JOINT SUBMISSION OF
CHICAGO BGARD OFTIONS EXCHANGE
AND
MIDWEST STOCK EXCHANGE

October 27, 1978

The Honorable Hareold M. Williams
Chairman

Securities and Exchange Commission
500 HNorth Capitol Street, N.W,
Washington, D.C. 20549

RE: Proposed combination of Midwest's
options program with that of CBCE

Dear Chairman Williams:

At the time (July 13, 1978) that the Midwest Stock
Exchange, Incorporated ("Midwest") and the Chicagoe Board
Options Exchange, Inc. {"CBOE") each informed you of its
consent to a continuation of the Commission's voluntary
moratocrium on expansion of options trading, each also ap-
prised you of a proposed combination of Midwest's options
program with that of CBOE and of the two exchanges' Inten-
tion to ask the Commission to consider the matter prior
to the lifting of the moratorium. Subseguently, on July
314, 1978, representatives of beth exchanges met with members
of the Commission's staff te discuss the general terms of
and reascns for the combination., On August 15, 1978, the
two exchanges entered into a definitive Agreement (a copy
of which is attached to this letter}, and on October 4,
1978, all necessary action by the respective Boards and
memberships with respect to the Agreement was completed.

The Agreement contemplates that the combination
will occur in two stages: first, a relocation of Midwest's
options market so as to be physically adjacent to CBOE's
options market, on terms and conditions set forth in Article II,
pp. 3 to 12, of the Agreement (the "Relocation™); and second,
a full combination of the two coptions markets such that
CBOE commences trading in the Midwest options and Midwest
ceases to have responsibility for or copnnection with an
options market, on terms and conditions set forth in Article
III, pp. 13 to 19, of the Agreement {the "Combination'),

The two-stage approach was agreed te in recognition of the
fact that formal procedures for approval of necessary rule



changes in connecticen with the Combination may reguire a
number of months, whereas it should be possible to cbtain
the benefits of the Releocation without the need for any
rule changes and therefore very promptly.

This letter is written to request a determination
by the Commission that--

{1) the options moratorium does not prevent
the Commission's acceptance and proecessing in
regular course of f£filings under Rule 15b~4 of
the rule changes needed for accomplishment of
the Combination and

{2) in any case, the Relocation is not expan-
sionary within the meaning of the moratorium and
may be accomplished immediately.

Our reasons in support of this reguest are discussed below
under captions IV and V respectively. preceded by a summary
of the basic terms of the Agreement, a summary of the busi-
ness reasons for the transactions contemplated therein,

and a summary of our views as to the public benefits to

be gained from combining the two markets, capticns I, II
and III respectively.

This is a joint =ubmission by Midwest and CEOE,
both of which are in full accord with the basic arguments
and conclusions expressed below. It should be understood,
however, that statements specifically relating to Midwest's
past experience, expectations, reasons, etc., are those
of Midwest, and that statements specifically relating to
CBOE's plans, reasons, etc., are those of CEOE.

I. SUMMARY OF AGREEMENT

The following discussion is a general summary
of the basic terms of the Agreement; numerous detalls are
not discussed because they do not bear directly on the deter-
mination we are asking the Commission to make.

The Relocation will simply invelve a physical
move of Midwest's options market to a separate space on
CEBDE's trading flsor. CBOE will be, in effect, acting as
2 facilities manager for Midwest, and nothing more. CBOE
will provide trading post and book processing facilities,
will collect and transmit bo OPRA last sale reports and
quotations and will produce Midwest versions of existing
CBOE surveillance reports using CBOE's sophisticated on-
line surveillance system. As is the case at present, CROE
will also provide trade match services to Midwest.



During the Relocation stage, CBOE will assume

financial responsibility for the basic floor operation of
. kthe Midwest options program. All of Midwest's options reve-

nues (dues, transaction fees, OPRA revenues, etec.} will
be paid to CEOE monthly, after deducting amounts for contri-
butions tc Midwest's Error Fund, compensation to Midwest's
Order Book Offieials, Midwest's basic costs for regulation,
administration and operaticon of its opticns market, and
an amount (to be credited against payments to be made by
CBOE to Midwest at the time of the Combinaticn! to cover
Midwest's contingent and unforeseen expenses incurred in
the operation of its options market during the Relocation
stage. CBOE will alsc assume Midwest's contractual obliga-
tions for specified news Services and opticon valuation and
octher systems eguipment. The assumption of these financial
obligations by CBOE is designed to reduce the danger of
a further sericus drain on Midwest's financial resocurces
from Midwest's options market.

During this first stage, trading in the cptions
classes listed on Midwest will continue to be conducted
on a legally separate -national securities exchange, i.e.,
the Midwest Stock Exchange, Incorporated. Midwest will
continue o have ultimate regulatory responsibility feor
such trading, and all trading activity in Midwest options
classes will be conducted pursuant to Midwest's rules and
subject to its enforcement. Midwest's Order Bocok Officials
will continue to be Midwest employees, Midwest options
members will continue to be Midwest members, without any
change in their rights or obligations. These members will
pay dues and fees only to Midwest, be subject only to Mid-
west's rules and regulations and be entitled to trade only
Midwest-listed options classes. CBOE members will likewise
experience no change in their rights and obligations. As
is the case at present, unless they are also Midwest mem-
bers, CBOE members will not be permitted to trade Midwest
options. Upon the effective date of the Relocation, CBOE .
will use reaschable efforts to employ those Midwest employees
directly inveolved in the operation and administration of
Midwest's options program (other than Order Book Officials).

The £ull Combinatlon will take place thirty days
after approval by the Commission of all necessary rule changes.
Options classes traded in Midwest's opticns market at the
start of the Combination, including any classes approved
for trading during the Relocation ("Midwest Options™), will
become CBOE listed opkions. Put ¢lasses with respect to
the securities uvnderlying the Midwest QOptions will also
be deemed to be Midwest Options, regardless of whether the



particular put class is added before or after the Combina-
tion. Midwest will cease to provide a market for trading
standardized options and therefore cease to have any respon-—
sibilities under the Act for such a market. At the same
time, CBOE will offer to employ Midwest's Order Book Offi-
gials. In additicon, installment payments will be made by
CBOE to Midwest pursuant to a formula set forth in the Agree-
ment.

All Midwest options members (including Midwest
equity members who have exercised their right to options
privileges prior to the Combination) will become “Special
Members" of CBQE. Special Members will have the right to
trade on the CBOE in Midwest Options which continue to he
open for trading on CBOE, and only in those Midwest Options.
They will have the same eligibility as present CBOE members
may have from time to time for election to the Board of
Directors of CBOE and for election or appointment to the
standing or special committees maintained by CBOE, Special
Members will also have the right to vote or petition on
all matters upon which CBOE members may vote or petition
under applicable provisicns of law or under CBOE's Certif-
icate of Incorporation, Constitution and Rules, as they
may be amended from time to time.* They will have no right,
however, to participate in any distribotion of the assets
of CBROE pursuant to dissolution, winding-up, or otherwise.

A Spacial Member will be able to transfer his
special membership, provided that the transferae meets the
requirements for membership then imposed by CBOE. He will
be able to lease his special membership, however, only to
a lessee to whom he had ¢continucusly leased his Midwest
options membership since July 18, 1978. Each special mem-
bership will terminate ten years after the effective date
of the Combination,

* Except as otherwise provided by law, the vote or peti-
tion signature of a Special Member will count as one-sixth
the wote or petition signature of a regular member of CBOE,
A majority vote of the Special Members as a separate class
will be reguired to amend specified portions of CBOE's Con-
stitution setting forth the rights of Special Members,



II. BUSINESS REASONS

A. Midwest's decision to combine its options
program with that of the CBOE is based on valid and compell-
ing business reasons. Midwest began 1ts options program
in December 1976, making it the latest exchange entrant
intoc the options business. As Midwest has informed the
Commission on several occasions, its decision to establish
an options prograh was made primarily to enhance and support
its stock market, not because an options market per se ap~-
peared to present an attractive business prospect. The
Commission had given a "green light™ to the NASD's proposal
for combined stock-options market making in the over—the-
counter market. Midwest believed -- and still believes --
that it could bring substantial expertise and resources
to a "side~by-side” market. In any event, it seemed to
Midwest in 1276 that, with the imminent prospect of side-
by-side trading, an options capability was a necessary ad-
junct to its operation as a competitive stock exchange,

Because of the lead time needed to register Mid-
west's options division with the Commission, there was a
substantial time gap between Midwest's announcement of its
decision to enter the options business and its being per-
mitted to pick its Eirst options classes. During this per-
iod other exchanges were listing new classes of options,
with the result that the options classes available to Mid-
west when it began its cptions program {other than those
classes already traded on other exchanges) were, for the
most part, less attractive than those then being traded
on the other options exchanges. However, the Commission
appeared to Midwest -~ at that time -- to be committed to
permitting each successive exchange's entry inte the opticns
business on a programmed and economically scund basis.
Mjidwest assumed, therefore, that it would be allowed, as
others had been, the opportunity to develop an economically
and competitively viable options program by (1) expanding
substantially the size of its initial nperatlan, which in-
volved only 1l classes, and (2) making changes in the rules
govern1ng the operation of its nptlons market as appropriate
in light of the prices and trading characteristics of its
options c¢lasses,

Unfortunately, Midwest's assumption has proved
to be incorrect, for it has been precluded from doing either.
Shortly after Midwest made its decision to establish an
copticns program, the regqulatory direction, as previously
understood by Midwest, appeared to shift significantly.
Rather than allowing a prompt movement toward side-by-side
trading of options and stock, the Commission acted to pre-



vent movement or experimentation in that -- or any other
new =~~ direction. Furthermore, the Commission apparently
decided that it would not act on proposed rule changes sub-
mitted by Midwest despite Midwest's repeated statements
that these rule changes were essential to its puilding an
economically and competitively wiable options progran., *

Midwest's purpose here 1s not to debate the merits
of the Commission's actions in connection with coptions trad-
ing, but to present candidly and fairly the business situa-
tion in which Midwest now finds itself. Beczuse the Commis-
sion was unwilling to allow Midwest to expand significantly
or make what it considered appropriate changes in its rules
after it began operations, when the moratorium was declared
in July 1977 Midwest's options program was still a long
way from achieving the "critical mass" necessary to he self-
sustaining, Midwest simply had not been able to create
a trading environment that could attract enough capital
or acquire adeguate market position or generate sufficient
investor recognition to make possible effective competition
against the other options exchanges. BAs a result, through
the end of 1977, Midwest incurred severe losses in the opera-
tion of its options market. To date during 197B, despite
record volumes, Midwest's options market has barely broken
even.

