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TO THE BOAI~D OF DIRI~CTOITS: 

The attached formal expression of the Securities and Exchange Commission, 
(see Att.achment #I), provides us with a basis for inaking fundamental judg- 
.ments regarding implementation of a securities options market. 

It would be an overstatement to ohara.cterize this expression asassuri~ig 
that all of our options market plans will be approved in a form. that is com- 

pletely satisfactory. But in the considered judgment of you.r Executive Com- 
mittee, drawing upon the opinions: of. our special securities- counsel, the 
Securities Committee of the Board and others, we now have reasonable as- 
surance that our basic concepts will prove acceptable from a regulatory stand- 
point. It is therefore prudent., in the committee's judgment, to proceed with 
the formal submis:sions to the SEC and other step.s necessary to put our options 
market concept into operation. 

T h e  Board has also, accompanying this report, a report of t h e  Securities 
Committee recommending.that the concept .be implemented from,a market 

potential standpoint, a judgment in which the ]Executive Committee concurs. 
The Securities Committee has overseen the development of a comprehensive 

set of plans for conducting Options trading. These include rules drafts, .trad- 
i.ng and c.learing procedures, specifications for facilities and equipment, and 
data processing arrangements. The Committee further advises -the BOard 
of its belief that these operational plans are sound and ready to be implemented. 

If the judgments of the Executive and Securities Committeesare accepted on 
regulatory and operationa] questions, the difficult question to which the Board 
must address itself is how should the options market be org..anized and financed. 
While there are several aspects t-o. this question, the fundamental consideration 
is, as always, the long-term 'best interests of the membership, as.a whole. Once' 
these are established, organizational and financing arrangements can bedevel- 
oped to achieve them. 
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If op t ions  treading cou ld  be co:nducted on the s a m e  b a s i s  as  the o t h e r  new 
m a r k e t s  the B o a r d  h a s  i n t r o d u c e d  in r e c e n t  y e a r s ,  y o u r  E x e c u t i v e  Gom nMt tee  
b e l i e v e s  t h e s e  i n t e r e s t s  .would s e e m  as cle-ar today  as  t h e y  .did when  the  o p t i o n s  
r e s e a r c h ,  and d e v e l o p m e n s  p r o g r a m  was u n d e r t a k e n  t h r e e  y e a r s  ago.  T h e  
b a s i c  o b j e c t i v e  of the opt ions  R&D work  was ,  of c o u r s e ,  to f u r t h e r  the d i v e r s i -  
f i c a t i o n  e f fo r t  t h a t  b r o u g h t  the b r o i l e r ,  p lywood  and s i l v e r  f u t u r e s  m a r k e t s  
into be ing .  The  a d d i t i o n a l  o p p o r t u n i t i e s  for  m e m b e r s ,  the s t a b i l i z i n g  i n f l u e n c e  
on the l e v e l  of e x c h a n g e  ac t i v i t y ,  the b r o a d e n i n g  of the  B o a r d  Of T r a d e ' s  s p h e r e  
of e c o n o m i c  s e r v i c e  and the o t h e r  o b j e c t i v e s  u n d e r l y i n g  th i s  d i v e r s i f i c a t i o n  
effort need no elaboration. '�9 

D u r i n g  the  c o u r s e  of the  opt ions  d e v e l o p m e n t  e f fo r t ,  h o w e v e r , ,  the m a n y  d i s -  
t i n c t i o n s  b e t w e e n  conduct ing,  a c o m m o d i t y  f u t u r e s  m a r k e t  and c o n d u c t i n g  a 
s e c u r i t i e s  m a r k e t  h a v e  c o m e  to occupy  ou r  a t t e n t i o n .  1Not only  wil l  d i f f e r e n t  
r e g u l a s  s t a n d a r d s  and i n d u s t r y  p r a c t i c e s  c o m e  in to  p lay ,  but f o r m a t i o n  of 
a s e p a r a t e  s e c u r i t i e s  e x c h a n g e  with i ts  own m e m b e r s h i p  w i l l  a l so  be r e q u i r e d  
in o r d e r  to d r a w  a c l e a r  l ine  b e t w e e n  the j u r i s c i i c t i o n s  of the  G o m m o d i t y  Ex-  
c h a n g e  A u t h o r i t y  and the  S e c u r i t i e s  and E x c h a n g e  G o r n m i s s i o . n .  

