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Partial Amendment

The self-regulatory organization must provide all required information, presented in a
clear and comprehensible manner, to enable the public to provide meaningful
comment on the proposal and for the Commission to determine whether the proposal
is consistent with the Act and applicable rules and regulations under the Act.

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change being deemed not properly filed. See also Rule 0-3 under the Act (17
CFR 240.0-3)

Copies of notices, written comments, transcripts, other communications. If such
documents cannot be filed electronically in accordance with Instruction F, they shall be
filed in accordance with Instruction G.

Copies of any form, report, or questionnaire that the self-regulatory organization
proposes to use to help implement or operate the proposed rule change, or that is
referred to by the proposed rule change.

The full text shall be marked, in any convenient manner, to indicate additions to and
deletions from the immediately preceding filing. The purpose of Exhibit 4 is to permit
the staff to identify immediately the changes made from the text of the rule with which
it has been working.

The self-regulatory organization may choose to attach as Exhibit 5 proposed changes
to rule text in place of providing it in Item | and which may otherwise be more easily
readable if provided separately from Form 19b-4. Exhibit 5 shall be considered part
of the proposed rule change.

If the self-regulatory organization is amending only part of the text of a lengthy
proposed rule change, it may, with the Commission's permission, file only those
portions of the text of the proposed rule change in which changes are being made if
the filing (i.e. partial amendment) is clearly understandable on its face. Such partial
amendment shall be clearly identified and marked to show deletions and additions.
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Item 1. Text of the Proposed Rule Change

@ C2 Options Exchange, Incorporated (the “Exchange” or “C2”) proposes to
adopt a Designated Primary Market-Maker (“DPM”) program. The text of the proposed
rule change is provided below.

(additions are underlined; deletions are [bracketed)])
* Kk k%
C2 Options Exchange, Incorporated
Rules

* kX *k %

Rule 1.1. Definitions

* kX *k %

BBO
The term “BBO” means the best bid or offer disseminated on the Exchange.

Rk S

Designated Primary Market-Maker

The term “Designated Primary Market-Maker” or “DPM” means a Participant organization
that is approved by the Exchange to function in allocated securities as a Market-Maker (as
defined in Rule 1.1) and is subject to the obligations under Rule 8.17 or as otherwise
provided under the Rules.

* Kk kX %k

Rule 6.12. Order Execution and Priority
System orders shall be executed consistent with the following provisions:

(a) Base Execution Algorithm. The Exchange will determine to apply, for each option class
traded on the System, one of the following rules of trading priority.
(1) Price-Time Priority. No change.
(2) Pro Rata Priority. No change.
(3) Price-Time with Primary Public Customer Priority and Secondary Trade
Participation Right Priority. Under this method, first priority is provided to Public
Customers as described in subparagraph (a)(3)(A) below; second priority is afforded to
Trade Participation Right recipients as described in subparagraph (a)(3)(B) below; and
remaining priority is handled in accordance with Price-Time Priority as set forth in
subparagraph (a)(1) above.
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(A) Public Customer. No change.
(B) Trade Participation Right. Preferred Market-Makers_and DPMs may be granted
trade participation rights pursuant to the provisions of Chapter 8 up to the applicable
participation right percentage designated pursuant to the provisions of Rule 8.13 and
Rule 8.19, respectively. More than one such trade participation right may be
activated for an option class (including at different priority sequences), however in
no case may more than one trade participation right be applied on the same trade.
For example, the Preferred Market-Maker trade participation right of Rule 8.13 and
the DPM trade participation right of Rule 8.19 may be in effect, along with other
priorities that are allowed under this Rule, for an option class at different priority
levels (e.g. Public Customer has first priority, Market Turner participation right has
second priority, Preferred Market-Maker has third priority, and DPM participation
right — if the Preferred Market-Maker participation right was not applied on the trade
— has fourth priority). In allocating the participation right, all of the following shall
apply:

(i) To be entitled to their participation right, a Preferred Market-Maker’s_or

DPM’s order and/or quote must be at the best price on the Exchange.

(if) A Preferred Market-Maker_or DPM may not be allocated a total quantity

greater than the quantity that it is quoting (including orders not part of quotes) at

that price.

(ii1) In establishing the counterparties to a particular trade, the Preferred Market-

[ IMaker’s_or DPM’s participation right must first be counted against the

Preferred Market-[ ]Maker’s_or DPM’s, as applicable, highest priority bids or

offers.

(iv) [t]The participation right shall only apply to any remaining balance of an

order once all higher priorities are satisfied.

Under any of the algorithms above, all displayed orders at a given price shall have priority
over the non-displayed portion of a Reserve Order at the same price.

(b) Additional Priority Overlays. In addition to the base allocation methodologies set forth
above, the Exchange may determine to apply, on a series-by-series basis, any or all of the
following designated market participant overlay priorities in a sequence determined by the
Exchange. The Exchange will issue a Regulatory Circular periodically which will specify
which series or classes are subject to these additional priorities as well as any time the
Exchange changes these priorities.
(1) Market Turner. No change.
(2) Small Order Preference.
(A) Orders for five (5) contracts or fewer will be executed first by the DPM;
provided, however, that, on a quarterly basis, the Exchange will evaluate what
percentage of the volume executed on the Exchange (excluding volume resulting
from the execution of orders in AIM (see Rule 6.51)) is comprised of orders for five
(5) contracts or fewer executed by DPMs, and will reduce the size of the orders
included in this provision if such percentage is over forty percent (40%).
(B) This procedure only applies to the allocation of executions among non-customer
orders and Market-Maker guotes existing in the Book at the time the order is
received by the Exchange. No market participant is allocated any portion of an
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execution unless it has an existing interest at the execution price. Moreover, no
market participant can execute a greater number of contracts than is associated with
the price of its existing interest. Accordingly, the small order preference contained in
this allocation procedure is not a guarantee; the DPM (1) must be guoting at the
execution price to receive an allocation of any size, and (2) cannot execute a greater
number of contracts than the size that is associated with its guote.

(C) If a Preferred Market-Maker is not guoting at a price equal to the NBBO at the
time a preferred order is received, the allocation procedure contained in
subparagraphs (b)(2)(A) and (B) shall be applied to the execution of the preferred
order. If a Preferred Market Maker is quoting at the NBBO at the time the preferred
order is received, the allocation procedure contained in subparagraph (a) shall be
applied to the execution of the preferred order. Any Market Turner status shall not
apply.

(D) The small order preference contained in this allocation procedure is only
applicable to automatic executions and is not applicable to auctions.

(c) - (9) No change.

* kKK %k

Rule 8.14. Approval to Act as a DPM
(a) To act as a DPM, a Participant must file an application with the Exchange on such forms
as the Exchange may prescribe.

(b) The Exchange shall determine the appropriate number of approved DPMs. Each DPM
approval shall be made by the Exchange from among the DPM applications on file with the
Exchange, based on the Exchange’s judgment as to which applicant is best able to perform
the functions of a DPM. Factors to be considered in making such a selection may include,
but are not limited to, any one or more of the following:

(1) adequacy of capital;

(2) operational capacity:;

(3) trading experience of and observance of generally accepted standards of conduct by
the applicant and its associated persons;

(4) requlatory history of and history of adherence to the Rules by the applicant and its
associated persons; and

(5) willingness and ability of the applicant and its associated persons to promote the
Exchange as a marketplace.

(c) Each applicant for approval as a DPM will be given an opportunity to present any matter
that it wishes the Exchange to consider in_conjunction with the approval decision. The
Exchange may require that a presentation be solely or partially in writing, and may require
the submission of additional information from the applicant or persons associated with the
applicant. Formal rules of evidence shall not apply to these proceedings.
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(d) In selecting an applicant for approval as a DPM, the Exchange may place one or more
conditions on the approval, including but not limited to conditions concerning the capital or
operations of or persons associated with the applicant, and the number or type of securities
that may be allocated to the applicant.

(e) Each DPM shall retain its approval to act as a DPM for one year, unless the Exchange
relieves the DPM of its approval and obligations to act as a DPM or the Exchange earlier
terminates the DPM’s approval to act as a DPM pursuant to Rule 8.20. After each one-year
term, a DPM may file an application with the Exchange to renew its approval to act as a
DPM on such forms as the Exchange may prescribe, which the Exchange may approve or
disapprove in its sole discretion in the same manner and based on the same factors set forth
in paragraphs (b) through (d) above, and any other factors that the Exchange deems relevant,
including an evaluation of the extent to which the DPM has satisfied its obligations under
Rule 8.17.

() If pursuant to Rule 8.20 the Exchange terminates or otherwise limits its approval for a
Participant to act as a DPM, the Exchange shall have the discretion to do one or both of the

following:

(1) approve a DPM on an interim basis, pending the final approval of a new DPM
pursuant to paragraphs (a) through (d) of this Rule; and

(2) allocate on an interim basis to another DPM(s) the securities that were allocated to
the affected DPM, pending a final allocation of such securities pursuant to Rule 8.15.

Neither an interim approval nor allocation made pursuant to this paragraph (f) should be
viewed as a prejudgment with respect to the final approval or allocation.

(q) DPM appointments may not be sold, assigned, or otherwise transferred without prior
written approval of the Exchange.

Rule 8.15. Allocation of Securities to DPMs

(a) The Exchange shall determine for each security traded on the Exchange whether the
security should be allocated to a DPM and, if so, to which DPM the security should be
allocated.

(b) The Exchange may consider any information that the Exchange believes will be of
assistance to it in making determinations pursuant to paragraph (a) of this Rule. Factors to
be considered in making such determinations may include, but are not limited to, any one or
more of the following: performance, volume, capacity, market performance commitments,
operational factors, efficiency, competitiveness, environment in which the security will be
traded, expressed preferences of issuers, and recommendations of Exchange committees.

(c) During a DPM’s term, the Exchange may remove the allocation of a security to the
DPM, and may reallocate the applicable security pursuant to paragraph (a) of this Rule, if
the DPM fails to adhere to any market performance commitments made by the DPM in
connection with receiving the allocation. Any determination made pursuant to paragraph (a)
of this Rule may also be changed by the Exchange at any time if the Exchange concludes
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that a change is in the best interests of the Exchange based on operational factors or
efficiency.

(d) Prior to taking any action pursuant to paragraph (c) of this Rule, except when
expeditious action is required, the Exchange shall notify the DPM involved of the reasons
the Exchange is considering taking action pursuant to paragraph (c) of this Rule and the kind
of action that is under consideration, and shall either convene one or more informal
meetings with the DPM to discuss the matter, or shall provide the DPM with the opportunity
to submit a written statement to the Exchange. Ordinarily, neither counsel for the Exchange
nor counsel for the DPM shall be invited to any such informal meetings, and no verbatim
record of the meetings shall be kept.

(e) The allocation of a security to a DPM does not convey ownership rights in such
allocation or in the order flow associated with such allocation.

(9 In allocating and reallocating securities to DPMs, the Exchange shall act in accordance
with any limitation or restriction on the allocation of securities that is established pursuant to
another Exchange rule.

... Interpretations and Policies:

.01 Subject to Rule 8.14(f), the Exchange may reallocate a security pursuant to paragraph (a)
of this Rule at the end of a DPM’s one-year term, in the event that the security is removed
pursuant to another Exchange Rule from the DPM to which the security has been allocated,
or in the event that for some other reason the DPM to which the security has been allocated
no longer retains such allocation.

Rule 8.16. Conditions on the Allocation of Securities to DPMs

(a) The Exchange may establish (1) restrictions applicable to all DPMs on the concentration
of securities allocable to a single DPM and to affiliated DPMs and (2) minimum eligibility
standards applicable to all DPMs, which must be satisfied in order for a DPM to receive
allocations of securities, including but not limited to standards relating to adequacy of
capital and operational capacity.

(b) The Exchange has the authority under the Rules to restrict the ability of particular DPMs
to receive allocations of securities, including but not limited to, Rule 8.14(d) and Rule 8.20.

Rule 8.17. DPM Obligations

(a) Dealer Transactions. Each DPM shall fulfill all of the obligations of a Market-Maker
under the Rules, and shall satisfy each of the following requirements in respect of each of
the securities allocated to the DPM. To the extent that there is any inconsistency between the
specific obligations of a DPM set forth in this Rule 8.17 and the general obligations of a
Market-Maker under the Rules, this Rule 8.17 shall govern. Each DPM shall:

(1) provide continuous quotes in at least the lesser of 99% of the non-adjusted option
series (as defined in Rule 8.5(a)(1)) or 100% of the non-adjusted option series minus one
call-put pair of each option class allocated to it, with the term “call-put pair” referring to
one call and one put that cover the same underlying instrument and have the same
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expiration date and exercise price, and assure that its disseminated market quotations are
accurate. For purposes of this subparagraph (a)(1), “continuous” means 90% of the time.
If a technical failure or limitation of the System prevents a DPM from maintaining, or
from communicating to the Exchange, timely and accurate quotes in a series, the
duration of such failure shall not be considered in determining whether that DPM has
satisfied the 90% quoting standard with respect to the series;

(2) assure that each of its displayed market quotations are for the number of contracts
required by Rule 8.6(a);

(3) segregate in a manner prescribed by the Exchange (A) all transactions consummated
by the DPM in securities allocated to the DPM and (B) any other transactions
consummated by or on behalf of the DPM that are related to the DPM’s DPM business;

(4) not initiate a transaction for the DPM’s own account that would result in putting into
effect any stop or stop limit order that may be in the Book and when the DPM
guarantees that the stop or stop limit order will be executed at the same price as the
electing transaction. The restrictions set forth in this subparagraph (a)(4) apply to stop or
stop limit orders only if the terms of such orders are visible to the DPM or if such orders
are handled by the DPM; and

(5) ensure that a trading rotation is initiated promptly following the opening of the
underlying security (or promptly after 8:30 a.m. (CT) in an index class) in accordance
with Rule 6.11 in 100% of the series of each allocated class by entering opening quotes

as necessary.

(b) Agency Transactions. A DPM shall not execute orders as an agent in its allocated option
classes.

(c) Other Obligations. In addition to the obligations described in paragraphs (a) and (b) of
this Rule, a DPM shall fulfill each of the following obligations:

(1) resolve disputes relating to transactions in the securities allocated to the DPM,
subject to Exchange official review, upon the request of any party to the dispute;

(2) make competitive markets on the Exchange and otherwise promote the Exchange in
a manner that is likely to enhance the ability of the Exchange to compete successfully
for order flow in the classes it trades;

(3) promptly inform the Exchange of any material change in the financial or operational
condition of the DPM;

(4) supervise all persons associated with the DPM to assure compliance with the Rules:;

(5) segregate in a manner prescribed by the Exchange the DPM’s business and activities
as a DPM from the DPM’s other businesses and activities; and
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(6) continue to act as a DPM and to fulfill all of the DPM’s obligations as a DPM until
its DPM appointment has lapsed, the Exchange relieves the DPM of its approval and
obligations to act as a DPM, or the Exchange terminates the DPM’s approval to act as a
DPM pursuant to Rule 8.20.

(d) Obligations of DPM Associated Persons. Each person associated with a DPM shall be
obligated to comply with the provisions of paragraphs (a), (b), and (c) of this Rule when
acting on behalf of the DPM.

(e) Requirements to Hold Trading Permit. Each DPM shall hold such number of Trading
Permits as may be necessary based on the aggregate “registration cost” for the classes
allocated to the DPM. Each Trading Permit held by the DPM has a registration credit of 1.0.
The registration costs for the classes allocated to the DPM organization are set forth in Rule

8.2(d).

For example, if the DPM has been allocated such number of option classes that its aggregate
registration cost is 1.6, the DPM would be required to hold two Trading Permits. The
Exchange may change at any time the registration cost of any option class; upon any such
change, each DPM will be required to hold the appropriate number of Trading Permits
reflecting the revised registration costs of the classes that have been allocated to it.
Additionally, a DPM s required to hold the appropriate humber of Trading Permits at the
time a new option class allocated to it pursuant to Rule 8.15 begins trading.

In the event a Participant approved as a DPM is also approved to act as a Market-Maker and
has excess Trading Permit capacity above the aggregate registration cost for the classes
allocated to it as the DPM, the Participant may utilize the excess Trading Permit capacity to
guote in an appropriate number of classes in the capacity of a Market-Maker. For example,
if the DPM has been allocated such number of option classes that its aggregate registration
cost is 1.6, the Participant could request an appointment as a Market-Maker in_any
combination of option classes whose aggregate registration cost does not exceed .40. The
Participant will not function as a DPM in any of these additional classes. In the event the
Participant utilizes any excess Trading Permit capacity to quote in some additional classes
as a Market-Maker, it must comply with the provisions of Rule 8.2.

