26

require frequent, costly and time-consuming correspondence between
self-regulatory organizations and their member firms for the purpose
of identifying the accounts involved in trading activity.

The NYSE and the Securities Industry Automation Corporation {"SIAC"),
however, have initiated studies to determine the cost and feasibility
of distinguishing between firm proprietary and customer trading, and of
obtaining customer account identification information in the stock
clearing process. They have represented that these studies will be
completed by March 31, 1979. iﬁ/

Accordingly, the Options Study recommends:

THE COMMISSION SHOULD REVIEW THE SIAC REPORT
CONCERNING FIRM PROPRIETARY AND CUSTOMER TRAD—
ING A5 SOON AS IT IS COMPLETED. THE SELF-
REGULATORY ORGANIZATIONS AND THEIR MEMBER FIRMS
SHOULD WORK TO ESTABLISH AN ECONOMICAL METHOD
FOR IDENTIFYING AND DISTINGUISHING MEMBER FIRM
PROPRIETARY AND CUSTOMER STOCK ORDERS AND
TRANSACTIONS. IN THE EVENT THAT THE SELF-REGULATORY
ORGANIZATIONS DO NOT DEVISE A METHOD FOR EASILY
IDENTIFYING MEMBER FIRM PROPRIETARY AND CUSTOMER
TRADING, THE COMMISSION SHOULD CONSIDER WHETHER
IT IS APPROPRIATE 'TO REQUIRE THAT THEY DO SO BY
COMMISSION RULE.

IN ADDITION, THE COMMISSION SHOULD BEGIN TO STUDY

THE MOST APPROPRIATE MEANS OF ESTABLISHING A

UNIFORM METHOD OF IDENTIFYING STOCK AND OPTION
CUSTOMERS ON A ROUTINE, AUTCMATED BASIS. THE
CCMMISSION SHOULD REVIEW THE NYSE AND SIAC REPORT

ON THIS SUBJECT AND SHOULD DETERMINE THE STEPS

TBAT SHOULD BE TAKEN TC ESTABLISH A UNIFORM

ACCOUNT IDENTIFICATION SYSTEM IN LIGHT OF THE REPORT.

4) Options Clearing Corporation Position Adjustments

The Cptions Study has found that surveillance infommation currently
available from the Options Clearing Corporation ("OCC") may be inadequate
to detect sbuses in the position adjustment process. Position adjustments
may he used to accomcﬂish improper purposes such as trade reversals,

ovening transactions by customers or firms in restricted options, arnd

the avoidance of rublic priority rules for limit orders and off-floor
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OCC for several legitimate reasons: To correct errors and omissions
that may occur when the terms and parties to an options trade are
entered into the computers of the firms for clearing purposes; to
t£ansfer accounts between two clearing fimms; or to adjust records
when one clearing firm executes and compares trades for another firm
on an options exchange of which the second firm is not a member.

The CCC has undertaken to improve the surveillance information
that is available with respect to position adjustments. By the end
of the first auarter of 1979, the OCC will separately identify and

distimguish all oosition adjustments involving transfers of accounts

eand adjustments that occur because a firm is not a member of the exchange
on vwhich a transaction that the firm cleared was effected. 'The OCC
will also prohibit adjustments between clearing firms and will code
and identify certain types of adjustments. The Options Study believes
that these changes will substantially reduce the potential for abusing
the adijustment process and will improve the ability of the self-
requlatory organizations to monitor adjustments.

Accordingly, the Options Study recommends:

THE OCC SHOULD IMPLEMENT ITS PROPOSED REVISIONS

IN THE POSITION ALJUSTMENT PROCESS AS SCHEDULED.

THE OCC SHOULD ALSO STUDY THE FEASIBILITY OF FURTHER
REDUCING THE NUMBER OF POSITION ADJUSTMENTS BY
REQUIRING ITS MEMBERS TO RECONCILE THEIR ACCOUNTS

TO OCC RECORDS ON A DAILY BASIS AND BY IMEOSING

A SURCHARGE ON FIRMS THAT SUBMIT AN EXCESSIVE

NUMBER OF ADJUSTMENTS. 'THE RESULTS OF SUCH A

STUDY SHOULD BE SUBMITTED TO THE DIVISION CF

MARKET REGULATION WITHIN NINETY DAYS.

