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U.S. COMMODITY FUTURES TRADING COMMISSION
. Three Lafayette Centre
1155 21st Street, NW, Washington, DC 20581
» ‘Telephone: (202) 418-5000
Facsimile: (202) 418-5521
www.cflc.gov

June 5, 2007

.Mx John Labuszewskx
Managing Director
Research and Product Development .
Chicago Mercantile Exchange -
20 South Wacker Drive
C‘hlcago, Llinois 60606-7499 -
Re:  Request for approval of the Chncago Mercantile Exchange Credit Index Event -
v futures contract, based upon the North American Investmem Grade High-Volatility
Index, CME Submission #07-17

Dear Mr Labuszewski;

In correspondence to the Com}mssmn dated March 7, 2007, the Chlcago Mercantile

Exchange (CME) requested product review and approval of a new CME Credit Index Event

. futures contract (the Contract), based upon the North American Investment Grade High-
Volatility Index, pursuant to Section 5¢(c)(2) of the Comumodity Exchange Act (Act) and
Commission Regnlation 40.3. On May 16, 2007, the' CME amended the Contract’s terms and
conditions to clarify CME Rule 45402.E and correct various typographical errors.. The
Commission requested public comment on the CME’s Contract, and réceived responsive
comments from the Chicago Board Optmns Exchange, the Options Clearing Corporation, and
the CME. :

Section 5¢(c)(3) of the Act provides that the Commission shall approve any new
contract or rule unless the Commission finds that the contract or rule would violate the Act.
After having reviewed in detail the entire record in this matter, including the comments recejved
and the May 31, 2007, Memorandum of the Division of Market Oversight, the Commission -~
adopts the product analysis and legal reasoning set forthyin the staff memorandum. For the

~ reasons set forth in the staff memorandum, the Com;mssxon has no basis on which to find that
the proposed Contract and the rules associated with that Contract would violate the Act.
Accordingly, please be advised that the proposed Contract and the rules associated with that
Contract were approved by the Commission as of the date of this Jetter.

For the Comumission, t
U XLV~

Eileen Donov.m
Actmg Sceretary of the Comm1ss10n
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May 31, 2007
MEMORANDUM
The Corimission

_The Di{rision,of Market Oversigh%g/ﬁ”

. Request for Commussion Approval of the Chicago Mercantile Exchange’s
North American Investment Grade High Volatility Credit Index Event
contract, submitted pursuant to Section 5¢(c)(2) of the Commodity
Exchange Act and Commission Regulation.40.3.

CONCLUSION AND The proposed contract appears to comply with the requirements of
RECOMMENDATION: the Commodity Exchange Act and the Commission’s regulations

and policies thereunder and is complete under the Commission’s
approval process. Accordingly, the Division of Market Qversight
~ recommends that the Commission approve the proposed CME
~ contract; and the associated new rules, pursuant to Section 50(0)(3)
of the Commodity Exchange Act.

STAFF CONTACTS:  Rose Troia 202-418-5271 (7‘/
: Thomas Leahy 202-418-527
Bruce Fekrat 202-418-5578 &

OFFICES

CONSULTED:

- David Van Wagner  202-418- 548lﬂ/ﬁﬂ

Office of the Chief Economisttag
Office of the General Counsel M<

1. INTRODUCTION

In correspondence dated March 7, 2007, the Chicago Mercantile Exchange (CME or

Exchange) voluntarily requested Commodity Futures Trading Commission (Commission or

CFTC) review and approval of the North American Investment Grade High Volatility Credit



Index Bvent' (Credit Index Bvent or Index) futures contract. The al;proval request was made
pu%‘éuztnt to Section Sc(c)(2) of the Commoéity Exchange Act (CfEA or Act) and Commisgion
Regulation 40.3. ’

In accordance with Section 2(a)(9)(B)(i) of the Act, on March 8, 2007, the Division of
Market Oversight (DMO or I”iivision)’ forwarded the imiposednew contract filing to the Securities
and Exchange Commission (SEC), the U.S. Department of Treasury (Treasury) and the Board of
Governors of the Federal Reserve System (Fed). No written comments were received from tho_sé
agencieé.z‘ The Commissionv posted the filing on its website oﬁ March 7, 2007 with a fequést for
‘ ‘public comment due by March 28, 2007L The Coxﬁmission received four responsive comment

Jetters that are summarized in the last section of this memorandum.

-Subsequent to thc, comment period, the CME amended the terms and conditions of its
oc%nt_ract in a filing dated May 16, 2007, pursnant to the request of Division sltaffﬁ3 The
amendments made various non-substantive clarifications and corrected typographical errors.“f

| That ﬁliﬁg was forwarded to the SEC, the Treasury, and the Fed on May 17, 2007.
The 45-day Fast-Track review period for the CME’s proposal, under Commission
Regulation 40.3, was schedvulcd"to end on Apﬁl 23, 2007. The Exychan‘gc noted its iﬁtention to list
for trading the Credit Index Event c,ontfaet on April 23, 2007. On April 2'3, 2007, however, th;:

Director of DMO, acting pursuant to authority delegated in Commission Regulation 40.7(a)(1),

! The CME refers to the subject contract as a digital index futures contract. As discussed below, in view of the
characteristics of the contract, the Division of Market Oversight believes the subject contract is a futures contract
based on an index or bundle of binary credit event options.

2 The Division notes that Commission staff did consult with SEC staff during the pendency of the approval process.
This Memorandum, however, solely reflects the opinion of the Division,

* That smendment filing was posted on the Commission’s website on May 17, 2007.

" The terms and conditions of the proposed CME Credit Iudex Event contract are attached to this Memorandum. The
CME filings are available upon request from the Secretariat or the Division,
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extended the review pcﬁodf’ The extended Fast-Track review period for the CME’s proposal, as
, vyell as the statutory review 17;31‘ic;(1,6 i§ snhedulg;i to end on June 5, 2007.
I1. BACKGROUND
. A credit derivative may be defined as “a derivative desigﬁed to assume or shift credit risk,
that is, the risk” that a particular borrower will experience an event included within .a specific set
of credit elvents, suéh as loan defaulﬁs or Bankruptcy filings, within a specified interval of time.”
Credit derivatives emerged in thc mid-1990s as bilateral over-the-counter (OTC) instruments that
aﬁoﬁ one party (the proicction buyer) to :u'anhsfer credit-related ﬁéks associated with the actual or
synthetic ownmshijp of a “reference a;sset” to another party (the protection seller) for a price.® The
reference asset associated with an OTC credit derivative may be a corpofatc debt obligation, such -
as a bond or a bank ioan, a sovercign debt obligation, an assct-backed security, such as
‘commercial mortgage-backed securities, or any other obligatioﬁ ('Jf debt. Credit derivatives
transfer only the credit risks attendant to the actual or synthetic: dwnership of a reference debt
obligation. Other important risk faﬁtors, suc;h as liquidity risk and interes;t rate risk, are not
“ transferred by the derivative. - |
Credit derivatives include a category of OTC\tra/LFied instruments commonly known as
crédit defanlt swaps (CDS). An OTC i}raded.CDS is Quoted in basis points, and eaqh quote
.typicélly is a firm quote for 2 minimum notional value of $10 million. CDS pricing is based on

the probability that the reference entity will experience a credit event and the éxpected recovery

5 Commission Regulation 40.3(c) allows the Commission o extend the 45—déy Fast-Track review period by an
additional 45 days if the product raises novel or complex issues requiring additional time for review.

¢ Scction Sc(e)(2)(C) of the Act provides that the Commission “shall take final action” on contracts submitted for

approval no later than ninety days after submission of the contract, unless the contract market submitting the confract
Y ] g

agrees to an extension of the review period.

7 See, e.g. CFIC Glossary available at (http://wwe.cftc.goviopa/glossary/opaglossary a.htm.)

¥ In the OTC market, the terminology “protection seller” and *protection buyer™ is used to refer to the seller and
buyer of a credit derivative. '



rate.” The expyected‘recovery rate is the fractional amount of par value that the protection seller
can éxpcct to recover upon taking possession and liquidéﬁizg the devalued asset.'® The recovery
rate is often defined as a percentage of the face value of the reference asset.'’

o According to the CME, credit derivatives based upon indexéS or “51111dles”,0£ reference
entities were introduced in the OTC markets in 2001 with the TRACERS product line issued by
JP Morgan and Morgan Stanley. Current _credit‘inde:x branq names inplude the Dc;w Jones CDX
and the International Index Company iTraxx. Credit index products generallyl are designed to
provide exposure to specific credit r;rx‘arket segrnents; -suéh as the investment grade and high-yield
sectors, or specific geogfaphic regi(;ns guc’h as North Amcr‘ica,‘Europe and Asia. Such derivative
products typi.caﬂy arc,based on a fixed index of reference entities, and they are offered with a
specific maturity, commonly five years. Changés to the composition of a credit index typically
aré made at spéciﬁed intervals (e.g., semiannually) and resLllt in a new, sequentially numbercd
. series of the underlying index. Thus, thn’an' index provider alters the COIﬁpOSitiOH of a credit
index, credit index derivatives that aﬁ: based on the older version of that index would continue to
be based on theélder version of the index, while ﬁewly issuedlcredit index derjvatives would be
‘based on the reconstituted credit index. |
1. CME’s CREDIT INDEX EVENT CONTRACT

A. General Description - : "

® The recovery ratc is the amount the protection seller expects to recover if'a credit event.ocours, Changes in the
expected probability of a credit event and/or the recovery rate will have an impact on CDS valuation. The larger the
anticipated probability of default, the larger the credit default swap premium will be. 1f the market perceives thata
refererice entity’s financial condition is improving, the CDS swap ptemium will tighten, i.e., the CDS swap price will
cheapen. If the price for CDS protection on a specific name is widening significantly, this is generally an indication
that perceived credit quality is rapidly deteriorating. The CDS market ofien responds more quickly than the cash
market to changes in credit perception. Hence, prices in the CDS market may serve as an important leading indicator

* that credit spreads on a particular bond issue are likely to change,

" See Hull, J. C. and A. White, Valuing Credit Default Swaps 1: No Counterparty Default Risk, Journal of
Derivatives, vol, 8, no. 1 (Fall 2000); see also, Hull, 1.C. and A, White, The Valuation of Credit Default Swap
Options, (Jan. 2003). '

"' For a more complete description of the CDS market, see the Division’s Memorandum to the Commission dated
January 26, 2007, regarding the CME’s Credit Event contracts.
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The proposed Credit Index Event contract is a futures contract based on an index or

... bundle of reference entities that might experience a CME-defined credit event. The value of the

_ contract at expiration would depend on the nmumber of reference entities that do experience such a
credit event during the life of the contract. For the proposed Index contract, the CME defines the '
triggering credit events, which are bankruptcy and failure to pay, as follows:'?

(1) "Bankruptcy” means the filing under the United States Bankruptcy Code in 4

United States Bankruptcy Court of: (a) a voluntary petition by the Reference Entity

that has not been dismissed by the expiration date of the Contract; or (b) an

involuntary petition against the Reference Entity with respect to which an order of
relief has been issued by the Court prior to the Final Termination of Trading Date of

the Contract (irrespective of whether such order of relief is subsequently reversed on

appeal, nuilified, vacated, dmmlssed or otherwise modified after the expiration date of

the Contract).

2) "Failure_ to Pay" means, after the expiration of any applicable Grace Period, the

failure by a Reference Entity to make, when and where due, any payments in an

aggregate amount of not less than' the. Payment chumament under one- or more

Obligations, in accordance with the terms of such Obligations at the time of such

failure. For the avoidance of doubt, if the applicable Grace Period cannot expire on or

prior to the expiration date of the Contract, then there will be no Declaration of (,redlt
Jvent with respect to the CME Credit Index Bvent Contract.

