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HEARING TO REVIEW LEGISLATION
AMENDING THE COMMODITY EXCHANGE ACT

WEDNESDAY, JULY 9, 2008

HOUSE OF REPRESENTATIVES,
COMMITTEE ON AGRICULTURE,
Washington, D.C.

The Committee met, pursuant to call, at 2:39 p.m., in Room 1300
of the Longworth House Office Building, Hon. Collin C. Peterson
[Chairman of the Committee] presiding.

Members present: Representatives Peterson, Holden, McIntyre,
Etheridge, Baca, Cardoza, Marshall, Herseth Sandlin, Cuellar,
Costa, Salazar, Ellsworth, Boyda, Space, Kagen, Pomeroy, Barrow,
Donnelly, Childers, Goodlatte, Lucas, Moran, Hayes, King,
Neugebauer, Boustany, Conaway, Fortenberry, Schmidt, Smith,
and Latta.

Staff present: Adam Durand, Alejandra Gonzalez-Arias, Scott
Kuschmider, Clark Ogilvie, John Riley, Kristin Sosanie, Bryan
Dierlam, Alise Kowalski, Kevin Kramp, and Jamie Weyer.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A
REPRESENTATIVE IN CONGRESS FROM MINNESOTA

The CHAIRMAN. The Committee will come to order. First of all I
want to welcome everybody to today’s hearing. It is the first of
three scheduled hearings that this Committee is going to hold this
week on legislation that would amend the Commodity Exchange
Act, and I want to make a couple of announcements.

First of all, we are going to meet on Friday even though whether
we are in session or not, and I don’t know if that decision has been
made, but even if we are not in session, we will meet. We need to
get this work done, and initially we had talked about 10 o’clock,
but my intention is to move that meeting to 9 o’clock on Friday
morning. So we will see how long it takes, so maybe we might be
out of here by noon or something. So that is kind of the schedule.
Tomorrow we will meet at 10 o’clock.

I want to begin by welcoming our six Members that are with us
here today. We appreciate them being with us to discuss their leg-
islative proposals that they have introduced that would affect the
regulation of futures and the options markets. And they have
agreed to be with us and not only present their bills but also to
remain—to enter into a dialogue and question and answer session
regarding their bills, as part of the process, to try to educate every-
body about where everybody is coming from. So we appreciate that.

o))
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There is some discussion that there might be votes about 3
o’clock. I don’t know if that is true or not, but we will have to work
around that as best we can.

So as I said, tomorrow we are going to, well, one other thing I
should say. We are going to do things a little bit different today.
We are going to give the Members that are here 5 minutes to ex-
plain their proposals, but when we get to question and answers, we
are not going to operate under a 5 minute rule like we have other
times. What we are going to try to do is go around and recognize
Members that will open lines of questioning in specific areas, and
then we are going to kind of stay on that area to answer the ques-
tions, to try to keep this more focused on the different specific
areas. Because people get confused about all the different areas. I
still get confused about it, so we are going to kind of try to keep
that focus. Bob and I have talked about this. We are not sure if
it will work, but we are going to try it. If it gets out of control, we
will probably have to go back to the 5 minute rule, try to get it
back under control again. So we will see how that works.

Tomorrow we are going to have a wide variety of stakeholder
groups, including exchanges, traders, hedgers, commodity pro-
ducers, buyers, academic researchers, and more, and we are going
to examine these bills that have been placed before us from all
sides, and we are going to get all points of view.

While many factors are putting pressure on the price of oil, a
growing number of people are coming to the conclusion that a flood
of speculative money into energy futures is behind the crude oil
record high prices. Two weeks ago over 400 Members of the House
voted for legislation requiring that the CFTC utilize all of its au-
thority to curb oil market speculation if it exists.

As oil continues to climb, several bills have been introduced that
would affect the regulation of the futures market that trade crude
oil and other energy contracts. Speculation has been the boogey
man for commodity markets since their inception. Whenever some-
one did not like the way the commodity prices were going, whether
it was up or down, they would raise the specter of the dreaded
speculator.

Personally, I have yet to see very much hard data proving that
increased speculation is responsible for the record increase in com-
modity prices that we have seen and have been experiencing. How-
ever, I am willing to examine this and be convinced.

Given that charges against speculators have historically been
more wrong than right, it is important that we have the facts, the
data, the analysis that demonstrate the validity of this contention
before we take action.

Any legislative remedy that seeks to remove speculative interests
from futures markets could result in more volatile markets, as the
role of speculators has always been a vital price discovery and li-
quidity option. But as CFTC Commissioner Bart Chilton recently
said, “There are dollars that did not exist in these markets a few
years ago,” entering the markets. And the CFTC has testified on
multiple occasions that their information on those trading in crude
oil futures is incomplete. That is why it is important for this Com-
mittee to be thorough in examining these proposals in order to
make the best-informed decisions possible.
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Some changes being proposed for energy future contracts may be
good for those contracts but may have a negative effect on other
sectors, including agriculture, and that is one of the big concerns
of this Committee.

Increasing margin requirements, for example, would be very
problematic, as volatility in the futures prices of the grains that
form the backbone of our food supply system has already made it
tough for elevators in farm country to meet the margin calls. And
we have had numerous calls from people around the country re-
garding that.

We have seen and heard examples on this Committee of ele-
vators having to double or triple their credit lines just to be able
to afford the forward-pricing contracts to farmers. And such insta-
bility can have serious effects on the prices that we pay in the su-
permarket.

I just left a meeting with some of my farmers where they were
imparting me, and this isn’t the first group, that they were unable
to secure forward pricing for their crops because of the existing
margin situation. And so if we make it worse, it is going to be an
even bigger problem.

The House Agriculture Committee has a proud tradition of bipar-
tisan support. These hearings have not been scheduled so that we
can gain answers and seek solutions and not engage in the same
old partisan gas-price politics that we have seen sometimes in the
past.

As the Committee with jurisdiction over futures and option mar-
kets, we will be thoughtful and deliberate in examining all of these
legislative proposals in order to develop a bipartisan, consensus bill
that we can move to the House floor before the August recess.
Since we are already in the second week of July, this means that
time is short, and the Committee has a lot of work to do.

With that said, I again welcome our colleagues on today’s panel,
and I would now yield to my friend and Ranking Member of the
Committee, Mr. Goodlatte, for an opening statement.

[The prepared statement of Mr. Peterson follows:]

PREPARED STATEMENT OF HON. COLLIN C. PETERSON, A REPRESENTATIVE IN
CONGRESS FROM MINNESOTA

I want to welcome everyone to today’s hearing.

Today is the first of three scheduled hearings this Committee will hold this week
on legislation that would amend the Commodity Exchange Act.

I want to begin by welcoming six of our House colleagues to today’s panel who
are here to discuss legislative proposals they have introduced that would affect the
regulation of futures and options markets.

Tomorrow, we will discuss these and other legislative proposals with a wide vari-
ety of stakeholder groups, including exchanges, traders, hedgers, commodity pro-
ducers and buyers, academic researchers, and more. We will examine these bills
from all sides, and will get all points of view.

While many factors are putting pressure on the price of oil, a growing number
of people are coming to the conclusion that a flood of speculative money into energy
futures is behind crude oil’s record high prices. Two weeks ago, over 400 Members
of the House voted for legislation requiring the Commodity Futures Trading Com-
mission to utilize all its authority to curb oil market speculation.

As oil continues to climb, several bills have been introduced that would affect the
regulation of the futures markets that trade crude oil and other energy contracts.

Speculation has been the boogey man for commodity markets since their incep-
tion. Whenever someone did not like the way commodity prices were going, whether
it was up or down, they would raise the specter of the dreaded speculator. Person-
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ally, I have yet to see any hard data proving that increased speculation is respon-
sible for the record increases in commodity prices we have been experiencing. Given
that charges against speculators have historically been more wrong than right, it
is important that we have the facts, data, and analysis that demonstrate the valid-
ity of this contention before we take action.

Any legislative remedy that seeks to remove speculative interests from futures
markets could result in more volatile markets, as the role of speculators has always
been vital for price discovery and liquidity. But as CFTC Commissioner Bart Chilton
recently said, “there are dollars that did not exist in these markets a few years ago.”
And CFTC has testified on multiple occasions that their information on those trad-
ing in crude oil futures is incomplete. That is why it is important for this Committee
to be thorough in examining these proposals in order to make the best-informed de-
cisions possible.

Some changes being proposed for energy futures contracts may be good for those
contracts but may have a negative effect for other sectors, including agriculture.

Increasing margin requirements, for example, would be very problematic, as vola-
tility in the futures prices of the grains that form the backbone of our food supply
has already made it tough for elevators in farm country to meet margin calls. We
have seen and heard examples on this Committee of elevators having to double and
triple their credit lines just to be able to offer forward-pricing contracts to farmers.
Such instability can have serious effects on the prices we pay at the supermarket.

The House Agriculture Committee has a proud tradition of bipartisan cooperation.
These hearings have not been scheduled so that we can gain answers and seek solu-
tions and not engage in the same old partisan gas-price politics.

As the Committee with jurisdiction over futures and options markets, we will be
thoughtful and deliberate in examining all of these legislative proposals in order to
develop a bipartisan, consensus bill that can move to the House floor before the Au-
gust recess. Since we are already into the second week of July, that means time is
short and this Committee has a lot of work to do.

With that said, I welcome our colleagues on today’s panel and I now yield to my
friend and Ranking Member of the Committee, Mr. Goodlatte for an opening state-
ment.

OPENING STATEMENT OF HON. BOB GOODLATTE, A
REPRESENTATIVE IN CONGRESS FROM VIRGINIA

Mr. GoopLATTE. Well, thank you, Mr. Chairman, and thank you
for calling today’s hearing, a continuation of a series of hearings to
review the role of the CFTC in the futures market. I welcome all
of my colleagues who will be testifying here today.

I think that everyone here today would agree that America is in
the midst of an energy crisis, and Americans everywhere are feel-
ing the effects of high energy prices. It is important to look at all
of the factors that would contribute to high energy prices, including
supply and demand, global market conditions, weather, and pro-
duction conditions as we try to develop a feasible solution to this
problem.

However, one thing is clear. We need to increase domestic energy
production in this country. We need to be more self-reliant, and we
can’t do that if we continue to rely on foreign energy sources. We
must diversify our energy supplies by accessing our domestic
sources of oil in Alaska, the Rockies, and offshore, continuing the
development of alternative fuels, clean coal technologies, and en-
couraging the production of more nuclear sites which provide CO,
emission-free energy.

While this Committee will look at all of the possible contributing
factors under its jurisdiction that might be influencing higher en-
ergy prices, we have no reason to believe that there has been any
nefarious activity in the futures market or on the part of specu-
lators.
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Furthermore, as we heard from the CFTC’s acting Director, Walt
Lukken, 2 weeks ago. The Congress has provided the CFTC with
all of the tools and regulatory authority it needs to operate. Of par-
ticular interest and as noted by the Speaker of the House, the re-
cently-enacted farm bill reauthorization closed the so-called Enron
Loophole. In fact, the CFTC announced recently—recently unveiled
several initiatives utilizing their existing authority that will allow
them to gather data from areas of the market that we previously
had very little information about. These new efforts will bring
greater transparency to the markets which benefit everyone.

Americans are tired of paying big bucks for the energy they need
to make it through the day, and frankly, I don’t blame them. It can
be easy to point fingers, but this is a complex and dynamic prob-
lem, and I urge caution in blaming only speculators. Speculators
add liquidity to the markets and play a critical role in the market
system that benefits traditional users of the market. Imposing arti-
ficial limits on speculation could cause speculators to dump their
positions and create unintended consequences that would be dev-
astating to everyone.

We will hear from a diverse array of witnesses this week, and
I appreciate them lending us their expertise. I am concerned, how-
ever, that these hearings won’t do anything to address high energy
prices, and that American consumers will continue to feel the im-
pact of high prices at the pumps, in heating and cooling their
homes, and higher costs to feed their families. We are living the
consequences of Congressional inaction in creating productive and
sustainable domestic energy policy, and it is imperative that the
Congress acts now instead of punting this problem further down
the road.

Thank you, Mr. Chairman. I look forward to the testimony of our
witnesses.

The CHAIRMAN. Thank you, Bob, and I want to recognize Bob
Etheridge as well. Bob is Chairman of the Subcommittee that has
jurisdiction in this area, and he and the Ranking Member, Mr.
Moran, have done yeoman’s work in this regard and provided tre-
mendous leadership along with all the Members of that Sub-
committee. So I want to recognize them for the great work that
they have done with the number of hearings that they have held
over the last little while, and Mr. Etheridge has a bill as well.

I would ask that all other Members submit their statements for
the record.

[The prepared statements of Messers. Baca, Smith and Childers
follow:]

PREPARED STATEMENT OF HON. JOE BACA, A REPRESENTATIVE IN CONGRESS FROM
CALIFORNIA

Chairman Peterson and Ranking Member Goodlatte:

I am pleased to be here today to hear from different Members of Congress, their
various proposals for limiting speculation and manipulation in the commodity fu-
tures market.

I thank the Chairman and Ranking Member for convening this hearing.

I also want to thank our witnesses for taking time from their busy schedule to
be here today—and for their proactive involvement in working to find solutions to
high gas prices.
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In my home State of California—the average for a gallon of gasoline is now over
$4.57. 1 repeat—the average price for a gallon of gasoline is $4.57!

With gas prices at this level, too many of our families have been forced to sac-
rifice. Simple actions like driving the kids to school, or making the extra trip to the
market—all have become financial burdens for too many Americans.

It is important that we take a close examination of the commodity futures mar-
ket—and especially the buying and trading of crude oil.

Mr. Chairman, I think everyone in this room realizes the urgent need for real re-
lief at the pump. American consumers are tired of paying high gas prices!

While we will examine the merits of each initiative on their own, it is critical we
continue to work together.

We must create a long-term energy plan that is both environmentally-friendly and
domestically based; and also look at bold, short range solutions in order to help the
American people who are suffering at the pump—Ilike selling off a portion of our na-
tion’s Strategic Petroleum Reserve.

I look forward to hearing from our witnesses today and thank the Chairman and
Ranking Member again for their leadership.

Thank you.

PREPARED STATEMENT OF HON. ADRIAN SMITH, A REPRESENTATIVE IN CONGRESS
FrOM NEBRASKA

Good afternoon and thank you, Mr. Chairman.

The Third District of Nebraska, which I have the privilege to represent, is a pri-
marily rural district. High gas prices disproportionately affect those in rural areas.
My constituents drive long distances to town or between towns as part of their day-
to-day routine. Agriculture is one of the primary industries in my district. Increas-
ing input costs for crop production and escalating feed costs for livestock have many
producers worried. In short, the increasing costs of food, feed, and energy have
greatly impacted my constituents.

Historically, futures markets have played a key role in risk management for pro-
ducers and consumers of a product, and for price discovery by the market. Specu-
lators play an important role in the market by accepting the risk that producers and
consumers hedge. The Commodity Futures Trading Commission has been granted
the authority and given the charge by this body to oversee and regulate these mar-
kets to ensure transparency and prevent manipulation.

