
CHA~I~ER I

INTRODUCTION

blSttWd optlons are c~aplex securities. To t!lose WhO unaerstand

now ~ey worK, [!]ey ~my offer ax~ alter~ative to short term stock trading

at lower con~iss~on costs ana a sn~ai±er cc~nit!nent of capital. They

also provide a means rot shifting the risk ofunfavorable short term

stOCK price movements from owners of stock w~o have, but do not wish

m) meat, those risks," to others who are willing to ass~ne suc~ risks

¯ n anticipation of possible rewards from favorable price noven~nts.

but, mot~ t~e purchasin9 an~ writing (selling) of options involve

a n~gn degree o£ t~nanc~al risK. Only investors w~o unoerstand those

r~sKs, and WhO are able to sustain the costs and financial losses

~at may be assoclate~ w~th options tra~ing snoul~ participate in

u~e ±lsted options markets. Too often, puDlic investors have been

encouraged no use l~sted options witl]out regard to the suitability

or options tot ti~eir investment needs.

~{. The Grow~ of LlSted Options Trading

°lhe voi~,~ of trading ~n listed options has grown substantially since

P’euruarl/, 1973 when ~e Con]nission authorized the Chicago Board Options

~xcnan~e ("CbOE") to inaugurate suck trading as a pilot progrmn. I/

±__/ becur~t~es 5xcnange Act ~elease No. 9985 (February i, 1973)o

(1)



The CBOE’s ._oilot program, designed to "test the market" for listed

on, ions, was initially limited to call options on only 16 underlying

stocks. As listed options gained in popularity, the options markets

ex~nded sharply over the next four y~ars:

-- The number of exchanges trading options
grew from one, in 1973, to five in 1977
(see Figure i).

By mid-1977 the number of stocks on which
call options were traded had increased
from 16 to 219, and put options had been
added for 25 of those stocks causing a
surge in open interest and volume (see
Figure 2).

The volu~e of listed options trades, measured
by the number of shares receivable on exercise
of an options contract, expanded from the
equivalent of 2.6 percent to the NYSE’s total
share volume in 1973 to almost 75 percent
of that volume durinq the first six months
of 1978 (see Figure 3).

Premiums paid for options contracts increased
in the aggregate from .3 percent of the dollar
value of shares traded on the New York Stock
Exchange ("NYSE") in 1973 to 8.2 percent
durica the first six months of 1978 (see
Fiq~e 4).

The addition of new optionable stocks to those already traded was one

element in the rapid expansion of listed options volume. Powever,

an ex~nination of volume trends for CBOE listed calls (excluding those

also traded on other exchanges) based on when each class was intro-

duced, as shown in Figure 5, indicates that the opportunity to rapidly ex-

band volume by adding new listings, while extremely important in the early
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Figure i

THE EXCHANGES C~N WIqICH LISTED OPTIONS ARE OFFERED

Trading in listed calls began on the:

Chicago Board Options Exchange

American Stock Exchange

Philadelphia Stock Exchange

Pacific Stock Exchange

Midwest Stock Exchange

Trading in listed puts began on all exchanges
which traded listed calls.
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OPTIOH TRADtHO VOLUHZ A~D N~/ ~ORK STOCK
£XCIL~GE: VOLUHE :      19~0-1978

(O~tion Volume In Yhoumands of Shares of Underlylns Stocks)
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19~O
19~5
~960

1970
197[

1974

1976
1977

1978

Con~tlons~ ~ ¯ ?eocene F~chenge As s Percent
O~tion of IqYSE Traded Option o~ HYSE
Vol~® Volume Volume Volume

ExchmnL¶ Traded__Option Volu~e by Exch~nie

2,~3! ,50 ..............
6,012 .93 ..............
8,561 I.IZ ..............