... Interpretations and Policies:

.01 Willingness to promote the Exchange as a marketplace includes assisting in meeting and
educating market participants (and taking the time for travel related thereto), maintaining
communications with Participants in order to be responsive to suggestions and complaints,
responding to suggestions and complaints, and other like activities.

Rule 8.18. DPM Financial Requirements

Each DPM shall maintain (a) net liquidating equity in its DPM account of not less than
$100,000, and in conformity with such guidelines as the Exchange may establish from time
to time, and (b) net capital sufficient to comply with the requirements of Exchange Act Rule
15c3-1. Each DPM which is a Clearing Participant shall also maintain net capital sufficient
to comply with the requirements of the Clearing Corporation.
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Rule 8.19. Participation Entitlement of DPMs
(a) Subject to the review of the Board, the Exchange may establish from time to time a
participation entitlement formula that is applicable to all DPMs.

(b) The participation entitlement for DPMs shall operate as follows:

(1) Generally.

(A) To be entitled to a participation entitlement, the DPM must be quoting at the
BBO.

(B) A DPM may not be allocated a total quantity greater than the guantity that the
DPM is quoting at the BBO.

(C) The participation entitlement is based on the number of contracts remaining after
all public customer orders in the Book at the BBO have been satisfied.

(2) Participation Rates Applicable to DPMs. The collective DPM participation
entitlement shall be: 50% when there is one Market-Maker also quoting at the BBO and
40% when there are two or more Market-Makers also quoting at the BBO. If only the
DPM is quoting at BBO (with no Market-Makers quoting at the BBO), the participation
entitlement shall not be applicable and the allocation procedures under Rule 6.12 shall

apply.

(3) Participation Entitlement in Instances Where a Preferred Market-Maker Receives a
Participation Entitlement Pursuant to Rule 8.13. A DPM will not receive its
participation entitlement set forth in this Rule in trades for which a Preferred Market-
Maker receives a participation entitlement pursuant to Rule 8.13, based on the order
priority determined by the Exchange under Rule 6.12.

. Interpretations and Policies:

.01 Notwithstanding subparagraph (b)(2) above, the Exchange may establish a lower DPM
participation rate on a product-by-product basis for newly listed products or products that
are being allocated to a DPM for the first time. Notification of such lower participation rate
shall be provided to Participants through a Requlatory Circular.

Rule 8.20. Termination, Conditioning, or Limiting Approval to Act as a DPM
() The Exchange may terminate, place conditions upon, or otherwise limit a Participant’s
approval to act as a DPM under any one or more of the following circumstances:

(1) if the Participant incurs a material financial or operational change;

(2) if the Participant fails to comply with any of the requirements under this Chapter 8
regarding DPM obligations and responsibilities (including, but not limited to, any
conditions imposed under Rule 8.14(d), Rule 8.16(a)(2), or this Rule 8.20); or
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(3) if for any reason the TPH organization should no longer be eligible for approval to
act as a DPM or to be allocated a particular security or securities.

Before the Exchange takes action to terminate, condition, or otherwise limit a Participant’s
approval to act as a DPM, the Participant will be given notice of such possible action and an
opportunity to present any matter which it wishes the Exchange to consider in determining
whether to take such action. Such proceedings shall be conducted in the same manner as
Exchange proceedings concerning DPM approvals, which are governed by Rule 8.14(c).

(b) Notwithstanding the provisions of paragraph (a) of this Rule, the Exchange has the
authority to immediately terminate, condition, or otherwise limit a Participant’s approval to
act as a DPM if it incurs a material financial or operational change warranting such action or
if the Participant fails to comply with any of the financial requirements of Rule 8.18.

(c) Limiting a Participant’s approval to act as a DPM may include, among other things,
limiting or withdrawing the Participant’s DPM participation entitlement provided for under
8.19 and withdrawing the right of the Participant to act in the capacity of a DPM in a
particular security or securities that have been allocated to the Participant.

(d) If a Participant’s approval to act as a DPM s terminated, conditioned, or otherwise
limited by the Exchange pursuant to this Rule, the Participant may seek review of that
decision under Chapter 19 of the Rules.

Rule 8.21. Limitations on Dealings of DPMs and Affiliated Persons of DPMs

A DPM shall maintain information barriers that are reasonably designed to prevent the
misuse of material, non-public information with any affiliates that may conduct a brokerage
business in option classes allocated to the DPM or act as a specialist or market-maker in any
security underlying options allocated to the DPM, and otherwise comply with the
requirements of CBOE Rule 4.18 regarding the misuse of material non-public information.
A DPM shall provide its information barriers to the Exchange and obtain prior written
approval.

Rk I e

CHAPTER 17
Discipline

The rules contained in CBOE Chapter XVII, as such rules may be in effect from time to
time, shall apply to C2 and are hereby incorporated into this Chapter. C2 Participants shall
comply with CBOE Chapter XVII as if such rules were part of the C2 Rules. Unless the
context dictates otherwise, the following terms, or any variations of these terms, from
CBOE Chapter XVII shall have the following meanings for purposes of this Chapter:
“Exchange” and “CBOE” shall mean C2; “Trading Permit Holder” (i.e., CBOE Trading
Permit Holder) shall mean “Permit Holder”; “Trading Permit Holders” shall mean “Permit
Holders”; and “Clearing Trading Permit Holder” shall mean “Clearing Participant.”

Notwithstanding the above paragraph, with respect to its applicability to C2 only, CBOE
Rule 17.50(g)(14) will be replaced in its entirety with the following:
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(14) Failure to Meet C2 Quoting Obligations

A fine shall be imposed upon a Market-Maker, [or]Preferred Market-Maker_or DPM (as
applicable) in accordance with the fine schedule set forth below for failure to meet its
continuous quoting obligations (Rule 8.5(a)(1), [and]Rule 8.13(d)_and Rule 8.17(a)(1),

respectively).

Number of Offenses in Any Rolling Twenty-

Four Month Period Fine Amount

1st Offense $2,000 to $4,000

2nd Offense $4,000 to $5,000

Subsequent Offenses $5,000 or Referral to Business

Conduct Committee

N
(b) Not applicable.
(© Not applicable.

Item 2. Procedures of the Self-Regulatory Organization

@ The Exchange’s President pursuant to delegated authority approved the
proposed rule change on July 25, 2012.

(b) Please refer questions and comments on the proposed rule change to Joanne
Moffic-Silver, (312) 786-7462, or Laura Dickman, (312) 786-7572, C2 Options Exchange,
Incorporated, 400 South LaSalle, Chicago, Illinois 60605.

Item 3. Self-Requlatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

@ Purpose
The proposed rule change proposes to adopt a DPM program.® The Exchange

believes the DPM program will encourage deeper liquidity in allocated classes by

! The proposed rules are based generally on the rules governing the DPM

program on Chicago Board Options Exchange, Incorporated (“CBOE”), excluding
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imposing obligations on DPMs to attract order flow to the Exchange in allocated
securities and to quote competitively. These proposed Rules also impose special
eligibility requirements and market performance standards on DPMs. As specialists,
DPMs will receive a trade participation right in their allocated classes in exchange for
their heightened responsibilities.

DPM Program

Rule 1.1 — Definition of DPM?

The proposed rule change amends Rule 1.1 to adopt a definition of the term
“Designated Primary Market-Maker”, which is used throughout the proposed DPM
Rules. A DPM is a Participant® organization that is approved by the Exchange to
function in allocated securities as a Market-Maker and is subject to obligations under
proposed Rule 8.17. The purpose of requiring that a DPM be an organization is to ensure
that each DPM has a formal organizational structure in place to govern the manner in
which it will operate as a DPM. The Exchange believes it is essential that it have the sole
authority to approve a Participant organization to act as a DPM to ensure that the
Participant organization satisfies the eligibility requirements set forth in proposed Rule
8.14 and the financial requirements set forth in proposed Rule 8.18, and can otherwise

meet the obligations and responsibilities of a DPM set forth in proposed Rule 8.17.

among other things certain provisions that are inapplicable to C2 (such as provisions
related to floor trading and CBOE-specific provisions) as well as other provisions that are
outdated. See CBOE Rules 6.45A(a)(ii)(2) and (iii), 6.45B(a)(i)(2) and (iii), 8.80, 8.83 —
8.91, 8.95, and 17.50(g)(14). See Item 8 of this rule filing for a discussion of the
differences between the proposed Rules and the corresponding CBOE rules.

2 See CBOE Rule 8.80(a).

3 A “Participant” is an Exchange-recognized holder of a Trading Permit,
which is an Exchange-issued permit that confers the ability to transact on the Exchange.
See Rule 1.1.
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Rule 8.14 — Approval to Act as a DPM*

Proposed Rule 8.14 addresses the DPM approval process. To act as a DPM, a
Participant must file an application with the Exchange on such forms as the Exchange
may prescribe. The Exchange will determine the appropriate number of approved DPMs.
The Exchange will make each DPM approval from among the DPM applications on file
with the Exchange, based on the Exchange’s judgment as to which applicant is best able
to perform the functions of a DPM. The factors the Exchange may consider when
making this selection include, but are not limited to, any one or more of the following:

(¢D) adequacy of capital;

2 operational capacity;

3 trading experience of and observance of generally accepted standards of

conduct by the applicant and its associated persons;

4) regulatory history of and history of adherence to Exchange Rules by the

applicant and its associated persons; and

5) willingness and ability of the applicant and its associated persons to

promote the Exchange as a marketplace.

The following are some examples of the many ways in which the Exchange may consider
these factors:

o In considering adequacy of capital of an applicant, the Exchange may look

at whether the applicant meets the financial requirements set forth in proposed

Rule 8.18 and whether it otherwise has the resources to meet the heightened

responsibilities.

4 See CBOE Rules 8.83, 8.88, and 8.89.
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o In considering operational capacity of an applicant, the Exchange may
look to criteria such as the number of Market-Makers or personnel and the ability
to process order flow in determining whether it would be able to satisfy the DPM
obligations in an efficient manner.

. In considering trading experience of and observance of generally accepted
standards of conduct by the applicant and its associated persons, the Exchange
may look at the applicant’s and its associated persons’ history at the Exchange or
in the industry, the trading volume of the applicant and its associated persons, and
market performance reviews in determining whether the applicant would be able
to meet the DPM market performance standards.

. In considering the regulatory history of and history of adherence to
Exchange Rules by the applicant and its associated persons, the Exchange may
look to whether the applicant or its associated persons have been found to have
violated Exchange rules or have been subject to any enforcement proceedings in
determining whether the applicant and its associated persons would comply with
obligations imposed by the DPM Rules and other Rules of the Exchange, as well
as federal securities laws and regulations.

. In considering willingness and ability of the applicant and its associated
persons to promote the Exchange as a marketplace, the Exchange may look at
whether the applicant has engaged (or how it intends to engage) in activities such
as assisting in meeting and educating market participants, maintaining

communications with Participants in order to be responsive to suggestions and
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complaints, and responding to suggestions and complaints in determining whether

the applicant could bring order flow to the Exchange.

These are the primary factors that the Exchange believes are necessary for it to consider
when determining whether a DPM applicant is able to meet the DPM obligations,
responsibilities, and market performance standards imposed by the proposed DPM Rules.
Given that the Exchange may limit the number of approved DPMs, it is important that the
Exchange can reasonably determine that the Participants it approves to act as DPMs will
increase liquidity and quote competitively in order to attract order flow as intended by the
proposed DPM program.

Each applicant for approval as a DPM will have an opportunity to present any
matter that it wishes the Exchange to consider in conjunction with the approval decision.
The Exchange may require that a presentation be solely or partially in writing, and may
require the submission of additional information from the applicant or its associated
persons. Formal rules of evidence will not apply to these proceedings. This opportunity
will allow a DPM applicant to ensure that the Exchange considers all information that the
DPM applicant deems relevant, in addition to the standard information described by the
factors above that the Exchange reviews. The Exchange believes the presentation of this
information, in addition to the information requested by the Exchange, will result in fair
and fully informed decisions by the Exchange during the DPM approval process.

In selecting an applicant for approval as a DPM, the Exchange may place one or
more conditions on the approval, including but not limited to conditions concerning the
capital or operations of or persons associated with the DPM applicant, and the number or

type of securities that may be allocated to the applicant. Depending on the circumstances
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surrounding a specific DPM applicant, the Exchange believes it is necessary to have the
ability to impose conditions on the specific DPM approval in addition to the obligations
otherwise imposed by the DPM Rules as an additional means to ensure that the DPM
applicant is able to adequately perform the DPM functions.

Each DPM will retain its approval to act as a DPM for one year, unless the
Exchange relieves the DPM of its approval and obligations to act as a DPM or earlier
terminates the DPM’s approval to act as a DPM pursuant to proposed Rule 8.20. After each
one-year term, a DPM may file an application with the Exchange to renew its approval to
act as a DPM on forms prescribed by the Exchange, which renewal application the
Exchange may approve or disapprove in its sole discretion in the same manner and based on
the same factors set forth in proposed Rule 8.14(b) through (d), and any other factors the
Exchange deems relevant (including an evaluation of the extent to which the DPM has
satisfied its obligations under proposed Rule 8.17). Because the proposed rule change
provides that the Exchange will determine the appropriate number of approved DPMs in
a class, the Exchange believes that having temporary DPM appointments will provide all
Participants with regular opportunities to be selected as DPMs by the Exchange rather
than allow certain Participants to have perpetual DPM appointments.

If the Exchange terminates or otherwise limits its approval for a Participant to act
as a DPM, the Exchange may do one or both of the following: (1) approve a DPM on an
interim basis, pending the final approval of a new DPM; and (2) allocate on an interim
basis to another DPM(s) the securities that were allocated to the affected DPM, pending a
final allocation of the securities pursuant to proposed Rule 8.15 (as described below).

Neither an interim approval nor allocation will be viewed as a prejudgment with respect
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to the final approval or allocation. Interim approvals and allocations will provide
uninterrupted DPM quoting in appointed classes and prevent any reduced liquidity in
those classes that could otherwise result from a termination, condition, or limit on a
DPM’s approval or allocation.

Proposed Rule 8.14(g) provides that DPM appointments may not be sold, assigned,
or otherwise transferred without prior written approval of the Exchange. This provision
clarifies that only the Exchange may authorize a firm to act as a DPM, which will allow the
Exchange to ensure that a Participant is qualified to adequately perform DPM functions and
fulfill its obligations and responsibilities as a DPM under the proposed DPM Rules.

Rule 8.15 — Allocation of Securities to DPMs>

Proposed Rule 8.15 sets forth the manner in which the Exchange will allocate
securities to DPMs. Proposed Rule 8.15(a) provides that the Exchange will determine for
each security traded on the Exchange whether the security should be allocated to a DPM
and, if so, to which DPM the security should be allocated. The proposed rule change
could produce additional quotation volume in classes that are allocated to DPMs. The
Exchange maintains a rigorous capacity planning program that monitors system
performance and projected capacity demands and, as a general matter, considers the
potential system capacity impact of all new initiatives. The Exchange has analyzed the
potential for additional quote traffic resulting from the addition of DPMs and has
concluded that the Exchange has sufficient system capacity to handle those additional
quotes without degrading the performance of its systems. The Exchange also notes that

any additional quote traffic will be limited, as the Exchange may allocate securities to

5 See CBOE Rule 8.95.
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DPMs on a class-by-class basis as opposed to allocating all classes to DPMs. Ultimately,
the Exchange believes that it has the necessary systems capacity to allocate option classes
to DPMs as described in this proposed rule change. The Exchange will monitor quoting
volume associated with DPMs and its effect on C2’s systems.

Proposed Rule 8.15(b) describes the criteria that the Exchange may consider in
making allocation determinations. The factors the Exchange may consider when making
these determinations include, but are not limited to, any one or more of the following:
performance, volume, capacity, market performance commitments, operational factors,
efficiency, competitiveness, environment in which the security will be traded, expressed
preferences of issuers, and recommendations of any Exchange committees. The
following are some examples of the many ways in which these criteria may be applied:

o In considering performance, the Exchange may look at the market

performance ranking of the applicable DPMs, as established by market

performance reviews that are conducted by the Exchange.

. In considering volume, the Exchange may look at the anticipated trading

volume of the security and the trading volume attributable to the applicable DPMs

in determining which DPMs would be best able to handle the additional volume.

