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-October 7, 2015

VIA COURIER AND FAX

Brent Fields

Secretary

Securities and Exchange Commission
100 F. Street N.E,

Washington, D.C, 20549-1090

RE: SR-OCC-2015-02, Statement in Opposition to Actlon Made by Delegated Authority

Dear Mr. Fields,

BATS Global Markets, Inc. (“BATS”), on behalf of its subsidiary options exchange,
BATS Exchange, Inc., BOX Options Exchange, LLC, and Miami International Securities
Exchange, LLC, hereby submit the enclosed original and three copies of Statement in Opposition
to Action Made by Delegated Authority in relation to the above-captioned matter, Also
enclosed, please find a Certificate of Service and facsimile confirmation sheet.

Any questions concerning this matter can be directed to:
Eric Swanson

General Counsel and Secretary
BATS Global Markets, Inc.

- 8050 Marshall Dr., Suite 120

Lenexa, KS 66214
(913) 815-7000 (phone)
(913) 815-7119 (fax)

Lisa J. Fall

President

BOX Options Exchange LLC
101 Axch Street, Suite 610
Boston, MA 02110

(617) 235-2235 (phone)
(617) 235-2253 (fax)

Barbara J, Comly

Executive Vice President, General Counsel and Corporate Secretary
Miami International Securities Exchange, LLC

7 Roszel Road, Suite 5-A

- Princeton, NJ 08540
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~ (609) 897-7315 (phone)
(609) 987-2201 (fax)

‘Sincerely,

S

Eric Swanson
General Counsel and Secretary
BATS Global Markets, Inc.

LisaJ. Fall
President .
BOX Options Exchange, L1.C

Barbara J. Comly
Executive Vice President, General Counsel and Corporate Secretary
Miami International Securities Exchange, LLC
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(609) 897-7315 (phone)
(609) 987-2201 (fax)

Sincerely,

Eric Swanson
General Counsel and Secretary
BATS Global Markets, Inc.

A Fal

Lisa J. Fall
President .
BOX Options Exchange, LL.C

Barbara J. Comly
Executive Vice President, General Counsel and Corporate Secretary
Miami International Securities Exchange, LLC
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(609) 897-7315 (phone)
(609) 987-2201 (fax)

Sincerely,

Bric Swanson
General Counsel and Secretary
BATS Global Markets, Inc,

Lisa J. Fall
President
BOX Options Exchange, L1.C

5@% Go oo Aé) L

Barbara I. Comly  / ~
Executive Vice Presidént, General Counsel and Corporate Secretary
Miami Intemational Securities Exchange, LL.C




Oct.

1. 2015 4:17PM No. 3701 P,

CERTIFICATE OF SERVICE

We, Eric Swanson, General Counsel and Secretary of BATS Global Markets, Inc., Lisa J, fall,
President of BOX Options Exchange, LI.C, and Barbara J. Comly, Executive Vice President,
General Counsel and Corporate Secretary of Miami Intemational Securities Exchange, LCC,
hereby certify that on October 7, 2015, we served copies of our Statement in Opposition to
Action Taken by Delegated Authority on: '

Brent Fields William J. Nissen

Secretary Sidley Austin, LLP
Securities and Exchange Commission One South Dearborn Street
100 F. Street N.E. Wacker Drive, Suite
500Washington, D.C. 20549-1090 Chicago, IL 60603

Dated: October 7, 2015 &3\

Eric Swanson
General Counsel and Secretary
BATS Global Markets, Inc.

Dated: October 7, 2015

Tisa J. Fall
President
BOX Options Exchange LCC

Dated: October 7, 2015
: Barbara J. Comly

Executive Vice President, General Counsel and

Corporate Secretary -

Miami International Securities Exchange, LLC
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We, Eric Swanson, General Counsel and Secretary of BATS Global Markets, Inc., Lisa I. fall,
President of BOX Options Exchange, LLC, and Barbara J, Comly, Executive Vice President,
General Counsel and Corporate Secretary of Miami International Securities Exchange, LCC,
hereby certify that on October 7, 2015, we served copies of our Statement in Opposition to
Action Taken by Delegated Authority on:

Brent Fields William J. Nissen
Secretary Sidley Austin, LLP
Securities and Exchange Commission - One South Dearbom Street
100 F. Street N.E. Wacker Drive, Suite
500Washington, D.C. 20549-1090 Chicago, IL 60603

Dated: October 7, 2015

Eric Swanson
General Counsel and Secretary
BATS Global Markets, Inc.

Dated: October 7, 2015 é 0 Faﬂ

Lisa J. Fall
President
BOX Options Exchange LCC

Dated: October 7, 2015

Barbara J, Comly ‘ \
Executive Vice President, General Counsel and
Corporate Secretary i

" Miami International Securities Exchange, LLC
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CERTIFICATE OF SERVICE

We, Eric Swanson, General Counsel and Secretary of BATS Global Markets, Inc., Lisa J, fall,
President of BOX Options Exchange, LLC, and Barbara J. Comly, Executive Vice President,
General Counsel and Corporate Secretary of Miami International Securities Exchange, LCC,
hereby certify that on October 7, 2015, we served copies of our Statement in Oppositionto
Action Taken by Delegated Authority on:

Brent Fields William J, Nissen
Secretary Sidley Austin, LLP
Securities and Exchange Commission One South Dearborn Street
100 F, Street N.E. Wacker Drive, Suite
500Washington, D,C. 20549-1090 Chicago, IL 60603

Dated: Qctober 7, 2015

Eric Swanson
General Counsel and Secretary
BATS Global Matkets, Inc.