19,681 .67 ............
~9o516 .76 ......... ~ ....
32,85l .79 ..............
18o920 .~7 IlZ.IZ7 I-/ Z,60 I12,127 ........

n.~. n.~. 568,291 14.90 568,29~ ........
n.~. n.a, 1,809,767 35.80 1,642,612 353,0~6 1~,098 ....
n.~. n.~. ~237,393 57.]O 2,1~9,803 903,577 127,470 5~,O19

n.~. n.s. 3,96~,733 2_/ 70.60 2,~81,863 1,OO7,758 219,531 192,503     60,078

8OUECE:

s.~. n.a. 1,912,8~? Z/ 66.10 1,212,~I 506,990     105,O61      64,969 23,&2S

n.~, n.a. 2,686,717 -- 74,60 1,627,228 667,397 155,O52     158,O53 78,988

’T’no ~I~ ~ld not eo-,~ence operation until April 26, 1973.

Tr~dinE in ?ut~ etartinE in June 1977.

~onvantional option volume dsta are based on reports ~rom m~bers o~ the Put sad Call 8roker~ sad Dealers A~soelstlon.
These dots include only sales of ori$1nsl optlona by ~rlters end do no~ include sales b7 one dealer to another. Options
no~ processed by member~ o£ the A~socl~tlon ere ~xcluded; do,n-sad-out calls and up-and-out puts all of ~h~ch ~ere pro-
reamed by nonmembers of the ^ssoclatlo~ ere therefore excluded. Datm ~or 1974 and beyond have not been compiled.

D~a on exchanse traded options were provided by the Options Clesrin8 Corporation. These dsaa are not co, parable pith
d®~ for conventional options because they include each trade of ~n option between the openlnE trsnssction, ~hlch i~
~h~ ~mle by the options ~riter, and ~he cioslnR transaction or explrmllon of the option, whichever roses first,
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RELATIONSHIP OF LISTED OPTION TRADING TO NYSE TRADING

(Volume in Thousands of’Shares; Vslue in $ Millions)

Volume

112,127

568,291

;’1,809~767

3,237,393

3,963,733

1,912~887

~,686~717

¯ Option Volume
Option. NYSE Stock as a Percent

Premium Value Volume Value of NYSE Trading

$     449 4,336,581 $146,451 2.6

1,653 3,822,021 99,181 14.9

8,325 5,056,450 133,819 35.8

12,010 5,649,152 164,545 57.3

10,894 5,613,331 157,250 70.6

5,260 2,806,961 80,555 68.1

.... 7,957’."" 3,600,453 96,972 76.6

Option Premium
as a Percent

of NYSE Value
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7.3

6.9
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FIGU[~[,~ 5
*

CBOE CALL OPTION VOLUME BY YEAR CLASSES WERE INTRODUCED:

(In Thousands or Contracts)

1973-1978

A. Total Volume

1977           1978
Number 1973~* 1974 1975 1976 1977 Jau.-Ju~e Jau.-.~une

30 1.023 4.891 8,501 9,277 8.202 4.205 5.454

8 -- g** 1,198 1,590 1,551 759 1,140
37 .... 2,237 6,187 5.353 2.840 3,494
6 ...... 338 675 289 471

30 34 163
8 --

37 ....

B. Volume Per Class

283 309 273 140 182
150 199 194 95 143
60 167 145 77 94

-- 56 112 48 79

~*~ght clasees were ~troduced ~n December 1974.



years of ootions exchange development, has now substantially diminished

for call options. %he options exchanges themselves had an incentive to

list those issues which they thought would have consistently high trading

activity. ~he statistics show that even if no additional classes had

been listed after 1973, trading vol~e on the CBOE by the end of 1977

would have expanded about eight fold over 1973’s total as com~red to

the 16 fold growth recorded when the trading volume for the classes

listed after 1973 is included. When the volume in multiply listed call

options and puts is also included, 1977 trading volume is sh3wn to be

22 times ~reater than volume in 1973. %he criteria established by the

ootions exchanges, and approved by the Commission, for stock selection

were designed to assure that options w~re written only on issues of

large., well capitalized firms with a large number of shares outstanding

and substantial volu~e of activity. %he remaining pool of eligible tmderlying

stocks on which call options classes could profitably be introduced under

the listing standards of the options exchanges appears to be increasingly

limited.

