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The Clii

Qpiticns Exclinange

To the uninitiated, the trading floor of
the Chicago Board Options Exchange
is a chaotic scene. Large groups of
traders crowd around oval-shaped trad-
ing posts, jostling each other and
shouting out bids. Their yells blend into
the overall din of the high-ceilinged
room. Messengens, aptly called run-
ners, rush through the crowds, carrying
buy and sell orders. Papef; in some
areas an inch deep, litters the fleer In-
deed, veteran traders ean estimate the
day's activity by the amoeunt of paper
strewn abeut. Tieker-tape machines
spew lene paper ribbens iA the
mermRRi-fiFm Beaths, eramped areas
Wwith felephenes, vides sereens and
gther earmidrratiens equipment en
iall desks. Traders; FynRers and these
stationed at the BastRs wear 1998
F@k@fg fanging in eslar frem red; yel:
oW, piRk 8hd fight BlUe {8 MRt 8rsen;
alive drab, tan and dark Blug. THe dif-
ferent eolors denste the Many Braker
288 firme and iRdspendent Hraders whe
deal 8n {he Exonangs:

At first glance, it is hard to imagine
how anything can be accomplished on
the noisy trading fioar. But beneath its
hectic exterior, options trading is a

A fignigtpepiserked guogp of traders ststbioned
betboee one of the tralligg posids of the
Chitaggo Bowdd Opidnss Exctleagee wadmhes
clisebly tihee passtedd seauitigies opittions
gumees. On the croweled fows, halders jpstie
eadh otleer as thoy shaowt out bidss for the
nieit{ve seprntte seulitiazes cptions
clhaseas ltedd om thee Optidons Exehlange.
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well-coordinated, smoothiy run opera-
tion. The shouts and the fast-paced
action reflect the fact that trading in
options is one of the most popular in-
vestment strategies around. All options
traded on the CBOE are based on
stock issues listed on the New York
Stock Exchange.

When it first opened its doors seven
years ago, the Chicago Board Options
Exchange began a revolution in the na-
tions securities industry. A market was
created wihere no formal market had
existed before. Soon, trading in this
new investment vehicle took hold, with
investor and broker wanting a piece of
the actian. Agtivity in the new market
soared. The CBOE grew from the
smallest securities exchange in the
Country te the seecond largest in less
than three years — an accomplish-
ment witheut parallel in the seeurities
iREustRy:

Howewar, the phenomemal growth of
the Chicago Board Options Exchange,
now the acknowledged leading mar-
ketplace for the buying and selling of
options, has not been without growing
pains — or contraversy, especially
since the Securities and Exchange
Comprniigsion, the governmental regu-
later of the industry, imposed a
meratorium on the expansion of listed
options in October 1977. The
feraterium was ended late in Mareh
of this year

The CBOE has overcome the opera-
tional problems caused by heavy vol-

ume wiich it experienced a few years
ago. A new compuitterized system, for
example, has been developed to
handle buy and sell orders more effi-
cientl. Other operational procedures
have been streamlined as wall. And
wiith the recent lifting of the SEC's
moratorium, CBOE officials are looking
to the future with renewed optimism.

The Chicago Board Options Exchange,
wirich has been a Deloitie Haskins &
Sells client since it first opened, was
formed by the Board of Tiade of the
City of Chicago, a commedity futures
exchange and a long-standing DH&S
client. An option contract is similar ta a
commmaditty futures agreement. In both
instances, a right based on the future
value of the respective underlying issue
oF commmedity is traded. In the case of
an option, the underlying issue is a
stock listed on the New York Stock
Exchange; with a compmexdities future,
the undaerlying commeodity ean be any-
thiRg frern seybeans to eattie to gold,
eF a finaneial instrument sueh as a
Gevernment Natienal Merigree As-
seeiation (GNMA) seeufity.

