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SECURITIES AND EXCHANGE COMMISSION

In the Matter of the Petition of:

File No. SR-ISE-2009-35
CHICAGO BOARD OPTIONS EXCHANGE,
INCORPORATED

REPLY IN SUPPORT OF INTERNATIONAL SECURITIES EXCHANGE, LLC’S
MOTION TO LIFT THE COMMISSION RULE 431(e) AUTOMATIC STAY OF
DELEGATED ACTION TRIGGERED BY CHICAGO BOARD OPTIONS
EXCHANGE’S NOTICE OF INTENTION TO PETITION FOR REVIEW

Pursuant to Commission Rule of Practice 154, International Securities Exchange, LLC
respectfully files this Reply in support of its Motion to Lift the Commission Rule 431(¢)
Automatic Stay of Delegated Action Triggered by Chicago Board Options Exchange,

Incorporated’s Notice of Intention to Petition for Review.

INTRODUCTION

Following the Corﬁmission’s August 28, 2009 approval of ISE’s rule filing SR-ISE-2009-
35 (the “Filing”)!, CBOE filed a Notice of Intention to Petition for Review under Commission
Rule of Practice 430(b)(1) régarding the Filing, On September 11, 2009, ISE moved pursuant to
Commission Rule of Practice 154 to lift the automatic stay of Rule 431(e). On September 14,
2009, CBOE filed its Petition for Review. The Commission has not considered CBOE’s

Petition, and ISE will formally oppose that Petition if the Commission reviews it.

! All capitalized and defined terms herein have the same meaning as in the Brief in Support
of International Securities Exchange, LLC’s Motion to Lift the Commission Rule 431(e)
Automatic Stay of Delegated Action Triggered by Chicago Board Options Exchange,
Incorporated’s Notice of Intention to Petition for Review (the “Opening Brief”).



On September 17, 2009, CBOE filed its Response to Motion of International Securities
Exchange, LLC to Lift Automatic Stay (“Response Brief”). CBOE’s arguments opposing ISE’s
motion to lift the stay are without merit. In particular, CBOE fails to refute ISE’s arguments
that: (1) there is a strong likelihood that the Filing will be approved by the full Commission, as it
was earlier approved after comprehensive proceedings before the Commission’s Division of
Trading and Markets (and that CBOE cannot show (as it must) that it has a strong likelihood of
success on the merits); (2) that CBOE will not suffer irreparable injury if the Commission lifts
the stay; (3) that there will be a benefit, not harm, to other parties if the Commission lifts the
stay; and (4) the stay does not serve the public interest.”

Every day the stay remains in effect, ISE is suffering substantial harm.

ARGUMENT
L Rule 431(e) Expressly Provides the Commission Discretion to Lift the Automatic
Stay and Does Not, as CBOE Argues, “Evidence a Policy Preference for the

Commission to Review the Decision [Made Pursuant to Delegated Authority] Before
It Goes Into Effect”

Rule 431(e) is, at best for CBOE, neutral as to whether there is a preference for the
Commission to stay a challenged action taken pursuant to delegated authority while the action is
reviewed. That Rule (1) expressly gives the Commission discretion to lift an automatic stay, (2)
does not suggest a particular duration for the stay, and (3) certainly does not indicate any “policy
preference” for delaying the effect of a challenged action made pursuant to delegated authority:

(e) Automatic stay of delegated action. An action made pursuant to delegated
authority shall have immediate effect and be deemed the action of the

z As explained in ISE’s motion papers, the Commissioner should consider a request for a

stay in light of four criteria: (A) whether the petitioner has shown a strong likelihood that he will
prevail on the merits of the appeal; (B) whether the petitioner has shown that, without a stay, it
will suffer irreparable injury; (C) whether there would be substantial harm to other parties if a
stay were granted; and (D) whether the issuance of a stay would likely serve the public interest.
Opening Brief at 2-4.



Commission. Upon filing with the Commission of a notice of intention to petition
for review, ... an action made pursuant to delegated authority shall be stayed
until the Commission orvders otherwise....

17 C.F.R. § 201.431(e) (cmphasis added). For CBOE’s suggestion that “whenever the Division
takes action pursuant to delegated authority and that action is challenged, the Commission’s
Rules of Practice evidence a policy preference for the Commission to review the decision before
it goes into effect” (Response Brief at 2-3) to be correct, the Rule would have to provide for an
automatic stay during the entirety of the review process, But Rﬁle 431(e) states just the opposite;
the Commission may lift the automatic stay at any time. To the extent Rule 431(e) evidences
any “policy preference,” it is a preference for involving the Commission in determining whether
or not a stay is appropriate in the (historically atypical) event that an automatic stay is triggered.

1L There Is a Strong Likelihood that CBOE’s Petition for Review Will Nof Succeed in
Reversing the Commission’s Action Made Pursuant to Delegated Authority

CBOE cannot establish that there is a strong likelihood it will prevail on the merits of its
Petition. Rather, CBOE simply states an unsupportable conclusion that the policy impacts of
ISE’s filing are “‘significant” and “represent potentially profound changes to market quality and
customer protection.” Response Brief at 3. CBOE’s conclusory statements in this regard are
irrelevant in determining whether to lift the stay. They are also wrong,

CBOE correctly notes that the Division, in approving the filing pursuant to delegated
authority, acknowledged that ISE’s filing would represent a change in certain long-held
principles in the options market. CBOE fails to note, however, that the Approval Order then
went to great lengths to explain why such a change is appropriate. Specifically, the Approval

Order stated that QCCs “‘can benefit the market as a whole and contribute to the efficient



"3 The Approval Order

functioning of the securities and markets and the price discovery process.
then explained how ISE’s proposal is carefully crafted to provide those benefits without the harm
that CBOE alleges will occur.* Due to the careful and thorough analysis in the Approval Order,
there is a strong likelihood that ISE will prevail on the merits.

CBOE provides no basis at all to conclude that its Petition may prevail. Rather, CBOE
argues that the changes brought about by QCCs are “i)rofound” because (1) public customers
supposedly will be harmed because they will lose priority and will not receive executions of their
resting orders (Response Brief at 3-4); and (2) it is the first time crosses will be permitted
without an exposure period (id.). Neither point is true.

With regard to the first one, there is nothing novel about granting/not granting customer
priority. There are numerous examples where the Commission has approved exchange rules that
do not provide customer priority and there is no statutory requirement that customer orders
receive priority. See, e.g., Release No. 34-59287 under the Exchange Act (January 23, 2009); 74
F.R. 5694 (January 30, 2009) at 5696 (*“. . . the customer priority rule under discussion was not a
matter of public customer entitlement derived from the Act, but rather a matter of convention to
accommodate public customer orders, or an auction principle applied as a matter of longstanding
practice by exchanges”) (attached as Exhibit A hereto). In fact, entire options markets exist
without the premise of customer priority (i.e., the price-time markets, including NYSE Arca
Options, Boston Options Exchange, and Nasdaq Options Market). Options markets that do offer
customer priority (CBOE, ISE, NYSE Amex Options, and Nasdag OMX PHLX) have rules that

offer exceptions to customer priority in certain situations (e.g., CBOE allows complex orders to

3 Release No. 60584 under the Securities Exchange Act of 1943 (“Exchange Act”) (August |
28, 2009); 47 F.R. 45663 (September 3, 2009) (the “Approval Order”),

# Id.



trade ahead of customer orders on its book pursuant to CBOE Rule 6.53C (Complex Orders on
the Hybrid System) (Exhibit B). Thus, if the Commission were to take a different approach to
customer priority principles under the Exchange Act, it would have wide-ranging impact. The
Commission should not prevent ISE from competing with CBOE should it decide to review its
longstanding interpretation of the Exchange Act in this respect.

For its second point, CBOE suggests that the QCC poses a significant risk of harm to
customers whose orders would be crossed without exposure. Response Brief at 4. There is no
statutory requirement, however, that orders have an opportunity for price improvement — the
majority of orders executed in the options marketplace are automatically executed without an
opportunity for price improvement and there is nothing special about orders presented as
crosses. In this respect, CBOE itself allows customer-to-customer crosses without any exposure.
CBOE Rule 6.74A.09 (Exhibit C). Therefore, ISE fails to see ho.w QCC could be in violation of
the Exchange. Act for the fact that it lacks an opportunity for price improvement.

Moreover, QCC concerns a narrow subset of transactions that are difficult to execute
because they have a contingency that crosses the options and equities market. It does not affect
all orders or all crosses, and simply is not the “profound” sea change that will broadly impact the
overall market quality in the options industry that CBOE suggests. Rather, ISE anticipates that
QCC will make ISE more competitive for stock-option transactions, a subset of the options
industry in which CBOE currently enjoys a significant competitive advantage by virtue of floor-
based trading practices that allow these types of crosses to be executed with little or no

intervention on the floor.



III. CBOE Will Not Suffer Irreparable Harm If the Commission Lifts the Stay

CBOE’s response does not even atterﬁpt to allege that it will suffer irreparable harm
without a stay of the Commission’s action. Instead, CBOE simply states that the stay harms it in
the marketplace, and then argues an irrelevant point: that ISE will not suffer irreparable harm if
the stay remains in effect. CBOE cites no authority for the proposition that ISE must suffer
irreparable harm to show that the stay should be lifted.

The central focus of CBOE’s entire response is that it will be harmed in the marketplace
if the Commission lifts the stay. Of course, CBOE will suffer “harm” due to competition if ISE
can implement an innovative order type that allows ISE to continue to effect large stock/option
combination orders. But this is not the type of harm the Commission should consider when
determining a stay. See In re Board of Trade of the City of Chicago, File Nos. SR-Amex-81-1 &
SR-CBOE-81-27, Release No. 34-18523, 1982 WL 523516, *2-5 (March 3, 1982) (denying
request for stay under Section 25(c)(2) of the Exchange Act in part because stay “would have
certain anti-competitive consequences” and “would penalize the initiative’ of Amex and CBOE,
whose rule changes had been approved but were subject to judicial review at CBOT’s insistehce)
(Exhibit D). With the stay in place thus far, CBOE has enjoyed a competitive windfall. ISE has
effectively been forced to exit the market for these types of orders. In this regard, ISE agrees
with CBOE that lifting the stay may result in it losing order flow to ISE. ISE further agrees that
CBOE, and other exchanges, may ha\}e to consider competitive responses to our filing, That is
the nature of competition, and ISE’s attempts to compete with CBOE should be encouraged.
CBOE as much as admits that it seeks the continuation of Rule 431°s automatic stay simply to
avoid having to compete with ISE.

Importantly, at no point does CBOE argue that any harm to it would be irreparable. As

stated in ISE’s Opening Brief, in the unlikely event the Commission ultimately decides to



reverse the earlier approval of the QCC, ISE will cease offering that order type. In the interim,
CBOE will simply have to compete with a new order type that permits ISE to attract stock/option
business similar to the business ISE attracted before the implementation of the new linkage plan.
CBOE not only fails to counter ISE’s argument that CBOE’s “harm” is limited to effects of the
marketplace, but effectively agrees with ISE by stating that if the Commission lifts the stay it
will have to innovate to compete.

ISE will suffer harm if the stay remains in effect. As discussed in ISE’s Opening Brief,
under the Centralized Plan there was an exemption from the trade-through rule to permit ISE to
effect large stock/option trades. That “block exemption™” applied to all options trades of 500 or
more contracts, and it provided the flexibility for ISE’s members to eftect large stock/option
crosses. The distributive linkage plan’ does not contain a similar exemption. Thus, without the
ability to provide an alternative crossing mechanism, ISE cannot offer its members any
opportunity to cross stock/option orders that are not presented as a package. Floor-based
exchanges like CBOE offer alternative procedures to effect such trades on the floor. Maintaining
the stay thus gives CBOE (and other exchanges that operate floors) an effective monopoly in this
area, since exchanges that do not operate floors cannot otherwise compete.

With the demise of the Centralized Plan, ISE proposed the QCC as a limited alternative
to the block exemption that would permit it to continue to offer members a vehicle to execute
~ large stock/option orders. While the QCC does not provide a trade-through exemption for the
options leg of the trade, it does permit the options leg to be effected in an efficient manner within

the NBBO when coupled with a stock trade that relies on the Commission Qualified Contingent

; Options Order Protection and Locked/Crossed Market Plan. See Exchange Act Release
No. 60405 (July 30, 2009), 74 F.R. 39362 (August 6, 2009).



Trade (“QCT”) exception from the trade-through rule.® The Approval Order specifically states
that the QCC “will allow [ISE] members to retain the flexibility needed to utilize the
Commission’s NMS QCT Exemption for qualified stock-option transactions that are not
presented as a package on an options exchange, but instead where the options and stock

components are executed in separate markets.”’

Thus, the Approval Order specifically
recognizes that the QCC simply permits ISE to retain the ability it had under the Centralized
Plan. The elimination of this flexibility under the new distributive linkage plan and

implementing rules has caused, and continues to cause, ISE significant harm.®

IV,  Lifting the Stay Will Benefit Other Parties

© Lifting the stay will benefit ISE’s members, most of whom are also CBOE members, by
providing an alternative and efficient method of effecting large stock/option combination orders.
CBOE’s Response Brief does not address this point at all. CBOE simply argues that it will be
harmed by the lifting of the stay because it “may lose significant order flow” from dual members
that “may be attracted” to ISE’s market, “even though CBOE strongly believes that the QCC
Rule Filing is inconsistent with the policies underlying the Exchange Act.” Response Brief at 4-

5. This is a remarkable statement. Effectively, CBOE is arguing that the benefit other parties

é See Approval Order at note 11.

7 Id., 74 F.R. at 45665.
8 ISE’s Opening Brief cited Instinet as an example of the Commission lifting a Rule 431
stay. CBOE dismisses that case by arguing that because Instinet dealt with the continuation of a
pilot program, not lifting the stay would have resulted in disruption to the market. But Instinet
does not hold that continuing a pilot program is the sole reason why the Commission would lift
an automatic stay, And, in any event, the present situation is similar to Instinet’s facts in an
important way: ISE has already been able to offer members the ability to effect large
stock/option orders in an efficient manner pursuant to the block exception, and ISE now seeks
only to continue that ability through use of the QCC. The automatic stay has disrupted that
continuity and causes significant harm to ISE, much as a stay of ongoing activity would have

- caused harm in Instinet.



may receive from being provided a potentially more attractive alternative execution venue for
stock-option orders in competition to CBOE harms CBQOE, and thus the Commmission should not

lift the stay.

V. Lifting the Stay Will Serve the Public Interest -

A secondary focus of CBOE's arguments against lifting the stay is that doing so would
harm the public. To the contrary, lifting the stay will serve the public interest. The crux of
CBOE’s claim of public harm is that customers on the limit order book would “lose priority” if a
QCC is effected at the price of their orders, which appears to assume that there is some statutory
right to customer priority. CBOE also appears to assume that there is an inherent right to
exposure of an order prior to execution. Both of CBOE’s assumptions are incorrect.

The ISE Letter submitted during the Commission’s review of the Filing discussed
numerous examples of customers not always having prionty at a specific price. Indeed, CBOE’s
own rules permit it to bypass customer priority if it so chooses in any options class.” CBOE’s
rules also allow it to effect a cross without exposure.'® Thus, without any legal basis for its
claims, CBOE is reduced to arguing that the public is harmed due to the violation of some
alleged amorphous (and unstated) Commission “policies.”

CBOE further argues that not providing customers priority when members cross orders
raises special concerns. There is no basis for that argument. There is no difference whether a
customer receives priority when an order is crossed, or when a one-sided incoming order trades
ahead of a customer order on the book, as long as an exchange’s priority rules meet the statutory

requirements. While CBOE again argues that the QCC violates “policies,” the Approval Order

9 See ISE Letter at note 8.

10 See CBOE Rule 6.74A.009.



specifically finds that priority and exposure aspects of the QCC do not violate any law or policy:

The Commission believes that the Exchange’s proposal to establish a limited

exception to priority and exposure principles is consistent with the [ Exchange]

Act because it is limited solely to options legs of stock-option orders that: (1)

satisfy the requirements of the NMS QCT Exemption; (2) are for a size of at least

500 contracts; and (3) are executed at or better than the NBBO."'

Contrary to CBOE’s argument, continuation of the stay harms the public. With ISE
unable to offer a competing crossing mechanism to effect large stock/option trades, members of
the public seeking an alternative to floor-based trades not presented as a package are denied the

efficiencies of ISE’s competitive offering. This harms the public and ISE. The only beneficiary

of the stay is CBOE.

CONCLUSION

CBOE’s concern that its competitive position will be eroded if the automatic stay is lifted
is an insufficient basis to continue the Rule 431(e) stay that has now been in place (to CBOE’s
competitive benefit; ISE’s detriment) since September 4, 2009. The Commission should
promptly lift the automatic stay and permit ISE to implement its approved QCC while the
Commiss;on considers the merits (or lack thereof) of CBOE’s Petition. For the reasons in this
reply brief; and those in ISE’s Opening Brief, ISE respectfully petitions the Commission to use
its authority under Rule 431(e) to lift the stay preventing ISE from implementing the QCC.

DATED: New York, New York Respec
September 22, 2009 o

By:

vAR
MicHae] J. 'Siﬁ{ot[[
Secretary and G &al Counsel
International Securities Exchange, LLC
60 Broad Street
New York, New York 10004
(212) 943-2400

I Approval Order, 74 F.R. at 45665.
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PAUL E. DENGEL, counsel for Chicago Board Options Exchange, Incorporated, by
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Paper Comments

« Send paper comments in triplicate
to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-1090.

All submissions should refer to File
Number SR-DTC-2008-15. This file
number should be included on the
subject line if e-mail is used. To help the
Commission process and review your
comments more efficiently, please use
only one method. The Commission will
post all comments on the Commission’s
Internet Web site (http://www.sec.gov/
rules/sro.shtml). Copies of the
submission, all subsequent
amendments, all written statements
with respect to the proposed rule
change that are filed with the
Commission, and all written
communications relating to the
proposed rule change between the
Commission and any person, other than
those that may be withheld from the
public in accordance with the
provisions of 5 U.S.C. 552, will be
available for inspection and copying in
the Commission’s Public Reference
Section, 100 F Street, NE,, Washington,
Béivra2i thehotie st b dRess i p.m.
Copies of such filing also will be
available for inspection and copying at
the principal office of DTC and on
DTC's Web site at http://www.dtcc.com/
downloads/legal/rule_filings/2008/dtc/
2008-15.pdf. All comments received
will be posted without change; the
Commission does not edit personal
identifying information from
submissions. You should submit only
information that you wish to make
available publicly. All submissions
should refer to File Number SR-DTC-
2008-15 and should be submitted on or
before February 20, 2009.

It is therefore ordered, pursuant to
Section 19(b){2) of the Act,*2 that the
prEcssdsls hange Flle e SF
approved,13 _

For the Commission by the Division of
Trading and Markels, pursuant to delegated
authority, 14
Florence E. Harmon,

Deputy Secretary.
[FR Dac. K9-1983 Filed 1—29-09; 8:45 am)

BILLING CODE 8b11-01-P

1215 U.S.C. 78s(b)(2).

33In appraving the proposed rule change, the
Conmission considered the proposal's impact on
efficioncy, competition and capital formation. 15
U.S.C. 78c(f).

