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KEY POINTS 

 

• Regulation SHO1 requires a fail to deliver position in a threshold security that has 
existed for thirteen consecutive settlement days to be immediately closed-out by 
purchasing securities of like kind and quantity.2 

• Also, according to Regulation SHO, purchases to close-out fail to deliver 
positions in threshold securities must be bona-fide purchases.  Where a 
participant enters into an arrangement with another person to purchase securities 
to close out an open fail to deliver position in a threshold security, and the 
participant knows or has reason to know that the other person will not deliver 
securities in settlement of the purchase, the participant will not be deemed to 
have fulfilled the close-out requirements of Regulation SHO.  

• When accompanied by certain option transactions, stock purchases that are 
intended to effect close-outs of fail to deliver positions may bring into question 

                                                 
1 As amended effective October 15, 2007. 
2 Unless the short position is eligible for the options market-maker exception to the close-out requirement.  
Currently, if an options market-maker can substantiate that a fail to deliver position resulted from a short 
sale effected to hedge or maintain a hedge on option positions that existed before the security became a 
threshold security, the fail to deliver position is excepted from the Regulation SHO close-out requirement.  
The Securities and Exchange Commission has proposed the elimination of this exception.  See Securities 
Exchange Act Release No. 56213 (August 7, 2007).  See also Securities Exchange Act Release No. 
55970 (June 28, 2007), 72 FR 36348 (July 3, 2007) at n.6.        
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whether a bona-fide purchase has occurred.  See CBOE Regulatory Circular 
RG07-87 for further information. 3 

• This Regulatory Circular is intended to respond to questions regarding some 
acceptable ways of employing option transactions in conjunction with a 
Regulation SHO required close-out of a fail to deliver position. 

 
DISCUSSION 

 
Frequently asked questions concerning the permissibility of certain option transactions 
undertaken in conjunction with Regulation SHO required close-outs are given below 
along with answers.  The answers were developed based on consultations with staff of 
the Securities and Exchange Commission.  However, the views expressed represent 
those of the CBOE’s Division of Member and Regulatory Services.   
 
1. If, in conjunction with purchasing stock to close-out a fail to deliver position, a put is 
purchased (to open) to establish or maintain a hedge, is there a minimum period of time 
after which the long put can be exercised to re-establish a short stock position without 
violating Regulation SHO? 
 

No, there is no specific holding period that if satisfied could be relied upon as a 
“safe harbor.”  Each put purchase in conjunction with a stock close-out purchase 
must be assessed in view of facts and circumstances in order to determine if and 
when exercise of the put could call into question whether the underlying stock 
purchase was a bona-fide transaction under Regulation SHO’s close-out 
requirement.  The same analysis could apply, for example, to a conversion 
transaction effected to close-out a fail to deliver position, in respect of an 
exercise of the put or assignment on the short call component.  

 
2. When effecting a close-out of a fail to deliver position, can offsetting option positions 
be closed-out contemporaneously?  Can a new short stock position and offsetting 
options positions be effected the business day following the close-out to re-establish the 
short stock position?  Can a long put that has been held in inventory be exercised on 
the business day following the close-out to re-establish the short stock position? 
 

Yes, with respect to each question, provided the underlying stock purchase 
(close-out) was a bona-fide transaction under Regulation SHO (e.g., the 
participant does not know or have reason to know that the seller of the stock will 
fail to deliver the shares in settlement of the participant’s purchase).  Again, an 
assessment of the facts and circumstances is necessary.  It is permissible to re-
establish a short stock position (and, if desired, offsetting options positions) the 
business day following a close-out.  However, if the underlying stock purchase 

                                                 
3 RG07-87 may be found at the following website address: http://www.cboe.org/publish/RegCir/RG07-
087.pdf 

http://www.cboe.org/publish/RegCir/RG07-087.pdf
http://www.cboe.org/publish/RegCir/RG07-087.pdf
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was not bona-fide or did not completely satisfy any close-out requirement, a pre-
borrow of stock is required for the subsequent establishment of the new short 
stock position on the following business day until the close-out is satisfied.4     
  

 
3. Can a fail to deliver position be closed-out by exercising a long call?  Can a long call 
be exercised on consecutive settlement day 11, 12 or 13 to satisfy a close-out 
requirement? 
 

Yes with respect to both questions.  Like buying stock (which generally settles 
T+3), the exercise of a long call option (which also generally settles T+3) is 
another means to satisfy the requirement to close-out a fail to deliver position by 
purchasing securities of like kind and quantity.  For additional information on the 
close-out requirements, please refer to Question and Answer No. 5.7 of the 
SEC’s “Responses to Frequently Asked Questions Concerning Regulation SHO.”  
In relevant part in Question and Answer No. 5.7, the SEC Staff has interpreted 
the phrase “purchasing securities of like kind and quantity” in Rule 203(b) to 
mean that a participant satisfies the obligation to close out an open fail to deliver 
position in a threshold security that has persisted for 13 consecutive settlement 
days when such participant executes a purchase of securities, and where (i) the 
purchase is a bona fide transaction; (ii) the purchase is executed on settlement 
day 11, 12 or 13; (iii) the purchase is submitted to a registered clearing agency 
for settlement; (iv) the purchase amount is of a quantity of securities sufficient to 
close out the entire amount of the open fail position that has persisted for 11, 12 
or 13 consecutive settlement days, as applicable; and (v) the net purchases of 
the threshold security effected by the participant on that day, as reflected in such 
participant’s books and records, are at least equal to the amount of such 
participant’s open fail to deliver position in such threshold security on that day.  In 
addition, please refer to Question and Answer No. 5.8 in the same document for 
an explanation of how close-outs are applied to open fail to deliver positions. 
 