Dated: October 7, 2015

Lisa J, Fall
President
BOX Options Exchange LCC

Dated: October 7, 2015 Z%,éw@/g (\(m?
Barbara J, Cémly

Executive Vice President, General Counsel and
Corporate Secretary
Miami International Securities Exchange, LLC
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RECEIVED
0CT 07 2015

Before the OFFICE OF THE SECRETARY
SECURITIES AND EXCHANGE COMMISSION

) .
In the Matter of the Petitions of: ) File No. SR-OCC-2015-02
)
)
BATS Global Markets, Inc., )
BOX Options Exchange LLC, and )
Miami International )
Securities Exchange, LLC )
)

STATEMENT IN OPPOSITION TO ACTION MADE BY DELEGATED AUTHORITY

BATS Global Markets, Inc, (“BATS”), BOX Options Exchange, LLC (“BOX"), and
Miami International Securities Exchange, LLC (“MIAX?”) (collectively, the “Petitioners™),
hereby submit a statement in opposition to the action of the Division of Trading and Markets
made by delegated authority on March 6, 2015, apbroving a rule change by the Options Cleanng
Corporation concerning 2 proposed capital plan (“the Capital Plan™).!

Preliminary Statement

Commission staff acting pursvant to delegated aurhoﬁty‘ap‘phroved thé OCC’s Capital

Plan authorizing the OCC to raise capital ﬁpm its four shareholder exchange groups® and for the

first time pay dividends, in perpetuity, to this select group of shareholder exchanges at a level

! See Securities Exchange Act Release No. 74452 (March 6, 2015), 80 FR 13058 (March 12, 2015) (SR-
0OCC-2015-02). s

2 The sharcholder exchanges are: Chicago Board Options Exchange, Incorporated (“CBOE™), Intemational
. Securities Exchange (*ISE”), NASDAQ OMX PHLX LLC ("*NASDAQ"), and NYSE MKT LLC and
NYSE Arca, In¢, (collectively, “NYSE"),
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that is significantly above market rates — estimated to be anywhere from 16% - 20% per year in -
the first few years and potentially significantly higher thereafter.? The proposed Capital Plan

would radically change the nature of the OCC, which has served for decades as a non-profit

utility operating for the benefit of its clearing members and the investing public, by turning it

into a for-profit monopoly operating for the benefit of the four shareholder exchanges. The
effect of the proposed Capital Plan would be to significantly undermine competition among the
various options exchanges and impose excessive costs on clearing firms and investors, which
will degrade the quality of the options markets.

The proposed Capital Plan devised by the OCC would effectively allow its shareholder
cﬁchanges to monetize for their benefit the OCC’s monopoly over options clearing. If not
rejected, the proposed Capital Plan will create a massive wealth transfer from options investors
to OCC’s shareholder exchanges that will stifle future competition in the options market and will
result in an ongoing and unnecessary increase in the costs of trading listed options. The
extraordinary subsidy to this limited group of exchanges will be borne by clearing members and N
options investors who will ultimately fund the excessive payments.

‘When first proposed by the OCC, the Capital Plan appeared to reflect a legitimate attempt
to increase the OCC’s capital position through a flawed and costly process that served only to
benefit the OCC’s shareholder exchanges. Now, as time has passed and the OCC has amassed
significant new capital without the Capital Plan in effect, the proposed Capital Plan appears to
solely reflect an unconscionable effort by the OCC’s sbareholder exchanges to greatly enrich

themselves at the expense of the industry,

3 The Capital Plan would permit the OCC to amend its By-Laws and certain other governing documents to
effect the raising of additional capital from, and the paying of dividends to, the shareholder exchanges.
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Commission staff approved the Capital Plan pursuant to delegated authority and
committed numerous material errors in doing so. Significantly, the Commission staff conducted
virtually no substantive analysis of the competitive — or anticompetitive — effects of the proposed
Capital Plan. The Commission staff’s order approving the Capital Plan pursuant to delegated
authority made no reference to any market studies, reviews, statistics, or economic analysis
relating to how the Capital Plan would affect competition among options exchanges, fee
structures and what the impact would be on investors or the quality of the options markets, The
approval of such sweeping changes to the options markets without engaging in or considering
such studies, is arbitrary and capricious manner and an abuse of discretion.?