1417 CFR 200.30-3{a)(12).

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-59287; File No. SR-{SE-
2006-26]

Self-Regulatory Organizations;
International Securities Exchange,
LLC; Notice of Filing of Amendment
No. 2 and Order Granting Accelerated
Approval of the Proposed Rule
Change, as Modified by Amendment
Nos. 1 and 2 Thereto, Relating to
Professional Account Holders

January 23. 2009.
I. Introduction

On May &, 2006, the International
Securities Exchange, LLC (“ISE” or
“Exchange’’) filed with the Securities
and Exchange Commission
{“Commission’’) a proposed rule change
pursuant to Section 19(b)(1) of the
Securities Exchange Act of 1934
{“Act”)? and Rule 19b—4 thereunder2 to
amend ISE rules to give certain non-
broker-dealer orders, identified as
‘“professional orders,” the priority given
broker-dealer orders and market maker
quotes rather than the priority currently

gHven aH’gublic ustomer orders and to
arge same fransaction iees for

professional orders as charged for the
orders of broker-dealers and market
makers. On January 25, 2008, the
Exchange filed Amendment No. 1 to the
proposed rule change. The proposed
rule change, as modified by Amendment
No. 1, was published for comment in
the Federal Register on February 7,
2008.3 The Commission received ten
comment letters on the proposal.s The
Exchange filed Amendment No. 2 to the
proposed rule change on June 17, 2008,5
and submitted a response to the SIFMA

115 U.8.C. 78s(b)(3).

217 GFR 24¢.19b—4.

3 See Securities Exchange Act Relesse No. 57254
{February 1, 2008), 73 FR 7345 (February 7, 2008)
(*"Notice”).

2§ Teitors from Abe Lampert, dated May 25,
2006 (“Lampeart Letler”); Charles B. Cox III, dated
May 26, 2006 {“Cox Lstter I"); B. Thomas Rule,
dated May 28, 2006 {“Rule Letter”); Bryan
Woeisberg, dated May 31, 2008 [*Weisberg Lelter");
Andrea Schneider, dated June 18, 2006 {“A.
Schneidor Letter’'}); Gerald Schneider, dated
February 6, 2008 (*‘G. Schneider Letter''}; Andrew
Carr, dated March 4, 2008 (“Carr Leotter”); Charles
B. Cox III, dated March 4, 2008 (*'Cox Letter 11"");
Charles B. Cox IIL, datad April 16, 2008 ['‘Cox Letter
III"}; and Securities Industry and Financial Markets
Association (“SIFMA™), dated July 23, 2008
{"'SIFMA Letter").

sln Amendment No. 2, ISE deleted proposed
changes ta ISE Rules 715 and 723 (d)(2). These
revisions clarify that the pruposud role change
would not litnit u Public Customer’s accass to the
Exchange's Price Improvement Mechanism (“PIM").
See infra note 75. :

Letter on January 12, 2009.% This order
provides notice of Amendment No. 2
and approves the proposal, as modified
by Amendment Nos, 1 and 2, on an
accelerated hasis,

IL. Description of ISE’s Proposal

Currently, ISE grants certain
advantages to Public Customer Orders?
over Non-Customer Orders.? In
particular, Public Customer Orders
receive priority aver Non-Customer
Orders and market maker quates at the
same price. In addition, subject to
certain exceptions, Public Customer
Orders do not incur transaction
charges.® The ISE states that the
purpose, generally, of providing these
marketplace advantages to Public
Customer Orders is to attract retail
investor order flow to the Exchange by
leveling the playing field for retail
investors over market professionals and
providing competitive pricing.t?
According to the Exchange, market
professionals have access to

‘sophisticated trading systems that

contain functionality not available to a
retail customer, including things such as
continuously updated pricing models
based upon real-time streaming data,
access to multiple markets

snilmultaneolkslgb?sng order and risk

anagermen
With respect to the marketplace
advantages of priority in trading and
waiver of fees, the Exchange does not
believe at this time that the definitions
of Public Customer and Non-Customer
properly distinguish between the kind
of non-professional retail investors for
whom these advantages were intended
and certain professionals. The Exchange
believes that distinguishing solely
between registered broker-dealers and
non-broker-dealers with respect to these

8 See letter rom Michael ]. Simon, Secrstary, ISE,
to Florence Harmon, Acting Secretary, Commission,
dated January 12, 2009 (“ISE Respanse Letter”).

7 A "Public Customer” is defined in ISE's rules
as “a person that is nol a broker or dealer in
sucuritivs.” A “‘Public Custumer Order’’ is dufined

BSE AL A Berssayaypt @ Public Customer.”

* A “Non-Customer” is defined in ISE’s rules as
*a person or snlity that is a broker or desler in
securities,” A “Non-Customer Order” is defined as
“any order that is not & Public Customer Order.”
ISE Rules 100(a)(27) and (28),

9For example, Public Customer Orders currently
incur fees for certain fransactions in “Premnjum
Products’ (defined in the ISE Schedula of Fees) and
Camplex Orders that tuke liquidity on the
Exchange's complex arder book, In addition,
transaction foes ars charged for Public Customer
Orders entered in response to special order
broadcasts, such as Facilitation orders, Solicitatiun
orders, Block arders, and orderz entered in the
Exchange's PIM, Public Customer Orders also are
subject to fees for order cancellations. See ISE
Schedule of Foes,

10 Seo Notice, supra note 3, at 73 FR 7346.

1 See Nolice, supra nate 3, at 73 FR 7346 n.7.
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advantages is no longer appropriate in
today’s marketplace, because some non-
broker-dealer individuals and entities
have access to information and
technology that enables them to trade
listed options in the same manner as a
broker or dealer in securities. The
Exchange maintains that these
individual traders and entities
(collectively, “professional account
holders™') have the same technological
and informational advantages as hroker-
dealers trading for their own accounts,
which enables professional account
holders to compete effectively with
broker-dealer orders and market maker
quotes for execution opportunities in
the ISE marketplace.1? The Exchange
therefore does not believe that it is
consistent with fair competition for
these professional accounts holders to
continue to receive the same
marketplace advantages that retail
investars have over broker-dealers
trading on the ISE.13

ISE thus proposes to create two new
order types: Priority Customer Orders
and Professional Orders, Priority
Customer Orders would be orders for
the account of a Priority Customer,
which would be defined as a person or
entity that is not a broker-dealer in
securities and that does not place more
than 390 orders *# in listed options per
day on average during a calendar month
for its own beneficial account(s).
Professional Orders would be defined as
orders for the account of a person or
entity that is not a Priority Customer,

12 The Exchange also maintains that, under its
eurronl rules, ratail investors are prevented from
fully benefiting from the priority advantage when
professional account holders are afforded the same
Tablic Custumoer Order priority that retsil investors
enjoy. See Nuticy, supra note 3, at 73 FR 7346.

13 Id.

4 The Exchango states that 380 orders is equal (o
the total number of orders that a person would
place in a day if that person entered one arder every
minute from market open to markst close.
According to ISE, a study of one of the largest retail-
orianted nptions brokerage finns indicated that on
a typical trading duy, oplions orders were entsred
with respect to aach of 5,922 different customer
accounis. Thire was only one order enterad with
respact Lo 3,765 of the 5,022 differsnt customer
accounts on lhis day, and there were only 17
customer aveounts with rospect to which mora than
10 orders were entered. The highest nuruber of
orders entered with respect to any one account ovor
the course of an entire week was 27. In additian,

nauy of the Jargost retail-oriented electronic
Braies o&ar R LR P o %5125 To customers

they deline as “active traders.” The Exchange
reviewed the publicly available informatian from
the Web sites for Charles Schwub & Co., Joc.;
Fidality Investments; TD Amoeritrads, Inc.; and
optionsXpress, Inc.. and found a)l of them define
an “active trador™ as someona who sxecutes only
a ralativaly small number of options trades por
month. The highest required trading activity to
qualify as an active trader among these four firms
was 35 wadas per quarter. Sce Notice, supra note
3.al 73 FR 7347 n.10-11.

and would include proprietary orders of
ISE members and non-member broker-
dealers.s Prigrity Customer Orders
would have priority over Professional
Orders at the same price. Thus, Public
Customers who now have priority over
market makers and broker-dealers at the
same price would be on parity with
market markers and broker-dealers at
the samae price, if those Public
Customers placed more than 390 orders
in listed options per day on average
during a calendar month. These
Professional Orders also would bs
assessed the same fees that ISE charges
for broker-dealer transactions.

The Exchangs believes that the use of
these new terms in the execution rules
and fee schedule would result in
professional account holders
participating in the ISE’s ailocation
process on equal terms with broker-
dealer orders and market maker quotes.
It would also result in members paying
the same transaction fees for the
execution of orders for a professional
account as they do for broker-dealer
orders. The Exchange believes that
identifying professional account holders
as participants who place more than one
order per minute on average per day
during a calendar monih is an
appropriately objective approach that
would reasonably distinguish such
persouns and entities from retail
investors. The Exchange proposes the
threshold of 390 orders per day on
average over a calendar month because
it believes this amount far exceeds the
number of orders that are entered by
retail investors in a single day, while
being a sufficiently low number of
orders to cover the professional account
holders that are competing with broker-
dealers in the ISE marketplace. ISE
further notes that basing the standard on
the number of orders that are entered in
listed options for a beneficial account(s)
assures that professional account
holders could not inappropriately avoid
the purpose of the rule by spreading
their trading activity over multiple
exchanges, and using an average
number over a calendar month would
prevent gaming of the 390 order
threshold.16

ISE’s praposal would require
Electronic Access Members (“EAMs”) to
BieR 32 By R BhdEs or
Professional Orders. EAMs would be

15 Members would be required to represent as
Professional Orders for the next calendar quurier
the orders for any customer thut had an averags of
more than 390 orders per day during any month of
a calendar quarter, See propased Text of Regulatory
Circular filed by ISE as part of the proposed rule
change (“Proposed Regulatory Gircular™).

16 See Notice, supra note 3, at 73 FR 7346-47,

required to review their customers’
activity on at least a quarterly basis to
determine whether orders that are not
for the account of a broker or dealer
should be represented as Priority
Customer Orders or Professional Orders.
Members would be required to make
any appropriate changes to the way in
which they are representing orders
within five days after the end of each
calendar quarter. If during a calendar
qguarter the Exchange identified a
customer for which orders are being
represented as Priority Customer
Orders, but that customer has averaged
more than 390 orders per day during a
manth, the Exchange would notify the
member and the member would be
required to change the manner in which
it is representing the customer’s orders
within five days.??

All Public Customers would continue
to be treated in the same manner under
all ISE rules, other than those rules for
priority and transaction fees. For
example, ISE rules relating to the
Intermarket Linkage affecting Public
Customers 18 would continue to apply to
all customers who are not broker-
dealers—even thoss customers whose
orders are identified as Professional
Orders. Similarly, rules regarding
customer suitability and other
protections for customers would
continue to apply with respect to all
customers who are not broker-dealers.?%

Ifl. Commission Findings and Order
Granting Accelerated Approval to the
Proposed Rule Change as Modified by
Amendment Nos. 1 and 2

After careful consideration of the
proposed rule change, as well as the
comment letters and the ISE Response
Letter, the Commission finds that the
proposed rule change is consistent with
the Act. As the options markets have
become more e¢lectronic and more
compaetitive over the last several years,
the Commission believes that the
distinction between a professional who

-is registered as a broker-dealer and a

public customer who is not so
registered, but who may trade to the
same extent as a broker-dealer, has
become blurred.2? Moreover, the

5‘7 See Proposed Regulatury Circular, supra nota

1

$# See Chapter 19 of the ISE Rules.

19 Sege Chapter 6 of the ISE Rules. Tulephone
conversation batween Nancy Burke-Sassow,
Assistant Director, Division of Trading and Markets
{**'Division"’}), Comnmission, et al., and Kathurine

" Simnons, Deputy Ganeral Counsel, ISE, on March

3, 2008.

20 See, g.g., Nina Mehta, Options Maker-Taker
Markats Gain Steam, TRADERSmagozine.com,
Octobar 2007, http://www.tradersmagazine.com/
Issups/20071004/2933-1.htmd.
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category of public customer today
includes sophisticated algorithmic
traders including former market makers
and hedge funds that trade with a
frequency resembling that of broker-
dealers.?! The Commission believes that
the Act does not require the ISE to treat
those customers who meet the high
level of trading activity established in
the proposal identically to customers
who do not meaet that threshold.2?

Specifically, the Commission finds
that the proposed rule change is
consistent with Section 6(b) 23 of the Act
and the rules thereunder,24 and in
particular with:

Section 6(b)(4) of the Act, which
requires exchanges to provide for the
equitable allocation of reasonable dues,
fees, and other charges among its
members and issuers and other persons
using its facilities; 25

Section 6(b}{5) of the Act, which
requires that the rules of a national
securities exchange, among other things,
be designed to promote just and
equitable principles of trade, to remove
impediments to and perfect the
mechanism for a free and open market
and a national market system, and, in
general, to protect investors and the
public interest; and not be designed to
permit unfair discrimination between
customers, issuers, brokers, or
dealers; 26 and

Section 6(b)(8) of the Act, which
requires the rules of an exchange not to
impose any burden on competition not
necessary or appropriate in furtherance
of the Act.2?

In addition, the Commission finds
that the proposed rule change is
consistent with Section 11{a} of the
Act.28

A. Customer Priority on the Options
Fxchanges

Currently, the ISE accords priority to
all Public Customer Orders at the bast
bid or offer on the basis of price-time

2.

22The Commission notes that one of the
conmmuntors, discussing the proposed rule chunge
befors the Exchangs filed Amendment No. 1, stated
that sho placed an average of 170 orders per day.
See A. Schneider Letter supra note 4. Under the
proposed rule change, as amended, a Public
Cuostomer that places this number of orders would
be substautially shurt of the proposed threshold of
mote than 390 arders per day and thus wuuld not
be affected by the rule.

2215 1.S.C. 78E(b).

24 [n approving the proposed rule change, the
Commission notes that it has considored the
proposed rule's impuct on efficiency, campertition,
and capital formatiun. See 15 0.8.C. 78¢(i). See alsn
intfra notes 50-71 and accompanying text.

2315 U.S.C. 78l(b){2).

2615 11.8.C. 78{(b)(5).

27 15 U1.S.C. 781{(b)}{(8).

2415 U.S.C. 78k{a). See infra Section IILA.1.

priority before allocating any remaining
contracts among Non-Customer Orders
and market maker quotes at the same
best price, ISE now proposes that only
Priority Customer Orders, as defined
above, would receive such priority.

In considering this aspect uf the
proposal, the Commission examined the
basis upon which exchanges have
granted priority to public customers in
the past. The Commission further
considered the threshold question of
when and whether the orders of public
customers must be entitled to priarity
over the orders of broker-dealers.

In certain contexts, the Commission
has characterized an exchange's practice
of according priority to public
customers' orders as a matter of
“tradition.” 29 Alternatively, the
Commission has referred to public
customer priority as ‘‘the generally
accepted auction trading principle of
priority of public limit orders over
member proprietary orders at the same
price.”’ 30

These references in Commission
releases support the Commission’s view
that the customer priority rule under
discussion was not a matter of public
customaer entitlement derived from the
Act, but rather a matter of convention to
accommodate public customer orders,
or an auction principle applied as a
matter of longstanding practice by
exchanges. In addition, public customer
orders are a source of liquidity in the
market, and exchanges have sought to
attract such orders by providing public
customers certain guarantees that their
orders would be executed even in the
face of competition from broker-dealers,

The Commission previously has
approved exchange rules that apply this
“traditional priority" as consistent with

2% Spp, e.g., Securities Exchange Act Release Nus.
21695 (Junuary 28, 1985), 50 FR 4823 (February 1,
1985) (in considaring Chicago Board Oplions
Exchuange's (“CBOE"™) propusal to implement a
retail automatic execution system (“RAES"} pilot
prograw, the Cornmission referred to *the
iraditional priority accorded to public customer
orders”); and 22610 {November &, 1985), 50 FR
47480 {November 18, 1985} {in constdering a
propusal by the American Stock Exchange
(’Amex”"} to implement an automatic exscution
feature of its AUTOAMOS system on a pilot basis,
the Commission statad that the pilot “ensures the
traditional priority accorded public customer
orders"), In each of these instances, the
Commission was referring specifically to public
customer orders that are pluced o the book. Such
placaments may affect the applicution of priority
principles. See, e.g., infra Section [ILA.3.

3V See, e.g., Securities Exchange Act Releese No,
22817 (January 21, 1886), 51 FR 3547 (Junuary 28,
1886} (notica of CBOE's proposal to implement
RAES on a psrmanent basis for options on the
Standard and Poor's 100 Index (“OEX") {(SR-CBOE-
85-32) and 1o extend RAES to selected classes of
individual stock options on a six-month pilot basis
(SR-CBOL:-85-16) ("January 1986 Release™). See
also infra note 40.

the Act but, as discussed below, has
approved exchange rules that do not
accord priority to public customer
orders.3? In analyzing the concept of
public customer priority, the
Commission has considered whether
public customer priority, or the absence
of such priority, is censistent with
Section 11(a) of the Act, the agency
obligations of the specialist, the
protection of investors and the public
interest, and the Act, in general.

1. Section 11{a) of the Act

Section 11(a) of the Act prohibits any
member of a national securities
exchange from effecting transactions on
that exchange for its own account, the
account of an associated person, or an
account over which it or its associated
person exercises discretion unless an
exception applies.32 Thus, in some
contexts, the Commission has cited
Section 11(a) of the Act as a basis for
exchange rules that accord customer
orders priority, referring to “the
traditional auction market concepts of
customer priority embodied in Section
11(a) of the Act,”' 33

Section 11{a)(1) contains a number of
exceptions for principal transactions by
members and their associated persons.
One such exception, set forth in
subparagraph (G) of Section 11(a)(1) and
in Rule 11a1-1(T), permits any
transaction for a member’s own account
provided, among other things, that the
transaction yields priority, parity, and
precedence to orders for the account of
persons who are not members or
assaciated with members of the
exchange. Exchange rules, therefore,
may require members to yield priority to
the orders of public customers to satisfy
this exception to Section 11{a). Another
exception permits market makers to
sffect transactions on exchanges in
which they are members,3+

In addition to the exceptions noted
above, Rule 11a2-2(T} under the Act 35
provides exchange members with an
exception from the prohibitions in
Section 11fa). Rule 11a2-2(T), known as
the “effect versus execute” rule, permits
an exchange member, subject to certain

31 See infra notes 4144 and sccompanying text.

5215 U.8.C. 78k(a).

3 See, e.g., Securitins Exchange Act Release Nu.
27205 {August 31, 1984), 54 FR 37180 {September
7. 1988) {Commission order approving a proposal
of the Philadelphia Stock txchange (“Phix"’)
relating to tho crossing of agency nrders). See also,
2.g., Securitios Exchangs Act Release No. 23708
(March 3, 1994), 59 FR 11339 (March 16, 1994}
{Commission order approving a proposal of the
Midwest Stock Exchange, Inc. relating to agency
crosses betwesn the disseminated exchange
market).

3 Section 11{a)}{1)(A).

3517 CFR 240.11a2-2(T).
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conditions, to effect transactions for its
own account, the account of an
associated person, or an account with
respsct to which it or an associated
person thereof exercises investment
discretion (collectively, ““covered
accounts””) by arranging for an
unaffiliated member to execute the
transactions on the exchange.