‘The Index is owned and maintained by the CME, The CME noted in its filing that
component reference entities are sélected based on several factors, including representation across
several generél industrial sectors, liquidity of CDSs associated with the corporate reference entities,
and’confoimance with index composition practices in the OTC index derivatives market. The Index

“includes 32 reference entities; and it is equally weighted, that is, upon listih’g, each component
represents 1/32 or 3.125 percent of the Index.” In-addition, the CME assigns to each component

reference entity a “Final Settlement Rate” upon listing of a contract on the Index. For the subject

Index, that Final Settlement Rate is fixed at 60 percent for each reference entity. The Index may be

2 The CMI defines various contract terrhs in the “Interpretations to Chapter 454,” The definitions were
adapted with penndssion from copyrighted material published by the International Swaps & Derjvatives
Asgsociation, Inc. (ISDA), (see Article IV, Section 4.5 of the 2003 ISDA Credit Derivatives Definitions),
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revised during the iife ofa éont.ract to reflect succession events such as mergers, consolidaﬁ ons,
ama}gamatwnq transfers of assets or habllmes demergers, spin-offs or other similar events.
Only those entities that axpenence a CME-specified credit event would be counted in the
final Index value. Component reference entities that do not experience a credit event would haye a
valge of zero in-the caleulation 61’ the final Index value. Thus, if only one component refererice
entity experiences a credit event, then'that-one reference 'éntity would account for 1 00 percent of the
final value of the Index. _Similat}y, if two component rcferéhce entities cxpericncc a credit eveg't, R
| then each 6f those entities wbuld account for 50 percent of the final value of the Index, and s"o on.
Therefore, the quex réprcscnts. essentially a count oi} and depends solely on, the number of
component reference entities that have cxpcn'enccd or are expected to eﬁ(perience a specified credit
event by the contract’s explratlon The price of any debt obhgatmn issued by any reference entity or
entities would be irrelevant to the Index caiculatlon
B. The CMIJ Credit Index Event Contract
‘The Index underlymg p the proposed comract is the CME North Amemcan Investment
Grade High-Volatility Index. The Index is comprised of 32 reference entities and thus rcprcsenfs
thé bundled credit risk of multiple reference entities. This Index includes investment grade
corporate names with ratings of BBB- (or equivalent rating) or better from rating agencies such as
Stan;lard & Poor’s and F itch.” Currently, the référcncc entities’ long;term debt is investment
grade or just belozw investment grade, and is classified as medium- to hi gh-risk.'"* The subject

reference entities underlic some of the most actively traded CDS contracts in the OTC market.

™ These reference entities are considered to be high volauhiy because they may be close to the investment
grade/high-yield rating barrier and because they have experienced high volatility and activity in the CDS miarket.

" Credit ratings are used to establish credit spreads for the relative default or non-payment risk associated with
corporate debt instruments. Credit spreads are a function of both credit rating and time to maturity. Debt that is rated
BBB- or higher is considered investment grade debt; debt rated BB+ or lower is considered fo be non-investment
grade debt. Non-investrment grade bonds are often referred:to as high yield bonds. Lower rated high yicld bonds are
often referred to as junk bonds. 1.8, Treasury securities are generally viewed as the 1.5, dollar benchmark for
defanlt-free or risk-free fixed income securities. U.S. Treasury securities will. always imply an element of market risk
agsociated with interest rate fluctuations but they are viewed as implying zero credit risk.



The CME plans to reconstitute the Index on a semi-annual basis in March and September,
...with the next Index in the seties to be numbcrcd sequentially. Thus, the indcx as currently
comﬁosed is the “CME North American Investment Grade High‘V(;latility, Series 1.” Following
the next revision, the Index would be, for exz;mplc, the “CME North American Investment Grade
High Volatility, Series 2.”'* A reconstituted Index would apply to newly listed contract months
only. |

The proposed contract would be cash settled based on the Notional Value of the contract and

the sum of the products of va Binary Cre‘dii Event Indicator, Weight, and Final Settlement Rate fot
each Index component.' Except ifortheBinary Crédit Event ndicator, each of the variables is fixed
| upon listitng of thé contract. Spec;iﬂcally, the contract’s Notional Value would be $100,000, the
Wcigl;t for each component in the Index would be 3.125 percent and the Final Settlement Rate for
each com;ﬁonent wounld be 60 ﬁercent. For each reference eﬁtﬁ'y, the Binéry Credit Event Indicator

would be set to one if a credit event occurred or to zero if a credit event did not océur.

" This method of sequentially numbering feconstituted indexes conforms to OTC derivative market practices, as
noted above. The CME indicated that it subsequently may compose indexes whose rcference entities are selected
fromms other popular credit market segments including investment grade, crossover, high-yield, industrial sector,

- European and Asian.corporate reference. entities, ‘ ' V

'® The final settlement value is expressed in basis points based on the CME’s assignment of the contract’s Notionel
Value (NV);

Final Settlement Value =NV x Final Settlement Price
n §
Final Settlement Price = Y E; x Wyx 1)
. =1
Where: N .
n w= Number of reference entities referenced in the Index

‘Binary Credit Event Indicator
E; = } 1 ifacredit event 1s declared for reference entity 1 or
} 0if a credit event is not declared for reference entity 1

Wi = Weight of Index Component 1

F; = Final Settlement Rate for Reference Entity i




" The Index contract’s final cash settlement price would be bAased on the total number of |
- teference entijties that had experienced a credit event during the life of the contract, and therefore
could take a finite number of values.lj For each Index reference entity, the CME determines
whether a credit event has odcﬁn'ea. If no reference entity had experienced a credit event, then
the final settlement value'would be zero. If ex;ery reference entity had experienced écredit cvent,
* then the final settlement price would be $60,000. The payoff structure shows all the possible

outcomes between zero and $60,000 (see Figure 1).

: \ Figure 1
CME CREDIT INDEX EVENT CONTRACT - PAYOFFS
‘ {in Basls Points and Doilars) .
0.800 $60,000
0.500 $50,000
0.400 $40,000
0.300 $30,000
| 0200 $20,000
0.100 $10,000
0.000 : $-
- 1203 4 5 8 7 8 D042 140 6 17 18 4820 7 22 2 4 .26 W 2% 29 %0 B 7w
Contbinailon of Disarata Gredit Events Possibitities
Note: Tha nonsoceurrence of an event [s the first possibla outcoma with a zere va_lu; atthe y-oxis . -

This payotf structure resembles that of a futures contract. If one reference entity experienced a credit
event, then the final settlement price would be $1,875; if two reference entities expericnced credit events,
then the final settlement price would be $3,750, and so on.

", Economic Purpose and Benefits of Hedging
The CME noted that its Credit Index Event contract is “intended to provide a transparent,
liquid and facile means of acquiring protection against the risk of a bankruptey, or failure to pay

credit event.” In addition, the CME noted that this subject contract plus other similar Credit

Event contracts would introduce the benefits of exchange-traded products to the credil derivatives

" Specifically, the final settlement price could take on 33 different values ~ zero plus one for each possible total
number betwcqn 1 and 32 of reference entities that had experienced a credit event.
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industry where frading is conducted OTC. The CME Credit Index Event contract could provide

" hedging benefits for holdcrs of debt and other securities issued by the rcfercnce enuues |
IV. COMPLIANCE WITH 'l 'HE ACT AND COMMIQS]ON REGULATIONS

As noted, the CME requested approval pursuant to Section 5¢(e)(2) of the Act and
Commission Regulation 40.3. Section Sc(c)(3) of the Act requires the Commission to “approve
any such new contract or instrument ... unless the Commission finds that the new contract or
instnument. . .Would violate this Ayct.”‘
~ The proposed Credit Index Event contract appéﬁrs to meet the requirements of the Act,

including Core Prinéipies 3 and ‘5 and the acceptable practicés ‘for these core principles'including
Commission Guideline No. 1 and all other applicable Commission policies. Core Principle 3
states that a “board of trade shall list on 'thé contract 3ﬁarkét only contracts that arc not readily‘

susceptible to manipulation.” The Acceptable Practices for Core Princi’ﬁle 3 state that Guideline
No. 1 (Appendix A under Part 40 of the Commission’s regulations) may be used to determine
whether proposed contracts Satisfy t}ns requirement. As diécusse'd below, it a.ppcérs that the terms
and conditioﬁs of the Credit Index Event contract meet the standards for cash settled contracts in

Guideline No. 1.

Terms and Conditions of the Proposed CME Credit Index Event Contract.

Term Exchange Proposal_ Comment/Analysis
“Unit of | Aceeptable for ik
Trading/Commodity “associated with thié Index 1 ferénce
Specification entities. ‘
Contract Size Acccptable Aith@u - smaller thar

typital institutional transactionsin

of the: products credit derivatives, the smaller contract
equal wmghts of | size would enable Bedgers to. hore
precisely hedge their exposure to
credit risk of the referénive eritities. |
There are no impediticnts to

et gettlement given the cash séttiement
hat experience a credit evant The | provision,
Nononal Value and Final Settlement Rate ‘
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Term

Comment/Analysis

Cash Settlement
Procedure

The occurrence of a credxt event musl be

confirmed by the Exchange. Early
expiration and settlement would be
triggered if every Index reference entity
experiences a specified credit event prior to
the expiration date. If none of the reference
entities experience a credit event prior to -
expiration, then the final settlement price

would be zero.

‘Awepmble The cash settlement pme
is reliable, acceptable, publicly
available, and tnm 1y (see tab]e

| below).

e "the I?xchange

Speculative Position

Limit

5,000 contracts in all contract months ‘ B

combined.

Acceptable. Because there is no cash

market for the underlying credit
events, 110 pogition limit is routinely
required. 'Therefore, the CME
speculative position limit provision is

'A greg,ai:mn Rule - . |-Same.

Inote conser vative than necessary:

chorhng, Leve]

| 25 contracts.

.- Aweptéble Equal fo therr.portmg,

Jevel specified in Commission
Regulation 15.03.

Last Trading Day
(Chicago Time)

Trading terminates at 12:00 noon on the
second London bank business day before
the third Wednesday of the contract month.
If every Index refercnce entity experiences a
eredit event, then trading would terminate at
the end of the trading day following the
final credit event confirmed by the
Jixchange.

Acceptable. [t is reasonable to
terminate frading early if every
component reference entity
experiences a credit event. In that

regard, the contract’s fina) settlement

value would be known,

Trading/Expir atlon
Month

| Contract months 6

, s ¢ Decerber
listed five (5) yea .

| Auy expiration menth would bé

acceptable fronran coonomic

“standpoint.

Tradin g Hours
(Chicago Time)

Offered exclusively on the CME Globex®
elcctronic trading platform Sundays through
Thursdays from 5:00 p.m. to 4:00 p.m. the
following day. '

Any hours are acceptable.

Price Limit/Premium

None.

Acceptable,
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Term ___Exchange Proposal Comment/Analysis

Fluctuation Limits

Commission Guideline No. 1 Requirements for Cash Settlement Price Series

Requirement ‘ Comment/Analysis

V. SUMMARY OF COMMENTS AND STAFF EYALUA’I‘I_()N

A. General Overview | |

The Commssion, in acco;dance with its long standing internal policy, posted the CME
Credit Indeg Event contract approval request oﬂ its website in order to give interested persons the
opportﬁnity to submit comments. The Chicago Board Options Excﬁange (CBOE) and the
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O}ﬁtions Clearing Corporation (OCC) submitted comment letters opposing the CME’s approval
request. In addition, the CME submitted a comment-letter in support of its request for approval
and in response to the cornment letters _lof CBOE and OCC.

In its comment letter, the CBOE generally argues that the_CME Credit Tndex Event
contract is not éubj ect to the CFTC’s jurisdiction and is improper for listing on the CME >bcca.use
the contract should be considered either a group of indi/\;'iaua] options 6n various secunties or 2
single opﬁon on a group of securities.'® In its »fesponsive comment letter, the CME assérts_ that the
Credit Index Event contmct‘ comes within the CF1C’s exclusive jurisdiction because ﬁ is a futures
contract based on commodities that are not secu1'§t§§s.lg The OCC comment letter, without
pmiliding substantive analysis, expressly concurs with the CBOE's juﬁsdictioﬁal'conclusions.m

B. Particular Iss;les Raised by the.Commen}urs |

1. Whether the CME Credit Index Event Cdntract is an Option or a
Futures Contraet |

The CBOE comends thdt the CMF 's proposed Index contract is an option contract and not
a futﬁrcs coitract. First, the CBOE notes that in approving the CME Credit Event contracts, the
Commissibn found those contracts to be binary options. The CBOE states, without substantive
analysis, that the structure of the pending CME Credit Index E\’rent'cn_n'tract is identical to the

CME Credit Bvent contracts previously approved by the Commission. As a consequence, the

¥ The OCC and the CBOE cite and incorporate by reference their comment Jetters regarding the CME’s Credit Event
contract. (The CME Credit Fvent contract was approved by the Commission on January 31, 2007, See Letter from
Eileen Donovan, Acting Secretary of the Commission, o John Labuszewski, Managing Director of the CME, dated
January 31, 2007.) The staff responded to the prior CBOE and Q€C comments in recommendation memoranda
submitted to the Commission, Staff incorporates its responses to those comments by refereice herein. Fora
summary of the comment leiters submitied pursuant to the CME’s prior request for contract approval, see the
Division’s Memoranda to the Commission dated January 26 and 30, 2007,

* In its initial filing, the CME also provided an analysis to show that the underlying Index would meet the standards
for a broad-based debt index under Cominission Regulation 41.15. The CBOE disputed the CME's characlerizalion
‘of the underlying instrument as an index. Because the contract’s underlier, whether or not Lhdlactf.rlzcd as an index,
is not composed of debt securities, the issue ig not discussed in this memorandam.

