derivattvassaction without terminating the
transaction.” The Commission addresses certainifspéransaction pairs, including a
“written option that has a different maturity datea different underlying reference asset.”
The Commission expressed its concern that thisltic@ise potential risks associated with
strategies that seek to capture small changeseindtue of such paired investments|,]”
such as options used in paired collar or spreadegfies. The Commission indicated its
belief that “it would be difficult to develop staaudis for determining circumstances under
which such transactions should be considered te eaminated the market and leverage
risks associated with the positions in a mannertloalld appropriately limit the potential
for funds to incur excessive leverage or undulycsfsive exposures.”

We agree that it may be difficult to develop staddaor determining when one
derivatives transaction has eliminated the mankdtl@verage risks with respect to another
derivatives transaction where at least one leghefdaired trade is an over-the-counter
derivative. However, we do not see this difficulihere both legs are listed derivatives
such as listed options. In this regard, for insgarthe listed options market already has in
place a well-established regulatory regime undeichvithe regulators and SROs have
determined which offsets between listed optionky/tact to offset risk and the extent to
which they do so. Those rules are the margin egguis applicable to the broker through
which funds enter into listed options transactiofi$ie Proposal could be revised to take
account of regulations such as these in severad vimy we believe the proper way would
be to alter the definition of “Exposure” under fawposal and add a definition of “Listed
derivative,” each as follows:

Exposure means the sum of the following amounts, determimedediately
after the fund enters into any senior securitiasdaction:

(i) The aggregate notional amounts of the fund’svdéives transactions
that are not listed derivatives provided that a fund may net any directly
offsetting derivatives transactions that are thaes&ype of instrument and
have the same underlying reference asset, matumityther material terms;

(i) The aggregate notional amounts of the fund’disted derivatives,
provided that a fund may net any directly offsettirg listed derivative to

10 Proposed rule 18f-4(c)(3).

1 The following markup does not include other remisi we are proposing above to these provisions.
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the same extent that margin offsets are permitted nder applicable
margin rules;

@ix(ii) The aggregate financial commitment obligationtheffund; and

@i-(iv) The aggregate indebtedness (and with respect tcclasgd-end
fund or business development company, involunigoydation preference)
with respect to any senior securities transactiatered into by the fund
pursuant to section 18 (15 U.S.C. 80a— 18) or 61UH5.C. 80a—61) of the
Investment Company Act without regard to the exéomgprovided by this
section.

Listed derivative means a derivative transaction that is executed oan
exchange and submitted to and accepted for clearinby a central
clearing counterparty.

We also note the following statement in the Propd$similarly, a purchased
option would not offset a written option that haditierent maturity date or a different
underlying reference asset.” While we agree whik statement, we would also like to
point out that because the Commission has indictitatla purchased option is not a
“derivatives transaction,” as a technical mattgpuachased option would not offset a
written option even if it did have the same majudate, underlying reference asset,
maturity and other terms. We do not think it whe tntention of the Commission in
drafting the Proposal to imply otherwise.

V. The Definition of “Notional Amount” Should More Cle arly Reference Delta-
Adjusted Notional Amounts for Options

The Proposal would allow the Notional Amount ofaption to be adjusted by the
option’s deltal? This is necessary to “have an accurate measuteshére exposure that
an option creates to the underlying reference d$$ewWe agree with this statement,
however, we believe that in order to improve theitt of the rule and as a convenience
to practitioners the adjustment of notional amdoniptions delta should be included in
the text of the final rules themselves, and n@&gated to the descriptive text accompanying
the Proposal. This could be accomplished by addingw sub-part to the definition of
“Notional amount,” as follows:

Notional amount means, with respect to any derivatives transaction
(i) * * *

(ii) * * *

(iif) Notwithstanding paragraphs (c)(7)(i) and @f this section:

2 Proposal at 80902-03.
131d. at n. 163.



(A)***

(B) For any derivatives transaction for which theference asset is a
managed account or entity formed or operated piiynfar the purpose of
investing in or trading derivatives transactionsan index that reflects the
performance of such a managed account or entagyydkional amount shall
be determined by reference to the fund’s pro rates of the notional
amounts of the derivatives transactions of sucbwatcor entity-and

(C) For any complex derivatives transaction, theamal amount shall be
an amount equal to the aggregate notional amountdesfvatives
instruments, excluding other complex derivativesmsactions, reasonably
estimated to offset substantially all of the markisk of the complex
derivatives transactignand

(D) For any option, the notional amount shall be agisted by the delta
of the option.

V. The Definition of “Qualifying Coverage Assets” Shold Be Modified to
Include Other Assets That Are Permissible as Margirdnder Applicable
Rules

We believe the definition of “qualifying coveragesats” under the Proposal is too
narrow with respect to listed derivatives suchisted options. For example, the rules of
the exchanges and FINRA permit certain assets tila@rcash or cash equivalents to be
posted as margin in connection with listed opti@m] we see no reason why the Proposal
would impose more stringent requirements on fuhds those to which they are already
subject when trading listed derivatives such atedisoptions. We propose that the
Commission alter the definition of “qualifying caege assets” and add a definition of
“Listed derivative,” each as follows:

Qualifying coverage assets means assets of the fund described in paragraphs
(c)(8)(i) through-)iv) of this section, provided that the total amouna of
fund’s qualifying coverage assets shall not ex¢eedund’s net assets, and
that assets of the fund maintained as qualifyingecage assets shall not be
used to cover both a derivatives transaction afidamcial commitment
transaction:

(i) Cash and cash equivalents;

(ii) With respect to any listed derivative, any asst, including an escrow
receipt, that may be used as collateral in a margiaccount or posted as
initial margin under applicable margin rules;

@(ii)) With respect to any derivatives transaction oaricial commitment
transaction under which the fund may satisfy itéigalbons under the
transaction by delivering a particular asset, gaaticular asset; and



@i-(iv) With respect to any financial commitment obligatiassets that are
convertible to cash or that will generate cash,aédn amount to the
financial commitment obligation, prior to the datewhich the fund can be
expected to be required to pay such obligatiorhat have been pledged
with respect to the financial commitment obligataord can be expected to
satisfy such obligation, determined in accordandéh vpolicies and
procedures approved by the fund’s board of direci@as provided in
paragraph (b)(2) of this section.

Listed derivative means any derivatives transaction that is executeoh
an exchange and submitted to and accepted for cléag by a central
clearing counterparty.

VI. Conclusion

We appreciate the opportunity to provide the foreg@omments on the Proposal.
We would be happy to assist the Commission in aay possible as the Commission

works toward completion of a final rule. If youMgeany questions, please do not hesitate
to contact me.

Sincerely,

Craig S. Donohue

Executive Chairman
The Options Clearing Corporation

Cc: Mary Jo White, Chair
Michael S. Piwowar, Commissioner
Kara M. Stein, Commissioner



