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rules and regulations thereunder.”> Simply put, the comments failed to persuade the Staff that it
should withhold approval of the Capital Plan for any reason.

Furthermore, the Commission itself has reviewed OCC’s Capital Plan in connection with
OCC’s advance notice filing, and has determined as follows that the Capital Plan will achieve
important protections for OCC and the broader financial system:

The Capital Plan will provide OCC with an immediate injection of capital and

future committed capital to help ensure that it can continue to provide its clearing

services if it suffers business losses as a result of a decline in revenues or
otherwise. Given that OCC has been designated as a systemically important
financial market utility, OCC’s ability to provide its clearing services if it suffers
business losses contributes to reducing systemic risks and supporting the stability

of the broader financial system."?

The Petitioners’ arguments in support of their Petitions largely restate arguments
previously presented to, and rejected by, the Staff and the Commission. As a result, none of the
arguments advanced in the Petitions presents a strong likelihood of success. Cf. Bradford Nat’l
Clearing Corp. v. Secs. & Exch. Comm’n, 590 F.2d 1085, 1107 (D.C. Cir. Sept. 19, 1978)

(noting the “broad authority” of the Commission in evaluating claims of anticompetitive impact).

a. Petitioners do not have a strong likelihood of success on their argument that
the Capital Plan would impose an undue burden on competition.

The non-Stockholder Exchanges argue that the Capital Plan is inconsistent with Section
17A(b)(3)(I) of the Act on the ground that it would create an undue burden on competition.
Their arguments are that the dividends to be paid to Stockholder Exchanges pursuant to the
Capital Plan are (1) excessive and (2) create a burden on competition by allowing the
Stockholder Exchanges to use dividend income to enhance their pricing power. Both arguments

lack logical and economic substance.

" 14 at 38-39.
™ See SEC Notice of No Objection to Advance Notice Filing, supran. 5.
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The argument that the dividends will be excessive is refuted by the following:

¢ $150 million in capital will be contributed by the Stockholder Exchanges;

o There are future required incremental contributions to capital by the Stockholder
Exchanges;

¢ The Stockholder Exchanges have Replenishment Capital commitments of up to
$200 million;

¢ The Stockholder Exchanges are undertaking investment risks inherent in the
capital contribution and Replenishment Capital commitments; and

» The Stockholder Exchanges’ weighted average cost of capital and internal hurdle
rates justify the dividends.

The argument that the Stockholder Exchanges will use dividends to enhance their pricing
power lacks economic substance because the constrained dividend stream is minuécule in
relation to total industry fee-based revenues. To illustrate:

e OCC estimates that total fee-based revenues in the U.S. options industry are $1.6 -
$2 billion per annum'*;

o Current annual industry volume is approximately 4.5 billion, yielding an average
per-side exchange fee of $.18 - $.20;

¢ The post-tax dividend distribution is estimated for the next 10 years to be in the

$22 - $30 million range'®;

* Asdivided into 20% shares, this dividend gives an exchange with a 20-30%

" Market share was determined by actual OCC figures in 2013 and financial statements for one publicly traded
financial exchange, which provide the most transparency of financial results. This data was then extrapolated to
estimate the total fee-based revenues in the industry.

¥ Although OCC’s models showed a lower range of potential dividend returns, the analysis assumes, for purposes of
argument, that the range would be higher than what OCC’s models show,
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market share an absolute fee reduction ability, if 100% of the dividend is used to
subsidize fees, of approximately 1.0%-1.5% ($0.0018-$0.003); and

e Further, when the Stockholder Exchanges’ weighted average cost of capital is
considered, the potential for price reduction is reduced to approximately 0.30%-
0.90% ($0.00054-$0.0018).

Given the constrained dividend structure and the lost economics associated with required
future incremental contributions to capital, refunds to clearing members, and taxes, the
Stockholder Exchanges could achieve greater pricing power by simply using the same capital to
increase market share through price competition. If a Stockholder Exchange with 20% market
share invested $30 million (20% share of the $150 million) in reducing its own fees, it could
reduce per-side fees by approximately $.01 or 5% in comparison to between only three-tenths
and nine-tenths of one percent. Alternatively, a Stockholder Exchange could match the pricing
power of the dividend by applying $30 million in “dividend matching” increments for a period of
7-10 years or longer, depending on the returns generated from investment reserves not yet
applied to price competition.

