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January 10, 2005      
 
 
Today, as this letter went to press, options on SPDRs began trading at CBOE and the five other       
options exchanges for the first time.  The attached notice, which was sent to the trading floor on 
Friday, January 7, 2004, details this very important development.   
               *  *  * *     
 
Dear CBOE Member: 
 
After closing the books on 2004, we would like to take this opportunity to brief you on 
key developments at CBOE.  Our letter of August 6, 2004 summarized the major issues 
facing the Exchange during the first six months of the year; this letter is intended to 
provide updates on those issues, as well as to cover new developments that occurred at 
CBOE in the latter half of 2004.    
 
Volume and Market Share   
 
Overall volume reached record levels throughout the industry and at CBOE in 2004. 
CBOE’s market share showed signs of stabilizing after steadily declining since 2001, 
when ISE expanded its product listings and CBOE suspended its marketing fee program, 
which facilitated payment for order flow.  ISE also saw an additional increase in market 
share with the subsequent implementation of a “one-size-fits-all” policy in 2003.  Despite 
being eclipsed at times by the ISE in overall volume during 2004, CBOE and ISE are 
now in a virtual tie for total market share.  The headway made in stemming the overall 
loss of market share at CBOE is a direct result of the efforts taken by CBOE members 
and staff to strengthen CBOE’s competitive position.  
 
Hybrid Trading  
 
Completion of the conversion of all equity classes to Hybrid trading is expected 
sometime this month. We are pleased to report that this major competitive initiative has 
resulted in generally tighter and deeper markets at the Exchange, and that CBOE is now 
on the NBBO as much as, or more than, any other exchange. By providing the ability to 
stream live quotes and to post quotes with size, the Hybrid has enabled our market 
makers to better showcase the quality of markets at CBOE and to offer customers greater 
liquidity, expedited order execution and increased opportunities for price improvement.    
 



These are significant steps forward, but competitive vulnerabilities remain between 
CBOE’s trading model and those of some of our competitors.  Closing these gaps is one 
of our highest priorities, and the Board, member committees and staff are actively 
working on how to best address them. The surest way to create profit opportunities for 
the broadest range of CBOE members is to remain the marketplace of choice for as many 
customers as possible.  The rollout of Hybrid 2.0 is CBOE’s next major initiative toward 
reaching that goal.  
 
Hybrid 2.0  
 
Hybrid 2.0 expands the benefits of the Hybrid Trading System by enabling a wider range 
of market participants -- electronic-Designated Primary Market Makers (e-DPMs)  -- to 
access the system. e-DPMs share in participation rights with DPMs and can stream 
quotes electronically from a remote location. The added liquidity and business that the e-
DPMs bring to CBOE is intended to enhance profit opportunities for our members.  
 
The Hybrid 2.0 rollout, which is being monitored by the Equity Options Procedure 
Committee, is being implemented in phases.  All 393 classes with e-DPM appointments 
were trading on Hybrid 2.0 by the close of 2004.  The Modified Trading System 
Appointments (MTS) Committee has assumed the market performance functions for e-
DPMs and will study the impact of e-DPMs on our marketplace. 
 
In conjunction with the rollout of Hybrid 2.0, orders from all market makers, both here 
and away, were made eligible for automatic execution in all classes trading on the 
Hybrid. For some time, CBOE members themselves have enjoyed similar access at the 
ISE. The development of a one-size-fits-all marketplace at CBOE, with increased access 
for members and non-members alike, makes it possible to repatriate some of that business 
to CBOE.  
 