%he addition of puts to all underlying stocks on which calls are

currently traded could be expected to increase total options volume

significantly. ~ere again, hoover, the historical record does not

suggest that volume growth from this puts trading should be as dramatic

as the volume growth was in the call market, in particular, because



9

"synthetic" puts are now being created to substitute for listed put options. _~2/

Moreover, out ootions were never as popular as call options in the over-the-

counter ("O~C") options market, rarely capturing 40 percent of the total

ootions volume of OTC ootions and more often accounting for between one-fourth

and one-third of such volume.

B. Effect of Listed Options Tradin~ on the Securities Industry

The growth of listed options trading has resulted in a substantial

increase in options-related commission revenues earned by broker-dealer

firms. Stanford Research Institute has estimated that commissions on

listed orations received by New York Stock Exchange ("NYSE") members more

than trimled from 1973 to 1974, increasing from $12 million to $45 million. 3__/

In 1975, when registered broker-dealer firms first reported their options

commission revenue separatelv from other commission revenues in their

re~orts to the Co~nission, 853 registered broker-dealers re~orted receiving

$257 million in options commissions. By 1976, listed options commissions

received by broker-dealers had increased to $367 million, accounting for

about ten ~ercent of total commission revenues related to the securities

2___/See infra, Chapter III.

3__/ SRI International, Chapter Ten, "Options," excerpted from,
Outlook for the U.S. Securities Industry - 1981, p. 13.
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business. The first year-to-year decline in options commission revenues

occurred in 1977 when those revenues fell by ~bout 13 percent to $319

million.

~he im~rtance of listed options commissions to broker-dealers has

varied greatly amonq firms as s~wn in Figure 6. For example, of the

1039 firms reperting options commission income in 1977, fourteen firms

received over fifty percent of the in~ustry’s total listed options commis-

sions and 78 ~ercent of total listed options commissions were received

bv 51 firms. On the other han~, over 75 percent of the members of

the broker~e comm~ity received less than $i00,000 in listed options

co~missions an@ 40 percent of the 1039 fires received less than $I0,000

from this source.

~esides earDing direct commission revenues from options trans-

actions, broker-dealer firms also earned significant revenues from

"options-related" agency transactions. ~hese transactions occur

when a customer acouires or sells stock in connection with an options

strategy, as, for example, when a customer sells stock short to write

a covered out. Firms do not separately report the amo~t of options-

related a~ency business they do, and, accordingly, the amount of

revenues they earn is not kro~n.

In addition to the agency business done by broker-dealers, a sub-

sta~tial number of firms and individuals engage in marketmaking activities



LISTED OPTIOH COHHISSIONS ZARH£D BY SIZE AN~II~ORT)JICZ
OF THIS SOURCE OF REVEHUg: 1977

A. Number of £ir~e.

$10,000 $25,000 $50.000 $100,000 $250,000 1500,000
Leee then to to to to to to
Uo,ooo ~ ~ ~ ~ ~ ~

90Z l~d Over 9 l0 36 36 27 t 2
75.0 to 89.99 I 3
50,0 to 76.99 h 3 8 6 4 I --
25.0 to 69.99
15,0 to 2~.99 19 II 7 8 ~ I 2
10.0 to 16.99 7 14 6 3 5 , -- 3
7.5 to 9.99 11 8 5 2 3 5 3
5.0 to 7.49 22 13 15 7 9 3 8
2.5 to 6.99 42 25 16 19 33 16 13
1.0 to 2.69 B6 24 21 18 1l 7 .--
Laws than 1.0 202 22 8 7 6 1 --

Tota! 618 166 129 117 106 62 32

$1o000,000
to snd

~6,999,999 Over Total

1 -- 123
3 ~ 16

1 -- 52
2 -- 54
1 -- 39
2 -- 39

12 8 97
II 6 179

6 -- 171
.... 244

1,039

B. toe.lesions Earned

($ Thoueande)