OCC showed in the comment process that the dividend will reflect the risk-adjusted cost,
as determined by OCC’s Board in the exercise of its business judgment, of capital needed for
OCC to fulfill its obligations as a SIFMU. Therefore the dividend will not be a burden on
competition, but rather a cost of doing business, with OCC receiving the capital it needs, and the
Stockholder Exchanges receiving compensation for making substantial capital contributions and
Replenishment Capital commitments with commensurate equity investment risks, Dividends
will be determined and paid to the Stockholder Exchanges only after OCC’s capital needs are

met, the amount of fees to be refunded is decided and taxes owed by OCC at the corporate level
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have been accrued. The remainder, after retention by OCC of the Business Risk Buffer, which is
also needed to protect OCC’s capital position, would be reflected in reduced fees and/or fee
refunds.

Concluding that the Capital Plan imposes no undue burden of competition, the Staff
specifically observed that, even if there were some burden on competition, any such burden is
both “necessary” and “appropriate” because of the importance of the Capital Plan in maintaining
OCC’s ability to perform its functions:

Given the critical role that OCC plays in the U.S. options market and its

designation as a systemically important financial market utility, the Commission

believes that it is both necessary and appropriate for OCC to obtain and retain
sufficient capital to ensure its ongoing operations in the event of substantial
business losses. While the precise magnitude and incidence of any burden that
exists in this case is necessarily subjective, the Commission believes 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.'®

Petitioners criticize the Staff for not being more specific about the magnitude of any
competitive burden.!” One Petition argues that the Staff’s finding that the Capital Plan does not
produce an undue burden on competition “is not supported by the record.”*® Petitioners
themselves, however, did not provide specific evidence of the burden on competition in their
comments. SIG’s Petition now includes a table, not submitted in the comment process, which

purports to show that the dividend would provide an “exorbitant rate of return” to the

Stockholder Exchanges. ' This table, however, is based on incorrect assumptions and faulty

'® Order, at 45.

17 KCG Petition for Review of Exch. Release No. 74452, at § (Mar. 20, 2015) (“Petition”); see also BATS Petition,
at 10-11 (Mar. 16, 2015); BOX Petition, at 13-14 (Mar. 20, 2015).

¥ MIAX Petition, at 10 (Mar. 20, 2015).

1% SIG Petition, at 9-11 (Mar, 20, 2015).

10
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analysis, and therefore should not be given any weight for the following reasons:

o Expense Growth Rate: SIG assumes an 8.0% compound annual growth rate for
expenses from 2015 to 2022, which is far in excess of the 2.3% annual expense
growth rate that OCC projected internally when developing the Capital Plan.
SIG’s incorrect assumption is based on a misinterpretation of OCC’s statement
that its Baseline Capital Requirement would not exceed $200 million before
2022. This statement only described a “not to exceed” level, and not an expected
level.

» Rate of Return: In calculating the rate of return, SIG included the projected
increase in OCC’s book value over time. This is not a valid component of the
rate of return, because the Stockholder Exchanges have no effective means to
realize any value as a result of an increase in OCC’s book value. OCC attributes
no value to this increase in book value.

s Tax Rate: SIG assumes a 30% tax rate; OCC assumes a 35% tax rate.

o Dividend Tax: SIG does not take into account the 12% tax the Exchanges will
have to pay on the dividends.

For these reasons, the Staff correctly concluded that, if there is any competitive burden, it
is not undue and it is outweighed by the need for OCC to obtain and retain the capital that the
Capital Plan will provide. The Staff’s conclusion is therefore unlikely to be reversed by the
Commission, and accordingly, Petitioners do not have a strong likelihood of success on their

“undue burden on competition” argument.?’

2 See Bradford Nat'l Clearing Corp., 590 F.2d at 1105 n.32 (noting that the Commission has no obligation “to
justify that {the] actions [at issue] be the least anti-competitive manner of achieving a regulatory objective”).

11
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b. Petitioners do not have a strong likelihood of success on their argument that
fees and charges would be inequitable and unreasonable.

Petitioners argue that fees and charges associated with the Capital Plan would be
excessive and therefore inconsistent with Section 17A(b)(3)(D) of the Act, which requires the
equitable allocation of dues, fees, and other charges. Two Petitioners argue that the dividend
structure will unfairly influence the level of clearing member fees, and one says that the payment
of the dividend and retention of “unnecessary and excessive capital” would reduce the amount
that could otherwise be used for reduced fees.?! But these arguments lack merit because there is
a need for additional capital®>—and there is a risk-adjusted cost for the additional capital—so it
is necessary, not inequitable or unreasonable, for those costs to be reflected in the fees charged.
Moreover, the alternative considered by OCC’s Board, which would not have resulted in timely
compliance, would have required a 162% increase (in addition to 2014’s 66% increase) in fees to
accumulate the necessary capital over time.

