
 
 
 

            Information Circular IC05-89  
 
 
July 29, 2005 
 
Dear CBOE Member, 
 
As we complete the first half of 2005, we would like to take this opportunity to brief you on key 
developments at CBOE. Our letter of January 10th summarized the major issues facing the 
Exchange as we began the year; this letter is intended to provide updates on those issues, as well 
as to cover new developments at CBOE.    
 
Overall volume continued to reach record levels throughout the industry and at CBOE in the first 
six months of 2005. CBOE monthly volume steadily increased from year-ago levels: up 2 percent 
in January, up 15 percent in February, up 8 percent in March, up 29 percent in April, up 24 
percent in May and up 39 percent in June. For the first six months of the year, volume was up 20 
percent versus the first six months of 2004. April 2005 was the busiest month in CBOE’s history 
as volume totaled 40.7 million contracts.  During April, CBOE set 14 individual volume records, 
including a new high for a single day’s trading, when nearly 4 million contracts traded on April 
15. 
 
While strong index trading continues to drive the overall gains at the Exchange, CBOE equity 
market share has begun to trend upward, ranging from 23 to 26 percent of the industry-wide total. 
CBOE and the ISE continue to be in a virtual tie for overall market share.   
 
The favorable trends seen in CBOE’s market share are a result of wide-ranging efforts undertaken 
by members and staff to strengthen CBOE’s competitive position and to create more business 
opportunities for its members and owners.   
 
We outlined in our last letter the need for a multi-faceted approach to strengthen CBOE’s 
competitive position. These wide-ranging initiatives set forth by CBOE in 2005 fall broadly under 
three major areas -- market access, order routing and Exchange structure.  
 
EXCHANGE STRUCTURE: FEES, COSTS, TECHNOLOGY AND PRODUCTS   
 
Competition Task Force*  
At its January 26th meeting, the Board established the CBOE Competition Task Force to assess 
and develop responses to competitive challenges that CBOE faces, or could potentially face, in 
the near term. The Task Force is a joint member/staff effort focusing on three competitive areas: 
market structure issues, including the challenges posed to CBOE by new market models; 
Exchange processes for decision making, allocating resources, setting priorities and implementing 
competitive initiatives; and the commoditization of the options business.    
 
 
*CBOE’s Competition Task Force is chaired by CBOE Vice Chairman Ed Tilly and includes CBOE members Jonathan 
Flatow, Christopher Gust, Stuart Kipnes, Daniel Koutris, and John Smollen; and CBOE  staff members Richard 
DuFour, Angelo Evangelou, Eric Frait, Andrew Lowenthal, Anthony Montesano, Angela Redell, Phil Slocum and 
Eileen Smith. 



 
 
Business Model Task Force** 
This is a unique moment in time for exchanges and for our industry. New business models, such 
as those resulting from the CME and ISE IPOs, the pending restructuring of CBOT, and the 
announced NYSE/Archipelago combination, have dramatically altered the competitive landscape. 
CBOE’s Board of Directors appointed a Business Model Task Force to explore how CBOE could 
redefine its business model to take full advantage of a rapidly changing marketplace.  The Board 
retained Goldman Sachs to act as a consultant to the Business Model Task Force as it reviews the 
alternatives available to CBOE.  In addition, the Task Force is also meeting with the CBOE 
Lessor Advisory Committee to seek input from the owner community. The Business Model Task 
Force is expected to make recommendations to the Board in the coming months.      
 
Seat Prices  
At the close of 2004, CBOE’s seat prices had dipped to $270,000 from a November high of 
$400,000. Further, there was a disparity at that time between CBOT and CBOE lease rates, 
causing an increase in leased CBOT seats being used to access CBOE. Our January letter to the 
membership outlined the situation and expressed our hopes that the implementation of the 
competitive initiatives outlined here, including implementation of the RMM program, would 
reverse those trends. We are pleased to report that CBOE’s seat market has been very active thus 
far in 2005: through July 22, 68 seats have been bought and sold. By comparison, a total of 66 
seats sold for the entire year of 2004.  Seat prices have also climbed steadily this year. In fact, on 
July 18th a CBOE seat sold for $755,000, the highest seat sale price in our history, surpassing the 
previous record of $750,000 set on March 11, 1998.  
 
