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TO THE BOARD OF DIRLCTORS:

The attached formal expression of the Securities and Exchange Cornmilssion,
isee Attachment ¥E), provides us with a basis for making fundamental jusp-

ments regarding irnplementation of a2 securities potions market,

Il would be an overslatement to characterize this expression as assuring
that all of gur options market plaps will he approved in a form thal is com-
nletety satisfactory, Buf in the considered judgment of vour Executive Cotme-
miltee, drawing upsn the opinions of cur special securities counsel, the
Securities Cemmittee of the Board and others, we now have reasonable as-
surance that cur basic concepts will prove acceptable from a regulatory stand-
point. It iz therefore srudent, in the committes's judgment, Lo proeced with
_ the formal submissions to the SEC and other steps necessary to put cur ovticns
e market concept info operation.

The Tloard has alse, accompanying this report, a reporcl of the Securities
Committee recominending that the concept be implemented {rom 2 market
petential standpoeint, a judpment in which the Executive Commitiee congurs,

The Securilies Committee has overseen the development of 2 comprehensive

set of plans for conducting options trading. These include rules drafts, trad-
ing and clearing procedures, specificaticns for facilitics and couipmoent, and
data preocessing arrangeinects,  The Commillee further advizes Lhe Board

of its bellef that these operational plans are sound and ready to be implemented.

If the judgments of the FExecutive and Secunrilies Committees are accented on
regulatory and noerational guestions, the difficult question Lo which the Board
must address itself is how should the options markel be organized and firanced,
While there are several aspects to this quesiion, the fundamental consideralion
iz, as always, the lonp-term best interests of the membership as 2 whole, Tince
these are established, vrpanizational and {inancing arrangements can be devel-
oped to achieve them.
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if oplions trading could be condueted on the same basis as the other new
tharkets the Board has introdeced 1 recont yoars, your Executive Cormmitiee
belicves tnese intcrests would seemn as cleay today as they did when the options
rescaren and development prograrn was undertaken three years ago, The

basic abjrotive of the options RED work was, of course, to further Lhe diversi-
fication effort that brevpht the breiler, plyweod and silver fulures markets

inte being. The additional epportunities for members, the stabiliziag influence
on the level of exchange activity, the broadening of the Board of Trade's sphere
of economilc service and the other objectives underlying this diversification
elffort necd ne clabaoration, '

=

During the course of the options development effort, however, the many dis-
tinctions between conducting o commedily futures market and conducting a
securities market have come to occupy our attenticn,  Not only wiil differcoat
regulatory standards and industry practices come into play, but formation of
a separate securities exchange with its own membership will also be required
in order to draw a clear line between the jurisdiclions of the Commodity Ex-
change Authority and the Securities and Exchange Cornmission.

These differences have seemed so great that, even granling the enolroous
potential of cur options concept, it has been questioned whether 2 sufficiently
large proportion of the membership would participate to justify lhe continuing
large development expenses and prospective start-up costs of making an options
exchange operaticnal, The proposition has been put forward that those members
interested in options sheuld asswme all further {inancial responsibility for the
undertaking and, in effect, set up their own exchange, TUnder this approach,

ag cutlined to the membership in a brochare distributed this past June, finan-
cing for such an exchange would corne from the purchase of rnemberships by
perhaps 250 to 300 Board of Trade mermbers.at a price of perhaps 53000, One
consequence of this approach is, of course, that the vast majority of Board of
Trade rmmermbers as 5(;&]1 wiould lose, both sow and-for all tione in fhe futare, the
privilege of participation in the options markel. However, ithrough what was
described in the June brochure as o "royalty" ar:‘ﬂngement,. the Board of Trade
would regesive monetary compensalion for ils oations RED investment, with
rayallies based o options trading volume.

