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The Stock Part of Option Trading

Many stock exchanges compete for the same stock flow, but the CBOE Stock Exchange
operates in a niche with little competition. Addressing the specific needs and problems of
the option traders, the CBSX is focused on providing low-cost and efficient direct access to
stockmarkets for the trader who mainly use stocks for hedging. The relationship with the largest

U.S. option exchange definitely

helps in this respect

Q: What are the philosophy and the
competitive advantage of the CBOE
Stock Exchange?

A: The CBOE Stock Exchange, or CBSX,
is part of the U.S. largest options ex-
change, the Chicago Board Options Ex-
change, or CBOE. While we are a sep-
arate company that focuses on stock
trading, the CBOE is the largest owner,
and that relationship has been very im-
portant for our development.

Our philosophy is based on reducing
trading costs and increasing trading effi-
ciencies for the multi-asset class trader,
most specifically, the options trader. We
spend our time identifying and seeking
solutions for the problems of the op-
tion trader, such as the costs and the
efficiency of trading. As an exchange, we
offer solutions for these problems.

Option traders need to hedge their posi-
tions, and they often use stocks for hedg-
ing. In addition, they do a lot of option
transactions that have a stock-like com-
ponent. The CBSX represents the stock
part of the option trading. Its creation as
part of the CBOE group has resulted in a
big change for the CBOE member.
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Previously, many of the CBOE traders
needed a broker to represent them on
stock exchanges, while now, for the first
time, they have right to trade directly on
a stock exchange. Through CBSX, they
also have access to all the other stock
exchanges in the United States through
very fast connections.

Overall, the niche where we add value
is providing access to the stock market
for the option trader and, specifically,
the CBOE member option trader. If we
were a stand-alone stock exchange, we
would be joining a very crowded market.
There are eight other stock exchanges
competing for executing stock flow. The
revenues associated with transaction ex-
ecution have narrowed greatly, in some
cases down to zero, so it is critical to be
able to operate in a niche market.

Q: How many members does the
CBSX have? What kind of liquidity
those members generate to make
your strategy viable?

A: | believe that there are over 100 mem-
ber firms. We get liquidity from multiple
sources, including dedicated liquidity
providers on CBSX and any other firm
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“Previously, most of our
option traders had to
pay a stock execution fee
for their hedging activity.
Now, for the first time,
we offer the opportunity
to come into our market
directly and to pay them
for providing liquidity. ”

that provides limit orders. We add value
to liquidity providers by aggregating on an
exchange a unique stream of order flow
— hedging order flow. Previously, most of
our option traders had to pay a stock ex-
ecution fee for their hedging activity. Now,
for the first time, we offer the opportunity
to come into our market directly and to
pay them for providing liquidity. The cost
reduction to the options trader is very sig-
nificant. We have found that many traders
are completely unaware that they could
earn money providing liquidity, and we
educate them in this respect. There's a
difference between being paid 26 cents
per hundred shares when you provide li-
quidity and being charged 50 cents per
hundred shares through a broker. That is
a huge cost saving.

Q: What is the size of the exchange in
terms of listed stocks and daily vol-
ume?

A: We have about 2,800 listed stocks,
which are the most actively traded securi-
ties in the U.S. exchanges. Our objective
is to make sure that we have an underly-
ing security for every option class that the
CBOE trades. Every time the CBOE adds
a new option class or a new name, CBSX
adds the name along with it. The daily vol-
ume is about 5 million shares a day on
those 2,800 names.

Q: What’s your strategy for firms of in-
dividuals who are not members of the
CBOE? Can they become members of
the CBSX?

A: Yes, we have a permit program, which
is very similar to the permit programs on
ECN. You have to fill out an application
and it is free to become a permit holder
or a member of CBSX. The only cost is
a one-time application fee of less than
$500 that covers CBSX's administrative
expenses to do a background check. So
it is very easy to become a CBSX mem-
ber if you're not a CBOE member. If you're
a CBOE member, you're automatically a
member of the CBSX.

Our strategy is to have almost no barriers
to entry and no ongoing costs. If you com-
pare our price list with the fee structures
of other exchanges, you will see that the
other exchanges usually have many hid-
den expenses (like monthly membership
fees and connectivity charges) associated
with trading. At the same time, we don’t
have any monthly or annual membership
fees. We don’t charge people to connect
to us and we don’t have port charges. It's
very straightforward - we're a new market
and we want as many people in to trade
as possible.

Q: Do you also provide market data to
your members, like the NYSE and NAS-
DAQ do?