» Because the brief OCC comment letter expresses conourrence with the CBOE, the remainder of this section will
supunarize and evatuate the CBOE and the CME comment letters without directly addressing the QCC letter,
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CBOE concludes that the CME, by argwing that thé CME Credit Index Event contract is a futures
contract, is asking the Commission toy contradict ,itself and reject its own prior findings.

The CME contencis that its Cfcdit Index Event co_n_tra;:t does not include any of the
features that distinguish options from futures. The CME states that an option purchaser typically
pays for the benefit of price movements above or below a strike pnc,c and has no liability other
than the premium paid. An option seller assu'tﬁes the opposite risk profile. The CME notes that
its Credit Ind’ex,Event contract does not involve any strike prices or premium >p ayments. The
CME thus concludés‘thai its coﬁhact xs better characteriz‘;;d as a césh;seftled index futures
contract that settles ;to the value ol a digital iﬁdex_.

2. ‘Whether the CME Credit 'Iﬁdex Kvent Contract is a Security

The CBOE, inits cOmxﬁent letter, élrgues that the CME Credit Index Event contract is a
security because it includes failure to pajffi-n. the deﬁhition of 4 credit event and refers to a list of
Refcrencé Obligations that are securities. The CBOE jmplies that.Commissjibn staff’s reqxiést of
the CME to remove failure to pay from the terms ofthe previcusly submitted and approved CME
Credit Event contracts-rcﬂccteé a fecogpition on the part‘(v'nf Commission staff that ah\dption that
references a security and is based on a failure to .payfis itself a security.”

The CBOE also contends that Congress defined “credit risk 0r~measﬁrc” as an excluded
commodity in the CEA solely for the purpose of establishi;ng‘ legal certainty for OTC credit
derivatives.” According to the CBOE, Congress’s inclusion of credit risk or measurcs within the
definition of excluded commodity was niot and could not have been for the purpose éf éllowin g A
credit derivatives to trade on Comimission regulafed markets. hl' addition, the CBOE also

criticizes Commuission staff's analysis of the previously-approved CME Credit Event contracts for

By filings dated January 12, 2007 and Jamuary 17, 2007, the CME amended the terms and conditions of it Credit
Event contracts then pending before the Commission by, among other things, Hmiting the list of triggering credit
events 1o bankruptey. ’ .

" CRA Section 1a(13)().
13




considering- an option ﬁot to be based on a security unless it provides for de_livc:ry or cash
settlement based on the value.of a security. The CBOE statcé that while an option thuiﬁng
delivery of a securityis a security, abd while there is case law that appropriately ﬁnds that an
optieﬁ based on the value of a securi;y is also a security, there is no precedent that supports the
conclusion that an option must %)rovide for delivery or be based on the value of a security in o;*dcr.
to be considered a statutory security. The CBOE also is critical of Com_missioh staff’s
comparison of the functional similarities between CDS agreements (which are explicitly excluded
from the deﬁhiﬁ on of a security) and the CME Credit Event contracts. The CBOE concludes Lhat
ihc swap agreement exclusion f;oni the defmition of a security énacted as part of the Commodity
Futu.fes Modernization Act of 2000 (CFMA) is irreley{ant to any jurisdictional inquiry because it
applieé only to “actual swaps” that satisfy specific statutaﬁly delineated criteria. Finally, the
CBOE points out that one consequence of the CME Credit Index Eveﬁt not fbéing considered a
security is that insiders ané tippees bouid actively trade theﬁ ébntract-without being sﬁbject to the
legal prohibitions against in.sider trading imposed under the secﬁn’ties‘ faws. The CBOE farther
argues fhat such activity would not violate any provision of the CEA and would not otherwise be
subject {o Commission sanction.

The CME asserts that its Credit Index Event éontract is based on commodities, not
securities. In ﬂﬁs regard, the CME argues that the contract’s trigger events, bankraptcy or a
failure to pay, are events whose occurrence is indgpendent of tﬁc price or value of any security. -
The CME also points out that the proposed contract would not require delivery of any security or
basket of securities or cash setilement based on the val;ie of any security or basket of securitics.
The CME- further notes that thepayout for each reference entity that experiences a credit event is
fixed in advance of listing and would net vary in relation to the price of any security of an Index

reference entity.
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C. Staff Evaluation of Comments and Commission Juriséiction
1. The CME Credit Index Event Contract is a Futures Contract

Commission ste&f previously determined that the CME’s Credit Event contracts were
binary option contracts. Binary options, like 1he CME Credit Event contracts, can provide fora
paywnenf of a premium bj} the purchaser and fo‘r a payment of a fixed amount by the seller if
cerlain events o;;cur.. Staff found that the limited ris‘k\:‘ of transactions structured s-imilarly to the
CME Credit Event contracts, the lack of véu'iation in the loss or profit that may result independent
of trading, and the fact that such coﬁtracts can incorporate certain ﬁharacteﬁstics of vanilla put or
call options rendered such itransactions binary option confracts. -

In contrast tc; the CME Credit Evetntq contracts, however, the proposed CME Credit Index
Event contract incorporates a payoff structure that is not dependent on a single occurrence. The
contract’s payoff structure, independent of gains :and losses realized through trading, 1s dependent
on'the vari able momber of Index reference emi’ties that experi&incé credit e\;ents. Unlike the CME
Credit Event contracts, the subject lndex contract’s payoff s@cture resembiles that of a futures
contract with an upward slope for a 1oﬁg position and a downward slope for a shoft position (see
vFigure 1 in Section IIT). This is because position holders inthe Index contréct have both an
cippoﬁunity for continual gain as well as an eﬁpcsum to continual Joss.” Moreover, the CME
Credit index Event contract has no traditional option terms such as strike prices, strike conditions, ‘

or premium péiyments. Based on the foregoing and the staft’s analysis of thé contract, the CME

2 The Division notes; however, that each reference entity that experiences a credit cvent establishes a new: floor i

' the contract price. In this regard, as noted, the final settlernent value reflects a count of reference entities that
experience a CME-specified credit event, and that count can not be reversed. The contract structure iz similar to that
of the CME’s Quarterly Bankruptey Index (QBI) futures contract, which was deemed approved by the Conunission
ot April 14, 1998. In that regard, the QBI reflects a count of new bankraptey filings. See the Memorandum to the
Commission from the Division of Economic Analysis dated April 10, 1998. The QBI measured the number of new
bankruptcy filings in federal courts during a specified calendar quarter.
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Credit Index Event contract can prﬁpea'ly be described as a futures cantrac’i for regulatory
“purposes, !
2. The CME Credit Index Event Contract is Based on a Cnmmodxty and
is not a %ecuraty
‘EA Sectmn 1a(4), a dehmtrona] prowswn for the term “commodzty,” includes certain
agricultural commodities as well as “all other goods and argcfcs ... and all services, rights, and
interesfs in which contracts for futuré delivery are presenily or m the future dealt in.” CEA
Section 1a(13) identifies with specificity “credit risk or measur e” and certain occurrences or
contmgencles aqsoc;ated w1th financial, commercial, or econoﬁxc congequences including
| ohanges in the price or value of credit risks or measures, as excluded commodities. The
Commission has previ ously determined that the occurrence of ‘a credit event that materially
’ impacis a corporation’s ability to make good on its Adébt obligations isa commddity under the |
- CEA. In accordance with thét C(Smmiséion precedent, staff concludes that the i)roposéd CME
Credit Index FEvent contract overlies a group or iﬁdex of cqmmodities that, in the aggregate,
measures the market’s perception of the number of réference entities that are likely to experience
a credit event by specified date.®
Also, as discussed above, staff com,ludes that the CME Credit Index Event contract is a
futures contract. Any futures contract ona security or a narrow-based security index (including

any interest thercin or based on the value thereof) is a security future that may be subject to joint

# The Division notes that it would be a relatively simple matter for an organized exchange to design an option
contract that would resemble the subject proposed futures contract by specifying as strike prices the number of
referencc entities that will experience a credit event on or before the expiration date.

B See the Comrmsmon s January 31, 2007 lettcr approving the CME’s Credit Fvent contracts, The (.omnnssmn s
Tanuary 31, 2007 letter explicitly adopted the product analysis and legal reasoning of DMO’s January 26, 2007
memorandum, as well as DMO’s January 30, 2007 memorandum and the Office of the General Counsel’s (0GC)
January 12, 2007 memorandum regarding that CME contract. The Commission’s letter, and aforemoentioned DMO
and OGC memoranda, are incorporated by reference herein.
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regulation by the CFTC and the SEC under CEA Section 2a)(1)(D).*® On the other hand, firtures
contracts lba;sed on commodities or commodity indéxgs that are not securities or composed of
securities are subject to the exclusive jurisdiction of the CFTC under CEA Section 2(a)(1)(A).
Acéording] v, the Commission must determine whether the CME Credit Index Event co;ltract,
although not an option, is no11¢ﬁmless‘ a security future.”’ |

The CBOE argues that the CME Credit Ind ex Event céntract “i.s expressly and difectly‘

 based on one of a group of securities (including any interest ‘there‘in or based on the value
thereof)..."28 In doing so, the CBOE emphésiz,es the CME Credit jn’dcx Event coritract’s
reference to specific debt securities émd the contract’s inciusion of failure to pay as a credit event.
‘As explained in 1he staff’s previous memoranda regarding the CME Credit Bvent contracts,
derivatives based on credit events and measures of credit i sk, which Would inelude the CME _
Credit Event and Credit Index Event contracts, are not instruments designed to transfér the price
or value of a security from buyer to seller. They are instrumerits that isofate,zr‘xeasure, and price
credii risk. 'Ihel;eby, such contracts facilitate the aceurate pﬁcing of rclated debt obligations by
giving value to debt instruments as opposed to being economic equivalents that are based on, or
take on, the value of the debt iﬂstruments. Accordiﬁgly, the CMﬁ’s Credit Index Event contraéts
are not security futures.
3. The CBOE’s Remaining Arguments Do Not Alter the Conclusion

The CBOE argues that, iirespective of the potential of not being based on the value of a

security, the CME Credit Index Bvent contract is nonetheless an option “on” a security. Even if

the CME’s Credii Index Event contract could be considered an option, which staff does not view

8 The Division note,, however, that if the sccurities were found to be somethmg othcr than common stock or debt
securities, then the contract would be prohibited.

3 CBA Section 1a(31) defines a security futnre as any futures contract ob a single security or narrow-based security
index, including any interest therein or based on the value thereof.

*8 Although CBOE characterizos the CME Credit Index Event contract as an option, the condition that defines an
-option as a seourity is identical to the condition that defines a futures contract as a security future,
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to be the case, CBOE’s argiment is without merit. Staff observes (hat the CBOE’s expansive

, intcxprctéti on of “on” a security would‘ ;i)‘akc the parenthetical “including any interest therein or
based on the value thercof” in the deﬁniﬁon of a security redundant and unnecessary. Indeed,
Court opinions that have interpreted the definition of a security have not relied on an expansive
reading of “on” a security to determ’iﬁc whether  non-standard option is.a security.” Instead,
they have looked to the econo_mic reality of transactidns and considered whether the relevant
lmstrument 1s pegged to the “value” of a security or securities in a manner that would make them
the economic equivalent of standard put or call thfons. thably, in discussing the concept of
*“value”, the court in Caiola focused on whether or not a derivative instrument is pegged to tﬁg
market value of any sécurity in a manner that would make it an economic cquivalent of standara
options. .

