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Via Electronic Mail

Mz, Eileen A Donovan

Acting Secretary Rece'ved CFTC

Commodity Futures Trading Comnussion
Three Lafavetie Centre

1155 215t Street, N.W. f 7
Washimgton. D.C. 2058)

Re: Comment Letter on Regulatory Governance
Proposed Acceptable Practices, 71 FR 38470 (July 7, 2006)

Dear Ms. Donovan:

('BOT Futures Exchange. LTC ("CFE") appreciates the opportunity to provide s
comments to the Commodity Futures Trading Commssion ("CFTC") with respect to the
acceptable practices ("Proposed Acceeptable Practices”) proposed in the above-referenced CITC
release ("Release™) relating 1o the governance and decision-making processes of  futures
exchanges,

CFE's General Views Regarding the Proposed Acceprable Practices

CEE gencrally supports the Proposed Acceptable Practices, icluding the proposals that
cach futres oxchange should have a govermmyg board composed ol at least filly percent pubhic
directors and that cach futures exchange should have a regulatory oversight commuttee ("ROC™)
CI1 and Chicago Board Options Lxchange. Incorporated ("CBOLE"™). CFE's parent orgamzation
and o national securities exchange. have cach experienced first hand the bencfits of operatng
with i governing board with significant public representation. CBOE has also experienced [irst
hand the benetits of having a ROC. Based on this very positive experience and consistent with
the views that CBOE has expressed m comments to the Secuntics and Exchange Commission
("SEC"y regarding 1ts proposed governance standards for securitics exchanges. CEFE beheves that
the implementation of standards under which cach exchange 1s expected to have a goverming
hoard and executive committee composed of at least fifly percent public directors and a ROC will
enhance exchange governance and serve to protect market participants and the public interest.
However, CEFE does have some comments with respect to certam aspects ol the Proposed
Acceptable Pracuces. These comments are deseribed below along with some factual scenanios
mvohving CEFE whnch illustrate why CFE helieves that these aspects of the Proposed Acceptable
Practices should be modified or clantied. as apphcable

Addiionaliyv, CFE would hke 1o note its view, consistent wath the antent ol the
Commodity Fatures Modernizaton Act. that tutures exchanges should generaliv he subject 1o
core principles rather than to detarled and presenptive rules or guidehnes. Having core prineples
allows tor multiple wavs m which to achieve the same ohjective, which fosters imnovation and
different market models and whieh i tam promotes compenition. Accordingly, CHE would be
concerned b the CFTC were to begin o make a practice of promulgating detarled rules or
vurdelmes with respect to the various core princples that are apphicable o Tutures exchanges
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under the Commodity Exchange Act. However. in this iastance. CFE believes that the
mmplementation of the Proposed Acceptable Practices is appropriate grven that futures exchange
covernance permeates all aspects of the activines of a futures exchange and given the importance
of ensuring the integnity of the self-regulatory process.

CFE's Specific Comments Regarding the Proposed Acceptabic Practices

A Futures Exchange Should Be Permmtted to Have lts_Govenmng Board Make_ the
Determunation Reparding Whether a Parector Quahfies as a Public Director

The Proposed Acceptable Practices provide that in order "[t]o quahfy as a pubhe divector
of a contract market, an individual must first be found, by the board of directors on the record. to
have no material relattonship with the contract market.” CFE agrees with the approach of the
Proposed Acceptable Practices that a futures exchange should be able to have 1ts board of
directors make the determination regarding whether a person has a material relationship with the
exchange and thus whether the person is eligible to qualify as a public director of the exchange,
Although the Proposed Acceptable Practices do not reference having the nominating comnutiee
of a futures exchange make these determmations, the Relcase appears to state that the nominating
commitice should be the body to make these determimations. Although CEFE does not take issue
with ullowing either the board of directors or the nominating commttee of a futures exchange to
make these determimations. CEFE requests that the CFTC clanfy that the board of directors of o
tutures exchange may make these determinations on its own without any independent nonunating
committee wvolvement.  Since CFE 15 wholly owned by one entity. CFI: does not have a
nonunatimg conumttee. and CEE believes that it would be mefficient to be required to establish a
nommating comnuittee solely tor this purpose. Instead. CFL believes that 1t 1s appropriate for the
board of directors of a futures exchange, as the highest governing body of the exchange. to be
able to make these determimations.