Midwest has thus been forced -~ because of the
adverse economic results of its options program and the
recognition that the assumption underlying its commencement
af an options program has proved to be incorrect -- to de-
cide what should be done with its options program in light
of its responsibility to its members generally and to its
options members in particular. The responsible business
choices available to Midwest appear to be limited., Midwest
does not see the prospect of being able to expand its options
program meaningfully in the near future, which means an
indefinite continuvation of the unsatisfactory position in
which it has found itself for the past 22 months, at the
same time, Midwest recognizes that if expansion were permite
ted with an ingcrease in the multiple trading of options,
Midwest would be extremely wvulnerable to competition from
the larger optiocns exchanges.

* The following proposed rule changes were filed by Mid-
west over a six-month pericd beginning in February 19277

and ending in July 1%77: File Hos. SR-MSE-77-2 (narrowing
strike price intervals), SR-MSE-77-6 (increasing auvthorized
number of calls from 20 to 40), SR-MSE-77-28 {eliminating
prohibition on individuoal equity market maker being market
maker in related option) and SR=MSE-77-29 (changing method
for determining eligibility for listing).
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On the other hand, Midwest believes that if expan-
sion were permitted without an increase in multiple trading
and Midwest obtained additional high volume options classes
and Midwest obtained more puts and options volumesS generally
remained high, Midwest c¢ould, in all likelihood, operate
a successful options program. But this combination of assump~
tions canp by no means be taken for granted, and for Midwest
to continue to operate its options program based on it would
be a highly risky business judgment. Furthermore, -even
if all the assumptions prove to be correct, Midwest's small
size relative to the other optlions exchanges and the long
delay in its ability to expand make it difficult for Midwest
to feel confident that it should, as a respoansible business
entity, take the risk of now attempting to build the volume
and capital base necessary to be a strong intermarket com-
petitor in opticns. On the other hand and notwithstanding
an extremely uncertain cutlook £or the future, Midwest feels
a strong commitment (even though it has no legal cobligation)
to provide, so long as reasonably possible, an economic
cpportunity in the options business for these people who
invested in Midwest's opticons program and who have worked
tc make it a success.

After wrestling with these congiderations for
many months, Midwest's Board of Governors decided that Midwest
should terminate its options program -- provided that that
could be done in a manner that provided its options members
with a realistic opportunity to realize their expectations
in joining Midwest in the first place and did not lead to
more adverse financial consequences for the Midwest complex
as & whole. The combination with CBOE, in acceordance with
the terms of the August 15 Agreement, satisfies these condi-
tions and would in Midwest's view, based on its present
understanding of regulatocry policies and its expectation
of likely economic and regulatory developments, be in the
best interest of the Midwest complex, Midwest's members,
the securities industry, and the investing public.

It is important to emphasize that Midwest has
not decided to terminate its options program regardless
of the terms on which that can be done. Rather, its deci~
sion is that the termination of the program in accordance
with the August 15 Agreement makes valid, indeed compelling,
business sense. Under the Agreement, Midwest members active
on the options floor will be able to continue to trade op-
tions -- and in an environment that has reached "critical
mass™ for a viable program -— without having toc make an
additicnal capital investment or move their businesses and
families to another city. Similarly, Midwest employees
operating in the options program will have employment cppor-



tunities using their considerable expertise without having

to move out of the Chicago area. These copportunities for
Midwest's options members and options employees are major
factors in Midwest's decision to enter into the Agreement
with CROE. Without these factors Midwest would have to
rethink entirely the already difficult question of the future
of its options program.

Fortunately, the arrangement with CBOE offers
Midwest an appropriate and justified business and self-regu-
latory response to a very difficult and potentially unten-
able situation. The Agreement takes Midwest out of the
opticns business without disrupticon of trading, loss of
continuity of surveillance, or disaprointment of the legit-
imate expectation of Midwest's members. At the same time,
it ends the danger ¢f a further seriousz financial drain
on the Midwest complex. In Midwest‘*s view, the Combination
not only makes good business sense, but it s also fair
to the individuals now invelved in that program and fully
gonsistent with Midwest's responsibilities under the Act.
The Combination, therefore, repregsents the cpportunity to
turn 2 serious and, under adverse volume conditions, deteri-
erating situation into a very positive one.

Having made the decision to combine its opticns
program with that ¢f CBOE, Midwest believes the Commission
can appreciate how important it is that the kransaction
be consummated at the earliest possible time. As soon as
its plans were announced, Midwest became in effect a "lame
duck™ options market. Midwest may now be perceived by the
industry and the investing public as an options market place
that will shortly cease to operate and therefore as one
that may not be doing all it c¢an to maintain operaticnal
and trading standards. While this perception is most cer-
tainly wrong =-- Midwest's options market continues to oper-
ate at the highest possible level of performance -- the
perception nevertheless may not be uncommon.

The leonger the period of time hetween the announce-
ment of the arrangement with CBOE and its consummation,
the more likely it is that a mistaken perception of Midwest's
options program will spread, with a growing adverse impact
on Midwest as a whole and its members., Delay would certainly
be hurtful to Midwest's ability to hold and attract options
members and operating personnel)., Both groups have their
own concerns about security and future opportunities; obvi-
cusly the longer the delay in starting t¢ implement the
Agreement, the more uncertain consummation will appear and,
hence, the more uncertain will appear the long range future
in working on the Midwest options floer., If it grows more



difficult for Midwest to hold and attract members and trained
operating personnel, it will alsc grow more difficult Ffor
Midwest t¢ continue to provide high guality trading and
regulatory services.

Because of the necessity for speed in consummating
the transaction with CBOE, Midwest and CBOE agreed to struc-
ture the arrangement in two stages, the first of which could
be achieved very gquickly, with minimal regulatory process.
From Midwest's perspective, that first stage must be moved
to promptly if the opportunities presented by. the Agreement
are not to be lost and the possibility of further econeomic
and competitive injury to the entire Midwest complex is
to be avoided.

B. Likewise, CBOE has wvalid business reasons
for acguiring Midwest's options program, Under the terms
of the Agreement, the economic risk for the operation of
Midwest's options program is being shifted from Midwest
to CBOE. CBOE's willingness to take over that economic
risk reflects a basic business judgment by CBOE; exactly
what the shift will mean for CBOE in terms of enhanced or
reduced profitability will be determined by a number of
factors not presently measurable, including future regula-
tory and competitive developmentz and the future level of
trading activity, both in the securities markets generally
and in the Midwest Dpticns in particular.*

hpart from that basic result, CBOE expects to
realize additional benefits from combining the two markets.
For example, at the time of the Relocaticn CBOE will use
reasonable efforts to employ all persons then employed by
Midwest on its options flcor, with the exception of Midwest's
Order Beok Qfficials. The availability of this pool of
trained and experienced employees constitutes a valuable
asset to CBOE in the operation of its market as well as

* The shifting of economic risk would begin to take place
during the Relocation stage of the Agreement, when all of

Midwest's revenues, less specified amounts being retazined

by Midwest for the cperation and regulation of its market,
will be paid to CBOE. Upon the effective date of the Com=-
bination, CROE will take over Midwest's remaining obliga-

tions with respect to its options program, subject to cer-
tain indemnificaticn provisions of the Agreement telating

to past operations, and Midwest will ¢ease to have respon-
eibility for such program altogether.



Midwest's options market. Because of their training and
experience, CBOE will be able to assign them to active trad-
ing locations in either market as they are needed, and will
not be faced with its usual expense of training new employees.

In addition, CBOE is now performing trade compari-
son services for Midwest; to dc so0, it must use two separate
programs and two sets of computer runs, one for CBOE and
cne for Midwest., The Relocation will produce some minor
efficiencies in the handling of data, and the Combination
will permit a much simpler and more efficient trade compari-
son process because all trades will then be handled as a
single system.

CBOE should also be able to make more efficient
use af its other existing and planned facilities by combin-
ing its options market with that of Midwest. The average
daily contract volume on Midwest amounts to approximately
5% of that on CBOE. The addition of that incremental volume
iz not itself sufficient to require that CBDE develop addi-
tional capacity, but having that additional volume sheould
make for more efficient and economic use of CBOE's trading
floor, data processing equipment, and operational and regqu-
latory perscnnel — both now and in the future.

