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1. Text of the Proposed Rule Change

(@ TheInternationa Securities Exchange, Inc. (the "Exchange’ or the "ISE") is
proposing to amend the procedures for executing stock-option orders under Rule 722.

(b) Inapplicable.

(©) Inapplicable.

2. Procedures of the Sdf-Regulatory Organization

(8 The Exchange's Board of Directors approved this proposed rule change on
September 18, 2003. This action congtitutes the requisite gpprova under the Exchange's
Articles of Incorporation and Condtitution.

(b) Thefollowing person on the staff of the Exchange is prepared to respond to
questions and comments on this proposed rule change:

Katherine Smmons
Vice Presdent and Associate Genera Counsdl
(212) 897-0233

3. Sdf-Regulatory Organization's Statement of the Purpose
of, and the Statutory Basis for, the Proposed Rule Change

(& Purpose— The Exchange proposes to enhance the execution of stock-option
ordersin two respects. (1) to automate the transmisson of the stock legs of an stock-
option combination order to a broker-dedler on behaf of members; and (2) to dlow for
the pricing of the options legs of stock-option combination orders in penny increments.

Automatic Transmission of Stock Legs

Supplementary Materid .01 to Rule 722 currently describes a manua procedure
by which a stock-option order may be executed on the Exchange. This manua procedure
requires each party to a stock-option trade to take steps immediately to transmit the stock
leg of the order to a non-Exchange market for execution. The Exchange proposes to
offer an automated process for the communication of stock-option orders by
eectronicdly tranamitting the orders related to the stock leg(s) for execution on behdf of
the partiesto thetrade. In order to participate in this automated process for stock-option
orders, each member will be required to enter into a customer agreement with the
designated broker-dedler. In addition, each member will be responsible for whatever fees
and other charges the designated broker-deder imposes for executing the trades. The ISE
will not receive any fees rdated to the stock portion of the stock-option trade. Members
will be able to continue using the current manua procedure for execution of stock-option
ordersif they choose.



The dectronic communication of the orders by the Exchange diminates the
necessity for each party to the trade to separately communicate orders to the broker-
dedler for execution, thereby making the process more efficient. Once the orders are
communicated to the broker-dedler for execution, the broker-deder has complete
respongbility for determining whether the orders may be executed in accordance with dl
of the rules applicable to execution of equity orders, including compliance with the
gpplicable short-sale, trade-through and trade reporting rules. Aswith the current manua
procedure, if the broker-dealer cannot execute the equity orders at the designated price,
the stock-option combination order will not be executed on the Exchange.

Penny Pricing For Options L egs of Stock-Option Orders

Because the options leg of a stock-option order must be executed in $.05
increments (for options trading below $3) and $.10 increments (for options trading at or
above $3),* while the stock leg of a stock-option order tradesin $.01 increments, it is not
always possible to achieve a proposed net price for stock-option orders. For example,
suppose an investor proposes to buy stock and sall options at a net price of $8.50. If the
stock is $11.72 bid to $11.74 offered, and the option is $3.20 bid to $3.30 offered, a net
price of $8.50 cannot be achieved without executing the option leg at $3.22, $3.23, or
$3.24.2 Therefore, we propose to alow for the execution of the option legs of stock-
option combination orders in one-cent increments to allow investors greater opportunities
to receive execution of their stock-option orders. Options legs of a stock-option order
will continue to be reported through OPRA with a code that indicates that the trade was
part of acomplex order. The actua price of the trade will be reported.

(b) Bass— TheISE bdievesthat the rule change is consstent with the Securities
Exchange Act of 1934 (the"Act") in generd, and Section 6(b)(5) in particular. The
proposed rule change is intended to remove impediments to and perfect the mechanism
for afree and open market and a nationa market system, and, in generd, to protect
investors and the public interest. The automated procedure for transmitting the stock leg
of astock-option order will provide a more efficient means for membersto execute
orders, and the execution of the options leg of a stock-option order in $.01 minimum
increments will improve investors ability to receive execution of their orders.

4. Sdf-Regulatory Organization's Statement on Burden on Competition

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

5. Sdf-Regulatory Organization's Statement on Comments on the
Proposed Rule Change Received from Members, Participants or Others

! 1SE Rule 710.

2 To execute the order within the bid and offer for the stock and the option, anet price of $8.50 could only
be achieved by (1) executing the stock at $11.72 and the option at $3.22 ($11.72 — $8.50); (2) executing the
stock at $11.73 and the option at $3.23 ($11.73 — $8.50); or (3) executing the stock at $11.74 and the option
at $3.24 ($11.74 - $8.50).



The Exchange has not solicited, and does not intend to solicit, comments on this
proposed rule change. The Exchange has not received any unsolicited written comments
from members or other interested parties.

6. BExtenson of Time Period for Commission Action

The Exchange does not consent to an extension of the time period specified in
Section 19(b)(2) of the Act.

7. Badsfor Summary Effectiveness Pursuant to Section 19(b)(3)
or for Accderated Effectiveness Pursuant to Section 19(b)(2)

Not applicable.