A Public Director of a Futures kxchange Affihate Should Be Able Quahfy as a Public
Pirector of the Futures Exchange

The Proposed Acceptable Practices provide that a person who s a director of an atfihate
of a futures exchange would not qualify to serve as a public director of the futures exchange. The
Proposed Acceptable Pracuces detine a futures exchange affihate 1o include a parent entity of a
futures exchange. a futures exchange subsidiary, and an entity with which a futures exchange
shares a common parent.  CFE beheves that the Proposed Acceptable Practices should not
preclude a person who satisfics all of the criteria for a public director in relation to both the
futures exchange and the futures exchange affiliate. with the exception that the person serves as a
director of both entities. from qualifving as a public director of the futures exchange.

The tollowing real hife example tlustrates why the Proposed Aceeprable Practices should
be modified i this reeard. One of CFE'S carrent directors 1s Susan Phatlips. Dr. Phallips s
currently Dean of The George Washmgton Uimversity: School of Business, and she previousdy
served as CFTC Charman and as o member of the Board of Governors ot the Federal Reserve
Svstem. Do Phathps also carrently serves as a pubbie director of CBOLE. and s currently
Charrperson ot the CBOL ROC Dy Phulhips would saustv the proposed criternia tor o publhic
director with respect 1o hoth CRE and CBOT. with the excepnion that she serves as a publhic
director ot both entinies. Yet because Dr. Phaflips serves as o pubhic dircctor of CBOL. she would
he precluded under the Proposed Aceeptable Practices from qualitying 1o serve as a pubhe
director of CEED CFE cannot envision any potential conthicts of muerest that would justify such
an outcome. Addittonatty, CEFE beheves that such an outcome would actually run counter to the
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goal of improving futures exchange governance in that a futures exchange such as CFE would
Jose the benefit of the wealth of expenence and expertise that a person such as Dr. Phillips can
bring to its governing board.

A Lessor Member of a Futures Exchange Atfiliate Should Be Able to Qualify as a Public
Director of the Futures Exchange

CFE reads the Proposed Acceptable Practices to allow a lessor member of a futures
exchange affiliate to qualify as a public director of the futures exchange assuming that the
idividual holds a de minimus equity percentage mnterest in the futures exchange affihate and
otherwase satisfies the proposed quahfication criteria to serve as a public director of the futures
exchange. Nevertheless, in order to avoid any future ambiguity m this regard. CFE requests that
the CEFTC clarify this to be the case.

The following actual scenano dlustrates why CIE believes this clartfication is warranted.
Fawrence Blum s one of CFI's current directors. Mr. Blum is not a CFE Trading Privilege
Holder ("TPH") or affiliated with any CFE TPH and s not a CTFE lessor in that CFE trading
permits are issued by CFLE itself and are not owned by any other parties. Mr. Blum s a CBOE
lessor member without trading privileges on CBOE, and by virtue of his status as a CBOE lessor,
has a de minimus cquity percentage wterest in CBOE. Because a CBOE lessor member like Mr.
Blum has no direct relationship with CFE, inchuding the fact that he 1s not a CFE TPH or a L
lessor, and since he has only a de minimus equity percentage interest in CFE's parent
organization, CFL does not believe a CBOE lessor like Mr. Blum has a material relationship with
CFE that could atfect his mdependent judgment or decision making or that should otherwise
disquabty him from acting as a CFE pubhic director,

