
SENT’ B Y :  P A C I F I C  EXCHANGE; 4 i 53937854 ; FEB-6-04 2:55PM; PAGE 2 

VIA FACSIMILE and OVERNIGHT L)EIIVEKY 

February 6 ,  2004 

3J 4 

Mr. Jonarhan Kau. Sccretilry 
U.Y, Sccurities and Jhchange Commission 
450 Fifth Street, N.W.  
Wil~hi1>gIoll, D.C. 20549 

Rc: 

Dear Mr. K ~ I L :  

Exchwge Act Rclclrsr No. 48709; File Nu. S7-2342 

The Pacific Exchange, Tric. (‘“PC:X” or “E~change”) hereby subtiiits its cornmenis fn the Securilics 
and Exchutigc Coillmission’s (“Comurission”) proposed llegirlalion SI-I0 and Rules 20 I ,  202 and 203 
thcrcundcr (‘‘Proposed Hulc.c”), which ccmrxm Lhc tegulatjon or short sales. The PC!X wishes to 
uprcss its views and wnwriis regarding h c  Cormhion’s proposal. where such proposals 
significantly impact Options Market Makers and Spccialists (“OMM’s”).’ l’he Exchange believcs 
[hiit lhc Proposed Rules, as wtilrcn, will reduce liquidity and widen spreads in the options market and, 
thus. wriocisly harm the optionb market. 

Our comments will address two kcy elcriicnts froin the C‘c)mmissiolr‘s Proposed I<ulek: I >  the need lor 
an OMM hedging exemption l r e w  the proposed unit‘omm hid tcst in Rule 201 ("Proposed Bid Test”). 
d n d  2)  the need for an OMM cxcrnption from the propcrscd additional delivery reyuircrrrcrtls for sllolt 
sales in Rule 203(h)(3). 

O~tions Markct Mwker Hedgiiig Excinntiun 

The Commission is proposirig to rq~lnce the cut-1-ent pricc rcslrictions fourid in SEC Hulc IOa-1’ (lhc 
”Tick Rule”) and NASD Rule 33.50 (the “NASTJ Rid Test”j3 with [he Proposed Bid Test that would 
roquirc all short sales in exchange-lislcd and Nasdaq National Murkel Syst.crn (“Nasdnq”) securities. 
whrrcvc:t trndcd, to be effected at 1 pricc at  least one cent above the consolidat.cd best bid at the rimc 
of extxulion. The Cntnmission, however. fiiilixi 10 include a specific CTMM hcdgitig cxeinption. 
which curreiirly cxists in NASD Rule 3350 for Nnsdaq sccuritics. 

I The term Options Mukrl Makcr is ilWusive nf such othcr krms as h n d  Market Maker and any ulhcr 
kmris  usad to refer to B pcrson or crtlity thal. l‘ctrlhrrlls P niarkct making funclioii in options lirtcd on a 
riiitional securities exchmgc, 
Current S W  Kule 1Oa-1 dors not include 111  exemption for opliuns mwkcl. rripkers Ibr hedging transactions 
of O M M ’ s  in cnchungc-listed arcuritias. ‘Iho Exchange hxu prqwsed h a t  the Cloinmission cst.rhlish WI 

rxrniption to SEC Kulc Inn- I rur lrrdgitig tmnsnrtions of ciptions nlrrrkcl rthders! similar to thc cxcrr~plIon 
currently in placc urrdzr NASI)  Itulc 33513. 
Exchmgc, Inc., lu Kicliard R .  Lindscy, Uircclor of ~ J i v i s i ~ ~ i i ~  n f  Market Regulation, Sccurilics u i d  En~ll;nlgr 
Coinnussion (Murch 3 ,  199R). 
Currcni KASD Rule  R3SO iiicludcs :m OMM cxcrnplioii 1 t ic  Itcdging uarisxtions. 

.? 

Lcltcr frorir Rnhert M. Grchcr. Chairmn, Pacific 
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The Exchange slrongly 11rge.s [tic Coinniissic,ri to modify i(s Proposed Bid Test to includc a 
hedging cxcmptiori for oMM’s, when selling stock short, 10 hedge the: risk of exposure of 
options posilions i i i  any options class obtaincd in Ltic course of pefiorriiing market-making 
funcrions.’ Such an exemption i s  crucial for UMM‘s to provide liquidity and dcpt.h 1~‘) the 
mai.ket for listed options by ;iffording them the opporruiiity to hedge thcir risk in it marritigful 
way, without rcgard to resrrictions I.hat were designcd to pi*event manipdative transactions. 