I11. POUELIC BEHEFITS

Apart from the scund business reasons that led
Midwest and CBOE to enter into the Agreement, the transac-
tions contemplated by the Agreement will resnlt in important
henefits for the options professionals operating on the
Midwest options floor, the securities industry generally,
and the investing public. The achievement of these benefits
is possible, however, only if the parties are permitted
promptly te commence the Relocation stage ¢of the Adreement
and to file the rule changes neceassary t¢ accomplish the
full Combinatiecn, and the Commission undertakes a timely
review of those rule changes.

The benefits of the Agreement for the options
nmembers on Midwest have already been mentioned —- e.g.,
the Agreement assures those members who have invested their
capital and business careers in the Midwest options program
that they will be able to continuve to do business in Chicago
on essentially the same terms. The copposite side of this
coin is that the Agreement assures the securities industry
and the investing public that the talent and resources of
these options professionals will neot ke lost. The impor-
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tance of attracting and holding competent and well trained
professionals in the business should be obvious from both

a2 regulatory and an operational standpoint. The Agreement
will contribute to this objective by removing the uncertainty
about the future of Midwest's opticns program and providing

a defined and meaningful business opportunity for Midwest's
cptiones members and staff in a stronger opticons market center.

In additicn, the arrangement will mean that the
Midwest options program, beginning upon the Relocation,
will operate with the same reporting and floor surveillance
facilities now used by CBQE, This will result in an imme-
diate upgrading of Midwest's surveillance capabilities,
which will be of benefit to it in carrying out its self-
regielatory responsibilities, as well as to the Commiszion
in performing its general coversight role. Of course, Mid-
west might, on its own, make the changes needed to bring
its technical and surveillance procedures up to the standard
of CBOE --, indeed, there are present plans for Midwest to
do so. However, a major public advantage of the Agreement
is= that Midwest will achieve these regqulatory improvements
faster, at substantially less cost, and without risk to
the industry and the Midwest complex that the monies involved
will be lost because of an ultimate shutdown of the Midwest
opticns program.

A further public benefit of combining the two
markets will be the significant economies and efficiencies
the financial community will achieve through having all
options facilities and perscnnel in Chicago in a single
location. For example, brokerage firms' back cffices for
options will be able to consolidate their operations and
make more efficient use of their persconnel, and the same
will be true of clearing firms carrying opticons market makers'
accounts. In addition, for mest firms the incremental cost
of accommodating an additional 5% of business on the CBOE
floor will be minor in comparison to the fixed costs of
maintaining a duplicate facility on the Midwest options
Eloor. '

Another major benefit to member firms is that
following the Combination CBOE's Order Support System ("0OS5")
will include the Midwest Options as well as those listed
on CBOE.* Thus the member firms will gain aceess to an

* (55 is being implemented gradually, with full implementa-
tion scheduled for January 1980; both parties expect to
complete the Combination prior ko that time.
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electronic order routing and automated book facility with
respect to Midwest Options that they otherwise would not
have.

Obviously, the achievement of efficiencies in
the securities-industry through the censolidation of faecil-
ities or the elimination of duplicative facilities must
be carefully scrutinized in terms of the ather objectives
ocf the Act and the importance of preserving fair coppeti-
tion. In this case, however, combining the two options
markets is fully congistent with all objectives of the Act
and will not impose any burden on competition not necessary
or appropriate in furtherance of those objectives, as dis-
cussed in IV below. ‘Yhus, the significant econcmies and
efficiencies that will result are available to the industry
without cffsetting negative conseguences.

IV. PROPOSED RULE CEABNGES BY CBOE AND MIDWEST
TO ACCOMPLISH THE COMBINATION SEOULD BE ACCEPTED
AND PROCESSED IN REGULAR COURSE DURING THE
MORATORIUM, SO THAT TEE REVIEW PROCESE CAN
BE COMPLETED AS PROMPTLY AS POSSIBLE.

A. The proposed Combinaticn should not be deemed
expansiopary within the meaning of the moratorium. Even
when fully consummated, the Combinatien will not expand
options trading in the aggregate, will not expand combined
options-stock trading in the same markekt, and will not in-
volve any new product or new form of options trading. Nor
will it present any moraterium-related issues; the eonly
relevant issue is market surveillance and regulaticn and,
as seen above, these will c¢learly be enhanced, not impaired,
by the Combination,

The completed transaction will, of course, result
in a modest expansion of CBOE's market. Even if this end
result were to be deemed expansionary within the meaning
of the moratorium, it presumably will not occur until atfter
the end of the moratorium even if the process of reviewing
necessary rule changes begins promptly. Allowing that -
process to begin promptly, notwithstanding the moratorium,
is fully justified by Midwest's compelling nheed to act as
expediticusly as possible in disposing of an uneconomic
gituation as discussed under II above and by the public
interest in promptly accomplishing the benefits summarized
under III above.
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B. CBOE expects its Rule 19b-4 filing to show
full compliance with applicable standards of the 19349 Act,
particularly as ko competiticon and regulatory capability.
CBCE's explanat:icn and justification of the Combilnation
under the standards of the Act will, of course, be fully
spelled out in its formal rule f£filings and in its answers
to whatever gquestions or objections may be raised in regard
thereto. The feollowing is a summary of the principal data
and arguments that we expect to present as to compliance
with the standards of the Act {in addition to the data and
arguments as to business purposes and public benefits sum=~
magrized in II and III above):

{l} Cocmpetition. When the Commission reviews
the proposed rule changes with respect to the Combination,
one of the guestions to be considered is whether those pro-
posed rule changes impose any burden on competition not
necessary or appreopriate in furtherance of the purposes
of the 1534 Act, That question may be considered either
on the assumpticn that the Commission will, or that it will
not, permit expansion of multiple trading in the foreseeable
future.

On the former assumption, it is clear that the
Combination will not significantly affect competition as
it exists today, since (i} Midwest and CEOE do not, with
one nominal exception, presently trade the same classes
of options* apnd {ii} Midwest has come to the conclusion
that it would have a difficult time surviving as an options
market with unrestricted multiple trading. O©On the same
assumption, even if the Combination were accomplished before
general expansion of multiple trading were permitted, CBOE
would not gain any significant advantage vis-a-vis other
options exchanges, since experience has shown that being
the first exchange to trade a class of options does not
assure primacy in the trading of that class. This has been
true even in the absence of national market system facil-
ities designed to enhance competition: a fortjori it would
be true if, as CBOE has recommended elsewhere, expanded
multiple trading were to occur only in an appropriate na=-
tional market system framework,

* The exception i% American Express options, in which CBOE's
and Midwest's contract volumes for the first nine months

of 1978 were 29,170 and S0, respectively. Midwest will

cease trading in American Express options at or prior to

the effective date of the Relacation.
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. 0On the opposite assumption, that the Commission
will not permit expansion of multiple trading in the fore-
Seeable future even after there is a lifting of the general
moratorium, the basic regulatory pelicy should and presum-
ably will be, as formerly, that each exchange is permitted
to expand in accordance with its own capability as a market
and as a self-regulator. Stated ancther way, it would be
anti-competitive rather than pro-competitive for the Comnmis-
sion to limit the expansion of all options exchanges, what-
ever their stage of development, to the same absolute or
relative rate,

We recognize that, on the latter assumption, cir-
cumstances may arise in which it may be appropriate to have
a method of random selection among exchanges with regard
tc new classes of cptions. However, the Midwest situation
is quite execepticnal in that regard. 1In the first place,
the opticns classes in question are already traded in an
existing market in Chicage and, ©of course, that market has
its floor members and staff locazted in Chicago. Thus the
geographical factor discussed in Il above comes into play:
It makes geood business sense and, we believe, regulatory
sense for Midwest's ongeing coptions market to be combined
in toto with another market in the same city, s¢ that there
will be minimum loss to Midwest (in terms of recoupment
of its development costs, reduction of ongoing ¢osts of
space, and avoidance of termination costs that might other-
wise be incurred) and minimum hardship on the individuals
who have been directly involved in its options market.*

Moreover, the Midwest options classes are by no
means a uniquely desirable group. They were chosen by Mid-
west, the last of the five ¢options exchanges to get started,
as being the mest desirable then available for exclusive
trading Iin a new market in Chicago; but any of them might
have been selected by another exchange for exclusive trading
at an earlier date, or might have besh (and some were) se-
lected by ancther exchange for dual trading after the incep-
tion of Midwest's market and before the start of the mora-
torium. In these circumstances, no exchange ¢an claim that
serious competitive disadvantage will result to it from
moving the Midwest options program to CBOE, certainly not
any that outweighs Midwest's valid business reasons, dis-

* This geographical factor takes on added significance
in view of the very slight impact of the Combinaticn eon
the market shares of the remaining options exchanges, as
discussed below.
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cussed in II abowve, for seeking te keep its options market
intact in Chicago,

The guestion of impact on competition may alsco
be looked at in terms of market shares. For the first nine
months of 1378 the market shares of the five existing op-
tions exchanges, expressed as percentages of aggregate con-
tract volume of all exchanges in all options classes, were:
CBOE 58,6%, AMEX 25.5%, PHLX 5.9%, PSE 5.7%, and MSE 3.2%.%
On a proe forma basis after the Combination, CEBOE's market
share would thus become &2.8% (59.6% plus 23.2%). Consider-
ing that CBOE, as the picneer and innovator in standardized
cptions trading, started with 100% in 1573 but was called
on by the Commission as early as 1974 to share some of the
basic concepts and facilities created by it in order to
facilitate competition in coptions trading on the part of
scme existing stock exchanges, the fact that CBRE's share
had by 1978 been reduced to 5%.6% should be regarded as
evidence of the vigor ¢f competition that has developed;
and the fact that the Combination would bring the percentage
back up to 62.8% ~=- due to Midwest's need to dispose of
its options market and its deszire to do so in stich manner
as to take maximum advantage of the gecgraphic factor —-
should not give cause for cotcern as to any danger of domi-
nance, let alone monopoly, on the part of CBOE.