5) The Sharing of Surveillance Information
and the Allocation of Requlatory Responsibility

The Options Study observed @ need for greater coordination of
self-requlatory surveillance programs and for the sharing of
surveillance information. The Options Study has discussed these

metters with the self-requlatory organizations with a view toward
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representatives of the options exchanges, the NYSE, the National
Association of Securities Dealers ("MASD"), the OCC, and the Boston
Stack Exchange (collectively the "Self-Regulatory Conference" or
the "Conference") met to discuss the —
need for the creation of an integrated
requlatory system among the [self-regulatory
organizations] which would enhance total
industry regulatory capability by coordinating
and interfacing existing regulatory data and
orograms through the sharing of available
information, improvement of regulatory
technigues, [and] the allocation of regula-
tory responsibility. . . . 16/
The members of the Conference "acknowledge that the establishment of
a more fully integrated regulatory system is both necessary and desirable
as a means of establishing more efficient and effective regulation
which may be cost-effective to the industry and achieve minimum standards
of requlation on an industry wide basis thus assuring the protection of
public investors." 17/
burina their working sessions, the members of the Self-Regulatory

Conference identified a2ll market surveillance reports and information

presently available and reached a "consensus that the sharing of data

16/ Iletter to Richard Teberqg, Director, Special Study of the Options
Markets, from the Self-Regulatory Conference, dated October 6,
1978, at p. 2.

17/ Id., at ». 3.
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. . is both needed and desired." 18/ They specified the surveillance
information that they would like to receive from each other on a routine,
automated basis and agreed generally to share all surveillance informa-
tion. In addition, they agreed to consider principles for allocating
surveillance responsibilities among themselves and agreed to continue
their meetings to implement their information sharing plans and "to
allocate additional responsibilities with respect to matters arising
from inter-mer ket regulatory problems and to further eliminate regulatory

duplication.” 19/ They also invited the Commission to send a representative

‘

to future meetings. 'The Options Study believes that implementation

of the initiatives that the Conference has taken is necessary to assure

that self-requlatory surveillance programs are maximally effective.
Accordingly, the Options Study recommends :

THE COMMISSION SHOULD CIOSELY MONITOR THE EFFORTS
OF THE SELF-REGULATORY ORGANIZATIONS TO SHARE
SURVEILLANCE INFORMATION AND COORDINATE SELF-
REGULATORY ACTIVITIES. THE COMMISSION SHOULD
ACKNOWIEDGE BY LETTER THE FORMATION OF THE
CONFERENCE AND SUGGEST THAT THE USE OF SECTION
17(da)(2) OoF THE ACT AND RULE 17d-2 THEREUNDER

TO ALLOCATE SURVEILIANCE RESPONSIBILITIES AMONG
THE SELF-REGULATORY ORGANIZATIONS IS APPROPRIATE
AND DESIRABLE. 1IN ADDITION, THE COMMISSION SHOULD
SEND A REPRESENTATIVE TO FUI'URE MEETINGS OF THE
CONFERENCE. THE COMMISSION SHOULD ALSO SEEK TO
COORDINATE ITS OWN SURVEILLANCE OPERATIONS WITH
THOSE OF THE SELF-REGULATORY ORGANIZATIONS.

18/ Id., at p. 4.

19/ 1Id., at p. 12.
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6) Investigation and Enforcement

The detection of trading that may be inconsistent with the federal
securities laws cannot, however, be the end of surveillance. When
such trading is detected, it must be investigated to determine whether
the Exchange Act or self-regulatory organization rules have been violated.
Moreover , where violative conduct is found, the federal securities laws
and self-requlatory organization rules must be enforced and the conduct
sanctioned with a view toward punishing the violator and deterring
future violations. The Ootions Study's inspections of the options
exchanges revealed significant differences in the thoroughness and
effectiveness of their investigation and enforcement programs.
Generallv, (BOE and PSE investigations were complete and adequately
documented. At the PHLX, on the other hand, the extent of investigatory
and enforcement efforts was difficult to evaluate because much of the
investigatory process was informal and undocumented.
Accordingly, the Options Study recommends:
THE PHILX SHOULD PROVIDE COMPLETE DOCUMENTATION
WITH RESPECT TO ROUTINE SURVEILILANCE FUNCTIONS AND
INVESTIGATIONS THAT THAT EXCHANGE PERFORMS. SUCH
DOCUMENTATION IS NECESSARY TO ASSURE THAT THE PHLX

IS CARRYING OUT ITS STATUTORY RESPONSIBILITIES
PROPERLY.
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The Options Study's inspection of the AMEX revealed that trading
practices that may have been inconsistent with the Exchange Act or
AMEX rules were often detected and investigated. Subsequently, however,
the AMEX staff closed many cases with no action even though the
circumstances suggested that a violation may have occurred. The Options
Study found the AMEX case closing procedures troublesome because AMEX
cases were seldom formally prepared and, perhaps as a result, factual
and legal argument and analysis were not as precise or thorough as
the Fxchange Act reauires. In addition, the AMEX staff often closed
cases because it was of the view that a panel of AMEX members would
not impose disciplinary sanctions under the circumstances of the case.
As a result, the AMEX staff is effectively able to set the legal
and ethical standards for trading comduct on the AMEX floor with
no involvement of the AMEX membership. Recently, however, the AMEX
undertook to form a special committee of its Board of Governors,
to review, among other things, all investigative and enforcement
activities of the staff.

