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April 7, 2004
Re: File No. S7-07-04, Concept Release: Competitive Developments in the Options
Markets, Release No. 34-49175 (February 3, 2004)
Dear Mr. Katz:
I respectfully submit my comments on the following questions posed in the U.S.
Securities and Exchange Commission’s Concept Release on Competitive Developments
in the Options Markets.
Question 7. Do market makers establish the price and size of their public quote based on
the assumption that they may trade with an informed professional, which involves more
risk than trading with an uninformed non-professional?
Question 8. If commenters agree that public quotes are based on the assumption that the
market maker may trade with a professional, are such quotes wider than they would be if
market makers only received uninformed, non-professional orders?
Question 9. Are market makers willing to trade with non-professional orders at prices
better than their quote?
My expertise rests on my forthcoming publication on the relationship between informed /
professional trading and the bid-ask spread quoted by a market maker.1
The Concept of Adverse Selection in Market Making
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The questions posed by the Commission refer to the concept of the “adverse selection”
cost borne by market makers, such as exchange specialists or OTC dealers. Because
market makers are said to lose from trading with better informed counterparties, such as
corporate insiders engaging in illegal insider trading or sophisticated securities analysts /
“professionals,” this allegedly increases the bid-ask spread.2 In essence, it is argued that
market makers must recoup their losses from trading with insiders / professional traders
by charging everyone a greater spread – a cost mostly borne by uninformed traders that
decreases liquidity. This analysis may be applied both to the equity and option markets.
The adverse selection argument has been widely accepted in the economics / finance and
legal literature, although some empirical studies questioned the magnitude of the adverse
selection component of the bid-ask spread. The U.S. Securities and Exchange
Commission has similarly endorsed the adverse selection model of market making in two
pivotal regulations, Selective Disclosure and Insider Trading (Regulation FD) and
Disclosure of Order Execution and Routing Practices. The analysis of the adverse
selection argument also has important implication for such issues as market
fragmentation, securities transaction taxes, and payment for order flow.
Market Makers’ Inventories and Their Losses to Informed Traders
It has been often presumed that market makers lose because of frequently and
consistently buying “high” from and selling “low” to informed / more sophisticated
traders. However, such losses may arise only at the time of the revision of the market
expectations about a security’s price – not at the time of a transaction. But providers of
liquidity do not passively absorb order imbalances but continuously manage their
inventory by adjusting the width and the midpoint of the bid-ask spread or by selectively
initiating orders. Often, it has been theorized that providers of liquidity try to maintain
some “preferred” level of inventory and thus manage their quotes accordingly.3 A
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consequence of the “preferred” inventory hypothesis is that the adjustment to the “true”
price due to the disclosure or some other event may have the same effect on the market
maker’s inventory regardless of whether he had been previously dealing with insiders /
professional traders or not.
While it is true that informed trades have an impact on the overall order flow imbalance,
it should be recognized that, in isolation, an informed trade of an insider / professional
trader does not necessarily increase the order imbalance or pushes a market maker away
from his preferred inventory level. It also should be considered that
[m]arket makers are concerned with order imbalances over very short horizons
(often less than an hour), and these need not correspond to the creation of new
information about the firm or the trading by investors with special knowledge
about the firm. Even if information about the firm is one cause for these order
flow imbalances, its effects may be miniscule relative to other factors that
influence minute-by-minute trading.4

