ommoditie

MAGAZINE OF

No sooner had the CBOE 100 index
oplions rarke: opened o the Chicspo
Baard Opiions Exchange (CBOE)
March )1 than Leo Melamed know that
options on the Standad and Pours
(S&P) S00 index furares contract at kis
enchange were in doep rouble

But the guiding ligh? of the Chicago
Mercantile Exchange (ICME) wacied
o tirme wringing his hands over the
tate of S&P 500 hutures options. In-
steod, Mclamed and bis associates be-
gan preparing what they would say
when the CBOE called.

And within a few weeks, the CBOE
did phone with 1 proposition that the
two excharges grant their members
access 1o ench others markets in in.
dex options and futores. Melamed
didn't have 10 be asked twice,

*I was ecstatic when they called,”
b says with some undarstatemen:.,

Benefits of sharing

Why weuld the CDOE want 1o
share its ex:raardinarily succvsstul
new marke1 ? For one. the CBOE knew
that the CME and ather index mar
kets would soon open similar con.
tracts senaller than the original index
lutures and options offerings. CDOL
officials also hoew the success of thelr
new Oplions required the ability 1o
spread it with like initrements.

Bath enchanges also realized May |
was fast approaching and with it the
departure from the Commaodity Fu-
tures Trading Commission {CFTT) of
Chairman Philip McBride Johnson
who cast a quick and spproving eve
on new markels during his tenure.

As for the Securitics and Exchange
Commission [SEC), th: rrm
agency presenled less of a
Its chairman, John S, R. Shad. has
lang been an advecate of (ree markets
and. many observers noted, only ea-
per 1o spicad his ager<y's wings over
the commodity industry

In any case, the CME and CBOE,

with the blessing of Standard &
Poors ollicials, quickly came to an
agreement, despite the compleaity of
their plan. Within & week, they
sgreed the CBOE 100 would be re-
named the S&P 100 and that both
S&F 100 and S&P 500 contracts
wonld be traded on both exchanges
(see box on page 95} Equally impes
tant, equal accesa provisions would
mnke it more economilcal for mem-
bers of both enchanges to use each
other’s markets,

As Melamed noses, *The agreement
also benehits brokers and 1raders be-
cause it allows order Dow 1o a central
msarket and thus eliminates duplica-
tive and costly executions.”

For CBOE Chairman Walter Auch,
the pact meant “the abilily 1o expand
cur peoduct Bine quickly without kav.
ing 10 set up duplicative markets.”
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Whirlwind CBOE-CME romance
puts new slant on options race

By HJ. Maidenberg, contributing edizor

Lelt unsaid was the fact that ex-
changes that copyeat a produst rurelv
suceeed in taking the lead sway from
he initial marker. The agreement
also lessened ralic about the CME o5
tablishing a securities exchange.
which would mean SEC regulation,
and lor the CBOE to get into the Fu.
tures bosiness, which would require
CFTC regulation,

CBOE boost

The CHOE-CME paci also bad
other benefits for the CBOE. It stock
uptiuns market was not expanding as
fast 5% it liked; volume was levellng
oll. One reason was that postlolio
hedgers wece increasingly uiing the
Index futures and options markets.
Ancther wad the fact that the stock
market has becn a one-way aflair
since last August.

Moreover, CBOE's feud with s
creator, the Chicago Board of Trade
(CBT), showed no signs of ending.
With the CBOE moving into its own
expensive bullding, its members had
10 have lucrative new (ncome-produc-

ing products. And an arrangement
with the CBT didn't appear to be very
promising in the near haure,

The impact of the CBOE-CME
agreement govs bevond that city. For
example, the Kansas City Board of
Trade (KCHT), which pionerred index
hutures in February 1982, snnmunced
plans for “job-lot™ versions of it Val-
wer Line index futures contrace,

Once common in the grain luiures
market, job lots are, in effect, & form
of mini-contract. In KCBTS case, &
Job-lot would be a fifth the size of its
index furures contract.

“Cnar minimum (i tial cash margin
for sn index futures is $6, 300, which
was based on 10 of the cuntracr
value when it began trading,” en-
plains Michael Sweet, KCBTS vice
president of marketing. “Since then,
the value of a contract has soared to
roughly §50,000 from $60,000. Even
Al $6.500, it is oo expensive for many
small traders”

A job-lot futures would require
oaly $1.300 of initial margin. That
raises = question: Was the CBOE 100 a
quick success because |t tracked the
underlying stock markat 50 well? Or
was it sucocsaful because i1 was a fifth
the size of e S&P and New York
Siock Exchange (NYSE) index con
tracis? Even those who [avor the
tracking explanativn concede that
Uie Jow cost of the CBOE 100 guaran-
tend ity immediate success among
inall tradzry,