RMMs 
 
In the next phase of Hybrid 2.0, CBOE is seeking regulatory approval for our own 
members and member firms to become Remote Market Makers (RMMs), a designation 
created for those individuals and organizations wanting to operate solely from outside the 
physical trading crowd.  In its proposal to the SEC, CBOE seeks to consolidate RMM 
quotes with those of e-DPMs and in-crowd market participants to create a more robust, 
more liquid marketplace.  We regret that the RMM implementation is not already in 
place. Implementation of the RMM phase of Hybrid 2.0 requires SEC approval, and 
CBOE’s unique market structure and diverse trading population necessitated ongoing 
discussions with the SEC and subsequent revisions to our initial proposal regarding this 
matter. SEC approval is expected in the first quarter of 2005.  The rollout of Hybrid 2.0 
will better position CBOE to meet our competitive challenges, but we must be prepared 
to make further adjustments in order to move forward.  The trade engine that powers the 
Hybrid system was designed so that CBOE could respond to a rapidly changing 
environment, and we must be prepared to employ that flexibility as needed.  
 



Index Options 
 
The importance of CBOE’s index options complex cannot be overstated, and today these 
products are challenged as never before.  ISE’s petition to the SEC to ban our 
exclusively-listed products has been supported by a wide range of major member firms.  
So-called  “look-alike” index options products are being developed by other exchanges.  
The CME’s recent unsuccessful bid to alter e-mini S&P 500 futures to compete against 
SPX options will certainly not be the last attempt of its kind.  The CBOT continues to pit 
Dow futures contracts against the CBOE’s Options on The Dow, and the index licensors 
themselves are weighing the benefits of exclusive licenses against the need to maximize 
their revenues and the recognition of their name brands.   
 
Obviously, we will vigorously defend and protect our legal rights to trade our proprietary 
index products, but given the popularity of these products, more challenges are sure to 
follow.  We must be prepared for any eventuality.  We will not, however, rely on 
defensive maneuvers alone.    
 
While competitive pressures have mounted in the index options marketplace, so too have 
opportunities, and we are working proactively in order to maintain our position as the 
industry’s index option leader and innovator. There is a pent-up demand in today’s 
marketplace for retail-sized, broad-based index products with point-and-click 
functionality.  These retail customers fully understand the benefits of broad-based index 
options and are eager to trade them, but the existing products are either too large and/or 
cannot be accessed electronically. We are moving decisively to respond to these 
customers, and we must be willing to compete aggressively for their business.   
 
On November 16, the first in a series of CBOE membership meetings was held on how to 
best position CBOE’s index products to address the new competition.  Hybrid trading 
provides the foundation for these initiatives, and its rollout in index options is proceeding 
on two tracks: 1) the listing of non-exclusive DPM index option products on the Hybrid, 
which has already begun (see “MNX” and “QQQQ” and “Mini-Russell” below), and 2) 
the subsequent addition of one non-DPM proprietary product  -- either a broad-based 
index or ETF product – by March 31, 2005.  
 
The role of the membership and member committees in guiding this strategy is 
paramount. The Index Floor Procedure Committee (IFPC) will oversee this next phase of 
index Hybrid, and the Product Development Committee, the IFPC, and the SPX Floor 
Procedure Committee will review new product possibilities.  The Floor Directors 
Committee and the Trading Operations staff will assist in the transition, and the Board 
will actively monitor its overall progress.   
 
MNX on Hybrid 
 
On November 23, 2004, the Hybrid Trading System was expanded to include trading on 
Mini-Nasdaq-100 Index options (MNX).  By the start of trading, one dozen quoters, 
including the DPM, Wolverine Trading LLC, were certified and six liquidity providers 



“streamed” quotes from the pits.  The early results, while preliminary, show an 
encouraging uptick in CBOE’s market share in MNX trading. The Exchange is working 
closely with the MNX trading crowd and the Index Floor Procedure Committee to further 
evaluate the MNX transition to Hybrid trading.    
 
QQQQ Options To Begin Hybrid Trading 
 
Wolverine Trading LLC, which is also the DPM in the QQQQ options product, requested 
on December 2, 2004 that CBOE also add that product to the Hybrid platform in order to 
satisfy customer demand for increased electronic access.  Over the past several months, 
CBOE had been losing market share to the BOX, which has successfully used its 
internalization model to capture QQQQ business, and to the ISE, which has used fee caps 
to attract additional QQQQ business.  CBOE will move QQQQ trading to the Hybrid 
Trading System on January 25, 2005 in order to open access and provide greater 
liquidity.      
 
