
Date: March 24, 2003 
 
To: CBOE Members 
 
Re: CBOE Affiliation with the Cincinnati Stock Exchange (CSE) 
 
 
CBOE’s Acquisition of an Interest in CSE 
 
In 1984, the CBOE was the only options market that was not also a registered stock exchange.  At 
that time, both the NASDAQ and the NYSE were seeking approval to trade stock option products.  
The CBOE Board was concerned that “side-by-side” trading of stocks and options posed a 
competitive threat to the CBOE.  To counter this perceived threat, the CBOE entered into an 
arrangement with Instinet, an electronic communication network for trading stocks, to put 
terminals on the CBOE trading floor in order to give CBOE market makers greater access to stock 
trading.  As part of this arrangement, CBOE also received rights to acquire an equity interest in 
Instinet Corporation.  In 1986, Reuters Corporation, which already had a substantial investment in 
Instinet, initiated a takeover of the company and purchased the outstanding shares of Instinet, 
including CBOE’s rights.  Instinet terminals remained on the CBOE floor, but it became 
increasingly clear that the availability of these terminals did not meet all of CBOE’s needs with 
respect to obtaining a broad stock trading capability.  
 
At about the same time, representatives of the Cincinnati Stock Exchange (CSE) approached 
CBOE with a proposal that the CBOE acquire an interest in the CSE and take over the operation 
of the CSE’s computer systems.  At that time, the CSE was a struggling exchange with few 
member firms, trading volume of less than 1 million shares per day and unreliable trading 
technology.  On the other hand, the CBOE viewed the CSE as a registered national securities 
exchange with substantial “franchise value” and a possible means of providing a stock trading 
capability on the CBOE floor sooner than CBOE could build that capability.  In November 1986, 
the CBOE entered into an Agreement of Affiliation with the CSE, which provides for the 
following: 
 

1. CBOE acquired 162 (68%) of the 239 outstanding “Certificates of Proprietary 
Membership” from the CSE.   

 
2. All CBOE members became eligible to become members of the CSE without having to 

purchase a Certificate of Proprietary Membership. 
 
3. The Certificates acquired by CBOE are non-voting.  However, CBOE members who 

exercise their right to be CSE members without a Certificate have voting rights. 
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4. The CSE Board of Trustees was restructured, with CBOE having six representatives on the 

13-person CSE Board.  These six Board slots are specifically allocated to the CBOE 
Chairman, the CBOE President, and four other CBOE trustees appointed by the CBOE 
Board of Directors.   

 
5. CBOE was required to support the growth and development of the CSE. 

 
All of CSE’s operations and personnel are now based in Chicago and the trading system is 
maintained and operated by CBOE Systems Division.  CBOE charges the CSE for providing the 
system support services and also charges the CSE for various other non-systems services that it 
provides. 
 
CBOE’s strategic reliance on the CSE was reduced when CBOE acquired “stock exchange” status 
in 1990.  At that time, the SEC approved CBOE’s own stock trading rules and CBOE became a 
participant in the Intermarket Trading System (ITS) and the Consolidated Tape Association 
(CTA).  CBOE’s initial stock-type products were “structured products”, including index warrants 
and equity-linked notes.  These products were initially traded on CBOE using a modified version 
of the CSE trading system, which CBOE licensed from the CSE.  This trading system proved 
inadequate for CBOE’s floor-based trading environment and in 1999, CBOE licensed another 
stock trading system from an outside vendor.  With its own stock trading rules and systems, the 
CSE became strategically unnecessary in terms of providing a stock-trading alternative. 
 
The Current Situation 
 
CSE provides an electronic screen-based exchange and trades approximately 4,300 NYSE, Nasdaq 
and AMEX listed stocks and ETFs.  It has established itself as an exchange with extremely low 
overhead and provides generous fee rebates to its member firms.  In late 2001, CSE entered into 
an arrangement with the Island ECN to print Island’s Nasdaq transactions on the CSE.  As a result, 
CSE is currently trading an average of 250-300 million shares (500,000 transactions) per day. 
 
Over the years CBOE has received a number of inquiries regarding a potential sale of its interest 
in CSE.  Approximately one year ago, CBOE retained the investment-banking firm of Dresdner 
Kleinwort Wasserstein to evaluate the potential for such a transaction.  Although no formal bids 
for the CSE have been received, a number of parties have expressed an interest in acquiring 
CBOE’s equity stake.  No decision has been made to sell our interest in the CSE and the 
evaluation of such a transaction is ongoing.   
 
Reasons the CBOE determined to consider a sale of its interest in the CSE:  
 

1. Lack of Strategic Need - As discussed above, the CSE does not provide significant 
strategic value to CBOE.  After CBOE acquired its interest in the CSE and determined that 
CSE’s market model was not compatible with CBOE’s, CBOE developed an independent 
ability to trade non-option products.  CBOE’s current stock trading system is being 
upgraded and will be migrated to the CBOEdirect platform.   
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2. Lack of Income Potential - Although the “book value” of our CSE certificates has 

increased dramatically over the years, CBOE does not generate income from its 
“investment” in the CSE.  In fact, the CSE is an Ohio “non-profit” corporation and cannot 
pay dividends or make distributions to its shareholders.  The last sale of a CSE Certificates 
took place on December 18, 2002 at $13,000.  The current market is $4,000 bid - $15,000 
offer. 

 
3. CBOE Need for Working Capital - A sale of CBOE’s interest would convert a balance 

sheet “investment in affiliate” asset that no longer has strategic value to a “cash” asset, 
thereby improving CBOE’s working capital and enhancing its ability to invest in its core 
options business. 

 
4. Lack of Control - Despite its significant ownership interest in the CSE, CBOE does not 

“control” CSE.  CSE Certificates owned by CBOE are non-voting and the CBOE seats on 
the Board of Trustees constitute less than a majority. 

 
5. Current Outside Interest in Acquiring the CSE - The current interest in acquiring the CSE 

is, in part, a result of the current structure of the U.S. securities markets, including the 
SEC’s current acceptance of “preferencing” (a form of internalization).  The potential 
exists for regulatory changes in market structure with the possibility that preferencing-type 
internalization will be prohibited.  As such, CSE’s current business niche and future 
interest in using or acquiring the CSE cannot be assured. 

 
 
 
 
 