T h e s e  d i f f e r e n c e s  h a v e  s e e m e d  so g r e a t  t ha t ,  even  g r a n t i n g  the  enorm,  ous  
p o t e n t i a l  of ~our op t i0ns  concepG if has  been  q u e s t i o n e d  w h e t h e r  a s,u'ffi~c:ierit!y 
larg~e p r o p o r t i o n  .of the  m e m b e r s h i p  would  p a r t i c i p a t e  to j u s t i f y  the con t i hu ing .  
l g r g e  d e v e l o p m e n t  e x p e n s e s  and p r o s p e c t i v e  s t a r t - u p  c o s t s  of m a k i n g  an 0 p t i o n s  
e x c h a n g e  o p e r a t i o n a l .  The  p r o p o s i t i o n  has  been. .put  f o r w a r d  that  t hose  m e r r i b e r s  
i n t e r e s t e d  in op t ions  shou ld  a s s u m e  al l  f u r t h e r  f i n a n c i a l  r e s p o n s i b i l i t y  fo r  t he  
u n d e r t a k i n g  a.n~d, in  e f f ec t ,  se t  up t he i r  own e x c h a n g e .  U n d e r  th is  a p p r o a c h ,  
as o u t l i n e d  to the  m e m b e r s h i p  in a b r o c h u r e  d i s t r i b u t e d  th is  pa.st J u n e ,  f i n a n -  
cling .for such  an-ex ' change  would  c.ome f r o m  the p u r c h a s e  o f  m e m b e r s h i p s  by 
p e r h a p s  Z5:0.s 500 B o a r d  of T r a d e  m e m b e r s . a t . a  p r i c e  of p e r h a p s  $.3,000. O n e  
c o n s e q u e n c e  of .this appr .oach i s ,  .of c o u r s e ,  that. the  v a s t  m a j o r i t y  of- B'oa-rd of 
T~ade  m e m b e r s  as  su..ch would  lose i  both now and . fo r  a l l  t i m e  in the  futu. re ,  the  
p r i v i l e g e  of pa r - t i c ipa t ion  in the opt ions  m a r k e t .  H o w e v e r , .  t h r o u g h  w h a t  w a s  
d e s c r i b e d  in  the J u n e  b r o c h u r e  as a " r o y a l t y "  a r r a n g e m e n t  , the B o a r d  of Trad~e 
w o u l d ' r e c e i v e  m o n e t a r y  . c o m p e n s a t i o n  for  i t s  op t ions  R&D i n v e s t m e n t ,  wi th  
royalti~es b a s e d  on options, t r a d i n g  vo lume .  

The time for definitive decisions is now at hand, and your Executive Colrzrnittee 
has rediirected its attention to the que@tion of whether monetary compensation 

is what the Board of Trade as an institution should be seeking fro rnthis under- 
taking, in lieu of parti6ipationrights for all its members. 

This is the critical question, and its answer ttirns on an evaluation of the right 
of participation in the options exchange to the membership as a-whole. This 
evaluation cannot be made just in terms of participation in the immediate or even 
the foreseeable future but rather in terms of participation under all future cir- 
cumstances and also in terms of the enhancement of the privileges of Board of 
Trade membership that a perpetual right to participate in options will provide. 

L 
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It i s  the  s e n s e  of t he  , E x e c u t i v e  G o m r n i t t e e  t h a t  pa r , t i c ipa ' t ion  in the  op t i o n s  
market at the ou.tset rr~ay well be limited to a relatively few n~embers. It 

is also recognized ~hat some members cannot foresee participating at any 
time and that the qualification and orientation process involved in becoming 

an options exch'ange member may inhibit others. However, if our options 
concept meets with the success that we envision, the opportunities will be 
very great indeed and the orientation process well worth the effort on the 

part of a great many. members, present and prospective. 

It is, therefore, t-he conclusion of the Executive Committee that the permanent. 

right to qualify as an options exchange member without payment is worth a -* 

great deal more to the membership than monetary compensation of the. Board 

of Trade Treasury in the form of royalty payments. This conclu.sion ap- 

pear,s valid whether the options exchange succeeds or fails. If it succeeds, 

the additional opportunities for members and othe.r benefits of diversification 
that were sought a~ the outset of this. under.taking will have been achieved. 

ShoUld~th~e venture prove afailure, these benefits will not be realized, -but. 

neith.er will an F royaltle.s be collec~ed, under the monetary compensation 
app r oa-ch. 

One further question that needs t'o be answered as a prerequisite to developing.. 
an. or.ganization and financing pla.n is whether the potential benefits justify the 

further costs of making the options exchange operational. 