. In considering capacity, operational factors, and efficiency, the Exchange

may look to criteria such as the number of Market-Makers or DPM personnel, the

ability to process order flow, and the amount of DPM capital in determining
which DPMs would be best able to handle additional securities.

. In considering marketing performance commitments, the Exchange may

look at the pledges a DPM has made with respect to how narrow its bid-ask
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spreads will be and the number of contracts for which it will honor its

disseminated market quotations beyond what is required by Exchange Rules.

o In considering competitiveness, the Exchange may look at percentage of

volume attributable to a DPM in allocated securities that are multiply listed.

. In considering the environment in which the security will be traded, the

Exchange may seek a proportionate distribution of securities between the Market-

Maker system and the DPM system and across different DPMs.

o In considering expressed preferences of issuers, the Exchange may

consider the views of the issuer of a security traded on the Exchange with respect

to the allocation of that security or to the licensor of an index on which an index
option is based with respect to the allocation of that index option.

. The Exchange may consider the recommendation of any Exchange

committees, particularly those that evaluate DPM market performance.

Proposed Rule 8.15(c) provides that the Exchange may remove an allocation and
reallocate the applicable security during a DPM’s term if the DPM fails to adhere to any
market performance commitments made by the DPM in connection with receiving the
allocation. The Exchange typically requests that DPMs make market performance
commitments as part of their applications to receive allocations of particular securities.
As described above, these commitments may relate to pledges to keep bid-ask spreads
within a particular width or to make disseminated quotes firm for a designated number of
contracts beyond what is required by Exchange Rules. Proposed Rule 8.15(c) permits the
Exchange to remove an allocation if these commitments are not met, which the Exchange

believes will incentive DPMs to abide by these commitments. The Exchange believes
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these types of commitments will be instrumental in causing DPMs to quote more
competitively.

Proposed Rule 8.15(c) also provides that the Exchange may change an allocation
determination if it concludes that doing so is in the best interests of the Exchange based
on operational factors or efficiency. For example, if, due to market conditions, trading
volume in a security greatly increased over a very short time frame and the DPM
allocated that security could not handle the additional order flow, the Exchange may
deem it necessary to reallocate the security to another DPM with the capacity to do so.
This provision will allow the Exchange to ensure that there is sufficient liquidity during
trading hours in the allocated option classes.

Proposed Rule 8.15(d) provides that prior to taking any action to remove an
allocation, the Exchange will generally give the DPM prior notice of the contemplated
action and an opportunity to be heard concerning the action. The only exception to this
requirement would be in those unusual situations when expeditious action is required due
to extreme market volatility or some other situation requiring emergency action.
Specifically, except when expeditious action is required, proposed Rule 8.15(d) requires
that prior to taking any action to remove an allocation, the Exchange must notify the
DPM involved of the reasons the Exchange is considering taking the contemplated
action, and will either convene one or more informal meetings with the DPM to discuss
the matter, or provide the DPM with the opportunity to submit a written statement to the
Exchange concerning the matter. Due to the informal nature of the meetings provided for
under proposed Rule 8.15(d) and in order to encourage constructive communication

between the Exchange and the affected DPM at those meetings, ordinarily neither
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counsel for the Exchange nor counsel for the DPM will be invited to attend these
meetings and no verbatim record of the meetings will be kept.

As with any decision made by the Exchange, any person adversely affected by a
decision made by the Exchange to remove an allocation may appeal the decision to the
Exchange under Chapter 19 of the Exchange Rules. The appeal procedures in Chapter 19
provide for the right to a formal hearing concerning any such decision and for the right to
be accompanied, represented, and advised by counsel at all stages of the proceeding. In
addition, any decision of the Exchange’s Appeals Committee may be appealed to the
Board of Directors pursuant to CBOE Rule 19.5 (which is incorporated into the Exchange
Rules). The Exchange believes these hearing and appeal procedures will provide DPMs
with appropriate due process with respect to decisions made regarding their DPM
allocations and will promote a fair and fully informed decision-making process.

Proposed Rule 8.15(e) provides that the allocation of a security to a DPM does
not convey ownership rights in the allocation or in the order flow associated with the
allocation. Proposed Rule 8.15(e) is intended to make clear that DPMs may not buy, sell,
or otherwise transfer an allocation and that, instead, the Exchange has the sole authority
to determine allocations. As discussed above, DPM appointments may only be
transferred with Exchange approval pursuant to proposed Rule 8.14(g).

Proposed Rule 8.15(f) provides that in allocating and reallocating securities to
DPMs, the Exchange will act in accordance with any limitation or restriction on the
allocation of securities that is established pursuant to another Exchange Rule. For
example, the Exchange may take remedial action against a DPM for failure to satisfy

minimum market performance standards, and such action may involve a restriction
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related to the allocation of securities to that DPM. Similarly, the Exchange may place
restrictions on a DPM’s ability to receive or retain allocations of securities pursuant to
various provisions of these proposed Rules, including as a condition of appointment as a
DPM (proposed Rule 8.14(d)), due to failure to perform DPM functions (proposed Rule
8.20(a)(2)), or due to a material financial or operational change (proposed Rule
8.20)(a)(1)). Proposed Rule 8.15(f) is intended to make clear that the Exchange must act
in accordance with any of these restrictions in making allocation determinations.
Proposed Rule 8.15, Interpretation and Policy .01 generally provides that the
Exchange may reallocate a security at the end of a DPM’s one-year term, in the event that
the security is removed pursuant to another Exchange Rule from the DPM to which the
security has been allocated, or in the event that for some other reason the DPM to which
the security has been allocated no longer retains the allocation. For example, at the end
of a DPM’s term, the Exchange may allocate the security to the same DPM again (if the
DPM applied for its appointment to be renewed and the Exchange approved the renewal
application), to another DPM, or to no DPM. As another example, as described above,
the Exchange may take remedial actions against DPMs in specified circumstances,
including the removal of an allocation. Proposed Rule 8.15, Interpretation and Policy .01
is intended to clarify that in the event the Exchange removes an allocation pursuant to
Exchange Rules, the Exchange will reallocate the security pursuant to proposed Rule
8.15. The only exception to this provision is that the Exchange is authorized pursuant to
proposed Rule 8.14(f) to allocate to an interim DPM on a temporary basis a security that
is removed from another DPM until the Exchange has made a final allocation of the

security. As with several other proposed Rules, this provision is intended allow the
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Exchange to ensure that there is sufficient liquidity in allocated classes despite changing
circumstances.

Rule 8.16 — Conditions on the Allocation of Securities to DPMs®

Proposed Rule 8.16 allows the Exchange to establish (1) restrictions applicable to
all DPMs on the concentration of securities allocable to a single DPM and to affiliated
DPMs and (2) minimum eligibility standards applicable to all DPMs, which must be
satisfied in order for a DPM to receive allocations of securities, including but not limited
to standards relating to adequacy of capital and operational capacity (including number of
personnel). Among the reasons for granting the Exchange the authority to limit the
concentration of securities allocable to a single DPM and to affiliated DPMs is to
promote competition in the Exchange’s market and to help ensure that no DPM or group
of affiliated DPMs is allocated such a large number of securities that it would be difficult
for the Exchange to quickly reallocate those securities to other DPMs or Market-Makers
in the event that for some reason the DPM or group of affiliated DPMs were no longer
able to perform in that capacity. Among the reasons for granting the Exchange the
authority to establish minimum eligibility standards for DPMs to receive allocations of
securities is to help ensure that a DPM has the financial and operational ability to handle
additional allocations of securities and meet its DPM obligations with respect to those
securities. Similarly, the Exchange may utilize this proposed Rule to establish specific
minimum market performance standards that must be satisfied by DPMs in order to

receive allocations of securities so that a DPM that is not performing adequately with

6 See CBOE Rule 8.84.
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respect to the securities that have already been allocated to the DPM is not allocated
additional securities.

Rule 8.17 — DPM Obligations”

Proposed Rule 8.17 describes the obligations of a DPM. Proposed Rule 8.17(a)
includes the general obligation with respect to each of its allocated securities to fulfill all
of the obligations of a Market-Maker under Exchange Rules in addition to the
requirements set forth in this proposed Rule.® Proposed Rule 8.17(a) requires each DPM:

1) to provide continuous quotes in at least the lesser of 99% of the non-
adjusted option series (as defined in Rule 8.5(a)(1)) or 100% of the non-adjusted
option series minus one call-put pair of each option class allocated to it, with the
term “call-put pair” referring to one call and one put that cover the same
underlying instrument and have the same expiration date and exercise price, and
assure that its disseminated market quotations are accurate®;

@) to assure that each of its displayed market quotations are for the number of

contracts required by Rule 8.6(a), “Market-Maker Firm Quotes”;

3 to segregate in a manner prescribed by the Exchange (a) all transactions

consummated by the DPM in securities allocated to the DPM and (b) any other

See CBOE Rule 8.85.

To the extent there is any inconsistency between the specific obligations
of a DPM set forth in proposed Rule 8.17 and the general obligations of a Market-Maker
under the Exchange Rules, proposed Rule 8.17 will govern.

For purposes of this provision, “continuous” means 90% of the time. If a
technical failure or limitation of the System prevents a DPM from maintaining, or from
communicating to the Exchange, timely and accurate quotes in a series, the duration of
such failure will not be considered in determining whether that that DPM has satisfied the
99% quoting standard with respect to the series.

8



Page 26 of 86

transactions consummated by or on behalf of the DPM that are related to the

DPM’s DPM business™;

4 to not initiate a transaction for the DPM’s own account that would result

in putting into effect any stop or stop limit order that may be in the Book! and

when the DPM guarantees that the stop or stop limit order will be executed at the

same price as the electing transaction*?; and

(5) to ensure that a trading rotation is initiated promptly following the opening

of the underlying security (or promptly after 8:30 a.m. Central Time in an index

class) in accordance with Rule 6.11 in 100% of the series of each allocated class

by entering opening quotes as necessary.

Proposed Rule 8.17(b) provides that a DPM may not represent discretionary
orders as an agent in its allocated classes.

Proposed Rule 8.17(c) lists additional obligations of a DPM, including that a
DPM must:

1) resolve disputes relating to transactions in the securities allocated to the

DPM, subject to Exchange official review, upon the request of any party to the

dispute;

10 This will permit the Exchange to monitor each DPM’s trading positions in

order to ensure that the DPM is in compliance with the financial and other requirements
that are applicable DPMs.

The term “Book” means the electronic book of buy and sell orders and
guotes maintained by the System. The “System” is the automated trading system used by
the Exchange for the trading of options contracts. See Rule 1.1.

12 These restrictions apply to stop or stop limit orders only if the terms of
such orders are visible to the DPM or if such orders are handled by the DPM.
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2 make competitive markets on the Exchange and otherwise promote the
Exchange in a manner that is likely to enhance the ability of the Exchange to
compete successfully for order flow in the classes it trades;

3 promptly inform the Exchange of any material change in the financial or

operational condition of the DPM,;

4 supervise all persons associated with the DPM to assure compliance with

the Exchange Rules;

5) segregate in a manner prescribed by the Exchange the DPM’s business

and activities as a DPM from the DPM’s other business and activities'*; and

(6) continue to act as a DPM and to fulfill all of the DPM’s obligations as a

DPM until its DPM appointment has lapsed, the Exchange relieves the DPM of its

approval and obligations to act as a DPM, or the Exchange terminates the DPM’s

approval to act as a DPM pursuant to proposed Rule 8.20.

Proposed Rule 8.17(d) provides that each person associated with a DPM will be
obligated to comply with the provisions of proposed Rule 8.17(a) through (c) when acting
on behalf of the DPM.

Proposed Rule 8.17(e) provides that each DPM must hold the number of Trading
Permits as may be necessary based on the aggregate “registration cost” for the classes
allocated to the DPM. Each Trading Permit held by the DPM has a registration cost of

1.0.3*  For example, if the Exchange allocates to a DPM classes with an aggregate

13 This requirement will help reduce the risk that a DPM’s financial integrity

will be adversely impacted by financial losses that may be incurred by the DPM in
connection with its other businesses and activities.

14 Rule 8.2(d) lists the registration costs for the classes of securities on the
Exchange.
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registration cost of 1.6, the DPM would be required to hold two Trading Permits. The
Exchange may change at any time the registration cost of any option class; upon any such
change, each DPM will be required to hold the appropriate number of Trading Permits
reflecting the revised registration costs of the classes that have been allocated to it.
Additionally, a DPM is required to hold the appropriate number of Trading Permits at the
time a new option class is allocated to it pursuant to proposed Rule 8.16 begins trading.

In the event a Participant approved as a DPM is also approved to act as a Market-
Maker and has excess Trading Permit capacity above the aggregate registration cost for
the classes allocated to it as the DPM, the Participant may utilize the excess Trading
Permit capacity to quote in an appropriate number of classes in the capacity of a Market-
Maker. For example, if the DPM has been allocated a number of option classes with an
aggregate registration cost of 1.6, the Participant could request an appointment as a
Market-Maker in any combination of option classes whose aggregate registration cost
does not exceed 0.40. The Participant will not function as a DPM in any of these
additional classes. In the event the Participant utilizes any excess Trading Permit
capacity to quote in some additional classes as a Market-Maker, it must comply with the
provisions of Rule 8.2.

Rule 8.17, Interpretation and Policy .01 clarifies that willingness of a DPM to
promote the Exchange as a marketplace includes assisting in meeting and educating
Participants (and taking the time for travel related thereto), maintaining communications
with Participants in order to be responsive to suggestions and complaints, responding to

suggestions and complaints, and other like activities.



Page 29 of 86

The Exchange believes that these obligations will result in additional liquidity and
competitive quoting in the allocated classes on C2’s market, which could ultimately lead
to additional order flow directed to the Exchange. The Exchange believes that these
obligations will strengthen its market and are reasonable given the benefits conferred
upon DPMs in exchange for these heightened obligations in the form of a participation
entitlement, as discussed further below.

Rule 8.18 — DPM Financial Requirements®

Proposed Rule 8.18 requires each DPM to maintain net liquidating equity in its
DPM account of not less than $100,000. It also requires each DPM to maintain net
capital sufficient to comply with the requirements of Rule 15¢3-1 under the Securities
Exchange Act of 1934 (“Act”) and requires each DPM that is a Clearing Participant™®
also to maintain net capital sufficient to comply with the requirements of The Options
Clearing Corporation. Additionally, proposed Rule 8.18 requires DPMs to maintain net
liquidating equity in their DPM accounts in conformity with any guidelines as the
Exchange may establish from time to time. The Exchange expects to draft and use DPM
financial guidelines in connection with the process for allocating securities to DPMs, and
proposed Rule 8.18 would permit the Exchange to implement and enforce these
guidelines as DPM financial requirements under Exchange Rules. The Exchange will
announce these guidelines to Participants by Regulatory Circular. Although there are

other rules that already subject DPMs to these financial requirements (and all Market-

' See CBOE Rule 8.86.

16 A “Clearing Participant” means a Permit Holder that has been admitted to
membership in The Options Clearing Corporation (“OCC”) pursuant to the provisions of
OCC rules. A “Permit Holder” means the Exchange recognized holder of a Trading
Permit. A Permit Holder is also known as a Trading Permit Holder under the Exchange’s
Bylaws. Permit Holders are deemed “members” under the Act. See Rule 1.1.
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Makers must comply with the Act requirements applicable to specialists, including
financial requirements), the Exchange believes that it is worthwhile to also include these
requirements in proposed Rule 8.18 so that the proposed DPM Rules are more
informative and complete.

Rule 8.19 — Participation Entitlement of DPMs?’

Rule 6.12 sets forth how the System prioritizes orders for execution purposes.
Rule 6.12(a)(3) provides that the Exchange may prioritize orders using a price-time
priority with primary priority for public customers and secondary priority for certain
trade participation rights. Proposed Rule 8.19 grants to DPMs a trade participation right.
Proposed Rule 8.19(a) gives the Exchange authority to determine the appropriate
participation right for DPMs by providing that the Exchange, subject to review by the
Exchange Board of Directors, may establish from time to time a participation entitlement
formula that is applicable to all DPMs.

Proposed Rule 8.19(b)(1) provides that: (1) a DPM will be entitled to a
participation entitlement only if quoting at the best bid or offer disseminated on the
Exchange (“BBO”); (2) a DPM may not be allocated a total quantity greater than the
quantity that the DPM is quoting at the BBO; and (3) the participation entitlement is
based on the number of contracts remaining after all public customer orders in the Book
at the BBO have been satisfied.

