
 
 
 
 
 
 

Regulatory Circular RG99-109 
 
Date:   April 26, 1999 
 
To:   Members and Member Organizations 
 
From:   Regulatory Services Division 
 
Re:   Guidelines Concerning Uncovered (short) Option Accounts 
 
Please Route To: Compliance Department 
   Senior Registered Options Principal 
   Compliance Registered Options Principal 
 
Exchange Contact: James Adams (312-786-7718) 
   Barry Szurgot (312-786-7756) 
 

Key Issues 
 
Recently, it has come to the attention of the Exchange that some member organizations continue 
to have questions concerning the above referenced guidelines which were initially published in 
October 1989.  The Exchange believes it would be helpful to emphasize the following points: 
 
 Member organizations must include in their specific written criteria for evaluating the 

suitability of customers for writing uncovered options, the depth of the customer’s investment 
experience (which is expected to be measurable in terms of length of time) and the 
customer’s investment objectives. 

 
 Member organizations must develop and implement specific written procedures for the 

supervisory review of accounts engaged in uncovered options transactions. 
 
 Current rules provide that only the SROP or CROP can approve exceptions to the member 

organization’s specific criteria for evaluating the suitability of customers for writing uncovered 
options, and that a written record of the reasons for such exceptions must be maintained.  
Other individuals are not permitted to do so. 

 
The Exchange requests that member organizations review their policies and procedures 
respecting accounts that are approved for uncovered options transactions and take corrective 
action if necessary to ensure that requirements set forth in this Regulatory Circular RG99-109 are 
met. 
 
 

******* 
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Opening of Accounts, Minimum Net Equity, and Delivery of Risk Disclosure Document 

CBOE Rule 9.7 requires member organizations that conduct business with the public involving 
the writing of uncovered short option contracts to develop, implement and maintain specific 
written policies and procedures concerning the conduct of such business. The procedures, at a 
minimum, must include the following: 

Suitability and Account Approval. Members and member organizations are required to have 
specific written criteria and standards for evaluating the suitability of customers for writing 
uncovered short option contracts and for approving such accounts. Customer suitability criteria 
for engaging in such transactions would include, but not be limited to, depth of customer 
investment experience (which is expected to be measurable in terms of length of time), net worth, 
annual income, and investment objectives. The account approval procedures must include 
provisions for such accounts to be approved in writing by a Registered Options Principal. 

The Senior Registered Options Principal or Compliance Registered Options Principal must be 
designated in the written procedures as the person(s) responsible for approving customer 
accounts for uncovered short options transactions that do not meet the firm’s specific internal 
suitability criteria and standards. Any customer who does not meet the suitability requirements 
and standards must be specifically approved by the Senior Registered Options Principal or 
Compliance Registered Options Principal and the reasons for approving any such account must 
be in writing and maintained by the member organization. 

Minimum Net Equity. CBOE Rule 9.7(f)(4) requires a firm to establish minimum net equity 
standards for the approval of accounts to effect uncovered short options transactions and for the 
maintenance of such short options positions in an approved account. The Rule does not specify 
the method for determining minimum net equity standards nor the levels of such standards, but 
provides for member firms to establish their own requirements, which must be reasonable and 
equitable. 

A firm may establish a minimum dollar amount, a per contract amount (either fixed or escalating 
with position size), or apply some combination of these two approaches. The minimum net equity 
standard may be used to meet margin requirements or it may be in addition to any margin 
required. Further, the firm may apply different standards to various products and the initial level 
may differ from the maintenance requirement. Whatever the firm’s standard, initial and 
maintenance equity requirements for writing uncovered short options must be met within the time 
frames established for initial and maintenance margin (5 and 15 business days, respectively). 

When determining whether an account has met or will meet the net equity standard, account 
equity is generally computed in one of two ways: (1) net liquidating equity (which includes the 
market value of all options positions) or (2) net liquidating equity adjusted to exclude the value of 
all options positions and to reduce the value of any long securities underlying in-the-money 
“covered calls”.    An Example of each method is as follows: 

Net Liquidating Equity     Net Liquidating Equity  
Excluding Options 

Long Stock Market Value:   $80,000   $80,000 
Long Option Market Value:   $7,000    
Short Option Market Value: $(2,000) 
   Total        $85,000 
Debit Balance:      $(40,000)   $(40,000) 
   Net Liquidating Equity:  $45,000 
 
 Adjusted Net Liquidating Equity:    $40,000 
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Additional equity is required on any day when the net equity falls below the firm’s requirement 
causing a deficiency in the account. Any deficiency must be satisfied within the required time 
frames. 

