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It is a truism today to say that the securities markets
are in a state of profound change. Not only are changes occurring
rapidly and not only have many changes already occurred, but
profounder changes, culminating in a "central market', the shape
and dimensions of which ne one is quite sure of at the moment,
are in store. The iwpact of the computer on the methods of
trading securities has been huge - wi?ness NASDAQ - and promises
to be even more dramatic as all those involved ip the process
scek means.of using this new technoleogy in a manner which will
hest serve jnvestor interest.

Among other changes there have been changes in the
approaches exchanges have taken to the securities traded
through their facilities. Only fairly recently did the.New York
Stock Exchange admit Wérrants to trading and it has lately
proposed to lower the standards accordiﬁg to which it admits
warrants to trading. The American Stock Exchange has dppointéd
a committee to study a preoposal to continue trading on its
floor of securities éfter they are admitted to.trading on the

New York Stock Exchange.

*The Securities and Exchaﬂéé Commissioh, as a matter of policy,
disclaims responsibility for any private publication or sgpeech
by any of its members or employees. The vicws expressed here
are my own and do not necessarily reflect the views of the
Commission or of my fFellow Commissioners.




-9 -

Certainly one ot the mdﬁﬁlsignificant changes in the
nation's market places has heen the commenéément of trading in
call options on the Chicago BoardIOptinn chhénge.' Since April
of this year this new exchange has been in vperation and the
first interim report covering three months'of'dﬁeration has
been issued:

Put and calt dptions.are not, of:course, a new phenomenon.
Nor is their regulation a new occur rence During the hearings
that preceded the e¢nactment of the Securities Act of 1933 and
the Securities Exchange Act of 1934 there was evidence that the
use of options had been one of the means by which markets were
manipulated to the disadvaﬁtage of the public. Because of the
actual and potential abuses, the original drafts of the Securities
Exchange Act would have outlawed the purchase or sale of options
through an exchange or in connecticn with exchange~-traded securities.
Apparently, however, Congress decided that it was virtually
impossible for it to distinguish between a "good" and a "bad"
option, and, rather than prohibiting all such options, it gave
the Commission broad power to regulate their trading under
Sections 9 (b) and (c) of the Securities Exchange Act. The
Commission has not used this rule making authority unti}.quitc
recently, but relied mainly on self-regulation. The various

exchanges, in 1935, adopted rules which prohibit a floor broker



of an exchange from initiating a transaction on the floor in
a security if he holds or has sold an option with respect to
that éecurity and specialists are prohibited from option activity
with respect to the securities in which they are acting as
specialists,

bptiuns have been a mode of market activity for many
years. All of us are familar with the ads that have appeared over
the years by the dealers in put and call options noticing
the prices at which options could be purchaspd to call or put
securities of weli~known issuers. TFrequently, individual investors
were told that thions offered uniqug specnlative opportunities
and they were frequently encouraged to test their ability to
make speculative profits through options. Not only were options
availed of by investors in the hépe of speculative profits,
but they frequently served the purposes of less speculative
investors who might, for instapce, seek to Protgct long-term
profits from excessive erosion through the Gse of options or might
simply utilize optiqns as a ﬁeans of enhancing investment gain by
means of the premium received for the options. The statisticg
in so far as they were available, indicated tﬁat writing options
was generally a good business while buving options was generally
unprofitable. Relatively little information has been avaijlable
with regard to the impact of option activity on the trading markets
and, as a matter éf fact, because of the limited amount of sucﬁ
activity, most market scholars were relatively unconcernced with

that end of the business.
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ALl of the activity in options was. over~-the-counter,
Furthermore, options were in effect "custom written', that is,.
thiey had expiration dates and exercise prices that depended
upon the date that they were purchased and the markel for the
underlying stocks at the time they were purchased. Also there
was no organized secondary markel for options: when a person
purchased an option there was no ecasy means of disposing of it
otherwise than by exercising it to purchase or sell the underlying
security or by allowing it to expire if the exercise yas
uneconomic. Thus optiens were neither fungible nor liquid.

