Testimony of Gary Katz on behalf of the U.S. Securities Mar kets Coalition
beforea U.S. Department of Labor Hearing on the Proposed Conflict of
Interest Rule

Good afternoon. | am Gary Katz, President and {htecutive Officer of the International
Securities Exchange (“ISE”) and a co-founder of@lmenpany. ISE operates two U.S. options
exchanges, the International Securities Exchang€,dnd ISE Gemini, LLC. | am testifying
today on behalf of the U.S. Securities Markets {fioal (“Coalition”). The members of the
Coalition are the U.S. options exchanges and ttegitral clearinghouse The Options Clearing
Corporation (“OCC”)! The Coalition follows legislative and regulataigvelopments in
Washington and informs policymakers of its viewspooposals impacting the use of exchange-
traded (or listed) options. We appreciate the oty to testify today before the Department
of Labor on its proposed “Conflict of Interest Ru{@roposal”). | am here because the
exchanges and industry at large are very concehadhe Proposal would take away the
current ability of individual investors to use &stoptions in their IRA accounts.

Equity options have been listed and traded on natisecurities exchanges - just like publicly
traded stock - for over 40 years. Collectively tivelve SEC-regulated options exchanges offer
listed options on roughly 3,700 individual stockschange-traded funds, and equity-related
indices. In 2014, some 3.8 billion options contisamn individual equities were traded on U.S.
options exchanges, with each contract typicallyetimg 100 shares of the underlying stéck.

Listed options are a very valuable tool for indivadl investors to manage the risks associated
with owning stock. OCC and the options exchangksg with our brokerage firm partners,
have been at the forefront of providing optionsaadion through the Options Industry Council
(“OIC™) to individuals and other investors aboue tfesponsible use of listed options. Founded
in 1992, the OIC is an industry cooperative thawtes education about the benefits and risks
of listed options. | am proud to say that | wae ofthe founding members of OIC. At the time
it was created, there was a tremendous recogratimong those of us in the industry that it was
critically important to provide investors with eddion about how options worked and how they
can be responsibly used in a portfolio to managjesrand generate additional income. This

! The members of the Coalition (together with OC@) BATS Options, BOX Options Exchange,
Chicago Board Options Exchange, International SesiExchange, NASDAQ Options Market,
NASDAQ OMX PHLX, NYSE Arca, and NYSE Amex. All dhese members are regulated by the
Securities and Exchange Commission (“SEC”), and @Calso regulated by the Commodity Futures
Trading Commission and The Board of Governors effiladeral Reserve. NASDAQ Options Market
and NASDAQ OMX PHLX are owned by the NASDAQ OMX Gm and NYSE Arca and NYSE Amex
are owned by the IntercontinentalExchange Group.
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continues to be the case, and this educationatt éfés played a significant part in the growth of
the options market as investors have had positipergences adding options to their portfolio
mix. Since the founding of OIC, the growth of ihdustry has been tremendous. In 1992, the
total equity options volume was approximately 10Biom contracts. By last year, that volume
number had increased approximately 36-fold to 8l@®i equity options contracts. A good
portion of this growth is attributable to greatedividual investor participation in the options
market.

As we noted in our comment letter, the definitidriiduciary would be significantly expanded
under the Proposal. This expanded definition waalgdse many brokers and other service
providers to IRAs and ERISA plans who are not fidties under current law to be considered
fiduciaries under the Proposal. It also appeasrttany transactions relating to the trading of
listed options by individual investors in their IRAnay become prohibited transactions for
which the proposed new Best Interest Contract Exempvould be the only reasonably
available exemption. Although that exemption degithe types of “Assets” that can be traded in
IRA and plan accounts in reliance on the exemptisted options are currently excluded. The
end result is that the Proposal taken as a whoiddaaeprive many individual investors of their
current ability to invest in listed options usifgir IRA accounts. As such, we strongly believe
that exchange-traded options should be added tissthe permissible products under the Best
Interest Contract Exemption.