90~ Ind Over t4 194 1,329 2,351 3,888 1,613 1.068
75.0 to 89.9 ~ 57 35 348 110 386 ---
50.0 to 7~.9 17 62 278 319 756 293 ---
25.0 to 49.9 70 172 196 785 894 1,29~ 628
15.0 to 26.9 87 170 243 566 527 273 1,249
lO.O to 16.9 36 264 225 215 850 -- - 1,785
7.5 to 9,9 34 128 19t 141 450 2,243 1,901
5.0 to 7.~ 85 217 535 503 1.3~4 1,303 5,503
2.5 to 4.9 150 431 643 1,324 ~.296 6.188 9,~18
~.0 to 2,6 2~5 3~4 748 1.295 t.950 2.405 ---

Le~s than 1.0 360 37[ 279 473 502 375 ---
Total $1,122 $2,412 $6.706 $8,323 $16,565 $16,172 $21~653

Avara|a ?arcant .5 1.9 2.9 3.7 2.3 4.1 5.6

1,592 -- 11,$81
6,562 5.852 13.333
--- 10,531 12.234
2,S50 -- ’6,890
2,528 -- 5,66)
1.196 --. 4,571
2,83~ -- 7~92~

23,889 119,6~6 1~2,833
29,94~ 32,175 85,670
9,0~6 -- 16,041

$80,620 $168.011 1319,183

6.8 6.1 4.8



on the floors of the options exchanges. In 1977, 1153 dealers engaged

in such activities. As is the case concerning broker-dealer firms

doinq an aqency business, the financial benefits of options marketmaking

activities have not been evenly enjoyed among marketmaking firms.

Amonq the 1153 specialist/marketmakers, 122 reported profits of

$i00,00 or more from options trading in 1977, receiving over two-thirds

of the a~regate $54 million in gross marketmaking profits reported

bv the marketmakers whose activities were profitable. Cn the other

hand, aggregate losses of $15.9 million were reported by 413 specialist/

marketmakers and, as shown in Figure 7, 89 percent of all specialist/

marketmakers either reported losses or showed profits of less than

$i00,000. <hly 12 specialist/marketmaker firms reported profits of

$500,000 or more.

C. Studies of Economic Effects of Listed Options Trading

The most comprehensive review of the effect of options trading on

the underlyinq stock is the }{]bert R. Nathan Associates Inc. study concerning

the first nine months of trading on the CBOE. This study was updated by

the CBOE in July 1975 and again in February 1976. 4/ The study concluded

that options trading had little discernible effect on:

4/ Review of Initial Tradiqg Experience at the Chicago Board Options
Exchanqe, orepared for Chicago Board Options Exchange by Bobert R.
Nathan Associates Inc., Washington, D. C., December 1974;

(footnote continued on next page)



FIGURE 7

BROKeR-DEALERS REPO~FING GAINS (LOSSES) FROM MARKET
MAKING IN OPTIONS ON A NATIONAL SECURITIES EXCHANGE: 1977

( $ In Thousands)

Firms With Losses

Firms With Gains of:
Less than $i0,000

$

$

$

$

$

$

i0,000 - $24,999

25,000 - $49,999

50,000 - $99,999

i00,000 - $249,999

250,000 - $499,999

500,000 - $999,999

$i,000,000 - and over

Total

Number Gains, (Losses)

413 ($15,935)

188 733

150 2,502

157 5,801

123 8,547

84 13,268

26 9,280

9 5,706

3 8,176

1,153 38,078
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The liouidity or operational efficiency of the stock market;

2) Vol~e of trading relative to NYSE volume; or

3) Price changes or Drice .~erformance relative to the NYSE
market as a whole.

~he 5~than study also concluded that:

i) Exercise of options during expiration week had no systematic
effect on the daily price behavior of the underlying stock;

2) No regular or consistent Dattern could he found between the
daily open interest for expiring options exercisable below
or at the current stock price (in-the-money or at-the-
money oDtions) and the price movements of the underlying
stocks ;

3) The average closing bid/ask spreads of options stocks was
somewhat narrower than the spreads of a san]ple of other
stocks ; and

4) The volatility of the price of the sixteen underlying stocks
on which options trading first started was less after options
trading began.

