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The Inwractive 3mhs thup, on behalf of it8 a5E& Timber Will LLC and 
I n t e r r n c t i v e B m k e t g L W , ~ ~ M ~ a t h e ~ o f t h e  
B o m S ~ k E x ~ C ' f S ~ ' ) t o ~ i t s W O r d e r M L e s t o e k a i f y t f t a t h  
identityof~&m~ttingaMOrdartoamadceZderforprice impro- 
will be ciislosed to the W e t  maker. 

relationship). As we show below, the B9E proposal to allow market makers to lmow 



A s 8 n a @ ~ t a t h e ~ a U S i i m i t & b a o k ,  B O X ~ f ~ a D i r e c t e d  
Order pHlceaq the pillnp~le afwhbh arr*l t@ allow BOX m4ix Bow povideks @r "OFPs") 

t h e o r d e t i s r e l d t o ~ B O X ~ a n d ~ b o ~ ~ t f i e B O X F i r m ~  
if BOX is at the National Best Bid or Offar - "NBBO'). 



NBBO, wen if the mark& has moved &d that ihxabk NBBO price otherwise w&d no 
1- be avdable. Forcing the snarfEet maker to guwmkx. its F h  Quote for three 
seem& for a Direckd Otdm that it dcclixes to price improve, while at the same time 

maker d d i m  to price improve it. 

The customer protections built into the BOX D i  Qnier des  have 

Directed Orders &e@dves, 5 d  yet d the same time have a b p M  the taotie of &ding 
~ e n m \ 3 g F 6 o f r a n v a 8 t e d ~ ~ ~ o ~ ~ w ~ ~ e t ~ e t s u s i a g  

~~narlrstmattr~)&to~~rmpmetheorder,thcor~~win~otobbc~~~ 
book If thc &ct mww down the subsequcat tlnoD wands, MMI will get a kvOrSete 

1ftbam~~doesnotmave~owaarmows~,~1~pot'inabuyordaitseifor&&an 
affiliate dub# the thee seconds ( b e c a ~ ~  MM2 has to wait until three seconds have olapsed 
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and fkms to whom the market maker actually wishes to eonfer this voluntary he&. 
W ~ h u t  this protection, market makers subject to 1- numbers of Directed Orders sent 
for arbitrage putposes or by hostile compe&rs simpiY will have to tighten their risk 
perarneters arid give less price improvement to everyone - or stop giving price 
improvement at all. 

This would be a poor result for public optian customers. Since the inception of 
the BOX market and its price imp.0vement auction, option spreads have ~llirr~wed, 
mdhg v01umes and W&ty are expaadhg, competing exchrraaes have been forced to 

Total saviogs ta option investcmr in 2005 6bnough BOX price improvement 
d o n s  was o w  $32.5 MM. 

5% QfmaaketabIe public cu&mer orders seat to BOX d v e d  price 
i t q n - o v d -  an a w e  af2,9TO public ctlsQomer orders esoh day. 

Avaage price impmvmt  per con&@ on BOX was $2.55. 

B@ on the d- of tke past six ixn* it hes become rrystal cleat that 
each of the other excham BOX am oolfmetlmdf With d aher ahwt  solely 



handling. 

1. The Firm Ouote Role Allows Price Im~mement To Be OfFered On a 
Basis to Certain Order Plow hviders Andlor Custome~ 

The Finn Quote Rule requires market makers to execute trades at their best posted 
prices on a fair and equal basis to anyone who presents them with a marketable order. 
But there is no requirement under the Exchange Act or any Commission precedent that a 
market maker price improve an order or even consider an order for price improvement, 
which by definition is a volunfary execution by rhe mmkt maker at betlrr than its Firm 
Quote. 

Because price improvement - by defhition - means voluntarily rebating some of 
the bid-ask spread back to the customer and giving the customer a better fill than 
required, market makers and specialists have always had discretion as to which customers 
and order flow h s  they will consider for vtice immvement. A market maker can 
improve orders from some finrns and not others; as iong as the market maker always 
trades an his posted quote on an equal and non-disc mnbtory ' basis. 

A. Box Rules G m n t o e  Finn Qaote Treatment 

As mted above, protectim built into the BOX rules assure that even if a market 
maker declines to price improve a Directed Order mt to it, the order still will be 
executed at that market maker's Firm Quote, or if another BOX market maker is posting 
a better price, then at the BOX Best Bid or Offer. Thus even if a market maker 
systematicaliy declines to Hce i m p v e  every order sent to it by a competing firm, every 
such order nonetlse1ess will be executed promptly and autoomtically at the BOX Firm 
Quote (or linked away if BOX is oot at the NBBO). l h r e  is thus no danger that 
disclosing the identity of the h sendiog a Directed Order will returo the options 
markets back to the bad old days where "firm quotes" were only really firm to some 
customers some of the time. 

The opponents of the proposed rule intentionally overlook this point and 
purposefully blur the di&ction between: a] a market maker's m ~ c l a t o r y  ob&lrrion to 
execute any order, fmn anyone at the Finn Quote; with b) a d e t  mak& vu~rcntury 
aiscnrion to go beyond the Firm Quote and provide price improvement. The 
Commission should ignore this attempted sleight of hand. The BOX rules and the BOX 
system always guarantee Firm Quote compliance. 