Accordingly, the Options Study recommends:

THE AMEX SHOULD FORM A SPECIAL COMMITTEE OF
ITS BOARD OF QOVERNORS THAT WILL REVIEW THE
INVESTIGATION AND ENFORCEMENT ACTIVITIES OF
THE EXCHANGE. THE COMMITTEE SHOULD BE COMEOSED,
AS TEE AMEX SUGGESTED, OF FLOOR AND NOMNFLOOR

MEMBERS, EXCHANGE OFFICIALS AND A REPRESENTATIVE
OF THE PUBLIC. 1IN ADDITION TO ITS GENERAL REVIEW,
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THE COMMITTEE SHOULD SPECIFICALLY EXAMINE, AT
LEAST EVERY SIX MONTHS, EVERY INVESTIGATIVE FILE
IN WHICH THE INVESTIGATIVE AND ENFORCEMENT
ACTIVITIES OF THE STAFF HAVE BEEN COMPLETED.
THE FILE SHOULD IDENTIFY THE REASONS THAT THE
INVESTIGATION WAS INITIATED, THE STEPS THAT
WERE TAKEN TO INVESTIGATE THE MATTER, THE CON-
CLUSIONS THAT WERE REACHED CONCERNING EACH
ASPECT OF THE POTENTIALLY VIOLATIVE CONDUCT,
THE RATIONALE FOR EACH CONCLUSION, AND FULL
DOCUMENTATION TO SUPPORT THE RESULT.

FURTHER, COMMISSION INSPECTIONS OF THE AMEX
SHOULD EMPHASIZE A REVIEW OF CASE FILES

THAT ARE CLOSED AFTER INVESTIGATION TO ASSURE
THAT AMEX ENFORCEMENT RESPONSIBILITIES ARE
PROPERLY CARRIED OUT.

An inspection of the MSE options surveillance program caused the
Options Study concern in two areas. First, although MSE documents
indicated the exchange had detected numerous instances of trading
that may have been inconsistent with the Exchange Act or MSE rules,
no records were maintained indicating whether any subsequent investi-
gation was done. As a consequence, it is impossible to determine
the reqularity, adequacy, or extent of investigations of potential
improprieties that the MSE surveillance system detected. Second, the
case files that the Options Study reviewed demonstrated that MSE

investigations that were comducted were often incamplete and concluded

orematurely.
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Accordingly, the Options Study recommends:

THE COMMISSION SHOULD CONDUCT A COMPLETE INVESTIGATION
OF THE MSE OPTIONS SURVEILIANCE PROGRAM. THE INSPECTION
SHOULD SEEK TO DETERMINE WHETHER THE MSE HAS THE ABILITY
TO ENFORCE COMPLIANCE WITH THE ACT AND MSE RULES WITH
RESPECT TO OPTIONS TRADING ON THE MSE FLOOR.

b. Broker-Dealer Oversight

Each of the self-requlatory organizations has monitoring, investi-
gation, examination, and disciplinary programs to assure that their broker-
dealer member firms comply with the federal securities laws and the
self-requlatory organization rules governing, among other things,
selling practices. The Options Study reviewed the broker-dealer
sales practice programs and investigative and enforcement files
at the options exchanges and the NYSE and conducted interviews
with officials of self-regulatory orgenizations regarding the
orerations of these programs. The Options Study found that broker-
desler oversight orograms of the self-regulatory organizations
have been inadequate to assure the protection of the public.

The self-regulatory organizations, in their oversight of member
firms, fail to use public customers as a source of valuable regulatory
information and to collect relevant data from one another. Public
customers are not routinely questioned in conjunction with examinations

and investiqations of member firms and their associated persons and,
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theretore, selt-regulatory organizations frequently terminate
investlyations prematurely or fail to pursue potential violations
uncovered by routine examinations. There is also no routine exchange
anony self-reyulatory oryganizations of essential compliance information,
such as tne results ot examinations, investigations and informal
disciplinary actions. Accordingly, the self-regulatory organizations
1n many instances have an inaccurate perception of the conduct of

thelr wember fimms.

rucn yaluable intormation available from member firms is not
assemwled ana evaluated by seli-reyulatory associations, primarily
pecause the self—reguiators have not sought access to such data.
Moreover, userul intormation available from government agencies is
neltner sougnt nor used routinely.