Mini-Russell to Begin Hybrid Trading  
 
In response to investor demand for smaller, retail-sized index options with point-and-
click functionality, CBOE formulated “Mini-Russell” options, reduced-value options 
based on one-tenth the value of the Russell 2000 Index. In keeping with our “best-of-both 
worlds” approach, CBOE will continue to trade full-value options on the Russell 2000 
Index in open outcry, while the reduced-value Russell 2000 Index options are traded on 
the Hybrid System. (Full-value Russell 2000 Index Options will be multiply-listed for the 
first time when they begin trading on both the PHLX and ISE in early 2005.)  Chicago 
Trading Company, LLC (CTC) was named the DPM in Mini-Russell 2000 Index options, 
which began trading on January 5, 2005.   
  
Payment for Order Flow 
 
On October 28, 2004, CBOE members approved a revised marketing fee program to be 
implemented as a one-year pilot program, effective November 1, 2004.  The program is 
intended to help CBOE members compete for orders that would otherwise be routed 
elsewhere.  Although it is too early to fully evaluate its effectiveness, early analysis 
confirms that the program is garnering incremental order flow.  While many believe that 
the SEC should ban this practice, there is no indication this will happen in the foreseeable 
future. 
 
CBOE Futures Exchange 
 
The CBOE Futures Exchange was launched on March 26, 2004 with futures on the VIX, 
followed by Variance futures and China Index futures.   We are pleased with the early 
progress of the new exchange, where volume, liquidity and open interest have grown 
steadily.  Currently, the CFE is averaging approximately 670 contracts daily, and we are 
optimistic that the initial positive trends will continue as investors become more familiar 
with CFE products and as new products are introduced.   



 
Seat Prices  
 
Although CBOE seat prices are up over 100 percent from their lows in December 2002, 
seat prices dipped to $270,000 at the end of 2004, from a November 2004 high of 
$400,000.  Moreover, the current disparity in lease rates between CBOT and CBOE has 
caused an increase in leased CBOT seats being exercised and used to access CBOE. We 
are fully aware of this new situation and hope that, when implemented, CBOE’s RMM 
Program, in conjunction with the other initiatives outlined here, will cause an increase in 
demand for CBOE seat leases and purchases.  
 
Exercise Rights 
 
As stated in our August letter, the CBOE had previously submitted a proposed 
interpretation of the Exchange rules that would enable CBOE to implement an offer to 
purchase a number of CBOE exercise rights held by CBOT full members.   On July 15, 
2004, SEC staff, acting under authority delegated by the Commission, approved CBOE’s 
rule interpretation. On September 16, 2004, a CBOE member requested that the full 
Commission review the SEC staff’s approval order. Such a petition triggers an automatic 
stay of the SEC staff’s order until the Commission rules on the merits of the challenge.   
 
In preparation for the purchase offer, the Exercise Right Working Group has recently 
reviewed and updated CBOE’s financial projections.  The tender offer will be made via a 
modified Dutch auction with a price range of $60,000 to $100,000. CBOE will determine 
its clearing price and the number of exercise rights it will purchase at the conclusion of 
the offering period.     
 
We will announce the date of the launch of the purchase offer as soon as the SEC rules on 
this matter.   
 
National Stock Exchange (NSX) 
 
On September 14, 2004, CBOE and NSX announced a proposal for CBOE to sell most of 
its NSX certificates.  Under the terms of the proposal, NSX would buy back 153 of the 
162 NSX certificates owned by the CBOE for  $11 million, and CBOE would retain nine 
certificates (10 percent) and one board seat on the NSX. We hope to complete this 
transaction within the next 30 days. 
 