The Hrme {or definitive decisions is new at hand, and vour Execuotive Committec
has redirected its attention to the guestion of whether monelary compensation
is what the Board of Trade as an institution should be seeking from this under-
taking, in licu of parhidipation rights for all its members, :

This is the critical gquestion, and ils answer turns on an evalualion of the right
of participation in the opticns exchange to the membership as a whole, This
evalualion cannet be made just ip ferms of parvticipation in the immediate or even
the foresecable fulure but rather in lerms of participaticn under all future ¢ir-
curnstances and also in terms of the enbancement of the privileges of Board of
Trade membership that 2 perpetual right to participate in opfions will provide.



It is the sense of the Executive Commiltee that participation in the options
market at the outset may well be limited to 2 relatively few membersz. 1
is also recognized that some members cannot foresee participating at any
tirme and that the qualification and orvientation process invoelved in becorning
an optipns exchange member may inhibit others. However, if our cptions
concept meets with the success that we envision, the opporlunitics will be
very great indeed  and the orientation process well worth the effort on the
sart of a great many members, present and prospective,

it i5, therefore, the t:om_luam-w nf the Execubtive Committee that the per:'nanfnh
right Lo qualify as an options exchange member without payment is worth a
great deal rmore to the mermbership than monetary compensation of the Board
of Trade Treasary in the form of rovalty payments. This conclusion ap-
pears valid whether the options exchange succeeds or fails, it succeeds,

the additional cpportunities for inemhbers and nther bhenefits of diversification
that were soughtl at the outset of this undertaking will have been achisved,
Should the venture prove a failure, these benefits will got be realized, buat
neither will any royallies be collected under the menctary compensation
approach,

Ore further question that needs to be answered as & prereguisite to develoning
an orgapization and financing plan is whether the potential benefits Justify the
further costs of making the options exchange vperational.

Attached to this report (Attachment #2) are start-up time and cosf projeclivns
developed by the Department of Planning and Markel Development in conjunc-
tior with the Treasurer and our special securitics counsel, The cstimate 1s

that costs of $600, 000 to $700, 000 will be incuerred over a pericd of & to 11
months prior to the date epcrations comnence, the cxact fipures depending

sn the length of time requiréd to accornplish formal registration of the apltions
exchange with the SEG and whether cerlain other commibments {1, e, conslruction
of fipor facilities, cducaiional pregraniz, ete.) are made prior to the date
regisiration is accomplished,

The Executive Committee believes the prospective bencfits fully justify a
start-up comnraitment of this erder. And if the Board of Trade membership
as a whole iz to sharc in these benefits, 1k is clear that the Board of Trade
rust be preparcd to make this commitment, Your committee has rueserva-
tions, however, aboot making it on the same basis us the funds comumitted to
date to pptions RED, '

Because the options exchange must be organized as a separate entity with
separate membership for regulatory purposes and because only & portion of
the Board of Trade mainbership can be cxpected to bhecorme members, it has
Jong been accepted that the options exchange should eperate on a firancially

. self-sustaining basis., Onee its SFC registration is accomplished 2nd a mem-
hevship enrelled, the opiions exchange will have its own membership dues;



(mee it hecones operational, a charpe on net commissions comparahle Lo

that of other securities cxchanges 15 contemplated as well. From this dase
(orward, the Board of Trade will not be commitied to proevide further financial
support (Lhouph il may well want Lo do so, particularly where capital experadi-
tures for expansion of aplions exchange {acilitics are concerned).

In providing pre-cperational funding, the question is whethoer the Board of
Trade funds committed should be treated as an extension of ils R&D investment
or as an advance which the oplinns exchange should be expected to ropay, A
good case can be made for either approach, vr for treating certain of these %
cxapenditures {e.g., construction of facilifies and sducational programs] as a
loan and others (e,p. the lepal expenses involved in abtaining SWC registra Lion}
ag an extension of the Board's RED cormunitment. Ewveryithing considered, Lhe
Execullve Commiitee believes the preferred approach is Lo view all Board of
Trade funds commitled from the date of the options exchanpe's nrpanization
forward as a draw down [by the options exchange ) of a line of credil.  Laogal
considerations dictate that the options exchange be incorporated, an interim
hoard of directors named and other organizational steps taken prior bto the

date formal submizssions are made to the SEC for registration of the exchange.
Hence, the date of the exchange's vrganizailton and of transition Lo line of credit

financing is near atb hand.