Investigations and examinations ot retail sales practices by the
selif-reyulatory oryanizations normally concentrate only on detecting
member rirm railures to rollow record—-keeping procedures established
py tne rules ot the self-regyulatory organizations governing, tor example,
tne opening of accounts and approving of transactions. Self-regulatory
exaimination and investiyative procedures are not adequately designed
or utitized to detect substantive violations, such as use of deceptive
sales materials, recommendations of options transactions unsuited to-the

customer, and excessive or unautnorized trading in customer accounts.
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In corducting an inguiry arising out of a customer's camplaint
or a notification that a registered representative's employment has
been terminated because of a possible rule violation, the self-
requlatory organizations limit their inspection to the specific,
often narrow, issues raised by the camplaint or termination notice.
These inspections do not consider whether other customer accounts of the
same registered representative may have experienced problems similar
to those of the complaining customer. Nor do these inspections consider
whether possibly related rule violations may have occurred which,
for one reason or other, may not have been articulated in the customer's
canplaint or in the registered representative's termination notice.
Moreover, the self-requlatory organizations are generally reluctant
to resolve factual disputes between customer and fims, even though
this task normally is necessafy to determine whether misconduct has
occurred.

Disciplinary action taken by the self-regulatory organizations has
been ineffective in deterring future violations. Non-public letters
of caution or other informal sanctions are too often imposed in
cases involving serious violations or injury to public investors.
The self-requlatory organizations also allow their member firms
to commit repeated rule violations without decisive remedial

action.
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''he OUptions study discussed these and other concerns with the
selr-regulatory oryganizations. ‘ine Self-regulatory Conference agreed
wiat "1t should be possible to establish some industry-wide objectives
ror tne conduct ot a [broker—deaier tirm] examination so as to insure
tne protection ot investors, ‘avoid regulatory duplication, and
eliminate regyulatory voids”. ‘Ihe Conterence also agreed to consider
estavlishing programs "to promote a sharing of relevant information
apout broker—dealer cowpliance activities and to assist in the execution
ot complete, camprenensive and thorough examinations of such firms." 20/
‘Yoward tnis end, the Conterence agreed "that a [central] repository
could e utllized to provide each self-regulatory organization with
nore inrormation than is presently utilized for purposes of registration
or personnel, customer cawplaints, investigations and examinations." 21/
‘nis central repository would include “at least all information
regyardlny |reylstered representative] reyistration and termination,
customer complaints, and formal actions taken py [the self-regulatory
oryanizations) and otner regulatory bodies...." 22/ The Options
Study belleves that tnese initiatives by the Self-Regulatory Conference

are constructive and that they should be implemented as soon as possible.

2u/ 1d. at pp. 7-8.
21/ Id. at p. 8.

22/ 1ld. at p. 9.
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The Options Study believes that additional initiatives are necessary
to remedy the deficiencies summarized above, and to establish minimum
standards for the performance of self-regulatory enforcement programs,
and therefore recommends:

SELF~REGULATORY ORGANIZATIONS SHOULD BROADEN

THE SCOPE OF THEIR EXAMINATIONS AND INVES(IGATIONS
AND ROUTINELY QUESTION PUBLIC CUSTOMERS IN ORDER
TO RESOLVE DISPUTED ISSUES OF FACT, TO DETERMINE
WHETHER THERE MAY HAVE BEEN A VIOLATION OF THE

SECURITIES LAWS OR APPLICABLE RULES, AND TO VERIFY
INFORMATION OBTAINED FROM ANOTHER SOURCE.

SELF-REGULATORY ORGANIZATIONS SHOULD DEVELOP WAYS TO
SHARE RELEVANT COMPLIANCE INFORMATION AND MORE EFFECTIVELY
ALLOCATE RESPONSIBILITY FOR-BROKER-DEALER OVERSIGHT

AMONG THEMSELVES. '

SELF-REGULATORY ORGANIZATIONS SHOULD RESTRICT INFORMAL
DISCIPLINARY ACTIONS TO CASES IN WHICH PUBLIC CUSTOMERS
HAVE NOT BEEN INJURED AND IN -WHICH RULE VIOLATIONS ARE
MINOR OR ISOLATED.

SELF-REGULATORY ORGANIZATIONS SHOULD AMEND THEIR RULES

TO PERMIT THEM TO ORDER RESTITUTION TO INJURED INVESTORS AS
A SANCTION IN APPROPRIATE DISCIPLINARY ACTIONS.

2. Trading Practices

To determine how market professionals use options in connection
with investment and trading strategies the Options Study interviewed
more than 100 professional stock and options traders.