T hé CBOE’s ponnhent']etter also questions the Commiésion’s consideration of the
functional similarities between CDS agrecménts, which are explicitly excﬁluded from the
deﬁnition of a security, and the CME Credit Event contrdcts previously appfoved by the
Commission. The CBOE concludes that the swap agreemont qulusion from the '&eﬁni'ti onofa
security is irrelevant to any jurisdictional inquiry, since it qpplies only fo “;d.ctuél swaps” that

- satisfy specific statutorily de]inéa’t_ed criteria. Staff notes, howeyver, that one of t}mc»statutorily»
delinecated criteria thét an actual swa;; agreement piust satisty specifically prohibits the agreement
from beiqg the I;uncl‘ional equivalent of a sccurity option. The parties to a particular trapsac‘tion as

well as the manner an;i venué, of a transaction’s purchase and sale have nothjng, to do with
whether or n(§t~g financial instrument is giructured functionally as a security option: The fact that‘
certain exempl swap agreements with material links to securities can take on some of the
fundamental attributes of option contracts without béing deemed to be securities is indicative of

the need to read the definition of security narrowly with respect to option-like derivatives,

B See, e.g., Caiola v, Citibank N4, 295 F.3d 312 (2d Cir. .2002) Siechler v. Sidley Austin Brown & Woad LLP 382
F.Supp, 2d 580 (S DNY. 200‘5)
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particularly in light of the faqt that exchange-traded cmﬁrﬁodity option and | futures contracts that
. are offered to retail market participants are regtllatedundgr the regulatory structure established by
_the Act. | |
Furthermore, according to the CﬁBdE, Cvong'ress’sinclusion of eredit risk or mieasures
(ané presumably occurrences with fman_cial or economic consequences) within the definition of
exclided commodity was for the purpose of creating legal certainty for OTC éroducts and not for
the purpose of allowing credit derivatives to trade on Commission regﬁ}atcd markets. CBOE is
correct in that Aprim’e obje;tive, of the CFMA was to crééte legal certainty for OTC d_eri.véti,ves.
However, the assertién that Congréss éould not have iﬁéluded credit risk within the definition of
cx.ciuded gommodity for the pﬁrpose of permitting contracts based thereon to trade on
‘Commission regulated markets ;s not persuasive.
The Commission’s acceptance of the CBO. 3’s assertion would mean that Congress put
~ credit risk or.measures, and occunenéés with ecdnomié or gommcr;:ial consequences, in a
category of pon‘mﬁodities which séparately identifies and includes interest rates, 'qurxencies, |
| exchénge rates, securities, measures of inﬂation, and statistical r'negsu-rcs af economic and ,
commercial activity - all of which have been trading ondesignated contract markets for years —
for the sole purpose ﬁf facilitating ﬂie QTC gad.iﬁg of credit derivatives.

Staff notes thaﬁ, in faét, Congress has used tﬁe excluded comﬁmdity deﬁnitidn in instances
other than with respect to Ofl‘Cv defiyatives, F_of example, CEA Section 5a(g), a provisibn cnaétéd
in the CFMA, exp!icitlj!jsiaies that deriyativ,es transaction execution facilities (DTEF) may elect
to list conlracts for trading based on e:gcluded commodities, other than securities that are not
exempt securities. Section Sa(g) of the Act a;ﬁplies 10 all excluded commod‘,iti es not specifically
cxempted, including instruments based on credit risk or measures and occurrences with ECONOMIC
or commercial consequences. In that pfbviéion, Congress pointedly identified securities and
exempt securities as commodities that could or could not qualify for trading on Coﬁunission»
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reguldled DTEFS, Congress could have, but chose not to, explicitly prohibit security linked
_derivatives based on measures of credit risk and credit events from trading on DTEFs. Use of the
term excluded cbmmodity in¥Sccﬁ‘on 5a(g) belies a Congressional intent that the excluded
commodity definition was added solely to facilitate OTC trading. Congress, by defining credit
risk or measure and {nccurrénces as commodities, without providing any indication that option
transactions based on them are for jurisdictional purp,oseé ‘secur(ities when tz;aded pubiicl yon
organized exchénges, gave tise to the Ieasjonable assumption that Commiséion regu].ated
derivatives markéts cﬂould properly list and offer credit defivati{res hinked to securities without
being subjected to the full panoply of the securities laws, Moreover, CEA Section 2(c)(2)(A)
explicitly states that futures contracts on -repurchasé agreements invo]ving'anhy excluded
commodity can be listed aﬁd traded on organized exchanges — including desi gnated contract
rﬁarket‘s. |

Finally, staff notes thc CB()E’S argument that a consequence of the CME Credit Index
Event not being considered a secﬁrity is that insiders and tippées could actively trade the contract
without being éubject to the legal prohibitions against insider trad%ng iﬁ}posed under the securities
laws. In making this argument, the CBOE fails to obéewc, however, that as with any other
ckchange tradcdqcommodity futures or option contract, the trading of credit event contracts o a
designated contract market would be subjected to a comprehensive regulatory regime established
by Congress for the express purpose offmgulat'ing derivative transactions. The CBOE’s reliance
on the potenﬁali'napplicabilitykqf certain secﬁrit‘ies laws ignores the fact that éredit deﬁvatives,
when traded sub‘j'cct to the rules of a designated contract ;narket, V\;'Olﬂd be traded openly,
competitively, and under the surveillance of derivatives markets that are self-regulatory bcndies

operating pursuant to the provisions of the CEA and the oversight of the Commission.
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D. CONCLUSION |

The Division believes lghat the structure, design, purpose and use éf the CME Credit Index
Event contract collectively represents a commodit); futures contract that is based on commodities
that are not sccurities. Accordingly, the Division concludes that the CME’s Credit Index E-venf
cortract is subject to the CEA and the Commissién’;‘: jurisdiction thereunder. Based on its
economic and legal analysis of t\his reiluest qu appr;)v_al, as dcs"c;;ibe_(i in detail herein, the
Division recommends that the Coxﬁmission approve the CME Credit Index Event contract and the
rules applicable t_hercu; pursuant to Seétidn 5c(c)(2) and Section 5c¢(c)(3) of the CEA and

Commission Regulation 40.3.

ATTACHMENTS:

A. .CME Credit Index Event Contract Terms and Conditions. \
B. . CBOE Credit Index Event Contract response letter dated March 28, 2007.
C. OCC Credit Index Event Contract response letter dated March 28, 2007,
D. CME Credit Index Bvent Contract response letter dated April 11, 2007.

E. CBOE Credit Index Event Coniract response Ictter dated April 19, 2007,

F. Draft Commission Approval and Speculative Position Leﬁérm CME.
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4. Contract Specifications for CME Credit Index Event Contracts
CHAPTER 454: CME Credit Index Event Contract

45400. SCOPE OF CHAPTER
This chapter is limited in application to trading in CME Credit Index Event Contracts. The procedures for
tradirig, clearing, settlement, and any other matters not specifically covered herein shall be governed by
the rules of the Exchange.
45401. COMMODITY SPECIFICATIONS
© CME Credit Index Event Contracts shall represent a Notional. Vatie as determined by the Board of ’
Directors or its delegates (hereinafier the “Board™) as depicted in Rule 45402.B. The Board may
determine to list multiple contracts based on a specific CME Credit Event Index with varying Notional
Values (NV), minimum increments, Final Settlement Rates (F), or terms to maturity as depicted in Rule
45402.B.
45402. FUTURES CALL
45402.A. Schedule

CME Credit Index Event Contracts shall be scheduled for trading during such hours and delivery in quch
months as may be determined by the Board '

45402.B. CME Credit Event Indexes

CME Credit Index Event Contracts shall be based upon the following Indexes.

o _ Notional . Minimuun Position
_ Index-Designation Value (NV) Licrement Limit
0.5 basis points &

CME NA 1G HV1 $100,600 (USD) 5,000 contracts

($5.00)

45402.(,‘. Trading Unit -

CME Credit Index Event Contracts shall be based on a Notional Value and denommaled in such currency
as determined by the Board as depicted in. Rule 45402.B.

45402.1). Minimum Increments .

CME Credit Iidex Event Contracts shall be traded with a minimum pnce increment as determined by the
Board as depicted in Rule 45402.B. Bids and offers shall be quoted i in terms of basis points of Notional
Value. E.g. If the minimum price increment of a contract with a Notional Value of $100,000 is
established at 0.5 basis points, then the minimum price increment equates to $5.00. A quotation of 405.5
basis points based on a contract with a Notional Value of $100,000 equates to $4,055.00.
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45402.E. Position Limits

A person shall not own or control more than a specified number of contracts net long or short in all
contract months combined in any single Index as determiined by the Board as depicted in Rule 45402.8.

45402.F, Accumulation of Positions

For the purposes of this rule, the positions of all accounts direetly or indirectly owned or controtled by a
person or persons, and the positions of all accounts of' a person or persons acting pursuant to an expressed
or implied agreement or understanding, and the positions of all accounts in which a person or persons
hiave a proprietary or beneficial interest, shall be curnulated..

45402.G. Exemptions

The foregoing position limits shall not apply 1o (1} bona fide hedge positions meeting the requirements of
Regulation 1.3{z)(1) of the CFTC and the rules of the Exchange, and (2) other positions excmpted
pursuant to Rule 543.

45402.H. Final and Early Termination of Trading Date

Trading shall terminate at 12:00 p.m..(Chicago Time) on the Final Termination of Trading Daté. The
Final Termination of Trading Date shall be the secand London bank business day immediately preceding
the third Wednesday of the contract expiration month. For purposes of determining whether a Credit
Event has occurred, the Final Termination of Trading Date shall end at 12:00 p.m. (Chlcago Time) on the
relevant day.

It Credit Events have been Declared (“Declaration of Credit Event™) per Rule 45403.C., on or prior to the
Final Termination of Trading Date, with respect to all Reference Entities included in a CME Credit Index
Event Contract then such Contract shall be subject to Early Termination of Trading. The Early
Termination of Trading Date shali be the first business day following the final Declaration of Credit
Fvent that is possible under such Credit Index Event contract. Trading shall terminate at the regularly
scheduled time, on the Early Termination of Trading Date. : » .

~ 45402.1. Final Settlement Date
The Final Settlement Date shall be the first business day following the Final Termination of Trading Date.
However, if a Coutract is subject to Early Termination of Trading per Rule 45402.H., then the Final
Settlement Date shall be the first business day following the Barly Termination of Trading Date.

45402.J. Contract Modifications

Specifications shali be fixed as of the first day of trading of a Contract. 1f Eany U1.S. governmental agency
or body issues an order, ruling, directive or law that conflicts with the requirements of these rules, such
order, ruling, directive or law shall be construed to take precedence and become part of these rules, and
all open and new contracts shal] be subject to such government orders.

45403. CASH SETTLEMENRT |

Delivery of CME Credit index Event Contracts Ashali be by cash settlement.
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45403.A. Final Settlement Procedures

The Final Settlement Price. (FSP) shall be rounded to the nearest 1/10000™ of a percentage poml
.{(Decimal fractions ending in a five (5) are rounded up. For example, a FSP equal to 4.06246% would be
rounded to 4.0625%.) The Final Seitlement Value (FSV) quoted in the currency designated per Rule
455A02.R. with respect to a CME Credit Index Event Contract shall be calculated as follows.

FSV = NV xFSP
n
FSpP . = z [E. % F;x W,}
' i=1
Where: _
NV = Notional Value of Contract per Rule 455A02.83.

Binary Event Indicator which equals
Ei = 1ifaCredit Event has been declared with respect to Reference Entity i
0 if a Credit Event has not been declared with respect to Reference Entity i
Final Settlernent Rate assigned to Reference Entity i
Weight assigned to Reference Entity i

Em
it

E.g., if no Credit Events have been decla:cd wsth respect to the Reference Entities included in an Index,
then FSP = ¢ and FSV =§0. -

If a Credit Event has been declared with respect (o one Reference Entity included in an Index where NV =
$100,000, F; = 60% and W, = 3.125% then FSP = (87.5 basis points [= t x 0.60.:x 0.03125] and TSV =
$1,875 [= $100,000 x 187.5 basis points].

If a Credit Event has been declared with respu.t to twa Reference Entities included in an Index where NV
= $100,000, and both Reference Entities have Final Settlement Rates of F; = 60% and Wcaghts of Wy =

“3.125% then FSP = 375 basis points [= 2 x 0.60 x 003125] and FSV = £3,750 [= $100,000 x 375 basis
points].

It a Credit Event has been declared wiih respect to all 32 Reference Entities in an Index-of 32 constituents
where NV = $100,000, and all 32 Reference Entitics have Final Settlement Rates of F; = 60% and
Weights of W; = 3.125% then FSP = 6,000 basis points [" 32 x0. 60 x 0.03125] and FSV = $60,000 [=

© $100,000 x 6,000 basis points].

