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      Information Circular IC03-09 
       January 23, 2003 
 
Dear CBOE Member:   
 
With this letter we close the door on a difficult year, but one in which we made a number of 
important investments in our future.   Our membership committees and staff have never worked 
harder.  We implemented a significant reduction in overhead, including a 16% percent reduction 
in workforce, and everyone was asked to do more with less.  These efforts are paying off, with 
many key projects nearing completion.  
 
The progress made was not easy, nor was it without controversy - but it was essential to the 
Exchange’s future.  Following suit from the past couple of years, I would like to take this 
opportunity to give you a status report on some of these efforts, including the Hybrid, other 
systems enhancements, market linkage, payment for order flow and some product issues. 
 
Hybrid Update 
The Hybrid represents more than just a new system.  It represents a new trading platform 
designed to incorporate the speed and efficiencies of a screen-based trading system with the 
liquidity and price discovery of a floor-based, open outcry marketplace.  The Hybrid has been 
designed by members to provide both customers and members the best of both worlds and 
includes the following features: 
 

• The ability of market makers to electronically stream their individual autoquotes with 
size while they are physically present in the crowd; 

• A CBOE Universal Access Work Station for order-entry from trading desks; 
• Point and click executions for customer, firm and broker dealer orders; 
• Opening the book to broker-dealer and firm orders; and  
• Opportunity for price improvement via open outcry. 

 
Schedule.  The Hybrid Implementation Task Force (Terry Boyle, Tony Carone, Mark Esposito, 
Dan Koutris, John Smollen, John Streibich, Ed Tilly, as well as Ed Joyce and Phil Slocum) is 
developing the details of the implementation plan.  They have concluded that the conversion to 
Hybrid will begin with the most active equity option classes.  The top six classes will convert to 
Hybrid during May 2003.  The remaining top 15 will rollout in June.  During July and August, 
we plan to rollout the next 30 classes.  In September and October we will add the next most 
active 60 classes.  Finally, during November and December we will expand Hybrid to the next 
120 most active equity option classes.  The objective is to have the top 225 classes on the Hybrid 
by the end of 2003.  These classes represent 80% of national volume in equity options.  Start 
dates for specific classes will be published well in advance of their conversion to Hybrid trading.   
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Education.  The Equity Floor Procedure Committee and staff are continuing with Hybrid forums 
with trading crowds, DPMs, clearing firms and trading companies.  Four hundred members 
attended the first round of presentations this past fall.  The second round of meetings is 
underway.   
 
Connectivity.  Most market-maker clearing firms and most large trading firms have committed to 
develop Hybrid interfaces.  Market Makers should contact their clearing firm to discuss 
connectivity.   
 
Autoquote.  Only in-crowd market makers will be allowed to stream quotes into CBOEdirect. 
Several autoquote vendors, including MicroHedge, Actant, RTS, ECI and Risc, have requested 
certification from CBOE to provide third party autoquote systems to members that choose to 
lease a system rather than develop their own.  Mock trading simulations with these vendors have 
been scheduled for this month in CBOE’s test lab.   
 
Questions.  Questions regarding the Hybrid can be directed to any member of the Equity Floor 
Procedure Committee, Phil Slocum (ext. 5600) or Anthony Montesano (ext. 7365).   
 
Systems Enhancements 
E-Book Enhancement. A new E-Book front-end system will be rolled out beginning late January.  
The new system will provide dynamic screen updates and allow DPM and OBO clerks to trade 
and endorse book orders much faster.   For additional information call Anthony Montesano (ext. 
7365).   
 
Limit Order Display Rule.  Currently, the SEC limit order display rule requires that 95 percent of 
orders routed to a DPM’s PAR and not immediately traded must be booked within 60 seconds.  
Trading floor systems are in the process of being enhanced to automatically book orders that are 
not traded or booked within 30 seconds.  Please refer to Regulatory Circulars 02-03 and 03-03; 
questions regarding the limit order display rule can be directed to Karen Charleston (ext. 7724). 
 
Complex Order Processing.  Both PAR and BART terminals have been enhanced to process 
complex orders, i.e. spreads, buy/writes, butterflies, etc. which represent over 20% of CBOE’s 
contract volume.  This will make CBOE the only floor-based exchange able to accept and 
execute spreads and other complex orders in a fully electronic manner.  For more information 
contact Anthony Montesano (ext. 7365). 
 
Products  
Product innovation will play an even more important role in fueling the future growth of CBOE.  
New products can generate profit opportunities for members and revenue for the Exchange. We 
are determined to do everything we can to protect existing products and develop new ones.  
Following is a brief summary of product developments. 
 
