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Hongorable Reoderick M. Hills, Chairman
Honorable Philip A. Loomis, Jr.
Honorable John R. Evans

Honorable Irving M. Follack
Securities and Exchange Commissicon
500 North Capitol Street

Washington, D.C. 20549

Gantlemen:

Following our receipt of your letter dated July 7, 1976
indicating that the Commission would not make a decision respect-
ing the jinitiation of exchange put trading on CBUE until after
January 1, 1977, we have devoted considerable effort to the
various areas of concern identified as needing resolution hefore
put trading should commence. Since the new year is now upon us,
we thought it would be appropriate and helpful to present a
summary of our acstivities directly or indirectly related to
CBOE's preparation for put trading.

We will begin this summary with some of the background
of our put program and will then discuss in order the following
areas of concern: Eccnomic Impact, Industry Operational Readi-

ness, Trading Floor Surveillance, Sales Practices, Industry

and Public¢ Education and Optionsz-Related Regulatory Questions.



BACELRQUND

Although certain aspects of put trading have been
digcussed with the SEC staff gince the very beginning of CBQE's
options program, and many of the rules of CBOE and The Options
Clearing Corporation were drafted from the start in contemplation
of put trading, CBOE first presented to the SEC a complete
description of a proposed CBOE listed put market somewhat over
a year age, in Octoher, 1975. Froposed rules changes pertaining
to the commencement of listed put trading were submitted in

December, 1275, and appeared in the Federxal Register on

January 12, 1976. Shortly thereafter, a series of discussions
with the Commission staff began concerning these.rules changes
and other aspects of CBOE's put program. Duringlthe course of
thesa discussicons, a few amendments to our proposed put rulas
were filed and a considerable number of descriptive papers,
brochures and gther written material was furnished top the staff,
all in contemplation of a gtart-up date for put trading in 1976,
The securities industry was also prepared to start puts trading
in the late summer of 1976.

It was during the final stages of preparation that

we received Chairman Hills' July 7 letter deferring Commission



i'l]u‘-f‘vu&
action on puts until January, 1977. As we!SttompttrnaRe cLmer

in the remainder nf-this letter, CBOE now believes that as a
result of the steps it has taken over the past several meonths

in addressing the identified areas of concern, the Commission
should be ahle to adhere to the January, 1977 timetable in approv-
ing ocur put proposal, An early approval ié particularly important

because of the necessary lead time (we think 60 days is appropriate}
“eﬁhg?d

One area of concern that has been expressed On numerous

between the time of Commission approval and the time trading can

actually commence.
cﬁmﬁh\

'ECONOMIC IMPACT

occasions by members of the Commission and cthers is whether
optiong are likely to cause any negative impact in other areas
of the securities markets. Questions in Ehis area have ranged
from whether options might influence the market in underlying
securities to whether they might cause a diversion of capital
away from other areas of investment.

CBOE had been studying the first question -- namely,
whether listed options trading could affect the trading of under-
lying stocks —-- since well before the inception of the Exchange,
and, with the assistance of Robert R, Nathan Assoclates, has

monitored this matter since the filrst day of options trading.



To date, our 5£udi&5 and those of Wathan Associates {all of which
have been furnished to the Commission) have disclosed no adverse
impact of call option trading on underlying stocks. Although we
do not expect the result to be any different for put options, we
intend to continue our monitoring after put trading commences,
and we have conveyed our plans in this regard to appropriate
staff members. |

The second guestion -- whether listed options are
diverting investor capital from other areas of investment, such
as new issues and stocks of smaller companies -— 1ls more diffiicult

to measure, given the great number of independant variables

that bear upon investment deciszions. Beth-we—wnd Nathan - -ﬂp.wﬂ
% - _

B e R T
Associates have previocusly addressed this questionf@mpirically,y ¥

and concluded that there appeared to be no basis for concern.
More recently, as this question has continued to be raised, we
retained Professor Sidney Robkins of Columbia University and
Professor Robert Stobaugh of the Harvard Business Scheool, with
the support of Management Analysis Center, Inc. of Cambridge,
Massachusetts, to design and conduct a study of the new issue
market for sguity issues of small and medium-sized cémpan135¢
giving special consideration to any effect of option trading on
this market. Results of this study are expected by the end of

L
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January, 1977.