The arnount of thiz line of credit and the terms of any lean that results under it

are best discussed as part of the description that follows of an organizational and
financing plan that the Executive Committee believes will accomplish the basie
objectives set forth above, This plan must also [ake into account, of course, regu-
latory and olher legal cornsiderations as well as the capital and persouncl (mem-
ber and staff) nceds of the options exchange to maximize its chances fer falfilling

its petential,

A summary description of the Execulive Commitiee’s organizational and financing
recommendations [ollows. : .

AL Options Excharge Organization

1, Formation - - lhe optiens exchange will be formed as a Delaware memhership
corpoeration with the name Chicage Board Options Exchange (CBOE]; the Beard

of Trade [CBT) will act asg its incorporator. Upon the CBOE's incorporation,

the CT will transfer to it the CB1's options research and development work
product pursuant to a transfer agreement ({for a dralt of this agreement, sce Attach-
meni #3). The trensfer agreement will puarantec the right of every CET member,
in perpetuity, to become & member of the CBOX upon qualification, A CRT mem-



her applying for CROE membership will, however, be required to pay registration
fees for certain furms of particrpation that are deseribed in Altachiment 9 and
rnay be required to pay the ammouat of any capital assessment that bas been made
on CBOE members during the five years prior to the COT member's application,

The transfer agreomment will, amung numerous othery proftective features, also
cormmit the CBOR to use 1ts best cliorts Lo exploit the options B & I) work product,
and it will reguire GBT apirroval belore the CBOE may sell, license or otherwize
dispose of or perinit the-use of any of the CHRT's options R & D work product. - Any
movernent of CBOE trading facilities to a location other than 141 W, Jacksen Blud.
ar its immediate envivons will also require CBT approval.

2. Membership - - - Every GBT member will bave the right to qualify as a CAOE
ynember, but only those CBT members who do se will assume any of the oblipations
of CBOF moembership or come under the regulatory purview of the SEC, A CBT
mermber's right to SBOE membership is not transferable, nor 15 his CEOE member-
ship transferable or scverable from his CBT membershin. When a2 CBT member
who is alse a CROE member veasces to be 2 CRT member, his CBOE membership
will be terminaled also; but the purchascr of a2 CB'I membership may apply {or
CBOE membership en the same basis as ifs prior owner, To reslate 1, the CROFE
membership rignt peoes with the CBT membership,

In addition to as many CBT members a5 may clect to qualify, there will also

be a limited number {(on the order of 100 to 200) of CBOE-only moemberships
offered for sale when the CBOE has obtained its SEC registration. The anti-trust
considerations, the nced for outside participation and other faclors necessitating
this "outside" membershp offering have long been recognized. The financing
benefits of this offering, as well as its terms, will be described in the [inancing
seclion of this report, CROE-only members will heold a Class B membership that
ig identical in almost every respect with the Class A memberships heald by CB'l
members, One exception is that Cless B memberships are separately trans-
ferable. .

For a discussian of memnbership gualifications, privilepes, obligations, and
. -3 ! i~ = ] ' '
calcegories of participation see Attachmient #5.

3. Government and Administration --- As the incorperator of the CROE, the

CET will appoint an interiin Board ol Directors to serve until an ﬁj'.-t'.l-:'}nﬁ .e:.»:c‘han ¥ g

f-nemhcrship exists and clections can be held, This interim Boeard can be expéctiﬁe.cl
tn all probability, to remain in office antil Dec ember, 1972, the time provided '



in the exchange's draft bylaws {for annual slections. Once elections are held,
these Lylaws provide for a 17-mnan Board consisting of 11 members eleciled