The Commission staff also committed numerous material ervors of fact and law, For
example, the staff acknowledged the likely burden on competition presented by the OCC’s
Capital Plan, but misanalysed both the facts and the law in concluding that such burden was not
undue. In particular, the staff rejected arpuments that the rate of return that will be realized by
the shareholder exchanges is excessive and amounts to an improper subsidy. The staff relied
heavily on the fact that OCC’s Board of Directors (the “Board”) approved the Capital Plan. In so
doing, the staff failed to account for the unique nature of the OCC, including (i) the impact of its
status as a monopoly, and (ii) the outsized influence the sharcholder exchanges exert over the
OCC’s affairs. Further, the staff’s analysis appears to be based on a false tradeoff between the

OCC’s need to raise capital and the burden on competition created by the proposal, concluding

4 See Adminstralive Procedure Act, 5 U.S.C. §706(2)(A) (authorizing courts to set aside agency action that is
“arbitrary, capricious, an abuse of discretion or olherwise not in accordance with law”); Business
Roundtable v. Securities and Exchange Comniission, 647 F.3d 1144, 1148 (D.C. Cir. 2011) (holding that
“the Commission acted arbiirarily and capriciously for haviog failed . . . adequately to assess the economic
ettects of a new rule”); Chamber of Conmmerce v, Securities and Exchange Commission, 412 F3d 133, 144

~ (D.C. Cir. 2005) (finding Comumission violated its obligations under the APA because it failed in its
“statutory obligation to do what it can to apprise itself — and hence the public and the Congress—of the
economic consequences of a proposed regulation before it decides whether to adopt the measure.”).
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that “even if OCC’s Capital Plan may result in some’burden on competition, such a burden is
necessary and appropriate in furtherance in the purposes of the Act given the importance of
OCC’s ongoing operations to the U.S, options market and the role of the Capital Plan in assuring
its ability to facilitate the clearance and settlement of securities transactions in a wide range of
market conditions.” This logic erroneously assumes that the only issue at stake is the OCC’s
need to raise capital. In fact, the Petitioners - at least until now - have not disputed the OCC’s
need to raise cépital; rather, the Petiiioners have taken issue with the means by which the OCC is
raising that capital and fundamentally altering the nature of the OCC in the process. As
discussed in more detail below, the Petitioners do now question the OCC’s conclusion regarding
the amount of capital it needs to raise -~ not only is the record is devoid of any evidence
supporting the OCC’s conclusion that it needs $247 million in immediate target capital and
commitments for $117 million in Replenishment Capital, other than the OCC’s conclusory
representation that the amount was derived from a third party study, the OCC has over the past
year dramatically enhanced its capital position through fee increases to nearly equal the amount
it seeks to raise through the Capital Plan.

The Commission staff also erroneously dismissed concerns regarding the impact on

future clearing fees, réasoning that any OCC fee increases will need to be filed with the

Commission, despite the fact that such filings will be too attenuated, both temporally and

substantively, from the dividend to allow for adequate review of their excessiveness by either the

Commission or the public. | |
Significantly, the Commission staff also failed to adequately address the evidence in the

record demonstrating that, in approving the Capital Plan, the OCC failed to comply with

3 Order, supra note 1, at 13068.
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Commission-required provisions of the OCC’S By-Laws and Charter designed to prevent -
conflicts of interest and to give non-shareholder exchanges, like Petitioners, fair representation in
the affairs of the OCC through express notice of the type of action taken here and an opportunity
to be heard. Commission staff acknowledged that “[s]everal commenters raised concerns that
OCC’s Capital Plan was not approved in accordance with OCC’s By-Laws due to vacancies on
the Board, that certain Boardl directors (i.e., Stockholder Exchanges) were ‘interested parties’ and
therefore should have recused themselves from any decision to approve or disapprove OCC’s
pz"oposal, and OCC failed to promptly inform non-Stockholder Exchanges of the proposed
change.” But, in rejecting these arguments, the Commission staff merely cited to
representations from the OCC that it complied with its By-Laws, stating that the staff has no
basis to dispute the OCC’s representations. In so doing, the Commission staff failed to articulate
how the OCC complied with its By-Laws and, critically, the Commission staff ignored the
specific representations from Petitioners, the exact parties the Commission was concerned about
when it required the OCC to insert certain protections into its By-Laws, that the OCC failed to
- prompily notify the Petitioners of this matter of competitive significance as expressly required by
the OCC’s By-Laws, in order to enable Petitioners to exercise their rights to address the Board
on the .t()pic as further required by the OCC’s By-Laws. The net result of OCC’s conduct was to
df:ny the Petitioners their rights to fair representation in the OCC’s affairs.

Finally, in April 2014, the OCC increased its cléaring fees by 60%-70%, which resulted
ih an increase in the OCC"§ capital from $25 million to $130 million by year-end 2014, which
includes $33 million the OCC set aside to pay a discreti.o'nary rebate to the industry. By year-end

2015, less than three months from now, Petitioners estimate OCC’s capital will increase to $235
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million, which includes the $33 million of set-aside but unpaid industry rebates for 2014, and
$33 million of set-aside unpaid rebates for 2015. Hence, without the Capital Plan in place, in
less than two years the OCC has been able to raise 95% of the capital it alleges it still needs to

raise through the proposed Capital Plan, without the onerous requirement to pay excessive

" dividends in perpetuity to the exchange shareholders. With respect to the additional $117

million in Replenishment Capital committed by the exchange shareholders in the Capital Plan,
Petitioners submit that the likelihood of the OCC needing to call that capital is extremely low,
but in any case, there are a multitude of less expensive ways to secure that capital without
imposing the unnecessary and perpetual burden on the industry created by the proposed Capital
Plan. |

For these reasons, and as discussed in more detail below, the Petitioners respectfully
request that the Commission reject the proposed Capital Plan.