8. Proposed Rule change Based on Rules of Another
Sdf- Regulatory Organization or of the Commission

This proposed rule change is not based on the rules of another sdlf-regulatory
organization or of the Commission.

9. Exhibits

Exhibit A — Text of the Proposed Rule Change.
Exhibit 1 — Form of Notice of Proposed Rule Change for Publication in the
Federal Register.

SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended,
the sdf-regulatory organization has duly caused thisfiling to be signed on its behdf by
the undersgned thereunto duly authorized.

International Securities Exchange, Inc.

By:  Michad J. Smon
Senior Vice President, Genera Counsel and Secretary



EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-  ; File No. SR-1SE-2003-37)

[Date]

Sdf-Regulatory Organizations, Notice of Filing of Proposed Rule Change by
Internationa Securities Exchange, Inc., Rdating to Stock-Option Orders.

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (the "Act"),
and Rule 19b-4 thereunder,? notice is hereby given that on October ~ , 2003, the
Internationa Securities Exchange, Inc. (the "Exchange” or the "ISE") filed with the
Securities and Exchange Commission the proposed rule change as described in Items|,

I, and 11 below, which items have been prepared by the salf-regulatory organization.
The Commission is publishing this notice to solicit comments on the proposed rule

change from interested persons.

SHf-Regulatory Organization's Statement of the
Terms of Substance of the Proposed Rule Change

The Exchange is proposing to amend Rule 722 to automate the procedure for
executing the stock leg of a stock-option order and to dlow for the execution of the
options leg of a stock-option order in $.01 increments. The text of the proposed rule
change is available from the Office of the Secretary of the Exchange, and from the

Commisson.

115U.S.C. 785(b)(1).
2 17 CFR 240.190-4.



. Sdf-Regulatory Organization's Statement of the Purpose
of, and Statutory Basis for, the Proposed Rule Change

In itsfiling with the Commission, the sdlf-regulatory organization included
statements concerning the purpose of, and basis for, the proposed rule change and
discussed any comments it received on the proposed rule change. Thetext of these
gtatements may be examined at the places specified in Item IV below. The sdf-
regulatory organization has prepared summaries, set forth in sections A, B and C below,
of the most Sgnificant aspects of such statements.

A. Sdf-Regulatory Organization's Statement of the Purpose
of, and Statutory Basis for, the Proposed Rule Change

Purpose — The Exchange proposes to enhance the execution of stock-option
ordersin two respects. (1) to automate the transmission of the stock legs of an stock-
option combination order to a broker-dedler on behaf of members; and (2) to alow for

the pricing of the options legs of stock-option combination orders in penny increments.

Automatic Transmisson of Stock Legs

Supplementary Materid .01 to Rule 722 currently describes amanual procedure
by which a stock-option order may be executed on the Exchange. This manua procedure
requires each party to a stock-option trade to take steps immediately to transmit the stock
leg of the order to a non-Exchange market for execution. The Exchange proposes to
offer an automated process for the communication of stock-option orders by
eectronicdly tranamitting the orders related to the stock leg(s) for execution on behdf of
the partiesto the trade. In order to participate in this automated process for stock-option
orders, each member will be required to enter into a customer agreement with the
designated broker-dedler. In addition, each member will be responsible for whatever fees

and other charges the designated broker-dealer imposes for executing the trades. The ISE
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will not receive any fees reated to the stock portion of the stock-option trade. Members
will be able to continue using the current manua procedure for execution of stock-option

ordersif they choose.

The dectronic communicetion of the orders by the Exchange eiminates the
necessity for each party to the trade to separately communicate orders to the broker-
deder for execution, thereby making the process more efficient. Once the orders are
communicated to the broker-dedler for execution, the broker-deder has complete
respongbility for determining whether the orders may be executed in accordance with all
of the rules applicable to execution of equity orders, including compliance withthe
gpplicable short-sale, trade-through and trade reporting rules. Aswith the current manua
procedure, if the broker-dedler cannot execute the equity orders at the designated price,

the stock-option combination order will not be executed on the Exchange.

Penny Pricing For Options L egs of Stock-Option Orders

Because the options leg of a stock-option order must be executed in $.05
increments (for options trading below $3) and $.10 increments (for options trading at or
above $3),% while the stock leg of a stock-option order tradesin $.01 increments, it is not
always possible to achieve a proposed net price for stock-option orders. For example,
Suppose an investor proposes to buy stock and sall options at anet price of $8.50. If the
stock is $11.72 bid to $11.74 offered, and the option is $3.20 bid to $3.30 offered, anet
price of $8.50 cannot be achieved without executing the option leg at $3.22, $3.23, or

$3.24.* Therefore, we propose to alow for the execution of the option legs of stock-

3 |SE Rule 710.

* To execute the order within the bid and offer for the stock and the option, anet price of $8.50 could only

be achieved by (1) executing the stock at $11.72 and the option at $3.22 ($11.72 — $8.50); (2) executing the
-3-



option combination orders in one-cent increments to dlow investors greater opportunities
to receive execution of their stock-option orders. Options legs of a stock-option order
will continue to be reported through OPRA with a code that indicates that the trade was

part of acomplex order. The actud price of the trade will be reported.