As we examine the recent, and sometimes rapid, increases in commodity prices,
we must be careful not to hastily assign blame to a convenient scapegoat. Certainly,
we do not want the marketplace to be manipulated by speculators, but we must take
care it is not manipulated by government regulation either. I hope these hearings
over the next few days will allow us to objectively examine the evidence and that
we will thoughtfully consider legislation which will ensure the markets remain
transparent and open while letting the markets work as they were intended. Ulti-
mately, the government should allow market signals to work to increase supplies
without over-regulation.

I appreciate the Committee holding these timely hearings. Mr. Chairman, I look
forward to continuing to work with you, and I thank you for your time.

PREPARED STATEMENT OF HON. TRAVIS W. CHILDERS, A REPRESENTATIVE IN
CONGRESS FROM MISSISSIPPI

I am here today to better understand the cause of the exorbitant energy costs that
Americans are now facing. I want to thank Chairman Peterson and the other Mem-
bers of this Committee for holding this essential hearing.

When I was elected, the price of gasoline was $3.61 per gallon. Barely, a month
later the price of gasoline per gallon has jumped to over $4.00. Recently, I met with
sweet potato farmers from my district who are facing increased production costs as
the prices of diesel fuel, fertilizer, and gasoline all rise.

These price spikes have placed a tremendous economic pressure on an industry
that is vital to my district and is threatening the livelihood of many of the Mis-
sissippi working families I represent.

We need a multi-pronged strategy to find our way out of this energy crisis. We
need to reduce our dependence on foreign oil and we must invest in homegrown,
alternative energy sources. Finally, we must investigate our energy commodities
markets and ensure there is a level playing field when it comes to oil trading.
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I look forward to hearing the testimony of my distinguished colleagues and I be-
lieve the testimony over the next 2 days will help us to separate the facts from the
rhetoric in regards to energy prices within the Commodities markets.

It is my hope that this hearing will provide us with the information we need to
provide bipartisan solutions to help stabilize the price of oil as quickly as possible.

The CHAIRMAN. We now will welcome the Members that have
legislation introduced. I just asked my staff how this order was de-
termined, and this is apparently kind of like the futures market.
We are not exactly sure, but we hope that you are all okay with
it.

And so first on the list here is the Honorable Jim Matheson from
the Second Congressional District of Utah. We have many out-
standing Members here from our leadership, Mr. Van Hollen, Mr.
Larson, Ms. DeLauro, who worked with us so hard on the farm bill
and has been a good ally of this Committee, her job as Appropria-
tions Subcommittee Chairman, Mr. Stupak, who does great work
for us in the Energy and Commerce Committee, and Mr. Welch,
who has gotten to be a good friend of mine from Vermont, who has
been a liaison with the freshman class for us, and we welcome you
all here today.

So, Mr. Matheson, we are going to give you 5 minutes each to
summarize your statements. The full statements will be made part
of the record. Welcome to the Committee, and we look forward to
the process.

STATEMENT OF HON. JIM MATHESON, A REPRESENTATIVE IN
CONGRESS FROM UTAH

Mr. MATHESON. Well, Chairman Peterson and Ranking Member
Goodlatte, I really appreciate the opportunity to testify today, and
I am glad you are holding this series of hearing.

It was just 2 weeks ago the House passed the Energy Markets
Emergency Act of 2008, almost unanimously, and that called for
the CFTC to exercise emergency powers to “curb the role of exces-
sive speculation in any contract market.” I supported this bill, and
I was pleased to work with you, Mr. Chairman, on that bill.

Now, while that bill prompted the Administration’s performance
oversight duties, many in Congress still believe there is room to ad-
dress the role of speculation in oil prices.

While some had advocated for doing nothing and others believe
that we should simply bar index investors and others from the en-
ergy commodity markets altogether, I believe what we really need
is a level playing field that is transparent and accountable.

Our goal as a Congress should be to make sure that the regu-
lator, the CFTC, has the ability to ensure undue manipulation isn’t
taking place in the markets.

This Committee has a very difficult problem to consider with no
easy solutions. The energy commodity markets are complex. Simply
laying blame on traders ignores the aggregate problems we are see-
ing in terms of speculation in these markets.

I used to work in the energy business before I came to Congress.
I managed a co-op of natural gas users. I was involved in arranging
supply and transportation, and I also implemented hedging strate-
gies using futures contracts for the members of that co-op. From
my experience, I know that there is value in the presence of a via-
ble, transparent futures market. These markets allow for greater
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efficiency in our economy and provide critical outlets for hedging
against price risks.

Futures markets work because they allow stakeholders to assess
risks, to hedge and protect against losses, and to secure gains
through speculation. There is a legitimate role for speculation, par-
ticularly in the futures market, this just isn’t well understood. That
is because the futures markets work best when liquidity exists to
stabilize prices.

By which I mean that if I am an airline CEO or a petroleum re-
finer, and I am looking to protect my business against future price
increases or decreases, I want to have the option to hedge that risk.
I want to be able to lock in a price today so that I have some kind
of insurance and certainly against the future when higher or lower
prices might affect my business.

However, in order for a business owner to hedge his exposure to
movement in oil prices, there must be someone in the marketplace
who is willing to assume that risk. The entity that takes the risk
is betting that the price will either rise or fall and that they will
make money. They are speculating. For every contract, this may
sound basic, but we all ought to remember this. For every contract,
th}elre is both a buyer and a seller. You can’t have one without the
other.

The problem before us today is not black and white. It exists in
many shades of gray, and that is why we need to be looking for
solutions that force all the players to play by the same rules. That
doesn’t happen today.

That is because current law allows people to trade on foreign ex-
changes under something called the foreign boards of trade provi-
sion under the Commodity Exchange Act.

Current law allows the CFTC to determine if a foreign board of
trade, such as ICE Futures based in London, is already regulated
in its country of residence. If it is, current law says that the CFTC
doesn’t need to regulate it here in the U.S.

That might work in theory, if every country had the same finan-
cial rules. The United Kingdom does have a regulatory system, and
it does oversee ICE Futures, which is a good start.

The problem is that the CFTC hasn’t been getting all the data
about trades occurring on the ICE exchange. The other problem is
that ICE Futures does not have the same position limits on trades
as domestic exchanges do, potentially leading to massive price-af-
fecting holdings that would go undetected by U.S. regulators.

So if I were a trader and I wanted to buy more energy commod-
ities than NYMEX would allow, because it has limits, I could go
over to ICE Futures via its electronic exchange in Atlanta, and buy
as many futures as I wanted.

That doesn’t make sense. Everyone who wants to trade in the
U.S. energy futures, especially in West Texas crude or natural gas,
should be subject to the same rules.

Now, there is good news to report on this. On June 17 the CFTC
announced a new agreement with ICE Futures Europe to require
ICE Futures to adopt “equivalent U.S. position limits and account-
ability levels,” on West Texas crude. CFTC has also reached an
agreement with the Financial Services Authority, the U.K. regu-
latory counterpart, by which it will receive data on large positions.
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This data will be incorporated into the CFTC’s weekly Commit-
ments of Traders reports.

Just this past Monday, the CFTC also amended its No Action let-
ter to the Dubai Mercantile Exchange in almost exactly the same
Wayl.( This is very encouraging, and I think we are on the right
track.

Now, Congress needs to ensure that these positive developments
are enshrined in statute to ensure that the CFTC’s new policy is
consistently applied going forward.

While the idea of creating appropriate regulation to stop exces-
sive market manipulation is appealing, I do want to say we should
approach this issue with caution. If legislation goes too far, it could
drive a significant amount of business that is taking place today in
the U.S., offshore.

That is why I would caution against overreaching and why I
think that we need to look at reasonable solutions. Congressman
Charlie Melancon and I have introduced a bill which we think
helps address this problem, H.R. 6284, the Close the London Loop-
hole Act of 2008.

This bill requires foreign boards of trade to comply with all U.S.
registration and regulatory requirements if they offer contracts
that can be settled by physical delivery within the United States.
It provides the CFTC with full enforcement authority over traders
within the U.S. who trade on an exchange outside the U.S.

It also requires the CFTC to set up agreements with foreign ex-
changes with respect to comparable speculative limits and report-
ing requirements for any exchange that is trading U.S. energy com-
modities before the exchange is allowed to establish direct trading
terminals in the U.S.

Our bill would effectively codify the CFTC’s recent actions to re-
quire such reporting and limits with ICE Futures, and it would
apply this effort to future agreements. This is important because
the CFTC agreement with ICE Futures does not apply to other
markets. The CFTC has issued No Action letters granting regu-
latory waivers to other foreign markets, so it is important we ad-
dress this issue to make it more comprehensive in nature.

Unfortunately, Congressman Melancon could not be here today
to testify as well, and I offer this testimony on the part of both of
us. I would like to say that our bill has companion legislation in
the U.S. Senate, authored by Senator Levin of Michigan.

Mr. Chairman, I appreciate the opportunity to testify and look
forward to answering your questions.

[The prepared statement of Mr. Matheson follows:]

PREPARED STATEMENT OF HON. JIM MATHESON, A REPRESENTATIVE IN CONGRESS
FroMm UTAH

Thank you, Chairman Peterson and Ranking Member Goodlatte for inviting me
to testify before the Agriculture Committee today. I also thank you for holding a
series of hearings on the issue of energy market manipulation.

Just a couple weeks ago, the House passed the Energy Markets Emergency Act
of 2008, almost unanimously. It called on the CFTC to exercise emergency powers
to “curb the role of excessive speculation in any contract market.” I supported this
bill and I was pleased to work with you, Mr. Chairman on this bill.

While the Energy Markets Emergency Act of 2008 effectively prompts the admin-
istration to perform its oversight duties, many in Congress still believe there is
room to address the role of speculation in oil prices.
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While some have advocated for doing nothing and others believe that we should
simply bar index investors and others from the energy commodity markets alto-
gether, I believe what we really need is a level playing field that is transparent and
accountable.

Our goal should be to make sure that the regulator—the CFTC—has the ability
to ensure undue manipulation isn’t taking place in the markets.

This Committee has a very difficult problem to consider, with no easy solutions.
The energy commodity markets are complex. Simply laying blame on traders ignores
the aggregate problems we’re seeing, in terms of speculation in these markets.

I used to work in the energy business. I managed a co-op of natural gas users.
I was involved in arranging supply, transportation, and implementing hedging strat-
egies for members of the co-op. From my experience, I know that there is value in
the presence of a viable, transparent futures market. These markets allow for great-
er efficiency in our economy, and provide critical outlets for hedging against price
risks.

Futures markets work because they allow investors to assess risk, to hedge and
protect against losses, and to secure gains through speculation. There is a legitimate
role for speculation, particularly in the futures market, that just isn’t well under-
stood. That’s because the futures markets works best when liquidity exists to sta-
bilize prices.

By which I mean that if I am an airline CEO or a petroleum refiner, and I'm look-
ing to protect my business against future price increases or decreases, I want to
have the option to hedge. I want to be able to lock in today’s price so that I have
some kind of insurance against the future when a higher or lower price might dam-
age my business.

However, in order for a business owner to hedge his/her exposure to high oil
prices, there must be someone in the marketplace who is willing to assume my risk.
The entity that takes that risk is betting that the price will either rise or fall and
that they will make money. They are speculating. For every contract, there is both
a buyer and a seller. You cannot have one without the other.

The problem before us today is not black and white. It exists in shades of grey.
That’s why we need to be looking for solutions that force all the players to play by
the same rules. That does not happen today.

That’s because the current law allows people to trade on foreign exchanges, under
something called the foreign boards of trade provision under the Commodity Ex-
change Act.

Current law allows the CFTC to determine if a Foreign Board of Trade—such as
ICE Futures, based in London—is already regulated in its country of residence. If
it is, current law says that the CFTC doesn’t need to regulate it here in the U.S.

That might work in theory, if every nation had the same financial rules. The U.K.
does have a regulatory system and it does oversee ICE Futures, which is a good
start.

However, the problem is that the CFTC hasn’t been getting all the data about
trades occurring on the ICE exchange. The other problem is that ICE Futures does
not have the same position limits on trades as domestic exchanges do, potentially
%eading to massive, price-affecting holdings that would go undetected by U.S. regu-
ators.

So if I were a trader and I wanted to buy more energy commodities than NYMEX
would allow, because it has limits, I could go over to ICE Futures, via its electronic
exchange in Atlanta and buy as many futures as I wanted.

This doesn’t make sense. Everyone who wants to trade in U.S. energy futures, es-
pecially in West Texas crude oil or natural gas, should be subject to the same rules.

Now, there is good news to report too. On June 17th, the CFTC announced a new
agreement with ICE Futures Europe to require ICE Futures to adopt “equivalent
U.S. position limits and accountability levels” on West Texas crude oil. CFTC has
also reached an agreement with the Financial Services Authority, the UK regulatory
counterpart, by which it will receive data on large positions. This data will be incor-
porated into the CFTC’s weekly Commitments of Traders reports.

Just this past Monday, the CFTC also amended its No Action letter to the Dubai
Mercantile Exchange in almost exactly the same way. This is very encouraging and
I think we’re on the right track. Now, Congress needs to ensure that these positive
developments are enshrined in statute to ensure that the CFTC’s new policy is con-
sistently applied going forward.

While the idea of creating appropriate regulation to stop excessive market manip-
ulation is appealing, we should approach this issue with caution. If legislation goes
too far, it could drive a significant amount of business that is taking place in the
U.S. today, offshore.
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That is why I would caution against overreaching and why I think that we need
to look at reasonable solutions today. Congressman Charlie Melancon and I have
introduced a bill that we think addresses the problem—H.R. 6284, the Close the
London Loophole Act.

The Matheson-Melancon bill requires foreign boards of trades to comply with all
U.S. registration and regulatory requirements if they offer contracts that can be set-
tled by physical delivery within the United States. It provides the CFTC with full
enforcement authority over traders within the U.S. who trade on an exchange out-
side the U.S.

It also requires the CFTC to set up agreements with foreign exchanges with re-
spect to comparable speculative limits (they exist on NYMEX already) and reporting
requirements for any exchange that is trading U.S. energy commodities before the
exchange is allowed to establish direct trading terminals in the U.S.

Our bill would effectively codify the CFTC’s recent action to require such report-
ing and limits from ICE Futures and it would apply this effort to future agreements.
This is important because the CFTC agreement with ICE Futures does not apply
to other markets. The CFTC has also issued No Action letters granting regulatory
waivers to foreign markets, including the Dubai Mercantile Exchange, so it is impor-
tant that we address this issue as soon as possible.

Unfortunately, Congressman Melancon could not be here today to testify as well
and I offer my testimony for both of us. I'd also like to say that our bill has com-
panion legislation in the Senate, authored by Senator Levin of Michigan.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, and next we will move to
Mr. Van Hollen from the Eighth District of Maryland, a Member
of our leadership, and welcome to the Committee. We look forward
to your testimony.

STATEMENT OF HON. CHRIS VAN HOLLEN, A
REPRESENTATIVE IN CONGRESS FROM MARYLAND

Mr. VAN HoOLLEN. Thank you, Mr. Chairman. I would like to
start by commending you, Chairman Peterson, and Ranking Mem-
ber Goodlatte, as well as Subcommittee Chairman Etheridge and
Mr. Moran, the Ranking Subcommittee Member, for your leader-
ship and the substantial amount of work this Committee has al-
ready done looking into this issue and the legislation in connection
with the farm bill.