45403.B. Credit Events

Credit Event means, with respect to CME Credit Index Event Contracts, one or more of Bankruptey or
Failure to PPay in accordance with the INTERPRETATIONS TO CHAPTER 454,

45403.C, Declaration of Credit Events
The Exchange shall issue a Declaration of Credit Event, when a Credit Event-is confirmed by the

Exchange with Publicly Available Information, which may occur after the Final Termination of Trading
Date. Final Settlement may be postponed indefiritely pending Exchange confirmation of a Credit Event.
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45403.0. Final Marlk-to-Market

Following the determination of the Final Settlement Price and Final Settlement Value, clecaring members
holding open positions in CME Credit Index Event Contfacts at the time of termination of trading in that
contract shall make payment to or receive paymert from the Clearing House in accordance with normal
variation margin procedures based on a settlement price equal to the Final Settlement Price.

45404. ADJUSTMENTS TO CME CREDIT INDEX EVENT CONTRACTS

CME Credit index Event Contracts shall be subject to adjustments upon the occurrence of a Succession
Event as defined in Section [(1)(i)-(vi} in the INTERPRETATIONS TO CHAPTER 454. Determinations
as to whether and how to adjust the terms of CME Credit Index Event Contracts to reflect events affecting
Reference Entitics and their Successor(s) shall be made by the Board based on its judgment as to what is
appropriate for the protection of investors and the public interest, taking into account such factors as
fairness to the buyers and scllers of CME Credit Index Event Conttracts on the underlying interest, the
maintenance of a fair and orderly market, efﬁmenoy of CME Credit [ndex Event Contract settlement, and
consistency of interpretation and practice in accordance with the INTERPRETATIONS TO CHAPTER
454. -

Ad]uetmmts to CME C‘mmt Index Event Contracts may include, but are not limited to, assigning a
Successor Reference Entity or Successor Reference Entities to a CME Credit: Index Event Contract,
attachment of a cash payment from longs to shorts or shorts to longs as appropriate; early. cash settlement
of retiring CME Credit index Event Contracts at a fair and rc'm,nnable ptite; or such other provisions or
combinations of provisions as deemed appropriate by the Board.

Every determination by the Board in respect of CME Credit Index Event Contracts pursuant to this Rule ™

ghall be within the discretion of the Board and shall be conelusive and binding on all investors and not
subject to review. :

45405, FAILURL FO PERE ORM

If the clearing member fails to perform all acts requlred by this chapter then that clearing member shall
be deemed as failing to perform which may be punishable as a major violation. The Board may also
assess such penalties as it deems appropriate. - , .

45406 ACTS OF GOVERNMENT s AC'I S OF GOD AND OTHER EMERGENCIES |

(Refer to Rule 701. - ACTS OF GOVERNMENT, ACTS OF GOD AND OTHER EMERGENCIES)
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INTERPRETATIONS TO CHAPTER 454
I. Credit Events

Credit Event means, with respect to CME Credit Index Event Contracts, onc or more of Bankruptcy, or
Failure to Pay. ’

(a) "Bankruptey" means the filing under the United States Dankruptcy Code in a United States
Bankruptey Court of: (i) a voluntary petition by the Reference Entity that has not been dismissed by
the Final Termination of Trading Date of the Contract; or (i) an involuntary petition agamst the
Reference Entity with respect to which an order of relief has been issued by the Court prior to the
Final Termination of Trading Date of the Contract (irrespective of whether such order of relief is
subsequently teversed on appeal, nullified, vacated, dismissed or otherwise modified afler the
expiration date of the Contract).

(b} "Failure 16 Pay" means, after the expiration of any applicable Grace Period, the failure by a Reference

~ Entity to make, when and where due, any payments in an aggregate amount of not less than the
Payment Requircment. under one or more Obligations, in accordance with the terms of such
Obligations at the time of such failure,' For the avoidance of doubt, if the applicable Grace Period
cannot expire on or prior to the Final Termination of Trading Date, then there will be no Declaration
of Credit Event with respect to the CME Credit Index Event Contract

IL. Definitions.’

(¢} Grace Period. “Grace Period” means if 2 Reference Entity fails to make, when and where due, any
payment in an aggregate amount of nol less than the Payment Requirement under one or more
Obligations, the shorter of (i) the applicable grace period with respect to payments under the relevant
Obligation under the terms of such Obligation in effect as of the date of such payment failure and (i1)
30 calendar days.

Section L(b) has been ddi\pied w:th permission from copyrighted material as published by the Intemational
Swaps & Derivatives Association, Inc. (ISDA). Specifically Section L(b) is adapted from Article IV, Section 4.5
of the 2003 ISDA Credit Detivatives Definitions.
Section II. has been adapted with permission from copyrighted material as published by the fnternational Swaps
& Derivatives Association, Ine, (ISDA). Specifically Scction IL{t) is adapted from Article 1V, Section 4.8(c);
Section I, (e}(ir(iv) is adapted from Aricle ITl, Section 3.5(a)-(d); Section IL.(f) is adapted from Articie HJ,
- Section 3.7; Section J.(g) is adapted from Article I, Section 2.1; Section 1L(j) is adapted from Article IT Section
2.2(e): Section IL(k) is adapted from Article II Section 2.2(b); Scction IL(J} is adapted from Article II Section
2.2(a)(i)-(vi) of the 2003 ISDA Credit Derivatives Definitions.
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(d) Obligation, “Obligation” means each obligation of each Reference Entity that is a Bond and has each
" of the following characteristics: Not Subordinated, Not Sovereign Lender, and Specified Currency.

(i)  “Bond” means any obligation for the payment or repayment of borrowed moriey in the form of
or represented by a bond, note {other than notes delivered pursuant to obligations that are
typically documented by term loan, revolving loan, letter of credit reimbursement, or similar
credit agreements), certificated or uncertificated debt security or other debt security, in each
casé that is assigned an identification number such as a CUSIP number, [nternational Securities
Identification Number (ISIN), ora similar number of a successor to either of such identification
systems.

(i) “Not Subordinated” means an obligation that is not Subordinated to the fiost senior Reference
Obfigation in priority of payment. For determining “whether an: obligation is “Not
Subordinated,” the ranking in priority of payment of each Reference Obligation shall be
determined as of the date on which such Reference Obligation was issued or incurred and shall
not reflect any change to such ranking in priority of payment after such date.

(iii} “Subordination” means, with respect to an obligation (the “Subordinated Obligation™) and
anather obligation of the Reference Entity to which such obligation is being compared (the
“Senjor Obligation™), a contractual, trust or similar arrangement providing that (1) upon the
liquidation, dissolution, reorgam{atlon or winding up of the Reference Entity, claims of the
holders of the Senior Obligation will be satisfied prior to the claims, of the holders of the
Subordinated Obligation or (2} the holders of the Subordinated Obligation will not be eatitied
10 receive or retain payments in respect of their claims against the Refererice Entity at any time
that the Reference Entity is in payment arrears or is otherwise in default under the Senior
Obhgatlon “Subordinate” will be construed accordingly. For purposes of determining whether
%ubordzrmuon exists or whether an obligation is Subordinated with respect to another obligation
to which it is-being compared, the existence of preferred creditors arising by operation of law or
of collateral, credit support or other credit enhancement arrangements shall not be taken into
account.

(iv) “Not Sovergign Lender” means any obhgatlon that is not primarily owed to a Soverelgn or
" Supranationa Orgamz.auon, including without limitation, obligations generally refcrrcd 10 as
“Paris Club debt.”

(v) “Sovereign” wmeans any state, 'poli"tk;dl subdivision or pgovernment, or any agency,
instrumentality, ministry, department or other authority (including, without limiting rhc
fore;;,omg the ccnnal bank) thereof.

(vi) “Supranational Organization” means any entity or other organization established by treaty or
other arrangement between two or more Sovereigns or the “Sovercign Agencies of two or more
‘iovereigns and includes, without limiting the foregoing, the International Monetary Fund,
European Central Bank, [mcx national Bank for Reconstruction-and Development and Europcan
Bank for Reconstruction and Development.

(v “S'overeign Agency” mean$ any agency, instrumentality, ministry, department or other
authority {including, without limiting the foregoing, the central bank) of a Sovereign.




CME Credit Index Event Contracts
May 16, 2007
_Page 36 of 39

(viii) “Specified Currency™ means an obligation that is payable in any of the lawful currencics of

Canada, Japan, Switzerland, the United Kingdom, and the United States of America, and the
euro and any successor currcncy to any of the aforementioned currencies.

{e) Obligation Currency."Obligation Currency” meéans the currency or currencies in which an Obligation
is denominated. .

(f) Payment Réquirement. "Payment Requiremant" wmeans UsD 5,000,000 or its equivalent in the
refevant Obligation Currency, in the occurrence of the relevant Failure to Pay.

(g) Publicly Available Information. “Publicly Available Information” means:

@

(i

(iii)

Information that reasonably confirms any of the facts relevant to the determination that the
Credit Event has occurred and which (1) has been published in or on not less than two Public
Sources, regardless of whether the reader or user thereof pays a fee to obtain such information;
provided that, if either of the parties or any of their respective Affiliates is cited as the sole
source of such information, then such information shall not be deemed to-be Publicly Available
Information unless such party or its Affiliate is acting in its capacity as trustee, fiscal agent,
administrative agent, clearing agent or paying agent for an Obligation, (2) is information
received from or published by (A) a Reference Entity that is not a party to the relevant CME
Credit Index Event Contract or (B) a trustee, fiscal agent, administrative agent, clearing agent
or paying agent for an Obligation, (3) is information contained in any petition or filing
instituting a Bankruptey proceeding against or by a Reference Entity or (4) is information
contained in any order, decree, natice or filing, however deseribed, of or filed with a court,
tribunal, exchange, regulatory authority or similar administrative, regulatory or judicial body.

In the event that with respect to the CME Credit Index Event Contract in which the Buyer is (1)
the sole source of information in its capacity as trustee, fiscal agent, administrative agent,
clearing agent or paying agent for an Obligation and (2) a holder of the Obligation with respeet
to which a Credit Event has occurred, the Buyer shall be required to deliver to the Exchange a
certificate signed by a Managing Director (or other substantively equivalent title) of the Buyer,

- which shall certify the occurrence of a Credit Event with respect to a Reference Entity.

In relation to any information of the type described in Section (I[)(e)i)2), (3) and (4) of
“Publicly Available Information™, the Exchange may assure that such information has been
disclosed to it without violating any law, agreement, or understanding regarding the
coufidentiality of such information and that the party delivering such information has not taken

- any action or entered into any agreement or understanding with the Reference Entity or any

(iv)

Affiliate of the Reference Entity that would be breached by, or would prevent, the dlsciosmc of
such information to third part:es

Publu,ly Available Information need not state (1) in refation to an affiliate, the percentage of
voting shares owned, directly or indirectly, by the Reference Entity and (2) that such
occurrence (A) has met the Payment Requirement or Default Requirement, (B) is the result of
exceeding any applicable Grace Period or (C) has met the subjective criteria specified in certain
Credit Fvents, ' I

(h) Public Source. “Public Source” means a source of Publicly Available Information such as Bloomberg
Service, Dow Jones Telerate Service, Reuters Monitor Rates Services, Dow Jones News Wire, Wall
Street Journal, and New York Times (and successor publications), the main source(s) of business
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news in the country in which the Reference Entity is organized and any other mternahonally
recognized published or electronically displayed news sources.

Reference Entity. “Reference Entity” mieans the entlty or entities specified as such in a CME Credit
Index Event Contract, and in each case any Successor,

Reference Obligations. “Reference Obligations:” means each Obligation :,peuﬁed as such in a CME
Cri eétt Index Eveni Contract.

Relevant Obligations. “Relevant Obligations™ means the Obligations constituting Bonds of the
Reference Entity outstanding imimediately prior to the effective date of the Succession Event,
excluding any debt obligations outstanding between the Reference Entity and any of its Afﬁlmtes as
determined by the Exchange.

Succeed. In this 'section If, “Succeed” means, with respect to a Reference Entity and its Relevant
Obligations, that a pasty other than such Reference Entity (1) assumes or becomes liable for such
Relevant Obligations whether by operation of law or pursuant to any agreement or (2) issues Bonds
that are exchanged for Relevant Obligations, and in either case such Reference Entity is no longer an
obligor (primarily or secondarily) or guarantor with respect to such Relevant Obligations, The
determinations required pursuant to Section I1(1) shall be made in the case of an exchange offer, on
the basis of the outstanding principal balance of Relevant Obligations tendered and accepted in the
exchange and not on the basis of the outstanding prmcxpa] balance of Bonds for which Relcvan{
Obligations have been exchanped.