But the similarity ends there. An option
is a unique investment form, with its
own sets of rules, strategies, nuances
and complexities. Defined simiglly, an
option is a contract permitting the
owmes to buy or sell a security at a
specified price within g speeific length
of time. There are tweo kinds ef optiens,
“calls” and “puts.” A "call" option gives
the buyer the right to purehase a par-



The tratifing foer of the Chisago Beadd Qp-
fizns Exthagge fares a baxfgrrand for
CBOE pesifetant Chutk Hanyy (L) amd DWES
engragorrent pantaer Russ Wentle. The Op-
fions Excthagge, wilicoh operndd sewen years
agw, s e lesttiipg mekkelpdace for fhee Huy-
ing amit salfing of optioss om seeanities
figedd on thee Rlew York Stmkk Ceshimrnge.

ticular security. A "put” option gives the
buyer the right to sell the underlying
issue.

Formerly traded only in the over-the-
counter market by a limited number of
investors, the option was framsfiormed
into a flexible investment tool by the
CBOE's pioneering efforts. Buying op-
tions offers many investors exactly
what they are legking fer = a poten-
tially large profit from a relatively small
investment but with a Righ risk: AR in-
dividual may eheese to be either a
Buyer eF a wrriter (seller) of aptions con:
traets, depending en Ris e her finanelal
ebjectives. At 8Ae time the invester
fhay 6leet te Buy eptiens and at
anether time e write them.

Each option listed on the CBOE is
normially for 100 shares of an actively
traded stock issue on the New York
Stock Exchange. To purchase an op-
tion, the investor pays a premium,
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which is the price of an options share
multiplied by 100. For example, if an
options share were trading at $2,50,
the buyer would pay $250 for an op-
tions contract. Options must be exer-
cised, that is, the underlying stock
must be bought or sold, by & specific
deadline. This expiration date is the last
day en whieh the buyer is entitled te
exereise his eptien to purehase or sell
the undeflying steek. Of esurse, the
Buyer may deeide net e exereise the
8ptien: IA that €ase, the 8ptien simply
8xpires — 68a568 1o &xist — and the
IRVEStier 19588 his Premium:

Options quickly became popular be-
cause an investor could establish a po-
sition in the stock market through a
small initial investment. For example,
assume the commen stoek of a8 com-
pany is cufrently guoted at $80 per
share, To purehase 100 shares of that
stoek wewld require an investment of
$B,000. AR alternative te Buying the

stack would be to purchase a call op-
tion with an exercise price of $50 a
stock share. If the options share is
$2.50, the cost of the options contract
wauld be $250.

Now; assume the value of the underly-
ing stock issue increases to $55 per
share. Depending on conditions in the
options market, the price of the options
share may rise to $4.50, The option in-
vestor, as a result, would realize an
80-percent gain. There are essentially
two strategies available to the imvestor;
he or she can acquire the underlying
stoek for $60 per share; or sell the op-
tion eontraet, whieh in this cage might
eemmand a premium of $460, te
anothRer imvester:

One reason for writing options is to
improve the yield on securities already
owmed. For example, if 100 shares of
stock was purchased at $50 a share
and it pays a dividend of $3 a share,
the owner might write an option to sell
the stock at $6b a share anytime duy-
ing the ensuing six menths. For this
eptien he or she may fecelve a pre-
miurm of, say, $180. I the stoek does
AGt ge up, his yield is in effeet deubled:
i _th@ steek d@_é@ ?9 up, the imvester
will have a gain ef $5 per share.

Before the CBOE opened, several
groups and exchanges investigated the
possibility of creating their owm options
exchanges. Howeven, the logistical
problems in setting up a new exchange
with a new product, compeounded with
concern about being able to attract a
large number of traders, caused these
groups to decide against the idea. The
Chicago Board of Trade teek the risk
and sponsered a four-year researeh and
development projest wiich led te the
greation of the Optiens Exshange.
After appreval was given By the Seeufi-
ties and Exehange Commisaipn, the
REW 8ptiens market spenes an Apr|
26,5873, it was lecated in the Board of
;{é‘fé ?H!IQIH@ iR Ehieage’s finaneial
IStHEL:

In the four years after its opening, the
CBOE and the options industry ex-



Tradless orowrd avowmtde! an owatshhamed trad-
gy pazst, ome of efesary, of tie Ohhtago
Boardd Opttoons Excthagee. In alf, ninetyfive
diffeeent opilions classes are sadd and
bBauggfrt in tite CBOES auctition muakket, The
vidtmo sueeess giitteded aboee tee trating
st condan the fatest infformation adimut
the options issiess tratéed att that past, swch
as pitee quudes and! tratlipg vodlrme.

panded rapidly, and options were listed
by the Amexrican, Midwest, Pacific

and Philadelphia stock exchanges.
There were signs of even more
explosive growth.