I would also like to recognize my colleagues here for their work;
Bart Stupak, who has had a longstanding interest in this area and
done a lot of work, Mr. Larson, Mr. Welch, Mr. Matheson, and my
colleague Rosa DeLauro, with whom I have introduced legislation
entitled, the Energy Markets Anti-Manipulation and Integrity Res-
toration Act, which we will discuss today.

And as you said, Mr. Chairman, at the outset, I hope that under
the leadership of this Committee we can find common ground going
forward in this area.

I do think at the outset it is important to remember why futures
markets exist in the first place, and I think the easiest thing to do
is take the definition of the CFTC, which says, “The futures mar-
kets serve the important function providing a means for price dis-
covery and offsetting price risk.” So long as the price discovered by
the futures market accurately reflects the forces of supply and de-
mand, producers and consumers of commodities can go to the fu-
tures market and hedge with confidence in order to offset their
price risk.

But when excessive speculation unhinged the futures markets
from supply and demand fundamentals, hedgers begin to lose con-
fidence in the price discovery function of futures markets, and the
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distorted futures prices transmitted to the spot market winds up
overcharging consumers for the energy they rely on every day, our
constituents.

Let me say at the outset that I do not believe that excessive spec-
ulation is the sole cause or even the major cause of the recent
surge in energy prices. Without question, other factors, such as in-
creasing worldwide demand in countries like India and China, sup-
ply disruptions in Nigeria, and devaluation of the dollar, have all
played a role.

However, a growing chorus of Congressional testimony and mar-
ket commentary from a wide range of credible and authoritative
sources has concluded that the run-up in today’s price of oil cannot
be explained by the forces of supply and demand alone. They in-
clude the Senate Permanent Subcommittee on Investigations; the
IMF; the Japanese Ministry of Economy, Trade and Industry; re-
spected media outlets from The Washington Post to Fortune maga-
zine; and stakeholders including large institutional investors,
hedge fund managers, oil company executives, financial analysts,
economists, consumer advocates, and academic experts. They in-
creasingly point to a meaningful speculation premium in today’s
price of oil. A May, 2008, market report from the respected institu-
tional financial consulting firm, Greenwich Associates, summed it
up this way, “The entry of new financial or speculative investors
into global commodities markets is feeling the dramatic run-up in
prices.”

There are some, including the Oppenheimer Managing Director
and Senior Oil Analyst Fadel Gheit, who put the speculation pre-
mium as high as 50 percent. I don’t think anybody knows for sure
exactly how big this premium is. It is difficult to quantify. I do
think it is above zero, and so long as it is above zero, so long as
it is not based solely on the force of supply and demand, I think
we should act to wring out that excessive speculation in the mar-
ket.

The legislation that Ms. DeLauro and I have introduced offers
what we believe are three important steps Congress can take to ad-
dress these issues.

First, it would build upon the reform this Committee began in
the most recent farm bill. By adding energy commodities to the def-
inition of an exempt commodity under the Commodity Exchange
Act, effectively treating energy commodities the same way this
Committee has already decided to treat agriculture commodities
under current law. This Committee has jurisdiction over those agri-
culture commodities. We are saying treat them under the law, treat
energy commodities the same way as you have chosen to treat agri-
cultural commodities.

Taking this step would close the door even more firmly on the
so-called Enron Loophole by requiring that energy futures contracts
trade on Designated Commercial Markets or Designated Trans-
action Execution Facilities, unless the CFTC provides a specific ex-
emption as it currently can do for agricultural commodities.

Second, to ensure that swaps are not used to circumvent the reg-
ulation and CFTC oversight intended by adding energy commod-
ities to the CEA’s definition of an exempt commodity, we bring
those swaps under the jurisdiction of the CFTC.
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Finally, H.R. 6341 would close what has become known, as my
colleague, Mr. Matheson, referred to it as the, it is the London-
Dubai Loophole, by amending the Commodity Exchange Act to for-
bid an exchange from being deemed an unregulated foreign entity
if its trading affiliate or trading infrastructure is in the United
States, and it offers a U.S. contract that significantly affects price
discovery.

In that regard, I believe that our constituents would probably as-
sume that a market like ICE, the IntercontinentalExchange, oper-
ating inside the United States and facilitating an estimated 30 per-
cent of the trade in our U.S. West Texas Intermediate futures con-
tract would be fully subject to CFTC oversight and U.S. law.

Like Members of this Committee, I have a long-term concern
about the escalating worldwide demand for energy and the impact
that it will have on the price of oil and fuels derived from oil as
we move forward. While this concern makes me and many an ar-
dent advocate for accelerating the development and deployment of
the next generation of energy alternatives, it also causes me to con-
clude that we must make every effort to ensure that we do not ex-
acerbate the current challenge for our constituents by layering on
an additional speculation premium.

Moreover, in light of the dramatically increased speculative
inflows into the energy futures markets and the unprecedented re-
composition of these markets’ hedger-speculated participation ra-
tios over the past 10 years that coincide with a staggering 1,000
percent jump in the price of a barrel of oil over the same period
of time, I believe the burden is on those who would argue for main-
taining the status quo to convincingly establish that excessive spec-
ulation is not having an impact on today’s energy prices.

Furthermore, those who would maintain current law must dem-
onstrate that the exceptions we have so far permitted to persist
under the Commodity Exchange Act do, in fact, support rather
than weaken the primary functions of price discovery and offsetting
price risk necessary for a healthy energy futures marketplace.

I appreciate the opportunity to testify today and look forward to
working with you, Mr. Chairman, Ranking Member Goodlatte, and
other Members of the Committee as we move forward.

Thank you.

[The prepared statement of Mr. Van Hollen follows:]

PREPARED STATEMENT OF HON. CHRIS VAN HOLLEN, A REPRESENTATIVE IN
CONGRESS FROM MARYLAND

Chairman Peterson, Ranking Member Goodlatte, and Members of the Committee:

First of all, I'd like to commend Chairman Peterson, Ranking Member Goodlatte,
Subcommittee Chairman Etheridge and the rest of the Committee for the substan-
tial amount of work that has already been done on this issue. I'd also like to recog-
nize Rep. Bart Stupak (D-MI) for his longstanding interest in this area, Rep. John
Larson (D-CT) for his diligent attention to this matter, Rep. Jim Matheson (D-UT)
for the personal perspective he brings to this discussion, and of course, Rep. Rosa
DeLauro (D-CT) with whom I have introduced the Energy Markets Anti-Manipula-
tion and Integrity Restoration Act (H.R. 6341) I will be discussing today.

At the outset, I think it’s useful to remember why futures markets exist in the
first place. According to the Commodity Futures Trading Commission (CFTC), “the
futures markets . . . serve the important function of providing a means for price
discovery and offsetting price risk.” So long as the price discovered by the futures
markets accurately reflects the forces of supply and demand, producers and con-
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sumers of commodities can go to the futures markets and hedge with confidence in
order to offset their price risk. But when excessive speculation unhinges the futures
markets from supply and demand fundamentals, hedgers begin to lose confidence
in the price discovery function of futures markets, and the distorted futures price
transmitted to the spot market winds up overcharging consumers for the energy
they rely on every day.

Let me say at the outset that I do not believe excessive speculation is the sole
cause of the recent surge in energy prices. Without question, other factors—such as
increasing worldwide demand in countries like India and China, supply disruptions
in Nigeria, and the devaluation of the dollar—have all played a role.

However, a growing chorus of congressional testimony and market commentary
from a wide range of credible and authoritative sources has concluded that the run-
up in today’s price of oil cannot be explained by the forces of supply and demand
alone. Among those sources are the Senate Permanent Subcommittee on Investiga-
tions, the International Monetary Fund and the Japanese Ministry of Economy,
Trade and Industry (METI). Respected media outlets from The Washington Post to
Fortune magazine have voiced similar concerns. And stakeholders including large
institutional investors, hedge fund managers, oil company executives, financial ana-
lysts, economists, consumer advocates and academic experts increasingly point to a
meaningful speculation premium in today’s price of oil. A May 2008 market report
from the respected institutional financial consulting firm Greenwich Associates
summed it up this way: “The entry of new financial or speculative investors into
global commodities markets is fueling the dramatic run-up in prices.”

Some experts—like Oppenheimer Managing Director and Senior Oil Analyst Fadel
Gheit—put today’s speculation premium in the oil markets in excess of 50%, arguing
that true market fundamentals imply a price of approximately $65 a barrel. Since
it is difficult to quantify the role of market speculation with mathematic precision,
it is hard to know the exact magnitude of today’s speculation premium. But I do
not believe that it is zero. And that is why I believe we must act.

The Energy Markets Anti-Manipulation and Integrity Restoration Act (H.R. 6341)
that I have offered with my colleague Rosa DeLauro and others proposes what we
believe represents the three most important steps Congress can take to eliminate
the possibility of any outright manipulation occurring in unregulated markets and
to wring excessive speculation out of today’s energy marketplace.

First, H.R. 6341 would build upon the reform this Committee began in the most
recent farm bill by adding energy commodities to the definition of an exempt com-
modity under the Commodity Exchange Act (CEA), effectively treating energy com-
modities the same way we treat agricultural commodities under current law. Taking
this step would close the door even more firmly on the so-called “Enron Loophole”
by requiring that energy futures contracts trade on Designated Commercial Markets
(DCMs) or Designated Transaction Execution Facilities (DTEF's), unless the CFTC
provides a specific exemption.

Second, to ensure that swaps are not used to circumvent the regulation and CFTC
oversight intended by adding energy commodities to the CEA’s definition of an ex-
empt commodity, H.R. 6341 would also add energy commodities to the definition of
excluded swap transactions under the Commodity Exchange Act.

Finally, H.R. 6341 would close what has come to be known as the London-Dubai
loophole by amending the Commodity Exchange Act to forbid an exchange from
being deemed an unregulated foreign entity if its trading affiliate or trading infra-
structure is in the United States, and it offers a U.S. contract that significantly af-
fects price discovery.

In that regard, I think most of our constituents would probably assume that a
market like the Intercontinental Exchange (ICE Futures Europe) operating inside
the United States and facilitating an estimated 30% of the trade in our U.S. West
Texas Intermediate (WTI) futures contracts would be fully subject to CFTC over-
sight and U.S. law. But as all of us in this room understand, that is currently not
the case. When it comes to the integrity and transparency of energy markets oper-
ating inside the United States, we simply cannot outsource the responsibility for po-
licing those markets to foreign governments or regulatory authorities.

Like Members of this Committee, I have a long term concern about the escalating
worldwide demand for energy and the impact that it will have on the price of oil
and fuels derived from oil going forward. While this concern makes me an ardent
advocate for accelerating the development and deployment of next generation energy
alternatives, it also causes me to conclude that we must make every effort to ensure
that we do not exacerbate the current challenge for our constituents by layering an
additional speculation premium on top of it. Moreover, in light of the dramatically
increased speculative inflows into the energy futures markets, and the unprece-
dented re-composition of these markets’ hedger-speculator participation ratios over
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the past 10 years coinciding with a staggering 1,000% jump in the price of a barrel
of oil, I believe the burden is on those who would argue for maintaining the status
quo to convincingly establish against the available evidence that excessive specula-
tion is not having an impact on today’s energy prices. Furthermore, proponents of
maintaining current law must definitively demonstrate that the exceptions we have
thus far permitted to persist in the Commodity Exchange Act do in fact support the
primary functions of price discovery and offsetting price risk necessary for a healthy
energy futures marketplace.

I appreciate the opportunity to testify today, and I stand ready to work with
Members of the Committee to fashion language that achieves our common goals on
this important public policy issue.

The CHAIRMAN. Thank you very much, Mr. Van Hollen. I appre-
ciate your testimony.

Now Chairwoman Rosa DeLauro, a good friend of this Com-
mittee. We worked with her a lot on the different issues that affect
both of our Committees. We appreciate you being with us from the
Third District of Connecticut. Rosa.

STATEMENT OF HON. ROSA L. DELAURO, A REPRESENTATIVE
IN CONGRESS FROM CONNECTICUT

Ms. DELAURO. Thank you very much, Mr. Chairman, and if it is
all right with you, maybe I can be ex officio on this Committee. We
have spent a lot of time together and a lot of very productive time,
and I am happy to join with you and Ranking Member Goodlatte
and Mr. Etheridge, Mr. Moran, and the entire Committee. And I
thank you for allowing me to submit testimony today.

I also, as my colleagues have, want to recognize them, Mr.
Matheson, Mr. Van Hollen, who I have introduced legislation with,
Mr. Stupak, Mr. Larson, Mr. Welch, all who have a consuming in-
terest in this area and the issue of excessive speculation and the
energy futures market is critical and does have an impact on our
entire economy.

I want to say, Mr. Chairman, to be sure, and I understand this,
that I am not an economist, nor do I profess to study this issue
with an academic’s eye. But I care about this subject deeply be-
cause it affects my constituents and our economy as a whole. We
know that soaring gas prices are shattering everyone’s budget, kill-
ing middle-class families trying to make ends meet, farmers har-
vesting their crops, truckers traveling our highways. High gas
prices threaten to wipe out the holidays that families have been
looking forward to all year. Families in Connecticut and across the
country want to know what government is going to do and what
the oil companies are going to do. With gas at a national average
of $4.11 a gallon, $1.18 more than this time last year, and diesel
hovering at around $5, energy prices are a suffocating tax on our
entire economy.

We are in a crisis, and as such, we need to look at every aspect
that could potentially affect energy prices. Of course, we must take
into account factors such as a weak dollar, strong demand from
emerging economies, geopolitical tensions in oil-producing regions,
and supply disruptions. But we must also do everything in our
power to protect consumers from unregulated market manipulation
and excessive energy speculation.

From the Senate Permanent Subcommittee on Investigations to
the International Monetary Fund, experts refer to the mass migra-
tion of energy futures trading, off regulated exchanges onto exempt
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commercial markets as a possible factor distorting energy prices in
a way that enriches speculators at the expense of the American
consumer.

That is why I have come to believe that such activity is respon-
sible for a big part of the commodity price increases that we are
experiencing. Doing nothing in this area in my view is not an op-
tion. We must continue to empower the Commodity Futures Trad-
ing Commission to do its regulatory job. As its mission reveals, the
CFTC’s primary function is, “To protect market users and the pub-
lic from fraud, manipulation, and abusive practices related to the
sale of commodity and financial futures and options and to foster
1(ipen, competitive, and financially-sound futures and option mar-

ets.”

And as the Chair of the House Appropriations Subcommittee on
Agriculture, I have worked to ensure that the CFTC has the re-
sources that it needs to act and fulfill its mission. Yet, as the
GAO’s report, Trends in Energy Derivatives Market Raises Ques-
tions About CFTC’s Quersight, they found last fall, and again,
“Trading in these markets, specifically electronic commercial mar-
kets and over-the-counter markets, is much less transparent than
trading on futures exchanges and comprehensive data are not
available because these energy markets are not regulated.” Clearly
we need a full market transparency, and we need to hold the
CFTC’s feet to the fire to do its job.