While the Commissioa’s objedve for thc Proposed Hid “rtlsl is well founded, Ihc PCX believes 
a limited excrq~(.iuri for OMMs sccking to hedge positions acquired in coiineclion to their 
market-making funclions will not hindcr the Conmission Lrorri awmplis l i ing its goal. , 4 1 1  
exemptiori froin the l’roposcd Bid Test is crucial for OMM’s, bused OII rhe fact that it is 
essential for OMM’s to maintain oplioris positions that are hcdged with the undcrlying stock. 
This is necessary iii rcducc the risk for I.hc OMM’s, in particular, and the options market place, 
in general. An OMM can signiticunt.ly rcducc the risk of long call andlor short put posilions by 
selling stock; and. likcwihe, an OMM c;tii rcduce Lhe risk of shoi-t call and/or long put position 
by buying stock. Hcncc, such nn exemplion is ricccssaty for an OMM 10 riicrlte markets. hbsoit 
such an exemption, thc options market will hc scrinusly harmed, since OMM’s will be uniihle 10 
properly provide liqui.Jity and liarrow miirkcis. 

I n  addition, it  is iinportant to iio~t: ihat OMM’s have iiiimerws rriarkct maker obligalions 
irripusccl {JY tlic Cor~ini~ssion iiiid lhc ciptions cxchnnges. For cxamplc, OMM’s are generally 
requircd to maintain a fair and orderly inarkct end, as necessary, enpgc in dcalinp for their own 
account:, 10 h r c r  pricc continuity, a i d  biihtlcc rhc supply and demmd lor i t  particular option 
coiitritct. Given the rriagtiitude of oblig;itioiis ks lowcd upoil OMM’s, it is imporrant lh31 
OMM’s art: able t o  cffcct short snles to heclgr. Iht?ir r isk  wittiout being construined hy pricc 
restriuiions, so thcy caii properly fullill such ohligaiions atid properly iiuke inw-kcts. 

The Exchange also bclicves that [he OMM hedging cxcmption currently provided in NASD Rule 
3350 is indicative thal rjn OMM hedging exemption 10 (hc Proposed Bid Test can be iipplicd without 
abuse to the short sale rde. The Conmission pi-eviously approved NASD Rulc 3.750, which includes 
;in cxctnptinri for OMM’s from shol-1 SiiIC ~ratis~ct.i~iis that is “effected to hedge. and, i n  fact, serves to 
hedgc an c x i s h g  off.sctiirig options position or an offsetiing options position that was creulad i n  a 
traiisaction(s) conkr~iporclricous w itli the shoit sale. providcJ [.hat, when establishing rhc shoit 
position, the options markcl makcr is eligible to receive good i5dit.h niargin pursuant tu Secl.iuri 520.12 
uf Regulation T under the Act fur that [rijI)saction.“5 NASD Rule 3350 furlhcr provides that sucR iin 

exemption is lirnitcd to “qualified optiuns rnarkcr makers” at a “qualified oplions exchange". 
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Thc Coniiiiission, iisclf, iiolacl that such a linutetl wcmption would nol Counter the cffectivencss 01. 
I t i G  NASD's s h w t  sale I-IJ~C. The Commission also noted t.lW such an exemption is for legitimtlc 
hcdgirig transactions by OMM's would n)inirTlizc thc  potential iidvcrse impacts on the c:)ptions 

OMM's 3s o necessity for. the opl.iuns inxkd.  Given Ihal this liinited cxclnption has not rcsiillcd in 
any sigiiiricaril cause Tor ccIiicern in thc ten years [hat it has bccn in place, WE see no reason why thc 
Commission should abolish the exemptinn now. 

Hcncc, the C'omrr\jssion clci~rly rccogiiiacd the iinporl.arlcz of suc.h air cxempt.iorr for 

'l'tic Exchange docs riot opposc the Coinmibsion conteiiiplidrrp the l'ropvscd Bid 'l'es~ givcii the 
significant developrncrits in the sccurities nurkcls. IIowever. wc believe thal I.hc OMM 
hcdging exeinptiorr in NASD R t ~ k  3350 has scrvcd to il-rcreiisc dcpth and liquidity in the options 
markcr, reduce the risk to OMM's in assuming uptinris positions. and to foster kt.fcr cxecuLions 
Tor thc public and oLhcr investors without increirsing rhe risks thal ~hic short sale rulc was 
d c ~ i g i t e d  to pmvcnr- We strongly bclicvc that such an cJwrnption is a ncccssity for an CIMM co 
fulfill its iiiarker making obligations: iri 1.lic options iiiiirkct arid coiitinuc I ~ J  provide liquidity and 
conliriuity to the iiurkct. Accordingly, thc Exchange urgcs the Comn~ssivii 11') include ii 

specific OMM cxemnption for hedging trirrrsactions from the Proposed Bid 'l'cst. 