This conclusion is further supported. when CEQE
is compared with the exchange having the next largest market
share, AMEX. For the first nine months of 1978 the ratio
of market shares of those two exchanges alone was 70.0%
and 20,0%,** which on a pro forma basis after 'the Combina-.
tion would begcome 71.0% and 25.0%.

* The comparable market shares of those five exchanges
for earlier periods are as follows:

CBOE AMEX PHLX PSE MSE
1975 79.7 159.5 0,8 N/A w/a
1976 66.4 27.% 3.9 1.7 0.0+
1977 €2.7 25,4 5.5 4.5 1.5

** These ratics between the two largest exchanges may be
compared with the following ratios for earlier pericds:

CRBOE AMEX
1975 80.23 1%.7
1876 70.4 29.6
1877 T1.2 28.8
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Neither of these two largest exchanges trades
stocks underlying the classes of options that it trades.?*
However , whereas CBOE trades no stocks at all, AMEX was,
of course, a stock exchange long before it became an options
exchange., As a stock exchange it has accumttlated substan-
tial tangible and intangible resources, and it has very
significant ongeing sources of revenue, that are in no way
matched by CBOE's resources or revenues. As ane example,
AMEX in 1977 received 55,027,000 of revenues from listing
feas related to its stock market, for which CBOE had and
has no counterpart. As ahother example, AMEX for some years
has been a junior partner with NYSE in the joint develop-
ment, ownership and contrel of various critical and costly
data processing and communications facilities, for which
CBOE has only a limited counterpart in its past and proposed
sharing of certain facilities with Midwest. Even though
CBOE remains the largest options market and will khecome
slightly larger as a result of the Combination, the far
greater total resources and revenues of AMEX provide strong
assurance that competition in options trading will remain
vigorous and that CBOE will not be ¢n the road to dominance
as a result of the Combination,

Ta the extent the Combination may slightly affect
the competitive balance, the Commission must azlso take ac-
count of the public benefits -- in the form of enhanced
surveillance, greater member firm economies, preservation
cf the talent and rescurces of Midwest's options professionals
and staff, and the eventuwal availability of CBOE's 055 for
the Midwest cpticns — to be gained from the Combination.

In statutory terms, any slight burden on competition is
necessary and appropriate in furtherance of the purposes
of the 1934 Act.

{2) CBOE's market and regulatory capability.
CBOE presently trades 95 call options classes and 5 put
classes; Midwest presently trades 17 call classes*™ and 5

* The three smaller exchanges all trade, among others,
stocks underlying their own options classes, with physical
geparations between their respective stock and options mar-
kets. AMEX trades two classes 0f stock underlyving options
classes traded elsewhere but not in its own options market,

** One ¢lass will not be moved to CEOE., See n., p. 13.
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Ut classes. CBOE presently has approximately 1,400 to
1,700 persons on its krading floor at any one time during
the trading day, depending upon trading conditions. The
Relocation of Midwest's options market would add some 125
persons. For the first nine months of 1978, average daily
velume has been 135,383 contracts on CBOE and 7,260 on Mid-
west. CBOE is confident that it now has more than adequate
trading capacity and regulatory capahility to accommodate
the Midwest options market.*

For the longer term, CBOE is involved in discus-
sions with the Chicago Board of Trade, in whose office byiid-
ing it is a tenant, with respect to the proposed construc-
tion of a new, larger trading flocor in a building that would
be constructed immediately adjacent to the present building.
Since such a project would probably not be completed until
1981-82, CBOE is alsc analyzing the potential capacity of
its present floor to handle projected volume levels aover
the next three years. Preliminary studies indicate CBOE's
rresent facilities have sufficient capacity, but since esti-
mates of trading wvoclume have not always proved accurate
in the past, CBOE is exploring ways to expand and make bet-
ter use of its existing trading space during this interim
pericd.

As for systems capacity, since Midwest's on-floor
Quotron systam iz a direct sub-set of the CBOE's Trading
Support System, virtuvally overnight the CBOE system can
take gver all of the functions presently handled by the
Midwest system without placing a strain on its own market.
Additicnally, CBOE is already providing the trade match
service for Midwest, so that the Relocation and Combination
will not reguire any additional trade comparision capacity.
Further, as part of the development of CBOE's 058 and, in
general, t¢o increase the long-term capacity of the CBOE
systems, the CEQE Board of Directors voted in September
1978 to embark on a major upyrade of its central complex
of IBM computers that, when completed, should more than
double the projected order-handling capacity of 08535.

* CBOE has agreed to provide facilities and services for
the trading of those Midwest Options which continue to he
open for trading as adequate as the facilities and services
then utilized for the trading of the game number of classes
of CBOE options having comparable trading volume.
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The Commission may wish comments on two possibly
relevant developments since the start ¢f the moratorium.
First, the Options Study has been giving much attention
to the possible need for a general upgrading of market sur-
veillance and regulation, which could raise the guestion
of CBOE's capability to meet new, more demanding expecta-—
tions of the Commission. OQur answer is that CROE believes
it was well ahead of other exXchanges in its capability and
performance in these areas when the Study was instituted,
and it has since taken, ¢r is in the process of taking,
various measures to strengthen its facilities and personnel
further, It is confident that it will be able toc meet what-
ever requirements or expectations are expressed at the ¢on-
clusion of the Study.

A different sort of development was the episcde
in April 1978 when, for a period ¢f six consegutive trading
days, veolumes of trading shot up well beyond anything pre-
viously experienced.* CBOE's average daily volume of 267,600
contracts for the period April 14-21 was more than two and
one=-half times the average daily volume for the full year
1877 (98,566 contracts) or the first guarter of 1978 (101,128
conkracts), On April 17, 1978, CBOE's record breaking vol-
ume of 402,440 contracts was B0% greater than the previous
record volume of 223,781 contracts recorded on November 11,
1977. This sudden and unpredictable upsurge did put very
heavy strains on some of CBOE's facilities, particularly
its order handling, trade match and audit trail Eacilities,
and on capacities and facilities of some members and member
firms of various types.

However, the CBOE systems did handle the April
surge and, as detailed in CBOE's letter dated June 16, 1978,
a number of measures were immediately taken and octhers are
currently being taken to prevent a recurrence of similar
strains, even in the unlikely aevent of another dramatic
upsurge resembling that of April. For example, CBOE has
increased its fleor cperations staff from 104 te 141, CBOE
did in fact experience a wvolume as high as 329,742 contracts
on August 3, 1978, which was handled with virtually no diffi-
culties, In any case, the addition of the Midwest options

* Since April 1978 other stock and options exchanges have
had similar episodes of stress relating te unusually high

volume,



market, equivalent to about 5% of CBOE's market, would not
add any significant new burdens.*

Given the CBOE's present excess capacity and its
current and planned programs for expansion, CBCOE is confi-
dent that its trading facilities can readily accommodate
the Midwest options market, in both the short and long run.

(3) Fairness of terms. BAll terms of the Agree-
ment, including, of course, those specifically applicable
toc the Relocation as well as those applicable to the Combi-
nation, were arrived at by arms' length bargaining.** To
accomplish the Relocation, Midwest was willing to give up
its opticong revenues pasically in return for CBOE's pro-
viding certain facilities and services, relieving it of
certain ongoing expenses, and assuming the financial risks
of {but not the regulatory responsibility £or) Midwesti's
options market pending accomplishment of the full Combina-
tion; and CBOE was willing to accept Midwest's options rev-
enues as appropriate compensation for providing the speci-
Fied serxrvices and facilities and assuming the expenses and
risks of the Midwest options program until the Combination
could be consummated. After the Combination, when the Mid-
west options program will be taksen over by CBOE, certain
amounts will become payable by CBOE to Midwest pursuant
to a formula toc take account of varying amounts that may
have been paid and received priot to the Combination., . The
ultimate payment (in installments) to be made by CBOE repre-
sents an amount that Midwest insisted it was entitled to
receive and that CBOE regarded as fair and appropriate to

pay.

* A= discussed sarlier, CBOE has agreed to use reascnable
efforts to employ the present Midwest floor operations sta€f
(other than Order Book Officials) at the time Midwest's
market is physically transferred,

** 2z already mentioned, the respective Beards and member-
ships of the two exchanges {including the Midwest cptions
members as a separate class) have taken all necessary action
to approve the transaction.
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¥rom the peint of view of Midwest's competitive
strength as a stock market, the net effect of the Agreement
will be substantially to restore Midwest to the financial
position that it would have been in if it had not embarked
on an options program, and thus enable it to develop, im-
prove, and compete more effectively as a stock market and
to engage in other existing or new activities. From CBOE's
point of view, it is hoped that the marginal costs of adding
Midwest's options program will be covered by revenues to
be derived from the Midwest options; depending upon future
regulatory and competitive developments and the level of
future trading activity in the securities markets in general
and the Midwest options in particular, acquisition of the
Midwest options program may provide a modest addition to
CBOE's market.

V. THE RELOCATION IS CLEARLY NOT EXPANSION=-
ARY WITHIN THE MEANING OF THE MORATORIUM
AND SHOULD BE PERMITTED TO BE ACCOMPLISHED
A5 PROMPTLY AS POSSIBLE.