Background on OCC and Description of the Proposed Capital Plan

Founded in 1973, the OCC is the sole clearing house for exchange-listed options in the
U.S. Transactions in listed options are required to ocour through an OCC clearing member
broker-dealer. In addition, all options transactions are required to occur on a registered national
securities exchange; unlike in equities, there is no off-exchange trading, or intérnalization,
permitted in exchang‘c-ﬁsted optio"ns. While the OCC serves as the sole centralized clearing
house for listed options transactions, pursuant to the market structure established by the
Commission, the various options exchanges directly compete with one another for order flow
through pricing and execution services.

All options exchanges are required to be OCC “participants,” which had historically been

achieved by options exchanges becoming equity shareholders of the OCC. In 2002, the OCC
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amgnded its By-Laws to foreclose additional equity owﬁcrship by new options e;gchangcs.7
Options exchanges launched since this rule change became participants of the OCC by becoming
noteholders. Thus, this rule change had the effect of permanently limiting equity ownership of
the OCC to the following exchange groups — CBOE, NYSE, NASDAQ), and ISE. Consequently,
the Petitioners, formed after the 2002 rule change, are only noteholders.

Since its founding, the OCC has operated as a non-profit industry utility monopoly for
the benefit of its clearing members and the options industry as a whole. As such, the OCC set
fees to its clearing members at a level that was designed to cover its operating expenses and
maintain capital reserves as the OCC deemed necessary to meet its obligations. To the exient the
OCC collected fees each year in excess of its operating expenses and capital needs, the OCC
historically refunded that excess to its clearing members.

Under the rule filing approved by the Order, the OCC would amend its By-Laws and
other governing documents to allow the OCC to raise significant new capital and pay dividends
for the first time to its shareholder eichanges. The existing OCC shareholder exchanges would
contribute $247 million of immediate capital, and commit to contributing additional
Replenishment Capital under certain dire circumstances. In exchange for the contribution, those
shareholder exchanges would receive an annual dividend (subject to the OCC’s compliance with
its capital requiremnents) for so long as those exchanges continued to be equity shareholders. As
a result of the dividend proposed to be paid to the shareholder exchanges, the amount of any

refunds of excess capital to clearing members will be reduced, and could be permanenily

7 See Securities Exchange Act Release No. 46469 (September 6, 2002), 67 FR. 58093 (September 13, 2002)
(SR-OCC-2002-02) (“2002 By-Laws Amendment Order™), '
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eliminated under certain circumstancgs if the shareholder exchanges are required to contribute
replenishment capital.

The exact amount of the dividend to be paid to the shareholder exchanges is not known
because it is redacted from the rule filing, Howevef, based on the information disclosed in the
rule filing, estimates of the rate of return to the shareholder exchanges range ﬁ'oﬁl 16%~26% per
year in the first few years, and possibly significantly higher than that in later years:

Applicable Legal Requirements

| Pursuant to Section 19(b)(2)(C) of the Exchange Act of 1934 (“the Act”), the
Commission must find that a proposed rule change of a self-regulatory organization is consistent
with Act before it can approve such rule change. Section 17A of the Act contains the
requirements applicable to the rules of clearing agencies such as the OCC.. Of rele;vancc to the |
Petitioners’ grievances, Section 17A(b)(3)(D) of the Act requires that the rules of a clearing
agency provide for the equitable allocation of reasonable dues, fees, and other charges among its
participants, Section 17A(b)(3)(F) of the Act requires that the rules of a clearing agency must‘be
designed to, among other things, “protect investors and the public interest”, and Section |
17A)3)(D) requires that the rules of a clearing agency “not ‘imposc any burden on competition
not necessary or appropriate in furtherance of the purposes of this title.”

Additionally, under the Act, “the Commission has a unique obligation to consider the

’cffect of a new rule upon efficiency, competition and capital fcn;mation.”8 Finally, pursuant to

Form 19b-4, “[t]he Commission will not approve a proposed rule change . . . before the self-

8 Business Roundtable, 647 F.3d at 1148 (quoting 15 U.S.C. §§ 78(C)(D), 78w(a)(2), 80a-2(c)). See
American Equity Inv. Life Ins. Co. v. Securities and Exchange Commision, 513 F, 3d 166, 177 (D.C. Cir.
2009) (finding Commission’s consideration of the effect of a rule on efficiency, competition and capital
formation was arbifrary and capricious because the SEC did not disclose a reasoned basis for its conclusion
that the rale would increase competition).
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regulatory organization has completed all action required to be taken under its

constitution, articles of incorporation, bylaws, rules, or instruments corresponding

thereto.”