B. The Commission Has Reeqnbd that Market Makers May Provide 
Price Imaprovement SaEely to Their Own Customera Or To 
Cllstomerrr of AfEbted F h  

It has long been established that price improvement need not be offered equally to 
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allcmhmersorfirnrs. hstead,tbeCommission~yhasreoognivedthatmadret 
makers (especially in the equities markets) historically have used voluntary orice 
imProvem&t to to & types of orders or cu&mers. See e.g., s ~ ~ ~ e p o n  to rhe 
Congress: 3Yie Impacr of Receni Techrrdo&d A h e s  on the S&wifies &kets 
(Nov. 199W- makers * * * ammt ordm of uo to a few fhousand shares in the 
most acti&iisted &cks from retail 6 or djscountbrokers. * * * market maker 
systems include price improvemat algorithms that execute customer oniers at prices 
better thau the prevailing market quotes under certain marbt oonditions."). 

Firms pviding voluntary p&x improvement on an exclusive basis to their 
custosnefs or to cuato* of t h e & ~ ~ i  use it as a marketing advantage ta gain 
customers and market sbm. See, %.a, Website of Bemrud L. Madoff Investment 
Securities LLC (UMadofT')(uThe &ks of ow system are price improvement, speed, 
aad whanced liquidity & l i d  with a level of client genrice fbat sets us apart from ow 
competitors, Madoff utilizes a d e t  based, algorithmic approdl to defking price 
improvement and enhanced liquidity."). There bas never been any suggestion that such 
market makers must accqt price improvement orders or pride  vohratary prioe 
~vementtocompetitarSortomhstolnemofoo~ipetitors. Torcquirethatrmnket 
makem price improve or* eeqetitors' mstbmm on an equal basis with orders 
from W own custoxners would &mhte the vety purpose. of these price improvement 

4 l e Q  papent for order Blaw. 



Interactive Bmkm Group Comment 
ktkf OII SR-BSE-2605-52 
pas= 7 

2. JIOX Market Maken Incur A Sieni6iunt Burden In Handliag Directed 
Orders And Should Be Able to Diicouraee Transmission of Orders from 
Unwanted Sources bv Declinine to Provide Price Im~rovemeut 

A market maker incurs a significant burden when it receives a Directed Order. 
While the market Illiiker holds a Directed Order, the market maker is subject to best 
execution and limit order handling obligations. lf the market maker deches to price 
immve the Directed Order and the Directed Order is released to tmde on the BOX book. 
the market maker must yield priority and all other market makers can trade with the or& 
at NBBO ahead of the original market maker. Moreover, if no other ntarket makers trade 
with the Direoted Order during the three second period after it is released to the book, the 
original market maker must guarantee the Directed Order a fill at the market maker's 
Firm Quote, even if the market has moved and that favorable price is no longer available. 
Receiving a Directed Order in a certain option therefore essentially fieezes the market 
maker's quote for three seconds, exposing him to potential loss in the event that the 
market in the underIying stock moves. 

BOX market makers that wish to provide price improvement to their own 
customers or to customers of firms with whom they have a business relationship are 
willing to accept these burdens inherent in the Directed Order process in exchange for the 
opportunity to grow their business and market &are. The circumstance becomes much 
different, however, where competing market makers, who themselves refuse to accept 
any Directed Orders, send large numbers of Directed arbitrage and market maker Orders 
through the system to other market makers. In this case the receiving market makers lose 
all of the benefit of participating in the Directed Order program. If a market maker price 
improves a particular order - this merely benefits the market maker's competitor. If the 
market maker deches to price improve, the market maker is stuck and cannot update its 
price for three seconds and must guarantee its competitor a fill at its Finn Quote. 
Allowing a market maker systematicdly to decline to price improve hostile D i i t ed  
Orders is currently the only practical means of discouraging such orders from beiig sent. 

3. BOX Order Fhtw Proridan tltatber Than Mvket Mflrersl Who Provide 
Price Imorovement on BOX Are Aware of the Identitv of the Sender and 
Are Not Reauired to Price Imorove Their Comaetitors' Orders 

Opponents of the c u m t  BOX proposal claim that it is inherently unfair for a 
BOX market maker to know the identity of the firm that sent the Directed Order to the 
market maker and to be able to differentiate among order sources in deciding whether to 
provide price improvement. But this overlooks the fact that BOX Order Flow Providers 
themselves also can provide price improvement (just like marker makers) by acting as a 
countaparty to a customer order in a BOX PIP auction. PIP auctions started by BOX 
OFPs are no different than PIP auctions started by BOX market makers, and yet BOX 
OFPs certainly know the source of the incoming price improvement order 'ndeed they 
know the identity of the underlying customer) and they ceaainly are under no obligation 



to price improve tbeir comp&ton:' orders on an e q d  basis. It would put BOX OFPs at a 
tremeadous competitive advantage to be able to diffefentiate among order 50urc-a in 
dedding whethet to provide price impmvement and yet to deny this right to BOX market 
makers. A& suoh a policy decision merely would discstmge f i m  from acting as 
BOX market makers or f h m  providing taty price imprsYement at all through the Dk&d 
-process. 

The BOX DiFeaed Ordet process was designed to allow market mrtlrers to 
compete to pmvide price improvement to public customer orders We& of having to 
mskepaymentgforordetflowtothosecwstomers'brokers. TheDirectedOrderprocess 
k been subve&d by eertaia madcat makers who themwives refuse to accept Direcred 
Orders and yet send hge numbers of mwanted orders throagh the Dkckd Order 
ga%way. This. impom serious budem on the receiving firms, and tmless they are given 
some method to d e W  tbcmselves fmm &is hostile Direoted Order flow, price 
improvement fm c- wiU sbw QT QtOp on BOX 