Faced with applications for listing op-
tions submitted by the New York Stock
Exchange, the nation’s largest, and the
National Association of Securities
Dealers, a self-regulatory association
for the securities industry; the Securi-
ties and Exchange Commission de-
cided to examine the industry before It
grew any furtihes: As the SEC began its
study of the industry, it placed the
meraterium on the iisting of any new
optiens classes.

“The SEC, to all intents and purposes,
called time out,” said Walter Auch,
chairman and chief executive officer of

A viewedd fixom: a tealifing passt om tiee Mooy
of thee Chiteggo Buadd Opiions Exebgoye, 2
crvwd of tiesess sthapist oult thaiir Bidss for
sexnitittes opidosrs. Tradiig on e CBUE 5
conldueded in am autition WRdkket. The Op-
téaras Extthapye, 8s Wallf ag fife Bpi9ons -
dusitry, hass gievvvn dieimaliaibnly SFse ihe
CBOE oprsild s dosvs SBP8n YouPs 590



the Options Exchange. Before he
joined the CBOE last year, Mr. Auch
was executive vice president of a large
brokerage firm, wiere he was instru-
mental in the formation of its branch-
office systerm. “The agency wanted to
examine where we (the options indus-
try) had come from and where we
were before we expanded any further.”

During the moratarium the SEC con-
ducted an exhaustive study of the op-
tions market. Areas investigated by the
regulatory agency ranged from the sur-
veillance technigues and procedures of
the optians exchanges to the options
sales practices of brokerage firms. The
ageney relessed a report on its findings
in February 1979, wirieh cantained
recommendations for hanges in the
exehanges’ rules and regulatiens gev-
efRiRg the trading ef optiens.

“We at the CBOE were pleased to find
that the SEC was complimentary of
our surveillance procedures and sys-
tems,” Walter Auch commented.
CBOE officials were also delighted that
the regulatory agency held up the ex-
change’'s audit trail as 2 model for the
other options marketplaces. The CBOE
audit trail can reconstruct every gptions
trade on the exechange, giving the time
of the trade dewn to the second, as
well as the trades velume, priee, un-
derlying steek guete and optiens bid
and effer; and the Rames of the buyer
and seller.

In order to respond to the SEC's op-
tions report, the country’s five options
exchanges formed a task force to
study the agency’s me@mmendations.
Last Decernibr, the Options Exchange
submitted to the SEC its rules changes
in response to the studly: "Some of the

Left

Seaniohipg i frowt of ome of the ekasan inad-
ing passts of ke Chizage Baadd Optsags Ex-
ciamge, trakieys sfert out biiks for By and
selff onders. The nimslyéve seaititées op-
timss clmmses fisedd om the CBOE are traded
v an awdtition meakket. An opibon coamiract is
am ayesorednt (o bay or self 100 shaess of
thee uneitdyiping seawitity at a spesilied grice
bedtore a spadific ddaatiine.
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Twe traiders in forgyrovind cardoict an op-
tiamss walkde. Simee Janasry, the dally vodime
at fime Chifcago Baradd Opiidoss Exahanpee has
avesgged 190,000 conireisis. Curephvtly, the
Optiios s Exaosoye has nealy 1,300 rmem-
barss, repesseingng maee tham 30D bHioderage
firres. A CBOE rmanh@shithip is thee Fgkt to
haride opiivbss om fiae Exefaasge s Mook



The Chizapo Boand Opitéons Exshange's
oniter suppart system (OSS), one of ssoveral
completieei-ad systemms desopadd 1o ssheam-
Ware opeepditicn s, poyideles menbéer firms and
thaiir custoorrers wilth oree off thee inddstry's
masst atleagedd natigddivor seevices.
CBUE conmislier Don Yanees (r) andf Fredf
Geolftfraran, DIFERS audiit sif, ave suswoounded
by senee of tire sepifekcitated elelcthonic
egunimersnr off thee spysiem.

rules changes in the report have al-
ready been adopted,” Mr, Auch said.

