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Deay Mr. Plotkin: ' “

In our letter to vou of Mav 5, 1976, we requasted
that the Board either issus an interpretation of or adcpt an
amendment to the shecislist's acoount provisions af Regula-
tiong ‘' ana U 1n order Lnat crealt may be extendod to oprions
swocialists and market-makers in specialist's aceounts with
respoct £0 certaln cxercise and hedging transacticens in thoe
underlying securities. In order te facilitatoe your considera-
tion of that request, we submitted with ocur letter a draf: of
a proposed new paragrasn (30 of Section 4(¢) of lRegulation T.
The draft included the following definition of a "bona fide
hedge":

L bona fide hedge of an opiions position with

a pesition in the underlying security includes

any corbination of positions in the underlving
security and pnaiticons in che opticn wherce an
advaerse change 1in the market price of the oplion
would reasonahly be anticipatocd to Le offset, in
whole or in zart, by a countervailing cnanga in
the market price of the positlion in the underlying
security. For purposzes of this cefinition, an
opticn position may include a combination ¢f long
positicons or short positions, orv both, in which
event it is the potential net price change of all
option contracts held in such option positiocn that
shall determine whether and to what exitent the
opticon pesition may be hedged Ly a position in the
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underlving security. Once a bona fide hedge
ceases to serve as such, either because 1t no
longer may reasonablly ke anticipated bto affset
ta any degree an aoverse change in the market
price of the option position or becausc the option
position has been liguidated, the position in the
underlying security must be liguidated as rapidly
. as possibkle commensurate with the circumstances,
or it may no longer be considered a2s a bona fide
hedge,

We recognize that this definition is a subjoctive one
and therefore has the disadwvantace ol belinyg more difficult to
enforce than a more ocbhiscilve definition would be. On the
other kand, it has the very great advantage of being flexible
enough to provide for the varying judgments brought to beay in
dynamic markets by different swecialists and clearing aswepbers.
Since nedging is hy its wery nature partly sublective —-- what
15 a sufficient hedge for one may be inadegquate for anothner --
we believe it to be desirable to leave sufficient breathing
Space to permit memnbers to mare independent, qood faith judgments
as to what constitutes an approbriata hedoo.

Insofar as the sublectivity of the definition is con-
cerncd, we believe thal the fact tha+ the definition would
require hedges to be "bona f£ide” provides a considerable amount
of regulatory protection. Terms such as "bona fide" and "good
faith" are used in a nurher of instances under the Securities
Exchange Act of 1934 and the rules and requlations thereunder
to distinguish conduct which 15 prohibited from that which 15
axempt, and Lthere has becn no indication that these provisions
have proved to be unenforceabie. For example in the 1975
amendnants to tne Act, Congress exempted any "bona fide hedce
tranzaction involving & long or short position in an eqguity
seourity and a leng or shors pesstion in a security entitling
the holder to acguire or sell such eogulty security” from the
prehibitions of Section ll{ali{l}, thus clearly deeming it
sufficient to distinguish the exempt from the prohibited by the
use of the term "hona fide." Similarly, "hona fide" arbitrage
and hedoing transactions were gxenpted from ke 3EC's former
Rule 19k-2, bona fide arbitrage transactions are exempt from
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SEC Rule 1la-1, and ceriain arbitrage transactions engaged in
for 2 "bona fide purpose" are exewpt ‘rom SEC Rule 1l0a-1.

