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Date:  December 2, 2003 
 
To:  CBOE Membership 
 
From:  The Board of Directors 
 
Re:  CBOE Enhancements and the Enclosed Ballot 
 
 
In June 2003 the Exchange began implementation of our Hybrid Trading System.  As you 
know, this system gives both DPMs and Market Makers the ability to stream their quotes 
with size into the CBOE’s marketplace.  The CBOE disseminated market reflects the 
composite price and size of these individual quotes.  The results have been dramatic.  This 
rollout has increased the size of CBOE’s disseminated market and significantly increased the 
percent of time that CBOE is on the NBBO.  With the Hybrid Trading System now launched, 
CBOE is prepared to embark on a new path to ensuring our future competitiveness. 
 
The Board has continuously been involved in discussions regarding the changes affecting the 
options industry.  The objective of these discussions was to find methods to combine 
advanced technology with the broadest possible base of liquidity providers to create the 
marketplace of choice for options users.  Our conclusion is that the Exchange should pursue a 
four-part strategy, with respect to technology and market development, that will maximize 
the alternatives available to CBOE Members for trading equity options.  The proposed plan is 
composed of four principal initiatives: 
 

1. The creation of competing, remote, electronic, CBOE specialists (“e-DPMs”), 
who will stream quotes into the Exchange, to enhance the liquidity base provided 
by Designated Primary Market Makers (DPMs) and to help make CBOE’s market 
more attractive in the competition for order flow.  

 
2. The creation of competing, remote, electronic, CBOE Market Makers (“RMMs”), 

who will stream quotes into the Exchange to enhance the liquidity base provided 
by in-crowd market makers.  As part of this initiative, in-crowd market makers 
(“MMs”) who stream quotes will be able to execute up to 20% of their contract 
volume from off the floor.  

 
3. The development of an automated facilitation process to streamline CBOE’s 

procedures that allow order flow providers to participate electronically in the 
orders they bring to CBOE. 

 
4. A revised CBOE transaction fee schedule, which will include the new categories 

of members and which will permit CBOE to be competitive with other markets in 
attracting additional order flow and liquidity to our Exchange. 
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These initiatives, as more fully described in the attached document, are multifaceted.  The 
Board and management have worked hard to balance the interests of the various participants 
in our marketplace -- and we will continue to do so.  
 
Subject to your endorsement of this overall strategy, and subject to the approval of necessary 
rule changes by the SEC, it is our intent to initiate this strategy as soon as possible in the first 
quarter of 2004.   
 
As you know, four membership meetings have been held regarding these initiatives and an 
additional meeting has been scheduled for Monday, December 8, 2003 to give you the 
opportunity to ask any further questions you may have regarding our proposal.  The meeting 
will be at 3:30 p.m. in the Members Lounge.  The call in number is 888-545-0687; the 
passcode is MEMBERSHIP. 
 
We are as anxious as you are to continue improving the CBOE.  A Membership vote has been 
scheduled for December 18, 2003.  WE NEED YOUR ENDORSEMENT OF THESE 
INITIATIVES.  Please return your ballot marked FOR the proposal as soon as possible. 
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CHICAGO BOARD OPTIONS EXCHANGE 
ENHANCED MARKET MODEL  

 
 

OVERVIEW 
 
CBOE’s plan for an enhanced market model for equity options seeks to combine advanced 
technology with the broadest possible base of liquidity providers to create the marketplace of 
choice for options users.  This plan is composed of four principal initiatives: 
 

1. The creation of competing, remote, electronic, CBOE specialists (“e-DPMs”) who 
will stream quotes into the Exchange to enhance the liquidity base provided by 
Designated Primary Market Makers (DPMs) and to help make CBOE’s market more 
attractive in the competition for order flow.  
 

2. The creation of competing, remote, electronic, CBOE Market Makers (“RMMs”), 
who will stream quotes into the Exchange to enhance the liquidity base provided by 
in-crowd Market Makers.  Also, in-crowd market makers (“MMs”) who stream 
quotes will be able to execute up to 20% of their contract volume from off the floor.  
 

3. The development of an automated facilitation process to streamline CBOE’s 
procedures that allow order flow providers to participate electronically in the orders 
they bring to CBOE. 
 

4. A revised CBOE transaction fee schedule, which will include the new categories of 
members and which will permit CBOE to be competitive with other markets in 
attracting additional order flow and liquidity to our Exchange.  

 
These initiatives are described more fully below.  
 