Ly Lthe CROE membership {2 chairman and vice -chairman elected annueally

and three classes of three divrectors cach elected for lhree year terms), the
CBUE's president, three public directors, and fwo directors appointed by

the CBT's Beard of Dircctors, The Class B mombership will be assured

of representation on the Boeard throwgh a provisien that at lcast one of the

three directors elecled anprally be 2 Glass B omember,  In addition to ivs own
glected Board of Dircctors, the CBOFE will alsc have an elected nominating committe
It is presently envisioned that the CBOF will have only a small staff of its own
and will contract with the CBT for preofessional and technical services such

as accounting and finance, public relations and surveillance on a {full cost reim-
burscment basis. [A draft service agreement is included as Attachment #4,)

BE. Options Exchange Financing

1, Capital Needs - - - Detailed studies have been made of the capital requirements
for the start-up phase and for the first two operaling years of the CBOE, Two
opurating years have been included in the initial capital requirements because

it was judged that the characier and potential of the exchange would be discernible
during that period of time permitting determination of future courses of ation,
Budgets for the stavt-up phase involve expenditare of $600, 000, This is detailed

in Attachrnent #2, Following conservativeasssmptions, the firsk operating year is
estimated to require working capital of approximately $300, 000 in excess of
operating revenues {principally dues and nct commission charges} for the period.

In addition, a basic cashbalance of $200, 000 zhould e available for operating salety.
Allowance is alse made, again following conservative assumptions, for 2 further
funding requitement of $300, 000 in the second vperaling year. Sald anuther way,
the CBGE gught to have at the end of the first year cash rescvurces of $500, D00
either on hand or on eall, In smmunary, cash reguirements look sometbing like this:

Start-up reguirements $ 600, D00
Basgic working capital balance 204, 000
Firszt year operations reguirement 300,000
Second year operiations requirement 200, 004

$1,400,000



2. Capital Sources --- Fonding of these reguireinents can come {rom the
procoeds of rnernhershin sales 1o non-CBT mémbers and {rom loans extonded
to the CEOR by the Board of Trade, It ls suppested thal this taller arrange-
ment Lake fhe fovm of 2 revelving line of credit up to S700, 000, Draw downs
on these funds would cecur as start-op expenditures are made Lo effecl repis -
iratien with the SEC and to provide the physical facilities requited in con-
ducting Lrading.

fis soon as repistration is oblaincd, the CROE wonld proceed to scll oulside
memberships. Present plans are te offer 100 to 200 such memberships ol

@ price of 35, 000 Lo 310,000, Ap estimabe of af least $¥50, 000 in proceeds &
from these sales is believed Lo be cotirely realistic. These funds, toeo,

would be vsed duriny start-up and to provide the working capital for the fivst
two operaling years. If surplos funds developed, they could he wsed o pay

off part of the borrowed balance drawn down under the revelving credit which
would have the eifect of resturing horrowing limmits for the remainder of the

initial period.

Al the end of the second operating year, the tolal amount drawn dewn under
the revolving credit arrangement could be converted inte a pote haviap a
malurity of len vears and bearing interest at applicable rates. Consideration
could also be piven to the establishment of a sinking fund based on volume for

loan avtherization,

The Board of Trade has no surplus on hand with which to provide funds for under-
writing the revolving line of credit. 1t, thercipore, is faced with either Bovrowing
the funds or leoking to its memboers o agree on specisl assessments for this
purpose. No banking arrangerments for borrowed funds have becn made.

It should be pointed out thal under the Lerms of our present interim lean agree-
ment, we are required to discuss this subject with our lending banks.

The aplicipated expenditures {or the first three months of the slart-up phase
arc guite modest ---on the order of 51460, 200, Significantly more funds
would be needed for the fourth, fifth and sixth months of the stari-up phase - -«
tetaling approximately $230, 606,

Suhsequent requirements for start-up activities and operating capital would
be merged with the availabilily of proceeds of sale of sutside moember shaps
and draw Jdowns on the-line of credit taken only as necessary. It should be
anticipated, however, for planning purposes, that the total of $7060, 000 would
be called upon at seme time or anolher before the end of the second eperating
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