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16 Telephone conversation between Michele
Weisbaum, Associate General Counsel, Phlx, and
John Ayanian, Attorney, OMS, Market Regulation,
Commission, on November 22, 1995.

17 In this regard, the Commission would view
coverage of less than 97.50% as problematic. If
coverage should fall below this level, the Exchange
will immediately notify the Commission’s Division
of Market Regulation.

center, an auction market, with posted
market quotations and transaction
reporting, standardized contract
specifications, parameters and
procedures and procedures for clearance
and settlement, and the guarantee of the
OCC.

The trading of 3D JY Options,
generally, however, raises several
issues, including issues related to
pricing and settlement value, customer
protection, surveillance, and market
impact. For the reasons discussed
below, the Commission believes that the
Phlx has adequately addressed these
issues.

A. Pricing and Settlement Value
The Commission believes that the

methodology described above in Phlx
Rule 1057 and Amendment No. 2 for
calculating the settlement value of 3D JY
Options is designed to provide an
accurate reflection of the foreign
currency spot price. The Commission
also believes that the Phlx’s procedures
and the competitive nature of the spot
market for foreign currencies should
help to ensure that the settlement values
for 3D FCO contracts will accurately
reflect the spot price for foreign
currencies. Moreover, the Commission
believes that the Phlx’s procedures
should guard against unreliable or
manipulated quotes. Finally, as noted
above, the Phlx has established
adequate back-up mechanisms to ensure
the settlement value calculation will be
available on a timely basis.

B. Customer Protection
The Commission believes that a

regulatory system designed to protect
public customers must be in place
before the trading of sophisticated
financial instruments, such as 3D JY
Options, can commence on a national
securities exchange. Under paragraph
(b) of Phlx Rule 1024, members will be
prohibited from accepting a customer
order to purchase or write a 3D FCO
unless such customer’s account has
been specially approved in writing by a
designated Foreign Currency Options
principal of the member for transactions
in 3D FCOs. Exchange Rule 1026 is
designed to ensure that options,
including 3D FCOs, will be sold only to
customers capable of evaluating and
bearing the risks associated with trading
in the instruments. Finally, under
Exchange Rule 1027, members will be
permitted to exercise discretionary
power with respect to trading 3D FCOs
in a customer’s account only if the
member has received prior written
authorization from the customer and the
account has been accepted in writing by
a designated Foreign Currency Options

Principal. In addition, under Exchange
Rule 1027, the Foreign Currency
Options Principal or a Registered
Options Principal must approve and
initial each discretionary 3D FCO on the
day the order is entered.

The Commission notes that the
trading of standardized exchange-traded
options occurs in an environment that is
designed to ensure, among other things,
that: (1) The special risks of options are
disclosed to public customers; (2) only
investors capable of evaluating and
bearing the risks of options trading are
engaged in such trading; and (3) special
compliance procedures are applicable to
options accounts. Accordingly, because
the 3D JY Options will be subject to the
same regulatory regime as the other 3D
FCOs currently traded on the Phlx, the
Commission believes that adequate
safeguards are in place to ensure the
protection of investors in 3D JY Options.

C. Surveillance
The Commission notes that the Phlx

will integrate 3D JY Options into
existing Phlx market surveillance
programs. The Commission believes that
existing FCO surveillance procedures
should enable the Exchange to conduct,
deter, as well as detect, trading abuses
involving the 3D JY Options market and
the markets for the underlying Japanese
yen. In light of the design of the 3D JY
Options contracts and the developed
market for foreign currencies, the
Commission believes that the markets
for the 3D JY Options will not be readily
susceptible to manipulation.

D. Position and Exercise Limits and
Margin Requirements

As noted above, 3D JY Options will be
aggregated with other existing contracts
on the same underlying currency for
position and exercise limit purposes.
The Commission believes that
aggregation of 3D FCOs with existing
contracts on the same underlying
currency for position and exercise limit
purposes will reduce concerns regarding
manipulations or disruptions of the
markets for 3D FCOs, other currency
options, and the underlying currencies,
while at the same time not hampering
the depth and liquidity of the marekt for
3D FCOs.

The Commission believes the
proposed margin levels for 3D FCO
contracts, which are consistent with the
margin levels for the Phlx’s other FCOs,
will result in adequate coverage of
contract obligations and are designed to
preclude the systemic risks arising from
excessively low margin levels. As noted
above, the margin requirement on any
put and call 3D FCO issued, guaranteed
or carried ‘‘short’’ in a customer’s

account shall be 100% of the option
premium plus 4% of the value of the
underlying contract less any out-of-the
money amount, with an adjustment for
out-of-the money options to be not less
than 100% of the option premium plus
3⁄4% of the underlying contract value.
The Phlx plans to collect margin within
five days following the date on which a
customer enters into a 3D FCO position
and within two days if the option has
two weeks or less to expiration. The
Phlx has indicated that the proposed
margin would cover the historical
volatility over the preceding three years
of the Japanese yen over a five-day
period with a 97.50% level of
confidence.16 Accordingly, the
Commission believes that the Phlx’s
propsoed margin level will result in
adequate coverage for 3D JY Options.
Because the volatility of foreign
currencies can change significantly, the
Commission expects the Phlx to monitor
the adequacy of margin levels for 3D JY
Options to ensure that the required
margin remains appropriate in view of
the volatility of the underlying
instrument.17

E. Market Impact

The Commission believes that the
listing and trading of 3D JY Options will
not adversely affect the spot or
derivative foreign currenly markets.
First, the Commission notes that the
interbank foreign currency spot market
is an extremely large, diverse market
comprised of banks and other financial
institutions worldwide. That market is
supplemented by equally deep and
liquid markets for standardized options
and futures on foreign currencies and
options on those futures. There is also
an active OTC market for FCOs.

Further, as noted above, the Phlx
applies its existing FCO surveillance
procedures to the 3D FCOs, which
should enable the Exchange to conduct,
deter, as well as detect, trading abuses
involving the 3D JY Options market and
the markets for the underlying Japanese
yen.

F. Conclusion and Accelerated
Approval of Amendment No. 2

Based on the above, the Commission
believes that the proposed rule change
is consistent with the requirements of
the Act and the rules and regulations