 

COMPETING e-DPMS 
 
CBOE will appoint a limited number of e-DPMs who will operate as competing specialists in the 
electronic portion of Hybrid trading.  Approximately three e-DPMs will be appointed.  e-DPMs 
will be allowed to stream quotes into options classes without having a trader physically present 
in the trading crowd.  e-DPMs will be required to continuously stream quotes in a broad number 
of option classes.  They will have special eligibility requirements and will have to meet market 
performance standards.  In exchange for these obligations, e-DPMs will share in the DPM 
participation right.   
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Seat Requirements 
 
e-DPMs must own or lease CBOE or CBOT (exercised) memberships as follows.  Each 
membership that an e-DPM owns will entitle the e-DPM to stream quotes into 30 classes.  Each 
membership that an e-DPM leases will entitle the e-DPM to stream quotes into 20 classes.  For 
example, an e-DPM quoting 420 classes needs to own 14 seats, lease 21 seats, or use some 
combination of owned and leased seats sufficient to make the e-DPM eligible to quote 420 
classes.  At the end of three years, every e-DPM must own seats to satisfy this requirement and 
thereafter the e-DPM may no longer use leased seats for the purpose of meeting this requirement.   
 
Memberships used to fulfill the above requirement will not require separate nominees, but each 
such seat must be used solely for e-DPM activities.  If an e-DPM chooses to have a Market 
Maker trade for its account, as a nominee, or is otherwise associated with a Market Maker in a 
class where it is the e-DPM, that Market Maker must be on a separate membership for that 
purpose. 
 
Appointment Process 
 
A Special Appointments Committee has been established by the Board to select the firms who 
will be designated as e-DPMs, and to make e-DPM option class appointments.  The Committee 
consists of the Lessor Director, two Public Directors, the Vice Chairman and the President.   
 
Application forms and general qualifications will be made available on the CBOE website and 
through the DPM Administration Department.  There will be a period of time during which 
applications may be submitted.  The list of candidates will be posted and members may submit 
comments regarding the applicants.  The applicants may be asked to supplement their written 
application with a personal appearance before the Committee.  The selection process is 
competitive and the Special Appointments Committee’s goal is to select the candidates that will 
best serve the needs of CBOE. 
 
Eligibility Criteria 
 
At a minimum, each candidate is expected to meet most if not all of the following criteria in 
order to be eligible for e-DPM status: 
 

• Significant experience in market making electronically and in person; 
• Experience as a specialist on floor-based exchanges; 
• Superior resources, including capital, technology and personnel; 
• Operational experience, electronic capacity, proven stability and profitability; 
• Proven ability to interact with order flow in all types of markets; 
• Proven ability to compete and to attract order flow to an exchange;  
• Willingness to accept appointments as an e-DPM in 400 or more securities;  
• A significant commitment to market on behalf of CBOE; and  
• Willingness and ability to partner with the CBOE to promote the Exchange as the 

marketplace of choice. 
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The Special Appointments Committee may expand and refine these criteria and may give more 
weight to one criterion than another. 
 
Quoting Obligations 
 
e-DPMs may apply for and be granted an appointment in the electronically-traded portion of all 
equity option classes on the Hybrid Trading System other than those in which they are already 
operating as the DPM.  e-DPMs must quote and trade, as either DPM or e-DPM, no less than 
90% of the 400 equity option classes that are the most actively traded, based on national volume.  
e-DPMs will be required to quote at least 90% of the 100 most active classes, 90% or more of the 
second 100 most active classes, 90% or more of the third 100 most active classes and 90% or 
more of the fourth 100 most active equity option classes. 
 
e-DPMs must continuously quote 90% of the series in each of their appointed classes, with a 
minimum size of at least 10 contracts.  If an electronic request-for-quote (“RFQ”) functionality is 
activated for Hybrid classes, e-DPMs will have additional or alternative obligations regarding 
RFQs.  For example, they may be obligated to respond to 90% of RFQs in their appointed 
classes. 
 
Participation Rights 
 
The combined participation rights of the DPM and the e-DPMs (the DPM complex) will remain 
at the current level of 30%.  The participation rights of the DPM complex are a minimum 
guarantee and are granted when the DPM, or one or more e-DPMs in the case of an electronic 
execution, is on the prevailing bid or offer.  
 
When both the DPM and one or more e-DPMs are quoting at the prevailing market the DPM will 
have a 15% participation right and e-DPMs who are quoting on the market will share equally in 
the remaining 15% participation right.  When there are no e-DPMs on the market, the DPM will 
be entitled to participate in 30% of the trade.   Likewise, e-DPMs that are on the market will be 
entitled to share the 30% participation right when the DPM is not on the market.   
 