In addition, the Options Study examined numerous investigative
records already established by the Commission and the self-regulatory

organizations with regard to questionable trading practices such
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as trade reversals, prearranged and tictitious trades, stock/option
manipuiation and rront-running of bilocks. The purpose of this etftort
was to deternmine whether certaln market protessionals have access

to non—puviic market intormation and enjoy other competitive advantages
tnat mignt e 1nconsistent with the tederal securities laws and whether
Comilssion or self-reyulatory organization action is necessary to prevent
manipuiative or otiner improper conduct 1n connection with options trading.
'‘'ne Uptions Study, however, aid not conduct independent investigations

or particular tradiny situations. Nor was the Options Study able to
review and analyze trading data or investigations that the self-
reguilatory oryanizations initiated in sutficilent detail to form the

pasls ror regyulatory recommendations. As a result, further study will

pe reyulred to aetenuine wnether specific trading patterns can be
identitied which should be the subject of proscriptive rules and to

rormulate appropriate rules where necessary.

a. Proressional Tradinyg

Institutional 1investors yenerally write call options to limit
the risk assoclated with their stock activities through the premiums
recelved. Otner options market protessionals, however, employ
a variety ot trauing strategies. These options strategies seek

to realilze trading protits in diverse ways: (1) speculation that

market prices will move either up or down, ¢ stay within a given
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range; (2) purchasing options at the bid price and selling at the
offer price to profit from the spread between the quotations; (3)
trading that reduces positions to a limited or neutral risk posture
to profit from the passage of time or from price movements in the
underlying stock within a predetermined range; and (4) arbitrage.
The Options Study's review did not reveal that market profes-—
sionals have competitive advantages that are inconsistent with the
Exchange Act or the public interest. Additional information must’
be gathered, however, if the Commission and the self-requlatory
organizations are to understand whether the patterns, relationships,
and effects of stock and options trading by market professionals
may be inconsistent with the public interest in a manner not currently
perceived. In particular, more information is needed regarding
patterns of trading near expiration and stock trading activities
that might be designed to benefit unfairly vre-existing options
positions.
Accordingly, the Options Study recommends:

THE SELF-REGULATORY ORGANIZATIONS SHOULD USE THE

INTEGRATED SURVEILLANCE TATA BASE THAT THEY ARE

ESTABLISHING FOR STCCK AND OPTIONS TRADING TO DETECT

NIAWFUL TRADING ACTIVITIES AND CONDUCT APPROPRIATE

ENFORCEMENT ACTIONS AND TO IDENTIFY PATTERNS OF

STOCK AND OPTIONS TRADING THAT SHOULD BE REGULATED

OR PROHIBITED. THE COMMISSION AND THE SELF-

REGULATORY ORGANIZATIONS SHOULD WORK TOGETHER TO

ESTABLISH PRIORITIES FOR THESE STUDIES AND THE

SELF-REGULATORY ORGANIZATIONS SHOULD REGULARLY

REPCRT THE RESULTS OF THE STUDIES THAT THEY CONDUCT
TO THE COMMISSION.

S M Sn mRAE o yelad e
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Accordingly, the Options Study recommends:

THE DIVISION OF MARKET REGULATION SHOULD OBTAIN AND
REVIEW ALL INSTANCES OF OPTIONS AND STCCK TRADING WHICH
ARE OR HAVE BEEN THE SUBJECT CF INFORMAL OR FORMAL
INVESTIGATIONS BY THE SELF-REGUIATORY ORGANIZATIONS.
THE DIVISION OF MARKET REGULATION SHOULD REVIEW THIS
DATA WITH A VIEN TOWARD PROPOSING ANTI-~MANIPUIATIVE
OPTIONS AND STOCK TRADING RULES WHERE APPROPRIATE.

b. Position Limits

Existing options exchange rules piohibit a person from holding
more than 1,000 short calls and long puts with respect to any underlying
security. DPosition limit rules were adopted by the options exchanges
primarily to minimize manipulative potential and to prevent the accumulation
of large options positions that, if exercised, might affect the
nrice of the underlvying stock.

The present position limit rules prevent certain larger investors
(orimarily institutions) from writing calls or buying puts against
more than 100,000 shares of stock. BAs a result, the managers of certain
large portfolios do not presently use options because writing options
up to existing position limits does not provide significant risk limiting
capabilities for such large portfolios. To the extent that large
investors own the stock underlying the options they write, they need
not purchase stock to deliver on exercise of the calls they write or
the puts they buy and, therefore, may not need to effect transactions

which will substantially affect stock prices. As a result, a significant
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portion of the theory underlying the positioh limit rules may not be R

applicable to such covered investors.