Index options.  We are determined to maintain CBOE’s strong position in index option trading 
by pursuing licensing opportunities for options on brand-name indices. CBOE will continue to 
pursue proprietary index products through licensing and through internal product development.   
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Exchange-Traded Funds.  CBOE continued its aggressive pursuit of options on ETFs: in 2002, 
we launched DIAMONDS, Russell, Holders and EAFE.  New products in the pipeline include 
options on fixed income ETFs and the Euro STOXX 50 ETF. 
 
Equity options.  CBOE aggressively listed new equity options in 2002 adding 120 new equity 
classes and multiply listing 204 active classes that traded elsewhere but not at CBOE.  We also 
filed rules with the SEC that would greatly simplify options listing criteria. 
 
Sector Index Options.  CBOE is revamping its sector index complex in an effort to expand both 
the business and CBOE’s market share.  At the recommendation of the New Product 
Development Committee, CBOE will introduce new options on narrow-based indexes and mount 
a marketing effort to increase investor awareness of these products.  
 
Futures.  CBOE has filed to become a futures exchange.  The New Product Development 
Committee has recommended several products for the CBOE Futures Exchange, which will 
expand CBOE’s traditional product line.  We expect approval for the new subsidiary in 2003. 
 
Stock Trading Capability.  CBOEdirect is being modified for the electronic trading of equities, 
specifically exchange-traded funds.  Using CBOEdirect for the new futures exchange and equity 
products will build volume and expand CBOE’s investor base through products outside of 
CBOE’s core business.   
 
Market Linkage 
Schedule.  The initial rollout of intermarket linkage begins on January 31, 2003.  In phase one, 
CBOE members will be able to send and receive linkage orders, including “principal-acting-as-
agent” and “principal” orders that are eligible for automatic execution.  Phase two technology, 
which will fully incorporate “trade-through protections,” will be rolled out beginning April 25, 
2003, and will enable members to send and receive larger linkage orders that may not be eligible 
for automatic execution. 
 
Education.  The Options Institute has developed a program designed to help members understand 
the new linkage rules and the technology associated with intermarket linkage.  Education 
sessions began in mid-January and will continue through the first quarter of 2003.  Members will 
be advised of the specific dates, times and location of the sessions. For more information refer to 
Regulatory Circular RG 02-119 or call Debra Peters (ext. 7395). 
 
Payment for Order Flow 
CBOE opposes payment for order flow and we continue to actively press our case in 
Washington.  In the meantime, we are developing contingency plans in the event that the SEC 
does not ban the practice.     
 
The payment issue is especially difficult at CBOE, where our large market maker community 
participates in a substantial portion of the total contracts traded.  As a result, DPMs have the 
lowest participation levels in the industry compared to their counterparts at competing 
exchanges.  At the same time, without contributions from market makers toward the cost of 
payment, the per-contract cost is significantly higher for the DPM than it is for competing 
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specialists at other exchanges.   This imbalance adversely impacts our entire trading community: 
more than 40% of all customer order flow is directed based upon factors that include payment.  
When the DPM is unable or unwilling to pay the higher rate, order flow that represents trading 
opportunities for all CBOE floor traders is lost to the competition.  
 
Several of our competitors have programs that call for a proportionate financial contribution by 
market makers to help fund the cost of payment.  If the SEC does not ban payment for order 
flow, then we may have to modify how we deal with the practice in order to preserve CBOE’s 
business.  The Market Development and Market Performance Committee has evaluated a 
number of ideas for dealing with payment; membership meetings to discuss these ideas will be 
scheduled in the near future.   
 
The Year Ahead 
This year, 2003, will mark the 30th anniversary of the Exchange.   During this landmark year we 
will be faced with several major challenges and initiatives:  

• Addressing competitive issues raised by the entry of additional screen-based, options 
exchanges; 

• Updating of CBOE’s disaster plans, including creating an infrastructure that would allow 
continued operation with our building incapacitated; 

• Expanding and exploiting proprietary index products;  
• Evaluating the pros and cons of converting CBOE into a for-profit stockholder 

corporation; and 
• Addressing the number of CBOT exercise rights. 

 
The launch of the Hybrid is a fitting way to commemorate this landmark year.  The Hybrid 
trading system will provide market makers new tools with which to make markets. Ultimately, it 
will represent your markets.  The quality of those markets, combined with point and click access, 
low cost execution and opportunities for price improvement, has the potential to offer the 
industry a trading experience it has never seen.  Working together we can redefine the options 
industry that CBOE began some thirty years ago. 
 
I welcome your input on these important Exchange matters.  Please feel free to call or email me 
with your comments and questions.  
 
      Sincerely, 
 
      Bill Brodsky 
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