Exercise Rights 
In a tender offer made via a modified Dutch auction, CBOE used working capital to purchase 68 
CBOE exercise rights held by CBOT full members for $100,000 each. All tender offers were 
accepted and the aggregate of 68 offers represents five percent of the total number of CBOT full 
member exercise right privileges. CBOE initially established a bid for $100,000 to purchase 
additional exercise right privileges through the CBOT seat market following the conclusion of the 
Dutch auction on May 25, 2005. That bid was withdrawn on June 29th in light of the CBOT’s 
announcement that it was in discussions with various entities regarding potential business 
combinations. A special Board committee is overseeing CBOE’s participation in the market for 
exercise rights. 
 
Systems Outages 
In the fall of 2004, in the face of adding an enormous number of new systems at a rapid pace, 
CBOE experienced a spate of systems outages. We retained a consulting firm to assess the 
situation and to make recommendations. That process has since been completed, and adjustments 
were implemented based on their recommendations. We have had no serious problems 
throughout the past six months, and we are confident that the changes made have left us in good 
stead for the foreseeable future.  
 
**CBOE’s Business Model Task Force is chaired by James Boris, CBOE Public Director; and includes Ed Tilly, 
CBOE Vice Chairman; Mark Duffy, Floor Director; William Power, Lessor Director; and Duane Kullberg and Scott 
Marks, Public Directors. 
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Index Options 
While index option trading continued at a record-breaking pace for the first six months of this 
year, CBOE’s index options complex continues to be subject to pressures on many fronts. 
Currently we are monitoring an attempt by the International Securities Exchange (ISE) to list 
options on DIAMONDS (DIA) without a license. CBOE has had an exclusive license agreement 
with Dow Jones & Co., the publisher and owner of the Dow Jones Industrial Average, since May 
2002 to trade DIA options. On May 27, 2005, Dow Jones obtained a Temporary Restraining 
Order (TRO) precluding ISE from trading the options until the court rules on a preliminary 
trading injunction. A motion for a preliminary injunction is currently pending in federal court in 
New York.    
    
CBOE index options also face challenges from screen-based “mini” stock index futures on the 
CME and CBOT, and from so-called “look-alike” index options products being developed by 
other options exchanges, including options on the recently launched ISE 250, ISE 100 and ISE 50 
Indexes. In addition, index licensors themselves continue to weigh the benefits of non-exclusive 
licenses in terms of maximizing their revenues and extending their name brands.   
 
We have excellent relationships with licensors, such as Dow Jones, Standard & Poor’s and the 
Russell Group, and we have long-term licenses on the products that are exclusive to us. We will 
continue to vigorously defend and protect our legal rights to trade proprietary index products, 
while also developing new products and enhancing index trading technology.   
 
CBOE is responding to a growing demand in today’s marketplace for retail-sized, broad-based 
index products with point-and-click functionality. In 2005, CBOE reached out to this growing 
segment of the marketplace with the launch of SPDRs and mini-Russell 2000 Index options. (See 
“New Products” below.) CBOE will continue to provide customers with new products and to 
compete aggressively for their business by extending the benefits of Hybrid trading to our index 
options complex.   
 
As reported in our last letter, hybrid trading was introduced to enhance trading in CBOE’s index 
products in November 2004, when MNX options began trading on the Hybrid System. SPDR 
options, QQQQ options and “Mini-Russell” options were added in January 2005. DIA options 
began trading on the Hybrid System on June 23, 2005. The addition of DIA options brings the 
number of index options available for trading on the Hybrid Trading System to 36.  
 
Member committees have played a crucial role in guiding the competitive readiness of CBOE’s 
index option complex. The Index Floor Procedure Committee (IFPC) and the Index Market 
Performance Committee (IMPC) continue to oversee the implementation of indexes on Hybrid, 
and the Product Development Committee, the IFPC, and the SPX Floor Procedure Committee 
continue to review new product possibilities. The Lessors Committee is also being consulted on 
this critical segment of our business.    
   