{m) Succession Event. “Succession Event” means an event such as a merger, consolidation,

(m)

amalgamation, transfer of assets or liabilities, demerger, spin-off or other similar event in which one
entity succeeds to the Relevant Obligations of another entity, whether by aperation of law or pursuant
to any agreement. Notwithstanding the foregoing, “Succession Event” shall not includé an event in
which the holders of Relevant Obligation of the Reference Entity exchange such obligations for the
obligations of another entity, unless such exchange oceurs in connections with a merger,
consolidation, amalgamation, transfer of assets or liabilities, demerger, spin-off or other similar event,

Successor. “Successor” means in relation to a Reference Entity under a CME Credit lndcx Event
Contract, the entity or entities, if any, determined as set fonh below:

(i) Il one entity directly or indirectly suaceeds to seventy-five per cent or more of the Relevant
Obligations of the Reference Entity by way of a Succession Event, that entity will be the sole
Successor in respect of such Reference Entity.

(i)  If only one entity directly or indirectly succeeds to more than twenty-five per cent (but less than
seventy-five per cent) of the Relevant Obligations of the Reference Entity by way of a
Succession Event and not more than twenty-five per cent of the Relevant Qbligations of the
Reference Entity remain with the Reference Entity, the entity that succeeds to more than
twenty-five per cent of the Relevant Obligations will be the sole Successor in réspect of such
Reference Entity.

(iii) I more than one entity each directly or indirectly succeeds to more than twenty-five per cent of
the Relevant Obligations of the Reference Entity by way of a Succession Event, and not more

than twenty-five per cent of the Relevant Obligations of the Reference Entity- remain with the
{ : ‘
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Reference Entity, the entities that succeed to more than twenty-five per cent of the Relevant
Obligations will each be a Successor in respect of such Reference Entity,

(iv}) 1fvne or more entities each directly or indirectly succeéds to more than twenty-five per cent of
the Relevant Obligations of the Reference Entity by way of a Succession Event, and more than
twenty-five per cent of the Relevant Obligations of the Reference Entity remain with the -
Reference Entity, each such entity and the Refercnce Entity will each be a Successor in respect
of such Reference Entity.

(v) If one or.more entities directly or indirectly succeed to a portion of the Relevant Obligations of

: the Reference entity by way of a Succession Event, but no entity succeeds to more than twenty-

five per cent of the Relevant Obligations of the Reference Entity and the Referende Entity

continues to exist, there will be no Suctessor and the Reference Entity and the CME Credit
Iildex Event Contract will not be changed in any way as a result of the Succession Event; and

(vi) [f one or more entities directly or mdu:ectiy sueceed 1o a portion of the Relevant Obligations of
the Reference Entity by way of a Succession Event, but no entity succeeds to more than twenty-
five per cent of the Relevant Obligations of the Reference Entity and the Reference Entity
ceased 1o exist, the entity which succeeds to the greatest percentage of Relevant Obligations

. {or, if two or more entities succeed to an equal percentage of Relevant Obligations, the entity
from among those entities which succeeds to the greatest percentage of obligations of the
Reference Entity) will be the sole Successor in respect of such Reference Entity. -

The Exchange will be responsible for deterimining the number of Successors as soon as reasonably
practicable after it becomes aware of the relevant Succession Event.

lfI, CME Credit Event Index Adjustment fallowing a Succession Event

Where pursvant to Section Il(l)(i)—(vi), one or more Successors have been identified, the relevant
Reference Entity of the CME Credit Event Contract will be replaced by ane or more Successors with the
following terms: .

{a) Each Successor will be a Reference Entity for the purposes of a CME Credit Index Event Contract;

{b) In respect of each Successor, the “Final Settlement Rate” will be equal to the “Final Settlement Rate”
of the original. Reference Entity in the CME Credit Index Event Contract. Each Successor will be
assigned a Weight. The Weight assigried 1o a Successor shall be equal to the original Reference
Entity’s Weight multiplied by one divided by the number of Successors. Each Successor will have
equal or apprt)ximdtbly equal Weights.

{©) The Weight assigned to the Successors in a CME (‘redlt Index Event (‘ontrdct shalf be rounded 10
four decimal places (e.g..1.5625%, 1.0416% or 1.0427%). If rounding is necessary in order for the
Successor Weights to sum to the Weight assigned to the original Reference Entitly, the Reference
Entities representing the Successors shall be listed in alphabetical order. The Weight of the Successor
at the top of the list shall be rounded higher in the fourth decimal place. The Successors at the bottom
of the list shall be rounded down in the fourth decimal place until-all Successar Weights have been
rounded, and the sum of the Successor Weights is equal to Weight of the original Referehce Entity.

(d) The sum of the Weights assigned to the Successers in a CME Credit Index Event Contract shalf be
equal to the Weight of the original Reference Entity,
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(e) All other terms and econditions of the original CME Credit Index Event Contract will be replicated
following the substitution of Successors except to the extent that modification is required, as
determined by the Exchange to preserve the economic effects of the original CME Credit Index Event
Coutract {considered in the aggregate)..

1V. Designated Indexes

CME North American Investment (?rade High Volatility Series 1 (*CME NA IG HYV, Series 17)

!30107145

T | Finat
CUS!P Reféerenee( 1. Settlement
N R T . e T L e f e T : -Rﬂ}ue;(lg'} !

1 Arrow Electronics, Inc, DDI 176i3 ARW 6.875 01Jun2018 31.125% 60%
2 Autozone, Inc. EC727763 AZO 5.875 130¢t2012 - 3.125% 60%
3 CBS Corpdration | BCY972759 CBSCOR 4.625 | 5May20138 3.125% _60%
4 Centex Corp EDY63786 CTX 5.25 15hinl3 3.125% 60%
5 CenturyTel, Inc. EC904163 | CTL 7.875 15Augl2 3.125% 60%
6 Cox Communications, Ing. ECO11995 | COX-Comminc 6.8 01Aug2028 | 3.125% ' 60%
7 Embarg Corporation EF420252 EMBRQ 7.082 01Junié 3.125% 60%
8 Expedia, Inc. EF641825 EXPD 7.456 15Augi8 3.125% 60%
e Federated Department Stores, Inc. EF863592. FD 5.9 12/01/16 3.125% 60%
10 IAC/INTERATIVECORD EC210090 TIACI7 15Jant3 (2) 3425% | - 60%
11 International Paper Company | ECY55391] IP 5.85 300ct12 3.125% 60%
12 1.C. Penney Corporation, Inc. DD110759 JCP 7.95 04/01/17. 3.125% 0%
13 Jones Apparel Group, uc. - ED950861. JNY 5.125 15Nov14 (2) 3.125% | 60%
14 The Kroger Co. EC077595 KR 6.8 12/15/18 3.125% 60%
i54 Lennar Corporation ECB4559¢ |- LEN 5.95 01Mari3 3.125% 60%
16 _Limited Brands. Inc. EC773327 LTD 6.125 61Decl2 3.125% 60%
17 MeadWestvaco Corporation EC545468 MWV 6.85 01Apri2 3125% |,  60%
18 Pulte Homes, Inc ED290855 "PHM 5.25 15Tanld 3.125% 60%
19 R. R. Donnelley & Sons Company ED611402 DNY 4.95 01Aprid (2) 3.125% 60%
20 RadioShack Corporation EC430698 | RSH 7.375 1 5Mayl1 3.125% 60%
21 Residential Capital Corp EF365507 GM-ResCap 6.5 {74Apr]3 3.125% 60%
22 Safeway Inc. ‘EC649985 SWY'5.8 [5Augi2 3.125% 60%
23 Sara Lee Corporation BD000107 SLE 3 7/8 06/15/13 3.125% 60%
24 The Sherwin-Williams Company DD011257 SHW 7.375 01Feb27 3.125% 60%
25 Sprint Nextel Corpocation 1 8sa061AA L S 9.1/4 0415/22 »3. 125% 60%
26| Starwood-FHotels & Resorts Worldwide, Iric.| EC946551 HOT 7.875 01May12 (2) 3.125% 60%
27 Temple-Inland fac. E(C562588 TIN7.875 0iMayl2 3.125% 0%
28 The Gap, Inc EC571913 GPS 8.8 15Dec(8 3.125% 60%
29 Time Warner [uc FEC548229 [ TW 6.875 01May!2 3.125% 60%
30 Tol{ Brothers, Inc EDI07919 | TOL-FinCorp 6.875 15Nov12 | 3.125% | ~ 60%
3l Viacom fnc. EF721897 VIA 6 1/4 04/30/16 3.125% 60%

32 Whirlpoo! Corporation WHR 7.75 15Jull6 3.125% 60% -




ATTACHMENT B

CBOE Credit Index Event Contract Comment/Letter Dated March 28, 2007



D domnae Molfic-SHver
Fxecutive Viee Presidem
Gemerad Counsel &
Corparate Seorgtary

Phaone: 31278607402
fFaxs MW2-186- 7014
mofficjiiehoreom

March 28, 2007

Via Klectronic Mail

Ma. Gifeen AL Dounovan

Acling Secrelary

Commodity Futures Trading Commission
Three Lafayetlte Centre

1155 2158 Strect, NLW. -

Washingtan, DC 20581

‘Re: Chicago Morcantile rE\cchang,c Submussion (O"? 17) Under Rule 40.3,
Regarding a Proposal to List CME Credit Index Event Contracts

Dear Ms. Donovan:

. Thig lelter 15 submifted by Chicago Beard Options  Bxchange, Incorporated
(“CBOE"). in response to the voluntary submission by the Chicago Mereantile Fxchunge
(" CME™), dated March 7, 2007 (the "CME March 7 [ |lms.,"), pursuant to Commission Rule 40.3
for review and approval by the Commission of a new credit default option product designated as
“CME Credit Index Event Contracts™ {the “New UME Product™. CBOE has previously
commented, in letters dated November 3, 2006, December 3, 2006, December 19, 2006 and
January 26, 2007 (the "Prior CBOE Letters™}, on a prior ;)ropo"ial regarding credit event products
{the "First CME Product™) made by the CME, as sel forth in the CME's filing dated October 17,
2000, as amended by filings dated October 24, 2006 and January 12, 2007 (the "Prior CME
Filings").

For the same reasons sel forth o the Prior CBOE Letters, and for the additional
reasons identilicd below, the New CME Product is an option, not a [utures confract, and is based
on one of more scoifies. As a result, the New UME Product is a seeurity within the meaning of
the Securities Act of 1933 ("Securities Act") and the Securities Fxchange Act of 1934
("Exchange Act") and subject to the exclusive jurisdiction of the U1S. Sceurities and Exchange
Conunission (“SEC). Accordingly, the New CME Produet is exceluded from the Commodity

Exchange Act ("CEA™) and the Commissions Jurisdiction pursuant fo Scetion 7(11)(1) Ny of
the CEA,

The CME March 7 Filing reflects three significant modifications from the First
CME Product, which CBOLE continues to believe is a security outside of the Comnussion's
jurisdiction. Fust, the CME proposes e define a "Credit Fvent," for purposces of the Now CML

SO0 Satth LaBatis Straa . bv:aqo Hhnow B0605.1023
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-Product, 10 mean o bankruptey or.a "failure 0 pay" associated with any "Index constituent.”
This is much broader than the definition of "Credit Event® for the Firyt CME Product, which
defined "Credit Event to mean bankruptey only.  Second, fatlure to pay™ is etermined in the
New CME Product by reference to - ligt of specified Reference Obligations, all of which are

- securities of identified Reference Entities. Third, the New CME Produst is based on a group of
securities, rather than on a single séeurity.” Regardless of the Commission's priov charaeterization
of the First CME Product (with which CBOE disagrees), the pr oposed madifications made w0 the
terms of the New CME Product clearly demonstrate that it is: (1) an option; (2) based on
securities; and 1s therefore (3} excluded from the Commission's jurisdiction.  Accordingly, the
Commission should deny the request for approval of the CME March 7 Filing,

FFirst, as CBOE has argued in the Prior CBOE Letters, the First CME Product is
an option, not a futures contract and must be analyzed as such. In tact, the Coinmission itsclf, m
approving the First CME Product, expressly and unequivocally concluded that the product was
an option. "Moreover, because of the nature of the proposed contracts, the Comuissian has
concluded thal they are binary options rather than futures contracts. "1 This issue, therefore, is
not in dispuie, Because the structure of the New CME Product (fcaving aside the diffeiences in -
the underlyer) is identical 1o the First CME Product in these respects, the New ( ME Product is
al30 an option.