A. The Relocation will amount to no more than
the physical releocation of Midwest's options market, with
no change in its operation, no diminution of Midwest's regqu-
latory responsibility, and no effect on moratorium issues.
Midwest's relocated options market will remain in every
sense Midwest's market. The Relocation will not result
in any change in its mode of operaticon, its rules, its mem-
bership, or the rights and obligations of its members {or
CBOE's members). Midwest's regulatory responsibility for
the relocated market will also be unaffected. However,
by way of enhancement of Midwest's capacity to carry out
both operational and regulatory functions, CBOE will furnish
to Midwest (in addition to trading facilities) certain serv-
ices including the collection and transmission to OFRA
of last sale and quotation reports, audit trails and Midwest
versions of existing CBOE surveillance reports using CBOE's
on—-line surveillance system.*

* These are in addition to the trade matech =ervice which
already is, and will continue to be, performed for Midwest
by CBOE.
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In addition to the fact that the Relocation will
not involve any change in Midwest's rules or mode of cpera-
tion, we alsc emphasize that it will not involve any new
product, will not add to the options ¢lasses presently being
traded in any market, will nct involve any integrating of
stock and options markets and will not alter the protections
presently afforded public investors., Thus, the Relocation
will not magnify any of the concerns that have been identi-
fied in connection with the Options Study or the moratorium.
Moreover, the Commission will continte to have all the alter-
natives that are presently available or that will be avail-
able at the end of the moratorium to deal with any such
matters. To the extent that one of those concerns relates
to self-regulatory surveillance, the Relocation will have
a positive impact.

B. The Relocation will permit immediate realiza-
tion of significant economies, erficlencies and benefits.
Although the business purposes outlinec under II and the
public benefits outlined under ITI cannot be fully realized
short of effecting the full Combination, the Relocation
itself will contribute significantly in the directions indi-
- cated: The Relocation will remove the risk of a further

drain on Midwest's resources that its options program has
produced and the moratorium has prolonged. Further, the
Relocation will enable Midwest promptly to strengthen its
surveillance capability as well as its operational effi-
¢ciency, without additional capital outlay. At the same
time, the Relocation will enable Midwest to begin to devote
greater resources and efforts to strengthening its stock
market znd other present or planned activities. The Relocca-
tion should also permit member firms to begin to achieve
modest savings through concentration of certain facilities
or personnel in a single place instead ¢f tweo places in

Chicago.

C. The Relocation will not give undue competitive
advantage to CBOE. We have shown under IV-B(l) above that,
whether or not it is assumed that there will be a general
expansion of multiple trading in the foreseeable future,
aven the full Combination will not have undue anti-competi-
tive impacts, i.e., will not impose any burden on competi-
tion that is not negessary and appropriate in light of wvalid
business and regulatory considerations. A feortiori this
will be true of the mere Relocation prior to the full Combi-
natien.




. During the Relocation the Midwest options market
will merely be adjacent to the CBOE options market. There
will be no change in Midwest members' rights and cbligations
in the Midwest market or CBGCE members' rights and obliga-
tions in the CBOE market, and neither Midwest nor CBOE mem-
bers will gain any rights in each others' market. If any
members of either exchange wish to have transactions in
the other market they will need to become members of the
other exchange or gain access through a member.

The most that can happen as a result of the Relo-
cation, therefore, is that some CBOE members will degide
to become options members of Midwest for the first time
because of the slightly greater convenience of doing busi-
ness on an adjacent floor rather than a flecor two blocks
away; and the same may conceivably be true in reverse {(Mid-
west optiens members becoming CBOE members). It may also
be true that, even though there can be no assurance as teo
the duration of the Relocation or the state of affairs after
its termination, some off-floor members may during the Relo-
cation strengthen their communications on other facilities
cr personnel in Chicago beyond what they might have done
with physically separated market places.

All of the abowve possibilities, even If realized,
could not have significant competitive effects in relation
to other options markets. And in any event, the gecgraphic
factor mentioned at several points above (i.e., the impor-
tant advantages to Midwest and jits options members and staff
of relocating in the same ¢ity), c¢oupled with other benefits
summar ized under V-B above, would clearly outweigh any s5light
competitive impacts that might be claimed by any other op-
tions exchange.

CONCLUSION

Implenentation of the Combination of the Midwest
and CBOE coptions markets will reguire each exchatige to f£ile
proposed rule changes pursuant te the provisions of Section
19{b) (2) of the 1%34 Act and Rule 19b-4 thereunder; the
Relocation will not necessitate rule changes, but only a
physical transfer of the location of the Midwest cptions
market. Based upon this submission we request the Commis-
sion as promptly as practicable to determine that these
joint actions by Midwest and CBOE —-- namely, (1] the filing
of  proposed rule changes to effect the Combination and (2), while
the rule changes are pending, accomplishment of the physical
transfer constituting the Relocation -~ are consistent with
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AGREEMENT

THIS AGREEMENT is made this fiiz;ﬂﬁy.of August,
1978, by and between Midwest Stock Exchange, Incorporated
("MSE"), & non-stock carpcratian'crganized under the laws
of the State of Delaware, and Chicago Board Options Exchange,
" Incorporated ("CBOE"}, a non-stock corporation crganized
under thevlaws of the State of Delaware,

RECITALS

A. MBE and CBOE are each national securities
exchanges registered with the Securities and Exchange Commis-
sion (the "Commission") pursuant to Section 5 of the Secur-
.itieg Excﬁange'hct of 1934 (the ™Act"}: |

B. MSE provides a market (the "MSE Options Mar-
ket”) for trading in classes of standardized options and
CBOE also provides a market (the "CBOE Options Market®)
for trading in classes of standardized options;

C. The present moratorium on expansion EE options
activities has imposaed economic and ccmpeéitive hardﬁhips
on MSE;

D. MSE and CBOE desire to effect a combination
of all of the activities in the MSE Options Market with
those of the CBOE Options Market such that upon the effec-
tiveness of the combinaticon MSE would no longer provide
a market for trading in standardized cptiens and CBOE would
provide a2 market for trading in the classes of standacdized

options then traded in the MSE Options Market; and



E. MSE and CBCE desire to accomplish such combina-
tion at the earliest possible date but, recognizing that
the obtaining of the regquisite regulatory aﬁbrovals may
delay the combination, wish to provide for the prompt releca-
tiocn of the MSE Options Market in space and with facilities
and.certain personnel fufnisheﬁ by CBOE in order to achieve
cost savings and enhanced regulatory surveillance for MSE.
NOH, THEREFDRE, MSE and CBOE agree as fallows:

ARTICLE I - DEFINITIQONS

1.X. The terﬁ *MSE Cptions™ means (i) all classes
of call options on the underlying securities listed on Sched-
_uje 1 to this Agreement,-(ii}'all otﬁer claéses of call
options in which MSE commences trading prior to the Combina-
tion with approval Df'the.Commission othek than classes
cf call opticons ?pich, on thé day such trading commences,
the CBOE iz also trading, and fiii} ail classes of put néti;ns

oh aii secu;ﬁties ﬁﬁderlying classes of call options covered
by (i) and {(ii) in which MSE cémmences trading prior to
the efééctive date of the Combination with approval cf the
Commission Dr-in.which CEBOE ccﬁ%ences trading after the
effective dat&_nf'the Combination.

-1.2. The term "CBOE Options™ means 211 classes

of opticns traded from time to time on CBOE other than MSE

Cptions.



1.3. The term "Relocation™ means the physical
relocation of the trading activities in the MSE_DEtions
Market to facilities1provideﬁ to MSE by CBDEIin accordance
with Article II of this Agreement. The Relocation will
nct change MSE's respnnsibilitieé under the Act for the
MSE Options Market or expand the CBOE Options Market to
include any activities with respect to MSE Options.

.1 4. The term “Cnmb;nat*on" means the combination
of all aspects of the MSE Options Market with the CBOE Cp-
tions Market in accordance with Article III of this hgree—
ment,

* 1.5. The term "Interim Period" means the period
'commenciﬁg at the effecﬁive date of the Relocation and end-
ing at the effective date of the Cqmbination.

i 1.6.  The term "MSE Options Memberé" means ail
persons who, from time to time, own a Midwest Stock Exchéﬁge
Membership With Options Privileges or a Mid#est Options

Membership {as those terms are defined in Article II, Sec;

tion 1(b) and 1(c) of the MSE Constitution).

ARTICLE II -~ RELOCATION AND INTERIM PERIQOD,

2.1. MSE and CBOE shall use their best efforts
Eo.ﬁccompiish the Releocation at-the earliest possible date,
subject to the provisions of this Agreement.

2.2. Upcn the effective date of the Relocation

{which shall be the sixtieth day following the satisfaction



of the conditions set forth in Paragraph 2.10, unless MSE
and CBOE agree in writiﬁg to another date), CBCE will make
avallable to MSE reasonably contiguous facilities located
adjacent tec the CBOE trading floqr reasonable for the con-
ﬂﬁct of the MSE Options Market, and MSE will relocate the
MSE Options Market to these facilities; provided, however,
that nothing in this Agreement shall bhe construed to give
MSE any rights in CBOE's leasehold interest at 141 Hest
Jackson Boulevard, Chicago, Illincis. CBOE may, from time
to ¥ime, make reasonable changes in the location of the
facilitiés provided for the MSE Options Market; provided,
however, that during the interim Period such facilities
shall be reasonably contiguous and shgll be as adeguate
for the trading“?f MSE Options as are the facilities then
utilized for the trading of the same number of classes of
CROE Dptioné-having comparable trading volume. CEDE will
use its best effofts to provide adeqguate booth space {uhder
the same terms and conditions as booth space ls provided
to CROE mémbers] and access {[of the same type provided to
CBOE members). to communications” facilities for allocdation
by MSE among MSE Options Members. I _ |

2.3. Drior to or concurrently with the Relocga-
tion, MSE will terminate trading in options with respsct

to the common stock of American Express Company.