Future fees are required to be consistent with the Fee Policy approved by the
Commission. OCC’s Board, acting by itself or through a committee, will be required to follow
this Fee Policy. Also, as explained in the comment process by OCC, any changes to its fee
schedule must be filed with the Commission and could be summarily suspended if they are not
consistent with the Fee Policy or if it otherwise appears to the Commission that such action is
necessary or appropriate in the public interest, for the protection of investors, or otherwise in
furtherance of the purposes of the Act. Similarly, any changes to OCC’s Refund, Dividend, and

Fee Policies would require a filing with the Commission, and would be subject to Commission

2! S1G Petition, at 21; KCG Petition, at 7.

2 The need for additional capital was acknowledged by four of the Petitioners in comment letters filed by them in
the rulemaking process. See KCG Comment Letter, to Commission, at 2 (Feb. 26, 2015); SIG, et al., Comment
Letter, to Commission, at 2 (Feb. 20, 2015); BATS Comment Letter, to Commission, at 2 (Feb. 19, 2015); BOX
Comment Letter, to Commission, at 1 (Feb. 19, 2015).

12
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review and approval after public comment. In addition, a majority of OCC’s Board, which
would necessarily include directors other than those associated with the Stockholder Exchanges,
would be required to approve each year’s budget. Petitioners argue that the requirement for fee
changes to be filed with the Commission is insufficient protecti on.?® But this is the process
established by law for the review of fees, and the Staff correctly concluded that this process for
Commission review and approval will ensure that any changes in fees or in the Fee Policy,
Refund Policy, or Dividend Policy will meet regulatory requirements.24

The Staff specifically concluded that the Capital Plan was consistent with Section
17A(b)(3)(D) of the Act, and noted that the concerns expressed about possible future fees did not
convince the Staff that the Capital Plan was inconsistent with providing for the equitable
allocation of reasonabie dues, fees, and other charges among its pau'ticipan’ts.25 In support of this
conclusion, the Staff also referred to OCC’s explanation that the Stockholder Exchanges will
have an incentive to keep fees low because higher operating expenses will result in an increased
Target Capital Requirement, which in turn will require capital contributions to be withheld from
both dividends and fee refunds.?® In addition, the Staff concluded that various features of the
Capital Plan would work together to ensure that fees would be as low as possible consistent with
maintaining sufficient capital and covering projected operating costs.”’ These features include
the Business Risk Buffer, which ensures that fees will be sufficient to cover projected operating
expenses, and the Refund Policy and Dividend Policy, which permit refunds of fees and payment

of dividends only to the extent that shareholders’ equity is maintained at the Target Capital

B K CG Petition, at 7; see also SIG Petition, at 5, 20-21,
24 See Order, at 41-42.

% See Order, at 38, 40-41.

% See Order, at 41 n.96.

27 See Order, at 42-43.
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Requirement, and the prohibition of refunds and dividends when OCC is rebuilding its capital
base after Replenishment Capital is posted.”®

In its notice of no objection to the advance notice filing, the Commission found that fees
will be reduced as a result of the Capital Plan:

The reduction in buffer margin from OCC’s 10-year average of 31% to 25% reflects

OCC’s commitment to operating as an industry utility and ensuring that market

participants benefit as much as possible from OCC’s operational efficiencies in the

future, This reduction will permit OCC to charge lower fees to market participants rather
than maximize refunds to clearing members and dividend distributions to Stockholder

Exchanges.”’

For the foregoing reasons, the Petitioners do not have a strong likelihood of success on
their argument that fees and charges associated with the Capital Plan would be inequitable or
unreasonable.

¢ Petitioners do not have a strong likelihood of success on their argument that

the Capital Plan should be disapproved on the ground that it is a departure
from the industry utility model.

Petitioners argue that the Capital Plan improperly converts OCC from a traditional
industry utility model to a for-profit model that maximizes returns for the Stockholder
Exchanges.*® In the comment process, OCC explained that because the proposal refunds 100%
of the excess funds that are not required to be paid to fund capital requirements or replenishment
commitments, it is consistent with the industry utility model. Moreover, as the Commission
noted in its notice of no objection to the advance notice filing, the Capital Plan is based on a

lower operating margin target of 25% versus 31%, and thus reduces fees charged in the first

instance, as opposed to after-the-fact refunds where some customers will not receive a pass-

 See id.
% See SEC Notice of No Objection to Advance Notice Filing, supran. 5.
3 See KCG Petition, at 5.

14
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through of the refund.?! Finally, the argument that OCC is departing from an industry utility
model would not provide a legal basis for disapproving the proposed rules, even if it were a valid
observation, which OCC strongly believes that it is not. Accordingly,A Petitioners do not have a
strong likelihood of success on this argument.

d. Petitioners do not have a strong likelihood of success on their argument that
the Capital Plan should be disapproved on the ground that alternative means
of raising capital were not adequately considered.