,More recent studies, however, have concluded that there are important

interactions between options prices and stock prices around expiration

dates. ~he price effects observed are generally smaller in size than

(footnote continued )

Analysis of Volume and Price Patterns in Stocks Underlying
CBOE O6~ions from December 30, 1974 to April 30, 1975, Chicago
Board Optio[{s Exchange, July 1975; Aq.alys!s of Volume and Price
Patterns in Stocks Underlying CBOE Options from December 31, 1975
to January 16, 1976, Chicago Board Options Exchange, February 1976.



the transaction costs paid by the public, 5/ possibly because of the

effects of ~rofessional arbitrage. In addition, CBOE volatility data for

1977 and a recent independent study of volatility 6__/ indicate that

the decline in the volatility of CBOE stocks relative to the market

in 1974 was due to cyclical market movements, not options trading.

In 1977, the relative volatility in the market for stocks underlying

CBOE options was not much different from what it was at the beginning

of the 1970’s.

Other anal~ses have attempted to determine the economic signifi-

cance of listed options trading on the raising of capital by business.

For examole, a study ~as sponsored by the CBOE to assess the impact

of listed options on the market for new issues of common stocks

of s~all com~nies. That CBOE study developed statistics on the

overlapoinq involvement of investors in options and new issues of

5/

6/

See Kooprasch, Robert W., "The Impact of CBOE Option Exercises
~n The Prices of the Underlying Common Shares," Ph. D. thesis,
Rensselaer Polytechnic Institute, Troy, New York, April 1977,
and Klemkosky, I{)bert C., "The Im~ct of Option Expirations on
Stock Prices," Journal of Finanical and Quantitative Analysis,
September, 1978, ~op. 514-517. Kopprasch points out that analysis
of the effect of expiration activity on stock prices is severely
handicapped by the absence of published uncovered position data.

Naidu, G.N. "The Effect of Option Trading on Variability of
Common Stock l~eturns," Presented at the Annual Meeting of the
Southern Finance Association, 1977. Naidu finds evidence of
increased relative volatility of CBOE stocks in the post-
CBOE per led.



Studies of the economic efficiency of options trading have been

undertaken which conclude that listed options trading has resulted in

increased transaction efficiency of the options market. These

studies are based ~upon the fact that a put can be converted into a call

~nd vice versa and on the presumption that a parity should exist

between out and call premiums if the market is efficient. Systematic

deviations from parity of put and call prices provide opportunities

for professionals to take hedged positions which are profitable

~nd indicate market inefficiencies.

Following u~o earlier work by Gould and Galai in OTC

ootions I0/ Kl~mkosky and Resnick examined data on the secu-

rities for which both puts and calls were available in the listed

market. II/ Gould ard Galai found persistent large variations in

relative ~ut-cell prices in conventional options. Klemkosky and

I0/ Relying on the principle of put and call parity, Gould and Galai
an~lyzed 159 pairs of closely matched options from the trans-
actions recorded bv an options broker. ~hey found that the parity
model is frequently violated in that there were many instances
in which riskless conversion activities could have been profitably
undertaken. Divergences from theoretical expected values were
large, even larger than transactions costs. Could, J. P. and
Galai, D., "Transactions Costs and the Relationship Between Put
and Call Prices," Journal of Financial Economics, July 1974,
~o. 106, 117, 112.

ii/ Klemkosky, Bobert C. and Resnick, Bruce G., "Put-Call Parity
and Market Efficiency" presented to Southern Finance Association
Annual Conference, November 1978, Washington, D. C., pp. 21-22.



small c~mDanies and other conparative information on the opinions,

attitudes and activities of investors. A~ong the conclusions of the

CBOE study are the following:

i) The frequently exvressed belief that exchange
trading of options has caused a negative impact
on the market for small new issues is based on
conjecture, mostly of an uninformed nature.