Apart from studies conducted by or on behalf of CBOE,
the Commission has alse conducted its own stndies of the economic
impact of option trading., We have assisted the staff in this
endeavor, by collecting, organizing and describing to the staff
every source of trading data which has come to our attention,
including all data bases or statisztical reports generated or
assembled by CBOE, The Options Clearing Corporation or independent
vendors. At the same time, we made available the methodology
and results of gur cngoing econcmic impact studies, beginning
with the original Nathan studies completed pricr to CBOE's
inception.

Basaed upon our own experience, we believe that our
ongoing system for the economic monitoring of option trading
iz well-founded, and that whille pot eavery guestion can be an~

+

swered with certainty at this time B a g fi¥E
mmﬁmmmm concerns as to

the economic impact of option trading have proved to be without
foundation. We are confident that the Commission's own studies
will confirm this. Thus, with the completion of the Robbins- ;??
Stobaugh study and continued monitoring of possible economie :

affects of aption trading, including put trading, by CBOE in

cooperation with SEC economists and staff members, economic



concerns should not interfere with a near-term CBOE put trading

approval.,

INDUSTRY OPERATIONAL READINESS

In addition to develeoping our own systems and procedures
for put trading, ancother major objective of our planning, to which
we have devoted considerable rescurces, has been the achievement
of member firm operational readiness for puts. We began this
effort in October, 1975, when the registered options principals
of each firm were hotified of the filing with the Commission of
CBOE's intention to trade put options. At that time, it was
recognized that certain functions associated with put trading
would be subject to especially long lead times due to computer
programming requirements., The areas of concern were wire order
transmissions to the trading flcocor and customer margins. A wire
order format ﬁanual, ingluding puts and straddles, was published
and distributed to all member firms in January, 19756, and firms
were able to implement necessary changes in time for a spring
1978 start-up.

In the area of customer margins, CBOE coordinated the
writing of comprehensive margin rules with the other major oo
exchanges. Once these margin rules were agreed uponCTE;E’;;;;;;;:i;ﬂg
approved by the S3EC staff, CBOE was able to hold seminars for

operations management personnel of member firms in Januvary, 1376,



at which time written margin rules, consistent for all exchanges
trading options, were distributed. Thus, firms were ahle to begin
programming at that moment. CBOE then prepared a new margin
circular, including puts, and a new margin manual for use by
margin clerks in non-automated firms. CBOE also worked with thae
various software vendors in helping them prepare for puts, and
CBOE retained an outside consultant, Kenneth DeWitt, who has had
censiderakble experience in setting up the options department of
a major wire house, to work with individual member firms in
order to help them prepare. As spelled out in more detail below,
a geries of margin seminar%,in addition to the seminars Fﬂr
management persomnnel mentioned abowve, for operational personnel
wera conducted on a nationwide pasis.

As a result of these efforts combined with those of
other industry organizations, menber firms' margin departments
are prepared for listed puts, and the Credit Division, Operations
Committee and Executive Committee of SIA have not only endorsed
but urged rapid SEC clgarances for listed put trading.

CROE's clearing reports, margins and credit examina-
tions, and all other pertinent segments of CBOE's member firm
examination procedures have been modified in order to segregate,

identify and analyze the operatignal impact of listed put trading.



These modifications were developed in consultation with the
Operations Committee of SIA, so as to avold cperational difficulties
for member firms. Becauée of this segregation of the monitoring

of put trading during the pilot phase, 1t should cause no dis-
ruptions in CBOE's ongoing surveillance over call trading,

TRADING FLOOR SURVEILLANCE

Just prior to the Commission's initial consideration
of CRBOE's put trading proposal, and shortly after widespread
publicity as to alleged "fictitious trades" on AMEX, CBOE
commenced an exhaustive review of historical trading patterns
and individual trades in its market in order to identify any
similar problems on the CBOE floor. 'The SEC alsc commehnced
its own investigation of option trading on all exchanges. Although
CBOE's unigue trading and reporting system effectively precluded
any instance 6f a raported trade that 4id not in fact exist, a
few situations of apparently pre-arranged trades and reversals
in connection with the determination of closing prices were
discovered on CBOE. These cases have all heen the subject of
CBOE discipilinary proceedings, and at the date hereof, most of
these proceedings have been settled,

Gf course, as with any self-regulatory organization,

there are other cases involving alleged trading irregularities



that are in various stages of CBOE's investigatory or disciplinary
process, while still othgr cases are the subject of SEC enforce-
ment proceedings. cheve.r, -we do net believe that the existence
of these cases is a reason for concern or for any delay in the
commencement of put trading. CBOE's cases, all of which are
being pursuved diligently, do not reflect any pattern or practicé
of widespread trading abuses.

