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DATE:  April 28, 2005 
 
TO:  Members and Member Firms 
  
FROM: Legal Division 

Regulatory Division 
  Trading Operations Division 
    
RE: Proposed Separation of DPM Agency and Principal Functions 
 

As you know, the Exchange has taken a number of steps over the last few years to further 
automate the handling of orders sent to the Exchange.  One significant reason for these 
operational changes was to reduce the possibility of trading ahead or interpositioning violations.1  
Although these changes have had the intended effect of significantly reducing the possibility of 
priority violations, the Exchange’s Regulatory and Legal Divisions have concluded that further 
steps should be taken to remove the agency function from Exchange designated primary market-
makers (“DPMs”) to eliminate the potential violations that can result as a consequence of DPMs 
executing orders as agent.  While the Exchange is working on system enhancements that will 
address most of these potential violations, the Regulatory and Legal Divisions believe it is 
necessary to take this step first because it can be implemented in a shorter period of time. 

   
In order to effectuate the separation of the agency execution function from Exchange 

DPMs, the Exchange has drafted a proposed rule change that is currently being reviewed by the 
staff of the Securities and Exchange Commission (“SEC”), but that the Exchange has not yet 
formally filed with the SEC.  This rule change proposes, generally, to eliminate a CBOE 
designated primary market maker’s (“DPM’s”) order handling functions.  Additionally, the rule 
change proposes to allow the Exchange to appoint an employee or an independent contractor of 
the Exchange (“PAR Official”) to assume and perform these order handling functions.  The 
proposal would prohibit a PAR Official from being affiliated with a CBOE firm authorized to act 
as a DPM or market maker or with a specialist, market maker, or other firm acting in a similar 
capacity on another securities exchange.  If this rule change is approved, the Exchange intends to 
implement this change in every current DPM trading station on the Exchange. 

 
Because, under the proposal, the PAR Official will be strictly an employee or 

independent contractor of the Exchange, the PAR Official will not be required to own or lease a 
CBOE membership.  Currently, Exchange Rule 8.85(e) provides that each DPM organization 
must own at least one Exchange membership for each trading location in which the organization 
serves as a DPM and, under the proposal, this rule would remain in effect.  We believe that, for 
some DPMs, there will be no change in their seat usage.  We will continue to closely monitor this 
situation and the DPM membership requirements.    

 
1   “Trading ahead,” as it relates to a DPM or a specialist, occurs when a DPM or specialist trades for its 
own account ahead of an order that the DPM or specialist represents as agent.   “Interpositioning,” as it 
relates to a DPM or specialist, occurs when a DPM or specialist is in possession of two crossable orders, 
but instead of crossing them, trades each order with the DPM’s or specialist’s own account at a price 
differential favorable to the DPM or specialist.    
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As provided above, this proposed rule change, although not formally filed with the SEC, 

has been submitted in concept to the SEC staff, and we hope for a prompt resolution of any 
outstanding issues.  We cannot be certain, however, whether or when the SEC will approve the 
proposed rule change.  Once the specific terms of this proposal are finalized and formally 
submitted to the SEC, the rule change in its entirety will be made publicly available to the 
membership on CBOE’s website.   

 
Please direct any questions or comments to Timothy Thompson at (312) 786-7135, 

Joanne Moffic-Silver at (312) 786-7462, or Phil Slocum at (312) 786-5600. 
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