2,4. During the Interim Period, traéing in MSE
Cptions will be conducted b& MSE Options Members as members
of MSE under the super#ision angd regulation of Hsﬁ and in
accordance with the rules (as Jdefined in the Act} of MSE.
MSE will enforce dress and decorum policies in the MSE Op-
tions Market eguivalent to theose in effect from time to
time in the CEOE Options Market.
2.5, During the Interim ?ericd, the MSE Options
Market will be open for trading only when the. CEOE Options
" Market is bpen for trading. CBOE shall have no responsi-
Eility for any failure of the MSE Cptions Market to open,
.nr to remain open, for trading on any day-cr.at any time
the CBOE Opticns Market is not open for ‘trading for any
reason whatever.
| 2,6, {a} puring the Interim Periocd, CBOE will
supply to MSE, in addition to the facilities referred to
in Paragraph 2,2, the facilities and services listed below
- {all such facilities ang services being collectively referred
to as the-“CEDE Services™") in ccnnect}on with the operation
of the MSE Options Marketb:
(1} Collection and transmission of last
sale reports and guotations to the Options Price
"Reporting Authority ("OFRA");
{2) Trade compagiscn progessing performed

under thz existing Service Agreement dated March



2, 1978, betwesen CBOE aﬁd MSE, as the same may
be amended from time to time, with the addition
of related administrative and clerical functions;
{3) Trading post and book processing facili-
.kies, systems, and serviceé, including the super-
vision of MSE's Order Book Officials, substantially
ccmparablé to those now available in the MSE Options
Market:
{4) Surveillance reports with respect to
trading in the MSE Opticons Market using CBOE's
computerized surveillance systems %0 generate
HSE_versicns of existing CBOE reports from data
contained in the daily Market Data Retrieval,
ﬂatched Trade List and The Options Clearing Corpora-
tion ccmpifﬁnce files; and |
(5) A daily transzsaction file sufficient
for MSE to ﬁgrfafm billing for transaction fees
and book exgcuticns,
In garrying out the cEligations of this paragraph, CBOE
will use reasonable effeorts to employ the personnel " (other.
than Dréer Book Officials, wﬁo 3ill remainiemployees of
ESE] now employed by MEE in the cperatinp and administration
of the MSE Options Market. MSE will make reasonably avail-
able to CBOE the Order RBook Officials employed by MSE in

the MSE Options Market for the training of and consultation



with any personnel emploved by CBOE in the operation of

a trading system in the CBOE Options Market using_crder

book cfficials, MSE will not hire or discharge any Order
Book Official nor alter the terms of eﬁployment of any QOrder
Book Official without the consent of CBOE, which conzent
shall not be unreasonably withheld. MSE agrees to assign
the Order Book foicials to such classes of MSE Options

az CBOE méy from time to time request.

(b} CEBCE shall have no obligation to provide a
particular CBOE Service at any time when it does not; for
any reason, provide a similar service or facility in connec-
fion with the operation of the CBOE Options Market or . at
.any time ﬁhen it is unable to do so on account of conditions
over which it has no reasonable control. CEOE shail use
its géﬁd faith efforts to correct such ccﬁditimns promptly.

(¢} To the extent the same are within CBOE’s
reasonable control, the CBOE Services shall be of ?he same
gEnergl gquality and timeliness, ang delivgred or maﬂgwavail—
able to MSE on substantially the same basis, as are the |
comparable services and facilities CBOE supplies to .the
CROE Options Market, ‘ E
'  2.7. During the Interim Period, MSE will enforce
CArticle XLVI, Rule 8, of its Rules and will maintain the
Errcor Fund thereunder (the "Errer Fund™) at a devel of not

less than $200,000, MSE will notify CBOE of any claim made



against the Error Fund within two business days after any
such claim is asserted.l

2.8, During the Interim Pgrind, MSE will pay
to CBOE, on or before the fifteenth cfleach monkh, a fee
equal to all MSE Dptinns.Feeé (as currently establishad
under the MSE By-Laws and itemized at pages 6029 and 6030

of the CCH didwest Stock Exchange Gujde) and OPRA revenues

collected by it with respect to the+H5E Cptions HMarket for
the immediately preceding month and all Options Fees and
OPRA revenuves then doe MSE for more than 90 days and not
yet péiﬂ, less the sum of {a) any amdunt paid during such
preceding nmonth {or paid during a prior ?onth during tha
InterimlPericd and nﬁt previously deducted) by MSE into .
the Error thd in excess of the amount of interest.earned
- by ﬂéE on the Erxror Fund during such-preceﬁing monkth {or
earned in a prior month during the Interim Period and not
préviously credited hereunder}; pius (b} an amount equal
to the compensation and related expenses with respect to
MSE's Order Book Qfficials for such precading month, plus
- () $25,Eﬁﬂ per month during the Interim Period to be retained
- by HMSE tﬁ defer the cost and expenses of its ragulation,
administration and operation of the MSE Cpticns Market,
pius {d) $8,300 per month during the Interim Period (to

a maximum of twelve months); provided, that the foregoing



shall pot require M3E to pay.tq CBOE any MSE Options Fees

and QOPRA revenues accruing pridr to the sffective datelof

the Relocaticn, and provided further, tﬁat the commencement
of the Combination shall not extinguish any liability of

MSE to CBOE for the paymeﬁf of such fee based on MSE COptions
Fees and OPRA revenues collected or due with respect to

the MSE Opticns Market ﬂuriﬁg the Inter;m Pericd (which
payments shall be made on the fifteenth day of the four
calendar months following the effective date of the Combination).
The amount retained per month by MSE pursuantrtn clause
(c)-above will be reduced thereafter to $16,800 if the Interim
Pericd should axtend beyond December 31, 1280; and to 516,200
if the Interim Pericd should extend beyond DeéEmber 31,

1981, MSE agfees to furnish to CBOE, on or bhefore the £if-
teenth of each month, a report showing the MSE Options Fees
and COPRA re;enues due MSE for the preceding month, the amount
collected, the amount outsﬁanding and length of time cutstand-
ing, and 2 calculation of the fee for such month due to

CBOE pursuant to this Paragraph 2.8. MSE agrees upon reguest
of CBOE to increase a particulaf MSE Options Fee in propor-
tion to any increase in a combarable fee iﬁpﬂseﬂ by CBOE.
Unless required by1the Ccmmissicn,'MSE will not hereafter
decrease any MSE Options Fee, and any decrease in any MSE

Options Fee required by the Commission will be'equitably



allocated between MSE and CBOE in accordance with the reason
stated by the Commission in its order fequiring such decrease.
MSE agrees to use its best efforts to utilize, assign its
rights to, sublease, or otherwise to relieve itself of its
obligations with respect to, the space described on Schedule 2
to this Agresment, and the amount that MSE is entitled to
retain pursuant to ¢lause {¢) of the first sentence or the
second sentence of this paragraph in respect of any month
shall be reducded by the amount by which MSE is able to utilirze
or obtain such relief for such nonth,
2.9, .0n the effEctlve date of the Relocatlan,
MSE will assign to CBOE [1n form satlsfactory to CROE),
Qll of MSE's rights in the equipment, leacses znd aqreements
listed on Schedule 3 hereof, and CBCE will pay MSE-$2§,EDU
therefor and assume MSE's obligations thereunder, CBOE will
alse purchase from ﬁSE,_at MSE's cost (not td exceed $12,000),
any remaining inventery of MSE -market-maker trading forms. -
=T 2,0, {a) MSE shall have no obligation to effect
tﬁe Relocation unless and until it has
{1} Obtained zny anthorization of its
membershi?ldeemeﬂ necessary or advisable by i;
in order for it to implqﬁent the Relccatiaﬁ pur—
suant to the terms hereof; -
{2} Obtainesd every cqnéent, aporoval

or action of the Commission and of any other gov-
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ernmental or regqlatory-bcéy which in the copinion
of its counsel is required in ﬁrder for it to
implement the Relocation pursuant. to the terms
herecf; and

{3) Received the opinion of HMessrs.
Schiff Hardin & Waite, counsel for CBOE, to the
effect that CBOE has received all authorization
of CECE's membership necessary_under the Delawaf&
General Corporation Law and under CEOE's Certif-
icate of Incorporation, Constituticn and Rules,
and every consent, approval or action of the Com-
miséicn and of any cther governmental or fegula-
tory bpdg which in the opinion of such counsel
is required, in order for CBOE to implement the
Releocation pursuant Lo the ﬁerms hereof, which
opinion shall be satisfactory in form and substance
to MSE and its counsel, Messrs, Coffield Ungaretti
Barris & Slavin,.