Az a result of the cases that were uncovered hy CBOE
and by the Commission, all of CBOE's surveillance procedures
were thoroughly revieswed and evaluated by CBOE's staff working
clesely with members of the Commission's staff both in Washingten
and in Chicage. This review included preparation of a compre-
hensive surveillance mannuel, an on site inspection of CBOEﬁs
procedures, techniques and personnel made by the SEC staff, and a
meeting in Wa;hinqtcn with representatives of the Division of
Market Regulatidn. During the course of this review, several
suggestions for improvements in systems or procedures were made,
inzluding greater utilization of automated systems in analyzing
trade data, consolidation and simplification of certain reports,
improving the ea::ﬂz:gggg of trade information and upgrading
the training of survelllance personnel.

The systematic review and improvement of CBOE's

surveillance function d4id more than respond to specific suggestions;



lance operation, encompassing broad-scale modificatiens to exist-
ing procedures where apprbpfiate. Thus CBOE has now adopted a
total plan for incorporating into its survelllance operat%on
maximum usage of autcmated data processing analysis, aedesdkis in
turn will permit a reduction in the overall paper work burden.
Summary analyses pf closing sale information and trading between

market makers are already in production, and other <omMpUMENTSs

of the new automated plan~will be ready before the end of January,

-

1577. 1In 3ddition,*¥rade checkindsy personnel have been trained teo

review all transactions on a current basig, providing, in effect,

"on-line" surveillancg of options transactions,

Although the foregolng surveillance review encompassed
all options transactions, svecial attention was given to put
trading in order to build in from the start any systems nzeded
to deal with potential trading abuses that might arise when puts
are traded. The firﬁE:E£§§:}as to systematically define what, if
any, special problems might bhe asscciated with put trading, and
for this purpose CBOE called upon panels of industry experts
assembled as consultants, One panel consisted of persons, all
from tlew York, that represent the broadest possible cross section
of listed call and unlisted put and call experience and are familiar
with options trading practices. A serarate group consisted of CBOE

floor members.
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Both groups came up with similar findings. Most important,
no "hidden” problems pecﬁliar to puts were identified, and it was
arqued that the same general system of surveillance and enforcement
would serve egqually for puts and calls. However, two factors were
identified as calling for speclal treatment. First, since puts
require certain mental adjustments reflecting that put prices mowve
inversely in relation to stock prices and call prices, individuals
respongikle for surveillance funecticons will reguire intensive train-
ing. That training is under way and will be completed this month.

Second, the added complexity of options positions involving
both puts and calls makes analysis of such positions that much mere
difficult. However, wa have developed techniques of computer
analysis that break deown all positions -~ puts, calls and stocks --
into "same siﬁé" and "opposite side” segments that greatly simplifies
the task of analysis For survelllance purneses, and this, too, will
ke operational this month.

Thus, pricr to the commencement of listed put tradﬁng,

CBOE will have a surveillance system that recognizes the special
characteristics of puts, but benefits from our substantial experience
with calls and takes advantage of previously unavailable automated

techniques,
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SALES PRACTICES

From the Iinception of the CBOE listed put trading program,
gur approach has been a most conservative one, We have taken cogni-
zance af the fact that listed put trading is something new.in the
market, and we have devoted our efforts toward addressing the fact
that puts are not understood by many investors. Refle;ting this
conservative approach, in addition to the enormouns educational
effort we have directed toward industry personnel and the public
as described helow, we have required that the higher standard of
suitability presently applicable to uncovered call writing must
alse apply to all put writers (covered or uncovered), and we have
tightened margin rules, We will require a separate put_qualifica—
tion and testing program for registered opticns principals and
registered representatives not only to gualify for puts but also
to retain previously earned call qualifications. We have worked
with other exchanges trading optlons in creating this qualification
program, so there will be uniform industry-wide practice in this
regard. Other aspects of the put qualification program are covered
in the educational preparation segment of this report. Also in the
sales practices area, member firm routine and special examination
forms and procedures have been revised to include puts. Revised