WNevertheless, although we bhelieve the above definition
of hedging has much to commend it, we did not intend and do
net wish to preclude ceonsideration of alternative definitfions.
Indeed, at thiz ftime we prefer the definition seb forth in
paragraph (=) (2) (%) of SEC Rule 13a3~-1. That definition has
the advantages of simplicity of expression and uncderstanding,
eane of applicatiorn and of enforcement, and reduction of the
likelihood of inadvertent wviclatlons. Moreocver, since the
definition is in fhe process of being programred into the
computers of the clearing firms carcying specialists' accounts,
it has the further adwantages of beings implementeble a2t a very
early date (Jarvcary 1 at thz latest) and of reducing the corpuata-
ticnal burdens of speecialists, olearing firms and regulators.
On the otner hang, we recognize that tho (o) (2) (x) definiticn
could, 1f adhered to slavishly, permit the financing cof some
stock transactions ¢of speclalists that would not b2 necessary
tn nrovide an economic hedge to the specialists' ogtions
posiiions.  Accordingiy, we belleve thet 1o will we aslasliacy
for the exchanges and other regulators to take steps to assure
that, no matter what definition of hedging is adooted, the
transactions in the account are for the bona fidc purpose of
hedging., We recognize that this will leave a decgree of
subfjectivity in the application ard enforcement of the regulation,
but {(as nocted abowve) we 2o not think that this degrec of sub-
jectivity has proved unworkalble in the zast.

Another alternative definitiocn that might be used would
be one which would limit hedges to the net of the specialist's
long and short oplicons positions {("the net contract definition®).
Under that definiticn, a position in the underlying stock woold
be deemed to be 2 bona fide hedge only to the extent 1t s
offset oy a contra-position in an cpticon after a2ll long and
short options positions in the acoeount relating to the same
underlying security have beon matched. Yor example, assumne a
speciallst is leng 1O Januvary XYZ S0s, long 2 Jaruary Xy2 55s,
short S April XYZI 60s and snort 2 April X¥YZ2 35s. The specialist
would thus be long a total of 12 X¥Y7 optilon contracts and short
a4 total of 7, or a net long position of 5 ooticn contracts.
Under the net contract definiticon the specialist woeld he abhle
to nedge the 5 net long eption contracks by maintaining a shors
position of wp te 500 shares of the underlving stock.



Mr., Robert 5. Plotkin Novemher 16, 19746
Page Four ’

The net contract definition has many of the advantages
of the (¢} {2){x) definition in that it would be simple to under-
stand, epply and enforce. Howewver, 1t has the serious diszdwvantage
¢f excluding many transactions in an underlyving stock that would
be bona fide hedge transactions., For cxamsle, assume that on
Noveoinber 5 Honevwell common stock has a market wvalue of 42-1/2
and that a specialist 1s long- 5 November HCON 40s having a market
value of 2-1/2, short 7 Movember HOK 45's hawvipg a market walue
of 174, and short 2 February HON 45's having a market value of
1-7/8. Although this specialist would have & net short position
of 5 opticn contracts, woe believe that most specialists and
clearing firms would Delieve that the appropriate hedge for
this total positice would be the short sale of from 100 to 200
shares of the uncderlying stock. {See the further disgussion
helow of this cosition.) Thus, there will be circumstances
when the net contract definition will wvield a norverse result
and prevent specialist=s from fully hedging the risks inferont
in thelir o®tions positions.

A third alternative definition that we beliesve merits
Consrtderaiion i85 one which would incorpcovate an opeicns pricing
model formula by reference. Under a formula of this type, it
is possible to estimate the rate of change in the price of an
option with respect to swall changes in orice in the underlying
stogk -- the eéstimate of the amount by which an option price
would change upon a change oF 31.00 in the stock price is
coemmonly called the "dollar delta” == ard thus determine the
amount of stock tnat weuld theoretically hedge a total options
position against small changes in the wrice of the stock. An
example of this is shown in the following tahle, which sets
forth the scecialist's positicns referred te in the example Ln
the precading paragraph, the dollar deltas rolated thereto
under a commanly usaed formula and the cgquivalent stock positions
(with sihort positions being shown wivh & minus sicon)

Equivalent

Opiions Position Dollar Delta Stock Pogiticn
5 How. HOMN 40 0.83 415
-7 Nov. HOMN 453 -0.21 ~147
-3 Feh. HON 435 -0.42 ~126
142

It rcan ke seen from the table that under the formula the net
equivalent stock position for the specialist's opticns position
is 142 shares long. Accordingly, a riskless hedge would redquire
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the specialist te maintain a short position of 142 shares of
the stock.*

The pringipal adwvanptage of a dollar delta formula is
that it provides a ¢ood mathematlcal test of a bona fide hedge.
Although the formuwla is a complex one, it could be programaegd
without undue difficulty and the computer printcuts of eguiva-
lent stock wositions would be relatively simple to understand
and ko review., A number of clearing firns Rave already developed
and are gsing compuler programs inccrporating the dellar delta
concept in order ito surnervise {he hedges of the specialisis for
whom they clear, and we understand that theac firms find thelr
programs to be very uwsefal for chis purpose.