Question and Answer Nos. 5.7 and 5.8 of the SEC’s “Responses to Frequently 
Asked Questions Concerning Regulation SHO” can be found at the following 
website address: 
 

www.sec.gov/divisions/marketreg/mrfaqregsho1204.htm 
 

4. Stock transactions resulting from assignments of exercises are posted to the 
accounts of the assigned parties on the business day following the day of the exercise.  
If a market participant has been assigned an exercise by his/her clearing firm, is the 

                                                 
4 See footnote 3 above.  Also note that, if an open fail to deliver position is closed-out later than the 
opening of the market on the fourteenth consecutive settlement day, the fail cannot be considered closed-
out on trade date.  The close-out will not be deemed to be satisfied until settlement date.  Therefore, a 
pre-borrow of stock is required for any new short sales until the business day following settlement date of 
the close-out. 

http://www.sec.gov/divisions/marketreg/mrfaqregsho1204.htm
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stock transaction resulting from the assignment counted for Regulation SHO purposes 
as having occurred on the day of the exercise or the following business day? 
 

In order for a close-out to occur on consecutive settlement days 11, 12 or 13, 
among other things, one of the requirements outlined by the SEC Staff in 
Question and Answer No. 5.7 is that the net purchases of the threshold security 
effected by the participant on that day, as reflected in the participant’s books and 
records, must be at least equal to the amount of such participant’s open fail to 
deliver position in the threshold security on that day.5  When calculating the net 
purchases, the participant’s option exercises and assignments must be 
considered in the calculation as follows:   
 

• Stock transactions occurring as a result of option exercises are 
recognized on the day exercised.   

 
• Provided the participant applies a consistent methodology (as 

discussed further below), stock transactions occurring as a result of 
option assignments may be recognized on either the day of the 
exercise (“trade date” basis) or the following business day 
(“assignment posting date” basis).  

 
For the purpose of effecting a close-out on the 11th, 12th or 13th consecutive 
settlement day, a participant may choose to adopt a practice of recognizing 
assignments as occurring either on the “trade date” or “assignment posting date,” 
but one method must be selected and applied consistently, and the method must 
be documented in the participant’s written procedures regarding the computation 
of Regulation SHO close-out amounts.  There must be a reasonable basis for 
switching from one method to the other.  Before switching between methods, 
participants are advised to consult with the Exchange or the SEC.  Under the 
“trade date” method, resulting stock transactions must be counted as occurring 
on the day of the exercise and must be included in the participant’s net purchase 
calculation for any close-out occurring on that day.  Using this method, a 
determination must be made prior to effecting further short sales on the current 
trade day as to whether any close-out intended for the prior business day was 
fulfilled after reconciling the net purchase calculation to account for stock 
transactions via an assignment.  In the event it is determined that a close-out has 
not been accomplished, no further short sales may be effected without pre-
borrowing the security until the close-out obligation has been fulfilled.  Under the 
“assignment posting date” method, stock transactions occurring via assignment 
are deemed to have occurred on the business day following the day of exercise 
and must be included in the participant’s net purchase calculation for any close-
out occurring on that day. 
 

 
 

                                                 
5 “Participant” as used in this section means participant of a registered clearing agency.  
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EXAMPLE 
 
Day 1 
A market-maker (or customer) has a close-out requirement in 100 shares of a 
threshold security.  It is consecutive settlement day 13 and the market-maker 
purchases 100 shares of the threshold security.  This is the only transaction in 
this security. 
 
In the evening, the Options Clearing Corp. assigns an exercise of call options on 
the same threshold security to the market-maker’s clearing firm.  Thereafter, prior 
to regular market hours on Day 2, the clearing firm assigns an exercise of one 
call option to the market-maker versus a short position in the same call option. 
 
Day 2 
A sale of 100 shares of the threshold security is posted to the market-maker’s 
account as a result of the assignment.  The sale is posted with a trade date “as 
of” Day 1 – the day of the exercise. 
 
Under the “trade date” method, the close-out on Day 1 would not be fulfilled 
because the sale of 100 shares via the assignment must be taken into 
consideration as of Day 1.  The purchase of 100 shares on Day 1, and the sale of 
100 shares via assignment with a trade date of Day 1, results in a zero net 
change in the stock position. 

 
Under the “assignment posting date” method, the sale of 100 shares via the 
assignment is included in the calculation of net purchases for any 11th, 12th or 
13th consecutive settlement day close-out effected on Day 2.  Assignments 
posted on Day 1 would have been included in the calculation of net purchase for 
any 11th, 12th or 13th consecutive settlement day close-out effected on Day 1. 
       

* * * * * 
This circular is intended to illustrate concepts and not to provide an exhaustive list of 
trading activity that could be deemed violative or permissible.  In addition, transactions 
that would constitute a device to improperly reset the close-out date are unacceptable 
on any day, not just settlement day thirteen.  Lastly, we recognize that most 
transactions pairing options with stock may be used as part of general trading/hedging 
strategies, and we do not want to discourage their use for that purpose.  
 
Questions concerning Regulation SHO may be directed to Robert Gardner, (312) 786-
7937, or James Adams, (312) 786-7718, in the Exchange’s Department of Member Firm 
Regulation.  
 