The member organization must obtain from the customer sufficient cash and/or securities to 
satisfy such deficiency. For any deficiency not satisfied in full within the required time frame, the 
member organization must take appropriate remedial action (i.e., prohibit withdrawals and further 
uncovered short options transactions and/or close the uncovered short options positions carried 
in the account). Any exceptions to the firm’s policy must be documented and maintained as part 
of the books and records of the firm. A record of equity calls must be maintained in a similar 
fashion as is currently required for margin calls. 

Risk Disclosure Document. Member organizations are required to provide customers with a 
written description of the risks involved in writing uncovered short options transactions, at or prior 
to the customer’s initial uncovered short option transaction. This disclosure document is in 
addition to the Options Disclosure Document required under Rule 9.15. 

Exhibit A, which follows this notice, is a prototype risk disclosure document and may be used to 
satisfy this requirement. Any other document must be substantially similar to the prototype and 
must address, to the same extent and degree, the points set forth therein. Any disclosure 
documents differing from the prototype must be submitted prior to its use to either the American 
Stock Exchange, Chicago Board Options Exchange, National Association of Securities Dealers 
or New York Stock Exchange and will be reviewed by these self–regulatory organizations jointly. 

The requirement to furnish the risk disclosure document only applies to customer accounts 
approved for uncovered short options trading beginning March 1, 1990, and does not apply to 
accounts opened before that date. 

Supervision. Member organizations are required to develop and implement specific written 
procedures for the supervisory review of customer accounts engaged in uncovered short option 
transactions. These written procedures must include provisions for the frequent supervisory 
review of such accounts.   

Questions concerning the Minimum Net Equity standards may be directed to James Adams at 
(312) 786-7718.  Other questions concerning this Regulatory Circular should be directed to Barry 
Szurgot at  (312) 786-7756. 
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Exhibit A 

Special Statement for Uncovered Option Writers 

There are special risks associated with uncovered option writing which expose the investor to 
potentially significant loss. Therefore, this type of strategy may not be suitable for all customers 
approved for options transactions. 

1. The potential loss of uncovered call writing is unlimited. The writer of an uncovered call 
is in an extremely risky position, and may incur large losses if the value of the underlying 
instrument increases above the exercise price. 

2. As with writing uncovered calls, the risk of writing uncovered put options is substantial. 
The writer of an uncovered put option bears a risk of loss if the value of the underlying 
instrument declines below the exercise price. Such loss could be substantial if there is a 
significant decline in the value of the underlying instrument. 

3. Uncovered option writing is thus suitable only for the knowledgeable investor who 
understands the risks, has the financial capacity and willingness to incur potentially 
substantial losses, and has sufficient liquid assets to meet applicable margin 
requirements. In this regard, if the value of the underlying instrument moves against an 
uncovered writer’s options position, the investor’s broker may request significant 
additional margin payments. If an investor does not make such margin payments, the 
broker may liquidate stock or options positions in the investor’s account, with little or no 
prior notice in accordance with the investor’s margin agreement. 

4. For combination writing, where the investor writes both a put and a call on the same 
underlying instrument, the potential risk is unlimited. 

5. If a secondary market in options were to become unavailable, investors could not 
engage in closing transactions, and an option writer would remain obligated until 
expiration or assignment. 

6. The writer of an American–style option is subject to being assigned an exercise at any 
time after he has written the option until the option expires. By contrast, the writer of a 
European–style option is subject to exercise assignment only during the exercise period. 
Note: It is expected that you will read the booklet entitled Characteristics and Risks of 
Standardized Options available from your broker. In particular, your attention is directed 
to the chapter entitled Risks of Buying and Writing Options. This statement is not 
intended to enumerate all of the risks entailed in writing uncovered options. 

 