Attached, to this report (Attachment #Z) are start-up tir~e and cost projections 
developed by ~he Departmen..t of Planning and Market Development in.conjunc- 
tion with the., Treasurer and our special securities counsel. The estimate is 

that costs of $600,000 to $700., 000 will be incurred ove.r a period of 8 to ii 
months prior to the date operat.io.ns commence, the exact fi'gures depending 
on the iezgth of time requi.red to accoz~plish formal registration of the options 

exch~ng.e w~h the SEC and whether certain other cornmitn~ents (i.e. construction 

of floor fat41it~es., educational prog.rams, etc.) are made prior to the date 

r:e gi S~t r a t~io n~ .i.s accomplis.hed. 

The EXeCUtive Committee believes, the prospective benefits fully justify a 
start..-.u~p, eommitment of this order, And if the Board of Trade membership 

as a whole is to share in these benefits, it i.s clear that the Board of TYade 

must be prepared to make this commitment. Your committee has reserva- 
tions, however,, about making it on' the same basis as. the funds committed to 

d a t e  to op t ions .  R&D.  

Because the options exchange must be organized as a. separate entity with 
sep-ar~a:~e, membershlp for regulatory purposes and because only a portion of 

the Board of Trade membership can be expected to become members, it has 
long- been accepted that the options exchange should operate on a:financially 
self-sustaining basis. Once its SEC registration is accomplished and a me1~- 

bership enrolled., the options exchange will have i~:s own memb.ership dues; 
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once it beconq.es operational, a charge on net comnlis.sions comparable to 
that of other securitie:s excha, nges is conte~plated as well. From this date 

forward, the }Board of Tr-adewillnot be committed to provide further financial 

support. (though it n~a.y well want to do so, particularly where capital expendi- 
tures for expansion of options exchange facilities are concerned). 

In providing pre-o~perational funding, the question is whether the Board of 

Trade funds cornmi:tted should be treated as an extension of itsR&D investment 
or as an advance which the options exchange should be expected ~o repay. A 

good case can be made for either approach, or for treating certain of these -L 

expenditures (e.g. cgnstruction of facilities and educational programs) as a 

loan and others (e.g. the iegal expenses involved in obtaining SEC registration) 

as an extension of the Board's R&D commitment. Everything considered, the 

Executive Comiv~ittee believes the preferred approach is to ~4ew all Board of 

Trade funds committed from the date of the options exchange's organization 
forward as a draw down (by the options exchange) of a line of credit. Legal 

considerations dictate that the options exchange be incorporated , an interim 
board of directors named and other organizational steps taken prior to the 

date formal submissions are made to the SEC for registrati6n of the exchange. 
Hence, the date of the exchange's o r~ganization and of transition to line of credit 

financing is near at hand. 

The amount of this line of credit and the terms of any l.oan that results under it 
are best dishussed as part of the description that follows of an organizational and 
financing plan that the Executive Committee believes will accomplish the .b~a-.sic . 
objectives set forth above. This plsn must also take into account, ~o-f course, regu- 
latory and other legal considerations as well as the capital and personnel(irnem- 
ber and staff) needs of the options, exchange to maximize its chances f.er f, olfil.ling 

its potential. 

A summary description of the Executive Committee's organizational and financing 

recommendations follows. 

A. Options Exchange Organization 

i. Formation - The options exchange will be formed as a Delaware-membership 
corporation with the name Chicago Board Options Exchange (CBOE);the Board 

of Trade (CBT) will act as its incorporator- Upon the CBOE's incorporation, 
the CBT wfll transfer Co it the CBT's options research and development work 
product pursuant to a transfer agreemef~t (for a draft of this agreement, see Attach- 

ment #3). The transfer agreement will guarantee the right of every CBT member, 
in perpetuity, to become a member of the CBOE upon qualification, d% CBT rnern- 
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ber applying for CBOE melr~bership will, however, be required to pay registration 
fees for certain forms os partici'pation that are described in Attachment #5 and 

may be required to pay the amount of any capital assessment that has been made 
on CBOE members during the five years prior to the CBT member's application. 

The transfer agreement will, afnong nu~nerous other protective features, also 
commit the C BOE to use its best efforts to exploit the options R & D work product, 
and it will require CBT approval before the CBOE may sell, license or otherwise 
dispose of or pernqit the. use of any of the CBT's options II & D work product, i:i:~Any 

movement of CB:OE trading facilities to a location other than 141W. gackson Blvd. 
or its immediate environs will also require,,CBT approval. 