Recognizing the limitations of previous option activity,
the Chicago Boatrd of Trade in the late 60's began studying the
possibility of organizing an exchange on which options could he
traded much after the manner in which other securities are traded,
using the various commodity futures trading and clearing principles
with which the Board of Trade was familiar - and it mighf be noted
at the outset that options on stocks clearly are "securities" under all
of the Acts administered by the Commission. Obviously, in
addition to the economic and organizational problems posed by such
a concept, there were significant regulatory problems. Options
being securities, problems arose under the registration provisions
of the Securities Act of 1933. Ln additioun, all mational securities
exchanges must be registered with the Commission pursuant to the

T34 Act and they wust submit to the Commission constitutions,



by-laws aund rules which are satisfactory to the Commission for
the protection of investors. The Commission retains, after a
securities exchange has registered, breoad oversight authoriby
with regard to the exchange's rules and operations.

In early 1969, the BOard of Trade approached the Commission
to discuss the possible organizatién of an options exchange and Frmﬂ
then on there were exfensive negotiations between the staff snd |
representatives of the Board of Trade which culminated in February
of this year in the registration of the Chicago Board Options
Exchange, usually referred to as the CBOE. The Commission
registered this exchange with the clear understanding that it
was a pilot project and that approval of the registration did not
in any fashion constitute a [inal conclusion of the Commission
that trading in options on exchanges wés consistent with the protection
investors, of that experience in the trading of options might not

form the basis for a terminalion of the exchange's registration,

or that trading ol options on more than one exchange would be desirable.

Tt was expected that the functioning of the CBOK would be observed
very closely and it was hoped that the data arising out of its
operations ﬁoula form a Basis for the development of a coherent,
comprehensive policy with respect to trading in options;

For those of yﬁu wﬁo méy not know the ﬁauner ol trading
or the manner of activify of thé CBOE, perhaps it might he interesting
to review it for a moment. First of all, only call options are

written, that is, options which will afford their purchasers the right

of
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to purchase Sccﬁritics at a stipulated price which is called
the "strike price"; put Oﬁtions thch allow their holders to compel
the writer of the option to purchase scecurities at a stipulated price
are nol at the present time traded con the CBOE. All options traded
on the CBOE expire on one of four dates: the last day of April, the
last day of Jul&, the last day of QOcteber or the last day of January.
The strike price is set by a body of the exchange and it will be
rounded to the closest $5 in relation to the market price of the
underlying stock at the time it is set, Thereafter, as the
market fluctuates, new options with the same expiration date
may be written, with strike prices adjusted in intervals of $§5 for
gsecurities having a market price of less than $50, $10 for securities
having a market price of less than $50 to $100, and 3520 for securities
having market prices in excess cof $100. At the present time options
are written for a maximum of 9 months. As an example, let us assume
that at the end of July Conscolidated Widgets was selling for $28 on
the New York Stock Exchange and the CBOE opens up a new 9 month series
of options which would expire at the end of April, 1974. The strike
price of these options would be set at $30. Then the matrket would
take over and through the traditional auction process someone
interested in selling an option would strike a bargain on the premium
(i.e., the amount paid for the gption) with someone

interested in buying an option. Thus,a seller of the
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option expiring at the end of April at a strike price of 52
over the current market might offer to sell for $700 an
option on 100 shares (which is the unit of trading) and if he
could find a buyer a bargain would be reached. Obviously the
price in the market place of an option depends upon two factors:
the strike price and the length of the option. The higher the
strike price is over current market the lower will be thé value
of the option; similarly, the longer the option the higher is
the premium the purchaser would be willing to pay.

Rasically call options are written. by two kinds of
people: people who own the security with respect to which
the option is written, and people who do not own the security.
The latter kinds of options are called '"uncovered" or "naked”
options. Obviously there has to be some assurance that if it
becomes desirable for an optien holder to exercise his option the
one who wrote the option will be sufficiently responsible
financially to make good on the contract and deliver the security
upon exercise. To assure this cvery option tradcd on the CBOR
must be endorsed, that is, guaranteed, by a member of the exchange
and the exchange's clearing corporation itself stands behind the
options. Thus,an investor has a high measure of assurance that
if he makes a profit through the oplion market he will sccure
it promptly - - an assurance that was sadly Jacking in the
operation of Goldstein, Samuelson which dealt in options on