To comply with the “effect versus
execute” rule’s conditions, a member: (i)
Must transmit the order from off the
exchange floor; (ii) may not participate
in the execution of the transaction once
it has been transmitted to the member
performing the execution; 6 (iii) may
not be affiliated with the executing
member; and (iv) with respect to an
account over which the member has
investment discretion, neither the
member nor its associated person may
retain any compensation in connection
with effecting the transaction except as
provided in the rule.3?

The Commission previously has
found that the manner of operation of
ISE’s Facilitation Mechanism enables
Exchange members to meet the
conditions of the effect versus execute
rule and thereby avail themselves of the
exception that the rule provides from
the prohibitions of Section 11{a).38
Similarly, the Commission believes that
the manner of operation of ISE’s overall
electronic trading system, not only the
Facilitation Mechanism, enables
members io meet the four conditions of
the effect versus execute rule and would
continue to do so under the proposal.3?

38 The member. howavar, may participate in
clearing und softling the trunsaction, See Securities
Exchange Acl Release No. 14563 (March 14, 1978),
43 FR 11542 (March 17, 1978).

RESIR 2N xT\E[}R‘chun e Act Release No.
34 B

51666 (May 9, 2005), 70 FR 25631 (May 13, 2005).

3w The Commission notes that, first, all orders are
eloctrunically submitted to the [SE through remote
terminals. Second, because a member relinquishes
control of its order after it is submitted to the
system, the membor does not receive spscial or
unique trading advantages. Third, although the
sffact-vursus-executa rule contemplates having an
order executad by e exchange member who is not
affiliated with tho member initiating the order, the
Counnission ravognizes that this requirement is
sutisfied when automated exchange facilities are
used. {In considering the operation of antomated
execution systems operated by an cxchangs, the
Commission has nated that while there is no
independent executing exchange member, the
execution of an order is automatic oncs it has been
transmitied intu the systems. Because the design of
these systems ensures that members do not possess
BN tREG o whiee dstina Advaniag A o the
exchange, the Comuuission has stated that
executions obtainad through these systems satisfy
the independent executinn requirement of Rule
11a2-2(T). See Securities Exchange Act Release No.
15533 (January 29, 1879).) Finally, to the extent that
ISE membaors rely on Rule 11a2-2{T) for a managed
aecount transaction, (hey must comply with the
limitations on compensation set forih in the rule.
See id., at note 20.

For this reason, the Commission
believes that the proposed rule change,
which would permit orders of ISE
members to be executed under certain
circumstances even if a Profassional
Order is on the ISE’s book, is consistent
with the requirements of Section 11(a)
of the Act and Rule 11a2-2(T)
thereunder.

2. Protecting Investors and the Public
Interest

In analyzing the merits of exchange
proposals affecting public customer
order priority, the Commission has
considered whether the proposed rule
change is consistent with Section 6{b)}(5)
of the Act, which requires that the rules
of an exchange, among other things, be
designed “‘to protect investors and the
public interest.” 40

The Commission does not believe that
this provision of Section 6(b)(3) requires
that ISE give pricrity to Public
Customers whose orders would be
considered Professional Orders under
the proposal. The Commission has
indicated in the past that it does not
believe that priority for public customer
orders is an essential attribute of an
exchange. In particular, the Commission
has approved options exchanges’
trading rules that do not give priority to
orders of public customers that are
priced no better than the orders of other
market participants.

40 For example, in January 1886, in publishing for
public comment (wo proposed rule changes relating
to the operation of RAES, see supra nota 30, the
Commission raised tho quastion of whether the
proposals were inconsislent with the provision in
Section 6(b)(5) of the Act relating to the protection
of investors and the public interest. The
Comumission also asked whether RAES was
inseptisien wilh Suchom Al ibpAgh which
appropriate for the protaction of inveslors to assure
“geonumically efficlent exacution of securities
transactions,’” "'the practicablility of brokers
axecuting investors’ orders in the best market,” and
“an opportunity * ™ * for investors’ orders to be
exacutad without the participation of a dealer,” 15
U.S.C. 78k~1(a)}{1)(C)(i). {iv) and {v), On August 1,
1986, tha Conunission approved the proposal to
make the RAES pilot program in OEX options
permansnt and a modified version of the pilot
proposal for RAES in equity options, concluding
that the proposed rule changes were cansistant with
the requirements of the Act, and, in particular, with
Sections 6 and 11A of the Act. See Securities
Exchange Act Rsleass No, 23490 [August 1, 1986),
51 FR 28788 {August 11, 1986). In ils upproval
order, the Commission stated that it was “cognizant
of the substantial benefits provided by RAES to
public customers of OEX and finas using the
ARSI RGP IR RARShalinateaeed the
confidence of public customers. The Commissian
indicated that it expected CBOE to modify RAES for
OEX opiions in the future, although it stated that
its approval of the rule change was not tied to this
expactation. Noling the technical impeadiments to
modifying the system for snch options, the
Commission expressed its bolief that “*on balancs,
the benefits of RAES for the markot in OEX weigh
in favor of permanent approval.”

For example, in approving proposed
rules governing CBOEdirect, CBOE's
elecironic screen-based trading system
{*“SBT’’), the Commission concluded
that it was consistent with the Act for
the CBOEdirect rules not to provide
priority to public customer orders over
market maker quotes and orders in all
instances.4? Significantly, the
Commission noted in its approval order
for the SBT rules that, in the rules
governing trades on CBOE's floor,
customer orders displayed on the limit
order beok are given priority over
broker-dealer arders and market maker
quotes, but distinguished the operation
of CBOEdirect. On the floor, the
Commission noted, the priority of

_booked customer limit orders was

essential because (at the time) the DPM
was the agent for orders resting in the
limit order book and, therefore,
consistent with general agency law
principles, CBOE's rules accorded
priority to those resting limit orders.42
In contrast, an SBT market maker was
not required to act as agent with respect
to a limit order entered into CBOEdirect.
Furthermore, on the Boston Options
Exchange (““BOX"), the options facility
of the Boston Stock Exchange, Inc.,
orders generally are executed according
to price-time priority, with no
distinctions made with regard to
account designation (Public Customer,
Broker/Dealer or Market Maker).43 On
the options facility of NYSE Arca, Inc.
{“NYSE Arca’’), all non-marketable limit
orders and quotes also are ranked in an
slectronic limit order file and matched
for execution according to price-time
priority.4¢ On these exchanges, all
options orders at the best price are

PEriRdbasta apPRs g g order

41 CBQOE had proposed altornative priority
methodologies for its SBT system including public
customer priurity, market tumer pricrity, and trace
participation rights for Designated Primary Markst
Makers {"DPMs") and Lead Market Makers. Se¢
Securities Exchange Act Release No. 47628 {April
3, 2003}, 68 FR 17847 (April 10, 2003) (Commission
order approving rules for CBOEdjrect).

42y 2005, the Commission approvod a proposal
by the CBOE to eliminate the requirement that
DI’Ms act as the agent in the options in which it
is registered as the DPM on the Exchange. See
Securities Exchangs Act Release No, 52798
{November 18, 2005). 70 FR 71344 (November 28,
2005) {Commiasion order approving removing
agency respansibilitivs of DPMs),

43 The Commission stated that the “‘contontion
R R S
Commission noted that several options exchangss
had rules to parmit market makers to be on pariiy
with customer orders in certain circumstances. See
Securities Exchange Act Releaso No. 40068 (January
13, 2004), 69 FR 2775 {January 20, 2004).

@4 See Sccuritios Exchange Act Release No. 54238,
{July 28, 2006), 71 FR 44758 (August 7, 2006}
{Commission order upproving NYSE Arca’s OX
‘Trading Platform).
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exchanges’ rules, the Commission found
them to be consistent with the Act.

The Commission believed that the
BOX's and NYSE Arca’s rules, which
accord no priority to any public
customer orders, are consistent with the
Act’s requirement that exchange rules
be designed to protect investors and the
public interest. +5 Similarly, the
Commission believes that the ISE's
proposal, which reasonably eliminates
priority treatment of Professional Orders
of Public Customers, is consistent with
the statutory requirement.

3. Agency Obligations

In approving the proposed rule
change, the Commission notes that,
historically, exchange specialists have
had substantial agency responsibilities
in obtaining executions for customer
limit orders. A specialist’s responsibility
to a customer in his or her role as agent
for the limit order book was based on
common law notions of fiduciary duty
and incorporated in the rules of some
exchanges. As exchanges increasingly
have implemented automated trading
systems, however, the specialist’s role
in handling limit orders has
diminished.46 On the ISE, market
makers do not act as agent for incoming
orders that are executable on ths
exchange. Orders submitted to the ISE
are matched by an automated trading
system and generally are not
represented by a specialist acting as
agent.¢?

The Commission’s approval of ISE’s
proposal to no longer accord priority to
Protessional Orders is based solely on
its determination that this proposed rule
change is consistent with the Act and
the rules and regulations thereunder
applicable to a national securities

s Id.

4% Qu severa) vptions exchangss, including ROX
and CROE, Lhe exchange market makers have no
responsibility for execuling book orders, do not
receive any fees for sxpcution of book orders, and,
mcecordingly. have no agoncy responsibilities for
book ordars. See e.g., BOX Rules, Chapter V and
CBOE Rules Chapter VIIL

47 The Commission recognizes that ISE's rules
maudate that a Public Customer Order be
represented by an agent in a discrete situation. 1SE
Rule: 803(c) requires Primary Market Makers
{“PMMs"’), as soomn. as practical, lo address Public
Customsr Orders that are not automatically
sxecutnd because thero is 8 displayed bid or offer
on anuother exchange trading the same option
contract that is betier than the best bid or offer on
the Exchange. In such cases, PMMs are required to
exsuute al & price that matches the best price
displayed an another exvhange end/or send a
Linkage Order. However, ISE Rule 803(c), which
pertains to Intonmarkel Linkage, would not be
affected by the proposed rule change. As noted
abovs, ISE rules relating 1o the Intermarkst Linkage
affecting Public Customers would continue to apply
1o all Public Customers—evsn those customers
whoss ordurs are identified as Professional Orders.
Sce supra note 18 and accompanying text,

exchange. The Commission is making
no determination as to whether the
failure of any market participant (e.g.. a
spacialist managing an exchange's order
book) to accord priority, as appropriate,
to any order entrusted to that
participant as an agent is consistent
with the federal securities laws or any
other applicable law. Accordingly, the
Commission’s approval of ISE’s
proposal does not affect fiduciary
obligations under the federal securities
laws or agency law principles,

B. Issues Raised by Commenters

As noted above, the Commission has
received ten comment letters regarding
the proposed rule change. *® Nine of
these commenters opposed the
proposal. One commenter endorsed the
ultimate goal of the propaesal, but
expressed concerns regarding its
implementation.4® The Commission
acknowledges the arguments and
concerns that have been raised by the
commenters, but believes that the
arguments and concerns do not support
the conclusion that the proposal is
inconsistent with the Act.

The commenters raise essentially five
main issues: (1) That the proposal is
anti-competitive; {2} that it unfairly
discriminates against certain Public
Customers who no longer would have
priority over Non-Customers; (3) that it
raises technical and operational issues
for firms; (4) that it is vague and
therefore unenforceable; and (5) that the
imposition of transaction fees for the
execution of Professional Orders is
unfair. In its review of the proposal, the
Commission has carefully considered
these issues and has evaluated them in
light of the Act’s provisions, as
discussed below.

1, ISE’s Proposal Does Not Impose an
Unnecessary or Inappropriate Burden
on Competition

Some commenters believed that the
proposed rule change would thwart
competition by treating the orders of
certain Public Customers on a par with
orders of broker-dealers, despite the
inability of those customers to
participate in the market on an equal
footing with broker-dealers and market
makers, 5 These commenters argued
that broker-dealers and market makers
have substantial marketplace advantages
over Public Customers, including lower
margin and commission rates, better
access to information, and superior

48 §pe supra note 4.

40 See SIFMA Letter, supru note 4.

30 Sep, 6.4., Cox Lutler | supra note 4 and
Woeisbery Loller supra note 4.

technology.5? and, in the case of market
makers, the ability to stream quotes
electronically on both sides of the
market,52

As discussed above, the Act does not
require that the order of a public
customer or any other market
participant be granted priority. The
objective of promoting competition and
the requirement that the rules of an
exchange not impose an unnecessary or
inappropriate burden upon competition
de not necessarily mandate that a
Professional Order be granted priority
while the order of a broker-dealer
should not be granted the same right.

As a general matter, in developing
their trading and business models,
exchanges have adopted rules, with
Commission approval, that grant
priority to certain participants over
others, or to waive fees or provide
discounts for certain kinds of
transactions, in order to attract order
flow or create more competitive
markets.

The Act itself recognizes that the
operation of a marketplace can warrant
exceptions to general allocation
principles, for example, by exempting
specialists and market makers from the
requirement that a member of an
exchange yield to the order of a non-
member.53 *'Specialist entitlements” 54
and facilitation and solicited order
guarantees,55 adopted by exchanges
with Commission approval, also are
instances in which the need to attract

5t Gee, e.g., Carr Letter supra note 4, G. Schueider
Letter supre uate 4 and Rule Letter supra note 4.

52 See, e.g., Carr Letter supra note 4, Cox Letter
I1 supra note 4 and Rule Letter supra note 4.

53 See Section 11{a) of the Acl, 15 U.S.C. 78k(a),
and tha rules thereunder.

51 A “specialist entitlemant” as used here is sn
options exchange rule that under ceriain
circumstances guarantees a specialist (or designated
primary market maker) the right 1o trade shvad of
other participants in tha trading crowd with a
certein percentage of svery order—when the
specialist is quoting at the best price—even when
the specialist has nol atherwise established priority.
See, a.g., ISE Rula 713, Supplementary Matoriul
.01{b); Amex Rula 835-ANTE(a}(5): CBOE Rule
8.87; NYSE Arca Rule 6.82(d)(2): Phlx Rule
tnag)(it).

83 A “fucilitation guarantee' as used here is an
oplions exchange rule that under cortain
circumstances guaraniaes an order entry firemn that
has submitted a public customer order for axscution
an the exchange ta trade with a certain percentsge
of that public customer order irself, ahead of othar
purlicipants in the trading crowd that are preparad
to trade a1 the same price. See, &.g.. ISE Rule 716(d);
Amax Ruls 950~ANTE, Commentary .02; CBOE
Rule 6.74(b); NYSE Arca Rule 6.47(h): A “solicited
order guarantee” is an vptions exchangs rule that
entitles a broker or firm that has solicited an order
from & third parly to trade against its customer’s
order to execute e certain percentage of the
customer’s order against the solicited order ahead
of other participants in the trading crowd that are
prapared to tzade at the same prics. See, e.g., ISE
Rule 716{) [Solicitad Order Mechanism).
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order flow or provide incentives to one
group of participants based on their role
in the marketplace has been viewed as

a valid reason to adjust the otherwise-
established priority principles of an
exchange. Other examples include
options trading rules that adjust
allocation principles under certain
condition in the execution of larger
orders 5¢ and the small order automatic
execulion systems created by options
exchanges in the past.57 Notably, in
some prior proposals to waive or reduce
customer fees, exchanges cited their
need to remain competitive and attract

order flow,58
The Commission believes that ISE's

proposal to grant priority only to
Priority Customers and no longer to
waive fees for transactions involving
Professional Orders likewise does not
necessarily place an inappropriats
burden on compstition and should most
reasonably be viewed as within the
discretion of the Exchange,9 so long as

56 Spe, e.g., CBOL Rule 6.74(f) (Open Outery
SizeQuots Mechanism).

57 In the pasl, options exchanges that generally
opsrated on an epen-outery trading madsl adopted
systems that automatically oxeculed orders of
public customers below a certain size without
expuosiug them to the auction on the floor, These
systems wera dosigned to give investors speed,
efficiency, and accurary in the execution of their
small orders, which wers executed ot the
exchange’s disssminated quotstion on a rotational
basis against the accounts of participating market
makers. Auto-ux orders were thus not executed
according to anction principles and priority rules,
but wers allocated to market mukers on the system
by turn, regerdless of who was first to bid or offer
the disseminated price. For deseriptions af such
systems, see, e.g., Sevurilies Exchange Act Release
Nos, 48975 (December 23, 2003}, 68 FR 75667
(Decamber 31, 2003) [Amex); 44829 (September 21,
2001), 66 FR 49730 (September 28, 2001) (Phlx);
31823 (September 1, 1899), 84 FR 49265 {September
10, 19989) (Macific Exchange); and 24104 (March 26,

2001‘%, 66 FR 18127 (April 5, 2001) (CRBOE).
58 See, e.g., Securilins Exchangs Act Release Nos.

50469 [September 29, 2004), 69 FR 59628 (Oclober
5, 2004) (CBOE reduction of public custumer
transaction fees on options an ETFs and HOLDRs):
49957 {July 1, 2004), 69 FR 41318 {July 8, 2004) (ISE
waivyr of surchargs on public customer transactions
in vertain licensed products); 446541 (August 3,
2001). 66 FR 42574 {August 13, 2001) (CBOE waiver
of fees for public customer transactions in options
on Standard & Poor's 100 European-style index).
See also infra, note 101.

39 The Commissian praviously has articulated its
positiou regarding its application of Section 8 of the
Act in evaluating distinctions among market
participants proposed by exchanges and the lesway
granted to an exchange lo set an appropriate leve)
of advantages and responsibilities of persons fu its

markstplaus. See Securilies Exchnn%e Act Release
No. 50484 (October 1, 2004), 69 FR 60440 (October

8, 2004), stating, inter alia:

[Section (b){S)} sets forth the purposes or
abjactives thal the rules of a natlonal securities
exchange should be designed to achieve. Thosu
purposes or nbjectives, which take the form of
positive goals, such as to protect investors and the
public interest, or prohibitions, such as 1o not
permif unfair discriminalion among customers,
issuors, brokers or dealers or to not permit any
unnacessary or inappropriate burden on

these changes do not unfairly
discriminate among participants.s° In
fact, the ISE's proposal simply restores
the treatment of Professional Orders to
a base line where no special priority
benefits and fee waivers are granted.

Moreover, with respsct to
commenters’ contention that broker-
dealers have substantial marksetplace
advantages over Public Customers, it
should be noted that broker-dealers,
unlike Public Customers, pay significant
sums for registration and membership in
self-regulatery organizations (“*SRQs’),
and incur significant costs to comply,
and ensure that their associated persons
comply, with the Act and the rules
thereunder and SRO rules. Moreaver,
Public Customers who would not be
Priority Customers on ISE because they
place options orders on the scale
contemplated by the proposal could
choose te become registered hroker-
dealers and receive the same
advantages.