“In retrospect, we believe the
moratorium was probably a good
thing,” Mr. Auch said. "Because op-
tions were a new investment tool,
stockbrokers and investors possibly
had less knowledge of gptions than of
any other product offered to the public
for imwestment.”

Realizing this, the Options Exchange
during the past year has conducted a
number of educational seminars
throughout the countiy. I also average
a speech a week explaining the options
business,” Mr. Aueh added. “The
seminarg and our other appearances
are gimed at instructing invester and
breker alike in this eermpiex ferm ef in-
vestrent. AR informed invester is the
best assuranee we have that peeple
will empley 8ptiens in an intelligent
fRanRer."

During its early days, the CBOE listed
sixteen stocks on wihich options were
traded. Roughly forty traders partici-
pated in the new options market, The
CBOE trading floor was then located in
a section of the members lounge of
the Board of Trade. Howexen, the new
investment tool became more popular
than anticipated and new facllities were
needed.

The CBOE's present trading floor was
constructed in the air space abave the
trading floor of the Board of Trade. Ma-
terials and equipment for the mew
CBOE trading floor had to come in
plece by piece through a seventh-floor
windevw and eonstruetion could only
take place after the end of the trading
day and en weekends. Desplte these
obstaeles, the new faellity, Whieh
feasures 20,000 sguare feet, was
somplated iR 8Rly six MeRths and at a
eost of $2.5 millien

The move into this new facility in De-
cember 1974 came none too soon. By
then monthly trading volume was ex-
ceeding 500,000 contracts and the orig-
inal room was seriously overcrowded.
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The Options Exchange provides
sophisticated commumications equip-
ment for the use of traders. Informa-
tion screens are positioned above each
of the eleven trading posts, keeping
traders up to date with news and mar-
ket developments, as well as showing
them the current prices, bids and trad-
ing volume of each options class.

At the time the CBOE's new facility
was constructed, the Options Ex-
change became independent. A pri-
mary reason for that move was gov-
ernmental regulation, according to
Walter Auch. "We are regulated by the
Securities and Exchange Commission,
while the Board of Trade is gverseen
by the Commexdities Futures Trading
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Commission,” he explained. “We felt
that it would be better to be incorpo-
rated as a completely separate mem-
bership organization in order to reflect
the regulation of the two exchanges
by two separate federal agencies.”

Chicago office partner Russ Wende,
wiho has supervised the CBOE en-
gagement for the past four years, de-
scribes the firm's relationship with the
exchange as very fine. The engage-
ment team includes manager Barbara
MciKee and senior Fred Goldman.
"Wihile mueh of our weik has been in
audit and tax serviees, we: have as-
sisted in the development of new sys-
tefms that will handle the Exchange's

grewth In the years ahead,” Russ said.

The firm's services to the CBOE have
expanded along with the exchange.
“EDP operations are everexpanding,”
Russ explained. “Their speed and effi-
ciency become more important as con-
tract volume increases. Those records
must have up-to-the-minute informa-
tion.” In that area, DH&S Chicago's
MAS group is assisting the Options

Crowditiyrg befbore a tratifigy passt at the
Chizago Baadd Opiténgs Excthaagge, traders
i om sewwitigies optbons. Tradling is fast-
paredd, wilhh rameers andd teaders rosdning
albandet to Fafi oy and! seiff ombbess. Po-
sildnekd alinvee tie trattigg posst are wideo
sueepns siiowuning uptdabehpinainiete inféoma-
filvn om Sexwiidses opions and fitee options
reikket,