New Products  
CBOE introduced several new products in the first half of 2005.  CBOE formulated reduced value 
options on the Russell 2000 Index in response to investor demand for smaller index options that 
can be accessed electronically. Mini-Russell 2000 Index options (RMN) were launched on 
January 5, 2005 and are based on one-tenth of the value of the Russell 2000 Index.   
 
Options based on Standard & Poor’s Depositary Receipts (SPDRs), with a market value of 
one-tenth of the value of the S&P 500 Index, began trading at CBOE on January 10, 2005. CBOE 
leads all six exchanges trading the product, and for the first six months of 2005 garnered 37 
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percent of the market share in SPDRs (and 41 percent for the month of June), led by the 
outstanding work of Chicago Trading Company (CTC), the DPM.    
 
Under an agreement with Dow Jones, CBOE is now disseminating daily information on both the 
CBOE DJIA Volatility Index (VXD) and the CBOE DJIA BuyWrite Index (BXD). CBOE 
and Dow Jones created these two new benchmarks in response to customer demand for a 
quantifiable performance measure of the buy-write strategy using the DJX and volatility of the 
widely followed DJIA Index.  Both are based on Options on the Dow, traded exclusively at 
CBOE.  VXD futures are now offered on the CBOE Futures Exchange. 
 
Last summer, Pensions and Investments, a leading publication for institutional investors, cited 
two key developments as leading to more credibility for, and interest in, options as an investment: 
(1) the CBOE BXM buy-write benchmark index, and (2) the CBOE-commissioned study by 
Ibbotson Associates on the use of CBOE index options in buy-write strategies to improve risk-
adjusted returns. Since the study was issued last summer and distributed to more than 20,000 
financial advisors and brokers, investors have allocated an aggregate of more than $12 billion in 
assets to more than 20 new options-based investment funds. 
 
On July 8, CBOE launched both futures and options on Sector Index “PowerPacks,” a family 
of 12 new sector indexes created by CBOE to provide investors with a comprehensive set of 
trading tools to manage the risk of, or gain exposure to, 12 different industry sectors.  PowerPack 
futures trade on the CBOE Futures Exchange (CFE) via CBOEdirect and the options trade on 
CBOE’s Hybrid Trading System.       
 
CBOE Futures Exchange (CFE) 
CFE celebrated its one-year anniversary on March 26, 2005. CFE is a wholly owned subsidiary of 
CBOE, and operates as an all–electronic exchange using CBOEdirect as its trade engine. Since 
launching VIX futures on its opening day, CFE has introduced several innovative new products, 
including variance futures, as well as futures on the Russell 2000 Index, the Mini Russell 2000 
Index, the CBOE DJIA Volatility Index and the CBOE China Index. CFE averaged 844 contracts 
daily in the first half of 2005; with the bulk of the volume and open interest in the VIX futures 
contract. We are optimistic that volume will continue to grow as CFE educational and marketing 
efforts are stepped up in the coming months.  
 
OneChicago 
Volume at OneChicago, the single-stock futures joint venture of CBOE, CME and CBOT, has 
increased in recent months but is still significantly falling short of breakeven.  OneChicago has 
retained the investment banking services of Mesirow Financial to conduct a search for a strategic 
partner who will provide additional funds for the continued operation of the exchange and 
enhance its overall success. The outcome of the search will be determined in the coming weeks. 
 
In a related matter, the Commodity Futures Trading Commission (CFTC) reauthorization is 
proceeding with serious discussion as to whether there is a need for a modification of margin 
rules for single stock futures (SSFs). We are actively participating in these discussions, as the 
existing rules are predicated on comparability between SSFs and stock options. 
 