With regard to commenters’
contentions relating to market-maker
advantages, the Commission notes that
ISE market makers have abligations that
customers who seek to compete with
them do not have, including the
responsibility to make continuous
markets; to engage in a course of
dealings reasonably calculated to
contribute to the maintenance of a fair
and orderly market; and not to make
bids or offers or enter into transactions
that are inconsistent with such a course
of dealings.6* Generally, the advantages
of market makers noted by commenters,
such as the ability to stream quotes on
two sides of the markst, are granted by
exchanges as the quid pro quo for the
market makers’ assumption of thess

obligations, in addition to thg
application of other rules an

restrictions relating to their activities.6?

computition, are stated as broad and slastic
concepts. They sfford the Commission considerable
discrelion to use its judgment and knowledge in
determining whether a proposed rule change
complies with the requirements of the Act,
Furtherinors, the subsections of Section 6(b) of the
Act must be road with reference to one ancther and
to other applicable provisions of the Act and the
rules thereunder. Within this [ramework, the
Commission must weigh and balauce the proposed
rule changs, assess the views and arguments of
commenters, and make pradictive judgments sbout
the consequencas of approving the propesed ruls.
{citations omitted)

00 See infra Section TI1.R.2 for a discussion of
whather 1SE’s proposal is unfairly discriminatory.

81 See ISE Rule 803.

62 For example, pursuant to ISE Rule 803(b), a
markat maker on ISE has a contlnuous obligation
ta anguge, (0 o reasonable degree under the exisling
circumstances, in dealings for the market makor's
awn account when there exists, or it is reasonably
ant{viputed that there will exist, a lack of price
continuity, a temporaty disparity between the
supply of and demand for a partfcular options

In addition, the proposal could
provide an advantage to Public
Customers who would not be Priority
Customers. Under the proposed rule
change, Professional Orders would not
be subject to cancellation fees,53 which
could result in partially reduced costs
for those customers who place orders on
an average of one order per minute and
frequently cancel such orders.84

Several commenters stated that active
traders provide valuable liquidity to the
market and pose significant competition
to market makers. According to some
commenters, the proposed rule change
would punish these customers who
contribute liquidity,®% and would force
such traders from the market.t6

The Commission acknowledges that
Public Customers, including
sophisticated algorithmic traders,
provide valuable liquidity to the options
markets and compete with market
makers. In the Commission’s view,
however, the contribution of these
participants to the market does not
mean that their orders are entitled ta
favorable priority and fee treatment,
even if—as commenters argue—they
would not be able to supply this
liquidity without being granted such
priority and fee advantages. Market
makers and broker-dealers 8lso provide
valuable liquidity to the marketplace
and do not have priority. Thus, the
Commission believes that it is
consistent with the Act for the ISE to
arnend its rules so that Professional
Orders, like the orders of broker-dealers
and market makers, are not granted
special priority.

Two commenters appeared to
acknowledge that customers who enter
orders on the scale that the proposed
rule change would establish likely have

contract, or 8 temporary distartion of the price
relationships hetween uptions contracts of the samo
¢lass. Public Cuslomers, including customers who
seek to compsts with market makers, have no such
obligations. Under ISE's propossl, Public Customers
who suhmit Professional Orders would not ba
snbjact to inarket maker obligations,

83 The Exchange charges a cancellation fes,
currantly §$2.00 per cancellation, on each clesring
EAM that cancels at least 500 Public Cuslomer
ordars in o month for itself or for an introducing
broker, fur euch cancelled order in excess of the
tatal number of ordors executed for itself or for such
introducing broker that month. The cancellatiom fue
doss not apply to the cancellation of Public
Customer Orders that improve ISE’s disseminated

quate at the lime the grders were ontercd. Thers
Currently are no fees for the cancellation of Non-

Customer Orders, and Profassional Orders would
not incur such fees under the proposed rule change.

¢4 The Commission notes that, cantrary to the
apparent beliaf of some commenters, the proposal
would nol impose cancellation fees on Professional
Orders. See Cux Letier I supra note 4 and Garr
Lettar supru note 4.

85 Sep, e.g., A. Schneider Lutter supra note 4 and
Weisherg Leller supra note 4.

©¢ See, v.g., Lampert Latter supra note 4.
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information and technology that allows
them to compete in a sophisticated
manner.%” However, they argued that
the proposal’s creation of the category of
Professional Orders suggests that “any
person who wishes to consider
themselves a retail customer {must]
forego any type of trading technology,
which of course is widely available in
today's market.* * *’'es

The Commission disagrees with this
contention. The proposed rule does not
ask Public Customers to forego
technology and doss not limit the
technology that Public Customers who
would not be Priority Customers can use
to access the ISE’s marketplace. Rather,
it establishes that customers who place
orders at the level proposed by the
ISE—irrespective of their use of trading
technology—are engaged in a course of
active trading that need not be accorded
the special deferencs paid to those
customers who do not place orders as
frequently.

Tn support of its proposal, the ISE
contends that traders who place orders
on the scale set forth in the proposal
have the same technological and
iy et R e S YIEE Yor
their own account—which enables them
to compete effectivaely with broker-
dealer orders and market maker quotes
for execution opportunities in the ISE
marketplace.®® The Commission,
however, does not believe that access to
or use of sophisticated technology is the
key issue in considering whether it is
consistent with the Act for 1SE to treat
Professional Orders in the same manner
as broker-dealer orders in specified
circumstances. Instead, the Commission
believes that the pivotal issue is
whether, under the Act, the exchange
can grant certain advantages, which it
- initially established for all public
gustomers, to only those public
customers who place no more than 390
orders per day.

The Commission notes that currently
customers who are positioned to place
orders in the number and frequency
specified in the proposed rule change
are treated on a par with customers who
may not have this ability, or even if they
have this ability, do not place orders on
the average of one order per minute per
over the trading day. Under the
Exchange's proposal, customers who
place orders less frequently would be
advantaged by the Exchange's grant of

¥ See, e.g., Garr Lelter supra note 4 and Cox
Letter I supra note 4.

&8 See Carr Leiler supra note 4. The commenter
believed that the proposal, as a result, would
require retail customers who forego 1echnology to
“wander inta tha markelplace blind and helpless.”

8 See Notice, supra note 3, nt 73 FR 7346.

priority over Non-Customer Orders and
market maker quotes at the same price,
even if they have access to sophisticated
options trading technology. Further, the
Commission disagrees with the
argument that customers would have to
forego using trading technology under
the Exchange’s proposal. The ISE’s
preposal does not limit, prohibit, or
proscribe the type of technology any
customer uses, Customers could still use
sophisticated technology to trade
options and their orders would not be
considered Professional Orders, as lang
as thosse customers placed fewer than
one order psr minute per day on average
during a calendar month for their own
beneficial account(s).

One commenter believed that the
proposed rule change limited
competition and was collusive because
‘it requires the cooperation of other
competing exchanges. * * * 70 The
Commission notes, hawever, that the
proposed rule change requires EAMs to
conduct a quarterly review of customer
activity only as reflected in the EAM's
own records. The propoesal does not
require either EAMs or the Exchange to

s driresieniRm QLS REHRE: o

customer’s activity.”?

2. ISE’s Proposal Is Not Unfairly
Discriminatory

Many of the commenters argued that
the proposed rule change is unfairly
discriminatory against those Public
Customers who would not be Priority
Customers by denying them priority
rights and imposing transaction fees on
their orders.”2 In the 1SE’s view, public
customers today range from individuals
who infrequently place options orders
to sophisticated algorithmic traders that
trade many options classes on a daily
basis.?# ISE proposss to continue to
grant priority to, and waive transaction
fees for, individuals who place orders
below the threshold, as a means to
encourage their participation. The
Exchange belioves, however, that
priority rights and fee waivers are no

78 See Cox Letter I supra note 4. The cousnmentor
stated further: “ * * * | fail to sce how the ISE can
request trading information from a person or entity
tradlng from another exchange, particularly whan
other exchanges have business modsls thal promote
order entry: the axact behavior the ISE is attempting
to punish with its rule."”

*1 Confirmed in telephone conversation botweern
lra Brandriss, Special Counsel, Division,

Comunission, and Katherine Simmnns Daputy
General Counsa), ISE, on April 29, 2008. See also

supra note 17 and avcompanying text. See alse ISE
Rules 401, 706, and 712,

7% Sew, e.g., G, Schneider Letter supro note 4,
Lampert Letter supra note 4, Rule Letier supra note
4, Cox Letter Il supru note 4 and Cox Letter I supm
nate 4.

73 See Notice, supra note 3, at 73 FR 7346.

longer warranted for market participants
who place more than one order per
minute on average during a calendar
month, a level of activity that it believes
is akin to that of broker-dealers. The
Exchange therefore proposes to refrain
from providing priority and fee
incentives for such participants.

The Commission notes that the Act
does not require that the Exchange’s
rules be designed to prohibit all
discrimination, but rather they must not
permit unfair discrimination.”® With
regard to public customer priority, the
Commission has noted above ample
precedent demonstrating that public
customer orders are not entitled per se
to priority treatment over the orders of
other market participants. The
Commission similarly believes that the
ISE’s praposal to grant such priority
treatment only to Priority Customers is
consistent with the Actand, in
particular, is not unfairly
discriminatory.

As discussed above, the Commission
does not believe that the current rules
of ISE and other exchanges that accord
priority to all public customers over

RrakeAy elens ARk R P akss ate

Commission believe that it is unfairly
discriminatory to accord priority to only
those customsrs who on average do not
place more than one order per minute
as ISE proposes,

Because, as discussed in Section
1II.A.1. above, the Commission believes
that ISE’s proposal is consistent with
the Act in that it does not impose an
undue burden on competition, the
Commission believes that a grant of
such priority is an exchange’s
prerogative and within tha exchange’s
business judgment, As such, a decision
to grant priority—which, after all, is a
special benefit—to the orders of one
type of customer (for example, a retail
customer) and not to the orders of
another (for example, an institutional
investor) may be an economic decision
that an exchange may make to provide
some customers with incentives and fee
waivers. In the Commission’s view,
nothing in the Act requires an exchange
to provide the same incentives and
discounts to all market participants
equally, as long as the exchange does
not unfairly discriminate among
participants with regard to access to
exchange systems,”2

7415 U.S.C. 78f(b)(5). See also Svuurilies
Exchange Act Releasa Nu. 50484, supra note 59,

7% In this regard, the Commission notes that ISE
amended the proposal (o remave the changes it had
originally proposed to ISE Rules 715 and 723(c),
which would have prevented accoss by all Public
Customers to the Exchange's PIM. See Amendrmenl
Na. 2, supru note 5.
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The Commission belisves that the line
that the ISE seeks to draw between
Priority Customers and Public
Customers whose orders would be
treated as Professional Orders most
simply reflects a belief—from the point
of view of operating a marketplace—that
the orders of & person who submits, on
average, more than one order every
minute of the trading day need not (or
should not) be granted the same benefit
or incentive that is granted to Public
Customers who do not utilize the
marketplace on such a scale,

The same can be said with regard to
relief from transaction fees. Exchanges
can and do have fee structures that vary
depending on the market participant.”s
Various fee structures are permitted
provided that they are consistent with
the Act {including the requirement that
the fees not be unfairly discriminatory).
Such differing fee structures are based
on the judgment of those responsible for
the financiul operation of the exchange,
and are tied to exchange assumptions
about market participant behavior, the
impact of incentives and discounts, and
other factors relating to the specific
business model adopted by the
exchange. A decision to waive or
discount fees for orders of one king of
participant and not another, based on
the extent of their participation in the
market, is a reasonable decision for an
exchangs, provided it is otherwise
consistent with the Act.”?

76 For example, sotne exchaonges impose different
fees for different markst participants, depending on
whather the markst participant adds liguidity by
posting a quote or order, or takes liquidity by
executing against a quata or order that is already
posted on the exchangs. Some exchanges’
transaction fees, before additional charges are
assessed, are identical for market makers and
TR RO RE EREREREE MO
rates. Some exchanges provide volume discounts;
soma placs a cap an chargas to particolar
participants. Some iinposs transaction fess upon
certain participants for complex orders; others do
not. As a result, the feas imposed upon various
market participants cun vary significantly from
exchange to exchangn. Each exchange's schedule of
feos is uvailable on the exchange’s Web site. See
e.g., the fee schedule of CBOE at hitp://
wiyw.choe.cam/AboutCBOE/FeeSchedule. aspx; the
fee schedule of BOX at hitp://
www.bostonoptions.com/box_regulations/FDF/
Jeeschedjun0.pdf; and the fee schedule of NYSE
Arca at http.//www.nyse.com/futuresoplions/
nysearcanptions/1147128317287.iinl.

77 Stmilar ta other exchangys, ISE chargos
differont fues deponding on whether an individual

is u Public: Cust . Non-Member Broker-Dealsr,
BAM, I5E Market Maker or Non-15k Merket Maker.

For example, 1SE charges Public Customers a $0.05
fee for Non-Premium Products and the $0.03
Comparison Fee for the orders of Public Customurs
are corrently waived while Nan-Momber Rroker-
Deulers and EAMs puy a $0.15 lva for orders in
Pramiuin and Non-Premium Products (subject to
volume discounts) aud a $0.03 Comparison Fee.
Comparatively, ISE markat makers are subject to a
fee for transactions in Preminm and Non-Premium

3. The Proposal Can Be Implemented on
a Technical and Operational Level

One commenter, SIFMA, endorsed the
underlying goal of the proposed rule
change, but expressed concern about
various aspects of the proposal. First,
SIFMA was concerned that, under the
proposed rule, EAMs would “have no
ability to identify the end-user customer
and count orders.” 78 SIFMA’s comment
letter noted that EAMs would have to
rely on the broker-dealers that route
orders to them and have the customer
relationship to identify the professional
customer and code orders corractly.
Moreover, SIFMA stated that, in general,
firms do not count the number of orders
directed by customers under the same
beneficial owners and do not have the
sbility to break down, by beneficial
owner, the number of orders placed.
SIFMA further believed that EAMs
would need to rely on the Options
Clearing Corporation (“OCC") member
firm that vitimately clears the
professional customer to identify such
accounts. SIFMA stated, however, that
such reliance would not be possible
because OCC member clearing firms see
only the number of cleared contracts at
the end of the day, and not the number
of executions. Moreover, SIFMA noted
the lack of access by clearing firms to
information regarding a customer’s
cancellations, replacements,
modifications, or corrections of orders,
and the resulting inability of such firms
to accurately determine the number of
orders a customer has placed.”s

In its response, ISE stated that these
concerns were based on the erroneous
assumption that compliance with the
proposal would require analysis by an
ISE member’s clearing firm of cleared
gvsﬁg tFlrovided b¥nth OCC to deaegi]%ﬁne

er a customer had crosse:
threshold of placing more than 390
orders per day, on average, over the
course of a calendar month.8¢ ISE
clarified that only broker-dealers that
received orders from the ultimate
customers—not clearing firms—would
be required under the proposal to
monitor the number of orders they
receive from each such customer and to
mark the orders correctly. “These types
of activities are routinely performed by
broker-dealers who deal directly with
custamers,” the [SE maintained, adding
that broker-dealers have a regulatory

Products between $0.12-$0.21 (subject to valume
discounts). The amount of this fee is based on the
average daily volunes of transactions on the
Exchangs, and is currently $0.13 per contract, See
ISE Schedule of Fees, See ulso discussion infra noie
105. ’

78 See SIFMA Letter supra note 4.

7eLd,

@0 Sep JSE Rusponse Lotter supra note 6.

responsibility to know their customer,
“and, in fact, do know if they have
customers that conduct this high level
of activity.”" &8

With regard to ISE members that
submit customer orders to the Exchange
when those orders were routed to them
by other, non-ISE-member broker-
dealers, SIFMA indicated its concern
that such members “will be forced to
rely on the good faith and effort of its
broker-dealer client * * * to identify
the professional customer and code the
order correctly.” 82 In response, the ISE
noted that the Exchange and all other
options exchanges currently have a
variety of order marking requirements
for which ISE members that route orders
on behalf of other broker-dealers have
regulatory responsibility. The ISE
further noted that its EAMs would need
to have reasonable procedures in place
to confirm that their broker-dealer
customers had implemented the
appropriate procedures to monitor their
customers’ trading activity in a way that
would enable them to code orders
properly to comply with the proposal.33

The Commission believes that the
ISE’s response clarifies its proposal and
addresses the concerns raised by SIFMA
regarding the counting and marking of
customer orders. The proposal would
require any ISE member submitting &
Public Customer Order to the ISE to
identify such order as either a Priority
Customer Order or a Professional
Customer Order. Based on the ISE’s
representations, the Commission
believes that ISE members that directly
submit their Public Custormers’ orders to
the Exchange for axecution can readily
SRR A RS Ak g o
those orders accordingly. The
CGommnission notes that the Exchange
has stated that EAMs would need to
have reasonable procedures in place to
confirm that their broker-dealer
customers have instituted policies and
procedures to enable them to monitor
their customers’ trading activity in a

81 Jd. The ISE also stated that it consulted with
a variety of firms that accept orders directly from
custamers, and thui those firms did not believe it
would be difficult for them to determine, on a
quarterly lnok-back basis, whether a customer had
gn average entered tore than 390 orders per day

uring any month. Id.

82 See SIFMA Letter supra note 4,

83 Jd, According to the Exchange, an EAM would
bu required to have such procedures in place to
comply with ita abligation tmdor ISE Rule 712(a) to
properly mark orders. Telephone conversation
between Katherine Simmaens, Deputy General
Counsel, ISE, and Nancy ). Burke-Sanow, Assistant
Director, Division, Commission, on December 15,
2008.
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way that would allow them to mark
their customer orders properly.®*

The Commission believes that ISE
members, as well as non-member
broker-dealers who accept customer
orders and route them to EAMs for
execution on the Exchange, have the
ability to ascertain for each customer
account, by beneficial owner, the
number of orders placed by a customer.
As the ISE points out, the proposal
requires the broker-dealer that has a
relationship with, and knows, the
ultimate customer to monitor the
number of orders it is entering on the
customer’s behalf and to conduct a
quarterly review to assure that the firm
is marking the orders appropriately.
This monitoring is accomplished by the
ISE member directly in the case of its
own customers or by the ISE member
contractually requiring that its broker-
dealer customers have reasonable
procedures in place to ascertain whether
their customers are submitting orders
that should be marked as Professional
Orders.

Second, SIFMA expressed concern
that professional customers could
“‘game’ the system and inappropriately
take advantage and avoid the purpose of
the rule.”” SIFMA noted the frequent use
by Professional Customers of multiple
firms for execution and clearing
purposes, which would limit the review
by any one EAM or OCC clearing
member of a customer’s activity, SIFMA
further noted that customers could
electronically route orders to an
exchange without a Professional Order
designation and. due to linkage and best
execution requirements, these orders
could be sent to the ISE without the
- proper coding.5 ISE acknowledged that
customers could place orders at
multiple firms, such that each
individual broker-dealer would not
know the full extent of its customer’s
trading activity, making it impossible
for a particular firm to measure the total
number of orders entered by a particular
customer through multiple firms. ISE
stated, however, that it believed that “it
might be impractical for a customer to
conduct professional trading activities
through multiple broker-dealer
platforms.” The Exchange also stated
that it would conduct surveillance
designed to identify any such behavior,
and that if it does detect such activity,
it would alert the relevant ISE members.
In addition, ISE agreed that, through the
operation of the options linkage rules,

Eao18er JesdiwisecvuntPEarmisianaer
Professional Order might be routed to

6 [d.
% See SIFMA Letter supra note 4,

other exchanges that do not have the
same order designation and ultimately
receive the price available on the ISE
indirectly.86¢ The Commission believes
that the rule change, as proposed, meets
the Exchange’s aim with regard to those
customers who do not employ such
stratagems, and thus the potential for a
customer to circumvent the proposed
rule, does not, in this instance, make it
inconsistent with the Act.