Trading Disruptions 
 
On December 20, 2004, CBOE experienced a serious trading disruption due to a problem 
in the series addition process (following expiration of the December 2004 contracts), 
which had operated flawlessly for many years.  We are painfully aware that an 
unacceptable number of systems outages occurred in the last few weeks at CBOE.  None 
of the previous systems problems were related to one another, or to the December 20th 
outage, nor were any of the problems of an ongoing nature, but we fully understand the 



adverse effects that an outage of any type has on the CBOE membership and trading 
community.  Our systems operations and their reliability are our highest priority. 
Therefore, we are retaining an independent consultant to review these outages and advise 
us on what further steps should be taken to insure the integrity of our systems and 
operations. Please be assured that we are doing everything we possibly can to prevent 
future disruptions and to ensure that we deliver the systems reliability you expect and 
deserve from CBOE.  
  
Financials 
 
As previously announced, CBOE will change to a calendar fiscal year from a June 30 
fiscal year end, beginning January 1, 2005.  As one step in the transition, the results of 
the six-month period from July 2004 through December 2004 will be recorded as a short 
year.  
 
Financial results for the five months ending November 30, 2004 have been favorable due 
to record trading volume of over 1.4 million contracts per day compared to budgeted 
volume of 1.1 million contracts per day.  Pre-tax income for the five-month period stands 
at $2.8 million, even after taking into account customer and member fee reductions of 
$4.0 million during the same period.  Working capital is $41.9 million at the end of 
November 2004, up from $36.8 million on June 30, 2004.  
 
Regulatory Update 
 
CBOE is currently drafting responses to two SEC concept releases issued on November 
18, 2004 (www.cboe.com/legal), pertaining to national securities exchanges, including 
CBOE. The first proposes new rules pertaining to governance, administration, 
transparency and ownership of exchanges; the second pertains to a number of issues 
regarding self-regulation.   Both are very substantial in terms of proposed changes. 
 
Some changes sought by the SEC in the Proposed New Rules release seek to lessen the 
influence of members in Exchange governance, such as a proposal to change the 
composition of exchange boards to consist of a majority of independent directors. 
CBOE’s Board is currently comprised of 11 public Directors, 11 member directors plus 
the Chairman of the Exchange. The Rules Release also calls for certain standing 
committees of exchange boards (Audit, Compensation, Governance, Nominating, and 
Regulatory Oversight) to be comprised solely of independent directors. Currently, 
CBOE’s Regulatory Oversight Committee is comprised solely of public directors, but its 
Audit, Compensation and Governance Committees include member directors.  CBOE’s 
Nominating Committee is not a Board committee and is comprised of member 
representatives and two public representatives.  The Proposed Rules also require that  an 
exchange separate its regulatory functions from the exchange’s commercial interests 
either structurally (via separate legal entities) or functionally within the same legal entity.   
 
The SEC Concept Release Concerning Self-Regulation examines a number of related 
issues including potential conflicts of interest, costs and inefficiencies of the multiple 

http://www.cboe.com/legal


SRO model, surveillance challenges, SRO revenues, and funding of regulatory 
operations.  In addition, the release discusses proposed enhancements to the current 
system and a number of potential approaches to securities industry regulation. 
 
The CBOE Governance Committee and Regulatory Oversight Committee are drafting 
CBOE’s response to these rules.  Members who wish to weigh in on these issues should 
contact Bob Birnbaum, Public Director and Chairman of CBOE’s Governance 
Committee; Bill Power, Lessor Director and Vice Chairman of CBOE’s Governance 
Committee; or Pat Sexton of CBOE’s Legal Department.  All three may be reached 
through Pat Sexton’s office (312) 786-7467, or sexton@cboe.com.   
 
Moving Forward 
 
Great strides were made last year as a result of the collective efforts of the membership 
and staff.  More work lies ahead, but by working together we will not only surmount the 
current challenges, but we can set the course for the future.     
 
We welcome your comments, questions and suggestions, and wish all of you a healthy 
and prosperous new year. 
 
Sincerely,  
 
 
 
Bill Brodsky     Ed Tilly    Ed Joyce 
brodsky@cboe.com   tillye@cboe.com  joyce@cboe.com
 
 
 
 
 
P.S. CBOE now has a weekly e-mail letter to members.   Contact the Membership 
Department at members@cboe.com and register your e-mail address to receive Member 
E-News.   
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