2) There was no significant evidence that exchange
tradin~ of options has had a negative effect
on the market for small new issues. 7/

In the CBOE study, 40 percent of options buyers who invested in both

ovtions and new issues claimed that the availability of listed options

was one of the reasons for reduced purchases of new issues. These investors

also indicated that if listed options were not available, the percentage

of their Dortfolio typically going to small, new equity issues would

rise from 1.3 Dercent to 1.7 percent. 8/ This CBOE study concentrated

on the im.D~ct of oDtions trading as opposed to the ultimate effects

of options transactions. There has been no study of the secondary

effects on the flow of funds between the options market and other

investments. 9/

7/

8__/

Robbins, Sydney
and Howe, ~hom~s
on the Market for
Management
DD. 3-4.

~ugh, Robert E., Sterling, Francis L.
Impact of Exchange-Traded Options

~ues of Common Stock of Small Companies,
,r, C~mSridge, Massachusetts, June 1977,

Robbins, et al, p. A-12.

As noted earlier, commissions on options transactions amounted

to about $367 million in 1976 and $319 million in 1977.



Resnick found a lower incidence of such divergences in the listed

out-call market.

D. Summary and Conclusions of the Options Study

The rapid growth in options volume and the appearance of abuses

resulted in the Commission initiating an investigation and study of

the standardized listed options markets on October 17, 1977. The

Commission stated its concern about :

(i) the present ability of the self-regulatory
organizations’ surveillance systems to detect
and prevent fraudulent, deceptive, and manipulative
activity, both in options and in ~nderlying secu-
rities, in a manner which is consistent with the
maintenance of fair and orderly markets and the
prQtection of investors and that ccmplies with
the rec,]irements of the [Securities Exchange]
Act; (2) the adeguacy of existing Cortmission and
self-regulatory organization rules to prevent
fraudulent, deceptive and manipulative acts,
practices, devices and contrivances in connection
with options trading; (3) the development of the
standardized options markets in a manner which is
consistent with the public interest in perfection
of the mechanisms of a national market system for
securities and prevention of securities trading
which adversely affects the financing of trade,
industry and transportation in interstate commerce;
and ( 4 ) the development of appropriate standards,
formulated with reference to the purposes of the
Act, by ~hich to measure the appropriateness of
particular programs which would have the effect
of expanding or altering existing pilot options
trading programs. 12/

12/ Securities Exchange Act Release No. 14056 (October 17, 1977)
("October Release") pp. 3-4.
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As a direct result of these concerns, the Special Study of the

O~tions Markets ("Options Study") was established to determine

whether standardized ootions tradinq is occurring in a manner and in

an environment which is consistent with fair and orderly markets, the

public interest, the protection of investors, and other objectives

of the [Securities Exchange] Act, and to ascertain what, if any,

additional action is necessary and proper to aid in the enforcement

of the provisions of the Act and the rules thereunder to protect

investors and to insure fair dealing in the trading of standardized

o~tions and their tmderlying securities.

The Options Study has addressed many of the concerns expressed

by the Commission in the Cctober Release. The findings and conclusions

of the O~tions Study will be discussed in detail in the various chapters

to this report. The Ootions Study’s principal conclusions and the

stems that the Options Study recommends the brokerage community, the

self-requl~tory organizations, and the Commission should take to improve

the requlatory framework for the listed options markets to assure

that these markets are fair and orderly are summarized below.

i. Self-Regulatory Organization Systems

a. Market Surveillance

Market surveillance is the process of detecting trading practices

that may be inconsistent with Securities Exchange Act of 1934 ("Exchange



Act"), the rules and regulations thereunder, and the rules of self-

requlatory orqanizations. ~elf-regulatory organizations engage in

surveillance activities becaose, among other reasons, the Exchange

~t assiqns them responsibility, subject to Commission oversight,

for assuring that their markets are fair, honest, ~d orderly

and that their members comply with the federal securities laws.

An effective market surveillance system must be able to produce

essential trading information ~uickly ~d accurately. It must be able

to identify the brokers participating in each trade, the firms clearing

the tra~e, the time that the trade occurred, the price to ~hich the

parties have ~reed, the number of shares or contracts bought and sqld,

and ~hether the trade was executed for a customer, firm, or marketmaker

account. Ultimately, the system must be able to identify, where

appropriate, the customer that effected a transaction. In addition,

the system must be able to identify bids, offers, and orders that

were present in the trading crowd to obtain a complete picture

of the trading environment at a particular time. To the extent

that this information is readily available, the ease of performing

surveillance functions and designing surveillance programs is increased.