Third, SIFMA believed that, for the
proposed rule change to be properly
implemented, customer trading
information would need to be
disseminated across desks within a
single firm that typically are separated
by information barriers. Regarding this
issue, SIFMA requested specific
guidance on how to implement the
proposed requirements without
violating applicable privacy
regulations.?” ISE responded that
putting procedures in place to comply
with its proposal would nat result in
disclosure of information about
particular orders entered by a customer
either pre- or post-trade, nor would it
result in disclosures about any positions
held by a customer. The Exchange
stated that it is not aware of any
information barrier rule or privacy
regulations that would prevent a firm
from marking an order as required
under the proposal .88 The Commission
agrees with the ISE’s position in this
regard, The Commission believes that
the determination of whether a Public
Customer's orders are categorized as
Priority Customer Orders or Professional
Orders, which would be based on
information compiled retrospectively
each quarter, can be made at a level in
the firm that is “above” the information
barrier, and in any case does not require
disclosure of any particular orders
placed by a customer or any positions
held by a customer.

Finally, one commenter expressed the
concern that the proposal would be
burdensome because it would require
EAMs to purchase expensive technology
to track the number of orders a person
entered per day.8¥ Another commenter,
SIFMA, believed that the ISE’s proposal
would require broker-dealers to expend
significant resources to comply with the
rule and potentially would present large
retail firms with difficulties in
implementing a new order origin code
within the proposal’s timeframe.®°

ISE acknowledged that systems
changes to accommodate new coding of

#8 See ISE Response Lotter supra note 6.

87 See SIFMA Lstter supra note 4.

88 See [SE Response Letter supra note 6.

83 Sep Cox Letter I supra note 4.

a0 See SIFMA Letter, supra note 4,

orders could be required for some
broker-dealers, but did not belisve that
such systems changes would be
particularly costly 'relative to other rule
changes routinely made by the ISE and
other exchanges.” 91 SIFMA also
expressad a concern that the proposal
could require significant revisions to the
customer option account agreements
used by firms, because customers could
be designated as professional
customers.%? The Commission believes
that it is within the business judgment
of the Exchange to accept erders for
execution in its marketplace contingent
upon their submission with a particular
order marking, sven when that marking
may require additional expense on the
part of member firms. Exchanges
routinely add new order types %* and the
ISE’s proposal is no different in this
regard, Thus, the Commission believes
that the new order designations in the
proposed rule change are consistent
with the Act, even though they will
require members to incur costs
associated with systems changes and
customer account agreements may need
to be revised to reflect these new order
designations. As a general matter, the
Commission notes that membership in
an exchange comes with the expectation
that rule changes will be made by the
exchange that could require member
firms to make adjustments in their
systems and procedures.

SIFMA further noted that the proposal
would require additional systemic and
procedural enhancements for firms to
track the new fees that would be
established under the proposal.® In
response, the Exchange maintained that
fees vary widely among exchanges and
are changed frequently, and that firms
routinely make changes in their systems
to accommodate exchange fee
changes.® The Commission notes that
fee changes are comimonly introduced
by exchanges, and members can expect
that they will need to adjust their
tracking systems as needed when
changes are made.

Finally. SIFMA further expressed a
concern that the five-day timeframe
allotted at the end of a quarter for firms
to start coding for Priority Customer and
Professional Orders is unrealistic.?® In
response, the ISE acknowledged that it
may take more than five days for a

91 See [SE Response Letter supra note 6.

92 Sep SIFMA Letter supra nots 4.

93 See, €.8., Securities Exchange Act Rulease Nos,
fhemsitrrianteocs); 3008), (AKRIGE32008), 73 FR
13267 (March 20, 2008); and 56072 (July 13, 2007},
72 FR 39867 {July 20, 2007).

24 See SIFMA Letter supra note 4.

95 See ISE Rasponse Letter supra note 6.

96 Sge SIFMA Lotter supra note 4.
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broker-dealer to make the system
changes necessary to accommodate the
new order code, and stated that it would
give members at least one full quarter,
following Commission approval of the
proposal to make these changes, The
Exchange stated. however, that once the
initial systems changes were
imt%lemented. five days would be
sufficient to change the order code
associated with a particular customer
account.®” The Commission notes that
the Exchange has committed to working
with its members to assure that there is
adequate time to make the initial
systems changes necessary to
implement the new coding,®® and
believes that not less than one full
quarter is a reasonable amount of time
to achieve this aim. The Commission,
however, will monitor whether any
issues may arise that would require the
ISE to postpone the proposal’s
implementation timeframe.

4., ISE's Proposal Is Not Vague

One commenter contended that the
proposal was vague and
unenforceable,?® The Commission
believes that the ISE’s proposed rule
change is amply clear regarding the kind
of order that would not receive priority
at the same price and would incur
transaction fees as a result of the
proposal. The proposal sets forth
specific and objective numeric
thresholds in its provisions, defining
“Priority Customer” as “a person or
entity that (i) is not a broker or dealer
in securities, and (ii) does not place
more than 390 orders in listed options
per day on average during a calendar
month for its own beneficial
account(s).” It further defines the term
“Professional Order” as "“an order that
is for the account of a person or entity
that is not a Priority Customer.” The
Commission believes that these
definitions are clear and provide notice
of the parameters of the rule.

5. Transaction Fees for Professional
Orders Are Not Inequitable

As noted above, Section 6({b}{4) of the
Act requires that the rules of an |
exchange must provide for the equitable
allocation of reasonable dues, fees, and

97 See ISE Respunse Letler supru note 6.

8 Tha Exchange stated that it would work with
its members to assure that there is adequate time
tv implement systems changes as necessary. ISE
Response Letter, supra note 6, n.6. The Exchange
further advised that it would issue a notice to its
membars informing them of the implementation
date of the proposed rule change. Telephone
conversation between Katherine Simmons, Deputy
General Counsel, [SE, and Nancy ). Burke-Sonow,
Assistant Diroctor, Division, Commission. on
Decembeor 15, 2008,

79 See Cox Letter II1, supra nots 4.

other charges among its members and
issuers and other persons using its
facilities. In evaluating whether a
proposed fee can be considered an
equitable allocation of a reasenable fee,
the Commission considers all of the
relevant factors including, among
others, the amount of the fee and
whether the fee is an increase or
decrease, the classes of persons subject
to the fee, the basis for any distinctions
in classes of persons subject to the fee,
the potential impact on competition,
and the impact of any disparate
treatment on the goals of the Act,108

Under the proposed rule change,
transaction fees would be charged for
the execution of certain Public
Customer Orders that currently are not
subject to such fees. The Commission
notes, however, that options exchanges
have charged transaction fees for the
execution of public customer orders in
the past,’°? and in many cases continue
to do so when necessary to defray the
costs of maintaining a market and
associated expenses for a particular
product or category of products.192 The
ISE itself currently imposes fees on
certain Public Customer Orders. 93

Moreover, Public Customer Orders
that today incur no transaction fees on
the ISE are not indefinitely excepted
from such fees. The Exchange’s Fee
Schedule specilically sets forth
transaction fees for customer orders,
while indicating that these fees (other
than fees for “Premium Products’’)
currently are waived.1%4 The

105 Spa, e.g., Securities £xchangn Act Releass No.
50484 (QOctober 1, 2004}, 69 FR 60440 (Cctober 8,
2004},

101 Gubsaguently, howsver, some axchanges have
rescinded transaction fees for manually executed
cquily options orders for public customers. See,
e.g., Securities Exchange Act Release Naos. 42798
{May 18, 2000), 65 FR 34238 {May 26, 2000); and
43343 (September 28, 2000), 65 FR 59243 {October
4, 2000).

102 For exumple, the exchanges generally charge
transaction fees for executions of public cuslomer
orders in index vptions, See, c.g., Sscurities
Exchange Act Release No. 52983 (December 20,
2005), 70 FR 76475 [Docember 27, 2006}
{Commission notice of filing und immediata
affactivenass of a proposed ruls change adopting a

flat execution fee f},\r Public Custamar Orders in
premium products,

103 As notad at supra note 8, Public Cuslomer
Orders incur fees for certain transactions in
Premiumn Products and Complex Orders, orders
entered in response lo special order broadcasts, aud
orders antered in PIM. Public Customer Orders alsa
are subjoct to fees for cancellation.,

104 See Securities Exchange Act Release Nos.
42370 (April 28, 2000}, 65 FR 26256 (May 5, 2000)
(Commission order edopting original ISE Fee
Scheduls), in which the Commission found that the
fee schadula was '‘not unreasonable” and *‘should
not discriminate unfairly among market
participants.” See also the current ISE Fee
Schedule, dated Augunst 12, 2008 and Securities
Exchange Act Ralease No. 58134 (july 10, 2008}, 73
FR 41142 (july 17. 2008) (customer {ees, except

Commission notes that different market
participants pay fees based on their
status on the Exchange {e.g., Public
Customer, non-member broker-dealer,
EAM, non-ISE market maker and ISE
market maker).1¢5 Under the proposal,
customers whaose orders are identified
as Professional Orders would pay the
same fees as non-member broker-
dealers.

The Commission notes that the
customers who enter more than 390
orders per day on average during a
calendar month are using the
Exchange’s facilities to place
approximately 8,000 orders, on average
one order for every minute of every
trading day, over the course of the
month and nearly 100,000 orders per
year. The Commission believes that it is
consistent with the Act for ISE to
allocate to customers who participate in
the market at this level of activity—

those for “Premiwm Products,” currently waived
until June 30, 2009).

165 Public Customers—The $0.05 {fee for Non-
Premium Products and the $0.03 Comparison Fee
for tha orders of Public Customers are currently
waived. Public Customers currently pay a fee of
$0.15 for certain orders in Promium Products and
Complex Orders, orders entered in response to
spacial arder broadcasts and orders enterad in PIM.
Public Customers are also subject to an erder
cancellation fee of $1,75 per order. See supra notes
9 and &4.

Non-member Broker-Dealers—Non-member
broker-dealers pay a $0.15 fee for orders in
Premium and Non-Premium Products (subject to
volume discounts) and a §0.03 Comparison Fee.
Customers whose orders are identified as
Prufossional Orders would incur thase fees under
tha proposal.

EAMs—FEAMs pay the same fees for orders as
non-meraber broker-dealers, In addikion v non-
member broker-dealer fess, EAMs also pay a one
time application fee of $3500, a regulatery fee of
35000 per year and a monthly access fee of $500.

1SE Market Mukers—ISE market makers are
subject to a foe for transactions in Premium and
Non-Premium Praducts between $0.12-50.21
(subject to volume discounts). The anount of this
fee ig based on the average daily volume of
transactions on the Exchunge, and is currently $u0.13
per contract. See Faa Notice to ISE Members dated
March 3, 2008, available at http://
www.iseoptions.cont. In addilion, ISE markst
makers pay a $0.03 Comparison Fes, a fes for
paymant for order flow (only for customer orders)
of $0.65 per contract and $0.10 per contract for
options on issues that are participating in the Penny
Pilot {subject to availshle rebamsl.

In addieion to these market maker foes, PMMs
and Compatitive Market Makers (“*CMMSs") pay
additional fees including, but nat limited {o, the
fuos described below. PMMs have a minimum
monthly transaction fea of $50,000, a one time
application fee of $7500, a regulatory fee of §7500
per year, 8 monthly access fee of $4000 and an
inactivity fee of $100,000 per month, CMMs have
a one lime application fae of $5500, a regulatory foa
of $5000 par yesr, a monthly access fee of $2000
and an inactivity fee of $5,000 per wonth.

Non-ISE Market Makers—Non-ISE market makers
pay a $0.37 fee for transections in Premjum and
Non-Preynium Products (subject to volume
discounts) except [or 4 $0.16 fec for arders entersd
in the Facilitation and Salicitation Mechanisms and
a $0.03 Comparison Fes,
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which enables them to compete with
Non-Customers who are registered
broker-dealers—the same transaction
fees that it charges to such Non-
Customers.,

C. Accelerated Approval of Proposed
Rule Change, us Modified by
Amendment Nos. 1 and 2

Pursuant to Section 19(b){2) of the
Act, 9% the Commission may not
approve any proposed rale change, or
amendment thereto, prior to the 30th
day after the date of publication of
notice of the {iling thereof, unless the
Commission finds good cause for so
doing and publishes its reasons for so
finding. The Commission hereby finds
good cause for approving the proposed
rule change, as modified by Amendment
Nos. 1 and 2, before the 30th day after
the date of publication of netice of filing
thereof in the Federal Register.207 The
Commission notes that the proposal, as
modified by Amendment No. 1, was
published for comment in the Federa)
Register on February 7, 2008. The
revisions made to the proposal in
Amendment No. 2 deleted proposed
changes to ISE Rules 715 and ISE Rule
723(d)}{2). These revisions appropriately
clarify that the proposed rule change

would not limit a Public Customer’s
-access to the Exchange’s PIM,

Accordingly, pursuant to Section
19(b)(2) of the Act,10® the Commission
finds good cause to approve the
proposed rule change, as modified by
Amendment Nos. 1 and 2, on an
accelerated basis.

IV. Solicitation of Comments

Interssted persons are invited to
submit written data, views, and
arguments concerning the foregoing,
including whether the proposed rule
change, as modified by Amendment
Nos. 1 and 2, is consistent with the Act.
Comments may be submitted by any of
the following methods:

Electronic Comments

* Usa the Commission’s Internet
comment form (http://www.sec.gov/
rules/sro.shiml}; or

» Send an e-mail to rule-
comments@sec.gov. Please include File
Number SR-ISE-2006—26 on the subject
line.

Paper Comments

* Send paper comments in triplicate
to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission,

196 15 (1.5.C. 78s(b)(2).
107 See supra nate 3.
18 15 U1.S.C. 78s{b){2).

100 F Street, NE., Washington, DC
20549-~-1090.

All submissions should refer to File
Number SR-ISE-2006-26. This file
number should be included on the
subject line if e-mail is used, To help the
Commission process and review your
comments more efficiently, please uss
only one method, The Commission will
post all comments on the Commission’s
Internet Web site (hitp://www.sec.gov/
rules/sro.shtml). Copies of the
submission, all subsequent
amendments, all written statements
with respect to the proposed rule
change that are filed with the
Commission, and all written
communications relating to the
proposed rule change between the
Commission and any person, other than
those that may be withheld from the
public in accordance with the
provisions of 5 U.S.C. 552, will be
available for inspection and copying in
the Commission’s Public Reference
Room, 100 F Street, NE., Washington,
DC 20549, on official business days
between the hours of 10 a.m. and 3 p.m.
Copies of such filing also will be
available for inspection and copying at

the principal office of the Exchange. All
comments received will be poste

without change; the Commission does
not edit personal identifying
information from submissions. You
should submit onfy information that
you wish to make available publicly. All
submissions should refer to File
Number SR-ISE-2006~26 and should be
submitted on or before February 20,
2009.

IV, Conclusion

It is therefore ordered, pursuant to
Section 19(b)(2) of the Act, 199 that the
proposed rule change (SR-ISE-2006~
26), as modified by Amendment Nos, 1
and 2, be, and it hereby is, approved on
an accelerated basis,

By the Commisston.

Florence E. Harmon,

Deputy Secretary.

{FR Doc, E9-1979 Filed 1-29-09; 8:45 am]
BILLING CODE $911-01-P

100 15 U.8.C. 78s(b)(2).

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-59288; File No. SR-ISE—
2009-03]

Setf-Regulatory Organizations;
International Securities Exchange,
LLC; Notice of Filing and immediate
Effectiveness of Proposed Rule
Change Relating to Fee Changes

January 23, 2009,

Pursuant to Section 19(b)(1) of the
Securities Exchange Act of 1934 {the
**Act”),! and Rule 19b—4 thereunder,2
notice is hereby given that on January
15, 2009, the International Securities
Exchange, LLC (the “Exchange" or the
“ISE") filed with the Securities and
Exchange Commission the proposed
rule change, as described in Items I, II,
and Il below, which items have been
prepared by the self-regulatory
organization. The Commission is
publishing this notice to solicit
comments on the proposed rule change
from interested persons.

I. Self-Regulatory Organization’s
Statement of the Terms of Substance of
the Proposed Rule Change

The ISE is proposing to amend its

Schedule of Fees tg astablish fees for
transactions in options on 4 Premium

Praducts.® The text of the proposed rule
change is available on the Exchange’s
Web site (http://www.ise.com), at the
principal office of the Exchange, and at
the Commission's Public Reference
Room,

I1. Self-Regulatory Organization's
Statement of the Purpose of, and
Statutory Basis for, the Proposed Rule
Change

In its filing with the Commission, the
self-regulatory organization included
statements concerning the purpose of,
and basis for, the proposed rule change
and discussed any comments it received
on the proposed rule change. The text

of these statements may be examined at
the places specified in Ttem IV below.

The self-regulatory organization has
prepared summaries, set forth in
sections A, B and C below, of the most
significant aspects of such statements.

A. Self-Regulatory Organization’s
Statement of the Purpose of, and
Statutory Basis for, the Proposed Rule
Change

1. Purpose—The Exchange is
proposing to amend its Schedule of Fees

115 U.S.C. 78s(b)(2).

217 CFR 240.19b—4.

# Premium Products s definod in the Schedule of
Fees as the products enumerated thorein.



EXHIBIT B



Rule 6.53C. Complex Orders on the Hybrid System
(a) Definition: A complex order is any order for the same account as defined below:

1. Spread Order. A spread orderis as defined in Fule 8.53(d).
2, Straddle Order: A straddie order is as defined in Rule 6.55(f),

3. Strangle Grder: A strangle order is an order to buy {selt a number of call option contracts and the same nunber of put oplion contracts in the same underlying securily, which
conlracts have ihe same expiration date { 4.9.. an order o buy two XYZ June 35 calls and to buy two XYZ Jtine 40 putls).

4. Combination Orier; A combinaton order is as defined in Ruie 6.33{g).

§. Ratio Order: A spread, straddle or combination: order may consist of legs that have a ditferent number of contracts, st long as the number of contracls differs ny a permissible ratio.
For purposes of this section, a permissible ratio is any ratio that is equal fo or greater than one-to-ihree (.333) and less than or equat to three-to-one (3.00). For example, & cne-to-twe
{.5) ratio. a two-to-three (.667} ratio. or a two-to-one {2.00} ratia is penmissible. whereas a une-to-four (.25} ratio or a four-to-one (4.0) ratic is nol.

6. Butterfly Spread Order: A butterfly spread order is an order involving ihiree serigs ot either put or call options &l having the same underlying security and time of expiration and,
based on the same current underlying value, where the inferval between the exsrcise price of each series is equal, which arders e stnictured as either (i} a "long buttedly spread” in
which twa shor options in the same senes offset by one long option with a highar exerciss price and one long oplion with a lower exerciss price of (i) a "short bullenly spread” in
which two long opfions in the same series are offset by ona shott option with a higher exercise price and one short aption with a lowar exercise pHcs.

7. Box/Roll Spread Order: Box spread means an agdregation of positions in a long call option and shoit put option with the saine exercise price {"buy side”} coupled with a iong put
ophion and short call opticn with the same exercise price (*sell side") all of which have the same aggregate current underlying value. and are structured as either: Aj a “ieng bex

spread” in which the sell side exercise price sxcesds the buy sice exercise price or B) a “short box spread® in which the huy side exercise price exceeds the sell side exerciss price.

8. Collar Orders ang Risk Reversais: A collar order {risk reversal) is an order involving the sale {purchase) of a call (put) option coupled with the purchass (sale) of 2 put (call) option int
equivalent units of the sams undetlying secudly haviag a lower {higher) exetcise price than, and same expiraiion date as. the sold {purchased) call (put) option.

9. Conversions and Reversals: A conversion (reversal; order is an order involving the purchase (sale) ot a put option and the sale (purchase) of a calt oplion in egurvalant units with
the same strike price and expiration in the same tinderlying security, and the purchase (3ale) of the related instrument.

