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13 See CBOE Rules, Rule 5.4, (CCH) ¶2114; Amex
Rules, Rule 916, (CCH) ¶9716; NYSE Rules, Rule
716, (CCH) ¶2716; Phlx Rules, Rule 1010, (CCH)
¶3010; PSE Rules, Rule 3.7, (CCH) ¶3597.

14 If the maintenance criteria is not satisfied, the
security would not be eligible for standardized
option listing and, therefore, the position and
exercise limits would return to 4,500 contracts,
regardless of whether the volume and float data of
the security continue to meet the criteria for a
higher position and exercise limit.

15 If, however, subsequent to the six-month
review, the security becomes eligible for a higher
limit prior to the next review, the NASD may
increase immediately the position and exercise
limit to the applicable level.

16 Letters from Joan Conley, Corporate Secretary,
NASD, to Mark Barracca, Branch Chief, SEC (Mar.
3, 1995) and Thomas R. Gira, Assistant General
Counsel, Nasdaq, to Mark Barracca, Branch Chief,
SEC (Mar. 22, 1995).

17 This could occur if from the time the NASD
granted a higher position and exercise limit and the
time the standardized option was introduced the
trading characteristics of the security changed so
that the standardized option was introduced at a
lower position limit.

18 If a position limit is lowered, the NASD will
not require liquidation to the new limit, but will
prohibit increasing further the position. Letter from
Joan Conley, Corporate Secretary, NASD, to Mark
Barracca, Branch Chief, SEC (Mar. 22, 1995).

19 The NASD will provide this notification in its
Notice to Members announcing the Commission’s
approval of this proposal. Letter from Thomas R.
Gira, Assistant General Counsel, Nasdaq, to Mark
Barracca, Branch Chief, SEC (Mar. 22, 1995).

20 NASD rules provide that, for purposes of
assessing whether a member is complying with
limits on options positions, standardized and
conventional options positions must be aggregated.
NASD manual, Rules of Fair Practice, Rule
33(b)(3)(A), (CCH) ¶ 2183.

21 15 U.S.C. 78o–3(b)(6).

22 The Commission notes that, with regard to
options overlying foreign securities, the
surveillance related requirements that apply to
standardized options trading on foreign securities
must also be met by the NASD before it allows
increased conventional option position and exercise
limits. See supra note 10.

23 See NASD Notice to Members 94–64, NASD
Reminds Members of Their Obligations When
Trading Options (June 1994).

security, subject to a review to be
conducted by the NASD on the Monday
following the third Friday of the next
January or July, whichever occurs first,
and each successive January and July.
The NASD’s periodic reviews will be
conducted to determine whether: (a)
The underlying equity security
continues to satisfy the options
exchanges’ maintenance criteria for
listing standardized options upon such
security;13 and (b) the equity security
continues to satisfy the criteria for
higher position and exercise limits. If
either test is not satisfied, the position
and exercise limit will be lowered to the
applicable level,14 effective on the
Monday following the third Friday of
January or July.15 If position and
exercise limits are lowered, a member
will not be required to reduce its
position to meet the new position limit
level; however, a member will not be
permitted to increase its existing
position if such position is greater than
the new limit.16

Finally, the NASD recognizes that its
proposal allows for the possibility that
a NASD member complying with the
new position limit standards might
nonetheless be deemed in violation of
options exchange position limit
standards. Specifically, if an NASD
member is also a member of one or more
of the options exchanges, the member
could be in violation of the respective
option exchange’s position and exercise
limits if standardized options trading
commences covering an underlying
equity security for which the NASD
previously granted a higher (7,500 or
10,500 contracts) limit. The potential
risk arises if the options exchange
position and exercise limits are lower
than the NASD’s limits and the member
exceeds the exchange’s limit.17 While

the member would not violate the
NASD’s rule,18 the NASD cannot
exempt its members from the options
exchanges’ rules. To address this
potential issue, the NASD has
committed to notifying its members 19

that they could be in violation of the
options exchanges’ rules if the options
exchanges do not grant an exemption
under the above described
circumstances.20

III. Discussion

The Commission believes that the rule
change is consistent with the
requirements of Section 15A of the Act
of the rules and regulations thereunder
applicable to the NASD, and therefore,
has determined to approve the proposal.
Section 15A requires that the rules of
the NASD, among other things, be
designed to prevent fraudulent and
manipulative acts and practices, to
promote just and equitable principles of
trade, to foster cooperation and
coordination with persons engaged in
regulating, clearing, settling, processing
information with respect to, and
facilitating transactions in securities, to
remove impediments to and perfect the
mechanism of a free and open market,
and, in general, to protect investors and
the public interest.21

Currently, NASD members trading
conventional equity options for which
there is no standardized options trading
covering the underlying equity security
are limited to a position of 4,500
contracts. Nonetheless, some of the
equity securities underlying these
conventional options meet the standards
for standardized options trading but, for
business or other reasons, none of the
options exchanges have decided to list
standardized options upon them.
Moreover, some of these equity
securities satisfy the criteria to qualify
for options position and exercise limits
of 7,500 or 10,500 contracts. However,
because there are no standardized
options traded upon them, the position
and exercise limits remain at 4,500
contracts.

The Commission believes it is
appropriate for the NASD to increase, as
proposed, its applicable equity option
position and exercise limits to allow its
members that establish positions in
conventional options the benefit of
those higher limits where the
underlying security fully qualifies 22 to
be eligible for standardized options
trading and the trading volume and/or
shares outstanding for the underlying
equity security warrant such increase.
Moreover, the NASD has essentially
agreed to review and apply the equity
option maintenance standards used by
the options exchanges, as well as the
position and exercise limit standards,
using procedures that basically mirror
those that have been instituted by the
options exchanges. The monitoring
standards outlined above will provide
that position and exercise limits are
maintained at appropriate levels.
Accordingly, this substitute review will
allow the NASD to address those
instances where the options exchange
could list and trade equity options,
subject to the 7,500 or 10,500 position
and exercise limit tier but, for business
or other non-regulatory reasons, have
decided not to list such options.

Moreover, the Commission believes
that the NASD proposal should not
adversely affect the cash market for the
underlying security. The options
overlying these securities will continue
to have position limits determined
based on established standards.23 In
addition, NASD members will be
required to aggregate with other
conventional options as well as
standardized options if they are
subsequently listed. Accordingly, the
Commission believes that this rule
change will not undermine the objective
of preventing the establishment of large
option positions that can be used to
manipulate or disrupt the underlying
market to the benefit of the option
position.

IV. Solicitation of Comments
Interested persons are invited to

submit written data, views, and
arguments concerning Amendments No.
1 and 2. Persons making written
submissions should file six copies
thereof with the Secretary, Securities
and Exchange Commission, 450 Fifth
Street, NW., Washington, DC 20549.