A surveillance system must also provide its user with a physical

record of the trading and other market activity that the system monitors.

Such a record, often referred to as ~n audit trail, is necessary to verify

the information that the system produces. In particular, doc~entary evidence



must be maintained either in or by the system if potentially improper

trading practices are to be successfully investigated and resolved.

The Options Study reviewed the techniques that the self-regulatory

orqa~izations have developed to detect manipulative conduct involving

related stock and options trading, manipulative co~uct that may be

effected using only options, misuse of nonpublic information in

connection with options trading, and violations of the position ard

e×ercise limit and restricted option rules. ~his review included

inspections of the options exchanges and the NYSE and an examination

of their investigative and enforcement files. ~he Options Study

foun~ that while the best of the techniques that have been developed

would provide a self-re~ulatory organization with a general ability

to detect such trading practices, improvements must be m~de to

maximize the effectiveness of self-regulatory organization market

sorve ill ance.

i) American Stock Exchange Surveillance
Information and Audit Trail

Each of the exchanges that ~ermits the trading of standardized

options has some ability to identify the parties, reportinq time, and terms

of trades that take place on their trading floor. In ~ddition, each

of these exchanges has scme ability to obtain a physical record of those

trades. ~he extent of these abilities, hoover, varies significantly.



The CBOE, Pacific Stock Exchar~e ("PSE"), Midwest Stock Exchange

("MSE"), and Philadelphia Stock Exchange ("PHLX") can identify the buying

and sellin~ brokers, the firms that will clear the trade, the time that

the transaction was entered into the price reporting system, the price,

the number of contracts fo~ each trade, and whether the trade was reported

as executed for a customer, firm or market maker account. ~his informa-

tion is available on an autemated basis the day after the trades

occor. It is customarily obtained from order tickets or transaction

re~ortinq slips that these exchanges collect when t~ades are executed

and is ke.v ounched into exchange computers from the trading floor.

The order and transaction reportinq tickets are kept in case they

are needed for surveillance purposes at some later date.

The A~erican Stock Exchange ("AMEX"), on the other ha~d, does not

maintain as com.~lete a record of each options trade that occurs on its

floor. As a result, it cannot verify trade information by using its

o~ records. Moreover, the AMEX cannot identify, on a regular,

automated basis, the brokers that execute each options trade or the

firms that will clear the trade. Consequently, the AMEX must resort

to the slow and costly process of manually reconstructing trading

from specialist and registered option trader ("ROT") reports and from

order tickets obtained from member firms to detect and investigate

questionable trading practices that may take place on its floor.

The need to use manual processes to reconstruct options trading



makes this reconstruction at best costly and time consuming, and at

worst impossible, for the AMEX to perform many of the surveillance

procedures that other options exchanges perform routinely.

The AMEX has recognized that its surveillance system does not

routinely provide information that is essential to an effective

detection proqram. It has also recognized that a computer could

_perform more efficiently and more c~mpletely many of the functions

that the exchange now Derforms manually. As a result, the AMEX has

undertaken to improve the surveillance information that the exchange

r_e~ttlarlv obtains. S~ecifically, the AMEX intends to establish

syst~s that would allow the exchange to identify the parties, terms,

and reportinH time for each trade, and would provide a physical

record, or "audit trail," of the trade for investigation and verifica-

tion r~]r.~oses. ~he exchange has represented that it will seek to

implement this system during the first quarter of 1979, and began a

"oilot test" of this new system on October 2, 1978.