As an addiwonal pomnt of reference i this regard. 1he SEC recently approved an
Internatienal Sceurmies Exchange, tne ¢"ISE™) rule fihng which we read to permit a non-member
owner lessor of ISE to act as an ISE non-ndustry director. Sce ISE Rule Fabng Number SR-ISE-
2000-04, approved by the SEC 1 Release Number 34-53705.0 71 FR 25260 (Apnil 280 20006).
Parsuant to that rule hlg. ISE's Board of Directors s composed of the ISE chief executive, ax
midividuals afbhated with ISE trading memibers, and eight non-indusiry representatives, two ol
whom are public representatives. Ax we read the dehinmtions of industry representative. non-
industry representative. and nop-member owner in Sections 1310 and 13 1(w) ol ISE's Limned
Labihity Company Agreement and ISI- Rule 300, an ISE non-member owner lessor may quubity
as an ISE non-mdustry director. CFE notes that acting as a lessor member of an exchange
athhate in the manner CFE discusses above 1s an even more attenuated association with an
exchange than acting as a lessor member of the exchange itsell (as we believe was approved by
the SEC under this rule filing).

A Jutures Exchange Should Be Able to Include Public Representatives Who Are Not

Pubhic Drirectors of the Fulures Exchange on its ROC

Fhe Proposed Acceptable Practices require that the board ol directors of each futures
exchange establish a ROC consisting of only public directors of the exchange.  Although CFL
agrees that atas appropriate to require that a futures exchange ROC be composed solely of
mdividuals who are ehigible to serve as a public director of the exchange, CFE does not behieve
that a tutures exchange should be precluded trom having public representatives on its ROC who
are not public directors of the exchange

Phe following Tactual seenano refating to CFE Hustrates why CEE believes ths to be the
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case. As noted above, CBOE. CFE's parent organization. currently has a ROC. The CBOE ROC
1s composed of five CBOE pubhie directors. One of the members of that Committee. Dr. Philhips.
is a CBOE director and a CFE director. The other four members of that Commiitee are Robert
Birnbaum {(former President of the New York Stock Exchange and the American Stock
Exchange). Duane Kullberg (former Chief Executive Officer of Arthur Andersen), R. Eden
Martin (President of The Commercial Club of Chicago). Roderick Palmore (General Counsel of
Sara lee), and Samuel Skinner (former Chief of Staff 1o President George H.W. Bush). These
four other members of the CBOE ROC are CBOE public directors. but theyv are not CFE
directors.  In order to promote efticiency and avoid duphication of effort, CFE may wish to
designate the CBOLE ROC 1o also act as the CFE ROC. Yet because four of the ive members of
the CBOTL ROC are not CTFE directors. CFE would be precluded from doing so under the
Proposed Acceptable Practices. CFE does not believe this result would serve the interest of
enhancing futures exchange governance 1n that it would preclude CFE from having the benetit on
its ROC of the expertise of these four other individuals both i terms of thewr mdividual
expenence and m termy of their expenience from having served on the CBOE ROC.

A Futures Exchange ROC Should Perform an Oversight Role and Not a Managerial Role

The Release states that a futures exchange ROC s not expected to assume managerial
roles. CFE strongly agrees with this principle. However. CFFE docs not beheve that the specific
responsibilities of @ ROC that are enumerated in the Release and 1 the Proposed Acceptable
Practices are consistent with this important concept. For example. the Release states that a ROC
may delegate s dav-to-day authorty over sclf-regulatory functions and personnel to the Chief
Regulatory Otticer ("CRO™). Lven though this day-to-day authority may be delegated. CFE does
not behieve 1t s appropriate for a ROC to have day-to-day authority in the first place.
Addwonally. the Proposed Acceptable Practices provide that a ROC shali supervise the CRO.
who will report direetly to the ROC. These and other of the proposed enumerated functions of a
ROC are inconsistent with the traditional role of directors and would eftectively make the
members of a ROC managers of a futures exchange's regulatory program and of the CRO.