National Stock Exchange (NSX) 
On September 14, 2004, CBOE and NSX announced an agreement for CBOE to sell most of its 
NSX certificates.  Under the terms of the agreement, NSX will ultimately buy back 153 of the 
162 NSX certificates owned by the CBOE for $11 million, and CBOE will retain nine certificates 
(10 percent) and one NSX Board seat.  In the initial closing of the sale on January 18, 2005, 69 of 
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CBOE’s NSX certificates were sold back to NSX for a total of $5 million and CBOE’s 
representation on the NSX Board of Directors was reduced from six directors to three.  Over the 
next four years, CBOE will receive $1.5 million per year from NSX for the sale of an additional 
21 certificates each year, while relinquishing one Board seat each of the next two years, provided 
NSX meets certain minimum working capital requirements.    
 
Regulatory Update 
On March 18, 2005, CBOE submitted two separate comment letters to the SEC.  The first letter 
addresses the SEC’s proposed new rules release pertaining to governance, administration, 
transparency and ownership of exchanges; the second letter responds to the SEC’s concept 
release concerning self-regulation. To view CBOE’s comment letters in their entirety, see 
“Comment Letters” on the Legal Site at CBOE.org.   
 
Financials 
Financial results for the first six months of 2005 have been favorable due to record trading 
volume of over 1.7 million contracts per day compared to budgeted volume of 1.1 million 
contracts per day. Pre-tax income for the six-month period stands at $8.7 million, even after 
taking into account customer and member fee reductions of $13.1 million during the same period. 
Working capital was $51.1 million at the end of June 2005, up from $42.9 million at the close of 
December 2004. CBOE continues to be debt free.  
 
MARKET ACCESS  
 
Hybrid Trading Update 
Last month marked the second anniversary of the implementation of CBOE’s Hybrid Trading 
System. The program was launched on June 12, 2003, and the conversion of all equity classes to 
the Hybrid Trading System was completed in January 2005.  Today, al1 1,760 equity options and 
36 of our index and ETF options are available for trading on the Hybrid System.  We are pleased 
to report that this major competitive initiative resulted in generally tighter and deeper markets at 
the Exchange, with CBOE now on the NBBO 96.4 percent of the time in Hybrid classes. This 
places CBOE in a virtual tie with the ISE and ahead of all other options exchanges in this regard. 
By providing the ability to stream live quotes and to post quotes with size, the Hybrid Trading 
System has enabled our market makers to better showcase the quality of markets at CBOE and to 
offer customers greater liquidity and expedited order execution while still preserving open outcry 
opportunities for price improvement.   
 
While implementation of the Hybrid Trading System represented a major step forward, 
competitive vulnerabilities remained between CBOE’s trading model and those of some of our 
competitors, specifically with regard to treatment of professional orders and spread order 
processing. Hybrid 2.0 was undertaken to address some of those competitive gaps.   
 
Hybrid 2.0: Expanding the Hybrid Universe 
The rollout of Hybrid 2.0 was an important step forward in extending the benefits of the Hybrid 
Trading System to a wider range of market participants through the introduction of Electronic 
Designated Primary Market Makers (e-DPMs). CBOE expanded its universe of liquidity 
providers by enabling this new class of DPMs to access the system and stream quotes 
electronically from remote locations.  In turn, the added liquidity and business that the e-DPMs 
bring to CBOE creates additional profit opportunities for our members.  
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RMMs 
On April 26, 2005, CBOE introduced Remote Market Makers (RMMs). RMMs join e-DPMs as 
another class of remote market makers at CBOE. The RMM designation was created for those 
individuals and firms with a preference to operate solely as off-floor market makers. RMMs 
stream quotes and trade electronically from any location; the consolidation of RMM quotes with 
those of e-DPMs and in-crowd market participants result in a more robust, more liquid 
marketplace. As of July, 26, 2005, the top 600 equity classes, QQQQs, and SPDRs  were 
available to RMMs for trading. So far, there are 60 firms registered as RMMs, with 32 of those 
firms actively trading, employing 150 seats. 
      
The continuing 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 are prepared to employ that flexibility as needed in the 
future.  
 
Remote Access Program  
CBOE’s Remote Access Program is the floor equivalent to the RMM program.  Remote Access 
Program allows trading floor market makers to stream quotes in Hybrid-enabled classes at their 
appointed post and station, without requiring them to be present in their physical trading crowds.   
 