Thc Corniirission, in its Propused Rule 203(h)(3), seeks to imposc stringcat delivery I-equircmcnts on 
securities t\ovc fails at a regisl.crcd clearing agency of 10,000 shares or I M ~  and that itre cyual L n  
at least one half of I percent elan issuc's total shims o i r w d i i i g .  It also specifics that, I'or short 
sales of any sacrrriry rriceting this lhrsshold, tlrc selling broker-dcaler must deliver thc sccurity no 
lalur t h i i  two days after ihc scttleinent dale. Tf dic sccurity is iiot tlclivixcd within this timc. tt\c 
broker-dealer. including rnilrkct iiinkers, is I-esli-iclccl from exectitiiig r w h w  short sales in the sccurity 
for t h e  accoiiiil 01 khe pcrsoti for whose itccottrll [tic f u i l w r  to deliver occurrccl (including thc hrokct- 
dcalcr's own accouiit in Ltic case of a propiietiiry short sale) for 30 diiys. urtlcss the broker-deialcr has 
borrowed thc sccuriIy, or entared into a bona fide itrrungcIn~l,T. to borrow the sccurity, prior to 
cxwutiiig the short sillt!, and will deliver [he sccurify on the date delivery is due. In ilddilion. thc 
proposcd rule requires the registered cleirring agency procrssiiig the Iriinsaci.ioli to (a) refer thc 
brokerdrulcr failiirg t o  deliver such sccurities to the NASD slnd thc designated exarriiriing authority 
for appropriiitc action; and (b) withhold a benefit equal lo uriy rriai.k to market amounl.~ or payiiieiits 
that otherwise would be made to the parry failing to deliver. atrd take other approptiatc action as 
necessnry. The. proposed iule does no1 provide for an OMM cxcirrptinn. 

Ttic Exchnnge strongly urgcs the Coininisgiilri to  include an exemption for OMMs frtjrn the delivery 
rcquii.tiiiriits as propuscJ in Rule 203(b)(3). This proposed rule derivcs from curient NASD Rule 
1 LY30, which includes an excrnption for O M ' S  fur Iwia fidc iiwrkct. making transactions. 
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Ttic Coiimksiorr did not propose an sxcinptioii h i T 1  the dalivcry requircmenrs lor sliorr sales for 
murkct makers, hccause the C.'imiiussion believes lhar. "cxtended failures lo dcliver appear 
charnctcristic of an ivvustment or trading strakgy, rather than being relarcd to 1niirkct making." 
The Commission, however, did no1 pi.ovide any infornuition as to how "options" mrkct tnakrs arc 
responsjblc for significarrt failure LO deliver. It is tiiglily unlikdy [hat OMM's would engagl: in 
non-hedgc stock activity due to nomcrous regulatory rami ticutions. In other words, the 
Coimissic.m failed to disl.inguish i~ stock market m i h r  fr'oin an OMM and the [act. that it is criicial 
for UM M ' s t o  bc exeinpkd from [lie deli very requireiiiwil when selliiig sluc;k short lo hcdgc 
1egitirnat.c market nuking functions. 

Absent an cxwiption lion1 [hc delivery rcquircmenrs for OMM's, we believe that Proposed R u k  
203(b)(3) will innke it essent.ially iriipossihlc for OMM's to luIRI1 their obliga1.ions and will 
complclcly disrupt the ophxis market. OMM's will likely be rcsrrictcd by their clcaritig firms 
Cmm I d i r t g  hard-to-bcn-row sccurities, which will make it impossiblc to hedge exposure arising 
from their markc1 rnaking activities. As a result, OMM's ability to provide liquidity to the market 
place will be dccrcasccl. Such ail cflkccl will impsk the OMM'a to innke iixirkels and cventually 
increase costs lo invcsf.ors. Tliiis, the PCX respectfully reyiicst. lhat the Cnmnlissiuri rccisiisider its 
proposcd iule and proviJc $11 cxemption for [tic OMM's from the Jclivcry requirements. 

The: W X '  appwciatcs the Cviiimission's considel-iilicm of i ts  cai-nmeiirs on the Proposed Kules. WC 
woulll bc happy to provide any olhcr iiifoi-ination [hat h c  Cortimission may require. Please. f x l  
frtc to c m t a c t  LIS with m y  qucsl.ic'ms. 

Sincerely, 

pliilip D. I>L;V:CO 
Chairrrrarr ntrd C.'hief Executivr: Officer 

CC: Thc Honorable Willinm kl. Lkmilldson 
The Honorable Paul S. Atkins 
The I . l ~ ~ ~ a b l e  Hoe1 CI. C.'allps 
Thc Honorable C p t h i i i  A. GlasSman 
'The Honrmihlc Harvey J ,  Goldschid  
Annellc: Nazareth, (SEC) Dircclnr, Division of Markcl Rqg11atinii 
Robert L.D. Chlby, (SEC) Deputy Dirtxlor, Division of Markel. Regulation 
[ ? l i ~ ~ h c t h  King. (SEC) Assvciule rhdector, Divisioii ul' Markc1 Rcgulntioii 
Tkborah Flynn. (SEC:) Assistant Director, l)i v is ion  of Mnrke t Reg u la lion 
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