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100 S. CaSalle Street 
Chicago, lflinois 60605-1023 312 786-5600 

December 7 ,  1998 

h 1 r ~ h4 i c hae I Macc h i ar o 1 i 
Assoc iatc Director 
Division of Market RegulaIion 
S z c ur i t i c s and E ;Y c h an 2 s C o mrn i s s i o n 
450 jth street, N.W. 
Washington, DC 7 O j - 8  

Re: flo-Action Request Regarding Futures Shor t  Options Value  Charge for 
Accounts of Optioas Market Makers 

Dear hfr. 3hcchiaroli :  

The purpose of this kcw is to request chx :he D i ~ i s i o n  of Markzi Regulation 
(--Division") not rrconimznd any enforcement aciicm 10 :he Securities and Eschangz 
Commission ( 'SEC" or '-Commission") if broker-dealzrs trzzt fucures shon options value 
in the manner described bzlona. This lexer is bzing s u b m i t i d  by the Clearing Procedures 
Cornrnitrze (Regulaton Sub-Commirteej' (,the --Cornminzt") o f  the Chicago Board 
Opcions Exchange ("CBOE"). Specifically, the Committee requcsts that broker-dealers. 
Lvhich are members of Oprions CIzanng Corporation ("OCC"). bz permitted to not cake 
the deduction p r o v i d d  in R u k  1 5 5 - 1  b(a)jj)(xj  (ShoE Options Value Charge or 
--SOVC") in cornpming net capital with respecr to short fumes  oprions positions that are 
carried on behalf of op~ions markec makers or specialisrs. and subjtct to ths haircut 
provisions o f  Rule 15c;- 1 Appendix .A. 

The ComrniEtee b e i i ~ ~ s  that the orher financial requirements ~vhich  arz applicnbte to 
such accounts pravid? adequate safeguards, and the SQVC is unnzcessap and' excessive. 
In particular the Commitrte betieves [hat sufkiiiznt retiansr can b2 placsd upon rhe risk 
reducins provisions of  chs current theoretical options pricir?g rnerhod EO determi& c a p i d  
charges for options. fixures. and other related insrmmznts. Rsquiring the SOVC 
unnecessarily incr2asts business costs and poses a risk of ~ I e x i n g  firm failur? d w  10 
zscessivz charges in clnstablt markets. These issues arc hrihrr disetrsstd belot\'. 

f ,  



Theoretical Pricing Charges 

-- - 
On March I S ,  1994 thz Division issued a no-action lectzr 10 Marl/ L. Bender of the CBOE 
and Timothy, Hinkes of OCC (the *'1994 Letter"') that a l lowd brokcr-dealers to employ cg 

theoretical options pricing model to calculate capiral c h q z s  fur listed options md related 
positions, including hexes  and htures options. Ruls  ! 55- t w s  amcndcd on September 
I ,  1997 to include thz haircut rnethodoiogy described in the 1994 Lzner. Currently the 
only approved options pricing model is 0 C c - s  Theoretical Intsnnarket hdarginlng 
System (''TILVY). In approving this new haircut rnzthodotugi the Commission asreed 
that the capital charges w r e  adequate to cover the risk in a rnarkzc rnakzr's account. 

Supporting Arguments for Elimination of rhe SOVC 

Thz SOVC requires thar a clearing finn take a capical charge equal to -lob of the aggregate 
market value o f  shon futures options soid by cuszomers. The d c h i r i o n  of custornzr 
includes the accounts of options market makers and spzcialists Lvho utilize futures options 
to hedge their securiIies options trading activity. The 470 charge is purely an "add on" 
charge which has no rslationship to risk. In Fact, in siwations Lvhers a firm's customers 
have long options or hrures which more than offset the risk ofche short options, there is 
no reduction in the S O X .  The charge is i d e n r i d  nhe tber  rhe short options are hedged 
or naked. 

On Ju ly  16, I995 the Cmxnodicy Futurss Tradirx b Commission rzrnoL.td the SOVC from 
i ~ s  net capitai ruk. Li.2 understand that the SEC has zlzcrzd not EO diminate the charse 
from Rule 1 5 ~ 3 - 1  at. [his rims. HoLvever, when app!ied co rhe acc'ounrs of options mark21 
m a k m  whose accourm are haircut under Rule ! Sc3-  1. [he Cornmime beliztts  the charse 
tc be ixxssive.  The current haircucs ~n such accoums protvide more thar! adeqriace 
financial protection IC [he capital ofthi: c a r p i n g  brokr-dsalzr.  

By requiring the maintenance of additional bur urlnzcessar); capital the charge 
significantly increase.; [he cost of doing business. Funher. ihz Cornminee is concerned 
that due to the nature of the charge. a significmr. mark<[ mow could increase shorr 
futures options marker value at a clzaring fim. This couid rejLl[t in The ckaring firm 
being in capital v io l awn  and forced to liquidate positions nhen .  in ~ C C .  there may be no 
risk problem vihatsazxr. 
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Sincerely. I 
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