educational circulars, including strengthened guidelines for

-12-



advertising and sales literature, have been prepared and will be
distributed once the time table for the commencement of put trading ;?
iz fixed, !“%
L)
Finally, following a thorough review of compliance pro-
cedures, we recently approved a rule change requiring that at each
firm coche Senicor Registared Options Principal, whe 1s an exscutive
officer or partner, must he responsible for supervision of the
public custamer options business, The new rule specifies that
uom fen Dibszoloer
the Senicr ROP must have written procedures fagﬁgglegaéﬁgn of his
supervisory duties. Reflecting this rule and other improvements
in the area of gales practices, we have recently publizhed a re-
vised sale# practices educaticonal circular, including puts, that : .
makes strong suggestions for provisicon of certain supervisory
tocls to branch managers. Both our new rule and the revised educa-
tional cirecular have been thercughly reviewed and evaluated by the
Conmpliance Division of the 5IA,
These actions, combined with the educational program out-
lined in the following section, should serve to strengthen supervi-
sion over sales practices while maintaining and enhancing methods

which hawve proven successful,
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INDUSTRY & PUEBLIC EDUCATION

The put educatiﬁnal program designed in 1975 was based
on the pefceptiﬂn that a well-prepared industry with Xnowledgeable
representatives was necessary for the trouble-free implementaticn
of put trading. Early in the planning stages it became clear
that CROE would have to lead the way and provide the majority of
resources for what has hecome, to cur knowledge, the most massive
training effort ever undertaken Iin the securities industxy. Each
phase of the program has been designed to coincide with certain
related events during the periocd of put development. Thus, while
much of the program has now been completed, a few elements are
appropriate for implementation anly following SEC approval of put
trading. In order to show the size znd scope of this encrmous
educaticonal effurt, it is presented below in cutline form. Elements
that will take place after SEC approval of puts are marked by an

asterisk. All others are complete or under way.

I INDUSTRY PREPARATION
A, Operations Management Seminars - Jan., 19876 (N.Y. & Chicago)

1. Purpose: Provide member firm operations management
personnel with necessary details for put planning.

2. Publications: Special manual including put-related
margin rules and a wire order format manual.

-14-



Margin Rules Update {publication) - March 12, 1976
(Revised per agreement with SEC staff).

Registered Options Principal Seminars — April, 1976
{7 U.8. citieg) This serles of seminars was jointly
sponsored by CBOE, AMEX, PHLX and PSE,

1. Purpose: Prepare Senior ROPs for put trading and
provide framework for training member firm personnel.

2. Publications: ROP training manual and ROP put guali-
Fication exam.

Compliance Seminars - May, 1976 (N.Y., L.A. & Chicago)
1. Purpase: Prepare member firm compliance officers for
put trading. Concentration aon understanding of pos-

sible pitfalls and importance of RR training effort.

2. Publication: Educationzl circular on sales practices,
including put options.

Margins Seminars - May, 1976 .({N.Y., L.A. & Chicago)

l. Purpose: Provide margin ¢lerks detailed explanations
of margin rules with emphasis on problem-solving.

2. Publications: Margin circular including puts and
sample calculations and margins rules review.

CROE-SIA Margins Seminars - July, 1976 (5 U.5. cities)
Sponsored by CBOE, conducted by SIA Credit Division members.

1. Purpose: Provide margin clerks with exposura to in-
dustry experts and thelr approach to put margining.

Branch Manager Seminars - October, 1976 (7 .S, cities)
1. Purpose: Strengthening options-related compliance
and mapagement abiljities of branch managers prior to

commencement of put trading.

2. Publication: PBRranch manager options manual.
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Registerad Representative Seminars® - Will be conducted
just pricr to put trading commencement date (52 U.S.
cities plus 2 Canadian cities).

1. Purpose:; Provide RRs with authoritative basic explana-
tion of risk characteristics of puts. Highlight pitfalls.

2. Publications: Registered personnel put trading manual
and visual aid presentation.

FLOOR PREPABATION

A.

Member & Floor Managers Seminars - May, 1976 (20 seminars)

1. Purpose: Prepare market-makers and floor brokers for
put trading. Concentration on rules and procedures.

2. Publication: Special manual,
Member Firm Perscnnel Semimars — May, 1976 (22 seminars)

1. Purpose: Prepare member firm employees for put trading.
Concentration on error aveoidance.

2. Publicaticon: 3Specizl manual.
Board Broker Staff Seminars - May, 1976 (4 seminars)

1. Purpose:; Prepare board broker personnsl for put
trading. Concentration on rules, procedures and
handling of the book.