With your leadership, Chairman Peterson, and a group of our
colleagues, we made progress in this area when we passed legisla-
tion directing the CFTC to examine unregulated speculation in our
futures markets and to use its emergency powers to stop market
manipulations. And with the farm bill your Committee tackled the
need to bring transparency to energy trading environments by cre-
ating a new regulatory regime for certain over-the-counter energy
derivatives markets, subjecting them to a number of exchange-like
regulations.

But as I understand it, we have more to do to ensure excessive
speculation is not distorting energy prices and the CFTC has access
to over-the-counter markets and foreign boards of trade which still
remain obscure. I believe we can bring further transparency to the
futures markets if we fully close the so-called, Enron Loophole, and
the Foreign Board of Trade Loophole.

That is why Congressman Van Hollen and I have introduced
H.R. 6314, the Energy Markets Anti-Manipulation and Integrity
Restoration Act, which would do two simple things. First, close the
so-called, Enron Loophole, by adding energy commodities and re-
lated swaps to the list of items that cannot be traded on unregu-
lated exempt commercial markets. And second, close the London-
Dubai Foreign Board of Trade Loophole by forbidding an exchange
from being deemed an unregulated foreign entity if its trading affil-
iate or trading infrastructure is in the United States, and it trades
a U.S. delivered contract that significantly affects price discovery.

Our legislation would go a long way toward preventing improper
speculation, ensuring real transparency, and bringing oversight
and enforcement to our energy and agricultural futures markets. It
would also restore the balance that has been missing since 2000,
when the Commodity Futures Modernization Act placed large seg-
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ments of the commodities futures market outside of CFTC jurisdic-
tion and allowed for virtually unregulated, over-the-counter, and
electronic trading of many commodities futures.

Mr. Chairman, the fact is some will always argue against regu-
lating market forces. But we have seen the consequences of that
kind of approach over the last 8 years and even further back. From
the savings and loans to the subprime mortgage crisis to the Fed-
eral Reserve backed bailout of Bear Sterns, speculative bubbles
emerge. If regulators do nothing, consumers pay. It is a familiar
cycle, and the same thing I am afraid may be happening with food
prices.

Mr. Chairman, it is time for us to act, change the way we oversee
our futures markets, and restore balance to the energy market-
place. It is time to protect consumers.

And I thank the Committee and look forward to working with
you.

[The prepared statement of Ms. DeLauro follows:]

PREPARED STATEMENT OF HON. ROSA L. DELAURO, A REPRESENTATIVE IN CONGRESS
FrOM CONNECTICUT

I want to thank Chairman Peterson, Ranking Member Goodlatte and Members of
the Committee for having this important hearing and for allowing me to submit tes-
timony today. The issue of excessive speculation in the energy futures markets is
critical and has an impact on our entire economy.

I also want to recognize my friend and colleague, Rep. Chris Van Hollen and
thank him for allowing me to work with him on this important issue. Chris was one
of the first to highlight the potential role of improper speculation in our energy mar-
kets and has been a real advocate pushing us all in the Congress to take decisive
action.

Mr. Chairman, to be sure, I am not an economist; nor do I profess to study this
issue with an academic’s eye. But care about this subject deeply because it affects
my constituents and our economy as a whole. We know that soaring gas prices are
shattering everyone’s budget, killing middle class families trying to make ends meet,
farmers harvesting their crops, truckers traveling our highways. High gas prices
threaten to wipe out the holidays that families have been looking forward to all
year. Families in Connecticut, and across the country, want to know what govern-
ment is going to do and what the oil companies are going to do.

With gas at a national average of $4.11 a gallon—$1.18 more than this time last
year, and diesel hovering at $5 dollars—energy prices are a suffocating tax on our
entire economy.

We are in a crisis, and as such, we need to look at every aspect that could poten-
tially affect energy prices. Of course, we must take into account factors such as a
weak dollar, strong demand from emerging economies, geopolitical tensions in oil-
producing regions and supply disruptions. But we must also do everything in our
power to protect consumers from unregulated market manipulation and excessive
energy speculation. Experts refer to trading energy futures off regulated exchanges
onto less transparent exchanges as a possible factor distorting energy prices in a
way that enriches speculators at the expense of the American consumer. I have
come to believe that such activity is responsible for a big part of the commodity
price increases we are experiencing. Doing nothing in this area is not an option.

That is why we must continue to empower the Commodity Futures Trading Com-
mission to do its regulatory job. As its mission reveals, the CFTC’s primary function
is “to protect market users and the public from fraud, manipulation, and abusive
practices related to the sale of commodity and financial futures and options, and to
foster open, competitive, and financially sound futures and option markets.” Yet, as
the GAO’s report “Trends in Energy Derivatives Markets Raises Questions About
CFTC’S Oversight” [GAO-08-25, October 19, 2007] found last fall, “trading in these
markets-specifically electronic commercial markets and over-the-counter (OTC) mar-
kets—is much less transparent than trading on futures exchanges, and comprehen-
sive data are not available because these energy markets are not regulated.” Clearly
we need full market transparency and we need to hold the CFTC’s feet to the fire
to do its job.
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With your leadership, Chairman Peterson, and a group of our colleagues, we made
progress in this area when we passed legislation directing the CFTC to examine un-
regulated speculation in our futures markets and to use its emergency powers to
stop market manipulation. And with the farm bill your Committee tackled the need
to bring transparency to energy trading environments by creating a new regulatory
regime for certain over-the-counter (OTC) energy derivatives markets, subjecting
them to a number of exchange-like regulations.

But as I understand it, we have more to do to ensure excessive speculation is not
distorting energy prices and the CFTC has access to the over-the-counter markets
and foreign boards of trade which still remain obscure. I believe, we can bring fur-
ther transparency to the futures markets if we fully close the so-called “Enron-loop-
hole” and the “Foreign Board of Trade (FBOT) Loophole.”

That is why, Congressman Van Hollen and I have introduced The Energy Markets
Anti-Manipulation and Integrity Restoration Act—which would do two simple
things: first, close the so-called “Enron Loophole” by adding energy commodities and
related swaps to the list of items that cannot be traded on unregulated exempt com-
mercial markets and second, close the London-Dubai “Foreign Board of Trade
(FBOT) Loophole” by forbidding an exchange from being deemed an unregulated for-
eign entity if its trading affiliate or trading infrastructure is in the U.S., and it
trades a U.S. contract that significantly affects price discovery.

Our legislation would go a long way toward preventing improper speculation, en-
suring real transparency, and bringing oversight and enforcement to our energy and
agricultural futures markets. It would also restore the balance that has been miss-
ing since 2000 when The Commodity Futures Modernization Act (“CFMA”) placed
large segments of the commodities futures market outside CFTC jurisdiction and al-
lowed for virtually unregulated over-the-counter and electronic trading of many
commodities futures.

Mr. Chairman, the fact is some will always argue against regulating market
forces. But we have seen the consequences of that kind of approach over the last
8 years. It is time to change the way we oversee our futures markets and restore
balance to the energy marketplace.

The CHAIRMAN. Thank you very much. We appreciate your testi-
mony.

Next we have Mr. Stupak from the First District of Michigan, es-
teemed Member of the Energy and Commerce Committee and very
active on this issue. Welcome to the Committee.

STATEMENT OF HON. BART STUPAK, A REPRESENTATIVE IN
CONGRESS FROM MICHIGAN

Mr. StupAK. Well, thank you, Mr. Chairman, and thank you
Members of this Committee. I want to thank Mr. Etheridge and all
the Members up here at this front table. In fact, all Members who
put forth legislative proposals to address the run-up in energy
costs.

The price of crude oil has doubled over the past year. It is now
$136 a barrel. Gasoline prices have increased more than $1.14. It
%s now at $4.11. Diesel prices have increased $1.90 to $4.73 per gal-
on.

As a result, industries across the country are hurting. Airlines
are eliminating service to more than 100 cities, laying off thou-
sands of workers and projecting up to $13 billion in losses this year
due to jet fuel price increases that cannot be passed onto cus-
tomers.

Truck drivers are going out of business and many more are just
parking their trucks because they actually end up losing money
after paying so much for diesel. Farmers face increased costs in all
stages of their operations, from planting and harvesting to trans-
porting their product to market. As a result, high energy prices
have caused significant increases in the cost of food.
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There is no way to justify the doubling of oil prices based on sup-
ply and demand.

In October of 2007, the Government Accountability Office re-
leased its report on the ability of the Commodities Futures Trading
Commission to properly monitor energy markets to prevent manip-
ulation. The GAO found that the volume of trading in energy com-
modities has skyrocketed as our first chart shows right here. Spe-
cifically, after the Enron Loophole was enacted in 2000, the GAO
also found that while trading has doubled since 2002, the number
of CFTC staff monitoring these markets has declined.

And the numbers back this up. If we look at Chart 2 between
September 30, 2003, and May 6, 2008, traders holding crude oil
contracts jumped from 714,000 contracts traded to more than three
million contracts traded. From 714 contracts to more than three
million contracts traded. This is a 425 percent increase in trading
of oil futures in less than 5 years.

Since 2003, commodity index speculation has increased 1,900
percent, from an estimated $13 billion to $260 billion. Lehman
Brothers recently estimated that crude oil prices go up about 1.5¢
for every $100 million in commodity index investments.

By the Lehman Brothers estimate, the 1,900 percent increase in
commodity index speculation has inflated the price of crude oil by
approximately $37 a barrel. Other experts estimate it could be even
more.

On June 23, 2008, the Oversight Investigation Subcommittee
that I Chair held a hearing on the effect speculators have on our
energy prices. This was the sixth hearing that the Energy and
Commerce Committee has held on gas prices over the past 2 years.
Fadel Gheit, Managing Director and Senior Oil Analyst at
Oppenheimer and Company, testified that, “I firmly believe that
the current record oil price in excess of $135 a barrel is inflated.
I believe, based on supply and demand fundamentals, crude oil
prices should not be above $60 per barrel.”

If we take a look at Chart 3, in 2000, physical hedgers, busi-
nesses like airlines that need to hedge to ensure a stable price for
fuel in future months, accounted for 63 percent of the oil futures
market. Speculators accounted for 37 percent. By April of 2008,
physical hedgers only controlled 29 percent of the market. What we
now know is approximately 71 percent of the market has been
taken over by swap dealers and speculators, a considerable major-
ity of whom have no physical stake in the market. Over the past
8 years there has been a dramatic shift as physical hedgers contin-
ually represent a smaller and smaller portion of the market.

The New York Mercantile Exchange has granted 117 hedging ex-
emptions since 2006, for West Texas Intermediate crude contracts,
many of which are for swap dealers without physical hedging posi-
tions. This excessive speculation is a significant factor in the price
Americans are paying for gasoline, diesel, and home heating oil.
Even the executives of the major U.S. oil companies recognize this.

On April 1, 2008, testimony before the Select Committee on Glob-
al Warming, Mr. John Lowe, Executive Vice President of
ConocoPhillips said, “It is likely that the large inflow of capital into
the commodity funds is temporarily exaggerating upward oil price
movements.”
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At the same hearing Mr. Peter Robertson, Vice Chairman of
Chevron noted, “a flight to commodities,” adding that an economist
was quoted in The Wall Street Journal saying, “Crude prices have
decoupled from the forces controlling the underlying physical flows
of the commodity.”

And at the May 21, 2008, Senate Judiciary hearing, Shell Presi-
dent John Hofmeister agreed that the price of crude has been in-
flated, saying that the proper range for oil prices should be, “some-
where between $35 and $65 a barrel.”

Look at the next chart with the International Monetary Fund. In
May of 2008, the IMF compared crude oil over the past 30 years
to the price of gold. Gold prices are not dependent on supply and
demand and have been viewed as a highly speculative commodity.
The IMF analysis shows crude oil prices track increases in gold
prices.

If we take a look at Chart 4, what this means is that oil has been
transformed from an energy source into a financial asset like gold,
where much of the buying and selling is driven by speculators in-
stead of the producers and consumers. Oil is morphed from a com-
modity into a financial asset, traded for its speculative value in-
stead of its energy value.

Even the Saudi Oil Minister has argued that high oil prices are
due to excessive speculation in the markets.

As former Secretary of Labor Robert Reich noted on National
Public Radio a few weeks ago, the problem is the government’s fail-
ure to curb excessive speculation.

The Commodity Exchange Act recognizes the dangers of exces-
sive speculation. Section 4A of the Act states, “Excessive specula-
tion in any commodity under contracts for sale of such commodity
for future delivery made on or subject to the rules of contract mar-
kets or derivatives transaction execution facilities causing sudden
or unreasonable fluctuations or unwarranted changes in the price
of such commodity, is an undue and unnecessary burden on inter-
state commerce.”

As a result, Section 4A provides the CFTC with the authority to
set position limits or take other actions necessary to curb excessive
speculation.

However, there are significant loopholes that exempt energy
trading from these protections against excessive speculation: the
Enron Loophole, the foreign boards of trade No Action letters, the
Swaps Loophole, and the Bona Fide Hedging Exemption. While the
recently-passed farm bill addressed the Enron Loophole for elec-
tronic trading for natural gas, a significant portion of the energy
trading continues to be exempt from CFTC action to curb excessive
speculation.

For 3 years I have looked into excessive speculation in the energy
markets. My latest bill, the 2008, Prevent Unfair Manipulation of
Prices, the PUMP Act, H.R. 6330, would end all of these exemp-
tions, to ensure that excessive speculation is not driving these mar-
kets beyond the supply and demand fundamentals.

The PUMP Act, the most comprehensive energy speculation bill
in Congress would address bilateral trades and require that bilat-
eral trades be subject to CFTC oversight of foreign boards of trade.
To clarify, CFTC’s jurisdiction over these foreign boards of trade,
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the PUMP Act would give the CFTC authority over these ex-
changes if they are using computer terminals in the United States
or they are trading energy commodities that provide for a delivery
point in the United States.

Swaps Loophole: Swaps are currently excluded from require-
ments for position limited to prevent excessive speculation. Today,
85 percent of the futures purchases tied to commodity index specu-
lation come through swap dealers.

Bona Fide Hedging Exemption: Since 1991, 15 different invest-
ment banks have taken advantage of this exemption, even though
they do not have legitimate anticipated business need. The PUMP
Act would clarify that legitimate anticipated business needs does
not mean energy speculators.

Strong aggregate position limits: By setting strong aggregate po-
sition limits over all markets, CFTC would be able to curb exces-
sive speculation by making sure traders aren’t amassing huge posi-
tions in a commodity in an attempt to play one exchange off of an-
other.

By closing all of these loopholes and setting strong aggregate po-
sition limits, CFTC would be better able to monitor trades to pre-
vent market manipulation and help eliminate the unreasonable in-
flation of energy prices caused by excessive speculation, helping to
protect American consumers.

I bring this balloon because it helps to explain. No matter what
loophole you close here with the Commodity Futures Trading Com-
mission, you squeeze the Enron Loophole, we will go to Swaps. You
squeeze Swaps, we go back to Enron. You do hedging or the Bona
Fide Exemption or the Foreign Boards of Trade, it squeezes. You
have to do it all. Whatever you do to one side of the balloon, it just
rushes to the other. You have to get all of the these in order to stop
this excessive speculation we see in the energy market.