The Proposed Capital Plan does not Provide for the Equitable Allocation of Reasonable
Dues, Fees, and Other Charges Among its Participants

The OCC will be required to fund the excessive dividends to the sharcholder exchanges

in perpetuity through excessive and unreasonable fees on market participants. In approving the
Capifal Plan pursuant to delegated authority, Commission staff dismissed these concerns stating
that “[fluture changes to OCC’s fee schedule as well as future changes to the Fee Policy, Refund
Policy, and Dividend Policy, ére subject to Section 19(b)(1) of the Act and Section 806(¢) of the
Payment, Clearing, and Settlement Supervision Act, as applicable, both of which require OCC to
(i) submit appropriate regulatory filings with the Commission, (ii) provide an opportunity for
public comment, and (iii) require the Commission to review and ultimately disapprove, object to,
or require modification or rescission, as applicable, if these future proposed changes do not meet
- regulatory requirements.”’® The flaw with the staffs-ﬁnding. is that the OCC sets fees each year
and throughout the year based on its forecasts of operating costs, capital needs, and options
volumes, while the dividends are only paid after year-end when the OCC can determine the
extent tﬁat it collected fees in excess of these forecasts. Hence, at the moment in time when fee
increases are filed with the Commission, the impact on the dividend will be too attenuated, both

temporally and substantively, from the payment of the dividend itself.

9 hitps://www.sec.gov/about/forms/form19b-4.pdf (emphasis added).

10 See Order, supra note 1, at 13067 (citations omitted).
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The Petitioners submit that neither the Commission staff nor the public _wiH be
adequately equipped to determine the extent to which fees were set in anticipation of funding an
excessive dividend at year-end, and by the time the dividend can be determined with precision it
will be too late for the Commission to act to suspend or abrogate a fee increase from months
earlier that in retrospect was excessive.!! As such, the rule filing procesé regarding future OCC
fee incfeases is not an adequate protection against a massive transfer of wealth from clearing
members and the investing public to the shareholder exchanges, and the proposed Capital Plan
fails to meet the requirements of Section 17A(b)(3)(D) of the Act.

The Proposed Capital Plan is not Designed to Protect Investoxs and the Public Interest

The proposed Capital Plan fundamentally changes the nature of the OCC from a non-
profit industry utility operated for the benefit of its clearing members and options investors, into
a f()r—prbﬁt monopoly operating for the benefit of its efgclusive group of shareholder exchanges.
While there is nothing uﬁique today about an SRO operating aé a for profit business, with respect
to the OCC, this transition is not designed to protect investors and is not in the public interest in
light of the unique role of the OCC, its ownership, and its governance, including the following;

e The OCC is a monopoly — unlike other SROs (i.e. registered national securities
exchanges), there is no competition for the OCC’s services and, hence, no competitive
pressures on fees,

e There is no over-the-counter market for listed options transactions. As such, every

execution of a listed options contract rmust be cleared through the OCC subject to the

u One need look no further than the history of the OCC’s payments of rebates to OCC clearing members to
see the futility of the Commission fee filing process on identifying excessive fees. Historically, since the
OCC was fourded it has paid annual rebates to its member clearing firms, sourced from overpayments in
fees, in amounts in the aggregate equal to tens of millions of dollars per year. While that has not been a
problem in as much as the overpayments were being passed back to the ¢learing members responsible for
paying the fees, it does highlight that the fee setting process at the OCC and the Commission review of that
process has not resulted in an effective constiaint on the OCC charging excessive fées.

10



Oct. 7. 2015 4:19PM No. 3701 P 22

OCC’s fees; broker-dealers cannot engage in internal compression or netting to reduce
their exposure to OCC’s fees.

e The OCC is owned by four exchange groups (i.e. CBOE, NYSE, NASDAQ, and ISE)
and, by rule, the OCC has prohibited any other options exchange from becoming a
shareholder,

¢ Each of the existing shareholder exchanges possesses a veto right over certain aspects
related to the OCC’s affairs, including the issuance of equity that could dilute its
ownership. 2
The proposed Capital Plan is not designed to protect investors or the public interest but is

instead designed to benefit the shareholder exchanges at the expense of investors by paying the
shareholder exchanges an outsized dividend, or more aptly, subsidy, in perpetuity. To fund this
perpetual subsidy, the OCC will impose excessive and unreasonable costs on the options
industry; costs that will ultimately be bome by investors in the form of higher fees, wider
spreads, and reduced liquidity. As such, the §10posed Capital Plan fails to meet the requirements
of Section 17A(B)(3)(E) of the Act.

