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Summary
Morelle makes three main points:

e CDS are a form of insurance.
e Naked swaps do not possess an “insurable interest” and are not a form of insurance.
e States ought to regulate insurance and therefore CDS.!

Credit Default Swaps as Insurance
Morelle believes that CDS are a form of insurance because they meet the definition of insurance.

e CDS is a financial guaranty against a negative credit event.
e A negative credit event that causes CDS payment is consistent with NY statute’s
definition of a “fortuitous” event.?

States as Regulators
Morelle believes that states are the best authority for regulating insurance.

e States have a great deal of experience in regulating insurance.
e States are the best entity to ensure that CDS providers meet larger industry standards.

Naked Swaps
Morelle agrees with the DMTAA’s prohibition of entering into a “naked” CDS.*

e Morelle suggests distinguishing between naked swaps that are completely speculative and
those that are used for hedging, which should not be prohibited.

! The McCarran-Ferguson Act of 1945 granted states authority over insurance regulation.

> New York Statute Insurance Law, 1101 defines an “insurance contract” as “any agreement or other transaction
whereby one party, the insurer, is obligated to confer benefit of pecuniary value upon another party, the insured or
beneficiary, dependent upon the happening of a fortuitous event in which the insured or beneficiary has, or is
expected to have at the time of such happening, a material interest which will be adversely affected by the
happening of such event.

® The DMTAA would prohibit parties from entering into a CDS contract unless it has exposure to a financial loss.
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Appendix A. NCOIL’s Principles of Regulatory Policy for CDS

In January, 2009, NCOIL and Financial Services Committees held a hearing in NYC to discuss
NCOIL and state lawmakers’ roles in financial regulation. The member of NCOIL and the
hearing concluded:

CDS are very similar to insurance.

“Covered” swaps are similar to financial guaranty insurance.

“Naked” swaps do not have an “insurable interest” and thus are not similar to insurance.
States should regulate the CDS market.

The Commodity Futures Modernization Act, which did not allow states to enforce some
regulations, was detrimental in the regulation of CDS market.”

* According to NCOIL President, NY State Senator James Seward, the Commodity Futures Modernization Act
obstructed state gaming and bucket shop laws that prohibited betting on securities but also exempted CDS from
federal regulations. To see his statement in a press release, visit
http://www.ncoil.org/HomePage/2009/0492009CDSCallPressRelease.pdf.
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