The existing rules regarding participation rights will still apply where there are only one or two 
MMs on the market.  When there is one MM on the prevailing bid or offer the participation right 
for the DPM complex will be 50%.  When there are two MMs on the prevailing bid or offer the 
participation right for the DPM complex will be 40%.  If only DPMs and e-DPMs are on the 
prevailing market the allocation will be determined by the CBOE matching algorithm, “UMA.”   
 
The allocation of contracts in a trade will be determined by comparing the above participation 
right to the number of contracts the DPM or e-DPM would be entitled to under UMA.  The 
actual allocation will be the participation right or the UMA allocation, whichever is greater.  
However, the number of contracts allocated to the DPM, or any e-DPM, cannot exceed the 
number of contracts for which they have bid or offered.   
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Additionally, e-DPMs may choose to have one separate MM in crowds where they operate as an 
e-DPM for the purpose of participating in open outcry trades.  This MM will be allowed all the 
privileges of any other MM in open outcry and will have all of the responsibilities of any other 
MM in open outcry.   
 
DPMs will have a similar privilege and responsibility.  They may use one additional seat in their 
appointed classes to stream quotes into Hybrid classes and participate in UMA, as an addition to 
the DPM’s normal participation.   
 
Evaluation and Performance Standards 
 
In conjunction with the creation of e-DPMs, the MTS Committee has been charged with 
developing performance standards, which will be used to monitor the performance of DPMs and 
e-DPMs.  These performance standards will include objective criteria that will give the Exchange 
the ability to remove a Member’s DPM or e-DPM status if required performance standards are 
not being met.   
 
 

REMOTE MARKET MAKERS (RMMs) 
 
RMMs will constitute a new category of members who will be granted appointments in the 
electronically traded portion of option classes on the Hybrid.  They will be allowed to stream 
quotes into their appointed classes without being physically present in the trading crowd.  This 
category is being created for members who intend to operate solely from off the trading floor. A 
Member who elects RMM status will not have floor privileges as part of his or her RMM status 
but may be associated with one or more Market Makers who participate in open outcry.     
 
RMMs will have two alternatives with respect to the establishment of appointments: 
 

• An RMM with a single seat may elect to stream quotes into a physical trading floor 
crowd; and 

• An RMM with multiple seats may elect to stream quotes into multiple trading crowds or, 
alternatively, into “virtual crowds” as described below. 

 
Seat Requirements 
 
A Remote Market Maker must be a CBOE member through the ownership or lease of a CBOE or 
a CBOT (exercised) membership.  A membership entitles the RMM to stream quotes into his or 
her appointed classes.  RMMs can have appointments in multiple crowds but may only quote in 
one crowd at a time for each seat owned or leased.  RMMs will be approved for specific RMM 
assignments with associated Market Maker privileges and responsibilities.   
 
Approved RMMs, who own or lease multiple CBOE or CBOT (exercised) memberships, may, 
alternatively, stream quotes into virtual crowds.  Each membership that an RMM owns or leases 
will entitle the RMM to stream quotes into 20 classes.  In order to stream quotes into virtual 
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crowds an RMM must commit to make markets in at least 100 classes.  Once an RMM is 
streaming quotes into this minimum of 100 classes, additional virtual crowds can be added by the 
RMM, provided the seat requirements are met.   
 
The Market Performance and Market Development Committee will create the virtual crowds and 
approve changes to these crowds from time to time.  It is intended that the virtual crowds will be 
designed so as to assure that the relative trading opportunities between virtual crowds and 
physical crowds are approximately the same for each membership owned or leased.   
 
Appointment Process and Eligibility 
 
The process allowing Members to receive appointments as individual RMMs will be managed by 
the Market Quality Assurance Department and will be comparable to the current process for 
receiving appointments in trading crowds.  The Market Performance and Market Development 
Committee will approve RMM appointments to virtual crowds and any changes to such 
appointments.  The Exchange may limit the number of RMMs quoting in any particular class. 
 
Quoting Obligations 
 
RMMs will have quoting obligations comparable to MMs in Hybrid classes.  An RMM will be 
required to continuously quote a minimum of 60% of the series in the classes they trade. They 
must make a market for a minimum of at least 10 contracts.  RMMs may be obligated to respond 
to a percentage of electronic requests for quotes (“RFQs”) in their appointed classes, when the 
RFQ functionality is activated.    
 
Participation Rights 
 
RMMs will not be physically present in the trading crowd and therefore will not be able to 
participate in trades that take place in open outcry.  RMM participation in electronic trades will 
be determined in accordance with the CBOE matching algorithm, UMA.  This algorithm requires 
a Market Maker to be bidding or offering at the prevailing market at the time an order comes in 
to the Hybrid Trading System in order to participate in a trade. 
 