A: Our members can get the full depth of
the data for free. We have a very flat and
open market structure for everyone on
our market. Although we have dedicated
liquidity providers, they don't have any
advantage over the other participants. All
the participants see the same information
at the same time. The model of Archipel-
ago has been very successful and we're
replicating it.

Q: Forward-looking, do you envision
the possibility to compete for new list-
ings with the NYSE or the NASDAQ?
A: Not really, at least not in the near term,
because it takes a lot of support infrastruc-
ture. The competition to get a new listing
is fierce, and there’s a regulatory burden
attached to running a listings business.
We are very focused on remaining a low-
cost operating platform, and even with our
small volumes, we are above the break-
even point, so we don’t want anything to
jeopardize our low operating costs.

Q: What are the unique features of
your operating platform that make it
attractive from the technology per-
spective?

A: One of the unique features, at least
in the U.S., is the CBOEDirect matching
engine. It is an independent matching
engine, which supports the options ex-



change on CBOE and the stock market
on CBSX. It also supports two separate
future exchanges.

| believe that represents a critical competi-
tive advantage of CBSX over its rivals in the
U.S. Considering that CBSX was simply an
idea in August 2006, we managed to bring
a national stock market online in a matter
of several months, by March 2007. CBSX
was launched with 12 products, and within
9 weeks, we had our full planned offering
of 2,800 products up. | believe that this
achievement is a testament to the excel-
lence of the CBOE staff and CBOE technol-

0gy.

We are currently waiting for regulatory ap-
proval for electronic buy write packages,
or a stock and an option package tied to-
gether. That will allow market participants
to send single orders that have multi-prod-
uct components. The option side gets op-
tioned for price improvement, and the stock
part, which gets priced as part of the op-
tion process, gets printed on CBSX. That is
a multi-product offering that is serviced by
an asset independent trading platform and
is executed in a single regulatory entity. |
believe that offering is unique in the United
States.

The matching system is a very robust and
a very fast system. The execution speed is
in the range of 2 milliseconds. Our order
capacity is growing almost every month and
we are able to support about 18,000 orders
per second. It is a fully scalable platform, so
if CBSX decides to invest in increasing the
capacity, it's easily attainable. Our technol-
ogy team is great and it seems that every
time we increase the capacity, we reduce
the execution time as a by-product.

We don’t plan any more investments in in-
creasing the execution speed for the time
being because most of our customers are
very happy with the speed. It all comes back
to the fact that, when you’re a new market,
you must maintain a very low cost structure
because good markets always take time

to develop. The point is that it is critical
to build your market to meet the needs of
the users, and not run out of money in the
meantime. That’s why it was so important
for us to reach the break-even point at low
volumes. That gives us the luxury of focus-
ing on developing a lasting business as op-
posed to dealing with short-term problems.

Q: Having in mind the volatility of the
markets, does your system have the
capacity to handle periods with high
volumes?

A: Yes. We haven't used more than 20%
of our total matching capacity at any given
time, even with the volatilities in August.
We are fully utilizing the economies of scale
of the CBOE. Even on low volumes, we have
a viable business model. We are really fo-
cused on developing a market that caters to
our niche, leveraging both the staff and the
technology of the CBOE to build a sustain-
able business model on the stock side.

If we were an independent startup ex-
change, it would be much more difficult
because it is still a game of economies of
scale. The CBOE has achieved economies
of scales on the options side, so it is logical
to extend to additional products, such as
futures and stocks.

Q: Do you plan to expand your strategy
towards the futures traders as well?

A: Yes. We do talk with futures exchanges
about offerings that would make sense for
the futures trader that utlize stock as part
of the transaction. But our focus remains
servicing the options traders.

We have the advantage that no one may
focus on the option traders like CBSX. Also,
I’'m able to go to the floor of the CBOE and
talk to our customers every day. Our com-
petitors in the U.S. don’t have the same
advantage in servicing this niche. Our us-
ers have very easy physical access to us,
which is also important. If they have a prob-
lem, they know how to reach us. There's
a good communication flow that helps on
both sides. Il
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Through its ExchangeTalk interview
series, Ticker reaches out to stock ex-
changes worldwide.

Our interviews reveal the size and
diversity of the available investment
options as well as the depth of global
capital markets. The format of the
publication is also designed to inform
readers of the growth in the invest-
ing community across developed and
emerging markets.

You can read interviews with port-
folio managers, financial analysts, and
other investment professionals at
Ticker.com.
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