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choose to use OTC options, which are non-transparent and introduce 
counterparty risk. Our members tell us that the level of OTC options volume is 
directly correlated to whether the options series is traded in penny increments. 
Thus, expanding the Pilot to include higher priced options harms liquidity and 
transparency and is directly contrary to the goals of the NMS that Congress 
mandated in Section 11 A of the Exchange Act. 

The concerns outlined above parallel concerns currently being raised in 
the equities markets regarding fragmentation of liquidity and an explosion in off­
exchange dark pools and other non-displayed crossing networks. Many of these 
dark pools seek to aggregate liquidity to meet institutional demand in the 
absence of sufficient displayed liquidity. We believe that moving to penny 
increments in higher-priced options will lead to the same result, but with the 
added concern of increased OTC activity. A more balanced approach of 
adopting penny increments for options that are traded by retail investors, while 
adopting the appropriate tick sizes for the higher-priced options traded by 
institutional participants will better address the liquidity needs of both types of 
investors and offer the "best of both worlds" to our Members and more 
importantly, their customers. 

Costs Outweigh Benefits 

The Penny Pilot has resulted in an explosion in options quotation traffic? 
As the number of quotes disseminated to Options Price Reporting Authority 
("OPRA") increases, all industry participants must increase their systems 
capacity to process the additional quotes. The Penny Pilot has clearly shown 
that only the most liquid options, which are largely those that are priced below 
$1, benefit from trading in penny increments. The NYSE Arca Proposal to 
expand the Pilot by 300 options classes with a $3 break-point for trading in penny 
increments would cause a dramatic increase in the number of quotes sent to 
OPRA with no real benefit. 

ISE has consistently recommended to the Commission a three-tier pricing 
approach to quoting increments where options under $1 trade in pennies, while 
options with premiums from $1 to $3 trade in five cent increments and options 
with premiums above $3 are quoted in $0.10 increments. ISE believes that this 
is the more appropriate quoting/trading structure because it properly balances 
the potential for benefits of penny pricing in lower-priced options against the 
harm to the market of penny pricing in higher-priced options. 

7 See, e.g., ISE Penny Pilot Analysis 5, dated May 2009 (indicating increase in ISE quotation 
traffic during the initial year of the pilot and during the next six-month period November 2008 
through Aprii 2009). 
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•	 Options that are priced under $1 tend to move less often than higher 
priced options. At ISE, approximately 48 percent of all trades occur in 
options priced under $1 while only 15 percent of all quotes are in options 
priced under $1 8 Thus, increasing the number of options in the pilot with 
a break-point of $1 will have a limited impact on the total quotation traffic 
that can be easily managed by the industry. 

•	 Options with premiums above $3 do not trade as often, but account for the 
bulk of the quotation traffic. At ISE, only 18 percent of the trades are in 
options priced over $3, while 63 percent of all quotes are in options priced 
over $3 B SO, while these high-priced options are not retail products, do 
not trade often, and suffer most when displayed liquidity is reduced, they 
account for a majority of the quotation traffic. Trading these options in 
$0.05 increments in an additional 300 options classes would double the 
quotation traffic for the entire industry while providing negligible benefit to 
those that normally trade these options. The costs to the exchanges, 
members and vendors of building the capacity necessary to process this 
level of quote traffic, and the risk of negatively impacting the quality of 
publically available data for all options products, is significant. Therefore, 
ISE believes that the best approach for the next phase of the Pilot is to 
trade these options in $0.10 increments. 

•	 Options in the $1 to $3 price range should trade in $0.05 increments, due 
to the negative effects that penny increments have on liquidity and 
negative side-effects discussed above. Five-cent increments will allow the 
market to provide institutions with more liquidity, without negatively 
impacting retail customers. 

ISE believes that focusing penny quoting in options where there is the 
most potential benefit to the retail investor is the responsible and prudent way to 
expand the Pilot. That is what ISE proposes in its filing: ISE's tiered approach is 
intended to provide the benefits of penny pricing to the retail investor, while 
providing liquidity to institutional investors, thus dampening any movement to the 
OTC market and dark pools. 

Conclusion 

The ISE believes that the NYSE Arca Proposal is inconsistent with the 
objectives of Section 6(b)(5) and 11A of the Exchange Act. It will harm investors, 
reduce liquidity, limit transparency, and impose impediments to a national market 

8 Based on data from May 15, 2009. 
9 !d. 
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system. That proposal will reduce market quality for options priced over $1 and 
introduce unnecessary industry risk by greatly increasing the quotation traffic. 
Moreover, the negative effects of the NYSE Arca Proposal are not counter­
balanced by demonstrable benefits to investors or the national market system. 
We thus urge the Commission to institute proceedings to disapprove the NYSE 
Arca Proposal. 

If you have any questions on our comments, please do not hesitate to call 
us. 

Mi hael J. Simon 
Secretary 
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