Z. Membership .... Every CBT member will have the right to qualify as a CBOE 

member, but only those CBT members who do so will assume any of the obligations 

of CBOE membership or come under the regulatory purview of the SEC. A CBT 
member's right to CBOE membership is not transferable, nor is his CBOE member- 

ship transferable or severable from his CBT membership. When a CBT member 
who is also a CBOE member ceases to be a CBT member, his CBOE membership 
will be terminated also; but the purchaser of a CBT membership may apply for 

CBOE membership on the same basis as its prior owner. To restate it, the CBOE 
membership right goes with the CBT membership. 

In addition to as many CBT members as may elect to qualify, there will also 
be a limited number (on the order of 100 to Z00) of CBOE-only memberships 
offered for sale when the CBOE has obtained its SEC reg,istration. The anti-trust 
considerations, the need for outside participation and other factor-s necessitating 

this "outside"membersl/p offering have long been recognized. The financir~g 
benefits of this offering, as well as i,ts terms, will be described in the financing 
section of this report. CBOE-only members will hold a Class B membership that 

is identical in almost every respect with the Class 7% rnem~)erslaips l~el~d - by CB]~ 
members. One exception is that Class B men-lberships are separately trans- 
ferab]e. 

For a discussion of rn.embership qualifications, privileges, obligations, and 
categories of participation see Attachn~ent #5. 

3. Government and Administration _1 As the incorporator of the G~OE, .the 

CBT will appoint an interim Board of Directors to serve until an options exchange 
membership exists and elections can be held. This interim Board can be expected, 
in all probability, to remain in office until December, 197Z, the time provided 
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in the exchange's draft bylaws for annual elections. Once elections are held, 

these bylaws provide for a 17-man Board consisting of ii IT~embers elected 
by the CBOE membership (a chairman and vice-chairman elected annu,ally 
and three classes of three directors each elected for three year terms), the 

CBOE's president, three public directors, and two directors appointed by 
the G BT's Board of Directors. The Class B membership will be assured 

of representation on the Board through a provision that at least one of the 

three directors elected annually be a Class B member. In addition to its own 
elected B,oard of Directors, the CBOE wfll also have an elected nominating committe 

It i s  p r e s e n t l y  e n v i s i o n e d  t h a t  the  C B O E  wi l l  h a v e  o n l y  a s m a l l  s taff ,  of i t s  o w n  

and  wi l l  c o n t r a c t  w i t h  the  C B T  fo r  p r o f e s s i o n a l  and  t e c h n i c a l  s e r ' r  s u c h  
as  a c c o u n t i n g  and  f i n a n c e ,  pub l i c  r e l a t i o n s  and  s u r v e i l l a n c e  on a fu l l  c o s t  r e i m -  
b u r s e m e n t  basis. (A draft service agreement is included as Attachment #4.) 

B. Options Exchange Financing 

I. Capital Needs - - - Detailed studies have been made of the capital requirements 

for the start-up phase and for the first two operating years of the CBOE. Two 
operating years have been included in the initial capitaI requirements because 
it was judged that the character and potential of the exchange would be discernible 
during that period of tilr~e permitting determination of future courses of aztion. 

Budgets for the start-up phase involve expenditure of $600,000. This is detailed 

in Attachment #2. Foliowingconservatiweassumptions, the first operating year is 
estimated to require Working capital of approximately $300,000 in excess of 

operating revenues (principally dues and net commission charges) for the period. 

In addition, a lJasic cashbalance of $Z00,000 should be available for operating safety. 
Allowance is also made, again following conservative assumption s , for a further 

funding requirement of $300,000 in the second operating year. Said another way, 
the CBOE ought to have at the end of the first year cash resources Of $500,000 
either on hand or on call. In summary, cash requirements look something like this: 

Start- up requirements 
Basic working capital balance 
First year operations requirement 
Second year operations requirement 

$ 600,000 
2 0 0 , 0 0 0  
3 0 0 , 0 0 0  
3 . 0 0 , 0 0 0 .  

$1. ,400,000 



_ 

k_.- 

2. C a p t t a l  S o u r c e s  - - -  F u n d i n g  of  t h e s e  r e q u i r e m e n t s  c a n  . c o m e  f r o m  t he  
p r o c e e d s  of m e m b e r s h i p  s a l e s  t-o n o n - C B T  m e m b e r s  and  f r o m  l o a n s  e x t e n d e d  
to t he  C B O E  by  t h e  B o a r d  of  T r a d e ,  tt i s  s u g g e s t e d  tha' t  t h i s  l a t t e r  a r r a n g e -  
m e n t  t a k e  .the f o r m  of a r e v o l v i n g  l i n e  of c r e d i t  up  to  $ 7 0 0 , 0 0 0 .  D r a w  d o w n s  
on t h e s e  f u n d s  w o u l d  o c c u r  a s  s t a r t - u p  e x p e n d i t u r e s  . a r e  m a d e  to e f f e c t  r e g i s -  
t r a t i o n  w i t h  t h e  S E C  and  to p r O V i d e  t h e  p h y s i c a l  f a c i l i t i e s  r e q u i r e d  in c o n -  
d u c t i n g  t r a d i n g .  