Second, the New CME Preduct is clearly bascd on onc ar more scouritics.  [n
approving e Prior CME )"'i!mgs, the Commission expressed the view that, although the First
CME Product 1s an upimn ‘it 1s based on "Credit Events,” which the Commission char itulcri/c,d
as a "commodity.”™ This was apparently due to the faet that the definition ot a "Credit Event” ir
connection with the First CME Produet was limited 1 bdnkrupu,_y In cantrast, the New ((?\'H,".
Product includes “failure o pay" in the definition of a Credit Event and requires that u failure to
pay be determined by refercnce to an identified list of Reference Obligations, all of which are

! See Lener {tom Liteen I)onmmu Acting Secretary ol the Cormmission, o Johe Lubus/cxukl Managing
Director of the CML, daud Jopaury 31, 2007, :

CBAM (lisagrce‘»; wnh lhe characlerization that oprions based on a "eredit event” fall within the defiviion of
a commadity as x "eredit rigk or measure” under the CEA with regitrd 1o the First and New CME Products.
The refereuce m the CEA to "credit risk o measure™ way included, solely for the purpose of cxeluding
cerfain offegchange transactions from the CEA and not for the purpose of authoriziog the hsting of
durivatives on "credil cisk of measure” on » designated confract market. Further, ithe Now CME Produet is
in any even! an option hased-on seeurities and iy therefore outside. the scope of the Commssion’s
junsdichon. The nclugion of "eredit sk or measure” in the definition of an "excluded commodity” d'wk
aot affert this L(urr‘,lw;mn :

Lo fact, the CME, inits ariginal flings with the Commission in corection vath the First CME Product, had 1
ancluded "failure w0 pag® fn the defintion of a *Credit Bvent." The Conunission’s stalll however, requested
that the CME choinate "Balure (o pay™ as a Credit Event and @0 was theretore deletesl om wons of the
First CMI Product: - "Subsequent {o the comment period, the CME, pusuant W die wequesi of (e
Cormiission, amended e erms and conditions of its conwacts in fAlings dated January 12, 2007 aod
Jianwary 26, 2007, Those ameadments linited the st oi ue(hi vvents o bankupiey and amended the
deftoitian of bankmplq thal the OME mtendg wouse” Memorandun of the Division of Market

Owersighy, dated Jansary 26, 2007 (fosinotes eoitte).
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. Securities. lndeed, “failure o pay” necessarily links the Now CME Product Lo specitic securitics

~and dictates that the payout on -the Produel can only be determined by reference o those
sccuritics. That is the reason, of course, that the Commission expressly requested the CME to
remove "failure to pay" from the terms of the First CME Produet. Accordingly, the, New CME
Product is an option that is expressly and directly based on one or a group of sceuritics
(including any interest thercin or based on the valug thereot) and is clearly a sccurhy.“

‘ ‘The- CME argues that the New CME Produet is based oo an "index” and that the
index is not g "narrow-based index,” pursnant to Commission Rule 41.15 and SEC Rule 34554,
As a result, the CME claims that the New CME Product is based on a “broad-based index” and is
within the exclusive jurisdiction of the Commission. This characterization, however, is simply
transparent attempt 1o obfuscate the true nativé of the New CME Product.  Because the New:
CME Product is an oplion that is based oh one or more securitics, the question of whether the
~underlying securities constitule an “index” is frrelevant - an option on an index of securities is
within the definilion of a sceurity, which falls under the exclusive jurisdiction of the SEC and i3
by definition excluded from the Commission's jurisdiction.  Morcover, the CME cannol
transform this product from an option to a futures contrace by basing i1 on a group or "index™ or
securitics, rather than on tndividual securities.  This is because even it the undertyer proposed by
the CME is considered an index, the Product itsell would stll be un option on an index of
securities (1.¢., a security) and subjcct to the SECs exclusive jurisdiction.

ln any event, the New CME Product is not based on-an index {including any
interest therein or based on the value thercof) of any kind, ¢ither "broad-based™ or "narrow-
basud.” The New CME Product 15 based on an jdentificd group of scecuritics and the amount
required 1o be paid by the seller is computed simply by adding the amount required o be puid in
respect ot each security fncluded in the group. There is nu computation methodology ot formula
associated with the group of sccurities and no index value that can be determined. Indeed, it is
sipnificant to note that the CEA and fed eral securitios laws identically defing "security™ o mean
an aption on 4 "group or index of securities (including any interest thereiv or based on the value
thereol).”  However, the term “group” is noticeably absent from the joint. regulations that
describe the concurrent jurisdiction of the Commission and the SEC wilh respect o, futures on
narrow-based security indices.  As such, the New CME Product is cither: (1) a group of
"group" of securities. Under cither alfernative, the New. CME Product underlyer cannot he
characterized nror qualify as a "broad-based index” under Commission Rule 4115 and SEC Rule ’
3a55-4. '

I approving the First CME Product, the Commission adoplted the position that an
~ option is net based "on" a seeurity undess it provides either for delivery or cash settlement based
on the value of the security. CBOE respectfully disagrees. In our view, this position 1s contrary
to the language of the statites and is uasupported by any precedent. The CEA excludes from the

. 1

A See Section 2(a)(}] of the Seouritics Ast and Seetion 3(a){ 1) of Uxchange A

: Section Ta(30) of CHA, Sectivr 201 ol the Secunties Act and Section Ma){ 10} of the Exchange Axi
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_ Commission’s jurisdiction, aud the federal sccurities laws include within the defimition of a

socuniy wnh_m the SEC's jurisdiction, an "optivn . . . on any seeurity . . . or group or indes of
securitiés (including any interest therein or baged on the vd!ue thereof).”  In arder to be
considered a securily, therefore, an option sged only be “on" a sceurity or group or index of
sccuitics, There is no requirement that the option require delivery or be based on the price or
value of the secuiity. To the contrary, the statutes clearly state thai the definition ol a security
dnclucles options on a seeunity {includidg any inferest or based on the value thuus{) but docs not;
limit the definition to those based on value. While an option requiring delivery of a seeurity i
clearly a security, and there is cage law that approprigtely finds that an optioh based on the vatue |
of a security should be considered a security, there is not, 10 our knowledge, any precedent that
supports the canclusion that an option must pmv-dc for delivery or be based on valuun order 0
be enwmpds‘-cd within the definition of'a security.”

"The Commission also concluded in connection with the First CMFE Produgt, that,
because it is functionally similay to a credit default swap, which is excluded Grom the definition
of 4 security, the First CME Product should not be deemed to be based on a seourity. As CBOE
hag previously explained, however, the exclusion of credit default swaps lram the definition of
security applies only to actual swaps that satisty cevtain spécified criteria. 1t does not and cannot
apply to every instrument that way be functionalty similar to credit default swaps. The New
CME Produci, tike the Fiest CME Product, is not itself 4 credit delault swap and there is no
. actual swap underlying the Product. ~ In addition, the exclision from the defipition of a seourity
doés not apply to every instrument that is functionally similar to a swap, ‘

Further, as is the case with the First CME Product, if the Commission exercises
~ jurisdiction and determines that the New CME Product is a futures contract and nol a security,
the New and First CME Products swill trade withowt being subject to the plohlbttmm against
ilicgal insider trading provided for under the federnl securitics laws.”  Absont these statutory
sufeguards, insiders and tippees can trade on, inside inlormation based on, among other things,
- the financial condiion (e.£., non-pubfic information concemning an impending bankruptey or
default) of the issuers of the securities undertying the New CME Product without repercussion
undor the federal securities laws. Importantly, such activity would rol violate any provision of
the CEA and would nol otherwise be subjecl to Commission sanction,  This result is clearly -
contrary to the purpose of the insider trading provisions of the federal securities laws. As such, it
is important to the principles of market fairness, integrity and public policy that the SEC regulate
praducts such as those proposed by the CME, that are optiens based on securitics.

The New CME Product 3 unquestionaldy an option bused "on" sceuritics
(including any interest therein or based on the value thereof) aud 15 thercfore excluded from the
CEA and outside of the Commission's jurisdiction.  Accordingly, the Commission has no

in An) evem, as set forly in the Prior CBQL Letters, the New UME Product, tke the First CME Prodies s
n faet based on the value of the Reference C)bhua'mm For example, this iy illusiraed because the “Final
Settlernont Rate” vsed 1o caleulate the payment due wuder the Product represents a Vrecovery rate” on the
Referende Obligaiions,

“

See O Section 10(b) ol the Tixchange Act und Ride 100-5 proswluated thercunder,
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Lauthority 10 approve. the, CME March. 7 Filing, which falls exclusively within the SBEC's
Jurisdiction, : ‘

CBOE appreciates the opportunily to provide these comments, We believe that
the status of the New CME Product should be resolved at the regulatory level rather than by the
courts, which would clearly be contrary o the interests of ynarket participants.  We therefore
strongly urge the Commission to lake the apprapriate action in this nstance.  Should you require

any further information, please do not hesitate to contact the undersigned.

Sincerely.

}“ i, AiIees Sipred

/K )

Joarine Moltic-Silver
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THE OPTIONS CLEARING CORPORATION
T o ONE N WATRER RRIVE, SUITE $00, CHITAGD. 1LINOE 60606

WILLIAM H. RAVIN
EXEGUTIVE VICE PRESIDENT, GEMERAL COUNSEL. AND SECRE TARY
TEL 3L ITLABEY FAX 2123271634 '

WHAVINE THESCC. COM

March 28, 2007

. Electronically and by Courier

Ms. Eileen Donovan

Office of the Secretary

Commiodity Futures Trading Commmtnon
Three Lafayette Centre

1155 21st Street, NJW.

Washington, DC 20581

Re:  Chicago Mercantile Exchange Submission
Proposing to Trade Credit Index Event Contracts

BPearMs. Donovan:

The Options-Clearing Corporatien (“OCC") is submitting this letter in response to the
request for comunents issued by the Commodity Futurés Trading Commission (the
“Commission”) relating to the filing by the Chicago Mercantile Exchange (“CME") dated March
7, 2007, proposing to trade a product that it calls “credit index event contracts” (the “New CME
Product”). CME seeks Commission approval for the proposed contracts under Commission Rule
40.3. The Commission has requested that comments be submitted by March 28, 2006,

OCC is a sccurities clearing agency registered as such under Section 17A of the
Securities Exchange Act of 1934 as well as a derivatives clearing organization registered under
Section b of the Comnwdily Exchange Act {(the “CEA™). As such, OCC has the ability 1o clear
securities options and security fittures contracts subject to the jurisdiction of the Sccurities and
_Exchange Commission (the “SEC™) and commodity futures and commodity options Sub)cct to
the Commission’s jurisdiction under the CEA.

OCC acts as the clearing agency for options traded on the Chicago Board Options
Exchange (“CBOE”). As the Commission stafl is aware, CBOE has proposed to wade “credit
default options” (“the CBOE Product™), which are binary options that are automatically
excreised whenever a “credit event” oceurs with respect to “reference obligations” of a
“reference entity.” QCC has submitted a rule filing with both the SEC and the Commission
secking approval from both agencies to clear these options as securities options.



—-Ms. Eileen. Uonovan

Page Two
March 28, 2007

By ictter dated November 3, 2006 (the “November OCC Letter™), OCC submitted
_ comments on a previous rule filing by CME secking approval of & product that was, in its
. original form (pnor to being amended by CME), highly similar to the New CME Praduct except
. that the product proposed in the earlier letter (the “First CME Product”) was based on a single
underlying reference eatity and would pay a fixed amount upon the occurrence of a credit event
affecting that entity. The present product is based on a ‘group consisting of multiple reference
entities and would pay a fixed amount upon the occurrence of a credit event affecting any. one of .
the reference entities. By an order dated January 31, 2007, the Comunission approved the First
CME Product, but only after the CME; at the request of the Commission’s staff, amended its
original proposal to limit its definition-of a “credit event” to the bankruptcy of the reference
entity. The definition of “credit event” for:the New CME Product includes not only the
bankruptcy of the reference entity, but also the failire of the reference entity to make required
payments on cerlain debt securities—an event stricken at the’ Comm:ss:on s request from the
definition of “credlt event” for the First CME Product.