The Proposed Capital Plan Creates an Undue Burden on Competition

The proposed Capital Plan would result in an undue burden on competition by unfairly
discriminating between the Petitioners and the shareholder exchanges. The OCC holds a unique
position in the options market — it is a utility monopoly that clears all transactions in listed

options executions. All options exchanges are required to be participants of the OCC, but the

12 Petitioners understand that the private shareholder agreements between cach of the four OCC shareholder
exchanges and the OCC include a provision requiring unanimity of the shareholder cxchanges in order for
the OCC to take certain actions, including, at a minimum, actions that would have the effect of dslutmg
each of those shareholder’s equity stake in the OCC.

i1
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OCC amended its By-Laws in 2002 such that no subsequent options exchange is allowed to own
equity in the OCC, As such, although similarly situated in tenﬁs of their status, function in, and
contribution to, the options industry, not all options exchanges ére treated similarly vis-a-vis
their relationship with this industry utility monopoly. While this has been historically acceptable
because the OCC acted in the best interests of its clearing members and the industry at-large, it
will be unacceptable if the OCC is allowed to use the fees charged on options transactions — fees
to which all exchanges contribute equally — to fund excessive subsidies solely to the select group
of shareholder exchanges. The net result of the proposed Capital I"Ian would be to create and
undue burden on the Petitioners’ ability to compete with the shareholder exchanges.

In approving the Capital Plan pursuant to delegated authority, Commission staff
recognized that a dividend to the sharcholder exchanges that does not accurately reflect the true
risk of the investment may result in a burden on competition, However, the staff erred in
concluding that because the OCC is a unique entity that is not publicly traded, determining the
cost of capital is subjective and, hence, the “OCC’s Board of Directors must use its judgment to |
determine the appropriate or competitive rate of retumn and the dividend policy that appropriately
reflects the risk of the Stockholder Exchanges’ equity investment.”!® To the contrary, private
companies rontinely raise capital through competitive processes that are not left solely té the
judgment of a board of directors and that result in a competitive rate of return. Here especially,
where the governance process was so heavily biased in favor of the shareholder exchanges that
stand to accrue excess monopoly rents from the proposed Capital Plan, a competitive process
would have informed the Board’s judgment to ensure it was, in fact, fulfilling its ﬁduci;iry

obligations to the OCC,

13 Order, supra note 1, at 13068 (emphasis added).
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Moreover, while in approving the Capital Pllan pursuant to delegated authority
Commission staff recognized that the Capital Plan may result in some burden on competition, the
staff rejected the idea that that burden was undue, finding that “such a burden is necessary and
appropriate in furtherance of the purposes of the Act given the importance of OCC’s ongoing
operations to the U.S. options market and the role of the Capital Plan in assuring its ability to
facilitate the clearance and settlement of securities transactions in a wide range of market
conditions.”* But, the question of whether the competitive burden is “undue” is necessarily
determined by reference to the extent of the anticompetitive subsidy that will be paid solely to
the shareholder exchanges (the precise amounts of which have been redacted in the record). 15
Taken to its lqgical conclusion, the staff’s finding suggests that regardless of the amount of the
subsidy, the resulting competitive burden would never be considered undue but would always be
considered necessary and appropriate in furtherance of the Act. Again, where, as here, the
proposed Capital Plan was the result of a confluence of unique factors associated with the OCC’s
monopoly status and governance structure that inured to the benefit of the sharecholder
exchanges, the staff’s findings that any dividend paid is appropriate and necessary, regardless of

its amount and its impact on competition, constitutes an erroneous conclusion of law.

" Order, suprg note 1, at 13068,
15 Petitioners have estimated that a $30 million annual dividend to the shareholder exchanges would enable

those shareholder exchanges, depending on the market shave of each, to reduce fees by between 7% and
22%. See Petitioners Response to Motion of the OCC to Lift Automatic Stay, dated April 8, 2015.
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The Capital Plan was the Result of a Flawed Governance Process in Violation of the QCC’s

By-Laws and Form 19b-4-

In 2002, the OCC amended its By-Laws so that it could provide clearing services to new

options exchanges without having those exchanges become shareholders of the OCC.' In so

doing, the OCC created a new category of non-shareholder exchange participants. To ensure fair

representation in the OCC’s affairs by the non-shareholder exchanges and to address concerns

that the non-shareholder exchange pax’ticipénts could be disadvantaged vis-a-vis the exchange -

shareholder participants, the Commission required the OCC to insert requirements into its By-

Laws to ensure that non-shareholder exchange participants “will be entitled under that [By-

Laws] provision to “fair representation . . . in the selection of [OCC’s] directors and

administration of its affairs.””'" In connection with the adoption of these changes, the OCC

made the following additional representations to the SEC;

OCC has represented to the Commission that OCC management will (1) provide
non-equity exchanges with the opportunity to make presentations to the OCC
board or the appropriate board committee upon request and (2) will promptly pass
on to non-equity exchanges any information that management considers to be of

- competitive significance to such exchanges disclosed to exchange directors at or

in connection with any meeting or action of the OCC board or any board
committee. Letter from William H. Navin, Executive Vice President, General
Counsel, and Secretary, OCC (July 8, 2002).!8

Ultimately, the OCC adopted the following language as Interpretation and Policy .01 to

Article VIIB of its By-Laws!’:

16

17

18

See 2002 By-Laws Amendment Order, supra nole 5.

See 2002 By-Laws Amendment Order, supra note 5, at 58094 {cmphasis added).
.