unregulated commodity contracts. When the option matures one of

three things generally could happen. I the market price in relation
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to the option price is bad, that is, the holder could not exercise
the option and sell the security at a prqfit, the holder wilt
allow the option to expire. T1f, however, it is economically
desirable to exercise the option, then the holder can do one
of two things: he can exeréise the option, take delivery of
the security and sell it to realize his profit or perhaps only
reduce his loss if the market price is more than the strike
price but less than that plus the premium he paid. Or, and
this apparently is the most frequent consequence, he can éell
the option to one of the writers of the options for an amount
equal to his potential profit if he exercised it and sold the
underlying securities. Thus, by way of example, let us assume
that the strike price on a security is $25, the market at the
expiration date is $30 and the option holder paid $200 for

an option on 100 shares, or two dollars a share. Ignoring
execution costs apd tax consequences, he has the potential of
$3 a share net profit if he exercises his option and then
immediately sells his shares. But with CBOE, he may sell his
option for $500, thus realizing his $300 net profit without
the need for any intervening transaction in the underlying

stock.



Actually, verv few option holders ask for delivery of
the securitf- CBOL's exﬁcrience with the first set of options'
which expired at the end of July, showed that about 80% of the
holders of profitable opfions at the time of expi?atioh chose
to sell them rather than tﬁ take delivery of the stock.

The most significanf advance in the oﬁtion markets is
the devclopﬁent of an organiéed secondary market in optiens
as a consequence of their fungibility., Previous to the advent of
the CBOE, a purchaéer of an-option could for praectical purposes
do nothing with it until it expired except exercise it or negotiate
its resale to the writer. Now, however, the writer and the holder
are "unbundled" and the latter can find a buyer through the
auction processes of the CBOE.

A word about the mechanics of option trading on the
CBOE. As you know, the specialist on a securities exchange
typically plays a dual role - - he acts as a broker accepting and
exccuting orders for his "book" and he acts as dealer in buying
and selling his speciality stock for his own account in order
to give continuity and 1iquidity'to the market.. .Oun the CBOE,
however, these functions are separated with Board Brokers
assuming the agency function and Market Makers performing the
dealer function. Unlike other exchanges, there are competing

Market Makers in each class of options.
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For Securities Act purposes, the clearing corporation
of the exchange is regarded as the issuer of all options and the
options have bgcn registered under the Securities Act using a
Form §-1. T might add that the prospectus with réspect to this.
kind of security is a very peculiar looking animal, particutarly
inasmuch as it does not describe thé particular option which
a person may have pu;chased. Rather it describes in_séme detail
the process and the operation of the exchange, and lists the
underlying wscurities which may he covered by options issued énd
traded on the exchange. Each purchaser of an option is supbosed
to receive a copy of a prospectus at the customary time - either
with or preceding the receipt of his confirmatiomn.

1t is fair to say that the volume of trading on the CBOE
has significantly exceeded expectations, naturally much to the
delight of the sponsors of the exchange. The CBOE, which is in
a pilot phase and deals only in 32 underlying stocks and is restricted
te call options, has an average trading volume of 10,000 contracts
per day. Since each contract represents a call on 100 shares of
the underlying stock, this is the equivalent of a 1,000,000 share
average daily volume. Moreover, the CBOE has outstanding approximately
500 authorized memberships (including 165 which were given to
members of the Chicago Board of Trade) and is seeking to authorize

additional memberships.
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The CROE's operations to date have prbduced some interesting
data, not the least of which are indications that writers of
options continue to gain at the expense of the buyers of options.
However, becausc of a number of circumstances, not the least of
which is the relatively limited period the exchange has been
in operation, and another of which is the fact that the period.
covered by the first report of the éxchange was a period of
unusually limited and depressed activity on the New York Stock:
Exchange (where all the securities underlying options traded
on the CBOE are traded) the information which has been forth-
coming so far is insufficient te make any judgments with
regard to this method of securities activity,