Proposed Rule 8.19(b)(2) provides that the collective DPM participation
entitlement shall be: 50% when there is one Market-Maker also quoting at the BBO and

40% when there are two or more Market-Makers also quoting at the BBO. If only the

1 See CBOE Rule 8.87.
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DPM is quoting at the BBO (with no Market-Makers quoting at the BBO), the
participation entitlement will not be applicable and the allocation procedures under Rule
6.12 will apply.

Proposed Rule 8.19(b)(3) provides that a DPM will not receive its participation
entitlement in trades for which a Preferred Market-Maker (“PMM?”) already received a
participation entitlement pursuant to Rule 8.13, based on the priority determination made
by the Exchange under Rule 6.12. This provision clarifies that only one trade
participation right may be applied to the same trade (see the discussion of the proposed
rule change to Rule 6.12(a) below). For example, if the Exchange has activated both a
PMM participation right and DPM participation right in a class and determines under
Rule 6.12 that a PMM has higher priority than a DPM, and a PMM receives its
participation entitlement for a trade, then a DPM may not receive its participation
entitlement for that trade.

Proposed Rule 8.19, Interpretation and Policy .01 provides that the Exchange may
also establish a lower DPM participation rate on a product-by-product basis for newly
listed products or products that are being allocated to a DPM for the first time. The
Exchange will announce any lower participation rate to Participants by Regulatory
Circular.

The Exchange believes that DPMs will play an important role in providing
additional liquidity and more price competition because of the obligations imposed on
DPMs by the proposed Rules, as discussed above. The Exchange also believes that the
proposed participation entitlement, which DPMs may receive only when quoting at the

best price, is an appropriate reward for DPMs’ satisfaction of their DPM obligations,
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particularly given the overall benefit to the Exchange’s market and customers that the
additional DPM liquidity will create. Further, the Exchange believes that the limited
percentage of the participation entitlement still provides other market participants with
opportunities to be allocated a significant number of contracts in trades in which a DPM
receives its participation entitlement. Similarly, the Exchange believes it is appropriate to
only allow a PMM or DPM to receive its participation entitlement for a trade to further
ensure that these opportunities are available to other market participants in classes with a
DPM or PMM. While the Exchange believes that DPMs will add liquidity to the benefit
of the market and customers, it is still important for all market participations to engage in
price competition on the Exchange. This participation entitlement is part of the
Exchange’s careful balancing of the rewards and obligations of all types of Exchange
Participants, which is part of the overall market structure designed to encourage vigorous
price competition among Market-Makers, while still maximizing the benefits or price
competition resulting from the entry of customer and non-customer orders, while
encouraging Participants to provide market depth.

Rule 8.20 — Termination, Conditioning, or Limiting Approval to Act as a DPM*

Proposed Rule 8.20 governs the termination, conditioning, and limiting of
approval to act as a DPM. Rule 8.20(a) provides that the Exchange may terminate, place
conditions upon, or limit a Participant’s approval to act as a DPM if the Participant:
(1) incurs a material financial or operational; (2) fails to comply with any requirements
under Exchange Rules regarding DPM obligations and responsibilities; or (3) is no longer

eligible to act as DPM or be allocated a particular security or securities. Proposed Rule

18 See CBOE Rule 8.90.
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8.20(a) also provides that before the Exchange may take any action to terminate,
condition, or otherwise limit a Participant’s approval to act as a DPM, the Participant will
be given notice of such possible action and an opportunity to present any matter that it
wishes the Exchange to consider in determining whether to take such action. These
proceedings will be conducted in the same manner as the Exchange proceedings
concerning DPM approvals described above.

Proposed Rule 8.20(b) provides an exception to this provision, which grants
authority to the Exchange to immediately terminate, condition, or otherwise limit a
Participant’s approval to act as a DPM if the DPM incurs a material financial or
operational warranting immediate action or if the DPM fails to comply with any of the
financial requirements applicable to DPMs.

In addition, proposed Rule 8.20(c) provides that limiting a Participant’s approval
to act as a DPM may include, among other things, limiting or withdrawing a DPM’s
participation entitlement and withdrawing a DPM’s right to act as DPM in one or more of
its allocated securities.

As discussed above, it is important for the Exchange to have the sole authority to
approve a Participant to act as a DPM (and allocate securities to a DPM) to ensure that
the Participant is able to satisfy DPM obligations and perform DPM functions. Similarly,
the Exchange needs authority to terminate, condition, or limit a DPM’s approval when
necessary to incentive DPMs to meet their DPM obligations and responsibilities in order
to continue to receive the corresponding DPM benefits provided for in the proposed DPM
Rules. In addition, if any of the circumstances set forth in proposed Rule 8.20(a) occurs,

the Exchange’s authority to terminate, condition, or limit a DPM’s approval, and appoint
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another DPM if necessary (in the interim or permanently as discussed above), is essential
to provide for uninterrupted DPM quoting in appointed classes and prevent any reduced
liquidity in the DPM’s allocated class that could otherwise result under these
circumstances.

Proposed Rule 8.20(d) provides that if a Participant’s approval to act as a DPM is
terminated, conditioned, or otherwise limited by the Exchange pursuant to proposed Rule
8.20, the Participant may appeal that decision to the Appeals Committee under Chapter
19. Additionally, as is described above, these appeal procedures provide for the right to a
formal Appeals Committee hearing concerning any such decision, and the decision of the
Appeals Committee may be appealed to the Board of Directors. The advanced notice and
appeal procedures are intended to ensure that DPMs receive appropriate due process with
respect to their approvals to act as DPMs, as discussed above.

Rule 8.21 — Limitations on Dealings of DPMs and Affiliated Persons of DPMs2

Proposed Rule 8.21 provides that a DPM must maintain information barriers that
are reasonably designed to prevent the misuse of material, non-public information with
any affiliates that may conduct a brokerage business in option classes allocated to the
DPM or act as a specialist or market-maker in any security underlying options allocated
to the DPM, and otherwise comply with the requirements of CBOE Rule 4.18 (which is
incorporated into the Exchange Rules) regarding the misuse of material non-public
information. A DPM must provide its information barriers to the Exchange and obtain
prior written approval. This provision is meant to prevent a Participant’s non-DPM

businesses from obtaining any benefits as a result of the Participant’s status as a DPM.

19 See CBOE Rule 8.91.
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Rule 6.12 — Order Execution and Priority?

The proposed rule change amends Rule 6.12 to ensure that the Exchange’s order
execution and priority rule contemplates a participation entitlement for DPMs. The
proposed rule change provides that both PMMs and DPMs may be granted participation
rights up to the applicable participation right percentage designated in Rule 8.13 and
8.19, respectively. The Exchange may activate more than one trade participation right for
an option class (including at different priority sequences), however in no case may more
than one trade participation right be applied on the same trade.?* The proposed rule
change provides that, like for PMMs, (1) a DPM’s order or quote must be at the best
price on the Exchange; (2) a DPM may not be allocated a total quantity greater than the
quantity that it is quoting (including orders not part of quotes) at that price; (3) in
establishing the counterparties to a particular trade, the DPM’s participation right must be
first counted against its highest priority bids or offers; and (4) the DPM’s participation
right will only apply to any remaining balance of an order once all higher priorities are

satisfied.

20 See CBOE Rules 6.45A(a)(ii)(2) and (iii) and 6.45B(a)(i)(2) and (iii).

2 For example, the Exchange may activate both the PMM trade participation
right of Rule 8.13 and the DPM trade participation right of Rule 8.20, along with other
priorities that are allowed under Rule 6.12(a)(3), for an option class at the following
priority levels: public customer has first priority, Market Turner (see Rule 6.12(b)(1)) has
second priority, PMM participation right has third priority, and DPM participation right
has fourth priority. If a PMM’s participation right is applied to a trade, then the DPM’s
participation right cannot be applied to that trade, and the trade would be allocated as
follows: first to any public customers, second to the Market Turner, third to the PMM’s
participation right, and the remainder to other orders in price-time priority. However, if a
PMM’s participation right was not applied to the trade, then the DPM’s participation
right could be applied to the trade, and the trade would be allocated as follows: first to
any public customers, second to the Market Turner, third to the DPM’s participation
right, and the remainder to other orders in price-time priority.



Page 36 of 86

The proposed rule change also amends Rule 6.12 to add paragraph (b)(2), which
will provide for an additional priority overlay for small orders that can be applied to each
of the three matching algorithms. If the small order priority overlay is in effect for an
option class,? then the following would apply:

. Orders for five contracts or fewer will be executed first by the DPM that is

appointed to the option class; provided, however, that, on a quarterly basis, the

Exchange will evaluate what percentage of the volume executed on the Exchange

(excluding volume resulting from the execution of orders in C2’s Automated

Improvement Mechanism (“AIM”) — see Rule 6.51) is comprised of orders for

five contracts or fewer executed by DPMs, and will reduce the size of the orders

included in this provision if this percentage is over 40%.

. This procedure will only apply to the allocation of executions among non-

customer orders and Market-Maker quotes existing in the Book at the time the

Exchange receives the order. No market participant will be allocated any portion

of an execution unless it has an existing interest at the execution price. Moreover,

no market participant will be able to execute a greater number of contracts than is
associated with the price of its existing interest. As a result, the small order
preference contained in this allocation procedure will not be a guarantee; the

DPM (1) must be quoting at the execution price to receive an allocation of any

size, and (2) cannot execute a greater number of contracts than the size that is

associated with its quote.

22 As set forth in Rule 6.12(b), the Exchange may determine to apply, on a

series-by-series basis, any additional priority overlays in subparagraph (b) in a sequence
determined by the Exchange.
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. If a PMM is not quoting at a price equal to the national best bid or offer
(the “NBBQ?”) at the time a preferred order is received, the allocation procedure
for small orders described above will be applied to the execution of the preferred
order (i.e., it will be executed first by the DPM). If a PMM is quoting at the
NBBO at the time the preferred order is received, the allocation procedure in
place for all other sized orders in the class will be applied to the execution of the
preferred order, except that any Market Turner status will not apply (e.g., if the
default matching algorithm is price-time with a public customer and participation
entitlement overlay, the order will execute first against any public customer
orders, then the PMM would receive its participation entitlement, then the
remaining balance would be allocated on a price-time basis).
. The small order priority overlay will only be applicable to automatic
executions and will not be applicable to any auctions.?®
Lastly, like the existing priority overlays, the small order priority overlay is optional.
The Exchange will announce all determinations under this Rule by Regulatory Circular.
As described above, the Exchange believes that because DPMs will have unique
obligations to the C2 market,?* they should be provided with certain participation rights.
Under the proposed DPM Rules in this filing, if the DPM is one of the Participants with a
quote at the best price, the participation entitlement will generally equal to 50% when

there is one Market-Maker also quoting at the BBO or 40% when there are two or more

23 In addition to AIM, C2 has various electronic auctions that are described

under Rules 6.14, “Simple Auction Liaison,” and 6.52, “Solicitation Auction
Mechanism.” Each of these auctions generally allocates executions pursuant to the
matching algorithm in effect for the options class with certain exceptions noted in the
respective rules.

See proposed Rule 8.17, “DPM Obligations.”
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Market-Makers also quoting at the BBO.*® This proposed priority overly will make
available an allocation procedure that provides that the DPM has precedence to execute
orders of five contracts or fewer. The Exchange believes that this small order priority
overlay will not necessarily result in a significant portion of the Exchange’s volume
being executed by the DPM. As stated above, the DPM would execute against these
small orders only if it is quoting at the best price, and only for the number of contracts
associated with its quotation. Nevertheless, the Exchange will evaluate what percentage
of the volume executed on the Exchange is comprised of orders for five contracts or
fewer executed by DPMs, and will reduce the size of the orders included in this provision
if this percentage is over 40%.

C2 considered this small order priority overlay as part of its balancing of DPM
obligations and benefits described above and believes this priority overlay, which
includes participation rights for DPMs only when they are quoting at the best price, helps
strike an appropriate balance of these obligations and benefits.

Other Changes

Rule 1.1 — Definitions

The proposed rule change amends Rule 1.1 to define the term “BBO” as the best
bid or offer disseminated on the Exchange. The Exchange proposes to include this
definition to clarify its meaning in the Exchange Rules because the term is used
throughout the proposed DPM Rules as well as other Exchange Rules.

Rule 17.50 — Minor Rule Violation Plan%®

2 See proposed amendment to Rule 6.12(a) and proposed Rule 8.19,

“Participation Entitlement of DPMs.”
< See CBOE Rule 17.50(g)(14).
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The proposed rule change also amends Rule 17.50(g)(14) to add DPM quoting
obligations to the Exchange’s Minor Rule Violation Plan (“MRVP”) provision regarding
C2 Market-Maker quoting obligations. This will allow the Exchange to impose sanctions
upon DPMs for failing to meet their quoting obligations pursuant to the MRVP, as it does
for Market-Makers and PMMs. C2 believes these violations are suitable for inclusion in
the MRVP because they are generally technical in nature, allowing C2 to carry out its
regulatory responsibilities more quickly and efficiently with respect to Market-Maker
quoting obligations. For violations of DPM’s quoting obligations, the Exchange may
assess fines ranging from $2,000 to $4,000 for a first offense and $4,000 to $5,000 for a
second offense, and may assess a fine of $5,000 or refer to C2’s Business Conduct
Committee any subsequent offenses. The Exchange notes that these fine amounts are the
same as the amounts currently imposed on Market-Makers for violations of their quoting
obligations under the MRVP.

C2 will maintain internal guidelines that dictate the sanctions that will be imposed
for a particular violation (based on the degree of the violation). As with all other
violations in C2’s MRVP, C2 will retain the ability to refer a violation of DPM quoting
obligations to its Business Conduct Committee should the circumstances warrant this
referral.

(b) Statutory Basis

The Exchange believes the proposed rule change is consistent with the Actand the
rules and regulations thereunder applicable to the Exchange and, in particular, the

requirements of Section 6(b) of the Act.?” Specifically, the Exchange believes the

2 15 U.S.C. 78f(b).
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proposed rule change is consistent with the Section 6(b)(5)? requirements that the rules
of an exchange be designed to promote just and equitable principles of trade, to prevent
fraudulent and manipulative acts, to remove impediments to and to perfect the
mechanism for a free and open market and a national market system, and, in general, to
protect investors and the public interest.

In particular, the Exchange believes that adopting a DPM program will protect
investors and the public interest, because it will help generate greater order flow for the
Exchange in appointed classes and provide additional incentives for DPMs to trade with
that order flow, which in turn adds depth and liquidity to C2’s market and ultimately
benefits all market participants. The Exchange believes this deeper liquidity will make
C2 more competitive with other markets that trade those classes, which will also help
remove impediments to and perfect the mechanism for a free and open market.

Additionally, the Exchange believes that adopting a DPM program will promote
just and equitable principles of trade, as it will require DPMs to assist in the maintenance
of a fair and orderly market, as reasonably practicable, and maintain net capital consistent
with federal requirements for market-makers. These proposed Rules impose many
obligations on DPMs, including continuous two-sided quoting obligations, which will
ensure that DPMs provide significant liquidity in their allocated classes to the benefit of
all C2 market participants, and operational capacity requirements, which will ensure that
DPMs are capable of carrying out their obligations, as well as eligibility requirements and

market performance standards. The proposed Rules also allow the Exchange to impose

28 15 U.S.C. 78f(b)(5).
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conditions on DPMs or their allocations to further ensure that DPMs are providing
appropriate depth and liquidity in their allocated classes.

In light of these obligations, the Exchange also proposed to provide DPMs with
the benefit of a participation entitlement that may receive higher priority for trades than
other Participants, subject to the requirements set forth in proposed Rule 8.19(b)(1), as
well as a small order priority overlay, subject to the requirements set forth in proposed
Rule 6.12(b)(2). While these trade priorities may reduce the number of contracts that
other Participants may execute in trades in which the DPM participation entitlement, or
small order priority overlay is applied, the Exchange believes this fact is outweighed by
the benefit of the additional liquidity and more competitive pricing that DPMs will
provide to the market in their appointed classes, ultimately resulting in a net benefit to
Exchange customers. These trade priorities are part of the balancing of C2’s overall
market structure, which is designed to encourage vigorous price competition between
Market-Makers on the Exchange, as well as maximize the benefits of price competition
resulting from the entry of customer and non-customer orders, while encouraging
Participants to provide market depth. Therefore, the Exchange believes the obligations
proposed to be imposed on DPMs are offset by the benefits proposed to be conferred
upon DPMs.

In addition, the Exchange believes that the approval and allocation procedures and
policies will ensure that Participants are approved to act as DPMs and securities traded on
the Exchange are allocated in an equitable manner, and that all DPMs will have a fair
opportunity for approvals and allocations based on established criteria and procedures.