Individual investors are significant participansthe listed options market. On behalf of the
Coalition, the TABB Group, a prominent industryeasch firm, is conducting a study on the
amount of options volume originating from individirmvestors® While the study is not fully
completed, they have shared some of their findmgjs us. TABB estimates that approximately
29% of options volume in 2014 is attributable t-deected individual investors. They further
estimate that approximately 15% of this individumdestor volume comes from IRA accounts.
Based on the 2014 equity options volume figuredgiteeviously, this equates to approximately
165 million contracts traded by individual investdaist year in their IRA accounts. They further
estimate that approximately 3.5 million account2®i4 had approval from their brokerage
firms to trade listed options, with some 1.1 mitlir approximately 32%) of these accounts
executing at least one options trade over thetpasyears. This is a very meaningful number
and, as an industry, we are deeply concerned gdvesérving the ability of these investors to
trade options in their IRAs should they choosedsd.

In order to trade listed options, an individual ae& apply to his or her brokerage firm to
receive approval to do sédnder FINRA and options exchange rules, before@ppg a
customer’s account for trading options, a brokesnexercise due diligence to ascertain the

% This forthcoming study will serve as an updategrevious TABB Group analysis of 2013 options weéufrom
individual investors that is cited in the Coaliti®comment letter

(http://www.tabbgroup.com/PageDetail.aspx?PagelD3t68ID=1309).
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essential facts relative to the customer, includirsgor her financial situation and investment
objectives as well as his or her investment expedgeand knowledge, and must determine
whether to approve the account for options trathagsed upon such information. If a broker
determines to permit the customer to trade lisggebas, it typically uses “levels” to determine

the types of options transactions in which the@ustr may engage. Level 1, the level at which
customers new to options trading begin, typicalltharizes conservative options strategies, a
couple of which | will describe shortly. The reggment to conduct the screening is based on the
rules of FINRA and the options exchanges, and #terthination that the customer is eligible for
his or her account to be approved for listed optrading is not presented as a recommendation
to engage in such trading.

As we note in our comment letter, we are concethaticonducting this screening - which is
intended to identify customers who have sufficianestment knowledge and experience to
engage in options trading - may inappropriatelyseaa broker to be deemed a fiduciary under
the Proposal. We are similarly concerned that/tieable options education provided by firms
to their customers — which is designed to promia¢erésponsible use of listed options — would
cause such firms to be considered fiduciaries utigeProposal. We recommend that the
Proposal be clarified such that neither of thegeoirtant activities would cause a broker to be
considered a fiduciary under the Proposal.

As far as listed options strategies engaged imbividual investors in IRA accounts, we
understand from brokerage firms catering to setated investors that, consistent with their
interpretations of applicable regulatory requiretsethey limit the types of options strategies
that IRA account owners can use to conservatiaegjies such as selling “covered” call
options. In this respect, we understand thatregHior writing - covered calls is the most
popular strategy engaged in by individual investorfRA accounts. In covered call
transactions, individuals sell call options on kttwat they hold in order to generate additional
income from the premiums they receive for selling talls. Another strategy engaged in by
individuals in such accounts is buying protectiugsp In protective put transactions, individuals
holding stock during a time of market unrest may ayput option on the stock to protect against
a significant decline in the value of the stockuyBig a put option is essentially like buying
insurance against a decline in the value of thekstand it is an important risk management tool
for individual investors.

Providing individual investors with the right todts save for their own retirement is now more
important than ever. As evidenced by the figuresdgreviously, individuals have found
options to be valuable tools to help them savedtrement, whether by generating additional
income by selling covered calls or protecting tls¢arck holdings through protective puts. | and
the other options industry leaders who are patthisfCoalition believe that it would be a very
unfortunate outcome if the Proposal — which isgiesd to help individual investors better save
for retirement — takes away this valuable and Ipraten tool from them. Accordingly, we



recommend that the definition of “Asset” in the Bderest Contract Exemption be amended to
include exchange-traded options. | appreciatendj@ opportunity to testify and am happy to
answer any questions you might have.