If you don’t believe excessive speculation is running up energy
prices, keep this one thought in mind. On June 23 when I had my
hearing, home heating oil was $3.98. Three days later the PUMP
Act, my Act, was introduced in the Senate, and 3 days later home
heating oil was $4.60. Yesterday to lock in or to hedge your home
heating costs for this winter it will cost you $5.60 a gallon. That
is more than a 20 percent increase in less than the last few days.

This is excessive speculation gone wild. The PUMP Act has 60
bipartisan cosponsors, been endorsed by several agricultural, air-
line, labor, and industry groups. The full list is part of my testi-
mony. I have included a section-by-section description of the PUMP
Act with my testimony.

I understand that there is essentially a war room that has been
created by those on Wall Street who would like to continue to see
energy trading remain in the dark. I am sure they are hiring a lot
of lobbyists and are making every attempt they can to discredit
those who are calling for reform.

However, I urge the Members of this Committee and my col-
leagues in the House to look at the evidence for themselves. We
can either continue the status quo and excessive speculation can
continue to inflate energy prices beyond the underlying supply and
demand fundamentals, or we can stand up for our constituents who
are facing high prices at the pump and our nation’s businesses who
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are struggling to cope with a weak economy and high production
and transportation costs due to energy.

Excessive speculation is having a devastating effect on energy
prices, causing a significant hardship for our entire economy. I look
forward to working with Chairman Peterson and the Members of
this Agriculture Committee and send legislation to the President’s
desk to address excessive speculation in the energy markets, to
offer consumers relief at the pump.

Thank you, Mr. Chairman. I look forward to your questions and
those of the Members of this Committee.

[The prepared statement of Mr. Stupak follows:]

PREPARED STATEMENT OF HON. BART STUPAK, A REPRESENTATIVE IN CONGRESS
FrOM MICHIGAN

The price of crude oil has doubled over the past year, oil is now $73.90 more than
it was at this time last year. This spike has caused gasoline prices to increase $1.14
a gallon more than last year’s highs, a national average of $4.10 per gallon. Diesel
prices are up $1.82 per gallon compared to last year, up to $4.65 per gallon.

As a result, industries across the country are hurting. Airlines are eliminating
service to 100 cities, laying off thousands of workers, and projecting up to $13 billion
in losses this year due to jet fuel price increases that cannot be passed on to con-
sumers.

Truck drivers are going out of business, and many more are just parking their
trucks because they actually end up losing money after paying so much for diesel.
Farmers face increased costs in all stages of their operations, from planting and har-
vesting to transporting their product to market. As a result, high energy prices have
caused significant increases in the cost of food.

There is no way to justify the doubling of oil prices based on supply and demand.

In October 2007, the Government Accountability Office (GAO) released its report
on the ability of the Commodities Futures Trading Commission (CFTC) to properly
monitor energy markets to prevent manipulation. The GAO found that the volume
of trading in energy commodities has skyrocketed, specifically after the Enron Loop-
hole was enacted in 2000. The GAO also found that while trading has doubled since
2002, the number of CFTC staff monitoring these markets has declined.

And the numbers back this up. Between September 30, 2003 and May 6, 2008,
traders holding crude oil contracts jumped from 714,000 contracts traded to more
than three million contracts. This is a 425 percent increase in trading of oil futures
in less than 5 years.

Since 2003, commodity index speculation has increased 1,900 percent, from an es-
timated $13 billion to $260 billion. Lehman Brothers recently estimated that the
crude oil price goes up about 1.5 percent for every $100 million in commodity index
investments.

By the Lehman Brothers estimate, the 1,900 percent increase in commodity index
speculation has inflated the price of crude oil by approximately $37 a barrel. Other
experts estimate it could be even more.

On June 23, 2008, the Oversight and Investigations Subcommittee that I Chair
held a hearing on the effect speculators have on energy prices. Fadel Gheit, Man-
aging Director and Senior Oil Analyst at Oppenheimer & Co. Inc. testified that: “I
firmly believe that the current record oil price in excess of $135 per barrel is in-
flated. I believe, based on supply and demand fundamentals, crude oil prices
should not be above $60 per barrel.”

In 2000, physical hedgers—businesses like airlines that need to hedge to ensure
a stable price for fuel in future months—accounted for 63% of the oil futures mar-
ket. Speculators accounted for 37%. By April 2008, physical hedgers only controlled
29% of the market. What we now know is that approximately 71% of the market
has been taken over by swap dealers and speculators, a considerable majority of
whom have no physical stake in the market. Over the past 8 years, there has been
a dramatic shift as physical hedgers continually represent a smaller and smaller
portion of the market.

The New York Mercantile Exchange (NYMEX) has granted 117 hedging exemp-
tions since 2006 for West Texas Intermediate crude contracts, many of which are
for swap dealers without physical hedging positions.
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This excessive speculation is a significant factor in the price Americans are paying
for gasoline, diesel and all energy products. Even the executives of the major U.S.
oil companies recognize this.

On April 1, 2008, in testimony for the Select Committee on Global Warming, Mr.
John Lowe, Executive Vice President of ConocoPhillips said, “It is likely that the
large inflow of capital into the commodity funds is temporarily exaggerating upward
oil price movements.”

At the same hearing, Mr. Peter Robertson, Vice Chairman of Chevron noted a
“flight to commodities” adding that an economist was quoted in The Wall Street
Journal saying: “Crude futures prices have decoupled from the forces controlling the
underlying physical flows of the commodity.”

In the testimony of Mr. Robert A. Malone, Chairman and President of BP Amer-
ica, he pointed to a “growing interest among financial investors in oil and other com-
modities.”

And at a May 21, 2008, Senate Judiciary Committee hearing, Shell President
John Hofmeister agreed that the price of crude oil has been inflated, saying that
the proper range for oil prices should be “somewhere between $35 and $65 a barrel.”

In May 2008, the International Monetary Fund (IMF), compared crude oil, over
the past 30 years, to the price of gold. Gold prices are not dependent on supply and
demand, and have been viewed as a highly speculative commodity. The IMF anal-
ysis shows that crude oil prices track increases in gold prices.

What this means is that oil has been transformed from an energy source into a
financial asset, like gold, where much of the buying and selling is driven by specu-
lators instead of producers and consumers. Oil has morphed from a commodity into
a financial asset, traded for its speculative value instead of its energy value.

Even the Saudi Oil Minister has argued that high oil prices are due to excessive
speculation in the markets.

As former Secretary of Labor Robert Reich noted on National Public Radio a few
weeks ago, the problem is the government’s failure to curb excessive speculation.

The Commodity Exchange Act recognizes the dangers of excessive speculation.
Section 4a of the Act states, “Excessive speculation in any commodity under
contracts of sale of such commodity for future delivery made on or subject to the
rules of contract markets or derivatives transaction execution facilities causing
sudden or unreasonable fluctuations or unwarranted changes in the price
of such commodity, is an undue and unnecessary burden on interstate com-
merce.” (emphasis added) As a result, Section 4a provides the CFTC with the au-
thority to set position limits or take other actions necessary to curb excessive specu-
lation.

However, there are significant loopholes that exempt energy trading from these
protections against excessive speculation: the Enron Loophole, the Foreign Boards
of Trade Loophole, the Swaps Loophole, and the Bona Fide Hedging Exemption.
While the recently passed Farm bill addressed the Enron Loophole for electronic
trading facilities here in the United States, a significant portion of the energy trad-
ing continues to be exempt from any CFTC action to curb excessive speculation.

My bill, the 2008 Prevent the Unfair Manipulation of Prices Act (H.R. 6330),
would end these exemptions, to ensure that excessive speculation is not driving
these markets beyond supply and demand fundamentals.

The 2008 PUMP Act, the most comprehensive energy speculation bill in Congress,
would address:

e Bilateral Trades: These trades are made between two individuals and are not
negotiated on a trading market. Because the farm bill only closed the Enron
Loophole for trades on electronic exchanges, these bilateral trades remain in the
dark.

The PUMP Act would require that these bilateral trades are also subject to
CFTC oversight.

e Foreign Boards of Trade: Petroleum contracts offered through the
IntercontinentalExchange (ICE) on ICE Futures are cleared on a foreign board
of trade in London. On average, more than 60 percent of traders on ICE Fu-
tures are located in the United States. They're trading West Texas Crude, with
a delivery point in the United States. That’s a foreign board of trade in name
only.

Recently, ICE Futures agreed to provide the CFTC with trader information and
to set position limits for their traders. However, this step is not enough. ICE
still has a revised “No Action” letter, meaning that beyond information sharing
and position limits, CFTC still won’t have any authority to enforce U.S. laws.
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In addition, NYMEX is in the process of offering U.S. traders access to the ex-
change in Dubai, raising similar questions for that market.

To clarify CFTC’s jurisdiction over these “foreign” boards of trade, the 2008
PUMP Act would give the CFTC authority over these exchanges if they are
using computer terminals in the United States, or they are trading energy com-
modities that provide for a delivery point in the United States.

o Swaps Loophole: Swaps are currently excluded from requirements for position
limits to prevent excessive speculation. Today, 85 percent of the futures pur-
chases tied to commodity index speculation come through swap dealers.

Because there are no requirements for position limits, these swaps have grown
exponentially, driving crude oil prices higher. By eliminating this exemption,
swaps would be subject to position limits to prevent excessive speculation.

e Bona Fide Hedging Exemption: The Commodity Exchange Act allows exemp-
tions from position limits for businesses “to hedge their legitimate anticipated
business needs.”

However, in 1991, CFTC authorized the first “bona fide hedging” exemption to
a swap dealer (J. Aron and Company, which is owned by Goldman Sachs) with
no physical commodity exposure, and therefore, no legitimate anticipated busi-
ness need.

Since 1991, 15 different investment banks have taken advantage of this exemp-
tion, even though they do not have a legitimate anticipated business need.

The 2008 PUMP Act would clarify that “legitimate anticipated business needs”
does not mean energy speculators.

e Strong aggregate position limits: Once all of these loopholes are closed, we
can then take effective steps to curb excessive speculation.

My bill would require the CFTC to set aggregate position limits on energy con-
tracts for a trader over all markets. Especially with the growing number of mar-
kets, speculators can currently comply with exchange specific position limits on
several exchanges, while still holding an excessive number of total contracts in
the aggregate.

By setting strong aggregate position limits over all markets, CFTC would be
able to curb excessive speculation by making sure traders aren’t amassing huge
positions in a commodity in an attempt to play one exchange off of another.

By closing all of these loopholes and setting strong aggregate position limits,
CFTC would be better able to monitor trades to prevent market manipulation and
help eliminate the unreasonable inflation of energy prices caused by excessive spec-
ulation, helping to protect American consumers.

The 2008 PUMP Act has 60 bipartisan cosponsors, and has been endorsed by sev-
eral agriculture, airline, labor, and industry groups, including the National Farmers
Union, the Air Transport Association, the International Brotherhood of Teamsters,
and the Industrial Energy Consumers of America, which is a coalition of more than
35 different companies such as Dow Corning, Goodyear, BASF, U.S. Steel, Tyson
Foods, and International Paper, amongst others. The full list of groups endorsing
the 2008 PUMP Act is listed on the endorsement letter that I have included with
my testimony. I have also included a section by section description of the 2008
PUMP Act.

I understand that there is literally a “War Room” that has been created by those
on Wall Street who would like to continue to see energy trading remain in the dark.
I'm sure they’re hiring a lot of lobbyists and making every attempt they can to dis-
credit those who are calling for reform.

However, I urge the Members of this Committee and my colleagues in the House
to look at the evidence for themselves. We can either continue with the status quo,
and excessive energy speculation can continue to inflate energy prices beyond under-
lying supply and demand fundamentals. Or, we can stand up for our constituents,
who facing high prices at the pump, and our nation’s businesses, who are struggling
to cope with a weak economy and high production and transportation costs due to
energy prices.

Excessive speculation is having a devastating effect on energy prices, causing sig-
nificant hardship for our entire economy. I look forward to working with Chairman
Peterson and the Members of the Agriculture Committee to send legislation to the
President’s desk to address excessive speculation in energy markets, to offer con-
sumers some relief at the pump.
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ATTACHMENT I
Section 1
Short Title: “Prevent Unfair Manipulation of Prices Act of 2008”
Section 2

Energy Commodities No Longer Exempt from CFTC Oversight

e Eliminates the current exemption from CFTC regulation for over-the-counter
energy commodities by amending the definition of an exempt commodity to no
longer include energy.

e Defines an “Energy Commodity” to include: coal, crude oil, gasoline, diesel fuel,
jet fuel, heating oil, propane, electricity, and natural gas.

e Stipulates that if an energy transaction provides for a delivery point in the
United States or is traded on a computer terminal located in the United States,
it is subject to the rules that regulated markets (NYMEX) are already subject
to, including large trader reporting, record-keeping, and prohibitions against
fraud and market manipulation.

e This applies to: designated contract markets, energy trading facilities here in
the U.S., bilateral trades, and trades transacted on a foreign board of trade.

Extension of Regulatory Authority to Swaps Involving Energy Transactions; Section
2(g) of the Commodity Exchange Act (CEA):

e Closes the swaps loophole, no longer allowing energy transactions to be ex-
cluded from the requirements of the Commodity Exchange Act. This would re-
quire the CFTC to provide greater oversight over these swap transactions.

Extension of Regulatory Authority to Energy Transactions on Foreign Boards of
Trade; Section 4 of CEA:

e Requires that traders of energy commodities on a foreign board of trade be sub-
ject to the rules that regulated markets are already subject to if they are using
computer terminals in the United States or they are trading energy commod-
ities that provide for a delivery point in the United States.

e Requires the CFTC to notify Congress and allow public comment on any energy
transaction that it intends to exempt from regulation in the future.

e Nullifies all previously issued “No Action” letters for foreign boards of trade for
energy transactions and provides 180 days for exchanges to comply.

Requir?ment to Establish Uniform Position Limits on Energy Commodities; Section
4a(a):

e Requires the CFTC to set aggregate position limits on energy contracts for a
trader over all markets. Especially with the growing number of markets, specu-
lators can currently comply with exchange specific position limits on several ex-
changes while still holding an excessive number of total contracts in the aggre-
gate. By setting aggregate position limits over all markets, CFTC would be bet-
ter able to make sure traders aren’t amassing huge positions in a commodity
in an attempt to play one exchange off of another.

Swaps No Longer Eligible for Exemption as Bona Fide Hedging for Energy Trans-
actions; Section 4a(c) of CEA:

o Closes the bona fide hedging exemption for energy swaps not backed by a phys-
ical commodity. A growing number of speculators have taken advantage of the
bona fide hedging exemption to avoid position limits and other CFTC action to
limit excessive speculation. While 4a(c) provides an exemption from position
limits for bona fide hedging to allow businesses “to hedge their legitimate an-
ticipated business needs”, speculators have exploited this provision, even though
their trading is speculative and, not for the legitimate business needs of a user
or producer.