The proposed rules that give the Exchange the authority to terminate, limit, or condition
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DPM approvals or reallocate securities will allow the Exchange to ensure that its market
maintains an uninterrupted high level of liquidity for customers in allocated classes, even
when unusual or changing market circumstances exist. Further, the Exchange believes
that the advanced notice provisions and appeal procedures that the proposed rules put in
place for all determinations made by the Exchange with respect to DPM approvals and
allocations, including termination and reallocation decisions, are reasonable procedures
that will create a fair and equitable decision-making process with respect to DPMs.

The Exchange believes the proposed rule change to add violations of DPM
quoting obligation to C2’s MRVP will strengthen C2’s ability to carry out its regulatory
responsibilities as a self-regulatory organization pursuant to the Act and reinforce its
surveillance and enforcement functions.

The Exchange believes that adding the definition of BBO to the Rules protects
investors and the public interest, as it clarifies the meaning of this term, which is used
throughout the proposed DPM Rules and other Exchange Rules, for investors.

Finally, the Exchange believes that the proposed rule change is consistent with the
requirements of the Act because, as the Exchange notes above, the proposed requirements
for DPMs are based primarily on existing requirements for DPMs on another exchange
(CBOE).

Item 4. Self-Regulatory Organization’s Statement on Burden on Competition

C2 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.



Page 43 of 86

Item 5. Self-Requlatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

The Exchange neither solicited nor received comments on the proposed rule
change.

Item 6. Extension of Time Period for Commission Action

Not applicable.

Item 7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2)

Not applicable.

Item 8. Proposed Rule Change Based on Rules or By-Laws of Another Self-
Requlatory Organization or of the Commission

The proposed rule change is based primarily on CBOE Rules 6.45A(a)(ii)(2) and
(iii), 6.45B(a)(i)(2) and (iii), 8.80, 8.83 — 8.91, 8.95, and 17.50(g)(14). The proposed C2
Rules are substantially similar to the CBOE rules upon which they are based; however, they
differ in several ways, including the following:
. C2 is an all-electronic exchange, while CBOE is a hybrid exchange that
includes both electronic and floor trading. The proposed rule change excludes
throughout all provisions from the corresponding CBOE rules related to floor
trading, including: references to floor brokers, floor officials, locations on the trading
floor, open outcry trading, and floor trading; the distinction between on-floor and
off-floor DPMs; provisions regarding trading crowd performance evaluations,
trading in non-hybrid classes (which would be classes only traded on the floor), and

e-DPMs?® (the proposed C2 rules do not contemplate separate types of DPMs

29 An e-DPM is a DPM organization that remotely functions in allocated

option classes as a DPM and must fulfill certain obligations required of DPMs with
certain exceptions, including obligations related to floor trading. See CBOE Rules 8.92 —
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because all C2 DPMs will function electronically). The Exchange believes that,
even though C2 has a different trading model than CBOE, it is appropriate to base
C2’s DPM program on the CBOE rules, because the CBOE rules that do not relate
specifically to floor trading apply to electronic trading by its DPMs in the same
manner as they do to floor trading by its DPMs.

. The proposed C2 definition of a DPM excludes the provision from the
CBOE definition that states that determinations concerning whether to grant or
withdraw the approval to act as a DPM are made by CBOE in accordance with
CBOE Rules 8.83 (approval to act as a DPM) and 8.90 (termination of approval to
act as a DPM) and that DPMs are allocated securities by CBOE in accordance with
CBOE Rule 8.95. C2 did not include this provision in its proposed DPM Rules, as it
is redundant — proposed Rules 8.14, 8.15, and 8.20 clearly provide that the Exchange
will make determinations to grant or withdraw the approval to act as a DPM and
allocate securities to DPMs pursuant to those Rules.*

. The proposed DPM Rules do not include the concept of DPM designees,
which are included in the CBOE rules.** CBOE DPM Rules apply to floor trading,
which means that it is important for CBOE to know the identities of the individuals

who will be conducting DPM functions on behalf of the DPMs on the floor to

8.94. On CBOE, DPMs may operate on- or off-floor, while e-DPMs operate remotely
only; however, they are generally subject to similar obligations with respect to electronic
trading.

%0 The Exchange included the definition of DPM in Rule 1.1 as opposed to
with the proposed DPM Rules (as CBOE does) in an effort to organize the Rules so that
all defined terms are included in one location in the Exchange Rules, which the Exchange
believes will allow Participants to more easily find the meanings of defined terms.

3 See CBOE Rule 8.81. A “DPM designee” is an individual who is
approved by CBOE to represent a DPM in its capacity as a DPM. On CBOE, DPMs may

act as a DPM solely through their DPM designees.
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determine whether DPMs are adequately performing their DPM functions and
otherwise satisfying their DPM obligations. Because C2 is an all-electronic
exchange, C2 can monitor DPMs’ performance and compliance with their
obligations without knowing the names of specific individuals who are remotely
carrying out the DPM functions.®> C2 instead is interested in ensuring that
Participants have sufficient operational capacity to carry out DPM functions, which
information C2 will receive from Participants® DPM applications pursuant to
proposed Rule 8.14. For similar reasons, the list of factors that the Exchange may
consider when determining whether to approve a Participant’s application to become
a DPM excludes factors related to the identities of Participant’s personnel.

o CBOE Rule 8.83(e) provides that a DPM’s term is unlimited (until the
Exchange relieves the DPM of its approval and obligations to act as a DPM or the
Exchange terminates the DPM’s approval to act as a DPM), unlike proposed Rule
8.14(e), which provides that each DPM will serve for a one-year term (unless the
Exchange earlier relieves the DPM of its approval and obligations to act as a DPM
or terminates the approval). As discussed above, the Exchange believes that
having DPM appointments with limited lengths will provide all Participants with
regular opportunities to be selected as DPMs by the Exchange rather than allow
certain Participants to have perpetual DPM appointments. Further, proposed Rule
8.14(e) provides that DPMs may apply to renew their appointments after each
one-year term. Several provisions in the proposed Rules differ from their

counterpart provisions in the CBOE rules to reflect this one-year term. DPMs will

32 Similarly, CBOE Rules 8.92 through 8.94, which relate to e-DPMs, do not
contemplate DPM designees.
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still be required to comply with all DPM obligations during their shorter terms to the
same extent as CBOE DPMs are required to comply with the substantially similar
CBOE DPM obligations during their ongoing terms.

o The proposed DPM Rules exclude a reference to the resignation of a DPM,
as the proposed Rules do not contemplate the ability of a DPM to resign. The
Exchange believes that, given the one-year terms of DPMs, it is unnecessary to
allow a DPM to resign, as it can choose not to apply for renewal at the end of its
term. Further, a DPM may always request that the Exchange relieve it of its DPM
approval (which decision would be in the Exchange’s sole discretion pursuant to
proposed Rule 8.20). C2, like CBOE, will have the authority to terminate,
condition, or limit a DPM’s approval.

. CBOE Rule 8.89 provides a procedure for a DPM to follow if it wants to
sell, transfer, or assign its DPM appointment. C2 does not intend to allow DPMs to
sell, transfer, or assign their appointments; instead, proposed C2 Rule 8.14(g)
prohibits DPMs from selling, assigning, or otherwise transferring their appointments
without the Exchange’s prior written consent. As discussed above, this provision
reinforces the fact that only the Exchange may authorize a firm to act as a DPM to
ensure that a Participant is qualified to act as a DPM under the proposed Rules.

. The proposed continuous quoting obligations for DPMs are different than
the current continuous quoting obligations for CBOE DPMs, which require DPMs to
provide continuous electronic quotes in at least 90% of the non-adjusted series of
each multiply listed option class allocated to it and in 100% of the non-adjusted

option series of each singly listed option class allocated to it. “Continuous electronic
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quotes” on CBOE means providing electronic two-sided quotes for 99% of the time
that the Hybrid Market-Maker is required to provide electronic quotes in an
appointed option class on a given trading day.** However, CBOE recently proposed
changes to its continuous quoting obligations for DPMs, which were immediately
effective upon filing with the Securities and Exchange Commission but are not yet
operative, and C2’s proposed quoting obligations for DPMs are virtually identical to

these new quoting obligations.®* The other proposed DPM obligations set forth in

3 See CBOE Rule 1.1(ccc). The rule also provides that if a technical failure

or limitation of a system of the Exchange prevents the hybrid market-maker from
communicating to the Exchange, timely and accurate electronic quotes in a class, the
duration of such failure will not be considered in determining whether the hybrid market-
maker has satisfied the 99% quoting standard with respect to that option class, and that
CBOE may consider other exceptions to this continuous electronic quote obligation based
on demonstrated legal or regulatory requirements or other mitigating circumstances.
Similar language is included in proposed Rule 8.17(a)(1).

See Securities Exchange Act Release No. 34-67410 (July 11, 2012), 77 FR
42040 (July 17, 2012) (SR-CBOE-2012-064); see also SR-CBOE-2012-077
(immediately effective rule change to delay the implementation date of the proposed rule
change in rule filing SR-CBOE-2012-064 and to indicate that the Exchange will
announce the new implementation date by Regulatory Circular). In that filing, CBOE
proposed (a) to reduce to 90% the percentage of time for which a hybrid market-maker is
required to provide electronic quotes in an appointed option class on a given trading day
and (b) to increase to the lesser of 99% or 100% minus one call-put pair the percentage of
series in each class in which preferred market-makers, lead market-makers, DPMs, and e-
DPMs, respectively, must provide continuous electronic quotes.

The Exchange notes for informational purposes that these new CBOE continuous
quoting obligations for DPMs, and C2’s proposed DPM continuous quoting obligations,
are substantially similar to those applicable to market participants equivalent to DPMs at
several other exchanges. See, e.g., International Securities Exchange, LLC (“ISE”) Rule
804(e)(1) (primary market-makers must enter continuous quotations and enter into any
resulting transactions in all of the series listed on the Exchange of the options classes to
which it is appointed on a daily basis (the term “continuous” is undefined)); NYSE Arca,
Inc. (“NYSE Arca”) Options Rules 6.37B (lead market-makers must provide continuous
two-sided quotations throughout the trading day in its appointed issues for 90% of the
time NYSE Arca is open for trading in each issue); NYSE MKT LLC (“NYSE MKT”)
Options Rules 925.1NY (specialists must provide continuous two-sided quotations
throughout the trading day in its appointed issues for 90% of the time NYSE MKT is
open for trading in each issue); and NASDAQ OMX PHLX LLC (“PHLX”) Rule
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proposed Rule 8.17 are otherwise virtually identical to the DPM obligations set forth
in CBOE Rule 8.85 (except as otherwise described above). Therefore, there are no
substantive differences between the conduct required by C2 DPMs to comply with
the proposed obligations in Rule 8.17 and the conduct required by CBOE DPMs to
comply with the obligations in CBOE 8.85 (once the changes to CBOE’s continuous
quoting obligations become operative).

. Proposed Rule 8.19 provides that the DPM participation entitlement will be
50% when there is one Market-Maker also quoting at the BBO and 40% when there
are two or more Market-Makers quoting at the BBO. CBOE Rule 8.87 provides that
the DPM participation entitlement will be 50% when there is one Market-Maker also
quoting at the BBO, 40% when there are two Market-Makers quoting at the BBO,
and 30% when there are three or more Market-Makers quoting at the BBO. C2
proposed to have a slightly different participation entitlement because it has a
smaller market and fewer Market-Makers quoting in each appointed class; it
therefore does not believe that a separate participation entitlement percentage is
necessary if there are more than two Market-Makers quoting at the BBO. As
discussed above, C2 believes this participation entitlement still appropriately

balances with the obligations to be imposed on DPMs.*

1014(b)(ii)(D)(1) (specialists are responsible to quote two-sided markets in the lesser of
99% of the series or 100% of the series minus one call-put pair in each option in which
such specialist is assigned for 90% of the trading day); see also Securities Exchange Act
Release No. 34-67410 (July 11, 2012), 77 FR 42040 (July 17, 2012) (SR-CBOE-2012-

064).
35

The Exchange notes for informational purposes that the rules of several
other exchanges provide their market participants that are the equivalent of DPMs with a
similar participation entitlement amount while imposing similar obligations and
requirements on those market participants. See, e.q., ISE Rule 713(e) and Supplementary
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o The proposed DPM Rules do not include the provision requiring an annual
review of DPM operations and performance, as required by CBOE Rule 8.88. C2
believes this provision is not necessary given that C2 DPMs will only serve for one-
year terms. Proposed Rule 8.14(e) does provide that the Exchange may conduct a
review of a DPM’s past performance in connection with determining whether to
approve a DPM’s renewal application.

. The proposed DPM Rules do not include other provisions that relate
specifically to CBOE, including the allocation of securities listed prior to May 1,
1987, CBOE-specific systems (e.g. Hybrid 3.0 and RAES), market-maker
obligations related to bid/ask differentials (which C2 does not have), and options
overlying IPR, IPS or TIR (which are not traded on C2). C2 also excludes a
provision that includes language related to the old linkage plan, which is now

obsolete.

Material .01(b) (primary market-maker receives the greater of (a) the proportion of the
total size at the best price represented by the size of its quote, or (b) 60% of the contracts
if there is only one other professional order or market-maker quotation at the best price,
40% if there are two other professional orders or market-maker quotes at the best price,
and 30% if there are more than two other professional orders or market-maker quotes at
the best price); NYSE Arca Options Rule 6.76 A(a)(1)(A) (lead market-maker receives
the greater of an amount equal to 40% of the incoming bid or offer up to the lead market-
maker’s disseminated quote size or the lead market-maker’s share in the order of ranking,
if the lead market-maker is quoting at the NBBO in the option series); NYSE MKT
Options Rule 964.2NY (collective specialist/e-specialist participation entitlement may
not be greater than 40% for specialists/e-specialists quoting at the NBBO for no more
than the quantity the Specialist/e-Specialist is quoting at the NBBO); and PHLX Rule
1014(g)(ii) (specialist receives an enhanced participation of 60% when there is one
controlled account on parity, 40% when there are two controlled accounts on parity, and
30% otherwise). Other exchanges’ rules also provide these market participants with a
small order priority overlay for orders of five or fewer contracts, similar to the small
order priority overlay for DPMs provided for in proposed Rule 6.12(b)(2). See, e.qg., ISE
Rule 713, Supplementary Material .01(c); NYSE MKT Options Rule
964NY (b)(2)(C)(iv); and PHLX Rule 1014(g)(vii)(B)(1)(a).
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. The proposed changes to Rule 6.12 are based on provisions in CBOE Rule
6.45A and 6.45B that incorporate a DPM’s participation entitlement into CBOE’s
priority and allocation rules and provide DPMs with a small order priority overlay.
The Exchange notes that CBOE and C2 have different trade priority and allocation
rules. Each exchange may determine for each class trading priority and allocation
rules.® Both exchanges provide for simple price-time priority or pro-rata priority.
However, CBOE allocation rules provide that CBOE may apply a public customer
priority and participation entitlement priority (including the DPM participation
entitlement) with either price-time priority or pro-rata priority, while C2 allocation
rules provide that CBOE may apply a public customer priority and participation
entitlement priority (including the DPM participation entitlement) with price-time
priority only.*” The Exchange believes that, with respect to the priorities that allow
for a participation entitlement, DPMs under its proposed rules would receive a
similar priority for their participation entitlements as CBOE DPMs under the CBOE
rules, despite these differences in priority and allocation rules.

. The C2 MRVP provision regarding violations of continuous quoting

obligations, including the fine amounts, is virtually identical to the corresponding

% See CBOE Rules 6.45A(a) and 6.45B(a) (CBOE has separate rules for
allocation of equity options and index options) and Rule 6.12 (C2 allocation rules apply
to all classes).

3 Both CBOE and C2 Rules provide for additional priority overlays (e.g.
small order preference and market turners), which are virtually identical. CBOE Rules
6.45A(a) and 6.45B(a) also provide for allocations pursuant to a matching algorithm
based on the number of market participants quoting at the BBO and the size of quotes
with public customer priority, and have provisions regarding modified participation
entitlements, which algorithm is not contemplated in C2’s Rules. Additionally, CBOE
has separate allocation and priority rules for equity options and index options; C2’s
allocation and priority rules apply to all options.
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provision in the CBOE MRVP, with the minor exception that the CBOE rule

provides that third and subsequent offenses will be referred to its business conduct

committee, while the C2 Rule provides the Exchange with flexibility to either fine a

Market-Maker $5,000 for a third or subsequent offense or refer that offense to its

Business Conduct Committee.*® The proposed fine amounts for DPMs are the

same as the amounts currently imposed on Market-Makers for violations of their

quoting obligations under the MRVP.