10. Stock-Cption Order: This order type is delined in Ruie 1.1{i}. All components of a Stock-Option Crder must be tiansimitted to the Exchange for # 1o 5& handied ejectronically by the
Hybrid System.

(b} Types of Complex Orders: Complex orders may be enfered as fil-or-kill, inmediate or cancel. or as all-or-nons orders as defined in Rule 8.53. or as good-ti-cancelied.
(e} Compiex Order Book

{i) Routing of Cornplex Orders: The Exchange will determine which classes and which complex order origin types ( i.e.. non-froker-dealer public sustomer, broker-dsalers that are not
Market-Makers or specialists oh an options exchange. and/or Market-Makers or specialists on an opiions exchange) are eligible for enkry into the COB and whelhar such complex



orders can roule diteatly to the COB andior from PAR to the COB, Complex otders not etigibie to route to COB {either directly or frum PAR to COB) wiil route to PAR or at the ordar
entry firmy's discration to the ordar entry fim's baoth,

4ii) Execution of Compiex Qrders in the COB; Natwithslanding the provisions of Rule 6.42. the Exchange will setermine on a class-by-ciass basis whether compiex orders that are
submitted to the CO8B may be expressed on a aef price basis in a multiple of the minimum increment ( £.2., $0.10 or $0.05 or $6.01, as applicable} orin a smaller ncrement 1hat may
act be less than $0.01. Complex orders that are submitted to the COB may be executed withoul consideration te prices of the same complex ordeis that might be avaitable on other
gxchanges, and the legs of a compiex orter may be executed in $0.01 increments, ragardisss of the midimum quoting increments othenvise appropriale 1o the individual iegs of the
arder. Complex arders that are submitted to the COB may trade in the following way:

{1) Ordars and Quoiss in the £Book: A complex order in e COB will automatically xecute against individual orders or quotes residing in the EBook pravided the complex order
can be sxecutad in full {or in & permissible ratioj by the orders and Guotes in EBook.

(2; Orders in COB: Complex orders in the COB thal are marketable aganst sach other will aufomatically execute. The aliocation of & complex order within the COB sitall be
pursuant to the rules of trading prionity olherwise applicable 1o incoming electronic orders i the individuat component legs.

(3) Market participants, as defined in Rule 6.45A or 6,458, as applicable, may submit cxders or quotes to trade against orders i the CCB. Market participants entering orders or
quetes that are not aligible to rast in the COB purstant to subparagraph (¢){i) above may only enter I0C orders and such other order or Guote types as the Exchange may
determine on a alass-ny-ciass hasis. Quoltes types that are not eligibis 10 rest or irade against the COB will be automatically cancealied. The allocation of complex orders among
market paricipants shall be done pursuant fo Rule 8.45A(c) or 6.45B(¢), as applicable.

{iiy Complex osders in the COB may bs designated as day orders or good-til-canceiter orders. Only those complex orders with no more than four fegs and having a ratic of ene-io-
three or lower. 85 determined by the Exchange. are eligible for placermnent into the COB.

(d) Process for Complex Order RFR Auction: Prior to routing to the COB or once on PAR, eligible complex orders may be subject to an automated request for responses "REFR")
auction process.

(i For purposes of paragraph (dy:
{1} "COA" is the automaled cornplex order RFR auction piocess.

(2} A "COA-gligible order” means a complex arder that, as delermined by the Exchange on a class-by-class basis, is eligible for a COA considering the order's matketability (defined
as a number of ticks away from the current market), size, complex ortier typa {as defined in paragraphs (a} and (b} above) and complex order origin typas (as defined in
subparagraph {¢){i} above). Compiex orders processed through a COA may be executed without consideration: 6 prices of the same complex orders that might be avallable on
other exchanges.

(it) intiation of & COA: On receipl of a COA-sligitle order and requsst from fha member representing the order that it be COA'd, the Exchange will send an RFR message to alt
members who have elected to receive RIFR massages. The RFR message will identify the component seties, the size of the COA-efigible order and any contingencies, if applicable.
pul will nat idendity the side of the market.

{#i} Bidding and Offenng in Response to BFRs: Each Market-Maker with an appointment in ine relevant opticn class, and sach member acting as agent for orders resting at the top of
the COB in the relevant options series, may submil responses to the RFR message (*RFR Respanses”) during the Respanse Time inteeval.



{1) BFR Respanse sizes will be limited to (he size of the COA-gligible order for aliocation purposes and may be expressed o0 a net price basis in a muliple of the minimum
incrernent ( i.e., $0.10. $0.05 or $6.01. as applicable) or in a smaller increment that may not be iess than $0.01, as determined by the Exchange on a glass-hy-class basis. RFR
Responses will not be visible (other than by the COA system).

(2) The "Response Time Interval® means the perod of ime duning which responses to the RFR may ve emtersd. The Exchange will deternine the length of the Response Time
inteyval on a class-by-class basis; provided. however, that the duration shall not exceed three {3) seconds.

{iv} Processing of COA-Eligible Orders: At ihe expiratior: of the Respense Time Interval, COA-eligible orders will be aliocated in accordance with subparagraph (v} bejow or roufed in
accordgance with subparagraph ivij below.

{V) Execution of COA-Eligible Orders: COA-eligible oraers may be executed without consigeration to prices of the same complex orders that might be availaile or other exchanges,
and the legs of a COA-eligible order may be exscuted in ong sent increments, regardless of the minimurn guoling increments ctherwise appropriate fo the individual legs of the order.
COA-gligible orders will trade brst based an the hest riet price{s) and. at the same net price, will be allocated in the foliowing way:

(1} The individual orders and quoles residing in the EBook shall have first prigrity to trade against a COA-eligible order providad the COA-eligible order can be executed in Ruli (or in
a permissible ratio) by the orders and quotes in the EBook. The zljocation of a COA-eligible order against the EBook shali be consistent with the UMA allocation described in Ruls
6.45A or 6.45B, as applicable. -

{2} Public customer comiplex orders resting in the COB befors. or that are received during, the Response Time Interval and pubiic customer RFR Responses shall, collectively have
sscond priority to trade against a COA-eligibie order. The aliocation of a COA-sligibie order against the pubiic customer complex orders resting in the COB shall be according to
time priority.

{3} Non-public custamer orders rasting in the COB before the Response Time Interval shall have third priority fo trade against a COA-eligible crder. The aliocation of a COA-sligible
order against non-public customer ordess resting in the COB shall be pursuan! to the UMA allocation described in Ruie 6.45A or 6.45B, as apolicable.

{4) Non-pubiic customer arders resting in the COB that are received dunng the Response Time Interval and non-public customer RFR responses shall, coliectively, have fourtin
priority. The allocation of a COA-gligible order against these oppesing orders shall be consistent with the CUMA allocation describad in Rule 8.45A or 6.458, as applicable.

{vi} Rouling of COA-Eligible Crders: If a COA-eligible order cannot be filied in whole or in a permissible ratio, the order {or any ternaining balance; will route to the COB or back to
PAR. as applicable.

{viiy Firm Quote Requirement for COA-Eligible Ortlers: RFR Responses represent non-firm interest that can be miodified or withdrawn at any time pficr 1o the end of the Response
Time Intstval, At the end of the Response Time interval, RFR Responses shall be firm only with respect 1o the COA-gligible order for which it is subimifted. provided that RFR
Responses that exceed the size of a COA-gligible order are also eligible 1o trade with other incoming COA-eligible orders that are received during the Respanse Time Interval. Any
RFR Responses not accepted in whole ot in a perrnissible ratio will expire at the end of the Hesponse Time Interval.

{viii} Hangdling of Unreiated Complex Orders: lacoming complex orders that are recetved prior to the expiration of the Response Time intenval for a COA-eligible order {ths "original
COA") will impact the oniginal COA as follows:

{1} Incoming comgpiex orders that are received priot to ths expiation of the Response Time (nterval for the original COA that are on the oppbsite side of the market and are
marketable against the starting price of the original COA-eligible order will cause the sriginal COA 16 end. The processing of the original COA pursuant 1o subparagraphs (d)iv)



through {d}{vi) remains the same. For purposes of lhis Rule. the "starting price,” shall mean the better of the original COA-efigible order's fiit price or the bast price, on a net dabit
or credil basis, that existed in the EBook ¢r COB at the beginning of tha Response Time interval,

{21 Incoming COA-eligible orders that are 1eceived prior to the expiration of the Response Time [ntervai for the originai COA that are on the same side of the market, at the same
price or worse than the original COA-sligible order and better than or equal to the starting price will join the original COA. The processing of the originial COA pursuant {0
subparagraphs {d){ivj through {d}{vi) remains the same with the additicn: ihat the priority of thé otiginal COA-eligible order and incoming COA-eligible arder(s) shall be according
1o fime priority.

{3} Incoming COA-gligible orders that are received prior to the expiration of the Response Time Inteival for the original CUA that are on the same side of the market ana at a better
price than the criginal COA-eligible order will join the original COA, cause the original COA fo end, and a new COA 1o begin for any remaining balance on the incominy COA-
eligibie order. The processing of the ariginal COA pursuant 1o subparagraphs (difiv) through (d)(vi} remains the same with the aaditiors that the priority of the ariginal COA-eliginle
order and incoming COA-eligible order shall be a according fo time pricrity.

Approved February 28, 2005 (04-45); amended December 22, 2008 (05-835; July 12, 2006 (05-65}; December 5, 2007 (07-68); January 9, 2008 (08-01}; May 23, 2008 (06-02};
August 7, 2008 (08-82}; July 24, 2009 (G9-038).

. .. Interpretations and Policies:

01 All pronouncements regarding delerminations by the Exchange prrsuant to Rule 8.53C and ihe Interpretations and Policies thereunder will be announced to the membership via
Regulatory Clroutar. :

Adopted January 9, 2006 (38-01}; amended May 23. 2008 (08-02).

.02 Reserved.

Approvad February 28, 2005 {04-35): amended January 8. 2008 (08-)1); March 17, 2009 {09-017}.

03 The N-second timer for complex order transactions wili be established at the same length as tor non-complex order transactions.
Approved Febiuary 28, 2005 (04-45), amended January 9, 2008 (08-01).

.04 With respect to Ihe initiatton of a COA (as described in Rule 6.53C{d){ii}), members routing complex orders directly to the COB may request that the complex orders be COAd on
a class-hy-ciass basis and members with resting complex orders on PAR may fequest that complex orders be COA on an order-by-order basis.

Amended July 12, 2006 (05-65}; January 8. 2008 (08-01).
08 A patiern or practice of submilting orders that cause a COA to conclude ¢arly will be deemed conduct inconsistent wilh just and equitable principles of trade and a violation of Ruie
4.1. Disseminafing information regarding COA-eligible orders te third parties will be deemed conduct inconsistent with just and equitable principles of trade and a violation of Rule 4.1

and other Exchange Rulss.

Amnended July 12, 2008 (05-85); January 9, 2008 (08-01).
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.06 Special Provisions applicable t¢ Stock-Option Orders: (a; Stock Comgonenst. The slock portien of a Stock-Option Order shall be elvctronically executed on the CBOE Stack
Exchange (CBSX) consistent with CBSX order execution nilas. A Steck-Option Crder shall not be executed on the Byorid System unless the stock leg is execulabie cn CBSX at the
price(s) necessazy {o achieve the desired net price.

(b} Optient Compenent. Notwithstanding the spacial priority pravisions contained in paragraphs (¢} and {d) below. the option leg of a Slock-Option Order shall not be executed on the
Hybrid System at the Exchangs's best bid (offar) in that series if one or more public customer orders are resting at that prce on the eiectronic book, unless the option leg trades with
such public cuslomer orderis). The option leg of a Stock-Option Order may be executed i a one-cant increment. regardless of the minimum quoting increment applicable to that
serigs.

(¢} Complex Order Book. Stock-Option Orders submitted to the COB will trade in the olicwing sequence: (1) against other Stock-Option Orders in the COB using public custorer
priorily and then tme pronty; {2) against individual orders or guates on the Exchange provided the Stock-Option Crder can be executed in full {orf in & permissible ratio): and {3)
against ordess or quiotes submitted by Market Parlicipants as set forth in subparagraph ()(ii+3} of this Rule.

(d) Complax Order Auction. Stock-Cption Orders executed via COA shall rade in lhe sequence set forth in subparagraph (d)(v)(1)-(4) of this Rule except that subparagraph (diiv)(1)
will be applied last i seguents. :

{&} N-second Group Taner. The N-second group timer shall not be in effect for Stogk-Opfion QOrders.

{f) Stock-Option Orders with More Than One Option Leg. A conversion, reversat or any other complex order with stock that has more than one obtion leg shall be handled in the same
manner as Stock-Cption Orders as set forth in paragraph (a; through {e) of this interpretation and Pdiicy (and ail references to Stock-Option Ordors shall include such conversion,
reversal, or stock-aptlion orders) excepi that the requirements of paragrapi {b} relating to pubtic customer orders will apply only if there are public sustemer orders resfing on the
Hybrid System at the Exchange's best bid (offer) in the slectronic book for each of the options legs of lhe conversion. reversal or stock-option order.

Adopted December 5, 2007 {07-68); amended March 17, 2009 (08-01 7).

£7 In lieu of permitting RFR Besponses by Market-Makers with an appointment in the relevant oplion clags and each member acling as agent for orders resting at ihe top of the GOB
in the relevant cptions series {"Qualifying Members™) as providad in subparagraph (d){iii) above, the Exchange inay determine cn a class-by-class basis (o permit RFR Responses by
all CBOE Market-Makers and Qualifying Membars. Al other provisions of the Rute shall apply unchanged.

Adopied June 6. 2008 (08-583.

.08 Price Check Pararneters: On a class by class basis, the Exchange may deterniing {and announce 1o the mempership via Regulatory Cirgular) that COB will not autorsatically
execute aligigle complex orders that are: (a) Market orders if (i) the width beiween the Exchange's best bid and best offer in any individual series leg is not within an accepfaile price
range or (i) ihe widih between the Exchangs's best net priced bid and best net priced offer in the individual series lags comprising the complex cider is not within an acceptable price
range. For purpose of this paragraph (aj:

(1} An "acceplable price range” shall be determined by the Exchange {and announced to the membership via Regulatory Circular) on a serigs by series basis for sach sefies
comprising the comptex order (ar. in the cass of subparagraph (aj(il), based on the sum of each individual serizs leg of a complex arder) and be no less than 1.5 times the

corresponding id/ask differentials for individual series legs in Rule 8.7(b){iv)(A)): and

{2) The senior officiat in the Contral Room or two Floor Officials may grant intra-day relief by widening the acceptable price rangs.



(3} Such complex orders under this paragraph (@) will be souted on a class by class basis t¢ PAR. BART. ar at the order entry firm's discretion fo the order entry fim's booth printer.

{4} Notwithstanding paragraph (&) above. if part of 3 market arder may be exacuted within an acceptabls prica range, that part of the order will ke execuled automatically and the
part of the order that would execute at a piice outside the acceptable price range will be routed as described in subparagraph (a)(3) atove.

{b} Market orders ihat would be execuled ai a net credit (debit) price after receiving a partial execution at a net denit {credit) price. Such complex oiders urder this paragraph (b) wili
he routed o a class by class basis o PAR. BART. or at the oyder entry firny's discretion to the order entry fim's bosth printer,

() Market orders that would be executed at a net (debit} price o orders priced at a net cradit {dsbit} price, that consist of at teast twa series and weuld result in an executian to:

{1} Buy (seli} @ number of call option contracts and sell {buy) ths same number ot applicable ratio {as determined by the Exchange on a class by class basis) of sall optian: contracls
in a serigs with the same underiying security and expiration date but a higher exarcisa price; or

{2} Buy {sellj a nunber of put option coniracts and sell {buy) the same number o applicable ratio Las determined by the Exclange on a class by class basis) of pul option gontracts
in a series with the same undlerlying security and expiration date but a lower sxercise price.

{3} Such complax orders under fhus paragraph (C) will be rejected if hese conditions exist when the order is routed to COB. To the exlent the parameters under this paragraph {c)
are triggered onge an order is resting in COB or after an incoming order raceives a parial execution, such complex orders will be routad o a class by class basis to PAR, BART.
or at the order entry finm's discretion 10 the order entry finm's booth pravter.

Agupted August 20, 2008 (08-83)



EXHIBIT C



Rule 6.74A. Automated Improvement Mechanism ("AIM")
Notwithstanding the provisicns of Rule 6.74, a member that reprasents agency orders may electronically execute an order it represents as agent ("Agency Odar") agamst principal
interest or against a solicited order provided it submits the Agency Order for electronic execution into the AIM auction (“Auction®y pursuant to this Rude.

{ay Auction Eligibility Requiremenis. A mambsar (the “Initiating Member") may initiate an Aucticn provided all of the following are met:

{1; the Agency Orderis in & class designated as eligible for AlM Auctions as determined by the Exchange and within the dasignated Auction order eligibifity size parameters as such
size paramaters are determined by the Exchange;

(2} if the Agency Order is for 50 contracts or inore, the Initiating Member must siop the entire Agency Order as prancipal or with & solicited ordar at the better of the NBBO or the
Agency Order's limit price (if the order is a limit order); i

{3} if the Agency Order is for less than 50 contracts, the initiating Member must stop the entire Agency Order as principal of with a solicited order at the batter of {A) the NBBO price
improvad by one minimum price improvement increment, which incrsment shall be determined by the Exchange but may not be smatler than one cent; or (B} the Agency Oider's
limit grice {it the order is a limit order): and

(4) at ieas! three {3) Market-Makers are quating in the relevant series.

(b} Auction Process. Qnly one Aucticn may be ongoing at any given time in a series and Auctions in the same series may not queue or overlap in any manner, The Aucticn may not
be cancetled and shall proceed as follows:

{1} Auction Period and Request for Responses (RFRs).

{A) To initiate the Auction, the Initiating Meinber must maik the Agency Order tor Auction processing. and specify (i) a single price at which it seeks to cress the Agency Order (with
principal interest or & solicited order) (a “single-price submisston®}, or {ii) that it is willing to autamatically match as principal the price and size of alt Auction responses {"auto-
match®) in which case the Agency Order will be stopped at the NBBO (it 50 contracts 0r greater) or one cent/one miinimum increment hetter than the NBBO (if less than 50
contracts). Once the Initiating Member has submitted an Agency Order for progessing pursuant 1o this stibparagraph, such subrission may not be modified or cancelied.

{8} When the Excliange recaives a properly designated Agency Order for Auction processing, a Request for Respenses ("RFR" delatling the side and size of the order will be sent
1o all members that have elected 1o receive RFRs.

{C) The RFR will last for 1 second.

{D} Each Market-Maker with an appcintment in the relevant option class may submit responses to the RFR (specifying prices and sizes). Such responses cannot cross he
disseminated Exchange quode an the opposite side of the markst.

(E} Members acting as agenl for oxders resting at the top of the Exchange's book opposite the Agency Order may submit responses 10 The RFR (specifying prices and sizes; on
behalf such orders. Such responses cannol cross the disseminated Exchange quote on the opposite side of the market, and may not exceed the size of the booked ardet being
representsd.



{F} RFR responses shail not be visible to other Auction participants. and shali not be disseminated to OFRA.

(G) The minimum price increment for RFR responses and for an Initiating Member's single price submission shal not be smaller than the minimum price improvement sncrement
established pursuant o subparagraph {a)(3)(A) ahove.