Pirectors should evaluate. oversee. and monitor management performance and estabhsh
broad pohey objectives for management to implement, not function as managers of an exchange.
As noted mhe Business Roundtable Report on corporate governancee:

"Fhe board of directors has the important role of overseemg management performance on
hehalf of stockholders. Its primary duties are to select and oversee a well qualifred and
cthical CEO who, swith semor management. runs the corporation on a datty basis. and 1o
montor management's performance and adherence o corporate standards. Etlectve
corporate directors are diligent momitors. but not managers ol corporate operations.”

See The Business Roundtable, Principles of Corporate Governance (Mav 20023, at 1. Sce also.
Report ol the American_Bar_Association Task Force on Corporate Responsibility (2003), at 20
("1t s not desirable for directors to try to manage the corporation directly and comprehensively,
and there are inherent hnutations on the abihties of outside directors o assure corporate
responstbility. 7). '

Ba~cd upon the first hand experience of CBOLE m operating wath a ROC tor the last four
vears, CEE beheves that the functions of a futures exchange ROC should be simitar i scope o
the responstbilinies of the CBOL: ROC rather than to the more managenial functiens proposed in
the Release and Proposed Acceptable Practices.
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The CBOE ROC charter provides that the scope of responsibihities of the CBOE ROC is
to oversee the independence and integrity of the regulatory functions of the exchange and to scck
to ensure that the regulatory functions of the exchange remain free from inappropriate influence.
The charter then goces on to provide for the CBOE ROC to perform the following specitic
functions: (1) meet regularly with the CRO and possibly other senjor staff in the Regulatory
Services Division to leamn of new developments and issues confronting the Division. and to hear
their reports and concerns: (1) review and make recommendations to the Board ot Directors
regarding the staffing and budget for regulatory operations, including the budget for needed
technology or technology support: (111) meet regularly with the Intermmal Regulatory Auditor: (1v)
review decisions by CBOE's Busmess Conduct Committee not to authonze the issuance of
statements ol charges that were recommended by Exchange stafl, and refer the matiers to the
Board of Directors for further review in accordance with CBOE Rules: and (v) make a 1ull report
{oral as well as wrnitten). no less frequently than once per year to the Board of Directors regarding
the Regulatory Scrvices Diviston and the manner in which CBOE 1s performing its regulatory
functions.

The CBOE CRO has direct access to CBOE ROC and can contact ROC members as the
CRO deems appropriate and necessary, The ROC also meets privately with the CRO on a regualar
hasis to discuss regulatory issues.  Additionally, the ROC has sent a memo to all members of
CROE's repulatory stall” mviting them to directly contact the ROC with regard 1o any 1ssues
retatmg to CBOL's regulatory program and compliance.

CFE hehieves that the foregoing approach assures the independence and integrity of an
exchange’s regulatory programs and provides for the (RO to meet regularly with the ROC
without the nethiciency and impracticality of having a commttee that only meets periodically
undertake the managerial responsibility of supervising the exchange's regulatory program and
(RO,

the Proposed Acceptable Pracuices

The Proposed  Acceeptable Practices do not set forth a time  frame for thar
mplemientation. Because n will take some time for a futures exchange to implement the
Proposed Acceptable Practices. including the time necded to restructure its governmyg board and
toadentity and appomt addiional public directors 1F necessary, CFE believes that the CFTC
should, at o nuimmum. allow futures exchanges six months from their date of approval to
implement the Proposed Acceptable Practices.

Conclusion

CIF welcomes the opportunity to work further with the CFTC on these important 1ssucs
of futures exchange govermance and self-regulation. Please feel free to contact Arthur Remsten
o Legal Division at (212) 786-75701f you have any questions regarding our comments

Very truly vours,

;o . .
(et | [opadr [
Wilhiam J. Ba/xisk}/
Chairman of the Board i
CBOL Futures Exchange. 11O