ORDER ROUTING INITIATIVES 
 
Preferred Order Program 
The CBOE has developed a preferred-routing system that would allow firms to route customer 
orders to the CBOE while designating a DPM or e-DPM as “preferred.”  The Program is 
voluntary and the designated recipient of a “preferred” order must be quoting at the NBBO in 
order to receive a preferred allocation (or any allocation for that matter).  The order will be 
executed under normal allocation procedures in cases where the preferred recipient is not quoting 
at the NBBO.  The Exchange has filed to expand the program to include any market maker 
(including RMMs and LMMs) that meets certain quoting obligations to receive preferred orders.  
Implementation of the next phase is expected in August.  The ISE and PHLX also have similar 
programs. 
 
“M” Order Auto-Ex 
The development of a one-size-fits-all marketplace at CBOE, with increased access for members 
and non-member broker-dealers alike, has enabled CBOE to repatriate business that was 
increasingly being “traded away” at other exchanges. Beginning January 13, in-crowd market 
makers in all CBOE equity option Hybrid classes, including SPDRs, were enabled to submit 
orders in their appointed classes, even while present in the trading crowd. As a result of the rule 
change, CBOE has seen a dramatic increase in “M” orders (CBOE market maker orders). “M” 
orders to buy the offer or sell the bid now receive immediate auto-execution (provided CBOE is 
on the NBBO), enabling market makers to access CBOE in much the same way they can the ISE 
and BOX.  An awareness campaign was conducted to alert CBOE market makers to the benefits 
of using “M” orders to hit bids or take offers in CBOE Hybrid classes rather than sending those 
orders to other exchanges. As further incentive, dues were waived in the month of May for CBOE 
market makers who auto-executed 2,000 or more contracts in CBOE Hybrid classes using “M” 
orders. As a result of these efforts the percentage of “M” orders increased from three percent in 
March to nine percent in June.  Additional marketing programs are being explored to build on the 
success of these efforts; we will keep you apprised of new promotional opportunities.    
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Payment for Order Flow 
CBOE’s marketing fee program, which was implemented as a one-year pilot program on 
November 1, 2004, is intended to help CBOE members compete for orders that would otherwise 
be routed elsewhere. Analysis indicates that the program is garnering incremental retail order 
flow.  While we continue to believe that the SEC should ban this practice at all options 
exchanges, our payment program will remain in place, as there is no indication this will happen in 
the foreseeable future. 
 
Spreads and Complex Order Book  
Thanks to the advanced functionality provided by the Hybrid Trading System, spread orders are 
now eligible to be entered into a fully functional electronic Complex Order Book (COB).  Booked 
orders are viewable by members and eligible for immediate electronic execution when the 
“natural” individual series quotes line up, or when a matching strategy bid or offer is received 
into the COB.     
 
The COB is currently available in three classes per equity pit floor-wide, and is expected to be 
available in all equity classes by the Fall. Although the COB was just introduced in April, activity 
is quickly expanding as 681,852 contracts were executed in the COB in June, up 46 percent from 
May. Additional upgrades planned for this Fall will offer automatic execution of incoming 
marketable spread orders and near marketable spreads, while still providing spread customers 
with an opportunity for price improvement, a concept that has not been lost in CBOE’s hybrid 
trading philosophy.        
 
 
 
MOVING FORWARD  
 
CBOE members and staff are to be congratulated for their work thus far in 2005. There is no 
simple formula for remaining competitive in an increasingly crowded, complex and fast-changing 
environment. Your collective efforts on a wide range of fronts have enabled CBOE to move 
forward. More work lies ahead, but you have demonstrated what can be accomplished when we 
work together.      
 
 
Sincerely, 
 
 
 
 
Bill  Brodsky     Ed Tilly    Ed Joyce 
brodsky@cboe.com   tillye@cboe.com  joyce@cboe.com 
 
 
 
 
 
P.S. CBOE now has a weekly email letter to members.   Contact the Membership Department at 
members@cboe.com and register your email address to receive Member E-News.   
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