Accordingly, the Options Study recommends :

~HE AMEX SHOULD ESTABLISH A COM~{~ETE AUDIT TRAIL
FOR EACH OFPIO~g TRANSACTION THAT ~AKES PLACE ON
THE AMEX FLOOR IN ACCORDANCE WITH THE SCHEDULE
THAT THE EXCHANGE PRESENTED. THE CO~94ISSION
SHOULD REQUIRE THAT THE AMEX SUBMIT A COMPLETE
REPORT ON THE RESULTS OF ITS "PILOT TEST" AS
SOON AS THEY ARE AVAIiABLE. THE DIVISION OF
MARKET REGULATION SHOULD FOLLOW THE PROGRESS
OF THE AMEX CLOSELY TO ASSURE THAT THE EXCHANGE
ENHANCES THE CAPABILITIES OF ITS SURVEILLANCE
SYSTEMS AND F.STABLISHES g PROPER AUDIT TRAIL
AS QUICKLY AS POSSIBLE.



2) New York Stock Exchange Surveillance Information
and Audit Trail

The NYSE does not have the ability to identify, on a routine,

automated basis, t.he participants in each stock trade on its floor.

Nor does the NYSE maintain a record, collected at the time that orders

are executed, which ir~]icates the parties, the reporting time, and

the terms of each NYSE stock trade. While the Options Study has

not examined or analvzed the NYSE stock surveillance system as

a whole, the lack of such essential surveillance information raises

a substantial concern [eqarding whether the exchange has the ability

to fulfill its statutory responsibilities on a daily basis for each

stock that is traded on the NYSE floor, including those on which options

are traded. Moreover, despite the NYSE’s recent initiation of a multi-

million dollar "trading facilities upgrade project," the exchange

has not yet committed itself to obtain regularly the surveillance

information that it lacks. 13/

Accordingly, the Options Study recommends :

THE C(]4MISSION SHOULD CONDUCT A COMPLETE INSPECTION
OF ~HE NYSE MARKET SURVEILLANCE SYSTEM TO DETEP44LNE
WHETHER THE EXCHANGE HAS THE ABILITY TO CARRY OUT
q’HE VORFOSES OF THE ACT AND TO COMPLY, AND ENFORCE
CCMPLIANCE BY ITS MH4BERS, WITH THE ACT, THE RULES
AND REGULATIONS THEREUNDER, AND NYSE RULES.

13/ letter to Harold M. Williams, Chairman, Securities and Exchange
Co~,mission, from William M. Batten, Chairman, New York Stock
Exchanqe, dated October 16, 1978.



SPECIFICALLY, THE INSPECTION SHOULD CONSIDER
WHETHER THE NYSE CA!~ DETECT, ON A DAILY BASIS AND
FOR EACH STOCK TRADED ON THE NYSE, TRADING
PRACTICES THAT MAY BE INCONSISTEb~ WITH
ACT, THE RULES AND REGUIATIONS THEREUNDER,
EXCHANGE RULES. THE INSPECTION SHOULD BE
CONDUCTED AND CCMPLETED AS EXPEDITIOUSLY AS
POSSIBLE AND A COMPLETE REPORT SHOULD BE
PRESENTED TO THE COMMISSION WITHIN SIXTY ~YS
hFTER THE COMPLETION OF THE REVIEW.

IN THE EVENT THAT THE INSPECTION REVEALS THAT
THE NYSE CAh~NOT FULFILL ITS STATUTORY RESPONSI-
BILITIES ON A DAILY BASIS, THE CO~4ISSION SHOULD
~AKE APPROPRIATE R~MEDIAL ACTION AND SHOULD
SPECIFICALLY CONSIDER REQUIRING, BY CO~4ISSION
RULE, THAT THE EXCHANGE COLLECT AND MAINTAIN
ESSENTIAL S[~VEILLANCE INFORMATION WITH REGARD
TO EACH NYSE TRADE.

3) Firm Proprietary and Customer Trading Information

Certain surveillance information that is essential to effective

market surveillance is not readily available to any self-regulatory

organization. Specifically, the stock clearing process does not

distinquish between firm proprietary and customer stock positions,

and the identity of customers who effect stock or options trades cannot

be determined using surveillance information that is easily accessible

to the self-regulatory organizations. Self-regulatory organizations

m~st seek this information from the firms that entered the orders on

~h~if of the customers. As a result, investigations into firm

[0ro~rietarv stock trading, and into customer trading generally,