OCC By-Laws, available at

http:fhnww.theoce.com/components/docsflegalfyules_and_ bylaws/oce bylaws.pdf
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.01 Non-Equity Exchanges will be promptly provided with information that the
Executive Chairman considers to be of competitive significance to such Non-
Equity Exchanges that was disclosed to Exchange Directors at or in connection
with any meeting or action.of the Board of Directors or any Committee of the
Board of Directors.

As previously stated, the proposed Capital Plan creates an undue competitive burden 611
the Petitioners’ ability to compete with the shareholder exchanges because the proposed Capital
Plan allows the sharcholder exchanges to extract an excessive subsidy from the OCC at the
cxi)cnse of both the non-shareholder exchanges and the industry at-large. This excessive subsidy
will be used to subsidize the shareholder exchanges® provision of execution services, which in
tum provides the shareholder exchanges with a significant and unfair competitive advantage over
the Petitioners. It was precisely these types of potential competitive concerns that led to the
adoption of the above-referenced By-Laws provisions and the explicit representations the OCC
made to the Commission regarding disclosure of information to Petitioners and their opportunity
to be heard.

However, in developing the proposed Capital Plan, the OCC failed to comply with either
the By-Laws provisioné or the explicit representations it made to the Commission in July
2002. In particular, although the proposed Capital Plan is indisputably a matter of competitive
significance to the Petitioners, the OCC failed to inform Petitioners — “promptly” or otherwise ~
that the proposed Capital Plan was under consideration by the OCC. Petitioners were thus not
given an opportunity to exercise their rights to request to make presentations regarding the matter
to the Board or to the appropriate committee of the Board. By virtue of being denied the
information to which they were entitled, Petitioners were unable to exercise their rights at all, let

alone in a timely fashion, before the Board approved. the Capital Plan.

- 15
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In approving the' Capital Plan pursuant to delegated authority, the staff summarily
rejected Petitioners’ arguments in this regard, stating nothing more than that the “0cC represents
that OCC and its Board of Directors have conducted its business in conformity with applicable
state laws and its own By-Laws” and that “[t]he Comnﬁssion has no basis to dispute OCC’s
position on this matter.”?® Accordingly, the Commission staff simply accepted the OCC’s false
representation thét it had complied with its By-Laws without regard to the record that had been
developed by the Petitioners comment letters demonstrating that the OCC did not comply with
these important By~Laws provisions. |

Since the initiation of this petition process, the OCC has conceded that it failed to notify
the Petitioners about the Capital Plan prior to bringing it to a Board vote2! The OCC defended
its failure to notify the proposed Petitioners by stating that it did not beliéve the proposed Capital
Plan had any material competitive consequence on the Petitioners. Such a view is unsustainable
because, as described in detail above, excessive subsidies paid to the shareholder eichanges
under the proposed Capital Plan would create an undue burden on the Petitioners; ability to
compcté with the shareholder exchanges. It defies all logic and common sense to coﬁcl;zde that
the payment to the exclusive group of shareholder exchanges of an excessive dividend — oﬁe not
commensurate with the risk assumed in their capital investment — in perpetuity, and funded by
the clearing of options transat;tions across the industry, regardless of whether those transactions.
occurred on an OCC shareholder exchange or Pctitiéncrs’ exchanges, would not be a matter of
competitive significance to the Pétitioners, And, in fact, in approving the Capital Plan pursuant

to delegated authority Commission staff acknowledged the competitive significance to the

2 - See Order, supranote 1, at 13068.

zn See OCC Motion to Lift Stay and Brief in Support of Motion to Lift Stay, dated April 2, 2015.
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Petiﬁqners. Accordingly, the Pgtitioners submit that the OCC failed to comply with its By-Laws -
and the requirements of Form 19b-4. As such, the Commission mﬁst reject the proposed Capital
Plan,

Morebver, the Board process was tainted by conflicts of interest in violation of the
OCC’s Charter and Code of Cohduct. In particular, none of the five directors representing the
shareholder exchanges recused themselves from either the deliberations ér the vote, despite the
olﬁvious conflict of interest associafed with theix financial interest in the outcome. Pursuant to
Article V of the OCC’s Charter, “[e]ach Director is required to act in good faith in the best
interests of OCC and with due regard to the fiduciary responsibilities owed to OCC as a business
and systemically important financial market utility. In addition, each Director is required to
comply with the provisions of the Code of Conduct for OCC Directors, including, without
limitation, the provisions relating to conflicts of interest and confidentiality,”?> While the actual
Code of Conduct is not publicly available, the OCC does publish its Corporate Governance
Principles, which summarize the relevant portions of the Code of Conduct as follows:

The Board has adopied a Code of Conduct for OCC Directors that includes a
Conflict of Interest Policy. The Conflict of Interest Policy incorporates various
provisions of applicable corporate law and other standards adopted by OCC to
ensure that Board and committee decisions are not impacted by conflicts of
interest, Directors are expected to avoid any action, position or interest that
conflicts with an interest of OCC, or gives the appearance of a conflict, in
accordance with the Conflict of Interest Policy. OCC annually solicits information
from directors in order to monitor potential conflicts of interest and directors are
expected to be mindful of their fiduciary obligations to OCC as set forth in the
Code of Conduct.”?