Special Rules Applicable to Bilateral Included Energy Transactions; Section 4(a) of
the CEA:
e Requires reporting and record-keeping by bilateral traders. This will allow
CFTC to monitor for fraud and manipulation.
Public Disclosure of Index Funds; Section 8 of the CEA:

e Requires CFTC to make public information on the size of positions invested in
commodity index replication strategies and disclose the total value of energy
contracts traded by commodity index speculators.
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No Effect on FERC Authority; Section 2 of CEA:

e Protects the Federal Energy Regulatory Commission’s (FERC) authority pro-
vided in the 2005 Energy Policy Act to prosecute market manipulation in nat-
ural gas and electricity markets.

Section 3

FERC Cease and Desist Authority; Section 20 of the Natural Gas Act, Section 314
of the Federal Power Act:

e Provides FERC with Cease and Desist Authority to freeze the assets of compa-
nies prosecuted under the anti-manipulation authority given to FERC in the
2005 Energy Policy Act. FERC is currently unable to freeze the assets of viola-
tors. As a result, by the time FERC is ready to assess penalties, the company
could have liquidated and distributed their assets, allowing them to avoid any
monetary penalties. This legislation will allow FERC to freeze these assets to
ensure that once a company is found guilty of manipulating natural gas or elec-
tricity markets, the agency can secure a full recovery on behalf of consumers
and taxpayers.

ATTACHMENT II

June 20, 2008

Hon. BART STUPAK,

Chairman,

Subcommittee on Oversight and Investigation,
Committee on Energy and Commerce,

U.S. House of Representatives,

Washington, D.C.

Dear Mr. Chairman:

Ten days ago, a broad coalition of consumer, labor, and business organizations
joined to advocate immediate reforms in the widely-speculative energy commodity
futures markets. While a long-term, rational energy policy including increased sup-
ply is our ultimate goal, bipartisan, near-term solutions to the market frenzy are
absolutely critical. Experts agree that today’s surging oil prices are beyond those
warranted by supply-demand fundamentals and are due, in large part, to rampant
speculation.

In early June, speculators traded more than 1.9 billion barrels of crude o0il—22
times the size of the physical oil market, including $150 billion traded on the New
York Mercantile Exchange alone. Sophisticated “paper” speculators who never in-
tend to use oil are driving up costs for consumers and making huge profits with lit-
tle to no risk.

With your leadership, we see an end to the current unwarranted escalation in oil
prices. All coalition members are pleased to endorse and to pledge our full support
for the prompt enactment of your proposed “Prevent Unfair Manipulation of Prices
Act of 2008.” The PUMP Act will apply a much needed brake on rampant energy
commodity speculation to drive down unprecedented, surging oil prices crippling the
economy.

The heart of PUMP is Section 2 that extends CFTC jurisdiction over energy com-
modities that now enjoy a host of trading loopholes. Specifically, we applaud your
bill’s focus onopening up the market to greater transparency and fairness to level
the pla}llying field for all traders. We fully support the bill, including strong provi-
sions that:

e bring over-the-counter energy commodities within CFTC’s oversight responsibil-
ities;

o close the “swaps loophole” by extending CFTC regulatory authority to swaps in-
volving energy transactions, another important step towards needed trans-
parency;

e extend CFTC regulatory authority to energy transactions on foreign boards of
trade that provide for delivery points in the United States, a common sense
measure as other products delivered in the United States are subject to the full
panoply of United States regulation, save energy commodities; and

e require CFTC to set aggregate position limits on energy contracts for a trader
over all markets, ensuring that traders do not corner markets by amassing huge
positions and playing one exchange off another.

The undersigned strongly endorse the PUMP Act, urge Congress to act promptly,
and pledge our full support for your efforts.
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Air Carriers Association of American Society of National Air Traffic
America; Travel Agents; Controllers Association;

Air Line Pilots Association of Professional National Business Travel
Association,; Flight Attendants; Association;

Airports Council Industrial Energy National Farmers Union;
International; Consumers of America;  Regional Airline Associa-

Air Transport Association; International Association tion.

Air Travelers Association; of Machinists;

American Association of International Brotherhood
Airport Executives; of Teamsters;

The CHAIRMAN. I thank the gentleman for his testimony.

Next we have Mr. Larson from the First District of Connecticut,
Member of our leadership and somebody who has been very active
as well on this issue.

Mr. Larson, welcome.

STATEMENT OF HON. JOHN B. LARSON, A REPRESENTATIVE
IN CONGRESS FROM CONNECTICUT

Mr. LARSON. Thank you, Chairman Peterson, and Ranking Mem-
ber Goodlatte, Mr. Etheridge, and Mr. Moran for your outstanding
work and service, distinguished Members of the Committee for
your hard work, and I think the Chairman set the appropriate an-
tenna at the start of the hearing when talking about the com-
plexity of this issue and yet the need for us to get it right.

And the historic position that has been played by the Agriculture
Committee, especially in looking at the whole issues of commodities
dating back to 1935, and the Act’s inception, and the grave con-
cerns that were laid out back then by President Roosevelt and the
need for us to make sure that we looked very clearly and specifi-
cally into this issue of speculation.

You are the heirs of a great tradition and one that I think the
Chairmen jointly points out that you have to make sure you are
weighing all sides of the issues and arguments but in the final
analysis that you get it right.

I am proud that, in the tradition of this Committee, I have intro-
duced legislation “bipartisanly” with Mr. LoBiondo that is called
the Consumer Oil Price Protection Act. There are more than 120
sponsors of this Act, and the genesis of it, I would like to take cred-
it for it, but it comes from Main Street America. It comes from the
Independent Connecticut Petroleum Association, it comes from
your local gas station attendant, it comes from the diesel fuel own-
ers, the home heating oil people, who have recognized that the
whole issue of supply and demand has gone awry, something that
in testimony by everyone from the former head of the CFTC to the
President’s EIA Commissioner, and also everyone down to the Sec-
retary General of OPEC, indicating that speculation has played a
role in this process.

Very simply, my legislation says that if you intend to participate
in the currently unregulated dark market established by Section
2(g) or 2(h) of the Commodity Exchange Act, then you must be ca-
pable of either producing or taking final delivery of the product. In
other words, we are taking speculators out of the dark markets and
shedding light on their activities.

Speculators play an important role. They play an important role
in a regulated market. Roosevelt recognized it. Your forbearer rec-
ognized it as well. What they also recognized was the need to limit
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those positions in terms of making sure that those that are actually
the physical hedgers, those that are in the forefront of supply and
demand and making sure that a market-based system prevails
with the oversight of government, be allowed to go forth. That is
the premise of this legislation.

Mr. Stupak has gone into some of the statistics that—I think ev-
erybody should take notice when you see this 71 percent of the
market is dominated now by speculators as opposed to physical
hedgers, only account for 29 percent of that market, then some-
thing is awry.

So what is it then that I and Mr. LoBiondo and other Members
are asking of this Committee and what I believe the Chairman has
laid out? You are the policymakers in the final analysis. Who do
commodity markets serve? The producers and the consumers of the
underlying commodity or the speculators? My grandfather Nolan
had a great way of saying it, “Trust everyone but cut the cards.”
And your responsibility is, which I don’t have to inform you of, is
to make sure that, not only that you cut the cards but you shuffle
them. Make sure people are getting a fair deal with respect to this.

So should oil be treated as a physical commodity with a finite
supply as it was before 2000, or as a financial asset as it is being
treated today? That is very important for this Committee. Treat it
as a commodity or a financial asset or some kind of alchemy that
has happened in-between in the dark market.

What citizens in this country demand, given the complication of
this issue, is straightforward answers and a Congress that will
level with them about the plight that we are currently in.

This Committee, as was pointed out by several of my colleagues
here, established on March the 18th of 1935, two basic principles.
They said, “The fundamental purpose of the measure,” that being
the Commodity Exchange Act, “is to ensure fair practice and honest
dealing of the commodity exchanges and to provide a measure of
control over those forms of speculative activity, which too often de-
moralized the markets to the injury of producers and consumers
and the exchanges themselves.”

The bill has another objective. The restoration of the primary
function of the exchanges, which is to furnish a market for the
commodities themselves. I believe that President Roosevelt had it
right. I believe that the Committee back then had it right. I under-
stand the awesome responsibility and challenge that you have, and
this Committee has already taken bold steps as previous speakers
have already indicated.

But this is also an important step. It is not a panacea. There is
no silver bullet in this, but this is in terms of the integrity of the
laws of supply and demand, and I dare say the Congress in this
Committee as it relates to restoring market principles, to be able
as Leonard Boswell says very simply, to take delivery, makes com-
mon sense at a time when Americans are trying to conserve their
cents and dollars.

Last, I would like to say that I hope the Committee takes a look
within the CFTC, and I realize it is not the domain of the Com-
mittee. I have a bill currently before Henry Waxman’s Committee,
to establish an independent Inspector General, one that is ap-
pointed by the President, ratified by the Senate, but has inde-
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pendent status on the CFTC. Not someone that is appointed by the
CFTC and therefore, is under the stipulations of that person who
has hired them, but someone who is truly independent. I hope the
Committee takes that into consideration.

In closing, I think that the bell has rung and that the historic
evidence is here for the Committee to take action. Historically it
has got away. How are we going to treat this issue? Are we treat-
ing the finite supply of oil as a commodity, or are we going to allow
it to be treated as a financial asset or some kind of alchemy in-be-
tween? That is a difficult choice. Your forbearer made it by limiting
the positions and understanding as Mr. Stupak has alluded to in
his legislation and as others, Ms. DeLauro, Mr. Van Hollen, to
limit that position so that we can provide a more democratic proc-
ess and allow the Main Street participants to more fully participate
in the benefits of a free market system.

I thank you for the opportunity to speak before you today.

[The prepared statement of Mr. Larson follows:]

PREPARED STATEMENT OF HON. JOHN B. LARSON, A REPRESENTATIVE IN CONGRESS
FrOM CONNECTICUT

I want to thank Chairman Peterson and Ranking Member Goodlatte for myself,
and for the 119 cosponsors of my legislation, H.R. 6264, which I call the Consumer
Oil Price Protection Act, for holding this important hearing and providing the oppor-
tunity for me to speak here today. I'd also like to recognize and thank Congressman
LoBiondo, the lead Republican cosponsor on this bipartisan legislation for his com-
mitment to this issue.

First let me recognize the hard work of the Chairman and this Committee on the
2008 Farm Bill over the last year, which took a first step towards regulating the
“dark” energy markets. It has become clear to me, however, that these provisions,
first put forward over a year ago, have already been overcome by the frenzied activ-
ity in our commodity markets. More direct and expedient action is now required.

According to the American Petroleum Institute’s July 1st U.S. Pump Price Up-
date, the price of gasoline is up almost 30% from a year ago. Current prices for gaso-
line are at their highest levels over the last 90 years when adjusted for inflation,
and June set the record for the highest modern monthly average price for gasoline.
The record high for the average price of gasoline changed fifteen times in the last
seventeen weeks.

My constituents, consumers and businesses alike, are desperate not just for re-
lief—but for a fair deal. There is increasing evidence that the skyrocketing cost of
a barrel of oil today, or a gallon of heating oil or gasoline at the pump no longer
reflects actual consumer supply and demand for oil and gas.

A myriad patchwork of loopholes in our commodities markets that have become
apparent since the enactment of the Commodity Futures Modernization Act of 2000.
These loopholes plague the perception that the market is functioning normally and
impede the ability for the CFTC to conduct necessary oversight and data collection
across the entire market.

Today you will hear about legislation introduced by my colleagues to close and
regulate the various loopholes that are commonly referred to as the ‘Enron Loop-
hole’, the ‘London’ or ‘Foreign Board of Trade’ Loophole, the ‘swaps loophole’. I
strongly support these approaches.

However, while closing those loopholes will finally bring transparency and over-
sight to the markets, it will not entirely address a more fundamental issue: the level
of speculative participation in the markets. Which is why my legislation takes a dif-
ferent approach to this problem, one that can be considered as part of a comprehen-
sive approach to reforming these markets.

Very simply, my legislation says that if you intend to participate in the currently
unregulated, or “dark” markets established by Section 2(g) or 2(h) of the Commodity
Exchange Act, that you must be capable of either producing or taking final delivery
of the product. In other words, we are taking the speculators out of the “dark” mar-
kets and shedding light on their activities.

This approach is based on the premise that the commodity markets, as estab-
lished by the Commodity Exchange Act of 1936, exists to serve the benefit of those
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dealing in the production and consumption of a physical, tangible, product with a
finite supply.

My legislation grew out of the concerns of the Independent Connecticut Petroleum
Association, which represents fuel oil dealers and gasoline distributors across my
state, many of which are small family owned businesses. These businesses are on
the front lines of this issue, facing end use consumers on one end, some of whom
have to turn over their entire Social Security check to pay for heating oil, and the
oil markets on the other end. They are closest on the ground to the true pulse of
supply and demand in these markets, and as the price continues to skyrocket, more
and more companies are having trouble increasing their credit necessary to continue
deliveries to their consumers.

In 2005, I requested a GAO investigation into the CFTC and oil futures trading
on NYMEX, specifically to determine the impact of the new trend of large non-
commercial or institutional investors such as hedge funds speculating in the market.

This report was completed in October 2007 and concluded “in light of recent devel-
opments in derivatives markets and as part of CFTC’s reauthorization process, Con-
gress should consider further exploring whether the current regulatory structure for
energy derivatives, in particular for those traded in exempt commercial markets,
provides adequately for fair trading and accurate pricing of energy commodities.” 1

The Role of Physical Hedgers Versus Speculators

In properly functioning markets, speculators play an important role in managing
financial risk. The danger of combining unregulated speculation with commodities
that have a finite supply like oil is that it can become excessive, causing artificial
price distortions and volatility in the market. New CFTC data, discussed in a hear-
ing in the Energy and Commerce Subcommittee on Oversight and Investigations
last month show that in 2000, when the CMFA was enacted, 63 percent of the oil
on the WTI futures market was held by physical hedgers, compared to 37 percent
held by speculators.

By April of this year, that ratio had reversed itself, with speculators now domi-
nating 71 percent of the market compared to physical hedgers at 29 percent. This
dramatic shift begs this Committee to address the philosophical questions:

(1) Who do the commodity markets exist to serve—The producers and consumers
of the underlying commodity, or the speculators?

(2) Should oil be treated as a physical commodity with a finite supply, as it was
before 2000, or as a financial asset, as it is being treated today?

The historical record is quite clear that the commodity markets exist for what are
referred to as physical hedgers. Physical hedgers are essentially the producers and
consumers of the underlying product.

Report Number 421 from the Committee on Agriculture in the 74th Congress, on
the Commodity Exchange Act submitted on March 18, 1935 stated the two basic
tenants behind the Commodity Exchange Act:

(1) “the fundamental purpose of the measure is to insure fair practice and hon-
est dealing on the commodity exchanges and to provide a measure of control
over those forms of speculative activity which too often demoralize the markets
to the injury of producers and consumers and the exchanges themselves.”

(2) “The bill has another objective the restoration of the primary function of the
exchanges which is to furnish a market for the commodities themselves.”