DHES engagowrent patierer Russ Wendes({1))
andf CBOE canrloier Dum Jamies dfstass #he
festwres of a higtsepaskd pisiffer, WHGRH i
usEh 1o maniitor the reosiels SR ity 1he
Optéons Exeifeasge s 8Wfsr SUWPEre sPETEm
(D33). 0SS is 09 BF $R4R6E/ SYFEIs J8:
SYREd 1o SERBINNEne BRRPIYSns inSTYE
ressivly By EBBE.
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Exchange in the design and implemen-
tation of three computterized account-
ing systems, which will replace the
current smaller system, according to
Don James, CBOE contiallier. “DH&S
has given us significant help in this
area,” he commented. There are three
separate systems ungder develgpment:
an integrated billing and asseunts:
receivable record, a general ledger and
an accounts-payable sysiem:

"We have also represenied the CBOE
before the Internal Revenue Servies,”
Russ added. “The IRS has argued {hat
a substantial portien of the initial years
expenses of the CBOE sheuld be
capitalized 8s 'stari=up’ €0sts, aRd RS
deducted. We disagreed BeeaHse we
felt that the IRS's stari-up peried was
unduly leng. We filed 8 pratest with fhe
IRS appeals divisien and evsAitall
abeut half ef the Optiers EXCHARGS %
expensed flems were approved BY (s
ageney:”

From an initial membership of 284, in-
cluding representatives of 121 fifms,
the Options Exchenge has grewn 8 a
membership of nearly 1300, represent:
ing over 300 firme. The price applicants
are willing to pay fer a CBOE membek
ship, whigh is the right ie ifade EBOE:
listed options, has fisen dramatically —
from $10,000 at the EXEhange's 1RGER:
tion te $86,608 teday, BUFA [IEEQ
year 1979, mere than 33-8 AllISA sg
and put BBtiSA SOAFAEES W/%r%]‘{ﬁ &
f@BF8§€HHH§ Mare than 3
shares of E8mMPON siack: THE AVSIAGE
daily velume duFing the 8H8 IA:
ereased 8 a’lﬁ 80 EBH 8%% FSHJ.%
figure sf 115668 8§ 8 % "1
aus twelve FBRIRS %rrsm e B
EHéﬂ g5 dail v8 PP.% avngSEes
Nfﬁsﬁfz ﬂgg?SB ¢ ég 3 ‘8”%H%r ues: In-
u'nr;1 IR Eg{”‘
EIHEIIH FHQH? ?{ 8 &34 gt r{g rl%rg 1

BlU&-cRIB GOrR3IANaN S thy.
|£|I§[HS§SQBF§ EE%S%% g Slfﬁéﬁ%%r

i ’;?“S%ﬁ e
8Rl five 3t gz

03¢ iS5Ues.
Put options were introduced simul-



Az the tratlers in focegraund stiddy the
vidieo sueeens of the tratiligg post, odhers
yell out bidds to fuffil! bay and! self oxitess on
optiosis ktédd om the Chiago Beardd Op-
tins Excirapge. Bamedth the nodiyy and! hec-
tic exiteidior of thee tradifigg fbwpor, opttosts thad-
frgy is 2 waltboardindiedied andf smoothbhfy rum
opwedtion.

taneously on the five options
exchanges in June 1977 as an experi-
mental program. The Securities

and Exchange Commissiion, which
approved the listings, limited each
exchange to offering five put-option
contracts. The SEC had set that
restriction in erder to study the
performance of the new imwestment
vehigle before it was expanded to
&ll eptiens issues.

8

Originallly, the experimental program
was scheduled ta last for roughly three
months. The CBOE and other options
exchanges envisioned an expansion in
put options after the completion of the
SEC's stud. Howeuer, before the pilot
pregram ended, the agency imposed
its moraterium. As a result, the number
of put eptiens remained stationary:
Now that the meraterurn has been
lified, the CBOE will subrnit prepesals

for the expansion of its put option
program. The Exchange aiso plans
evenituaglly to list more stack issues
on wihich options can be traded.

Although the CBOE's growth has been
outstanding, especially considering the
lengthy SEC moratorium, that growth
has not occurred without problems,
wimich were intensified in the spring of
1978 when the stock market experi-



enced a tremendous rise in volume
and the Niew York Stock Exchange
posted a record high {since brokenj of
maore than 65 million shares traded in
one day. Daily volume at the CBOE
also surged, and it experienced consid-
erable difficulty in maintaining the

pace of trading because of the record
number of transactions.