Lewis Hurowitz, president and
chiof executive officer of the New York
Futures Exchange (NYFE) end a top
speciulist at its parent, the NYSE_ bas
lwo views on the matter,

“First off, NYFE will have a 100-
share (udex {utures contract teading
somelime this summer” Horowitz
says. “Secondly, we think the CBOE.
CME deal will bensfit everyone in the
industry becouse it will broaden and
deepen the market’s liquidity®

Indeed, it already has. Since the
CBOE 100 option came out, volume
and open interest an all theee index
futures markets bas grown. Some
market specialists, however, claim
that il CBOE or S&P 100 cption vol-
ume and open interest were ad justed
for its small size, its activity would be
e greater than its rivals,

One such specialist is Louis Mas-
golis, head of the equity huwres and
options department at Salomon
Brotkers, the giant Wall Street in-
vestment banking house.

“Contract sice ubviously is impor-
tant. It facilitates spreading as well as
tracking of futures and options with
the actual stock marker and specific
shares,” Margolis says. “But for pro
fessional portfolio managers and
hedgers, compaositicn of the ndex fu.
Wre e option is more importan.”

Why? The fact is that the S&P 300
indexs performance is the onc that
most parifolio manapers are Judged
by, Margolis points out. It contains
the kind of issues found in big instite-
tional equity portfolios. The SdP S00
is basically an abstract of the NYSES
composite index of roughly 1 500
stocks, but it containg nor anly the
Big Boards bluest chips but also the

Mot active s,

Like other index marker special.
ists, Margolis holds that the growth
potential for these markets hasn't
even been scratehed,

“Of the top 100 pension funds that
have $595 billicn af the 1otal of $755
billion of such tax-exempt funds un-
der their management, valy 5% 1o
HE use these markets,” he odsorves.
“We also estimate that $200 il lion of
the stocks in their portfolios are the
RATC a8 those o the S&P SO0 index ”

Institutions slow

Even those institutions maise little
us¢ of the index markets, he con-
tinues. One reason is that the big pen-
sion funds, bank trust managers,
mutual funds and sther insttutions
trade lnrge amounts of stock and need
highly liquid markets 1o hedge. An-
other is that many Institutions lack
hedging strategy sveiems.

"A surprising number alse lack the
computers and viher toals 10 set up
and uperate hedging systems.* Mar-
golis adds
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Bl he predicts that, as the new i
dex futures and options markets
grow, the concomillant rise in liquidi-
iy will attract grester volumes of
hedging fram huge portiolios

Another top investmem barking
house exscutive who is also seeking
mare of this institutional hedging
bustiness zays this won's happen L a
long. long time. His reasons “Human
nature and tradition ”

Many instituticnal portfolio man.
agers are loath 10 concede thas there
is a better way to manage theic cli
ent’s bunds than that which thev have
been dolng for years, he suys. For ex.
ample, it 100k many years before
these pertfolio managers even
glanced at the stock oplioes market,

The typlcal Institution also does
not relish the idea of havirg outsiders

privy 1o its operations.

Az for the lack of compuierny and
tracding svetem soltware, il is often
deliborate. There is gruwing fear
arrong all investmen! managers von-
ceming wecunty Net wing computer
oxperis themselves, many of 1hese
menageis and even acvieors fear
their strategies and other trade se-
crets could ensily be revealed Lo thuse
who do know the wisvs of compaters

Bul, these lactors nvide, all spree
the index markets will grow as loag
a8 there is uncertaimity in the acual
equities markets. Rven those who
think the domestic institutions will
be slow movers into the market ane
coumting on lorelpn bisinsss 1o ex-
pand volume and open mierest

I'he British govcrnment halds that
cash settlernent o index oprions is a
form of gambling. Therefore, such
contracts are not jikely in London un-
less gaming laws are changed (s:.

Wihether the index business comes
from domestic or foreign. hedpers and
traders, it is welcomed by brokers
and exchanges as insurance against
cyclical downtoras in other futures
and options markets. The stowdown
in tradiog in fnancial (utures the last
12 mawniths is a case in poini.

Foctunately for many private trad-
ers, the long advance in the atock
market was o product of the slide in
Interest rates, thus providing them
with oppostunities 1n index marksts
alter interest rates Joveled ol

Similarly, the stock markei ad.
vance will eventually come 1o an end,
and many traders may go back w fi-
nancial [utunes as inflation and inter-
el rates rige again. But shere will be
one major difference when the meat
bout of inflaticn strikes,

Equities market pacticipants will
have a broader array of insurance pol-
icies to cheose from. ranging lrum the
20-share Major Market Index oprions
on the American Stock Exchange to
longe index futares and optioes. 1)