Several other exchanges have. indicated an interest in
comrencing options trading on their exchanges. The Amex and PBW have
gone a fair distance in developing plans for trading options on
their floors, and other exchanges have begun to. comsider possible
establishment of option markets. It might be noted that option
writing on over-the-counter securities has increased with the
introduction of NASDAQ and over-the~counter securitics with
their smaller flecat way have a greater potential for manipulation.
In the past year there has been evidence that options may haye N
been used to_mqnipulate the market in at least two cases that

we have under investigation.
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The obviups public interest in option trading, resulting
undoubtedly in large measure from the ease with which it may now
be done, the liquidity which is now afforded such trading, and
other circumstances attending the introduction of exchange
trading in options, as well as the interest of other exchanges
in commencing this kind of actijvity, all lead the Commission
to the conclusion that the time has come for a comprehensive
look at options and the manner in which they are traded. . In reaching
this decision, the Commission has nof in the slightest been
motivated by any preliminary or fixed beliefs that trading in
options is always bad, that it should be discouraged, that it
is inconsistent with investor protection, that it should be
limited to one exchange, that it sheuld not be expanded to any
exchange that wishes to do so under appropriate rules. Rather,
the Commission believes that now, with almost seven months of
experience on the CBOE upon which to draw, and because of the
necessity of dealing prudently with the desire of other exchanges
to expand into this activity, it is time to assess this mode of
activity against the traditional standard of investor protection.

While the Commission has attempted to deal with specific
probiems brought about by the operations of the CBOE, it has not
addressed itself to the threshold question of whﬁt economic function
is served by an option exchange. TIn its findings and opinion
granting the application of the CROE as a national securities

exchange, noting that the CBOE had described its program as a
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Ypilot project“, the Commission itself characterized the CBOE

as "an experimental project' and indicated that further
evaluations would be necessary regarding the nature of the

CBOE's actual operations. The CROE has submitted a fepnrt to

the Commission on its first three months of operations but

the report does not provide any answer to the threshold question.
Moreover, the report is incouclusive with respect te a number

of other major questions such as the impact of CBOE's option
trading on the markets for the underlying securities, the composition
and investment dbjectives of the investors buying and selling

in the CROE market and the adequacy of the self-regulatory program
of the eptions exchange and related matters of its econemic
viability. 1Tt is likely that a longer period of time is necded

to supply adequate answers. In the meantime, the American and

PBW Stock Exchanges are clamoring for a go-ahead signal from

the Commission te start their pilot option programs.

As a consequence of the forepoing, the Commission is
announcing today a thorcughgoing study of options and option
trading vhich will be characterized by an invitatiom to all
interested parties to submit written statements and appear at
public hearings to be conducted by staff members - and T might
add, hearings which will in many instances, I am sure, ba attéqded

by Commission members because of their intense interest in this area.
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The basic arcas qf inquiry.will be wide-ranging in
nature and scope. 1 will detail_somg of the issues Yo give
you an idea of the types of Concern_which the Commission has
with respect to option trading on exchanges. In the Cpmmission's
evaluation of the CROE's pilot project, we are coucerned with:
What ecouomic functions are served by the writing or purchasing
of options in today's markets (e.g., hedging, leveraging, specu-
latjon)? 1If there are several economic funections, to what extent
is each actually served and likely to he served in the option
market? By whom? Do these functions, either individually or
in net effect, serve the public interest? What is the nature
of the investor population that now participates, or that likely
will participate, in the trading of options in an exchange option
market? To what extent are the present participants and likely
future participants, sophisticated; unsophisticated; professional;
institutional; small; or investors that would not otherwise
participate in the securities market? What is the actual and
petential impact of an option market on the investment and trading
habits of ifivestors? Uas or will the short-term trader impair liquidity
in the underlying stock by switching his interest to options? llas
or will investor interest be channeled away from low-priced

securities or new issues?
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Of_special concern to the Commission has been the subject
of the writing of uncovered options. What economic functions
are served by uncovered option writing? Uncovered option writing
“until the advent of the CBOE had been de minimus. On the CBOE,
however, 237% of option writing is uncovered according to the most
recent figures available, This was as of October 15. 1In .July
and August, 35% of the outstanding options were uncovered., What
are the actual and potential impacts of such uncovered options
on the warket for the underlying securities? Should the
Commission's concern be diminished by the fact that in CBOE
options, actual delivery of the stock occcurred for only about
20% of the profitable options which expired in July,.as I mentioned
earlier? These percentages raise again the threshold question of
what economic purpose is served by an option exchange. Initial
evidence indiéates that a significant number of option writers
and most of the option buyers have no intention of acquiring the
underlying securitiés. .Thus, the activities of many writers and
buyers in the CBdE market, uniike the activities of their
counterparts in tﬁe ovef~thé—éounter option markét, are never
reflectéd.in.the market for the underlying security.