On the other nand., there arc a numpber of disadvantages
0o a dollar delta formula. In the first place, a dotermination
would nave to be made as to whick formela to use and as to what
valuss to place on certain components of the forcula —-- namely,
the measurc of the stock's wolatility ard the short-tern intercest
rate.  However, we do not bellewve that this would be an Insur-
mountaple disadvantage, A srardard formula, such as iie oae
gzsigned by 3lack-5choles, could be adopted; wvolatility could
be determingd by reference to a standard formule: or index {such
a5 the common "beota" index): and the short-term interest rate
could be determincd by referconce Lo a specific woney market rate.

B definiticon based on a doller delta formula would aave
the further disadvantage of being extremely difficult %o express
in a general regulaticen. Our suggested solution to this probleom
would be for the cxchanges o adopt a ruele or an interprctation
te the effect that a "baona fide" hedge would be permitted anly
if it fell within an approved formola, The formola could then
be approved by the Board in muach the same fashion as 1t now
approves tie exchanges' veports regarcding specialists' use of
credlit; alternatively, the forrmula couwld be made subject to the
approval cr disapeoroval of the 5EC under Section 19{b) (3) {&) of
the 1934 Act.

The dollar celta formela also kasz tne disadvantage of
producing a result that is affected by price movements in the
stock or oy other factors {e.g., change in the snort-term

*h fullcr exclanation of dollar deltas arnd the related
formula is set forth in the paper attached hereto
entitled "Explanation and Perivatiocns of Dollar Celtas.™
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interest rate and the nassage of time} even though there is no
change 1n the options oositicons Leing hedged. For this reascn,
we believe that the formnula skould be applied only as at the and
of the business day on which a stoek transacticn is efrected.

If at that time the hedge is5 approprizate in accordance with the
formula, then the s=tock could thereafter bpe carried in the account
without regard to subseguent apflication of the forimala. fof
caourse, 1f the snecialist has another transaction that has the
effect of ingreasing wis stock position, that transaction would
have to ce tested against the formula as ac the close ¢f husiness
of the day on which it is effccted.)

Another disadvantage of a definition based on a dollar
delta formela 13 thai, despite the fact that the formula produecos
an agparently mathematical result, that result 15 only an estimate
of fhe armoont by which the prices of an nptiors nosition are
-expected to change in relation to small price charges in Lho
undexlyine stock, Thus, although the formuala is extremely uscful,
many steclalists and clearing firms prefer to rely on their own
experiences and judogments in determiring the extent to which a
pociticon should be hedged, FPor this reazepn, we regommond that 2
definition that is based on a dollar delta formula contain a
permissible deviation -- say, plus or mings 3G0 shares provided
that the total stock positlon comstitutes a "bona fide nedgod
pesiticon” within the definition of paragrapnh {(c) {2)(x) of Ruola
15¢3=1. This typoe of permissible deviation wouald neot only alleow
gome latitude for dilfferences in Judgmant; it would also give
specizlists a factor of safeby fhat would serve to reduce inadver-
tent violations.

We hope tnat the foregoinc discussion will be of use to
you in your deliberations. If we can be of turther assistance =-
as, for example, by furnishing a drafit of any of the alternatives
referred to sbove [(with any modifications you might think appro-
wriate) or by persognally discussing any of the foregoing -- please
let us know. We will be happy Lo meet with you at vour convenlerce
if you should so desire.

Very truly yours,

Joseph W. Sulliwvan
Encl.
c=: My, Daniel J. Piliecro II



