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3 National values are determined by adding the
number of contracts and multiplying the total by
the multiplier, expressing that number in dollar
terms.

4 Exercise limits prohibit an investor or group of
investors acting in concert from exercising more
than a specified number of puts or calls in a
particular class within five consecutive business
days.

5 See Securities Exchange Act Release Nos. 32900
(September 14, 1993), 58 FR 181 (September 21,
1993) (order approving hedge exemption for broad-
based index options on a pilot basis); 35738 (May
18, 1995), 60 FR 27573 (May 24, 1995) (order
approving broad-based index option hedge
exemption on a permanent basis).

6 The Exchange proposes to apply only the
proposed narrow-based industry index option
hedge exemption, and not the existing broad-based
index option hedge exemption, to firms and
proprietary traders as well as public customers.
Telephone conversation between Michael Pierson,
Senior Attorney, Market Regulation, PSE, and
Yvonne Fraticelli, Attorney, Office of Market
Supervision, Commission, on November 14, 1995.

7 To determine the share amount of each
component required to hedge an index option
position: index value × index multiplier ×
component’s weighing = dollar amount of

component. That amount divided by price =
number of shares of component. Conversely, to
determine how many options can be purchased
based on a certain portfolio, divide the dollar
amount of the basket by the index value × the index
multiplier.

less (b) the national value of (1) any
offsetting calls and puts in the
respective index option; and (2) any
offsetting positions in related stock
index futures.3 The values of any such
index option position or related futures
position are determined by aggregating
the national value of each option
contract comprising the position. Under
the proposed exemption, position limits
for any hedged industry index option
may not exceed three times the limits
established under PSE Rule 7.6(a).

Members, member organizations, and
public customers seeking to use the
proposed exemption must obtain prior
Exchange approval. In addition, the
exemption requires that both the option
and stock positions be initiated and
liquidated in an orderly manner.
Specifically, a reduction of the option
position must occur at or before the
corresponding reduction in the stock
portfolio position.

Under the proposal, exercise limits
will continue to correspond to position
limits, so that investors may exercise the
number of contracts set forth as the
position limit, as well as those contracts
exempted by the proposal, during five
consecutive business days.4

Currently, PSE Rule 7.6, Commentary
.02, allows public customers to apply
for position limit exemptions in broad-
based index options that are hedged
with exchange-approved qualified stock
portfolios.5 Under the broad-based
index option hedge exemption, a
qualified portfolio is comprised of net
long or short positions in common
stocks or securities readily convertible
into common stock in at least four
industry groups and contains at least 20
stocks, none of which accounts for more
than 15% of the value of the portfolio.
To remain qualified, a portfolio must
meet the standards at all time,
notwithstanding the trading activity in
the stocks or their equivalents.

Although the broad-based index
option hedge exemption applies only to
public customers, the Exchange believes
it is appropriate to expand the
availability of the proposed narrow-
based index option position limit

exemption beyond public customers.6
The PSE believes that significant
increases in the depth and liquidity of
these index options could result from
permitting firm and proprietary traders
to be eligible for the exemption.
According to the PSE, because
customers rely, for the most part, on a
limited number of proprietary traders to
facilitate large-sized orders, not
including such traders in the exemption
effectively reduces the benefit of the
exemption to customers. While large-
sized positions in industry index
options are most commonly initiated by
institutional traders hedging stock
portfolios on behalf of public customers,
the PSE believes that proprietary traders
should be afforded the same exemption
so that they may fulfill their role as
facilitators.

The Exchange believes that its
proposed narrow-based index option
hedge exemption should not increase
the potential for disruption or
manipulation in the markets for the
stocks underlying each index. The PSE
notes that the position limits for narrow-
based index options, even tripled, are
far less than the position limits for most
broad-based index options. In addition,
the proposal incorporates several
surveillance safeguards, which the
Exchange will employ to monitor the
use of this exemption. Specifically, the
Exchange will require that member
firms and their customers who seek
exemptions file a form with the PSE, in
lieu of granting an automatic exemption
similar to that for equity options. The
PSE’s Options Surveillance Department
will monitor trading activity in PSE-
traded index options and the stocks
underlying those indexes to detect
potential frontrunning and
manipulation abuses, as well as review
to ensure that the closing of positions
subject to an exemption is conducted in
a fair and orderly manner.

And lastly, the PSE notes that the
provision itself contains several built-in
safeguards. First, the hedge must consist
of a position in at least 75% of the
stocks underlying the index, so that the
‘‘basket’’ of stocks constituting the
hedge will resemble the underlying
index.7 Secondly, position limits may

not exceed three times the limit
established under PSE Rule 7.6(a). This
places a ceiling on the maximum size of
the option position. Third, both the
options and stock positions must be
initiated and liquidated in an orderly
manner, such that a reduction of the
options position must occur at or before
the corresponding reduction in the stock
portfolio position. Lastly, the value of
the industry index option position may
not exceed the dollar value of the
underlying portfolio. The purpose of
this requirement is to ensure that stock
transactions are not used to manipulate
the market in a manner benefitting the
option position. In addition, these
safeguards prevent the increased
positions from being used in a leveraged
manner.

For the above reasons, the Exchange
believes that the proposed narrow-based
index option hedge exemption should
increase the depth and liquidity of
narrow-based index option markets and
allow more effective hedging with
underlying stock portfolios, without
increasing the potential for market
manipulation or disruption, consistent
with the purposes of position limits. For
the same reasons, the Exchange believes
that exercise limits should correspond
to the position limit exempted granted
by this proposal.

Statutory Basis

The PSE believes that the proposal is
consistent with Section 6(b) of the Act,
in general, and with Section 6(b)(5), in
particular, in that it is designed to
remove impediments to and perfect the
mechanism of a free and open market in
a manner consistent with the protection
of investors and the public interest.

(B) Self-Regulatory Organization’s
Statement on Burden on Competition

The PSE does not believe that the
proposed rule change will impose any
burden on competition that is not
necessary or appropriate in furtherance
of the purposes of the Act.

(c) Self-Regulatory Organization’s
Statement on Comments on the
Proposed Rule Change Received From
Members, Participants or Others

Written comments on the proposed
rule change were neither solicited nor
received.