Othér.qﬁestiéns'the.Commission is considering are: To
what extent should iimité be prescribed reparding the number of
option contrécts ﬁﬁich één bé outstanding rélative'to any given
sccurity issue? Should there be limits on fhe humber of options
which can'be'wfifteﬁzdr held by the sme person?” How should . -
such limits he developed? 1n this regard should options or

uncovered options be prohibited wilh respect to certain scecurity issues?
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With respect to multiple pilot projects, we must consider
whether exchange option trading should be limited to the CBOE pilot
project, which is now underway and ﬁeiﬁg monitored by the
Commission, uﬁtil sufficient infermation can be developed and
evaluated? 7To what exteﬁt would additional pilots facilitate
or obstruct the reselution of the questions which I mentioned
previously?

Secondly, if multiple exchange pilet programs should be
permitted, on what conditions? Tn this connection, it should
be noted that both the Amex and the PB¥ draft proposals are
based very largely on CBOE's plan. The major difference
between CRBOE's program and those of Amex aﬁd PBW is that
Amex and PBW would expect to utilize their present specialist
systems instead of segregating the agent and dealer functions
between board brokers and competing market makers. Amex and
PEW intend to trade options having the same underlying issues
as some options which are traded on the CROE as well as options
on other securities; however, all secﬁrities subject to sﬁch
options would be listed and traded on the New York Stock Exchange.
Amex's options would expire in the same months as CBOE's but
PBW ﬁlans to have its options expire in difierent months. As
you can sce, these multiple plans give rise to consideration
of the need for and desirability of inter-market competition, a

composite tape and quotation system and uniform trading rules,
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clearing proeedqres and surveillance mechanisms. Not.to be
overlocked are the prospective burdgns on and costs to
exchanges and their members arising from such muitiple trading
of options and the accompanying regulgtory programs.

The Commission is hopeful that as a consequence of
this intensive survey we will be able to formulate conclusions
to guide us in determining how the creation and - trading of options
can be regulated in the interests of investor protection. We
are quite interested in certain broad collateral questions,
such as the impact of option trading on the_capital formation
and the capital chanelling process of QUT economy, even though
if the Commission's role is narrowly construed this may.not
be a matter for concern,  However, it is my belief.that if the
Commission's charter is properly interpreted, it cannot isolate
the protection of investors from concerns with capital markets
and their functioning, We will be paﬁticular}y concerned with
the dangers posed by considerations of suitabiltity. While an
option has the advantage of affording an investor an oppoertunity
to leverage limited amounts of money very_signifiéantly, it also
has the characteristic that within a relatively short_period of
time he may lose his entire investment, While there is an
element of gambling perhaps in any securities investment, opticuos
would seem to have a larger element of that than other types of

investments. Thus we must be intensely concerned with the conduct
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of broker-dealers in advising customers concerning the suitability
of aptions -- both their writing and purchase. A high gréde
utility common stock might well be a suitable investment for a
widow with limited resources, but in all probability a three,
six or nine month optien to purchase that same security might
be most inappropriate and unsuitablie inasmuch as it would involve
a loss of her total investment if the market movement of the
stock did not make it favorable to exercise the option. And
begides, an option carries no yield.

The Commission hopes that out of its request for
written submissions and its oral hearings it will develop a
fund of information and understanding with regard to the
place of options in the market place and the economy which will
permit it te decide very basic questions: The extent to which
its rules should facilitate dealing in options; the manner in
which participants in the market for options should deal with
the public and with each other; the desirability of confining the
option market to a single exchange, or to the over-the-counter
market, or permitting the spread of such trading into multiple
market places. These are only a few of the problems which must
be addressed. T am s&ré that many of those in this audience
have information and viewpoints which we would be happy to

recetve.



