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Secretary
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100 F Street, N.E.

Washington, DC 20549-1090

Re: File No. §7-12-06
Proposed Amendments to Regulation SHO

Dear Ms. Morris:

The Securities and Exchange Commission (“Commission”) has proposed changes to Regulation
SHO that would eliminate the “grandfather” provision and narrow the options market maker hedge
exception to the threshold security close-out requirements under Rule 203, as well as amend the exception
for unwinding index arbitrage positions under Rule 200(¢)." The Chicago Board Options Exchange, Inc.
(“CBOE”) is submitting this letter to express our views concerning the Proposal, particularly to those
aspects that could disrupt the options markets and adversely impact liquidity and the investing public.

According to the Commission’s analysis, Rule 203 appears to be operating as intended. Given
this success, we do not believe the proposed changes are needed at this time. With respect to the options
market maker hedge exception in particular, we believe that the existing hedge exception is already very
narrowly tailored. Surprisingly, the Proposal seeks to further narrow the exception by no longer
permitting options market makers to retain a residual short stock position once related pre-threshold
options positions are liquidated or expire, even if the retention of the residual short stock positions would
be used to hedge options positions taken on in the course of performing bona-fide options market maker
functions. Not only would this restrict legitimate activity, it would actually serve to disrupt the markets.
Specifically, the resulting exception would not provide sufficient flexibility to permit efficient hedging by
options market makers, will unnecessarily increase risk and costs to hedge, and will adversely impact
liquidity and result in higher costs to public customers.

Below we summarize our views and supporting arguments for maintaining the existing options
market maker exception, which is critically needed to ensure the ongoing effectiveness of the listed
options markets. We also express our concerns with the proposed elimination of the grandfather
provision and our support for the proposed amendments related to unwinding index arbitrage positions.”

' See Securities Exchange Act Release No. 54143 (July 14, 2006), 71 FR 41710 (July 21, 2006) (the “Proposal”).
* Additionally, we support the comments offered by the Securities Industry Association (“SIA™) expressing concerns about: (i)

the question posed on potentially requiring clearing firm participants to identify and take action against specific customer
accounts that are responsible for fails; (ii) the question posed on whether broker-dealers, in order to comply with the Regulation
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I. Options Market Maker Hedge Exception

Under the current provisions of Rule 203, as with other market participants, an options market
maker is generally subject to a close-out for fails to deliver that remain with his clearing firm for thirteen
consecutive settlement days and, until the fail is closed out, is required to pre-borrow. The existing
exception to these requirements relates only to those short positions that hedge. or adjust a hedge on,
options positions created pre-threshold. Any other short sales of a threshold security by options market
makers remain subject to the close-out and pre-borrow requirements.

While the Proposal would not go so far as to completely eliminate the exception, the changes
would significantly affect options market makers’ ability to hedge and provide liquidity to public
customers. First, under the existing exception, as pre-threshold options positions are liquidated or expire,
an options market maker can maintain his residual short stock position. Under the proposed revisions, the
residual short stock position would become subject to close-out upon liquidation or expiration of the
overlying options position(s), and thus could no longer be used to offset continued trading in the
overlying options. This aspect of the Proposal would narrow the life of the exception and subject options
market makers to close-out and pre-borrow scenarios more often, exposing them to greater risks and costs
when faced with continued options trading, reversal scenarios and buy-ins, overnight risks and the like.
Second., the proposed revisions would also impose a limitation that would prevent the use of a residual
position to offset other pre-threshold options positions. This aspect of the Proposal would appear to
narrow the scope of the exception and is a concept that we believe fails to adequately account for the
complexity of options market maker risk management. Both aspects of the Proposal are considered
below.

A. Options market makers must retain short stock positions to hedge risk.

In evaluating whether to narrow the life of the options market maker hedge exception, the
Commission asks why an options market maker needs to maintain a short position once the pre-existing
options position(s) are liquidated or expire. In response, we believe the reasons are the same as the
rationale underlying the Commission’s approval of the original exception. Foremost among those reasons
are the following:

* The cost of the inability to hedge efficiently with a short sale will be borne by investors. When
options market makers are unable to hedge with a short stock position, the risk and costs to the
market maker are increased. To compensate for this risk, options market makers may widen their
markets and/or reduce their available size, thereby lowering the quality of options markets
available for public customers. Thus, the ability to sell stock short through use of the options
market maker hedge exception increases the depth and liquidity in the options markets, reduces
risk to options market makers and fosters better executions for investors without engaging in
activity that the short sale regulation was designed to prevent.

SHO “locate™ requirement, may not rely on feeds received from lenders who do not decrement the stock they have available to
lend; and (iii) the question posed on whether to require firms to annotate, with respect to “long” sales received from customers,
the present location of the securities being sold and whether they are in good deliverable form. We also second the SIA's views
supporting: (i) the proposal to exemplt from the Regulation SHO close-out requirement fails in threshold securities that result
from sales of “owned" securities; (ii) the proposal to exempt exchange-traded funds (“ETFs”) and similar structured products
from the definition of “threshold security;” and (iii) the proposal to allow clearing firms increased flexibility to clean-up fails in
threshold securities by borrowing securities, rather than requiring securities to be bought-in. Letter from Ira D. Hammerman.
Senior Vice President and General Counsel, SIA, to Nancy M. Morris, Secretary, Commission (September 19, 2006).
