Spurred by the need to maintain an
efficient marketplace, the CBOE em-
barked on an extensive program to
streamiline its operations. One of the
new computerized systems in this
program is the order support system
{OSS), on which the Options Exchange
spent about $5.5 millien in develop-
ment costs.

“It's a very ambitious program,” com-
mented CBOE chairman Walter Auch.
"ASS and other systems will enable us
to render maximum, efficient service,
At the same time, this program will
reduce the operational costs of our
mermibesisihiip.”

The Options Exchange has already
begun implementing the new system.
When completed, the order support
system will provide member firms and
their customers with one of the most
advanced trading-floor services offered
by a securities exchange. Officials of
the Exchange say that OSS and other
computerized systems will give CBOE
the capability to handle daily trading
velumes of 300,000 centracts on a
sustained basis, and peak trading vel-
umes ef mere than 606,000 centrasts.

The CBOE has undergone another
change as well. The Exchange mestruc-
tured the duties and positions of its
upper management in mid-1979, “The
Exchange has grown so much in the
past several years that it quickly be-
came a big business,” Walter Auch ex-
plained. "Big business requires a more
structured organization, with estab-
lished reporting procedures. Thanks to
the reerganization, merale at the
Exehange is high, and we have geed
e6rPMUMERLIONS WItR BUF MEmbers.
Everyene is aware ef the ehallenges
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facing the Options Exchange today, and
we are all prepared to meet them."

Mr. Auch was appointed the CBOE's
first full-time chairman at the time of
the reorganization. Previously, a chair-
man was elected by the membership
and served far a year. As the Exchange
grew; the demands on the chainman
also grew; espegially the need to meet
frequently with the mermibers of the
finaneial comrmumiiyy, one Exehange
spokesman explained.

The duties of president were expanded
to include thase of chief operating of-
ficer. Chuck Henry, former president of
the Pacific Stock Exchange, was se-
lected to fill this position on Mr. Auch’s
strong recommenditiom. The Ex-
change's board of directars, which in-
cludes the chairman and the president,
represents the trading membership,
industry professionals and the public.
The tweinit-one-rember body deter-
mines exehange poliey, with assistance
from mernper compmitiees and staff.

As a sign of its strength and leading
position among the options exchanges,
the CBOE was able to acquire the op-
tions program of the Midwest Stock
Exchange, which is also located in
Chicago. During 1979 the Midwest's
options program was relocated to the
CBQE trading floor in the first phase of
a plan to combine the two exchanges®
programs.

The SEC approved the acquisition plan
under which the CBOE will now as-
sume all financial, administrative and
regulatory responsihility for the MSE
program. Many of the brokerage
houses that trade options on the CBOE
also have operations in the Midwest
program. The consolidation of the twa
programs will save these firms an es-
timated $1.5 millien in eperating costs,
according te Mr. Aueh.

“Once we begin expanding, we will
make sure that the Exchange and our
membership can efficiently service buy
and sell orders from investors,” Mr.
Auch said. Within a year, he added, the

CBOE willl substantially expand its
facilities. It is also investigating the
possibility of constructing its own
building.

Although the Options Exchange envi-
sions rapid growth, it has taken steps
to become more than a one-product
market, according to the chairman.
"We have prepared applications to list
options on bonds and Government Na-
tional Morigage Association (GINMA)
securities and will submit them soon,”
he said.

“Options are really still in their infancy,”
M. Auch concluded, “and we expect
that the options business and our
Exchange will continue ta experience
dramatic growth in the years to come."

=

As one trader (faomyg Yeift witth vppaised
anm) commmicdestes by hand sambls t his
reeerher firm batith, otfeess bitd on options
Fssuegs at the Chimmpo Beowed Opitdons Ex-
ehamgea. Siree it fintt openeed sevesn pears
agw, ealiipg velwne at e CBOE has
seaedd to a daliy average of 190,000 con-
refits, FepieeeRintng rsee titeam 19 mivilen
sheires of sevuirises lkitdd on tire Neww YoRk
S®skk EReHige.
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