{H) An BFR response size at any given price point may not excesd the size of the Agency Order.
(1) BFRA responses may he modifiedt or cancelled.

2} Conctusion of Austion. The Auction shall conclude at the sooner of {A) threugh (E) below with the Agency Order exacuting pursuant to paragraph (3} below.
(A) The end of the RFR period,

{B) Upon receipt by the Hybrid System of an unrelated crder (in the same series as the Agency Ordes; that is marketable against either the Exchange's disseminaled quote {when
such guote is the NBBQ) or the RFR responses;

{C) Upon recsipt by the Hybrid System of an unrelated limit order (in he same sesrias as the Agency Qrder and on the opposite side of the market as the Agency Orer) that
impraves any RFR response;

{Dj Any time an AFR response imatches the Exchange's disseminated quote on the opposite side of the market from the AFR respenses; of
{E) Any time therd is a quote loch on the Exchanga pursuant ta Rule 8.43A(d).

35 Crder Allocation. At the conclusion of the Auction, the Agercy Order wilt be allocated at the best priceis) pursuant to tha matching algeritwn in effect for the class subjest to he
attowing:

(Aj Such best prves may include non-Auction quotes and orders.
{B} Public custamer otders in the book shall have prionity.
{C) Ne participation entilernent shall apply to ordars executed pursuant to this Rule.

(D) if an unrelate<i market or marketable limit order on the opposite side ot the market as the Agency Order was received during ibe Auction and endad the Auction, such urrelated

order shall trade against the Agency Order at the midpuint of the best RFR response and the NBBO on the olher side of the market from the RFR responses {rounded towards
the disseminated quots when necassary).

{E} I an unrelated non-marketable bmit order an the opposite side of the market as the Agency Order was received during the Auction and ended the Auction, such unrelated arder

shalt trade against the Agency Order at the midpoint of the best RFR response and the unrelated order's limit price (rounased towards the unrelated ordar's limit price when
necessaty).

{F} If the bast price equals ibe Initiating Member's single-price submission, the Initiating Member's single-price submission shall be allocated the greater of ons contract or a cerlain



percentage of the order, which percentage will be determined by the Exchange and may not be larges than 40%. However, if only ona Market-Maker maiches the Initiating
Members single price submission then the tnitiating Member may be aliocated up to 50% of ihe order.

(G Hf the Initiating Memnber setected the aito-malch option of the Auction, the Initiating Member shatl be atlocated its full size at each price point untit a price point is reached where
the balance of the order can be fully executed. At such prica pamnt, Ihe Inifiating Member shall be allocated the greater of one cantract or & certain percentage the remainder of
the order, which percentage will be determined by the Exchange and may not be jarger than 40%.

{H) i the Auction does rot result in prica improvement over the Exchange's disseininated price at the time the Auction began, resting unchanged quotes or orders that were
disseminated at the best price before the Auction begar shall have priorty after any public customer order priority and the Initiating Member's priority (40%) have been salisfisd.
Any unexecuied balance on the Agency Order shall be allucated to RFR responses provided that those RFR responses will be capped to the size of the unexecuted tralance and
that the Iniiating Member may not participate on any such balance uriless the Agency Order woild otherwise go unfillad.

{I} i the final Auction price locks a custamer orger in the book on the same side of the market as the Ageacy Order, then. unless there is sufficient size in the Auction responses to
execute both 1hs Agency Order and the booked customar order (in which case they will both exacule at the final Augtion price). the Agency Ordar will exegute against the RFR
responses at one minimum RFR response increment worse than the final Auction price against the Auction participants that submitted the final Auction price and any balance
shall tradz against the customer order in the book at such order's limit price. .

if an unexecuted balance remains on the Auction responses after the Agency Order has been executed and such balance could trade against any unrelated order?s) that caused
the Aucticn to conclude. then the AFR balance will rzde against the unrelated order{s}. '

Approved February 3. 2006 (05-60); amended May 23, 2008 (08-02): July 2, 2008 (08~16); August 5, 2008 (08-79).

... Interpretations and Policies:

01 The Auction may be used onty where thete is a genuine intention fo executs a bona fide transaction.

Appraved February 3. 2006 (05-60).

.02 A pattem or practice of submitting unrelated orders that cause an Auction to conclude before the end of the FFR pariod will be deemed conduct ingonsistent with just and
equilable principies of trade and a violation of Rule 4.1. It will alst be deamed conducl inconsistent with just and equitable principies of trade and a wolation of Rule 4.1 to engage n a
pattem of conduct where the Initialing Member breaks-up an Agency Order into separate arders for two (2) or fewer contracis for the puzpose of gaining a higher allocation percentage
than the Initiating Msmber would have otherwise received in accordance with the aliocation procedures contained in subparagraph (b3} above.

Approved February 3, 2008 (05-60).

.03 Initially. and for at least a Pilet Period expiring on July 17, 2010. there will be no minimurn size requirement for orders to be eligible for the Auction. During this Fitot Period, the
Exchange wilt submit certain dala, periodically as required by the Cormmission. fo provide supporting evidance that, among other things, there is meanirgfit competition for alf size

orders and that there is an active and fiquia market functioning on the Exchange outside of the Auction mechanism. Any data which is submitted to the Commisstor Wil be pravidad
on a confidential basis. )

Approved February 3, 2006 (05-60): amendad July 14, 2006 (06-64); July 18, 2007 (G7-80); July 18, 2008 {08-76): July 17, 2009 (08-051).



.04 Any solicited orders sinmitted by the Inifiating Member to trade against the Agency Order may not be for the account ot a Markst-Maker assigned to the opuan class.
Approved February 3, 2008 (03-60;.

05 Any detenminations made by the Exchange pursuant to this Rule sugh as eligible classes. order size parameters and the mitiroum price increment for RFR responses shall be
communicated in a Regulatory Circular.

Approved February 3, 2006 (05-60).

.06 Subparagraph (b)2)E) of this nite will be eflective for a Pilot Period until July 17, 2010. During ihe Pilot Period. the Exchange will submil certain daia. periodically as required by
the Commission. relating to the frequency with which early termination of the Auction occurs pursvant 1o this provision as well as any other provision, and also the frequency with
which early tenmination pursuant to this pravision results in favorabie pricing tor the Agency Order. Any data which is submitied 1o the Commission will be provided on a conficantial
basis.

Approved Febiuary 3, 2006 (05-60}; amended July 14, 2006 (06-64): July 18, 2007 (07-80); Juiy 18, 2008 (08-76); July 17, 2009 {03-051).

7 Complex orders may he exeauted through the Auction at a net debit or net credit price provided the Auction eligibility requiramernis in paragraph {a} of Ihis Rule 6.74A are satisfied
and the Agency Order is eligible for the Auction considering its complex order type. order origin cods { 7.¢.. noa-broker-dealer public customar, broker-dealers that are not Market-
Makers or specialists an an options exchange. and’or Market-Makers or spetialists on an options exchange}, class, and marketability as determined by the Exchangs. Order
adlocation will be the sarie as in paragraph (D){3). provided that the complex ordsr pronily rutes applicable to bids and offers in the individual seres tegs of a complex arder contained
in Rule 6.53C(d) or 6.53C.086, as gpplicable. will continue to apply.

Adopted Aprii 3, 2008 (0§-14)

.08 in lieu of the procedures in paragraphs (a) through (b) ahavé. an Initiating Ademier may enter an Agency Order tor the accountt of & non-broker-dealer custorner paired with a
solicited order for the account of & non-broker-dealer custorner and such paired orders will be automalically executed without &n Auctian Period provided the sxecution price s in the
applicable standard increment and will not trade through the NBBO or at the same price as any resting customer order, and provided further that:

{a} the Agency Ordar is in a class designated as eligible for AIM customer-to-customer immediate crosses as determined by the Exchange and within the designated Auctior order
eligibility size parameters as stich size parameters are determined by the Exchange: and ’

(b} if the Exchange detetmines on a class-by-class basis to (i) designate complex ordars as eligible for AIM customer-to-customer imimediate: crosses or (i) permit orders of 50C or
more contracts ard that have a premium vatue of at Jeast $150.000 to be executed without considering prices that might be available on other options exchanges. then the NBBO
condition shall not apply to such orders and instead the execution price will not trade through the Exchange's B3O,

Rules 8.45A.01 and 6.45B.01 prevenl an arder endy firm frem exscuting agency orders 1o increase ils economic gain from trading against the order without first giving other trading
interests cn the Exchange an opporiunity ta sither trade with the agency ordsr or to trade at the execution price when the member was afready bidding or offering on the baok.
However, the Exchange recognizes that it may be possibla for a firmn to establish a relationship with a custarmer or other person to deny agency ardars the opporiunity 1o interact on
the Exchange and {o realize similat economic benetits as it would achisve by exectting agency orders as principal. It would ba a violation of Rule 6.45A.01 or 6.458.01, as applicable,
for a firm to circumvent Rule §.45A.07 or 6.458 .01, as applicable, by providing an opportunity for 4 a customer affiliated with the firm, ar (i a customer with whom the firm: has an
arrangemend that allows the firm to realize smilar econorsic benefits from the transaction as the firm would achieve by executing agency orders as principal, to regllary axecule



against agency orders iandled by the firm immedialely upon their snlry as AIM cuslomerto-customat immediale crosses.

Adopted March 17, 2008 (08-19); amended August 20, 2009 {08-0407.
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Release No. 18523. Release No. 34-18523, 24 S.E.C. Docket 1036, 1982 WL 523516 (S8.E.C. Release No.)
Securities and Exchange Commission (S.E.C.)
SECURITIES EXCHANGE ACT OF 1934

In the Matter of Petition of
BOARD OF TRADE OF THE CITY OF CHICAGO
and
CHICAGO MERCANTILE EXCHANGE
For Stay of Order Approving Rule
Changes of the American Stock
Exchange, Inc. and the Chicago
Board Options Exchange, Incorporated

File Nos: SR-Amex-81-]1 SR-CBOE-81-27
March 3, 1982
ORDER DENYING STAY

On January 25, 1982, the Board of Trade of the City of Chicago (‘CBOT’) and the Chicago Mercantile Exchange
(‘CME’) (‘Petitioners’) applied to the Securities and Exchange Commission (the ‘Commission®) for a stay™ ! pend-
ing judicial review of a Commission order approving,™ pursuant 1o Section 19(b)(2) of the Securities Exchange
Act of 1934 (the ‘Exchange Act’). proposed rule changes submitted by the American Stock Exchange, Inc. (‘Amex")
(SR-Amex—81-1) and the Chicago Board Options Exchange, Incorporated (*CBOE’) (SR-CBOE-81-27) to estab-
lish markets for trading standardized put and call options on certain United States Treasury securities (‘Treasury
options’). ™! On February 22, 1982, the Commission received a submission from Amex urging denial of the petition
for a stay. After reviewing the foregoing submissions as well as the record underlying its approval order, the Com-
mission has determined, for the reasons discussed below, that the request for a stay should be denied.

1. Background
The Amex and CBOE proposals to trade options on Treasury securities were submitted on March 4, 1981, and April

17, 1980, respectively. As required under Section [9(b)(2) of the Exchange Act, the Commission published the pro-
posals and all substantive amendments for public comment.™* The Commission also issued a release discussing
various aspects of the proposals and identifying for commentators a number of specific issues raised. ™ In addition,
letters were sent to the Commodity Futures Trading Commission (‘CFTC’), the Federal Reserve Bank of New York
("FRB-NY’), the Board of Governors of the Federal Reserve System (‘FRB'), and the U.S. Department of the
Treasury (‘Treasury’) specifically inviting the views of those agencies.™"®

The Commission received comments from the FRB-NY, the FRB, and the Treasury, as well as from major broker-
age firms, endorsing the concept of exchange trading of Trcasury options 4s an effective and efficiently-priced
means of hedging against the risks associated with changes in interest rates.™! Moreover, the FRB-NY and the
FRB stated that properly regulated Treasury options markets could be expected to improve the efficiency and liquid-
ity of the cash market for Treasury instruments. On the basis of these comments and its own evaluation of the Amex

© 2009 Thomson Reuters, No Claim to Orig. US Gov. Works.



Release No. 18523, Release No. 34-18523, 24 S.E.C. Docket 1036, 1982 WL Page 2
523516 (S.E.C. Release No.)

and CBOE proposals, the Commission concluded that the proposed rules governing the marketing and trading of
Treasury options and the specific terms of the proposed Treasury options contracts are consistent with the require-
ments of the Exchange Act applicable to national securities exchanges and, in particnfar, Section 6 and the rules and
regulations thereunder, :

*2 In the course of evaluating the Amex and CBOE proposals, the Commission also received comment letters from
the CFTC and from the Petitioners stating that the Commission lacks the statutory authority to regulate the proposed
Treasury options markets and that, in any event, the Commodity Exchange Act prohibits Commission approval of
the trading of such options.“'m' The Commission gave careful consideration to the views expressed by these com-
mentators. In addition, the Commission considered elaborations of these legal arguments presented in the briefs of
the CBOT, as petitioner, and the CFTC, amicus curiae, in Board of Trade of the City of Chicago v. Securities and
Exchange Commission and the Chicago Board Options Exchange, Incorporated, Civil No. 81-1660 (7th Cir., filed
April 24, 1981) (‘GNMA options litigation®),™ which challenges the Commission order approving a proposed
CBOE rule change to establish a market for trading options on Government National Mortgage Association pass-
through securities (‘GNMA options'). ™% For the reasons set forth in the Commission's order approving the Amex
and CBOE Treasury options proposals,’™!*! 45 amplified in the Commission's answering brief in the GNMA options
litigation,™ ! the Commission concluded that it has authority to approve proposed rule changes by national securi-
ties exchanges that provide for the trading of options on U.S. Treasury securities and to regulate that trading, and
that nothing in the CEA restricts that authority. The Treasury options approval order also indicates that, in the
Commissiont's view, its approval of the Treasury options proposals is consistent with the agreement reached between
the Commission and the CFTC with respect to a number of jurisdictional issues, which specifies that the Commis-
sion has jurisdiction over exchange-traded options on exempted securities, even if those exempted securities are, for
other purposes, commodities under the CEA [PV

11. Discussion

In requesting a stay pending judicial review of the Commission's order approving the Amex and CBOE Treasury
options proposals, Petitioners argue that the failure to stay the comumencement of trading would result in ireparable
harm to the Petitioners and that the public interest requires that a stay be granted. The Amex, in its submission op-
posing the Petitioners' request for a stay, argues that Petitioners do not raise any legal impediments to Commission
approval of the Treasury options proposals that previously have not been addressed by the Commission, and that the
SEC-CFTC jurisdictional accord precludes the possibility of prejudice to investors.

The Commission has broad discretion to grant a stay of a rule or order under Section 25(c)(2) of the Exchange Act
when ‘it finds that justice so requires. ™ [n applying this standard, the Commission generally has considered re-
quests for a stay in light of the traditional criteria for an equitable stay."™'*! In deciding whether or not to issue stays,
courts traditionally have applied four criteria: (A) whether the issuance of a stay would be likely to serve the public
interest; (B) whether the petitioner has shown that, without a stay, he will suffer irreparable injury; (C) whether there
would be substantial harm to other parties if a stay were granted; and (1)) whether the petitioner has made a strong
showing that he is likely to prevail on the merits,™ ¢!

A. Whether the issuance of a stay would be likely to serve the public interest
*3 Petitioners contend that permitting the Amex and CBOE to commence trading in Treasury options without a ‘de-

finitive resolution’ of the Commission's authority to authorize such a market ‘would be dangerous to the public in-
vestor and the public interest.*™'”! To the contrary, the Commission believes that allowing the Amex and CBOE
markets to go forward is consistent with the public interest.

In the course of its consideration of the Treasury options proposals, the Commission received a number of comment
letters endorsing the concept of options on Treasury instruments as a useful device to be utilized by interest rate sen-
sitive enterprises to hedge against the risks associated with adverse interest rate movements. "8 A stay would op-
erate contrary to the public interest by depriving market participants of the opportunity to utilize such options as a
component of an investment or business strategy for the management of interest rate risk. In addition, as noted
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above, the FRB-NY and FRB have stated that a properly regulated Treasury options market could improve the efti-
ciency and liquidity of the cash market for Treasury Securities. Accordingly, a stay would deprive participants in
those markets of any benefits that may accrue from options trading.

Moreover, the Commission cannot concur with Petitioners' suggestion that permitting trading prior to the resolution
of the litigation would result in injury to public investors as the result of subsequent judicial action. Petitioners' as-
sumption of harm to investors appears to rest, in large part, on the possibility that the Treasury options market could
be closed down as the result of an adverse judicial decision.™N%! As the Commission noted, however, in its response
opposing the CBOT's motion for a stay in the GNMA options litigation, a court has general equitable powers by
which it can prescribe an orderly method for the termination of options trading."™* Accordingly, were it to become
necessary to terminate trading in Treasury options (which the Commission views as unlikely™ "), a court would

have a number of feasible alternatives which would permit the market to be closed without excessive disrup-
3 LEN23}
tion.

In addition, public participants in the Treasury options markets will be able to evaluate fully the potential effects of a
subsequent adverse judicial decision prior to entering into a Treasury options transaction based upon the disclosure
provided by the Treasury options prospectus. ™ Jf the risks are perceived to outweigh the benefits, individuals or
institutions can refrain from participating in those markets."**! :

B. Whether the Petitioners hgve shown that. without a stay. they will suffer irreparable injur :
Petitioners claim that their markets and, in turn, futures market participants will suffer irreparable harm if trading in
Treasury options commences prior to a final resolution of the jurisdictional issues that they have raised."™* Spe-
cifically, Petitioners assert that the absence of such a resolution would have an adverse impact on the options mar-
kets. and contend that because of a claimed pricing relationship between options and futures on Treasury instru-
ments “any dysfunction in the pricing and trading of options arising from the risks and uncertainties surrounding the
markets will affect the operations of the futures markets. ™!

*4 The Commission does not believe, however, that the Petitioners' claims of irreparable harra are persuasive. First,
Petitioners fail to substantiate their claims that the alleged legal uncertainties would have an effect on the options
market. Absent such evidence, it is not at all clear to the Commission that any legal uncertainties generated by the
Petitioners' litigation, in fact, would create any pricing ‘dysfunction’ in the options market, Prior to engaging in an
options transaction customers will be informed by means of the Treasury options prospectus of the pending legal
proceedings. The Commission believes that, rather than participate in the market on the basis of discounted prices,
persons harboring uncertainties concerning legality of the market likely would refrain from trading Treasury op-
tions.!™*" Secondly, even assuming that Petitioners' assertions of illegality do create a pricing dysfunction in the
Treasury options market, any such impact on the pricing mechanism should be confined to the options market. In the
futures market, which is not subject to the alleged legal uncertainties, prices should remain unaffected.