Bass — The I SE beieves that the rule change is condgtent with the Act in generd,
and Section 6(b)(5) in particular. The proposed rule change is intended to remove
impediments to and perfect the mechanism for a free and open market and a national
market system, and, in generd, to protect investors and the public interest. The
automated procedure for transmitting the stock leg of a stock-option order will provide a
more efficient means for members to execute orders, and the execution of the options leg
of a stock-option order in $.01 minimum increments will improve investors ability to
receive execution of their orders.

B. Sdf-Regulatory Organization's
Statement on Burden on Competition

The proposed rule change does not impose any burden on competition that is not
necessary or appropriate in furtherance of the purposes of the Act.
C. Sdf-Regulatory Organization's Statement on

Comments on the Proposed Rule Change
Received from Members, Participants or Others

The Exchange has not solicited, and does not intend to solicit, comments on this
proposed rule change. The Exchange has not received any unsolicited written comments

from members or other interested parties.

. Date of Effectiveness of the Proposed Rule
Change and Timing for Commission Action

stock at $11.73 and the option at $3.23 ($11.73 — $8.50); or (3) executing the stock at $11.74 and the option
at $3.24 ($11.74 - $8.50).
-4-



Within 35 days of the date of publication of this notice in the Federal Register or
within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishesits reasons for so finding or
(i) asto which the sdif-regulatory organization consents, the Commission will:

(@ by order approve such proposed rule change; or

(b) indtitute proceedings to determine whether the proposed rule change should

be disapproved.

V. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments
concerning the foregoing. Persons making written submissons should file Sx copies
thereof with the Secretary, Securities and Exchange Commission, 450 Fifth Street, N.W.,
Washington, D.C. 20549. Copies of the submission, al subsequent amendments, al
written statements with respect to the proposed rule change that are filed with the
Commission, and al written communications relating to the proposed rule change
between the Commission and any person, other than those that may be withheld from the
public in accordance with the provisons of 5 U.S.C. 552, will be available for inspection
and copying in the Commission's Public Reference Section, 450 Fifth Street, N.W.,
Washington, D.C. 20549. Copies of such filing will also be available for ingpection and
copying at the principa office of the above-mentioned sdf-regulatory organization. All
submissions should refer to the file number in the caption above and should be submitted

by [insert date 21 days from the date of this publication].



For the Commission, by the Divison of Market Regulation, pursuant to delegated
authority.”

Secretary

® 17 CFR 200.30-3(8)(12).



Exhibit A

Text of the Proposed Rule Change

Underlining indicates additions; [brackets] indicate deletions.

Rule 722. Complex Orders

* * *

(b) Applicability of Exchange Rules. Except as otherwise provided in this
Rule, complex orders shall be subject to al other Exchange Rules that pertain to orders

genedly.

(2) Minimum Increments. Bidsand offers on complex orders may
be expressed in any decimal price, and the option leg(s) of a stock-option order
may be executed in one cent increments, regardless of the minimum increments
otherwise [appropriate] gpplicable to theindividua option legs of the order.
Complex orders expressed in net price increments that are not multiples of the
minimum increment are not entitled to the same priority under subparagraph
(b)(2) of this Rule as such orders expressed in increments that are multiples of the
minimum incremer.

Supplementary Material to Rule 722

.01 A hid or offer made as part of a stock-option order (as defined in
(a(5)(i) above) or a SSF-option order (as defined in (8)(5)(ii) above) is made and
accepted subject to the following conditions: (1) the order must disclose dl legs of the
order and must identify the SSF security (which in the case of asingle stock future
requires sufficient identification to determine the market(s) on which the single sock
future trades) and the price a which the non-option leg(s) of the order isto befilled; and
(2) concurrent with the execution of the options leg of the order, the initiating member
and each member that agrees to be a contra-party on the non-option leg(s) of the order
must either eect to have the stock leg(s) of a stock-option order eectronicaly
communicated to a designated broker-dedler for execution as provided in .02 below or
take steps immediately to transmit the nontoption leg(s) to a non-Exchange market(s) for
execution. Failure to observe these requirements will be considered conduct inconsistent
with just and equitable principles of trade and a violation of Rule 400.

A trade representing the execution of the options leg of a stock-option or SSF-
option order may be cancelled at the request of any member that is a party to that trade
only if market conditionsin any of the non Exchange market(s) prevent the execution of
the SSF leg(s) at the price(s) agreed upon.



.02 Automated Stock-Option Orders. A Member may eect to have the
Exchange dectronicaly communicate the stock leg(s) of a sock-option order to a
designated broker-deder for execution. To make such an eection, the Member must
enter into a brokerage agreement with the designated broker-deder. The Exchange will
automaticaly transmit the stock leg(s) of atrade to the designated broker-deder for
execution on behaf of the Member. A trade of a stock-option order will be automaticdly
cancdlled if market conditions prevent the execution of the stock or option leg(s) at the
prices necessary to achieve the agreed upon net price.