Petitioners also argue that the Capital Plan fails to adequately consider the viability of
alternative means of raising capital. In particular, Petitioners assert that the Order “does not
consider the multiple and less-expensive alternative capital raising plans described by
commenters” and that, as a result, “there is no basis for finding that the burden imposed by the
Capital Plan is necessary or appropriate.”*> As explained by OCC in the comment process,
OCC’s Board considered several potential alternatives in a nearly year-long process, and
determined that the Capital Plan was the most viable and in the best interests of OCC.
Furthermore, OCC’s range of alternatives was limited by existing shareholders’ rights, together
with the requirement that additional capital be “funded by equity.” The rights of the Stockholder
Exchanges included the right not to have their investment in OCC diluted through the issuance of
additional equity capital, as well as the right to elect directors to OCC’s Board.

As the Staff noted in the Order, the Commission must approve a proposed rule change if

it is consistent with the requirements of the Act and the applicable rules and regulations

thereunder. Even if there were other alternatives in addition to those the Board considered and

*! See SEC Notice of No Objection to Advance Notice Filing, supran. S.
% SIG Petition, at 14.
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rejected, the Capital Plan is consistent with the legal requirements, and approval was proper.*
The Petitioners do not have a strong likelihood of success on this argument.
| e. Petitioners do not have a strong likelihood of success on their argument that
the Capital Plan should be disapproved based on corporate governance
issues.

Petitioners argue that the OCC Board’s approval of the Capital Plan was not in
accordance with OCC*s corporate governance obligations. Specifically, the Petitioners argue
that “the OCC failed to comply with the provisions of its By-Laws and Charter designed to
prevent conflicts of interest and to give non-equity exchanges fair representation in the affairs of
the OCC through the express notice of the type of action taken here and an opportunity to be
heard.”* The Petitioners’ arguments, however, are unfounded. There was no material
competitive consequence that required non-Stockholder Exchanges to be notified, because the
non-Stockholder Exchanges would continue to receive clearing services on the same equal basis
as they had in the past, with no obligation to contribute capital or make any Replenishment
Capital commitment. OCC did not and does not believe that there is a material competitive
consequence to the terms under which the Stockholder Exchanges agreed to undertake
obligations of immediate and ongoing capital support to OCC, which they agreed to do
reluctantly and only after other alternatives were found inadequate. There was also no conflict of
interest that precluded the directors associated with the Stockholder Exchanges from voting on
the Capital Plan rulemaking. Neither Delaware law, nor OCC’s By-Laws, nor any other OCC
governing document requires recusal of interested directors where directors on both sides of a

question have potential conflicts of interest that are fully disclosed to the Board. Nor was the

Board disabled from taking action, as Petitioners suggest, merely because there were recently

% See Bradford Nat'l Clearing Corp, 590 F.2d at 1105-06.
3 MIAX Petition, at 5; see also BATS Petition, at 13-19; Box Petition, at 8.
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created Board positions that had not yet been filled. In fact, OCC was advised by outside
governance counsel that these vacancies did not prevent the Board from approving the Capital
Plan, so long as the proposal received the necessary vote of the directors “then in office.”
Thus, as OCC explained in the comment process, the Board’s actions were in accordance with
the requirements of applicable state laws and OCC’s By-Laws. In view of the above, the Staff
was correct when it concluded that it had no basis to dispute OCC’s position that proper
corporate governance procedures had been followed.*® For these reasons, the Petitioners do not
have a strong likelihood of success in obtaining reversal of the Order on the basis of their
corporate governance arguments.
e Petitioners Do Not Face Imminent Irreparable Injury Absent an Automatic Stay
Petitioners do not face imminent irreparable injury if the stay is lifted. The dividend
payable to the Stockholder Exchanges, which is at the core of Petitioners’ objections, will not be
payable before 2016. Lifting of the automatic stay, moreover, will permit OCC to implement
other aspects of the Capital Plan that will benefit the Petitioners and other market participants,
such as a $33.3 million refund of 2014 fees and putting into place a new fee schedule, providing
for an approximate 20% reduction in clearing fees going forward. Finally, the implementation of
the Capital Plan will strengthen OCC’s capital structure, which will benefit Petitioners as well as

the general public. For these reasons, Petitioners cannot show that they will suffer any imminent

irreparable harm if the stay is lifted.