Numerous market participants, including professional traders,
institutional investors, and self-requlatory organizations, have
maintained that the position limit rules should generally be liberalized
or otherwise modified. Further, the ability of some self-regulatory
organizations to grant their marketmakers exceptions from these
rules, and the manner and frequency with which exceptions have been
grented, has raised concern that the rules currently have an unegual
immect on members of different self-regulatory organizations. It
has been suggested that either the rules be made uniform for all
mar ket participants or that the self-regulatory organizations be
permitted to liberally grant exceptions, especially in instances
where a marketmaker might otherwise violate the rule when fulfilling
his obligation to trade with public customers.

accordingly, the Options Study recommends:

THE DIVISION OF MARKET REGULATION SHOULD UNDERTAKE A
COMPLETE REVIEW OF THE POSITION LIMIT RULES OF THE
OPTIONS EXCHANGES. THIS REVIEW SHOULD INCLUDE:

(1) THE POSSIBILITY OF ELIMINATING POSITION LIMIT
RULES, (2) THE FEASIBILITY OF RELAXING POSITION
LIMIT RULES FOR {a) ALL MARKET PARTICIPANTS, (b) FOR
ACCOUNTS WHICH HOLD FULLY PAID, FREELY TRANSFERABLE
SECURITIES OR (c) FOR "HEDGED" POSITIONS, AND (3)
WHETHER EXCEPTIONS FROM THE RULES SHOULD BE GRANTED

TO OPTIONS SPECIALISTS AND, IF SO, UNDER WHAT
CIRCUMSTANCES.

oot

RO
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c. Clarification of Trading Rules

Following the commencement of the Options Study, the CBOE issued
euucational circulars to 1ts members discussing pboth specific trading
activitles tnat may be considered manipulative and the misuse of market
intormation i1nvoiving those options trades which take place prior to
tne puptic aissemination of intormation concerning a large stock
trade. The Options Study believes that this type of educational
circular identifies and nelps to prevent improper activity, particu-
tarly in e area ot front-running.

Accordingly, the Options Study recommends:

ALL SELP~REGULATORY ORGANIZATIONS SHOULD (1) ISSUE
INTERPRETALIONS OF THEIR RULES 10 MAKE CLEAR THAT FRONT-
RUBNING IS INCONSISTENT WITH JUST AND BQUITABLE PRINCIPLES
OrF 'fRADE BY ITS MEMBERS AND, (2) TAKE PROMPI DISCIPLINARY
ACILTUN AGAINST 'LHUSE MEMBERS WHO HAVE BEEN FOUND 'O HAVE
ENGAGED IN FrONT-RUNNING.

Tne Commission should also take steps to clarify the law when
necessary or appropriate. In the area of related stock and options
trading, for exanple, there nas been much debate concerning the
types Of trading that mignt be considered manipulative. Wnile
e Canmnlssion has proceeded against intermarket manipulation in
reiiance upon section L0(b) of the Exchange Act, and Rule 10b-5
thereunder, the applicapility of Section 9(a)(2) of the Exchange
Act to such activities remailns unsettled.

Tne uncertainty arises because Sectlon %9(a)(2) applies to “a

series of transactions 1n any security ... creating actual or apparent

active trading 1n such security or raising or depressing the price
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of such security, for the purpose of inducing thé purchase or
sale of such security by others."” Neither the Commission nor
the courts has resolved the aquestion of the applicability of
this section to related stock and options trading. The Options
Study believes that this issue should be resolved by making it
clear that stock transactions effected to benefit options positions
fall within the scope of Section 9.
Accordingly, the Options Study recommends:
THE COMMISSION SHOULD ISSUE AN INTERPRETIVE RELEASE
OR INITIATE RULEMAKING PROCEEDINGS SPECIFICALLY
TO CIARIFY THAT INTER-MARKET MANIPUIATIVE TRADING
ACTIVITY INVOLVING OPTIONS AND THEIR UNDERLYING
SECURITIES MAY VIOLATE SECTION 9.
Shortly after listed option trading began, the options exchanges adopted
so-called restricted options rules which were designed to prevent
unwarranted speculation in deep out-of-the-money options. Restricted
options rules tend to limit legitimate trading activities of some
options customers. ‘The Options Study believes that improvements in
the customer suitability and its enforcement may, at a future date,
allow the elimination of the restricted options rules. 2Accordingly,
the Options Study recommends:
THE DIVISION OF MARKET REGULATION SHOULD CONSIDER
THE ELIMINATION OF THE RESTRICTED OPTION RULES

AS SOON AS THE OVERALL EFFECTIVENESS OF THE OPTIONS
STUDY'S SUITABILITY RECOMMENDATIONS CAN BE EVALUATED.