For the foregoing reasons, the Exchange does not believe that these differences
will require substantively different conduct to comply with the proposed DPM Rules than
is required to comply with the CBOE DPM rules upon which the Exchange based its
proposed Rules (including being subject to substantially similar eligibility and financial
requirements, approval and allocation procedures, quoting and other obligations, and

market performance standards).*

%8 The CBOE Rule also addresses violations of continuous quoting

obligations of other types of Market-Makers (lead market-makers and e-DPMSs) that are
not contemplated in the C2 Rules.

%9 The Exchange notes for informational purposes only that other exchanges
(both hybrid and all-electronic), in addition to CBOE, have similar rules that provide for
market participants to act in a similar capacity as DPMs. While these exchanges’ rules
all differ from each other in certain respects (e.g. floor trading provisions, priority and
allocations, quoting obligations, participation entitlement percentages), the Exchange
believes that all of these exchanges’ rules generally require these DPM-equivalent market
participants to meet similar obligations, eligibility and financial requirements, and market
performance standards while providing these market participants with similar
participation entitlements. See supra notes 23 (describing continuous quoting obligations
at other exchanges) and 24 (describing participation entitlements at other exchanges).
These exchanges also all require these DPM-equivalent market participants to comply
with the general market-maker obligations under their rules. See, e.q., ISE Rules 713,
800 — 805, 809 — 810 (primary market-makers); NYSE Arca Options Rules 6.37B(b),
6.76A, and 6.82 — 6.83 (lead market-maker rules); NYSE MKT Options Rules
925.1NY(b), 927NY - 927.3NY, and 964NY(b)(2) (specialist rules); and Phlx Rule
1014(b)(i1)(D) and (g)(i) (specialist rules).
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Item 9. Exhibits

Exhibit 1. Completed Notice of Proposed Rule Change for publication in the
Federal Reqister.
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
[Release No. 34- ; File No. SR-C2-2012-024

Self-Regulatory Organizations; C2 Options Exchange, Incorporated; Notice of Filing of a
Proposed Rule Change Relating to Adopt a Designated Primary Market-Maker Program

[Insert date]

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 [insert date], C2 Options
Exchange, Incorporated (the “Exchange” or “C2”) filed with the Securities and Exchange
Commission (the “Commission”) the proposed rule change as described in Items I, 11, and
Il below, which Items have been prepared by the Exchange. The Commission is
publishing this notice to solicit comments on the proposed rule change from interested
persons.

l. Self-Requlatory Organization’s Statement of the Terms of Substance of the
Proposed Rule Change

The Exchange proposes to adopt a Designated Primary Market-Maker (“DPM”)
program. The text of the proposed rule change is available on the Exchange’s Web site

(http://www.c2exchange.com/Legal/), at the Exchange’s Office of the Secretary, and at the

Commission.

I1. Self-Requlatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

In its filing with the Commission, the Exchange included statements concerning the
purpose of and basis for the proposed rule change and discussed any comments it received

on the proposed rule change. The text of these statements may be examined at the places

15 U.S.C. 78s(b)(1).
2 17 CFR 240.19b-4.
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specified in Item 1V below. The Exchange has prepared summaries, set forth in sections A,
B, and C below, of the most significant aspects of such statements.

A. Self-Requlatory Organization’s Statement of the Purpose of, and the
Statutory Basis for, the Proposed Rule Change

1. Purpose
The proposed rule change proposes to adopt a DPM program.® The Exchange

believes the DPM program will encourage deeper liquidity in allocated classes by
imposing obligations on DPMs to attract order flow to the Exchange in allocated
securities and to quote competitively. These proposed Rules also impose special
eligibility requirements and market performance standards on DPMs. As specialists,
DPMs will receive a trade participation right in their allocated classes in exchange for
their heightened responsibilities.

DPM Program

Rule 1.1 — Definition of DPM*

The proposed rule change amends Rule 1.1 to adopt a definition of the term
“Designated Primary Market-Maker”, which is used throughout the proposed DPM
Rules. A DPM is a Participant® organization that is approved by the Exchange to

function in allocated securities as a Market-Maker and is subject to obligations under

3 The proposed rules are based generally on the rules governing the DPM

program on Chicago Board Options Exchange, Incorporated (“CBOE”), excluding
among other things certain provisions that are inapplicable to C2 (such as provisions
related to floor trading and CBOE-specific provisions) as well as other provisions that are
outdated. See CBOE Rules 6.45A(a)(ii)(2) and (iii), 6.45B(a)(i)(2) and (iii), 8.80, 8.83 —
8.91, 8.95, and 17.50(g)(14). See Item 8 of the Form 19b-4 for a discussion of the
differences between the proposed Rules and the corresponding CBOE rules.

4 See CBOE Rule 8.80(a).

> A “Participant” is an Exchange-recognized holder of a Trading Permit,
which is an Exchange-issued permit that confers the ability to transact on the Exchange.
See Rule 1.1.
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proposed Rule 8.17. The purpose of requiring that a DPM be an organization is to ensure
that each DPM has a formal organizational structure in place to govern the manner in
which it will operate as a DPM. The Exchange believes it is essential that it have the sole
authority to approve a Participant organization to act as a DPM to ensure that the
Participant organization satisfies the eligibility requirements set forth in proposed Rule
8.14 and the financial requirements set forth in proposed Rule 8.18, and can otherwise
meet the obligations and responsibilities of a DPM set forth in proposed Rule 8.17.

Rule 8.14 — Approval to Act as a DPM®

Proposed Rule 8.14 addresses the DPM approval process. To act as a DPM, a
Participant must file an application with the Exchange on such forms as the Exchange
may prescribe. The Exchange will determine the appropriate number of approved DPMs.
The Exchange will make each DPM approval from among the DPM applications on file
with the Exchange, based on the Exchange’s judgment as to which applicant is best able
to perform the functions of a DPM. The factors the Exchange may consider when
making this selection include, but are not limited to, any one or more of the following:

@ adequacy of capital;

2 operational capacity;

3 trading experience of and observance of generally accepted standards of

conduct by the applicant and its associated persons;

4) regulatory history of and history of adherence to Exchange Rules by the

applicant and its associated persons; and

6 See CBOE Rules 8.83, 8.88, and 8.89.
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%) willingness and ability of the applicant and its associated persons to
promote the Exchange as a marketplace.

The following are some examples of the many ways in which the Exchange may consider

these factors:
o In considering adequacy of capital of an applicant, the Exchange may look
at whether the applicant meets the financial requirements set forth in proposed
Rule 8.18 and whether it otherwise has the resources to meet the heightened
responsibilities.
. In considering operational capacity of an applicant, the Exchange may
look to criteria such as the number of Market-Makers or personnel and the ability
to process order flow in determining whether it would be able to satisfy the DPM
obligations in an efficient manner.
. In considering trading experience of and observance of generally accepted
standards of conduct by the applicant and its associated persons, the Exchange
may look at the applicant’s and its associated persons’ history at the Exchange or
in the industry, the trading volume of the applicant and its associated persons, and
market performance reviews in determining whether the applicant would be able
to meet the DPM market performance standards.
. In considering the regulatory history of and history of adherence to
Exchange Rules by the applicant and its associated persons, the Exchange may
look to whether the applicant or its associated persons have been found to have
violated Exchange rules or have been subject to any enforcement proceedings in

determining whether the applicant and its associated persons would comply with
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obligations imposed by the DPM Rules and other Rules of the Exchange, as well

as federal securities laws and regulations.

o In considering willingness and ability of the applicant and its associated

persons to promote the Exchange as a marketplace, the Exchange may look at

whether the applicant has engaged (or how it intends to engage) in activities such
as assisting in meeting and educating market participants, maintaining
communications with Participants in order to be responsive to suggestions and
complaints, and responding to suggestions and complaints in determining whether
the applicant could bring order flow to the Exchange.
These are the primary factors that the Exchange believes are necessary for it to consider
when determining whether a DPM applicant is able to meet the DPM obligations,
responsibilities, and market performance standards imposed by the proposed DPM Rules.
Given that the Exchange may limit the number of approved DPMs, it is important that the
Exchange can reasonably determine that the Participants it approves to act as DPMs will
increase liquidity and quote competitively in order to attract order flow as intended by the
proposed DPM program.

Each applicant for approval as a DPM will have an opportunity to present any
matter that it wishes the Exchange to consider in conjunction with the approval decision.
The Exchange may require that a presentation be solely or partially in writing, and may
require the submission of additional information from the applicant or its associated
persons. Formal rules of evidence will not apply to these proceedings. This opportunity
will allow a DPM applicant to ensure that the Exchange considers all information that the

DPM applicant deems relevant, in addition to the standard information described by the
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factors above that the Exchange reviews. The Exchange believes the presentation of this
information, in addition to the information requested by the Exchange, will result in fair
and fully informed decisions by the Exchange during the DPM approval process.

In selecting an applicant for approval as a DPM, the Exchange may place one or
more conditions on the approval, including but not limited to conditions concerning the
capital or operations of or persons associated with the DPM applicant, and the number or
type of securities that may be allocated to the applicant. Depending on the circumstances
surrounding a specific DPM applicant, the Exchange believes it is necessary to have the
ability to impose conditions on the specific DPM approval in addition to the obligations
otherwise imposed by the DPM Rules as an additional means to ensure that the DPM
applicant is able to adequately perform the DPM functions.

Each DPM will retain its approval to act as a DPM for one year, unless the
Exchange relieves the DPM of its approval and obligations to act as a DPM or earlier
terminates the DPM’s approval to act as a DPM pursuant to proposed Rule 8.20. After each
one-year term, a DPM may file an application with the Exchange to renew its approval to
act as a DPM on forms prescribed by the Exchange, which renewal application the
Exchange may approve or disapprove in its sole discretion in the same manner and based on
the same factors set forth in proposed Rule 8.14(b) through (d), and any other factors the
Exchange deems relevant (including an evaluation of the extent to which the DPM has
satisfied its obligations under proposed Rule 8.17). Because the proposed rule change
provides that the Exchange will determine the appropriate number of approved DPMs in

a class, the Exchange believes that having temporary DPM appointments will provide all
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Participants with regular opportunities to be selected as DPMs by the Exchange rather
than allow certain Participants to have perpetual DPM appointments.

If the Exchange terminates or otherwise limits its approval for a Participant to act
as a DPM, the Exchange may do one or both of the following: (1) approve a DPM on an
interim basis, pending the final approval of a new DPM; and (2) allocate on an interim
basis to another DPM(S) the securities that were allocated to the affected DPM, pending a
final allocation of the securities pursuant to proposed Rule 8.15 (as described below).
Neither an interim approval nor allocation will be viewed as a prejudgment with respect
to the final approval or allocation. Interim approvals and allocations will provide
uninterrupted DPM quoting in appointed classes and prevent any reduced liquidity in
those classes that could otherwise result from a termination, condition, or limit on a
DPM’s approval or allocation.

Proposed Rule 8.14(g) provides that DPM appointments may not be sold, assigned,
or otherwise transferred without prior written approval of the Exchange. This provision
clarifies that only the Exchange may authorize a firm to act as a DPM, which will allow the
Exchange to ensure that a Participant is qualified to adequately perform DPM functions and
fulfill its obligations and responsibilities as a DPM under the proposed DPM Rules.

Rule 8.15 — Allocation of Securities to DPMs?’

Proposed Rule 8.15 sets forth the manner in which the Exchange will allocate
securities to DPMs. Proposed Rule 8.15(a) provides that the Exchange will determine for
each security traded on the Exchange whether the security should be allocated to a DPM

and, if so, to which DPM the security should be allocated. The proposed rule change

! See CBOE Rule 8.95.
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could produce additional quotation volume in classes that are allocated to DPMs. The
Exchange maintains a rigorous capacity planning program that monitors system
performance and projected capacity demands and, as a general matter, considers the
potential system capacity impact of all new initiatives. The Exchange has analyzed the
potential for additional quote traffic resulting from the addition of DPMs and has
concluded that the Exchange has sufficient system capacity to handle those additional
quotes without degrading the performance of its systems. The Exchange also notes that
any additional quote traffic will be limited, as the Exchange may allocate securities to
DPMs on a class-by-class basis as opposed to allocating all classes to DPMs. Ultimately,
the Exchange believes that it has the necessary systems capacity to allocate option classes
to DPMs as described in this proposed rule change. The Exchange will monitor quoting
volume associated with DPMs and its effect on C2’s systems.

Proposed Rule 8.15(b) describes the criteria that the Exchange may consider in
making allocation determinations. The factors the Exchange may consider when making
these determinations include, but are not limited to, any one or more of the following:
performance, volume, capacity, market performance commitments, operational factors,
efficiency, competitiveness, environment in which the security will be traded, expressed
preferences of issuers, and recommendations of any Exchange committees. The
following are some examples of the many ways in which these criteria may be applied:

o In considering performance, the Exchange may look at the market

performance ranking of the applicable DPMs, as established by market

performance reviews that are conducted by the Exchange.
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o In considering volume, the Exchange may look at the anticipated trading
volume of the security and the trading volume attributable to the applicable DPMs
in determining which DPMs would be best able to handle the additional volume.

. In considering capacity, operational factors, and efficiency, the Exchange
may look to criteria such as the number of Market-Makers or DPM personnel, the
ability to process order flow, and the amount of DPM capital in determining
which DPMs would be best able to handle additional securities.

o In considering marketing performance commitments, the Exchange may
look at the pledges a DPM has made with respect to how narrow its bid-ask
spreads will be and the number of contracts for which it will honor its
disseminated market quotations beyond what is required by Exchange Rules.

. In considering competitiveness, the Exchange may look at percentage of
volume attributable to a DPM in allocated securities that are multiply listed.

o In considering the environment in which the security will be traded, the
Exchange may seek a proportionate distribution of securities between the Market-
Maker system and the DPM system and across different DPMs.

o In considering expressed preferences of issuers, the Exchange may
consider the views of the issuer of a security traded on the Exchange with respect
to the allocation of that security or to the licensor of an index on which an index
option is based with respect to the allocation of that index option.

. The Exchange may consider the recommendation of any Exchange

committees, particularly those that evaluate DPM market performance.
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Proposed Rule 8.15(c) provides that the Exchange may remove an allocation and
reallocate the applicable security during a DPM’s term if the DPM fails to adhere to any
market performance commitments made by the DPM in connection with receiving the
allocation. The Exchange typically requests that DPMs make market performance
commitments as part of their applications to receive allocations of particular securities.
As described above, these commitments may relate to pledges to keep bid-ask spreads
within a particular width or to make disseminated quotes firm for a designated number of
contracts beyond what is required by Exchange Rules. Proposed Rule 8.15(c) permits the
Exchange to remove an allocation if these commitments are not met, which the Exchange
believes will incentive DPMs to abide by these commitments. The Exchange believes
these types of commitments will be instrumental in causing DPMs to quote more
competitively.

Proposed Rule 8.15(c) also provides that the Exchange may change an allocation
determination if it concludes that doing so is in the best interests of the Exchange based
on operational factors or efficiency. For example, if, due to market conditions, trading
volume in a security greatly increased over a very short time frame and the DPM
allocated that security could not handle the additional order flow, the Exchange may
deem it necessary to reallocate the security to another DPM with the capacity to do so.
This provision will allow the Exchange to ensure that there is sufficient liquidity during
trading hours in the allocated option classes.

Proposed Rule 8.15(d) provides that prior to taking any action to remove an
allocation, the Exchange will generally give the DPM prior notice of the contemplated

action and an opportunity to be heard concerning the action. The only exception to this
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requirement would be in those unusual situations when expeditious action is required due
to extreme market volatility or some other situation requiring emergency action.
Specifically, except when expeditious action is required, proposed Rule 8.15(d) requires
that prior to taking any action to remove an allocation, the Exchange must notify the
DPM involved of the reasons the Exchange is considering taking the contemplated
action, and will either convene one or more informal meetings with the DPM to discuss
the matter, or provide the DPM with the opportunity to submit a written statement to the
Exchange concerning the matter. Due to the informal nature of the meetings provided for
under proposed Rule 8.15(d) and in order to encourage constructive communication
between the Exchange and the affected DPM at those meetings, ordinarily neither
counsel for the Exchange nor counsel for the DPM will be invited to attend these
meetings and no verbatim record of the meetings will be kept.