(b) CBOE shall have no obligation to effect |

"the Relocation unléss and until it has

{1} Obtained anf avthorization of its
membership deemed necessary or advisable by it
in order for it to implement the Relocation pur-

suant to the terms hereof:

=11~



{ﬁ] Obtained every concent, approval
or action of the Commission and of any other gov-
grnmental or reqgulatory bu&y which in the opinion
ef its counsel is reguired in ordar for it to
implement the Relocation pursuzn: to the terms
hereof; and |
{3) Received the opinion of Messrs.
Coffield Ungaretti Harris & Slavin, counsel for
MSE, to the effect that MEE has received all autho-
rization of MSE's membership necessary under the
Delaware General Corporation Law and under MSE's
Certificate of Inccfpc:ation}'Constitution and
Rules, and every consenht, approval or action of
the &ﬁmmissiun and of any other gcvernmental'nr'
regulatory bedy which in the opinion of such coun-
sel is regquired, in order for MSE to imﬁlement
the Relocation pursuant Lo the terms hereof, which
opinion shall be satisfactory in form and substance
to CBCE and its counsel), Messrs. Schiff Hardin
" & Waite.
ﬁc] Each party shall promptly notify the
other of its satisfaction of the conditions Imposed by this
paragraph, stating the date on which each such condition

was satisfied.
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ARTICLE ITI - COMBINATION

3.1. MSE and CBOE will use their best efforts
to accomplish the Combination at the earliest possible date,
subject to the provisions of this Agreement,
3.2. Upon the effective date of the Cembination
{which shall be the thirtieth daylfcllowing the satisfaction
of the conditions set forth in Paragraph 3.6, unless MSE
and CBOE agree in writing tﬁ another date), the following
shall occur: | |
(a) HSE.will ¢ease to provide a market for
trading in classes1of standardized options and
will cease to have any respﬂﬁsibilities under
the Act for sSuch a market, ’
-fh} CBOE will commence trading in MSE Dptiﬁnﬁ.
{c] WSE Options Members in good stznding
will become “Spe:iéi Memﬁe:s“ of CBOE having tﬁe
following rights and obligations, all subject
to the provisions of CBOE's Certificate of Incorpo-
ration, Constitution and Rﬁles and to applicaple
"laws and regulztions:
fl}, Special Members in good st§nding
_éhall have the right to effect on CBCE as
members of CEOE transactions in MSE Options
which continye to be open for trading on

CBOE and only in such options,



{2) Special Members in good standing
Qhall have the same eligibility as the holders
of présent CBOE memberships {"Regular Mem-
bers™) may have froﬁ time to time for elec-
tien to the Board of Directors of CBDﬁ and
for election or appcintﬁent to the stand-
ing or special committees maintained by CBOE.

(3) Special Members in good standiﬁg
shall have the right to vote or petition
on all matters upon which Regular Members
ﬁay vote or petition under applicable provi-
-sions of law or under CﬁGE‘s Certificate
of Incorporatioen, Conétitution and Rules,
as they may be amended from time to time,
except ihat, unless otherwise required. by
1aﬁ,'the vote or petition signafure of each
Spécial Member shall ‘count as one-sixth of
the vote or petition signature of a Regular
Member and that the presence of each Special
Member at any meeting shzall count as one-
sixtﬁlof the presence of a Regular Member
in determing whether a quorum exists at such
meeting; provided, however, that the rights
of Special Members set forth in subparagraphs

() (1}, (e} {2} and {c){3) hereof shall not
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be reduced ﬂitﬁout the favorable vote of
a majority of the Special Members entitled
to vote.

(4) Special Members shall have no right
to participate1in any distribution of the
assets of CBOE vursuant to dissolution, wind-
ing-up or ctherwise, 1

(5) GSpecial Members shall be subject
to all obligations of Regular Members under
the Constituticon and Rules of CBDE:

(6) Special Members éhal¥<pay dﬁes,
fees, oﬁher charge=s and a55655@ents [("Fees")
at the sam; rate as the Fees pdyvable at any
t;me and from time to time by Regular Mem-—
bers; A Speciai Membar may at an? time sur-
Tender his fpecial Membership té CEOE, pro-
vided that such Special Member has paid CBOE
all Fees then due. Upen surrendesr, such
Special Membership shall be cancelled and
the Special Hember‘§ 0bliga£ion5 with respect
to payment of Fees accruing from and after
the date of surrender shall cease, ’

(7} & Special Member may at any time
transfer all his 'right, title and interest

in his Special Membership, provided that
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the transferee meets the requirements for

membership then imposed by CBOE. An MSE

Options Member who has leased his MSE Options

Membership continuously since July 1B, 1378

o a single leésee may lease his Special

Membership, in accordance with CBOE Rules,

to that lessee and only td that lesse=.

(8} FEach Special Membership will term-—
inate ten years after the effective date

of the Combination or at such' earlier date

as such membership may be cancelled pursuant

to CBOE's rules for non-payment of Fees.

(4} CBOE will offer to hire all Order Book Offi-
cials then employed by MSE con terms no iess favorable than
those on which they are then being employed by MSE,

‘{e} "Regqular Members of CBOE shéll have the right
to trade in MSE Options on the szme terms and conditions
upon which they may trade in CBOE Options.

3.3. Prior to or concurrently with the effective
datelcf the Combination, MSE shall transfer to CBOE such
membership files and other records thé:etﬁfnre maintained
by MSE in connection with the MSE Options Market and the
MSE Cptions Members and their lessees as CBOE shall request.

3.4. Follewing the éffective date of the Combina-

tion, CBOE will pay to MSE $3lﬂ,5ﬂﬁ in three cgual annwval
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instzllments; provided, however; that the amount so pavable
shall be reduced by the sum of {a} $10,300 for each calendar
month that the effective date of the Combination occurs
after September 30, 1878, plus (b) the ameunt retained by
USE pursuant to clause [é} of the first sentence of Para-
graph 2.8 hereof, plus (c) $20,000 for each year or part

of a year that the effective date of the Combination occurs
after November 20, 1978. The first such installment.shall
be paid within 30 days after the effective date of the Com-
binaticn,-ana the second and third installments shall be
paid without interest on the first aﬁﬁ second anniversaries,
respectively, of the_effective date of the Combination.

3:5. As at the effective date of the CGmbinatiun,
CBDE‘shall assume any remaining nbligaticns of MSE with
“respect to the space described on Schedule 2 to this agree-—
ment. MSE and CBOE will cooperate and use their best ef-
forts to obtzin any consents of third parties required to
effect such assunption.

3.6. (a} MSE shail have no obligation to effect
‘the Combination unless and until it has

| (1) Obtained any authorization of its
membership deemed necegsary or advisable by it
in order for it to implement the Combination pur-

suant o the terms hereof;
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(2) Obtained every consent, approval
or action of the Commission aﬁd of any other gov-
ernmental or regulatdry hody whiich in the opinion
of its counsel is required in order for it to
implement the Combination pursuant to the terms
herecf; and

(3} $éceived the opinion of Messrs.
Schiff Hardin & Wait;, counsel ﬁor CECO=, to the
effect that CBOE has received all authorizatien
of CBOE's membership necessary under the Deiaware
General Corporation Law aﬁd under CBOE"s Certif-~
icate of Incorporation, Constitutieon amd Rules,
and every ccnsent,'apprcval nr acti0n1ﬁf the Com-
mission and of any other goéernmental @r regula-
tory bedy which in the cpinion of such counsel
is required, iﬁ crder for CBOE to implement the
Combination pursuant to the terms hereo#, which
opinion shall be satiéfactcry.in form amd substance
to M5E and its.counselr Messrs. Ceoffielid Ungarettil

-Harris & Slavin.
(b) CBOE shall have no obligation to effect
the Combination unless and until it has
| (1} obtained any authorizatiomn of its

membership deemed necessary or advisablie by it
in order for it toc implement the Cembipanion pur-

suant to the terms hereof;
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(2) Obtained every consent, approval
or action of the Commission and of any Ethar gov-
ernmental or regulatory body which in the opinion
of its counsel is regquired in order for it to
implement the Cembination pursuant to the terms
herecf;. and

{3) Received the opinion of Messrs.
Coffield Ungaretti Harris & Slavin, counsel for
MSE, to the effect that MEE has received 2ll autho-
rization of MSE's membership necessary under the
Delaware Generai Corporation Law and-under MSE's
Certificate of Incnrpn:aticn;'Ccnstituticn and
Rules, and every consent, égprdval or action of
the Commission and ©f any other governmental or
r&gulaturf body which in the opinion of such coun-
sel is required, in order for MSE to imﬁIEment
the Combination pursuant to the terms hereof,
which opinion shall be satisfactory in form and
substance to CBOE and iks counsel, Messrs, Schiff
Hardin & Waite..

ic]_Each party shall promptly notify the

other of its satisfaction of the conditions imposed by this
paragraph, stating the date on ﬂhich gach such condition

was satisfied.
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hRéICLE IV - ADDITIOHAL AGREELMENTS

4.1. MSE and CBOE agree to écopgrété and to use
their best efforts in good faith to secure the authoriza-
tions of their respective memberships and any governmental
or regulatory consents or approvals hecessary in connectien
with thiz Agreement, to satisfy the conditions and to consum-
mate the trancsactions provided for herein, and to implemént
any changes in their respectlive Certificates of Incorpora-
tion, Constitutions and Rules contemplated or required by
£his Agreement.,

4.2.0(a) CEDE agrees to indemnify and hold harm-
.1ess'HSE, its governeors, officers and employees from and
aninst any ané all direct or indire¢£ ;css, liability,
claim, action or expense (including cosis of defense and
reasonable attorneys' fees) whatsoever arising out of or
based upon (1) any claim pending or threatenéﬁ against CBOE
as at the date hereof; (2) anflact or ocmission of CBOE other-
wise than in connection with this Agreement or the transace
tioﬁs contemplated hereby; {3) any clzaim by any past, pres-
ent or futu:é_CEDE member or any persen claiming through
any CBOE memberltincluding, without limitation{ the lessees
and custcmers of CBOE members) arising out of the claimed
rights of such a person as or through a CBOE member or aris-
ing in connection with this Agreement or any of the transac-

tions contemplated hereby; {4) any failure of CBOE to per-
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form those obligations of MSE to third parties which are
assigned to and assumed by EBﬁE pursﬁant to Paragraphs 2.9
and 3.5 heéreof; {5) any failure of CBDE to supply CBCE 5er—.
vipes to HSE in breach of Paracraph 2.6 hercof: and (§6)
any violation by CBOE ofvany provisions of the Act or of
Lany rule or regulation thereunder, or any failure by CBOE
to enforce compliance by its members with its rules, in
connection with transactions in MSE Options from and after
the effective date of thz Combination.