2 QCC Charter, available at: http://www optionsclearing.com/components/dogs/about/corporate-
information/board of di:cctors charter.pdf.

= OCC Board of Directors Corporate Governance Principles, available at

http/fwww theoce com/components/docs/abont/corporate-
information/board corporate govemance principles.pdf.
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In the present case, each of the five shareholder exchange directors acting on behalf of
the shareholder exchanges had a direct aﬁd significant interest in the outcome of the Board’s
consideration of the Capital Plan that was in conflict with the OCC. That 18, each shareholder .
exchange had an interest in extracting the highest rate of return from the OCC in.exchange for
their capital investment, Yet, none of these directors recused themselves from the deliberations
or the vete, which unalterably tainted the governance process. v

In addition, the Board failed to maintain the requisite number of public directors on its
Board as required by the OCC’s By-Laws, which could have impacted both the quality of the
deliberations on the matter as well as the outcome of the Board vote. By failing to maintain the
requisite number of public directors ‘on the Board while this matter was deliberated and voted on,
the process was deprived of key input from disinterested directors who would be most likely to
argue for an outcome that is objectively in thé best interest of the OCC and the options industry,
In addition, with respect to thc;, three public directors who did participate in the deliberations and
vote, the record is unclear with respect to what they did to ensure that the proposed Capital Plan
was fair'and appropriately in the interests of the OCC. In light of the OCC’s position as an SRO
and a monopoly, the role of public directors takes on acute importance, particularly as it relates
to ensuring the SRO does not act in an anticompetitive fashion as the OCC has here. The
Commission has previously recognized the importance of public directors in this regard, stating
the following in connection with the NASDAQ’s application to become a registered national
securities exchénge: |

[Plublic representatives help to ensure that no single group of market participants
has the ability to systematically disadvantage other market participants through

the exchange governance process. The Commission believes that public directors
can provide unique, unbiased perspectives, which should enhance the ability of the -

18
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Exchange Board to address issues in a non-discriminatory fashion and foster the
" inteprity of the Nasdaq Exchange.?* '

Petitioners are not arguing that every board action that precedes an SRO rule filing must
be scrutinized by the Commission prior to Commission action. Hoﬁrever, where, as here, the
record contains representations from parties in a position to have actual knowledge of
governance failures associated with a rule filing, Petitioners believe it is incumbent on the

Commission to conduct a reasonable level of inquiry to satisfy itself on the question of the

Ve
;

appropriateness of the board governance. Based on the available record, it does not appear the
staff conducted such inquiry in approving the Capital Plan pursuant to delegated authority.
Conclusion
The proposed Capital Plan reflects an unprecedented attempt by} four shareholder
exchange groups to monetize an industry utility monopoly to their exclusive benefit. Because of
the unique nature of the OCC, including its monopoly status, and discriminatory governance that
-favors the shareholder exchanges, the resulting impact of this effort is to significantly undermine
competition among the various'options exchanges and ultimately impose excessive costs on
clearing firms and investors. The detrimental impact of the proposed Capital Plan on the U.S.
options markets cannot be overstated, and the staff made numerous errors of fact and law in
approving it, For these reasons, the Petitioners respectfully request that the Commission reject

the proposed Capital Plan.

o In the Matter of the Application of The Nasdaq Stock Market LLC for Registration as a National Securities
Exchange, Exchange Act Release No. 34-53128; File No. 10-131 (January 13, 2006).
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DATED: October 7, 2015

Respectfully Submitted,

=

Eric Swanson

General Counse] and Secretary
BATS Global Markets, Inc.
8050 Marshall Ave, Suite 120
Lenexa, XS 66214

LisaJ. Fall

President

BOX Options Exchange LLC
101 Arch Street, Suite 610
Boston, MA 02110

Barbara J. Comly

Executive Vice President, General Counsel and Corporate Secretary
Miami International Securities Exchange, LL.C

7 Roszel Road, Suite 5-A

Princeton, NJ 08540
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DATED: October 7, 2015

Respectfully Submitted,

Eric Swanson

General Counsel and Secretary
BATS Global Markets, Inc.
8050 Marshall Ave, Suite 120
Lenexa, KS 66214
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Lisa J.%Fall

President

BOX Options Exchange LLC
101 Arch Street, Suite 610
Boston, MA 02110

Barbara J. Comly

Executive Vice President, General Counsel and Corporate Secretary
Miami International Securities Exchange, LLC

7 Roszel Road, Suite 5-A

Princeton, NJ 08540
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DATED: October 7, 2015

Respectfully Submitted,

Eric Swanson

General Counsel and Secretary
BATS Global Markets, Inc.
8050 Marshall Ave, Suite 120
Lenexa, KS 66214

Lisa J, Fall

President

BOX Options Exchange LLC
101 Arch Street, Suite 610
Boston, MA-02110

Executive Vice President, Gene ounsel and Corporate Secretary
Miami International Securities Exchange, LLC

7 Roszel Road, Suite 5-A

Princeton, NJ 08540
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