President Roosevelt said in his message to Congress on February 9, 1934, “It
should be our national policy to restrict, as far as possible, the use of these ex-
changes for purely speculative operations.” Given that since 2000 speculators have
taken control of over 70 percent of the WTI futures market, on the one exchange
that is currently regulated, we need to ask ourselves if the market has become ex-
actly what President Roosevelt warned against.

Market Fundamentals No Longer Apply

There are many parallels to what is happening today in our economy between in-
vestment in the commodity markets and Congress’ grappling with the activities of
speculators during consideration of the Commodity Exchange Act in 1935 and 1936.
This Committee recognized in its report on the Commodity Exchange Act in 1935,
that “Since the passage of the Securities Exchange Act of 1934, there has been ob-
served an increasing tendency on the part of professional speculators to transfer

1GAO-08-25 Commodity Futures Trading Commission, Trends in Energy Derivatives Markets
Raise Questions about CFTC’s Oversight, October 2007, p. 58.
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their activities from the security markets to the commodity markets, a tendency
which makes the enactment of this bill without further delay of vital importance.”

A similar shift in activity and capital has become evident since large portions of
the commodity markets for oil were deregulated by the CFMA of 2000. Just as the
equity markets face increasing scrutiny and potential regulation from the subprime
mortgage fallout, we start to see more dramatic increases in capital suddenly flow-
ing to the oil commodity markets. Additionally actions by new institutional investors
not envisioned in the 2000 CFMA reforms have emerged, including those seeking
to use the commodity markets as a hedge against the falling dollar and those apply-
ing long term equity portfolio growth strategies to commodities.

The essential function of price discovery that futures markets play has become
distorted in the current excessive speculative activity. As far back as 2005, Lee R.
Raymond, the Chairman and CEO of Exxon Mobil said, “We are in the mode where
the fundamentals of supply and demand really don’t drive the price.”2 Earlier this
year, Chip Hodge, a Managing dlrector of MFC Global Investment Management’s
$4.5 billion energy portfolio said, “Clearly, the fundamentals don’t matter at this
point.” 3 Guy Caruso, head of the Energy Information Agency testified to the Senate
earlier this year that a speculative premium existed in the price of a barrel of oil.4
Even Abdalla al-Badri, OPEC Secretary General was widely quoted in the press in
December 2007 saying that “The market is not controlled by supply and
demand . . . It is totally controlled by speculators who consider oil as a financial
asset.”

There seems to be general agreement between oil executives, investment man-
agers, the Department of Energy, and consumers that the current price of oil is not
entirely contributable to supply and demand.

Supply-Side Arguments Reinforce the Need for Re-Regulating Oil Markets

Critics of legislation targeting speculators often cite increased demand from China
and India, bottlenecks in the refining process, or other supply disruptions like nat-
ural disasters for rising prices.

However, if it is limited access to supplies of oil that is increasing the price, not
excessive speculation in the market, then clearly, oil is a tangible commodity with
a finite supply, not an intangible financial instrument as defined by the CFMA of
2000. It should therefore minimally be subject to the same regulatory protections
provided for agriculture products.

These arguments only reinforce the need for the approach taken in H.R. 6264,
that the markets should operate on the needs of the underlying physical producers
and consumers.

Restoring Basic Fundamentals to the Market

The approach H.R. 6264 takes to restore the fundamentals of supply and demand
to the market and reestablish a reliable price discovery process is to focus on the
activities of the physical hedgers, the producers and consumers, the market partici-
pants the commodity markets were established to serve.

Michael Masters, in his testimony before the Energy and Commerce Sub-
committee on Oversight and Investigations on June 23, 2008, summed up why this
is effective very succinctly:

“Bona fide physical hedgers are motivated by one thing—risk reduction. Phys-
ical commodity producers trade in order to hedge their actual physical produc-
tion. Physical commodity consumers only trade in order to hedge their actual
consumption. For this reason, their trades are always based on the actual supply
and demand fundamentals that directly affect them in the underlying physical
markets. Their trading decisions strengthen the price discovery function of the
commodities futures markets.”

To accomplish this, H.R. 6264 says that if you intend to participate in the cur-
rently unregulated, or “dark” markets established by Section 2(g) or 2(h) of the
Commodity Exchange Act, that you must be capable of either producing or taking
final delivery of the product. In its current form, it is written against current law,
and assumes that sections 2(g) and 2(h) of the CEA are not modified as proposed
by Mr. Stupak in H.R. 6330 or Mr. Van Hollen in H.R. 6341. Recognizing that re-
sponsible speculation provides the liquidity necessary for the commodity markets to

2“Some Wonder if the Surging Oil Market Is Ignoring Supply and Demand” by Simon Romero,
NEW YORK TIMES, March 15, 2005

3“Crude Oil Trades Near Record $108 as Returns Outpace Equities” by Mark Shenk,
Bloomberg.com, March 11, 2008.

4Senate Energy and Natural Resources Committee Oversight Hearing: EIA’s Revised Energy
Outlook, March 4, 2008.
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function efficiently, H.R. 6264 allows speculators to continue to participate in the
existing regulated markets, where their activities can be conducted in the light of
day and are fully disclosed, and subject to position limits and other oversight meas-
ures followed by regulated exchanges. By limiting the participation of speculators
and focusing on the activities of the physical hedgers this legislation will ensure
that prices will most accurately reflect the true supply and demand of the under-
lying physical commodity.

Even if provisions of H.R. 6330 or H.R. 6341 are adopted that would change the
current structure of Sections 2(g) or 2(h) of the CEA, this Committee will still need
to look at solutions to address or determine the limits defining excessive speculation
in the market. H.R. 6264 is adaptable to those changes. For example, one approach
suggested by Michael Masters in his recent testimony would be to allow the physical
commodity producers and consumers to determine what level of speculation, and
thereby liquidity, is necessary for the proper functioning of their market.?

Establish an Independent Inspector General at the CFTC

As Congress seeks to implement reforms of the oil commodity markets, it is im-
perative that the CFTC have an independent Inspector General office to ensure that
the directives issued by Congress are implemented and adhered to by the CFTC.
The current Inspector General sits under the office of the Chairman of the CFTC,
who also hires the agency’s IG. This relationship makes the IG dependent on the
Chairman. However, an Inspector General appointed under Section 3 of the Inspec-
tor General Act of 1978 would be chosen by the President and confirmed by the Sen-
ate. They maintain an independent office. I have recently introduced legislation,
H.R. 6406 that would establish an independent Inspector General’s office at CFTC.
While this legislation has been referred to the Government Reform Committee, it
is nevertheless relevant to this discussion and important to this Committee’s delib-
erations.

Closing

This Committee must determine whether the underlying purpose of the Com-
modity Exchange Act is to provide a market for the commodities themselves and
some control over speculative activities, or whether the markets exist purely for the
use of speculators.

The historical record to me is clear: commodity markets exist to match buyers and
sellers of physical commodities, with finite supplies, with consumers or end-users.
The data that continues to come forward in Congressional hearings and now even
from the CFTC is clear. The ratios of speculative activities to physical activities in
these markets are skewed. A mechanism must be set to determine or limit specula-
tive positions across all markets and reduce the role noncommercial investors, who
cannot and do not accept delivery of the physical product.

H.R. 6264 provides a pathway to accomplish that. Together this bill and the pro-
posals put forward by my colleagues today provide a framework for a comprehensive
solution. I stand ready to work with you to craft the best possible policy to address
the changes in the commodity markets that have evolved over the last several years.

I thank the Chairman and Ranking Member for their consideration of these
views, and would be happy to answer any questions.

The CHAIRMAN. I thank the gentleman very much for his testi-
mony, and we have enough time to get Mr. Welch in before we
have to vote. I want to remind all the Members of the panel if you
want to make sure your legislation has a good chance of getting
passed or incorporated, that you come back and engage in a dia-
logue with us as we try to move through this, but I understand
people are pulled different ways, but we would appreciate coming
back.

So we will hear Mr. Welch and then we will come back as soon
as the votes are over.

5Michael Masters, Managing Member/Portfolio Manager, Masters Capital Management, LLC,
Testimony before the House Committee on Energy and Commerce Subcommittee on Oversight
and Investigations, June 23, 2008.
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STATEMENT OF HON. PETER WELCH, A REPRESENTATIVE IN
CONGRESS FROM VERMONT

Mr. WELCH. Thank you, Mr. Chairman, Mr. Goodlatte. Thank
you, Committee Members. I really appreciate the opportunity to be
here, and I will be brief with votes coming up.

I introduced a bill on November 1, 2007, to close the Enron Loop-
hole, and basically the question that this Committee has to provide
guidance to the full Congress on is number one, should we regu-
late? Should we regulate the energy future markets?

The 109th Congress came to a conclusion that we should not, and
they passed into law the Enron Loophole that took away any regu-
latory oversight of those exchanges. This Congress with the leader-
ship of this Committee, came to a different conclusion and said, we
should regulate. And you passed regulatory provisions that started
c}llosing the Enron Loophole in the farm bill, and I thank you for
that.

The second question is, does speculation have adverse con-
sequences? It has been stated by many, and it is well known by the
Members of this Committee more than any others in Congress that
it serves a very constructive function. But what we do know is that
there are historic examples, recent historic examples where un-
regulated speculation has had very damaging effects on markets
and on consumers. The most vivid and current example is what
happened with the Enron Loophole, and Enron used that, of course,
with its Enron On-Line to drive up the price of electricity in Cali-
fornia by 300 percent.

And all of us opposed that. So the question now is if we have
made a different decision as a Congress, that there is a rule for
proper, and I emphasize the word proper, and the burden is on this
Committee to give us guidance on what that means, regulation or
what should we do? My legislation did basically three things.

First, it said we have to have transparency in the transactions.
Plain and simple. Then all market players are aware of what is
going on. Second, it required that there be real time information
given to the CFTC so they would be able to do their job on a timely
basis.

And third, it said all traders, whether they are foreign or domes-
tic, are subject to the same rules, and that is why many of my col-
leagues have introduced legislation to close the London Loophole or
the Dubai Loophole. But basically it is common sense that if you
have a regulatory scheme, it should apply to all who trade, whether
they do it from a terminal in London, Dubai, or Washington D.C.

Now, this Committee did pass and Congress adopted your provi-
sions on closing the Enron Loophole, but my suggestion, Mr. Chair-
man, is that we need to go a bit farther, and the major reservation
I have about what we did pass was that in order for the CFTC to
enact regulation on some of these foreign exchanges, it required the
CFTC to make a specific finding on a contract-by-contract basis of
a significant price discovery event.

And frankly, what that does is create an enormous regulatory
and bureaucratic burden. What I believe is a better approach on
regulation is to have a bottom line approach of what it is you want
for information, transparency, timely disclosure, and then rules
that everyone understands and can play by. And then the enforce-
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ment is ferreting out when there have been violations and take an
appropriate enforcement action.

So it is going to be the job, it is the job of this Committee. I real-
ly applaud you, Mr. Chairman, for asserting jurisdiction, because
there is a lot of pressure out there on all of us to, “do something,”
and we all want to do something, but it is imperative that the
something that we do helps, and doesn’t hurt.

So thank you very much for allowing me to be part of this impor-
tant hearing.

[The prepared statement of Mr. Welch follows:]

PREPARED STATEMENT OF HON. PETER WELCH, A REPRESENTATIVE IN CONGRESS
FrROM VERMONT

First, let me thank Chairman Peterson for convening this critically important
hearing. I also need to thank Sean Cota, President of a great community-based fuel
dealer in my State of Vermont for first bringing the issue of speculation in the fuel
markets to me last fall.

Vermonters and residents of other cold-weather states are facing the equivalent
of a Category 5 storm. Our constituents are on the edge, and as they look forward
to the cold, winter months, many of them are afraid of what they might find—home
heating bills doubled, sometimes tripled from what they were last year.

Each weekend I hear the same thing from Vermonters: increasing expenses for
fuel, child care, health care, and education are making it harder and harder for
working families to make ends meet. Energy costs are an enormous driver of this
crisis and they are only escalating. The average U.S. heating oil bill is expected to
be a record $3,500 for the upcoming winter, up 76% from two winters ago. This is
not sustainable. Based on the current state of the market, speculation is a large con-
tribugng factor to the astronomical spikes we have had in just the past 12 to 18
months.

I frequently hold “Congress in Your Community” events around my state in order
to hear directly from Vermonters about the issues important to them, and to see
if I can offer assistance. It was a Congress in Your Community last fall in Bellows
Falls where Sean Cota approached me with a story that was truly hard to believe:
in 2000, the 109th Congress passed a loophole for Enron that is now inflating fuel
prices for all of our constituents by an average of $800 to $1,000 a year. I then dis-
covered that the non-partisan Government Accountability Office (GAO) had docu-
mented this consumer rip-off. A few days later, I introduced H.R. 4066, to close this
egregious “Enron Loophole.”

In 2000, Enron and several large energy companies successfully lobbied the Re-
publican-led Congress to exempt energy markets from government regulation. This
lack of oversight has resulted in multi-billion dollar price manipulation and exces-
sive speculation by traders. This special interest loophole is allowing energy traders
to rip off Vermonters and Americans who are already struggling every winter to
heat their homes. The previous Congress sold us out to Enron, creating a Wild West
in the energy markets at the public’s expense. It’s time to end this rip off.

The “Close the Enron Loophole” bill calls into question the excessive speculation
occurring in the marketplace. Are we going to allow the oil futures market to con-
tinue to profit from ripping-off our hardworking constituents, or are we to pass and
enforce responsible regulations on energy futures trades. Families, who already
struggle to pay fuel bills, should not be forced to choose between putting food on
thektable and keeping their house warm as energy traders continue to line their
pockets.

Several provisions of my bill were included in the farm bill recently signed into
law. Unfortunately, it was not enough, and I believe the language was far too di-
luted. My bill if enacted will establish government oversight of the trading of un-
regulated energy commodities to prevent price manipulation and excessive specula-
tion. The bill would give the Federal Commodity Futures Trading Commission
much-needed monitoring and enforcement authority.

This legislation simply introduces oversight to the energy market. It is an overdue
fix to a grossly irresponsible loophole that never should have been created.

Again, thank you Chairman Peterson for your attention and commitment to find-
ing a solution to this problem. Speculators should not have free reign in the oil mar-
kets, reaping vast profits at the expense of American families. I am happy to answer
any questions about my legislation.
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The CHAIRMAN. I thank the gentleman very much. I thank all of
the panel Members. I would encourage all Members to come back
because immediately after the votes we will proceed to questions
and come to a conclusion.

The Committee is in recess.

[Recess.]

The CHAIRMAN. The Committee will come back to order. As I ex-
pect, there are all kinds of other stuff going on, so I am not sure
exactly who is going to be here how long, but we will move ahead
here with whatever time we have available.

So I am going to first recognize the gentleman from North Caro-
lina, our Subcommittee Chairman in this area, Mr. Etheridge for
a short statement and question.

Mr. ETHERIDGE. Mr. Chairman, thank you, and let me thank you
and the Ranking Member for holding this meeting and my partner,
Jerry Moran, for being here.