2. Publication: Board broker put manual.

Floor Preparation Refresher Courses* - Will be held for
each function prior to simulated trading exercise,

Simulated Trading Exercise* - Will be held 2 weeks prior
to put trading commencement date. Simulation will include
not only trading but order transmission,; clearing, trade
matching and provision for tie—in to member firm internal
systems,

-14-



In addition, a number of publications have been created
in order to assure that éccurate and adegquate information will he
available to securities industry sales personnel and their clients.
They will, of course, be a secondary source of information relative
to the current OCC Prospectus dated October 29, 1976, which discusses
both listed puts and listed calls. These publications are listed
below. Those with an asterisk are awalting an official effective
date for listed put registration before they will be released.

Cptions Reference Manual* - Complete detailed informaticon

covering every facet of ¢ptions trading, Cross-indexed
in order to provide immediate answers. Includes 1istéd
puts, listed calls and combinations of these positions.
Designed as a guide for registered representatives in
providing technical information and assessing suitability
of gertain strategies,

Tax Considerations In Using CBOE Qpticns - Intended for

both RRs and customers. Discusses in detail the tax
implications of put and call options. Incorporates 1976
Tax Reform Act.

Understanding Options {including put options)* - Customer

ariented bazic explanation of put and ¢all optlons. Avoids

complicated strategles for better understanding. New
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version, revised for puts, of most widely distributed
customer education piece.

Options Margin Manual* - Quick reference guide for

margin clerks, iIncludes puts, calls and combinations

thereof, Created by CBOE, edited and approved by SIA

Credit Divisien.

Edugational circulars covering margins and sales practices
with relation to put and call options have been written, and will be
distributed prior to trading. These publications have been co-
crdinated with the relevant division of the Securities Industry
Asscclation.

One additional comment should be made before c¢losing this
discussion of put option educational programs. That is, although
there is mur:h.about puts that is new and will seem complicated until
puts are betier understood by most persons, there is also much that
puts have in common with calls, where a much higher level of under-
standing has heen huilt up over the past three vears. Thus, most
<of the technical details, terminoclogy, industry methods and asso-
ciated descriptions applicable to puts are already in use with
respect to call opticons. We have been able to take advantage of
this in preparing our educaticnal program for puts, since by not

having to repeat what is already understood in the context of call
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options, we have been able to concentrate upon the very important
investment characteristics and other distinctions of put options.
Thig concentration upon the basic risks and suitable uses of put
options has, from cur seminar eXperience, greatly enhanced the
effectiveness of the various programs and has served to emphasize
the cautionary approach that we have taken.

OPTION-RELATED REGULATORY QUESTIONS

In Chairman Hills' COctober 4, 1376 letter to me, reference
was made to a number of option-related regulatory matters to which
the Commission has given attention and it was suggested that addi-
tiocnal work was reguired on these matters before the Commission
could be satisfied that appropriate regulatory safeguards have been
provided and that expansion into puts would be proper. The letter
identified MASD dual market-making, front-runnipng and listing and
maintenance standards as being some of these optiuns-related.regu-
latory issues.

Since the date of your letter, considerable progress has
heen made on each of these issues and they are all either resolved
or well on the way to resolution. Specifically, the Commission
has written the NASD giving a preliminary "green light " to the
NASD proposal, subject to the development of adequate surveillance

procedures. As to front-running, we understand that the Commission

-10-



P

o

.
e While undoubtedly there will continue to be other ¢ptions~

iz close to acting on our long-pending rule proposal ([Rule 4.18)
that in concept is very close to a recently approved rule adopted

in connection with the options program of the Midwest Stock Exchange
{MSE Rule 8 - "Priority Information"), Finally, the Commission

recently approved CBOE's listing and maintenance standards.

[S5ay anything about exempt credit?]

related regqulatory matters on your agenda and ours, we do not think
that these should affect the timetable for the introduction of put
trading, so leng as the basic safeguards necessary to regulate our
market are in place. As mentioned elsewhere in this letter, we
believe these safeguards are now either fully operational, or will

be within the next several weeks. Thus, we are ready for put trading
and we are hopeful that the Commission will scon act faverably on

our put trading proposal.
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