As with any decision made by the Exchange, any person adversely affected by a
decision made by the Exchange to remove an allocation may appeal the decision to the
Exchange under Chapter 19 of the Exchange Rules. The appeal procedures in Chapter 19
provide for the right to a formal hearing concerning any such decision and for the right to
be accompanied, represented, and advised by counsel at all stages of the proceeding. In
addition, any decision of the Exchange’s Appeals Committee may be appealed to the
Board of Directors pursuant to CBOE Rule 19.5 (which is incorporated into the Exchange
Rules). The Exchange believes these hearing and appeal procedures will provide DPMs
with appropriate due process with respect to decisions made regarding their DPM

allocations and will promote a fair and fully informed decision-making process.
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Proposed Rule 8.15(e) provides that the allocation of a security to a DPM does
not convey ownership rights in the allocation or in the order flow associated with the
allocation. Proposed Rule 8.15(e) is intended to make clear that DPMs may not buy, sell,
or otherwise transfer an allocation and that, instead, the Exchange has the sole authority
to determine allocations. As discussed above, DPM appointments may only be
transferred with Exchange approval pursuant to proposed Rule 8.14(g).

Proposed Rule 8.15(f) provides that in allocating and reallocating securities to
DPMs, the Exchange will act in accordance with any limitation or restriction on the
allocation of securities that is established pursuant to another Exchange Rule. For
example, the Exchange may take remedial action against a DPM for failure to satisfy
minimum market performance standards, and such action may involve a restriction
related to the allocation of securities to that DPM. Similarly, the Exchange may place
restrictions on a DPM’s ability to receive or retain allocations of securities pursuant to
various provisions of these proposed Rules, including as a condition of appointment as a
DPM (proposed Rule 8.14(d)), due to failure to perform DPM functions (proposed Rule
8.20(a)(2)), or due to a material financial or operational change (proposed Rule
8.20)(a)(1)). Proposed Rule 8.15(f) is intended to make clear that the Exchange must act
in accordance with any of these restrictions in making allocation determinations.

Proposed Rule 8.15, Interpretation and Policy .01 generally provides that the
Exchange may reallocate a security at the end of a DPM’s one-year term, in the event that
the security is removed pursuant to another Exchange Rule from the DPM to which the
security has been allocated, or in the event that for some other reason the DPM to which

the security has been allocated no longer retains the allocation. For example, at the end
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of a DPM’s term, the Exchange may allocate the security to the same DPM again (if the
DPM applied for its appointment to be renewed and the Exchange approved the renewal
application), to another DPM, or to no DPM. As another example, as described above,
the Exchange may take remedial actions against DPMs in specified circumstances,
including the removal of an allocation. Proposed Rule 8.15, Interpretation and Policy .01
is intended to clarify that in the event the Exchange removes an allocation pursuant to
Exchange Rules, the Exchange will reallocate the security pursuant to proposed Rule
8.15. The only exception to this provision is that the Exchange is authorized pursuant to
proposed Rule 8.14(f) to allocate to an interim DPM on a temporary basis a security that
is removed from another DPM until the Exchange has made a final allocation of the
security. As with several other proposed Rules, this provision is intended allow the
Exchange to ensure that there is sufficient liquidity in allocated classes despite changing
circumstances.

Rule 8.16 — Conditions on the Allocation of Securities to DPMs?

Proposed Rule 8.16 allows the Exchange to establish (1) restrictions applicable to
all DPMs on the concentration of securities allocable to a single DPM and to affiliated
DPMs and (2) minimum eligibility standards applicable to all DPMs, which must be
satisfied in order for a DPM to receive allocations of securities, including but not limited
to standards relating to adequacy of capital and operational capacity (including number of
personnel). Among the reasons for granting the Exchange the authority to limit the
concentration of securities allocable to a single DPM and to affiliated DPMs is to

promote competition in the Exchange’s market and to help ensure that no DPM or group

8 See CBOE Rule 8.84.
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of affiliated DPMs is allocated such a large number of securities that it would be difficult
for the Exchange to quickly reallocate those securities to other DPMs or Market-Makers
in the event that for some reason the DPM or group of affiliated DPMs were no longer
able to perform in that capacity. Among the reasons for granting the Exchange the
authority to establish minimum eligibility standards for DPMs to receive allocations of
securities is to help ensure that a DPM has the financial and operational ability to handle
additional allocations of securities and meet its DPM obligations with respect to those
securities. Similarly, the Exchange may utilize this proposed Rule to establish specific
minimum market performance standards that must be satisfied by DPMs in order to
receive allocations of securities so that a DPM that is not performing adequately with
respect to the securities that have already been allocated to the DPM is not allocated
additional securities.

Rule 8.17 — DPM Obligations®

Proposed Rule 8.17 describes the obligations of a DPM. Proposed Rule 8.17(a)
includes the general obligation with respect to each of its allocated securities to fulfill all
of the obligations of a Market-Maker under Exchange Rules in addition to the
requirements set forth in this proposed Rule.® Proposed Rule 8.17(a) requires each
DPM:

1) to provide continuous quotes in at least the lesser of 99% of the non-

adjusted option series (as defined in Rule 8.5(a)(1)) or 100% of the non-adjusted

option series minus one call-put pair of each option class allocated to it, with the

) See CBOE Rule 8.85.

10 To the extent there is any inconsistency between the specific obligations
of a DPM set forth in proposed Rule 8.17 and the general obligations of a Market-Maker
under the Exchange Rules, proposed Rule 8.17 will govern.
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term “call-put pair” referring to one call and one put that cover the same
underlying instrument and have the same expiration date and exercise price, and
assure that its disseminated market quotations are accurate™*;

@) to assure that each of its displayed market quotations are for the number of
contracts required by Rule 8.6(a), “Market-Maker Firm Quotes”;

3 to segregate in a manner prescribed by the Exchange (a) all transactions
consummated by the DPM in securities allocated to the DPM and (b) any other
transactions consummated by or on behalf of the DPM that are related to the
DPM’s DPM business™;

4) to not initiate a transaction for the DPM’s own account that would result
in putting into effect any stop or stop limit order that may be in the Book*® and
when the DPM guarantees that the stop or stop limit order will be executed at the
same price as the electing transaction®*; and

(5) to ensure that a trading rotation is initiated promptly following the opening

of the underlying security (or promptly after 8:30 a.m. Central Time in an index

1 For purposes of this provision, “continuous” means 90% of the time. If a

technical failure or limitation of the System prevents a DPM from maintaining, or from
communicating to the Exchange, timely and accurate quotes in a series, the duration of
such failure will not be considered in determining whether that that DPM has satisfied the
99% quoting standard with respect to the series.

12 This will permit the Exchange to monitor each DPM’s trading positions in
order to ensure that the DPM is in compliance with the financial and other requirements
that are applicable DPMs.

The term “Book” means the electronic book of buy and sell orders and
guotes maintained by the System. The “System” is the automated trading system used by
the Exchange for the trading of options contracts. See Rule 1.1.

14 These restrictions apply to stop or stop limit orders only if the terms of
such orders are visible to the DPM or if such orders are handled by the DPM.
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class) in accordance with Rule 6.11 in 100% of the series of each allocated class

by entering opening quotes as necessary.

Proposed Rule 8.17(b) provides that a DPM may not represent discretionary
orders as an agent in its allocated classes.

Proposed Rule 8.17(c) lists additional obligations of a DPM, including that a
DPM must:

1) resolve disputes relating to transactions in the securities allocated to the

DPM, subject to Exchange official review, upon the request of any party to the

dispute;

@) make competitive markets on the Exchange and otherwise promote the

Exchange in a manner that is likely to enhance the ability of the Exchange to

compete successfully for order flow in the classes it trades;

3) promptly inform the Exchange of any material change in the financial or

operational condition of the DPM;

4 supervise all persons associated with the DPM to assure compliance with

the Exchange Rules;

(5) segregate in a manner prescribed by the Exchange the DPM’s business

and activities as a DPM from the DPM’s other business and activities'*; and

(6) continue to act as a DPM and to fulfill all of the DPM’s obligations as a

DPM until its DPM appointment has lapsed, the Exchange relieves the DPM of its

15 This requirement will help reduce the risk that a DPM’s financial integrity

will be adversely impacted by financial losses that may be incurred by the DPM in
connection with its other businesses and activities.
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approval and obligations to act as a DPM, or the Exchange terminates the DPM’s

approval to act as a DPM pursuant to proposed Rule 8.20.

Proposed Rule 8.17(d) provides that each person associated with a DPM will be
obligated to comply with the provisions of proposed Rule 8.17(a) through (c) when acting
on behalf of the DPM.

Proposed Rule 8.17(e) provides that each DPM must hold the number of Trading
Permits as may be necessary based on the aggregate “registration cost” for the classes
allocated to the DPM. Each Trading Permit held by the DPM has a registration cost of
1.0.%® For example, if the Exchange allocates to a DPM classes with an aggregate
registration cost of 1.6, the DPM would be required to hold two Trading Permits. The
Exchange may change at any time the registration cost of any option class; upon any such
change, each DPM will be required to hold the appropriate number of Trading Permits
reflecting the revised registration costs of the classes that have been allocated to it.
Additionally, a DPM is required to hold the appropriate number of Trading Permits at the
time a new option class is allocated to it pursuant to proposed Rule 8.16 begins trading.

In the event a Participant approved as a DPM is also approved to act as a Market-
Maker and has excess Trading Permit capacity above the aggregate registration cost for
the classes allocated to it as the DPM, the Participant may utilize the excess Trading
Permit capacity to quote in an appropriate number of classes in the capacity of a Market-
Maker. For example, if the DPM has been allocated a number of option classes with an
aggregate registration cost of 1.6, the Participant could request an appointment as a

Market-Maker in any combination of option classes whose aggregate registration cost

16 Rule 8.2(d) lists the registration costs for the classes of securities on the

Exchange.
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does not exceed 0.40. The Participant will not function as a DPM in any of these
additional classes. In the event the Participant utilizes any excess Trading Permit
capacity to quote in some additional classes as a Market-Maker, it must comply with the
provisions of Rule 8.2.

Rule 8.17, Interpretation and Policy .01 clarifies that willingness of a DPM to
promote the Exchange as a marketplace includes assisting in meeting and educating
Participants (and taking the time for travel related thereto), maintaining communications
with Participants in order to be responsive to suggestions and complaints, responding to
suggestions and complaints, and other like activities.

The Exchange believes that these obligations will result in additional liquidity and
competitive quoting in the allocated classes on C2’s market, which could ultimately lead
to additional order flow directed to the Exchange. The Exchange believes that these
obligations will strengthen its market and are reasonable given the benefits conferred
upon DPMs in exchange for these heightened obligations in the form of a participation
entitlement, as discussed further below.

Rule 8.18 — DPM Financial Requirements®’

Proposed Rule 8.18 requires each DPM to maintain net liquidating equity in its
DPM account of not less than $100,000. It also requires each DPM to maintain net
capital sufficient to comply with the requirements of Rule 15¢3-1 under the Act and

requires each DPM that is a Clearing Participant'® also to maintain net capital sufficient

" See CBOE Rule 8.86.

18 A “Clearing Participant” means a Permit Holder that has been admitted to
membership in The Options Clearing Corporation (“OCC”) pursuant to the provisions of
OCC rules. A “Permit Holder” means the Exchange recognized holder of a Trading
Permit. A Permit Holder is also known as a Trading Permit Holder under the Exchange’s
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to comply with the requirements of The Options Clearing Corporation. Additionally,
proposed Rule 8.18 requires DPMs to maintain net liquidating equity in their DPM
accounts in conformity with any guidelines as the Exchange may establish from time to
time. The Exchange expects to draft and use DPM financial guidelines in connection
with the process for allocating securities to DPMs, and proposed Rule 8.18 would permit
the Exchange to implement and enforce these guidelines as DPM financial requirements
under Exchange Rules. The Exchange will announce these guidelines to Participants by
Regulatory Circular. Although there are other rules that already subject DPMs to these
financial requirements (and all Market-Makers must comply with the Act requirements
applicable to specialists, including financial requirements), the Exchange believes that it
is worthwhile to also include these requirements in proposed Rule 8.18 so that the
proposed DPM Rules are more informative and complete.

Rule 8.19 — Participation Entitlement of DPMs2

Rule 6.12 sets forth how the System prioritizes orders for execution purposes.
Rule 6.12(a)(3) provides that the Exchange may prioritize orders using a price-time
priority with primary priority for public customers and secondary priority for certain
trade participation rights. Proposed Rule 8.19 grants to DPMs a trade participation right.
Proposed Rule 8.19(a) gives the Exchange authority to determine the appropriate
participation right for DPMs by providing that the Exchange, subject to review by the
Exchange Board of Directors, may establish from time to time a participation entitlement

formula that is applicable to all DPMs.

Bylaws. Permit Holders are deemed “members” under the Act. See Rule 1.1.
' See CBOE Rule 8.90.
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Proposed Rule 8.19(b)(1) provides that: (1) a DPM will be entitled to a
participation entitlement only if quoting at the best bid or offer disseminated on the
Exchange (“BBO”); (2) a DPM may not be allocated a total quantity greater than the
quantity that the DPM is quoting at the BBO; and (3) the participation entitlement is
based on the number of contracts remaining after all public customer orders in the Book
at the BBO have been satisfied.

Proposed Rule 8.19(b)(2) provides that the collective DPM participation
entitlement shall be: 50% when there is one Market-Maker also quoting at the BBO and
40% when there are two or more Market-Makers also quoting at the BBO. If only the
DPM is quoting at the BBO (with no Market-Makers quoting at the BBO), the
participation entitlement will not be applicable and the allocation procedures under Rule
6.12 will apply.

Proposed Rule 8.19(b)(3) provides that a DPM will not receive its participation
entitlement in trades for which a Preferred Market-Maker (“PMM?”) already received a
participation entitlement pursuant to Rule 8.13, based on the priority determination made
by the Exchange under Rule 6.12. This provision clarifies that only one trade
participation right may be applied to the same trade (see the discussion of the proposed
rule change to Rule 6.12(a) below). For example, if the Exchange has activated both a
PMM nparticipation right and DPM participation right in a class and determines under
Rule 6.12 that a PMM has higher priority than a DPM, and a PMM receives its
participation entitlement for a trade, then a DPM may not receive its participation

entitlement for that trade.
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Proposed Rule 8.19, Interpretation and Policy .01 provides that the Exchange may
also establish a lower DPM participation rate on a product-by-product basis for newly
listed products or products that are being allocated to a DPM for the first time. The
Exchange will announce any lower participation rate to Participants by Regulatory
Circular.

The Exchange believes that DPMs will play an important role in providing
additional liquidity and more price competition because of the obligations imposed on
DPMs by the proposed Rules, as discussed above. The Exchange also believes that the
proposed participation entitlement, which DPMs may receive only when quoting at the
best price, is an appropriate reward for DPMs’ satisfaction of their DPM obligations,
particularly given the overall benefit to the Exchange’s market and customers that the
additional DPM liquidity will create. Further, the Exchange believes that the limited
percentage of the participation entitlement still provides other market participants with
opportunities to be allocated a significant number of contracts in trades in which a DPM
receives its participation entitlement. Similarly, the Exchange believes it is appropriate to
only allow a PMM or DPM to receive its participation entitlement for a trade to further
ensure that these opportunities are available to other market participants in classes with a
DPM or PMM. While the Exchange believes that DPMs will add liquidity to the benefit
of the market and customers, it is still important for all market participations to engage in
price competition on the Exchange. This participation entitlement is part of the
Exchange’s careful balancing of the rewards and obligations of all types of Exchange
Participants, which is part of the overall market structure designed to encourage vigorous

price competition among Market-Makers, while still maximizing the benefits or price
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competition resulting from the entry of customer and non-customer orders, while
encouraging Participants to provide market depth.

Rule 8.20 — Termination, Conditioning, or Limiting Approval to Act as a DPM%

Proposed Rule 8.20 governs the termination, conditioning, and limiting of
approval to act as a DPM. Rule 8.20(a) provides that the Exchange may terminate, place
conditions upon, or limit a Participant’s approval to act as a DPM if the Participant:
(1) incurs a material financial or operational; (2) fails to comply with any requirements
under Exchange Rules regarding DPM obligations and responsibilities; or (3) is no longer
eligible to act as DPM or be allocated a particular security or securities. Proposed Rule
8.20(a) also provides that before the Exchange may take any action to terminate,
condition, or otherwise limit a Participant’s approval to act as a DPM, the Participant will
be given notice of such possible action and an opportunity to present any matter that it
wishes the Exchange to consider in determining whether to take such action. These
proceedings will be conducted in the same manner as the Exchange proceedings
concerning DPM approvals described above.