A s  s o o n  a s  r e g i s t r a t i o n  i s  o b t a i n e d ,  t h e  C B O E  w o u l d  p r o c e e d  to se l ]  o u t s i d e  
m e m b e r s h i p s .  P r e s e n t  p l a n s  a r e  to o f f e r  100 to  200 s u c h  m e m b e r s h i p s  at  
a p r i c e  of  $ 5 , 0 0 0  to $.~0.;000. An  e s t i m a t e  of a t  l e a s t  $ 7 5 0 , 0 0 0  in  p r o c e e d s  
f r o m  t h e s e  s a l e s  i s  b e l i e v e d  to be  e n t i r e l y  r e a l i s t i c .  T h e s e  f u n d s ,  t oo ,  
w o u l d  b e  u s e d  d u r i n g  s t a r t - u p  and  to  p r o v i d e  t he  w o r k i n g  c a p i t a l  f o r  t he  f i r s t  
two  o p e r a t i n g  y e a r s ,  If s u r p l u s  f u n d s  d e v e l o p e d . ,  t h e y  c o u l d  be  u s e d  to  p a y  
of f  p a r t  of t h e  b o r r o w e d  b a l a n c e  d r a w n  d o w n  u n d e r  t h e  r e v o l v i n g  c r e d i t  w h i c h  
w o u l d  h a v e  t h e  e f f e c t  of  r e s t o r i n g  b o r r o w i n g  l i m i t s  f o r  t h e  r e m a i n d e r  of t he  
i n i t i a l  p e r i o d .  

At  t h e  e n d  of t h e  s e c o n d  o p e r a t i n g  y e a r ,  t h e  t o t a l  a m o u n t  d r a w n  d o w n  u n d e r  
t h e  r e v o l v i n g  c r e d i t  a r r a n g e m e n t  c o u l d  be  c o n v e r t e d  i n t o  a n o t e  h a v i n g  a 
m a t u r i t y  o f  t e n  y e a r s  a n d  b e a . r i n g  i n t e r e s t  a t  a p p l i c a b l e  r a t e s .  C o n s i d e r a t i o n  �9 
c o u l d  a t s o  b e  g i v e n  to t h e  e . s t a b l i s h m e n t  of a s i n k i n g  f u n d  b a s e d  on v o l u m e  f o r  
l o a n  a u t h o  r i z a t i o n .  

The Board of Trade has no surplus on hand with which to provide funds for Under- 
writing the revolving line of credit. It, therefore, is faced with either borrowing 
the fund,s or looking to its members to agree on special assessments for this 
purpose. No banking arrangements for borrowed funds have been made. 

I t  s h o u l d  b e  p o i n t e d  ou t  t h a t  u n d e r  t h e  t e - r m s  of o u r  p r e s e n t  i n t e r i m  l o a n  a g r e e -  
men~:,, we  a r e  r e q u i r e d  to d i s c u s - s  t h i s  s u b j e c t  w i t h  o u r  l e n d i n g  b a n k s ,  

T h e  a n t i e i p a t e d  e x p e n d i t u r e s  f o r  t h e  f i r s t  t h r e e  m o n t h s  of t e e  s t a r t - u p  p h a s e  
a r e  qui ' te  m o d e s t - - - o n  t h e  o r d e r  of $ 1 . 0 0 , 0 0 0 .  S i g n i f { c a n t l y  m o r e  f u n d s  
w o u l d l b e  n e e d e d  f o r  t h e  f o u r t h ,  f i f t h  a n d  s i x t h  r n o n t h s  of t h e  s : t a r t - u p  p h a s e  
t o t a l i n g  a p p r o x i m a t e l y  $ 2 3 0 , 0 0 0 .  

Subsequent requirements for start-upactivities and operating capital would 
be merged with the availability of proceeds of sale of outside meFnberships 
and" draw downs on the~line of credit'taken on].y as necessary. It should be 
anticipa'ted, however, for planning purposes, that the total of $700,'000 would 
be called upon at sometime or another before the end of the second operating 

year. 

R e/g/p:'ectfuHy submitted, 

OWEN H. NICHOLS, CHAIRMAN 

E X E C U T I V E  C O M M I T T E E  