Liquidity providers may even benefit from observing informed trades, as this would help
them to anticipate the future price trends and adjust their inventory position accordingly.
There is empirical evidence suggesting that, in some instances, market makers are
interested in attracting informed trades.5 But, at the same time, special informationmotivated transactions shortly before public disclosure or large informed trades could
harm a market maker, as he would have limited opportunities to readjust his inventories.
To address Question 9, it could be said that a market maker would be interested in
detecting informed trading in general and specific informed trades in order to infer and
profit on the future price movements and price-discriminate among traders, as informed
transactors would accept a higher transaction fee. In this sense, liquidity provider could
charge professional traders a greater fee or offer price improvement to non-professional
retail trades. But such increased profits from price discrimination would not necessarily
lead to improvements in liquidity.
Informed Trading and Market Option Makers
It is often suggested that informed traders prefer to use option markets, as they provide
more financial leverage, lower implicit interest rates, and more opportunities to
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circumvent short-selling restrictions.6 Indeed, there is evidence that, in some instances,
the derivatives markets are the preferred venue for informed trading.7
There is some evidence that option market makers are harmed by illegal insider trading.8
On the other hand, it is possible that a liquidity provider could hedge the informed trading
risk. One study posits and presents supporting empirical evidence that “[i]n a perfect
hedge world, spreads [quoted by an option market maker] arise from the illiquidity of the
underlying market, rather than from inventory risk or informed trading in the options
market itself.”9
Some empirical studies attempted to estimate the magnitude of the adverse selection
problem for option markets. Anand Vijh found the adverse selection component of the
bid-ask spreads of CBOE options to be 2%.10 In contrast, Jason Lee and Cheong H. Yi
estimated this component of the CBOE spreads at 38%11 and criticized the results
obtained by Vijh on the grounds that his study focused more on larger option trades that
are less likely to be informed.12 However, it should be noted that the econometric
methodologies for decomposing the bid-ask spread into various components (such as
order processing, inventory holding, and adverse selection costs) have been proven to be
quite unreliable.13
I have no knowledge of any study that isolates the impact of professional trading – as
opposed to illegal insider trading – on the bid-ask spread quoted by option market
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makers. However, it should be noted that one may expect a significant divergence of
opinion among securities analysts and other professional traders – not unlike the
divergence of opinion among small uninformed traders. This diversity, in turn, could
boost the trading volume and thus increase the revenues of the option market maker in
question – contrasted to the hypothetical with no professional trading. The possibility that
a liquidity provider itself could be a part of an integrated securities firm with extensive
research capabilities should also be considered, even though this may raise some
regulatory issues pertaining to “Chinese Walls.”
“Cream-Skimming” and Payment for Order Flow
An implication of the adverse selection model is that market makers should refrain from
dealing with informed traders or engage in some form of price discrimination.
Consequently, some market practices of liquidity providers, such as “cream-skimming”
and payment for order flow were used to support the model’s validity.
The “cream-skimming” hypothesis suggests that some market makers, such as dealers or
specialists on “satellite” exchanges and “third market” dealers, actively seek to obtain
uninformed orders by attracting small retail trades and, thus, leaving informed trades to
be executed on the dominant exchange.14 “[T]he burden of adverse selection falls
disproportionately on the primary exchange specialist, who loses the ‘safe’ business of
the retail customer but must accept the problematic trades of the professional.”15
In the same fashion, it is argued that the adverse selection rationale may lay behind the
phenomenon of “payment for order flow,” i.e., the practice of payments by dealers to
retail brokers for the diverted order flow: “If the market maker could be assured of
obtaining primarily the order flow of uninformed traders, that market maker would face
smaller losses to informed traders than implicit in the displayed spread, making it again
profitable to pay for order flow.”16
At the same time, there is extensive evidence from the equity markets indicating that the
adverse selection argument does not explain neither “cream-skimming” nor payment for
order flow. The dominant exchanges still tend to have smaller bid-ask spreads, and
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market fragmentation does not worsen the execution quality of the central trading
venue.17 Probably, the same empirical results would be found for option markets as well.
Implications of the Presented Analysis
My analysis of adverse selection in market making suggests that the impact of
professional trading on the bid-ask spread is rather uncertain. There are reasons to believe
that the retail-professional order flow mix may not have a significant effect on the market
liquidity in the option markets. In many instances, the losses suffered by a liquidity
provider due to a trade with a better-informed counterparty are illusory. However, it is
not always the case, and informed trading on the basis of firm-specific information of
major significance (such as illegal insider trading on an upcoming acquisition
announcement, for instance) can damage an option market maker.
The evidence from equity markets also raises doubts that “cream-skimming” and
payment for order flow can be explained by the fact that small / “retail” orders are
uninformed. These phenomena may be explained by the fact that some dealers have the
comparative advantage in attracting smaller trades.

Sincerely,

Stanislav Dolgopolov
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