Proposed Rule 8.20(b) provides an exception to this provision, which grants
authority to the Exchange to immediately terminate, condition, or otherwise limit a
Participant’s approval to act as a DPM if the DPM incurs a material financial or
operational warranting immediate action or if the DPM fails to comply with any of the
financial requirements applicable to DPMs.

In addition, proposed Rule 8.20(c) provides that limiting a Participant’s approval

to act as a DPM may include, among other things, limiting or withdrawing a DPM’s

20 See CBOE Rule 8.90.
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participation entitlement and withdrawing a DPM’s right to act as DPM in one or more of
its allocated securities.

As discussed above, it is important for the Exchange to have the sole authority to
approve a Participant to act as a DPM (and allocate securities to a DPM) to ensure that
the Participant is able to satisfy DPM obligations and perform DPM functions. Similarly,
the Exchange needs authority to terminate, condition, or limit a DPM’s approval when
necessary to incentive DPMs to meet their DPM obligations and responsibilities in order
to continue to receive the corresponding DPM benefits provided for in the proposed DPM
Rules. In addition, if any of the circumstances set forth in proposed Rule 8.20(a) occurs,
the Exchange’s authority to terminate, condition, or limit a DPM’s approval, and appoint
another DPM if necessary (in the interim or permanently as discussed above), is essential
to provide for uninterrupted DPM quoting in appointed classes and prevent any reduced
liquidity in the DPM’s allocated class that could otherwise result under these
circumstances.

Proposed Rule 8.20(d) provides that if a Participant’s approval to act as a DPM is
terminated, conditioned, or otherwise limited by the Exchange pursuant to proposed Rule
8.20, the Participant may appeal that decision to the Appeals Committee under Chapter
19. Additionally, as is described above, these appeal procedures provide for the right to a
formal Appeals Committee hearing concerning any such decision, and the decision of the
Appeals Committee may be appealed to the Board of Directors. The advanced notice and
appeal procedures are intended to ensure that DPMs receive appropriate due process with

respect to their approvals to act as DPMs, as discussed above.
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Rule 8.21 — Limitations on Dealings of DPMs and Affiliated Persons of DPMs%

Proposed Rule 8.21 provides that a DPM must maintain information barriers that
are reasonably designed to prevent the misuse of material, non-public information with
any affiliates that may conduct a brokerage business in option classes allocated to the
DPM or act as a specialist or market-maker in any security underlying options allocated
to the DPM, and otherwise comply with the requirements of CBOE Rule 4.18 (which is
incorporated into the Exchange Rules) regarding the misuse of material non-public
information. A DPM must provide its information barriers to the Exchange and obtain
prior written approval. This provision is meant to prevent a Participant’s non-DPM
businesses from obtaining any benefits as a result of the Participant’s status as a DPM.

Rule 6.12 — Order Execution and Priority%

The proposed rule change amends Rule 6.12 to ensure that the Exchange’s order
execution and priority rule contemplates a participation entitlement for DPMs. The
proposed rule change provides that both PMMs and DPMs may be granted participation
rights up to the applicable participation right percentage designated in Rule 8.13 and
8.19, respectively. The Exchange may activate more than one trade participation right for
an option class (including at different priority sequences), however in no case may more

than one trade participation right be applied on the same trade.?® The proposed rule

2L See CBOE Rule 8.91.

22 See CBOE Rules 6.45A(a)(ii)(2) and (iii) and 6.45B(a)(i)(2) and (iii).

For example, the Exchange may activate both the PMM trade participation
right of Rule 8.13 and the DPM trade participation right of Rule 8.20, along with other
priorities that are allowed under Rule 6.12(a)(3), for an option class at the following
priority levels: public customer has first priority, Market Turner (see Rule 6.12(b)(1)) has
second priority, PMM participation right has third priority, and DPM participation right
has fourth priority. If a PMM’s participation right is applied to a trade, then the DPM’s
participation right cannot be applied to that trade, and the trade would be allocated as
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change provides that, like for PMMs, (1) a DPM’s order or quote must be at the best
price on the Exchange; (2) a DPM may not be allocated a total quantity greater than the
quantity that it is quoting (including orders not part of quotes) at that price; (3)in
establishing the counterparties to a particular trade, the DPM’s participation right must be
first counted against its highest priority bids or offers; and (4) the DPM’s participation
right will only apply to any remaining balance of an order once all higher priorities are
satisfied.

The proposed rule change also amends Rule 6.12 to add paragraph (b)(2), which
will provide for an additional priority overlay for small orders that can be applied to each
of the three matching algorithms. If the small order priority overlay is in effect for an
option class,* then the following would apply:

. Orders for five contracts or fewer will be executed first by the DPM that is

appointed to the option class; provided, however, that, on a quarterly basis, the

Exchange will evaluate what percentage of the volume executed on the Exchange

(excluding volume resulting from the execution of orders in C2’s Automated

Improvement Mechanism (“AIM”) — see Rule 6.51) is comprised of orders for

five contracts or fewer executed by DPMs, and will reduce the size of the orders

included in this provision if this percentage is over 40%.

follows: first to any public customers, second to the Market Turner, third to the PMM’s
participation right, and the remainder to other orders in price-time priority. However, if a
PMM’s participation right was not applied to the trade, then the DPM’s participation
right could be applied to the trade, and the trade would be allocated as follows: first to
any public customers, second to the Market Turner, third to the DPM’s participation
right, and the remainder to other orders in price-time priority.

24 As set forth in Rule 6.12(b), the Exchange may determine to apply, on a
series-by-series basis, any additional priority overlays in subparagraph (b) in a sequence
determined by the Exchange.
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o This procedure will only apply to the allocation of executions among non-
customer orders and Market-Maker quotes existing in the Book at the time the
Exchange receives the order. No market participant will be allocated any portion
of an execution unless it has an existing interest at the execution price. Moreover,
no market participant will be able to execute a greater number of contracts than is
associated with the price of its existing interest. As a result, the small order
preference contained in this allocation procedure will not be a guarantee; the
DPM (1) must be quoting at the execution price to receive an allocation of any
size, and (2) cannot execute a greater number of contracts than the size that is
associated with its quote.

) If a PMM is not quoting at a price equal to the national best bid or offer
(the “NBBQ”) at the time a preferred order is received, the allocation procedure
for small orders described above will be applied to the execution of the preferred
order (i.e., it will be executed first by the DPM). If a PMM is quoting at the
NBBO at the time the preferred order is received, the allocation procedure in
place for all other sized orders in the class will be applied to the execution of the
preferred order, except that any Market Turner status will not apply (e.g., if the
default matching algorithm is price-time with a public customer and participation
entitlement overlay, the order will execute first against any public customer
orders, then the PMM would receive its participation entitlement, then the

remaining balance would be allocated on a price-time basis).
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. The small order priority overlay will only be applicable to automatic

executions and will not be applicable to any auctions.?
Lastly, like the existing priority overlays, the small order priority overlay is optional.
The Exchange will announce all determinations under this Rule by Regulatory Circular.

As described above, the Exchange believes that because DPMs will have unique
obligations to the C2 market,?® they should be provided with certain participation rights.
Under the proposed DPM Rules in this filing, if the DPM is one of the Participants with a
quote at the best price, the participation entitlement will generally equal to 50% when
there is one Market-Maker also quoting at the BBO or 40% when there are two or more
Market-Makers also quoting at the BBO.?” This proposed priority overly will make
available an allocation procedure that provides that the DPM has precedence to execute
orders of five contracts or fewer. The Exchange believes that this small order priority
overlay will not necessarily result in a significant portion of the Exchange’s volume
being executed by the DPM. As stated above, the DPM would execute against these
small orders only if it is quoting at the best price, and only for the number of contracts
associated with its quotation. Nevertheless, the Exchange will evaluate what percentage
of the volume executed on the Exchange is comprised of orders for five contracts or
fewer executed by DPMs, and will reduce the size of the orders included in this provision

if this percentage is over 40%.

25 In addition to AIM, C2 has various electronic auctions that are described

under Rules 6.14, “Simple Auction Liaison,” and 6.52, “Solicitation Auction
Mechanism.” Each of these auctions generally allocates executions pursuant to the
matching algorithm in effect for the options class with certain exceptions noted in the
respective rules.

2 See proposed Rule 8.17, “DPM Obligations.”

2 See proposed amendment to Rule 6.12(a) and proposed Rule 8.19,
“Participation Entitlement of DPMs.”
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C2 considered this small order priority overlay as part of its balancing of DPM
obligations and benefits described above and believes this priority overlay, which
includes participation rights for DPMs only when they are quoting at the best price, helps
strike an appropriate balance of these obligations and benefits.

Other Changes

Rule 1.1 — Definitions

The proposed rule change amends Rule 1.1 to define the term “BBO” as the best
bid or offer disseminated on the Exchange. The Exchange proposes to include this
definition to clarify its meaning in the Exchange Rules because the term is used
throughout the proposed DPM Rules as well as other Exchange Rules.

Rule 17.50 — Minor Rule Violation Plan%®

The proposed rule change also amends Rule 17.50(g)(14) to add DPM quoting
obligations to the Exchange’s Minor Rule Violation Plan (“MRVP”) provision regarding
C2 Market-Maker quoting obligations. This will allow the Exchange to impose sanctions
upon DPMs for failing to meet their quoting obligations pursuant to the MRVP, as it does
for Market-Makers and PMMs. C2 believes these violations are suitable for inclusion in
the MRVP because they are generally technical in nature, allowing C2 to carry out its
regulatory responsibilities more quickly and efficiently with respect to Market-Maker
quoting obligations. For violations of DPM’s quoting obligations, the Exchange may
assess fines ranging from $2,000 to $4,000 for a first offense and $4,000 to $5,000 for a
second offense, and may assess a fine of $5,000 or refer to C2’s Business Conduct

Committee any subsequent offenses. The Exchange notes that these fine amounts are the

28 See CBOE Rule 17.50(g)(14).
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same as the amounts currently imposed on Market-Makers for violations of their quoting
obligations under the MRVP.

C2 will maintain internal guidelines that dictate the sanctions that will be imposed
for a particular violation (based on the degree of the violation). As with all other
violations in C2’s MRVP, C2 will retain the ability to refer a violation of DPM quoting
obligations to its Business Conduct Committee should the circumstances warrant this
referral.

2. Statutory Basis

The Exchange believes the proposed rule change is consistent with the Actand the
rules and regulations thereunder applicable to the Exchange and, in particular, the
requirements of Section 6(b) of the Act.?® Specifically, the Exchange believes the
proposed rule change is consistent with the Section 6(b)(5)*° requirements that the rules
of an exchange be designed to promote just and equitable principles of trade, to prevent
fraudulent and manipulative acts, to remove impediments to and to perfect the
mechanism for a free and open market and a national market system, and, in general, to
protect investors and the public interest.

In particular, the Exchange believes that adopting a DPM program will protect
investors and the public interest, because it will help generate greater order flow for the
Exchange in appointed classes and provide additional incentives for DPMs to trade with
that order flow, which in turn adds depth and liquidity to C2’s market and ultimately

benefits all market participants. The Exchange believes this deeper liquidity will make

29 15 U.S.C. 78f(b).
%0 15 U.S.C. 78f(b)(5).
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C2 more competitive with other markets that trade those classes, which will also help
remove impediments to and perfect the mechanism for a free and open market.

Additionally, the Exchange believes that adopting a DPM program will promote
just and equitable principles of trade, as it will require DPMs to assist in the maintenance
of a fair and orderly market, as reasonably practicable, and maintain net capital consistent
with federal requirements for market-makers. These proposed Rules impose many
obligations on DPMs, including continuous two-sided quoting obligations, which will
ensure that DPMs provide significant liquidity in their allocated classes to the benefit of
all C2 market participants, and operational capacity requirements, which will ensure that
DPMs are capable of carrying out their obligations, as well as eligibility requirements and
market performance standards. The proposed Rules also allow the Exchange to impose
conditions on DPMs or their allocations to further ensure that DPMs are providing
appropriate depth and liquidity in their allocated classes.

In light of these obligations, the Exchange also proposed to provide DPMs with
the benefit of a participation entitlement that may receive higher priority for trades than
other Participants, subject to the requirements set forth in proposed Rule 8.19(b)(1), as
well as a small order priority overlay, subject to the requirements set forth in proposed
Rule 6.12(b)(2). While these trade priorities may reduce the number of contracts that
other Participants may execute in trades in which the DPM participation entitlement, or
small order priority overlay is applied, the Exchange believes this fact is outweighed by
the benefit of the additional liquidity and more competitive pricing that DPMs will
provide to the market in their appointed classes, ultimately resulting in a net benefit to

Exchange customers. These trade priorities are part of the balancing of C2’s overall
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market structure, which is designed to encourage vigorous price competition between
Market-Makers on the Exchange, as well as maximize the benefits of price competition
resulting from the entry of customer and non-customer orders, while encouraging
Participants to provide market depth. Therefore, the Exchange believes the obligations
proposed to be imposed on DPMs are offset by the benefits proposed to be conferred
upon DPMs.

In addition, the Exchange believes that the approval and allocation procedures and
policies will ensure that Participants are approved to act as DPMs and securities traded on
the Exchange are allocated in an equitable manner, and that all DPMs will have a fair
opportunity for approvals and allocations based on established criteria and procedures.
The proposed rules that give the Exchange the authority to terminate, limit, or condition
DPM approvals or reallocate securities will allow the Exchange to ensure that its market
maintains an uninterrupted high level of liquidity for customers in allocated classes, even
when unusual or changing market circumstances exist. Further, the Exchange believes
that the advanced notice provisions and appeal procedures that the proposed rules put in
place for all determinations made by the Exchange with respect to DPM approvals and
allocations, including termination and reallocation decisions, are reasonable procedures
that will create a fair and equitable decision-making process with respect to DPMs.

The Exchange believes the proposed rule change to add violations of DPM
quoting obligation to C2’s MRVP will strengthen C2’s ability to carry out its regulatory
responsibilities as a self-regulatory organization pursuant to the Act and reinforce its

surveillance and enforcement functions.
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The Exchange believes that adding the definition of BBO to the Rules protects
investors and the public interest, as it clarifies the meaning of this term, which is used
throughout the proposed DPM Rules and other Exchange Rules, for investors.

Finally, the Exchange believes that the proposed rule change is consistent with the
requirements of the Act because, as the Exchange notes above, the proposed requirements
for DPMs are based primarily on existing requirements for DPMs on another exchange
(CBOE).

B. Self-Requlatory Organization’s Statement on Burden on Competition

C2 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-Requlatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

The Exchange neither solicited nor received comments on the proposed rule
change.

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

Within 45 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 publishes its reasons for so finding or
(i) as to which the self-regulatory organization consents, the Commission will:

A. by order approve or disapprove such proposed rule change, or

B. institute 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
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concerning the foregoing, including whether the proposed rule change is consistent with
the Act. Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/sro.shtml); or

e Send an e-mail to rule-comments@sec.gov. Please include File Number SR-C2-

2012-024 on the subject line.

Paper comments:

e Send paper comments in triplicate to Secretary, Securities and Exchange

Commission, 100 F Street, NE, Washington, DC 20549-1090.

All submissions should refer to File Number SR-C2-2012-024. This file number
should be included on the subject line if e-mail is used. To help the Commission process
and review your comments more efficiently, please use only one method. The
Commission will post all comments on the Commission’s Internet Web site

(http://www.sec.gov/rules/sro.shtml). ~ Copies of the submission, all subsequent

amendments, all written statements with respect to the proposed rule change that are filed
with the Commission, and all 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 provisions of 5 U.S.C. 552, will be available for
Web site viewing and printing in the Commission’s Public Reference Room, 100 F
Street, NE, Washington, D.C. 20549 on official business days between the hours of 10:00
a.m. and 3:00 p.m. Copies of such filing also will be available for inspection and copying

at the principal office of the Exchange. All comments received will be posted without


http://www.sec.gov/rules/sro.shtml
mailto:rule-comments@sec.gov
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change; the Commission does not edit personal identifying information from
submissions. You should submit only information that you wish to make available
publicly. All submissions should refer to File Number SR-C2-2012-024 and should be
submitted on or before [insert date 21 days from publication in the Federal Register].

For the Commission, by the Division of Trading and Markets, pursuant to
delegated authority.**

Secretary

3 17 CFR 200.30-3(a)(12).
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