: OCC is familiar with the content of a comment letter that has been or will be submitted

by CBOE with respect to the New CME Product. OCC concurs in CBOE’s conclusion that the
New CME Product is an option rather than a future and, in its present form, should be regarded
as a securities option subject to the jurisdiction of the SEC rather than as a comhmodity futures
contract or a commodity option. We stated our. views on these matters in the November OCC
Letter, and we see no need to repeat them here.  Clearly, however, the CMh’s filing cannot be
approved or allowed to become ﬁffccuve inits pu,sem form.

OCC appreciates the opportunity to make its views known to the Commission. [ would .
be happy to discuss auy aspect of this tnatter with the Commission’s staff.

Sincerely,

a1 Jrsin_

William H. Navin

WHN:rmp
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Chicago Mercantile Exchange’

“20South Wacker Dive  312/230.1000 tel

Chicago, Il. 60606-7499 312/466.441G fax
WWW.CIme. com '

April 11, 2007

VIA ELECTRONIC DELIVERY

Ms. Eileen Donovan

Acting Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21% Street, NW.

Washington, D.C. 20581

Re: Chicago Mercantile Exchange Inc. Submission (07-17) Regarding a
’ Proposal to List CME Credit Index Event Contracts

Dear Ms. Donovan;

. The Chicago Mercantile Exchange Inc. ("CME") made a voluntary submission of CME
Credit Event Futures for Commadity Fuiures Trading Commission (“CFTC"} review and
approval pursuant to section 5c(c)(2) of the Commodity Exchange Act ("CEA") and CFTC
‘Regulation §40.3 thereunder.' The Chicago Board Options Exchange (“CBOE") and the
Options Clearing Corp. (*OCC") (collectively, the "Objectors™), filed comment letters dated
March 28, 2007, with the Commission. We are submitting this letter in response to the
comment letters filed by CBOE and OCC. :

The Objectors claim the Credit Index Event Contracts (the "index Event Contracts” or
"Contracts”) are options, based largely upon the Commission’s prior statement with respect to
- CME's single name credit event contracts. The submitted Index Evenl Contracts do not include
any of the features used by financial analysts to distinguish options from futures. Ordinarily the
purchaser of an option pays for the benefit of price movements above or below a predetermined
strike price and bas no liability in’ addition to the premium paid.in order to secure the option.
Option sellers assume an opposite risk profile. While some options operate pursuant to an
automatic exercise feature, such a fealure may generally be overridden at the discretion of the
“buyer. Buyers and sellers of the Contracts enjoy no such optionality. Moreover, the Contracts
do not involve any strike prices or premium payments. We thus believe that the Contracts. are
most properly characterized as a cash-seftled index futures contract tied to a digital index upon
final settlement, o

The Objectors attempt to deconstruct the index to demonstrate that the same result may
be engineered by stilching logether a series of digital options. Every standard futures contract
can be engineered by combining the correct pair of put and calt options. Also, the fact that each -
name in the index will, at the conclusion of trading, be valued at zero or at full value is not

' CME Submission # 07-17. :
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relevant to the question of whether this is a futures contract. Hurricane contracts are valued at
zero or some higher amount depending on whether the hurricane strikes. During the fife of the
Contract its value will vary based on the market's expectations regarding the prospects of the
component companies.

Moreover, consider that at any given point in time, an index value may fluctuate either
upward or downward generally constrained to tick increments. Thus, movements in any index
value at a given temporal point assume a certain binary character. In the aggregate, these
binary movements assume a certain digital character and in the limit they approach the analog.
Accordingly, the inventive mind may suggest that the index constitutes a bundle of binary
options. But this level of inventiveness is unwarranted and inappropriate.

In addition, despvte the Objectors ongoing protestahons to the contrary, CME believes
that the Contracts are based on commodities, not securities. The events that may trigger a
paymem——bankruptcy or a failure to pay—are events that are not dependant upon the price or
vaiue of any security. At the same time, the Contract does not provide for the future delivery or
cash settlement of a security or for the delivery of any measure of value based on a security or
an index of securities. The payout is fixed in advance of the listing of the contract and does not
vary in relation to the price of any security of the referenced entity. Accordingly, the underlier for *
the CME contract is not a security ~ it is-an index of hypothetical cash-settled binary credit
default swaps such as thase that are traded on anoventheﬁounter basis.

CME appreciates the opportumty to respond to CBOE's and OCC's comments. Please
do not hesitate to (,oniacl me at 312—466~7469 if we can prowde any additional information.

Sincerely,

John W. Labuszewski, Managing Director
Research & Product Development
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Joanne Moffic-Sitver
Exesutive Viee President
General Counsel &
Corporate Scerctary

- Phone: 312-786-7462

Fax:  312-786-71919
mofficjgcboe.com

April 19, 2007

Via Klectronic Mail

Ms. Eileen A. Donovan

- Acting Secretary

Commodity Futures Trading (.,ommms;on
Three Lafayette Centre

1155 21st Street, N.W.

Washmgton DC 20581

Re:  Chicago Mercantile Exchange ‘?ubmmsxon (07-17) Under Rule 40.3,
Regarding a Proposal to List CME Credit Index Event Contract

Dear Ms. Donovan:

" This letter is submitted by Chicago Board Options Exchange, Incorporated
. {*CBOE™), in response to the voluntary submission by the Chicago Mercantile Exchange
(*CME"), dated March 7, 2007, pursuant to-Commission Rule 40.3, for review and approval by
the Commission of a new credit default option product designated as “CME Credit Index Event
Contract” (the “New CME Product™). CBOE has previously commented on the CME's March 7,
2007 filing by letter dated March 28, 2007; and the CME responded to CBOE's comments, and
those of The Options Clearing Corporation, by letter dated April 11, 2007. CBOE has also
submitted letters dated November 3, 2006, December S, 2006, December 19, 2006 and January
26, 2007 (together with the March 28, 2007 CBOE letter, the "Prior CBOE Letters"), on the prior
proposal regarding credit event products (the “First CME Product”) made by the CME, as set
forth in the CME’s filing dated October 17, 2006, as amended by filings dated Qctober 24, 2006
and January 12, 2007,

The CME's Aprﬂ 11, 2007 letter once again mischaracterizes the New CME
Product, as well as CBOE's arguments and is based on a number of unsupported assertions. For
the same reasons set forth in CBOE's March 28, 2007 letter, and in the Prior CBOE Letters, the
CME's comments should be rejected and the New CME Product should not be approved.- As we
have previously demonstrated in the Prior CBOE Letters, the New CME Product is an option,
not a futures contract, and is based on one or more securitics. As a result, the New CME Product
is a security within the meaning of the Securities Act of 1933 and the Securities Exchange Act of
1934 (collectively, the "Securities Laws"). Accordingly, the New CME Product is excluded
from the Commodity Exchange Act ("CEA") and the Commission's jurisdiction pursuant to
Section 2(a)(1)(C)(3) of the CEA.

400 South LaS.@Hé Street Chféaga, Hlinois 60605-1023 www.cbog.com
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In its April 11, 2007 letter, the CME asserts that the New CME Product is 2
futures contract and is not an options contract. This assertion is without basis because it directly
contradicts the Commission's express finding in its January 31, 2007 order that the First CME
Product is an option. The New CME Product is structuted in all relevant respects in a manner
that is virtually identical fo the First CME Product, which the Commission expressly found to be
an option. Moreover, the CME offers no reasons or support for its-assertion that the New CME
Product is not an option and should be considered a future or why the conclusion here should be
distinguishable from the First CME Product. To the contrary, after outlining its view of the
traditional characteristics of options, the CME states. only, "Buyers and sellers of the [CME]
Contracts enjoy no-such optionality. Moreover, the Contracts do not involve any sirike prices or
premium payments." In other words, the CME is- asking the Commission to reject its own

- conclusion regarding the character of the First CME Product sitply because the CME disagrees.
Unfortunately for the CME, it cannot make something a future simply by labeling it that way.

: Second, the CME mischaracterizes CBOE's argument that the New CME Product
is not based on an index but rather constitutes a series of individual options. The CME notes
initially, "[e]very standard fitures contract can be engineered by combining the correct pair of
put and call options." As the CME is well aware, that is a completely different point that has
nothing to do with CBOE's atgument. CBOE's point was that the New CME Product, unlike any
other index futures contract, requires an individual determination as to whether a credit event has
occurred with respect to each issuer in the "index." The payout is then calculated as the simple
sum of the binary option settlernent amounis due with respect to each issuer that has experienced
a credit. event. In short, the New CME Product does not settle to an index value. Addltzonally,

- that a futures contract may be decomposcd into a long call option and a short put oplion is an
irrelevant issue that the CME raises simply to deflect focus from CBOE's point. The CME then
goes on to argue, “movements in any index value at & given temporal point assumie a certain

‘binary character.” Again, this point is totally irrelevant and is not responsive to. CBOE's,
argument, which was that the "index" on which the New CME Product is based has no index
value at all - it is simply computed as the sumn of the amounts required to be paid with respect to
each of the underlying issuers. It is unclear what the CME considers "unwarranted and
inappropriate” in CBOE's contention that this does not: consutute an index, other than the fact
that the CME disagrees with it.

‘Third, the CME claims that the New CME Product is not based on one or more -
securities because the “credit events® used to determine the payouls “are events that are not
dependent upon the price or value of any security,” the New CME Product "does not provide for
the future delivery or cash settlement of a sv.curity or for the delivery of any measure of value
based on a security or an index of securitics,” and the payout "does not vary in relation to the
price of any security.” CME's argument fails. First, we disagree with CME's assertions because
the reference credit events of bankruptey and failure-to-pay are ditectly linked to specific
securities and the New CME Product provides for & cash settlement amount equal to a fixed
recovery amount on those securitiés. In any event, as CBOE explained in ils March 28, 2007
letter, none of these features or terms is required in order for an option on a security to be
included within the definition of a security under the Securities Laws. Rather, the relevant
definitions require only that the option be "on" a security; in fact, it is clear that the definitions
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were intend¢d o encompass options other than those providing for delivery or payments
expressly linked to the value of securities, based on the operative language in the definitions --
"option . . . on any security or group or index of securities (including any inferest therein or
based o thc. value thercof)," Had Congress intended 6 limit thé definitions in the manner
suggested by the CME, it would have made it clear that they apply only to options that are
physically settled or cash settled based on the value of the underlyers. Even if one were 1o
accept CME's incorrect contention that the New CME Product would not provide for physical
settlement or for payments based on value (which it clearly. would as described in the Prior
CBOE Letters), the New CME Product is still unquestionably "on" securities, as evidenced by
the long list of "Reference Securities” underlying the New CME Product.

Finally, we note that, as set forth in the Prior CBOE Letters, because the New
CME Product is a security, it should be subject to the antifraud prohibitions of the Securities
Laws, including the prohibitions against insider trading. In particular, products structured like
the First and New CME Products are susceptible to insider trading. In fact, this issue is a very

‘yeal concern that has recently been cited by commentators. In an article in the Wall Street

Journal, for example, it was noted that academic researchers had found evidence of insider
trading in the over-the-counter credit derivatives market and that there were indications that
prices of such derivatives had "climbed in the weeks before news of major acquisitions became
public.” ‘Wall Street Journal, August 31, 2006, p. Cl. - The Wall Street Journal similarly noted
just a few weeks ago that the credit detivative prices on a particular issuer, and the trading -
volumes of listed optiotis on its stock, "surged” in advance of the announcement of a possible
acquisition of the issuer. "First Data Trades Suggest Leaks,” Wall Street Journal, April 3, 2007.
The article stated that the Sccuritics and Exchange Commission wds investigating the trading
activity. Exchange-traded options are of course subject to the antifraud prohibitions of the
Securities Laws, including the prohibitions against insider trading, and over-the-counter credit
derivatives, to the extent that they constitute “security-based swaps," are subject to the

.prohibitions against insider trading as well. Because the New CME Product is a security, it

should be subject to these same provisions, which serve to protect the integrity of the
marketplace, investors, and the public interest.

The New CME Produet is unquestionably an option based "on" securities
(including any interest therein or based an the value thereof) and is therefore excluded from the
CEA and outside of the Commission's jurisdiction, Accordingly, the Commission has no
authority to approve the CME March 7, 2007 filing, which falls exclusively within the SEC's
jurisdiction.

C‘BOF appreciates the opportunity to provide these comments. Should you -
require any further information, pledse do not hesitate to contact the underszgncd

Sincerely,

Joanne Moffi ¢-Silver
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