-3. Selling Practices

To examine the manner in which options transactions are recommended

to public customers, the Options Study reviewed public camplaint
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letters, retail sales practice examinations conducted by the Commission
and the self-requlatory organizations and additional data, including the
responses to a detailed questionnaire, provided by broker—dealers.
Significant problems related to options selling practices were found.
These problems included solicitation of options transactions unsuited

to the customer ; excessive and unauthorized trading in customer options
accounts; inadeguately trained registered representatives and supervisors;
deceptive advertising and sales literature; and irregularities in

options exercise practices.

a. Customer Protection

Poth brokerage firms and self-regulatory organizations need to
improve their procedures to prevent sales practice abuses. As a first
step, broker—dealers and the self-regulatory organizations should
take steps to place the customer in a better position to detect sales
practice abuses in his own account. If the customer does not have
in his possession essential information about his own account in a
form he can easily understand, the customer can not detect and prevent

improper activities in which his registered representative might engage.

1) The OCC Prospectus

One of the major regulatory safeguards intended to protect options
customers from possible abuses is a prospectus required by the Securities

Act of 1933 ("Securities Act"). The options prospectus is published
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by the Options Clearing Corporation ("OCC"), which technically is
the issuer of all listed options. Exchange rules require that
this prospectus be delivered to every customer at or prior to the
time his account is approved for options trading. The prospectus
contains 56 printed vages describing, in considerable detail, information
about options, their risks and the mechanics of options trading.

The current options prospectus was drafted to meet the requirements
of the Commission's general registration form, Securities Act Form
S-1. This form is used when no other specialized form has been designated.
While the OCC has gone to considerable effort to simplify the language
of the options prospectus, the Form S-1 is not designed to meet the
needs of both options buyers and sellers. The Options Study has
concluded that information concerning listed options should be dis-
closed to investors in a manner readily understandable to a reader
with no financisal training and that information about options and
the trading markets for options should be separated from information
about the OCC.

Compliance by the OCC with the Securities Act can be satisfied
by the filing of a special form of registration statement and
vrospectus designed for OCC as the issuer of options and adopted
pursuant to the Commission's authority under the Securities Act.
This special form would include information relating to the OCC,

including a description of its business and financial reports.
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To provide investors with an appropriate disclosure document,
a new document prepared by OCC would be required under the Exchange
Act to be delivered at or prior to the time of an options customer
opens an account. This document, designed for persons without
financial training, would provide investors with a simple descrip-
tion of the risks and uses of put and call options. This new
document should include a glossary of terms; a description of
(i) the risks of options trading, (ii) the fundamental uses of
options trading, (iii) the terms of options, and (iv) the mechanics
of buying, wiring and exercising options; and a simplified dis-
cussion of transaction costs, margin reguirements and tax consequences
of option trading.
The effect of these recommendations would be to relieve OCC
from liability under Section 11 of the SEcurities Act for disclosures
re%atina to a description and uses of options and the mechanics
of the options trading markets, matters with respect to which OCC
has no special expertise or control. At the same time, potential
options traders would be furnished with a disclosure document’ de-
signed specifically for their needs and, in particular, for the needs
of those investors with little or no financial training.
Accordingly, the Options Study recormends.
THE COMMISSION SHOULD ADOPT A SPECIAL REGISTRATION
FORM INDER THE SECURITIES ACT FOR OCC WHICH WOULD
NOT REQUIRE OCC TO DESCRIBE INFORMATION ABOUT OPTIONS

TRADING AND SHOULD EXERCISE ITS AUTHORITY UNDER THE
EXCHANGE ACT TO REQUIRE THAT A DISCLCSURE DOCUMENT
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FILED UNDER THE EXCHANGE ACT DESCRIBING OPTIONS, THEIR
RISKS, AND THE MBCHANICS OF OPTIONS TRADING BE PREPARED
BY OCC AND BE DELIVERED BY BROKER-DEALERS TO EACH OPTIONS
CUSTOMER AT OR PRIOR TO THE TIME THE CUSTOMER OPENS AN
OPTIONS ACCOUNT.

2) Customer Suitability

Bnother safeguard designed to protect the customer from unethical

or illegal selling practices is the brokerage firm's own evaluation of
the customer's suitability to trade in options. The self-regulatory
organizations have adopted rules establishing suitability standards
vhich are to be applied by broker-dealer firms to prevent the fimms
and their registered representatives from making unsuitable recom-
mendations to customers. The suitability rules of the options exchanges,
however , do not match the suitability warning in the prospectus.
The current options prospectus states on the cover page in

bold face type:

Both the purchase and writing of Options involve

a high deqree of risk and are not suitable for many

investors. Such transactions should be entered into

only by investors who have read and understand this

prospectus and, in particular, who understand the K

nature and extent of their rights and obligations &

and are aware of the risks involved.
The options exchanges do not require, as does the prospectus, that
the customer understand the risks of recommended options transactions,

except when the particular recommendation is to write (sell) uncovered

calls or to write put options.
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This important distinction can be seen in the general suitability

rule of the CBOE. This rule, which is similar to those of the other

_options exchanges, requires only that a registered representative

who recommends options transactions to a customer:

shall have reasonable grounds for believing
that the recommendation is not unsuitable
for such customer on the basis of the
information furnished by such customer after
reasonable Inquiry as to his investment
objectives, financial situation and needs,
and any other information known [to the
broker—dealer firm or registered representa-
tivel. (Emphasis added.)