3 See OCC By-Laws, Article XI, Section 1.
% Order, at 46.
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3 OCC and the Financial System Will Suffer Substantial Harm if the Stay is
Continued

In contrast to the lack of harm Petitioners would face from a lifting of the stay, OCC, the
U.S. options industry, and the financial system as a whole will suffer significant harm in the
event that the Commission does not lift the stay. As stated in the Order, OCC plays a critical
role in the U.S. options market, and its designation as a SIFMU reflects its importance to the
integrity of the financial system generally. If the stay persists, OCC will be unable to carry out
its plan to maintain capital resources to address potential increased capital requirements that may
be imposed by the Commission, and unexpected financial stresses that could occur at any time.
The stay is thus causing substantial harm to OCC and the financial system generally, and it
should be promptly lifted to permit the implementation of the Capital Plan to continue.
4. Continuation of the Stay Would Not Serve the Public Interest

The stay should be lifted because it is not in the public interest. Implementation of the
Capital Plan should be allowed to proceed in order to provide a strong capital base for OCC to
continue to perform its critical functions, and to cope with future increased capital requirements
and unpredictable financial conditions. There is a significant public interest in a strong financial
system, and the stay is interfering with OCC’s well-designed and equitable plan for its future
capital needs, which the Commission’s Staff, pursuant to delegated authority, has already
reviewed and approved, and to which the Commission has previously issued a notice of no
objection.
Conclusion

The continuation of the automatic stay is causing significant harm to OCC and the
financial system by preventing the further implementation of OCC’s Capital Plan. The

Petitioners do not have a strong likelihood of success in obtaining a reversal of the Staff’s
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thorough and well-reasoned Order, nor do they face imminent irreparable injury if the automatic
stay is lifted. The public interest in sound securities markets and a stable financial system
require that the stay be lifted. For these reasons, OCC respectfully requests that the Commission

act promptly to lift the automatic stay.

THE OPTIONS CLEARING CORPORATION

WLy

William J. Nissen

Steve Sexton

Kristen Rau

Sidley Austin LLP

One South Dearborn Street
Chicago, IL 60603
Telephone: 312-853-7000
Facsimile: 312-853-7036

Dated: April 2, 2015

19



4/2/2015 3:48:03 PM CENTRAL TIME Nissen, William J. Sidley PAGE 29

CERTIFICATE OF COMPLIANCE

[, William J. Nissen, counsel to The Options Clearing Corporation (OCC), hereby certify
that the foregoing brief and contemporaneously-filed motion comply with the word count
limitation provided in 17 C.F.R. § 201.154(c). Exclusive of the exempted portions of the brief,
as provided by 17 C.F.R. § 201.154(c), the brief and motion together include 6,760 words. The
undersigned relied upon the word count of this word-processing system in preparing this

certificate.

Dated: April 2, 2015

(Min ) Mo
“William J. Nissen

Sidley Austin LLP

One South Dearborn Street
Chicago, IL 60603
Telephone: 312-853-7000
Facsimile: 312-853-7036

20



4/2/2015 3:48:34 PM CENTRAL TIME

Nissen, William J.

Sidley PAGE 30

CERTIFICATE OF SERVICE

I, William J. Nissen, counsel to The Options Clearing Corporation, hereby certify that on

April 2, 2015, I served copies of the attached Brief in Support of Motion to Lift Stay and

Certificate of Compliance by way of facsimile on the parties and sent the original and three

copies by Federal Express and by facsimile to the Secretary at the following addresses:

Brent J. Fields

Secretary

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

Washington, D.C. 20549-1090
Facsimile: 202-722-9324

Lisa J. Fall

President

BOX Options Exchange LLC
101 Arch Street, Suite 610
Boston, MA 02110
Facsimile: 617-235-2253

Joseph C. Lombard

James P. Dombach

Murphy & McGonigle, P.C.
555 13" Street N.W.

Suite 410

Washington, DC 20004
Facsimile: 202-661-7053

Dated: April 2, 2015

ACTIVE 206802990v.8

21

John A. McCarthy

General Counsel

KCG Holdings, Inc.

545 Washington Boulevard
Jersey City, NJ 07310
Facsimile: 201-557-8824

Barbara J. Comly

Executive Vice President, General Counsel
& Corporate Secretary

MIAX

7 Roszel Road, Suite 5-A

Princeton, NJ 08540

Facsimile: 609-987-2201

Eric Swanson

General Counsel & Secretary
BATS Global Markets, Inc.
8050 Marshall Drive, Suite 120
Lenexa, KS 66124

Facsimile: 913-815-7119

William J. Nissen

Sidley Austin LLP

One South Dearborn Street
Chicago, IL 60603
Telephone: 312-853-7000
Facsimile: 312-853-7036