Petitioners also assert that if the options markets subsequently are closed due to judicial action, ‘substantial disrup-
tions of the futures markets will occur."™2¥ In particular, Petitioners contend that a finding of illegality would re-
quire options market participants with corresponding futures positions immediately. to readjust their futures posi-
tions, which Petitioners seem to suggest will have an adverse effect on the operations of the futures market. The
Commission questions, however, whether the ‘substantial disruptions' alleged by the Petitioners would occur. First,
the Commission questions whether the basis for Petitioners' allegations is val id /N2 1n addition, even if Petitioners’
contention were valid, a court, as discussed previously,™™% has general equitable power by which it can provide for
an orderly termination of trading. By allowing for the orderly winding down of options trading any potentially dis-
ruptive impact on the futures market could be further minimized. Finally, the Commission notes that a stay will be
issued by a court only if the harm threatened is itreparable.[Fm” Based on the foregoing, the Commission believes
that the harm conjectured by the Petitioners is both highly speculative and, if true, of minimal significance. Accord-
ingly. it does not view the contentions of the Petitioners as providing a sufficient basis for the stay.
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C. Whether there would be substantial harm to other interested parties if a stay were granted

As previously discussed, several commentators have indicated that investors would find the proposed Treasury op-
tions to be extremely useful.™ ¥ If, as projected, the proposed Treasury options markets would attract significant
participation, a stay of the commencement of the Amex and CBOE programs would prevent both exchanges from
entering potentially lucrative markets.

*§ A stay also would have certain anti-competitive consequences. The Amex's and CBOE's Treasury options pro-
posals were filed in March 1981 and April 1980, respectively, whereas one of the Petitioners, CBOT, only recently
filed with the CFTC for authorization to trade an option on Treasury bond futures contracts.™**! Because Treasury
options likely would compete with options on futures on the same underlying instruments as financial risk manage-
ment devices, a stay would penalize the initiative of the Amex and CBOE if the CFTC were to approve the CBOT
proposal in the near future by depriving both exchanges of the opportunity to cormpete with the CBOT. TN

D. Likelihood that the Petitioners Will Prevail on the Merits :

Petitioners maintain that the Commission lacks authority under the securities laws to approve and regulate trading in
Treasury options, and that, under the CEA, the jurisdiction of the CFTC over Treasury options is exclusive. As dis-
cussed in the Commission's answering brief in the GNMA options litigation, ™ approval of a proposal by a na-
tional securities exchange to establish a market for trading options on a security is a proper exercise of the Commis-
sion's comprehensive regulatory authority under the Exchange Act. Moreover, the Commission's authority in this
area, which extends to options on Treasury securities, is unimpaired by the CFTC's exclusive jurisdiction over
commodity futures trading,

Brietly summarized, the Commission's supervisory authority over registered national securities exchanges encom-
passes the authority to approve or disapprove all proposed rule changes of an exchange relating to activities con-
ducted in its capacity as a national securities exchange. P8} This includes review of all proposed rule changes relat-
ing to trading in any type of security. Debt obligations issued by the U.S. Department of the Treasury are securities
under the Exchange Act.™ 7! In addition, standardized options contracts on U.S. Treasury securities, which convey
to the purchaser the right to purchase or sell specific U.S. Treasury securities within a prescribed time period are
themselves separate securities under the Exchange Act.™**! Accordingly, approval of exchange rules to accommo-
date the listing and trading of options on Treasury securities clearly is within the Commission's authority."™*"’

The Commission also rejects Petitioner's contention that the CFTC has jurisdiction over Treasury options. While
Treasury securities are ‘commodities’ under the CEA by virtue of CFTC authorization of trading in contracts for
future delivery with respect to such instruments,”™ 9 this designation does not deprive such instruments of their
status as “securities.” Although the CFTC is given broad authority with respect to the regulation of certain types of
instruments,™*! in certain areas its jurisdiction is carefully circumscribed by specific provisions of the CEA. In
particular, in order to preclude the CFTC from exercising its authority in areas where Congress believed it was un-
necessary, the 1974 amendments to the CEA included the so-called ‘*exclusionary sentence’ in Section 2(a)(1),
which provides that nothing in the CEA shall be deemed to govern or in any way be applicable to transactions in
certain specified instruments unless such transactions ‘involve the sale thereof for future delivery conducted on a
board of trade.” Among the instruments specified in this provision are ‘security rights’ and ‘government securities.’
Thus, the exclusionary sentence eliminates the possibility that the CEA could apply to options on Treasury securi-
ties. Moreover, 10 ensure thit the expanded powers of the CFTC did not infringe on the authority of the Commis-
sion, Congress provided that, with the exception of matters over which the CFTC has exclusive jurisdiction, ‘noth-
ing contained in this {Section 2(a)(1)] shall (i) supersede or limit the jurisdiction at any time conferred on the Securi-
ties and Exchange Commission . . ., or (ii) restrict [it] . . . from carrying out {its| duties and responsibilifies . . ..’
Largely on the basis of the foregoing statutory language, the Commission has concluded that Congress did not in-
tend to remove the regulation of standardized put and call options contracts traded on a national securities exchange
from the jurisdiction of the Commission. 74

TI. Conclusion
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*6 It appears to the Commission that the public interest, as well as the interests of Amex and CBOE, will be ad-
versely affected if a stay is granted. Moreover, in the view of the Commission, Petitioners have not shown that they
or their markets would suffer irreparable harm if a stay is not granted. Finally, Petitioners have not demonstrated a
sufficient likelihood of prevailing on the merits. Accordingly, the Commission finds that in this instance justice does
not require a stay.

IT IS THEREFORE ORDERED, pursuant to Section 25(c)2) of the Act, that the application of the Board of Trade
of the City of Chicago and the Chicago Mercantile Exchange, filed on January 25, 1982, for a stay of the Commis-
sion’s order of December 23, 1981, approving the rule changes of the American Stock Exchange, Inc. and the Chi-
cago Board Options Exchange, incorporated be, and it hereby is, denied.

By the Commission.

George A. Fitzsimmons
Secretary

FN| Request of the Board of Trade of the City of Chicago and the Chicago Mercantile Exchange for a Stay of the

Commission's Order Approving Proposed Rule Changes. SEA Release No. 18371. (‘Petitioners' Request for a Stay”)
The Petitioners also filed a supplemental memorandum in support of their initial request. Supplemental Memoran-

dum in Support of the Board of Trade of the City of Chicago and the Chicago Mercantile Exchange's Request that
the Commissjon Stay Its Order Approving Trading in Options on Treasury Instruments (February 8, 1982).

FN2 Securities Exchange Act Release No. 18371 (December 23, 1981), 46 FR 63423 (December 31, 1981).

FN3 On January 21, 1982, Petitioners filed with the United States Court of Appeals for the Seventh Circuit a peti-
tion for review of the Treasury options approval order. Board of Trade of the City of Chicago and Chicago Mercan-
tile Exchange v. Securities and Exchange Commission. In their petition for review, Petitioners assert that the Com-
mission lacks authority under both the securities laws and the Commodity Exchange Act (‘CEA’) to approve the
Amex and CBOE proposals, and requested that the Commission's order be set aside or that the proceedings be re-
manded to the Commission with instructions to modify the order,

FN4 With respect to the Amex proposal, see Securities Exchange Act Release Nos, 17632 (March 16, 1981) (46 FR
17936 (March 20, 1981)); 17944 (July 16, [98]) (46 FR 37582 (July 21, 1981)); and 18266 (November 17, [981)
(46 FR 57795 (November 25, 1981)). With respect to the CBOE proposal. see Securities Exchange Act Release Nos.
17325 (November 21, 1980) (45 FR 79612 (December 1, 1980)): 18039 (August 17, 1981) (46 FR 42390 (August
20, 1981)); 18090 (September 10, 1981) (46 FR 47335 (September 25, 1981)); and 18293 (November 30, 1981) (46
FR 59682 (December 7, 1981)).

FNS Securities Exchange Act Release No. 17795 (May 11, 1981) (46 FR 27430 (May 19, 1981)). -

FN6 Letters from Douglas Scarff, Director, Division of Market Regulation, to James A. Culver, Director, Division
of Economics and Education, CFTC; Stephen H. Axilrod, Director, Office of Staff Director for Monetary and Fi-
nancial Policy, FRB; Peter D. Sternlight, Manager for Domestic Operations, System Open Market Account, FRB-
NY; and Roger W, Mehle, Assistant Secretary-Domestic Finance, Treasury, dated May 11, 1981.

FN7 Letters to Douglas Scarff, Director, Division of Market Regulation, from Peter D. Sternlight, Senior Vice
President, FRB-NY (August 6, 1981); Stephen H. Axilrod, Staff Director for Monetary and Financial Policy, FRB
(September 18, 1981); and Roger W. Mehle, Assistant Secretary (Domestic Finance), Treasury (June 22, 1981).
Letters to George A. Fitzsimmons, Secretary, SEC, from William A. Schreyer, Chairman, Merrill Lynch (July I,
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1981), and George M. Bollenbacher, Vice President, Paine Webber (June 9, 1981). File Nos. SR-Amex-81-1 and
SR-CBOE-80-7.

FN8 Letter to Douglas Scarff, Director, Division of Market Regulation, from James A. Culver, Director, Division of
Economics and Education, CFTC (August 24, 1981), and letters to George A. Fitzsimmons, Secretary, SEC, from
Robert K. Wilmouth, President, CBOT (June 30, 1981); Mahlon M, Frankhauser, Kirkland and Ellis, counsel for the
CBOT (September I, 1981 and October 16, 1981); and Clayton Yeutter, President, CME (October 16, 1981).

FN9 The CFT'C's amicus brief in the GNMA options litigation is incorporated by reference in its comment letter on
the Treasury options proposals. See footnote 8, supra. Similarly, the Petitioners cite to the legal arguments advanced
in the GNMA option litigation in their request for a stay. See footnote 1, spra.

FN10 The CBOT also has petitioned the Court of Appeals for the Seventh Circuit for review of, and to suspend and
to set dside, an order of the Commission approving a proposed rule change of the Options Clearing Corporation
(‘OCC") relating to the issuance, clearance, exercise and settlement of exchange-traded GNMA options contracts.

Board of Trade of the City of Chicago v. Securities and Exchange Commission and Options Clearing Corporation
and the Chicago Board Options Exchange, Incorporated, Civil No. 81-2587 (7th Cir., filed October 5, 1981).

FN11 Securities Exchange Act Release No. 18371, at 3, footnote 7.

FN12 Answering Brief of the SEC, Respondent (August 28, 1981). The Commission takes notice of this brief in
connection with its consideration of Petitioners' request for a stay.

FN13 See Joint Press Releases of the SEC and the CFTC (December 7 ,‘ 1981 and February 2, 1982).
FN14 See Allan v. Securities and Exchange Commission, 577 F.2d 388 (7th Cir. 1978).

FNI5 See. e.g.. In re Board Brokers Association, Securities Exchange Act Release No, 15620 (March 7, 1979), 16
SEC Docket 1278 (March 20, 1979).

FN 16 Washington Metropolitan Area Transit Commission v. Holiday Tours, Inc., 559 F.2d 841, 842-43 (C.A. D.C.
Cir. 1977); Taylor Diving & Salvage Co. v. United States Department of Labor, 537 F.2d 819, at 821, footnote 8
(5th Cir. 1976); Associated Securities Corp, v. Securities and Exchange Commission, 283 F.2d 773, 774-75 (10th
Cir. 1960); Bastern Air Lines v, Civil Aeronautics Board, 281 F.2d 830 (2d Cir. 1958); Virginia Petroleum Jobbers
Association v. Federal Power Commission, 259 F.2d 921, 925 (D.C. Cir. 1958).

FN17 Petitioners’ Request for a Stay, at 3—4.

FN18 See Amex, The Amex Plan for Trading Options on U.S. Treasury Department Securities; CBOE, A Market
for Options on Government Securities; letiers to George A. Fitzsimmons, Secretary, SEC. from William A.
Schreyer, Chairman, Merrill Lynch (July (, 1981) and George M. Bollenbacher, Vice President, Pairie Webber (June
9, 1981); and comment letter of Ross M., Starr, Hedging Interest Rate Risks With Bond QOptions Markets (June 19,
1981) File Nos. SR-Amex—8 (-1 and SR-CBOE-80-7.

FNI19 In this regard it should be noted that, on February 16, 1982, the CFTC issued proposed Regulation 34.1 under
the CEA 1o remove the applicability of CFTC regulations with respect to options on certain instruments traded on
national securities exchanges. Assuming that the Commission properly exercised its its authority under the Ex-
change Act, the adoption of this proposed regulation would remove the possibility that the commodities laws would
require a halt of Treasury options trading.
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FN20 See Response of theSecurities and Exchange Commission to Petitioner's Motion for a Stay Pending Review,
or, in the Alternative, Motion for Expedited Hearing and Decision, at 5-6 (August 13, 1981). The Commission takes

notice of this document.

FN21 See pp. [5-18, infra, for a discussion of the Commission's conclusion that the Petitioners are unlikely to pre-
vail on the merits.

FIN22 For example, a court could order trading for liquidation only, which would enable market participants to un-
wind their options positions in the marketplace at any time prior to the expiration of their options contracts. Alterna-
tively, a court, by analogy, could apply the procedure utilized by the options exchanges to delist options on underly-
ing securities that no longer qualify for options trading. This solution would permit trading to continue in existing
options series, but would prohibit the opening of new series. See, e.g., CBOE Rule 5.4.

FN23 At or prior to the time the account of a customer is approved for trading in Treasury options, the customer
must be furnished with a Treasury options prospectus which will include a discussion of the risks associated with
such instruments, including the specialized risks raised by the litigation initiated by the Petitioners. See Amex Rule
926 and CBOE Rule 21.21.

FN24 Petitioners also cite as contrary to the public interest a possible proliferation of litigation based upon the ilie-
gality of the market under the CEA. Because the Commission is of the view that Petitioners are unlikely to prevait
on the merits, Petitioners' concerns in this regard appear to be unfounded. In addition, if the CFTC adopts its pro-
posed Regulation 34.1, litigation based on the application of the CEA to the trading of Treasury options on national
securities exchanges would appear to be foreclosured.

FN25 The CBOT is designated as a contract market for trading futures contracts on Treasury bonds and notes and
has applied to the CFTC for designation as a contract market for trading options on Treasury bond futures. The
CME is designated as a contract market for trading futures contracts on Treasury notes and bills.

FN26 Petitioners’ Motion for a Stay, at 4-5.

FN27 In this regard the Commission notes the availability of alternative leveraged investment and hedging instru-
ments.,

FN28 Petitioners’ Motion for a Stay, at 5.

FN29 For example, Petitioners cite as a possible souirce of disruption open arbitrage transactions where one side of
the transaction becomes void or voidable. Intermarket arbitrageurs or other futures market participants involved in
the Treasury options market, however, could be expected to establish both long and short options positions in both
puts and calls. Accordingly, in the event that an adverse judicial decision with respect to the options market would
require an unwinding of futures positions, the existence of both long and short corresponding futures positions
should minimize the impact on the futures market.

FN30 See text at footnote 22, supra,

EN31! As stated in Virginia Petroleum Jobbers Association v, Federal Power Commission, 259 F.2d 921, 925 (D.C.
Cir. 1958): ,
Mere injury, however substantial, in terms of money, time and energy necessarily expended in the absence of a
stay, are not enough. The possibility that adequate compensatory or other corrective relief will be available at a
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later date, in the ordinary course of litigation, weighs heavily against a claim of irreparable harm.
FN32 See text at footnote 7, supra.

FN33 Rules to accommodate the trading of options on futures contracts on boards of trade were approved by the
CFTC on October 28, 1981 (46 FR 54500, November 3, 1981).

. FN34 Historical experience both in the options and futures markets suggests that existence of a successful market in
terms of offering a viable product in a liquid trading environment acts as a substantial barrier to the entry of a com-
peting market offering the same or a substantially identicat product. See Report of the Special Study of the Options
Markets to_the Securities and Exchange Commission, H.R. Rep. IFC3, 96th Cong., [st Sess., at 853 (Comm. Print
1978), and Silver, William L., ‘Innovation, Competition and New Contract Design in Futures Markets,” J. of Futures
Markets, at 145 (1981).

FN35 See Answering Brief of the SEC, Respondent (August 28, 1981).

FN36 Section 19(b)(2) of the Exchange Act requires the Cominission to approve a proposed rule change if it is ‘con-
sistent with the requirements of [the Exchange Act] and the rules and regulations thereunder.’ The substantive stan-
dards for evaluation of a proposed rule change of a national securities exchange are set forth primarily in Section
6(b) of the Exchange Act which, among other things, requires that an exchange's rules be designed to protect inves-
tors and the public interest, to prevent frauduient and manipulative acts and practices, to promote just and equitable
principles of trade, and to remove impediments to a free and open market and a national market system. In addition,
an exchange's rules must not be designed to permit unfair discrimination between customers, issuers, brokers, or-
dealers or to impose any burdens on competition not necessary or appropriate in furtherance of the purposes of the
Exchange Act.

FN37 Section 3(a)(10) of the Exchange Act provides that the term ‘security’ includes and ‘any note . . . bond {or]
debenture’ without qualification with respect to the issuer. That such debt obligations are backed by the full faith
and credit of the United States and therefore are ‘exempied securities' under Section 3(a)(12) of the Exchange Act
does not alter their status as securities.

FN38 As provided in Section 3(a)(10) of the Exchange Act the definition of ‘security’ encompasses ‘any warrant or
right to subscribe to or purchase” any security. On the basis of this language courts consistently have conciuded that
‘call’ options are securities. See, e.g., Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 750-51 (1975);
Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017, 1026 n. 40 (6th Cir. 1979); Lutgert v. Vanderbilt Bank, 508
F.2d 1035, 1038 (Sth Cir. 1975); Lloyd v. Industrial Bio-Test Laboratories. Inc., 454 F. Supp. 807, 810-11
(S.D.N.Y. 1978). “Put’ options also are considered securities under the securities laws. Blue Chip Stamps v. Manor
Drug Stores, 421 U.S. 723, 751 (1975). See _generally Loss, Securities Regulation (Vol. I) 469 (2d ed. 1961) (both
put and call options on securities are subsumed under ‘interest or instrument commonly known as a ‘security” in
statutory detfinition.) See also Securities Exchange Act Rule 3al1-1 (17 CFR § 240.3al1-1 (1980)) which defines the
term ‘equity security” fo include ‘any put, call, straddle. or other option or privilege of buying . . . a security from or
selling . . . a security to another without being bound to do so.”

FN39 Moreover, Section 9(f) of the Exchange Act does not, as Petitioners contend, alter the Commission's responsi-
bility for reviewing such proposed rule changes. By its terms, Section 9(f) limits Commission authority only with
respect to the direct rulemaking powers granted under Section @ and does not alier the Commission’s authority to
review exchange rule proposals lawfully submitted pursuant to Section 19(b) of the Act. See S. Rep. No. 75, 94th
Cong., st Sess. at 22-23 (1975).

FN40 Section 2(a)(1) of the CEA defines the term ‘commodity’ to include ‘all services, rights, and interests in
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which contracts for future delivery are presently or in the future dealt in.

FN41 Section 2(a)(1) defines as ‘exclusive’ the CFTC's jurisdiction over agreements (including options) and trans-
actions that involve contracts of sale of a commedity for future delivery, Section 4c(b) grants to the CFTC plenary
authority to regulate options trading involving certain commodities regulated under the CEA.

FN42 The Commission's conclusions in this regard are reinforced by statements in the legistative history. See, e.g.,
Report of the Senate Comm. on Agriculture and Forestry to Accompany H.R. 13113, 8. Rep. No. 93-1131, 93d
Cong., 2d Sess. 23 (1974) where it is stressed that ‘{w]hile the Committee did wish the jurisdiction of the Commod-
ity Futures Trading Commission to be exclusive with regard to the trading of futures on organized contract markets,
it did not wish to infringe on the jurisdiction of the Securities and Exchange Commission . . ..*
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