 Evaluation and Performance Standards 
 
In conjunction with the creation of RMMs, the Market Performance and Market Development 
Committee has been charged with developing performance standards, which will be used to 
monitor the performance of RMMs.  These performance standards will include objective criteria 
that will give the Exchange the ability to remove a Member’s RMM status if required 
performance standards are not being met.   
 
 

IN-CROWD MARKET MAKERS 
 
In-crowd Market Makers (MMs) will not be required to be physically present when streaming 
quotes into their trading crowds, provided that they trade at least 80% of their total contract 
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volume while in person in a trading crowd during a calendar quarter.  Market Makers may 
stream quotes and trade from off the floor for the balance (20%) of their total quarterly contract 
volume. 
 
 

AUTOMATED FACILITATION PROCESS 
 
Under CBOE rules a firm that directs an agency order to CBOE may participate in that order.  If 
the order is for 50 contracts or more, the firm is currently entitled to trade the other side of 20% 
of the order when the order is being executed at the prevailing bid or offer and is entitled to trade 
the other side of 40% of the order when the order is executed at a price that improves the market.  
The objective is to give firms an incentive to bring this business to CBOE by making their ability 
to participate simpler, more efficient and, ultimately, more automated. 
 
Initially, the process will allow a firm to send a contra side order for the same size (100%) as the 
customer order.  The firm must be prepared to take up to 100% of the customer order in the event 
no other market participants are prepared to participate.  Both orders will be routed to PAR and 
represented to the crowd for price improvement.  The outcome of this auction will determine the 
execution price.  The firm’s participation may be greater than either 20% or 40% if there are no 
other market participants at the execution price. 
 
Later, this process will be automated so that the exposure of the order for price improvement can 
take place electronically.   
 
 

REVISIONS TO CBOE’S FEE STRUCTURE 
 
It is necessary that CBOE revise our transaction fees to take into account the changes described 
above.  Different fees for different categories of transactions are intended to take into account, 
among other things, the benefits that Exchange members who function as e-DPMs and Remote 
Market Makers will derive from new and costly Exchange systems that will support these 
functions. The fee differentials also reflect the differences in privileges and obligations among 
different categories of market participants and are intended to permit the Exchange to be 
competitive with other markets in attracting firms to engage in these kinds of market making 
activities. The new fee structure, which will apply to equity options, including QQQ options, is 
as follows: 

 
• Automated Facilitation Orders $0.10/contract   
• DPMs     $0.12/contract (or fixed fee) 
• Market Makers    $0.22/contract  
• e-DPMs    $0.25/contract (or fixed fee) 
• Remote Market Makers  $0.36/contract (with volume discounts) 

 
Entities operating as DPMs and/or e-DPMs may elect to pay the CBOE an upfront fixed fee of 
$1.5 million to cover their transaction fees for the year.  This fixed fee will cover all of their 
DPM and e-DPM transaction fees under the new fee structure, including those related to the 
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automated facilitation mechanism.  It does not cover any other trading they may do as MMs and 
does not cover any surcharges related to licensing fees.   
 
Remote Market Makers will also be offered a graduated fee schedule that will provide for lower 
per contract cost as their transaction volume increases.  More specifically, the $0.36 per contract 
transaction fee will apply to the first 250,000 contracts per month.  The next 125,000 contracts 
will be charged $0.24 per contract and contracts in excess of 375,000 per month being billed at 
$0.12 per contract.   
 
The fixed fee alternative for DPMs and e-DPMs, and the volume discounts for RMMs, are 
intended to make CBOE’s fees competitive and to provide an incentive for firms to drive as 
much volume as possible to CBOE.   
 
At average daily volume levels above a number to be set annually by the Financial Planning 
Committee, general fee reductions will be introduced with the first fee reductions going to MMs. 
 
 

MARKETING FEE (PAYMENT FOR ORDER FLOW) 
 
The current CBOE marketing fee program will remain unchanged for the trading floor. MMs 
will retain the ability to vote regarding their participation in the program.  Participant trading 
against an order from a firm that accepts payment from the DPM complex, i.e., the DPM or one 
of the e-DPMs, will be charged a fee of up to $0.40 per contract by the Exchange.  e-DPMs and 
RMMs will participate in the marketing fee program as a condition of their appointment.  All 
trades resulting from members quoting from off the floor will be subject to the marketing fee.   
 
 

♦♦♦♦♦ 
 
The strategy described above is both multifaceted and complex.  The proposed initiatives will be 
rolled out during the first quarter of 2004, subject to membership approval, operational readiness 
and approval of related rule changes.  The Exchange is operating in a very dynamic competitive 
and regulatory environment.  Member committees will monitor all aspects of this program and 
recommend changes, if necessary, in the future. 
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