{b)] MSE agrees to indemnify and hold harmless
CROE, its directors, officers and employees from and against
any and all direct or indirect loss, lia?ility, claim, ac-
tion or expense {inciuding costs of defense and reasonable
attcrneys‘ fees} whatscever arisging out of or baseé upon
{l];ény claim pending or threatened égainst MSE as at the
date hercof; {(2) any act or omission of ESE otherwise than
iﬁ conﬁacticn with this Agreemenkt or the transactions con-
‘templateﬂ hereby: {3} any claim by any past, present or
Euture MSE memb;r {whether or not an MSE Options Hember}
‘or any person claiming through any such M3E member (includ-
ing, without limitation, the lessees and eustomers of MSE
ﬁampers} arising out of any claimed right of any such persoﬁ
as or through an MSE member or arising in connection with
this Agreement or any of the trﬁnsactinns contﬂmpiatﬂd here-

by: (4) any violation by MSE of any provisions of the Act
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or of any rule or regulation thereunder, or any failure

by MSE to enforce compliance by its members Qith its rules,
in connection with transactions in MSE Dpticﬁs'prinr to

the effective date of the Combination; and (5) any acts,
errors or omissions of MSE COrier Book Officials during any
period they are MSE employees.

{c) Promptly after receipt by an indemnified
party under this Paragraph 4.2 of notice of the coamencement
of any actien or the assertion of any claim, such indemn-
ified party will, if a claim in respect threof is to be
" made against the indemnifving party under this Paragraph,
nétify the indemnifving party in ﬁriting of the commencement
thereof. 1In case any such action is brought or claim as-
serted ageinst any indemnified p;rty, and it Pramptly‘noti—
fies the indemnifying party of the commencement thereof,
the indemnifying party will be entitled to pérticipate in,
and,; to the extent that it may wish, to assume anﬁ control
the defense thereef, with coun;él chosen by it, and after
nﬁtice from theuindemnifying party to the indemnified party
. of its election so to assume the SefénSE-thereoE, the indem-
nifying party will not be liable to such indemnified party
hereunder for any legal or other expenses subsequently in-
cur£ed by the indemnified party ir connection with the de-
fense thereof other than reascnable costs of investigation,

but the indemnified party may, at its own expense, partici-
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pate in such defénse by‘counsel chosen by It, withnut, how-
ever, impairing‘the indemnifying pafty;s control of the
gefense. '‘The indempifying party may negotiate a cnmpromiée
or settlement of any such actien provided that such compro-
mise or settlement does not reguire a cantributfan by the
indemnified party.

4.3 MNo assets of MSE shall be s0ld, transfeorred
or assigned to CBOE, nor shall any liabilities be assumed
by CBOE, except as herein othervise expressly provided.

4.4. Nothing herein shall constitute a limitation
on CBOE's right'to maké future determinations with respect
£o which classes of options contracts will be approved for
ﬁrading on CBOE, or with respe¢£ttn‘the manner or location
on CBOE's floor of such trading; proviﬂedf hawever; tﬁat
Iig making any such ﬁetermination,-CBbE will iﬁ good faith
consider the overall interests of its memberé {including
tﬁe interests of Special Members) and will devote to the
trading of those MSE ﬁptions which-;nntinue to be open for
tkading faciliﬁles as adequate as those devoted to the same
nunber of classes of CEQE Dptiong having-cqmparable trading
voluma.

4.5, MSE agrees that it shall not, from and after
- the date of this Agreement, increzse the number of existing
Midwest Stock Exchange Memberships With Options Privileges

and Midvest Options Memberships, provided that the fbregcing



shall not affect the cefiversion rights set forth in Article
II, Section 1 of the MSE Constitutien.

4.6. The Board of Governors of MSE may walve
in whole or in pﬁrt the performance by CBOE of any obliga-
fion imposed by this hgr;emen: or the fulfililment by CEOE
‘of any condition precedent to any of the obligations of
MSE: and the Board of Directors of CBOE may waive In whole
or in part the performénce by MSE of any obligaktion imposed
by this Agreement or the fulfillment by MSE of any condition’
precedent to any of the obligations of CBOE.

4.7. This Agreement shall be binding upon and
shall ipure to the benefit of thé réﬁpecﬁive EUCCeSE50rS
and assigns of MSE and CBOE, but ne assignment by either
party of its rights or obligations under this Agreement
shall be effective without the prior written consent of
the other party. -

4.8, This hgreemen;_shall be deemed to be made
and entered into pursuant to the lzwe of the State of I1li-
nois, In the évent of any dispute hercunder, this Agreement
"shall be governed by and shall be construed in accordance
with the laws of the State of Illinois.

4.9, This instrument contains the entire agree-
ment between the parties in respect of-the subject matter
hereof and supersedes all previous agreements, negotiations,

commitments and writings in respect of such -subject matter,
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4.10. “All communications, nctices and exchanges

of information contemplated herein or required or ﬁermittcd

to be‘given hereunder, shall be in writing and shall be

deemed to be given when deposited in the United States mail,

certified, postage prepaid, and addresszed as follows:

Iﬁ to CBOE:

With a

copy to:

if to MSE:

With a

4.11.
of counterparts,

original for all-

copy to:

Presidént

Chicago Board COpticns Exchange,
Iincorporated

141 Westk Jackson Boulevard

Chicago, XIllinois 60604

Schiff Hardin & Waite
1200 Sears Tower

233 South Yacker Drive
Chicago, Illincis 60606

President

Midwest.Stock Exchange, Incorpo-
rated

120 South LaSalle S5freet
Chicagoe, Illineis 60602

Coffield Ungaretti Harris & Slavin
30 North LaSalle Street
Chicago, Illinoils- 60602

This Agreement may be executed in any number

and each counterpart shall be deemed an

PUrpOses,
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IN WITHLESS ﬁHEREOF, MSE and CBOE have caused this

instrument to be executed by their respective duly autho-

rized officers, as of the day and year first above written,

@;A &, @ﬂ//

Dennis A, Bell
Seeretary

. iy
Hcott L. Lagdy
. Secretary

7
TOCK EXCHANGE, I CORPORATED

By ’J/// ,;:9 {_g-—_,/ -

Robert L. Raclin
Chairman of the Board:

s Moty Bl)atlt

Richard B, Walbert
President

MIDWEST

COXCAGO BOARD QPTIONS LXCHANGE,
INCORPORNTED
5y _éé;%ﬂ)? T
Edward F, HNeild, IFI
Chairman of the Board
An AZijf‘ {) !igz}lzﬁixhzau
grieph ﬁ Sullivan
sident
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Schedule 1 - Securities Underlying WUSE Options

Bristol-Meyers Company
Carrier Corporation

Champion International Corporation
Coastal States Gas Corporation
Evans Products Co.

Freeport linerals Company
Corning Glass Works

Hughes Teool Co.

Litton Industries, Inc.

Middle South Utilities, Inec.
Northwest Inductries, Inc.
Owens-Illinois, Inc.

Ralston Purina Co.

Revion, 'Inc. -
Rockwell Internaticnal Corp,
Safewvay Stores, Incorporated



Schedule 2 - Space at 120 South La Salle Strect Relating To
MEE Options Harket

1. One-half the space {not to exceed 419 sguare Lfeet)
known a5 Room 1243, 120 Scuth LaSalle Street, Chicago,
Illinois leased by HSE under a sublease dated November
l, 1976, between Pershind & Co., Inc. and MSE.

.2, The space now utilized for the MSE options trading
fleor {not toc exceed 3,880 square feet) on the third
floor at 120 South LaSalle Street, Chicago, Illinois
and leased by MSE under a lease agreement dated June
26, 1857, as amended by agreement dated January 21,
1966, between The Lurie Company and HSE.



Schedule 3 - MSE Equipment, Leases and Agreements

LI

2.

One CCI Terminal, Serial ¥o. 36766

The lease of one Trans-Lux Ten Fodt Jet now located

onn the HSE Opltions Floor ~nd subject to a lease agree-—
ment between Trans-Lux Corporation and MSE dated Qcto-
ber 4, 1973, as amended November 26, 1976,

MWA Option Monitor Services-Subscriber Agreement bee
tween Monchik<Weher Associates, Inc., and MSE dated
August 1, 1977. .

Equipment Lease Agrecment between Computer Communica-
tiens, Inc., and M52 dated Sepiember 20, 18%7.

Equipment Installation and HMaintenance Agreement be-
tween Computer Communications, Inc., and MSE dated
September 20, 1977.

Letter Agreement among Egquivest, inc., Computer Commu-
nications, Inc,, and MSE dated Septembesr 20, 1977.