Only when the registered representative's recommendation is to write

uncovered call or put options does the CBOE rule require that the

customer should understand the risks involved. Wnder this paragraph

of the rule, writing uncovered calls or writing puts is deemed unsuitable

uless:

upon the information furnished by the customer,
the person making the recommendation has a
reasonable basis for believing at the time of
making a recommendation that the customer has

such knowledge and experience in financial

matters that he may reasonably be expected to be
capable of evaluating the risks of such transac-
tion, and such financial capability as to be

able to carry such position in the option contract.

(Huphasis added.)

The Options Study believes that a customer should be made aware,

on an on-going basis, of the risks of any and all options transactions

under taken by the customer and that a brokerage firm should not be per-

mitted to recommend any opening options transaction to a customer unless
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the firm reasonahly expects that the customer is capable of both
evaluating the risks and bearing the financial burden of those risks.

To insure that this standard is met on a continuing basis, infor-
mation concerning a customer's current financial resources, needs,
and sophistication should be obtained by the brokerage firm. This
information should be utilized in determining the suitability of options
trading for a customer, first at the time a customer opens an account
and again before a registered representative recommends a new, more
canolex, or riskier options strategy than the type for which the
customer has already been approved.

Without accurate and complete data about a customer's financial
position and objectives, a brokerage firm cannot make well founded
decisions concerning the suitability of options trading for that
customer. Too often, a registered representative, without detection,
fabricates suitability information about prospective new options customers
solely in order to secure from his supervisor the required approval
of transactions for an account. The State of Wisconsin has resolved
this vroblem by reguiring that the management of a brokerage firm
send to each new optior ~er a copy of the completed suitability
information form relating hat customer. This process assures the
customer an opportunity to review the information form, outlining
his financial objectives and position, which the registered repre-

sentative has already filled out.

PSRN iP5
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Accordingly, the Options Study reconmenas:

THE SELF—-REGULATORY ORGANIZATIONS SHOULD REVISE

THEIR OPFIONS SUITABILITY RULES 10O PROHIBIT

A BROKER-DEALER FROM RECOMMENDING ANY OPENING

OPLTONS TRANGACTIONS TO A CUSTOMER UNLESS THE FIRM HAS
A REASONABLE BASIS FOR BELIEVING THAT THE CUSTOMER

IS Apbb 10 BVALUAYE THE KRISKS OF THE PARTICULAR
RECOMMENDED TRANSACIION AND IS FINANCIALLY ABLE

10 BEAR THE RISKS OF THE RECOMMENDED POSITIONS.

THE SELF-REGULATORY ORGANIZATIONS SHOULD FURTHER
AMEND THEIR RULES 'TO REQUIRE:

—  THAT CUSTOMER INFORMATION FORMS BE STANDARDIZED
AND REVISED 10 INDICATE THE SOURCE OF SUITABILITY
INFORMATION ABOUT '(HbE OPTIONS CUSTOMER;

—  THAT ''HE MANAGEMENT OF EACH MEMBER FIRM SEND TO
EVERY NEW OPTIONS CUSTOMER FOR HIS VERIFICATION
A COPY OF 'THE FORM CONIAINING THE CUSTOMER'S
SUT'TABILITY INFORMATION AND THAT 'THE CURRENCY OF
INFORMATION ON SUCH FORMS BE CONFIRMED SEMI-
ANNUALLY ;

— THAY MEMsER FIRMS BE PROHIBITED FROM RECOMMENDING
UPENING OPTIONS TRANSACTIONS ‘10 CUSTOMERS WHO REFUSE
10 PROVIDE SUITABILITY INFORMATION, AND FOR WHOM THE
FIRMS DO NUT OTHERWISE HAVE INDEPENDENTLY VERIFIED IN-
FORMATION SUFFICIENT FOR THE SUITABILITY DETERMINATION; AND
— IHAY MEMsBER FIRMS ADOPT ADDITIONAL SAFEGUARDS FOR THE

PROTECTION Of EACH OPTIONS CUSTOMER IN WHOSE ACCOUNT
DISURETION I5 TO BE EXERCISED.

3) Opening Account Statements

bven 1t a customer is aple to understand the risks of his options
transactions, he may be contused by his account statement. Account
statements retlecting options transactions sent by brokerage firms
to tnelr customers are rrequently ditficult to understand. Not only

may a customer nave ditficulty understanding the options transactions