I think since 2000, we all know the volume on the commodities
market have increased six fold. However, during that same period
of time, the staffing level for the CFTC has fallen to the lowest
level in the agency’s 33 year history. And there has been a growing
concerning about energy trading and overseas futures market.
Some worry that trading on these markets, particularly crude oil
trading on the European markets, is affecting our own domestic en-
ergy markets by increasing volatility and raising prices.

As you know, today, tomorrow, and Friday, hearings will exam-
ine these issues and determine if additional Congressional action
is necessary. Like many of my colleagues here, I've introduced a
piece of legislation, H.R. 6334 that addresses many of these issues
and will do three very specific things, others, but I will just men-
tion them here before I get to questions. It will ensure that foreign
markets are not adversely affecting our markets. My bill directs
the CFTC to ensure that these markets are comparable, required
to publicize the trading information, position limits, accountability
levels for speculators, as do domestic markets that trade U.S. en-
ergy products. My bill will also require the CFTC to change their
reporting of traders in energy markets to more clearly show what
positions and how much influence these funds have in energy mar-
kets.

And finally, it would require an additional 100 full-time equiva-
lents at the CFTC that are needed to effectively regulate the fu-
tures market, including our energy markets. And let me remind ev-
eryone that this was asked for by the Chairman of the CFTC that
I think is important.

Now, let me say that no one factor is responsible for the current
energy prices. So it behooves us to examine the question of exces-
sive speculation, deliberately and thoughtfully, and these hearings
will allow us to do that. That being said, let me thank my col-
leagues for being here today for the work they put in this for study-
ing, and let me ask the first question to my colleague, Mr. Stupak.
In reading your testimony, you mention that 117 hedge exemptions
were granted since 2006 for the West Texas crude oil contracts on
NYMEX, many of them for swap dealers. Your bill addresses hedge
exemptions by limiting the exemptions to bona fide hedges and de-
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nying exemptions to those seeking to hedge a swap transaction. Is
that correct?

Mr. StuPAK. That is correct.

Mr. ETHERIDGE. With that, let me run a few numbers by you and
get your response. On January 2, 2006, according to testimony,
crude oil was trading at about $65. In January of 2007, it was still
in the low $60’s. The number of hedge exemptions granted for trad-
ers hedging against a swap in 2006 was 46. That is approximately
109,783 long contracts, and 113,283 short contracts were held in
excess of position limits over the course of the year.

In January of 2008, oil has climbed to almost $100 representing
a 54 percent increase over the course of 2007. The number of hedge
exemptions granted to traders for a swap declined in 2007 to 36,
and the number of contracts held in excess of position limits for the
whole year also declined to approximately 94,519 long contracts,
and 90,253 short contracts. Today, crude oil is about $135 to $137
which is a 35 to 37 percent increase over this year.

The number of hedge exemptions granted to traders for swaps so
far in 2008 has fallen to 11, and this represents 23,804 long con-
tracts, 23,709 short contracts so far this year. So as the price of oil
has risen, use of the hedge exemption and the number of contracts
given to hedge exemption has steadily declined. I raise that be-
cause since you worked in this area, I will get your answer. What
does this say about your argument that swap dealers are using the
hedge exemption to ramp up prices?

Mr. STUuPAK. There, Mr. Chairman, because where are they set-
tling at? The long and the short, where are they settling at? What
is the price they are settling at? It is not the number of contracts
that is out there, it is where are they settling.

Mr. ETHERIDGE. Yes, but if the numbers are reducing, the overall
contracts and numbers, how does that indicate—cashing the ex-
emption?

Mr. StuPAK. Look at your open interest on that one chart that
I had. What was your open interest? What are they settling at
when they settle? That is what it would be. I bet if you go back
to 1979, when the Hunt brothers tried to take over the silver mar-
ket, I bet you would find the same thing that exemptions and that
given would probably settle out. What happened with the Hunt
brothers? Until we cut off the exceptions that they were given, they
netted out every day. The longs and short netted out each day. And
therefore, the argument—the same thing was made. You have a
long, you have a short. You have a short for every long. But what
happened? It was $7. It went to $50. And then as soon as they told
the Hunt brothers, enough is enough and we closed off that market
to them, it went right back to $7. It wasn’t the number of con-
tracts, it is where does the contract settle?

Mr. ETHERIDGE. But in that case, they were actually taking pos-
session of the silver.

Mr. STUPAK. No, they weren’t. They were required to take pos-
session of the silver. And therefore, that’s when we brought it back
down, the price of silver, when they tried to hoard the silver mar-
ket in 1979.

The CHAIRMAN. The gentleman from Kansas.
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Mr. MORAN. Mr. Chairman, thank you very much. I appreciate
the opportunity we are going to have this week to consider this
issue of speculation. I appreciate my colleagues from across the
country and their interest in being here today and trying to high-
light some legislative options that we have in regard to speculation.
I also would like to associate myself with the remarks of Mr. Peter-
son, the Chairman, and Mr. Goodlatte, the Ranking Member, in
their opening statements. Very much what they said is compatible
with my thought process on this.

I am fearful that we have become confused in the difference be-
tween speculation and manipulation, and clearly we want to make
certain that market manipulation is not occurring but excessive
speculation, I need to understand why excessive speculation is ac-
tually something that manipulates the market.

It is interesting to me that we are having these discussions for
much of the time I have been in Congress. My farmers have com-
plained to me about speculation, those who don’t have to deliver a
commodity. Their complaints have been based upon the reality that
commodity prices are too low. And so today we hear that specula-
tion causes high prices. In years past and on the agricultural side,
we heard numerous times about how speculators caused low prices.

This Subcommittee that Mr. Etheridge chairs that I serve as the
Ranking Member has been very active in these topics, and I am
pleased that we are re-engaged in this issue and continue to be en-
gaged in this issue that now confronts us.

I guess my question would be perhaps to you, Mr. Stupak. I
watched part of your Subcommittee’s hearing, and the slides that
you showed, and maybe this is what you were suggesting to Mr.
Etheridge, the slides showed that 71 percent of the long open inter-
est crude was held by speculators, and then the Subcommittee had
another slide showing that 68 percent of the short, open interest
in crude was held by speculators. So roughly 7 in 10 speculators
hold long positions. Those market participants would profit if the
price went up, and almost the same number, almost 7 in 10, would
profit if the markets went down. Is that fact significant as we look
at the relationship between increased speculation, greater specu-
lators, greater volume of speculation in the market as compared to
rising crude prices?

Mr. SturpAK. Well, as you indicated, and that is the chart right
there that we had at the Subcommittee, we refined it a little bit
more based upon information from the CFTC. And in January, the
commercial or the hedgers controlled 63 percent of the market.
Look at the movement over the last 8 years. You are down to what,
30 percent of the market. The people who are legitimately hedging,
the airline industry, the trucking industry, those would have to buy
their fuel to hedge against future increases are getting squeezed
out of the market. And as more money flows into this market, the
more they are going to get squeezed. With the swap dealers, they
have almost doubled their position, and the noncommercial enti-
ties, those are those who have no interest, but they are playing in
this market. Too much liquidity, too much cash, drives the market
up. And that is what you are seeing right here, this trend. The
trend is rather disturbing. You go from what, what did I say in my
opening statement? How many contracts where you are talking
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about there at one time, and now you are up to over three million?
It was 114,000 to 3 million in a short period of time.

The CHAIRMAN. Will the gentleman yield?

Mr. MoORAN. I yield, Mr. Chairman.

The CHAIRMAN. I don’t pretend to be an expert in this but what
I have been asking people is if you go into this swap market and
you get a position, then they turn around and lay that risk off in
the over-the-counter market. It is how it works and they net these
things out, and there might be a situation where you have some
small amount of long or short that you have to cover in the
NYMEX and that happens at some level, whatever it is, four per-
cent, ten percent, whatever it is. But it is a small amount, but that
ends up over in the NYMEX. But the rest of this never gets into
the system, I don’t see how it affects anything because it is these
two guys over here making this deal and whatever they settle at
is not doing anything with price discovery, it is not affecting the
futures market. The only part of it that is going into the market-
place that could have an effect is that difference that they have to
go in and lay off in the NYMEX or wherever they are doing it, or
the ICE.

Mr. STUuPAK. And CFTC has been using this argument, long and
shorts, they come in very close, there is very little difference as you
indicated, basically a net zero. But what they are not telling you
is when the buyer and seller, when they settle, when they cross,
what is the price?

The CHAIRMAN. What difference does it make because it is not
being used for price discovery?

Mr. STUuPAK. Because that contract is then sold and it is at a
higher floor than what it was before. You don’t know where it set-
tled.

The CHAIRMAN. So this is affecting the spot market?

Mr. STUPAK. Second, Mr. Chairman, you indicated yourself you
don’t know where the over-the-counter trades are going on. You are
only seeing part of the picture. That is why transparency is so im-
portant.

The CHAIRMAN. If the gentleman would yield, I would agree that
we need to know what is going on here. I don’t think many of us
disagree with that, but I am still trying to understand, if you go
out there and make this thing—some of these people are never
buying oil.

Mr. STUPAK. True.

The CHAIRMAN. So you have these index funds—so that that
money goes some place. I guess it is in some Wall Street account
or something. Then they go and hedge this with some other bank.
But this never buys and oil, it never goes onto the NYMEX to have
any affect. So what I am trying to get at is nobody can tell me and
draw a line to show how this is working. It sounds like something
devious, but I am a CPA and I need to follow the money and under-
stand how this works and I still can’t track this. It doesn’t seem
like this is having an affect on price discovery.

Now, you may not like the fact that these people are doing this,
and that is kind of a different issue. I am not sure pension funds
should be in the commodity market at all given the volatility of it.
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So I just would like somebody to explain to me if these things
never get over on the market, how they are affecting the price.

Mr. STUPAK. But when you take the hedge fund exceptions, they
only cover the last 3 days of that trading. When you do a contract,
you hold it and it is the last 3 days that are most critical. What
happened the first 27 days, you have no idea. So there is a lot of
movement in this market. If I don’t hold mine for the 27th day, I
sell mine on the 25th day, you have no idea what I did

The CHAIRMAN. I understand that.

Mr. STUPAK. You don’t know what the cash settlement

The CHAIRMAN. The money is not going into the market, it is
going into Goldman Sachs or whoever has this deal.

Mr. StUuPAK. Correct.

The CHAIRMAN. So what is it doing, affecting the price of their
stock? I don’t see how it affects the futures market if it doesn’t go
into the futures market. I mean, if somebody could explain that to
me, it would make this job easier. I don’t see how——

Mr. STUPAK. We don’t know a lot of it because as you have indi-
cated yourself, Mr. Chairman, half of it is on the over-the-counter
trading, the ICE market, the Dubai market. We don’t know what
is going on in those markets. We don’t have any idea what is going
on, but we know that they are selling West Texas crude. We know
the Enron loophole for the London market, 64 percent of the WTI,
West Texas Intermediate, had been traded on that market which
is running up that price of that crude. And the cash settlement,
when you come to settle out, there is no substitute for oil. So you
are stuck at that price. Even the spot market looks to the market,
the NYMEX, for their price.

The CHAIRMAN. The gentleman from Virginia. I think you had
some questions in this area.

Mr. GOODLATTE. Yes, I do. I wanted to follow up on the questions
that the gentleman from North Carolina was asking about, the
hedging that the gentleman from Michigan mentioned in his testi-
mony.

Mr. Stupak, in your testimony you said that physical hedgers
represent a smaller and smaller portion of the market and offer
this as proof that increased speculation yields higher prices. How-
ever, we will hear testimony tomorrow from Dr. Jim Newsome who
is the CEO of the New York Mercantile Exchange that data anal-
ysis indicates that the percentage of open interest held by specu-
lators relative to commercial participants actually decreased over
the last year, even at the same time that prices were increasing.

He further states in his testimony that noncommercial long and
shorts, in other words speculators, consistently have been in the
range of 30 to 35 percent of the open interest. This would mean
that hedgers make up the balance or 65 to 70 percent of the mar-
ket. That is much different than the 29 percent that you cite in
your testimony. And so I guess my question is how are we, the
Committee of jurisdiction on this issue, supposed to interpret the
disparities between the claims made by you and others and the
data provided to us by the exchange that knows exactly what posi-
tions are on their exchange?

Mr. STtUPAK. I would suggest you ask the gentleman if the non-
commercial leaves out the swaps. The answer is noncommercial
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trades leave out the swaps. That is where you can see here on our
chart, April 2008. We broke it out so you could see your non-
commercial and you could also see the swaps. So I would ask them
that question, does noncommercial include swaps or not?

Mr. GOODLATTE. Okay. I will ask him that. Let me ask you this.
In addition to this data, Dr. Newsome will testify that noncommer-
cials, speculators, are relatively balanced between being long and
being short, and that has already been mentioned already by some
of the others here. How do we reconcile that data with your testi-
mony and some of the things we are seeing in the media?

Mr. STUPAK. The issue isn’t how many are long, how many are
short to get to a net position. Again, as I have tried to indicate,
since there is a long for every short and a short for every long, the
net positions don’t tell you what price the buyer and seller actually
crossed at. What is that floor that is being established? You don’t
know that. You know the number of contracts. Only on NYMEX,
only on NYMEX. You don’t know the number of contracts, long and
short, on ICE. You don’t know the number of contract on Dubai.
And when you take a look at it, the experts we consulted with
pointed out that the chart that the CFTC will show you tomorrow
takes in all the contracts that could be for every month which
takes in all months and lump them all together. And in the infor-
mation that we have been providing you have been 30 day look-
sees. When you put all 9 years’ worth and then you close it out,
you can’t pinpoint anything by lumping all these months together.
The good news is the CFTC is going to ask these swap dealers for
their information, and I look forward to seeing that data when it
comes in.

But remember, go back to silver, the Hunt brothers. Every day
they had long and short. There was a zero there.

Mr. GOODLATTE. But remember, the Hunt brothers controlled a
significant amount of the supply of silver, and we don’t have that
s%uation here with the type of speculators that you are talking
about.

Mr. Stupak. Well, if you see with the noncommercials and the
swaps are controlling 70 percent of the market, I think that is a
significant part of the market. The hedgers are only down to 30
percent. That is just like the Hunt brothers all over. Instead of call-
ing them swaps and noncommercials, let us call them the Hunt
brothers. They have moved from 30 percent of the market

Mr. GOODLATTE. But I don’t think——

Mr. STuPAK.—and now it is 70

Mr. GOODLATTE. I don’t think they own anything. I don’t think
they control the supply. And on that point

Mr. STUPAK. They have these contracts, don’t they?

Mr. GOODLATTE. Let me

Mr. STUPAK. And there are only so many contracts given, right?

Mr. GOODLATTE. They don’t control the supply of oil the way the
Hunt brothers controlled the supply of silver. But let me ask you
this on that very point.

Mr. StUuPAK. Go ahead.

Mr. GOODLATTE. You and some others have cited hedge exemp-
tions as a way for parties to increase their speculative positions.
The CFTC has now made data available to us that allows us to
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analyze this. In 2006, for swap agreements, 19 firms requested
hedge exemptions. Thus far in 2008, only four firms have requested
hedge exemptions. For combination hedge and swap agreements,
23 firms requested hedge exemptions in 2006. In 2008, thus far
only eight firms have requested hedge exemptions.

During the time that crude oil had a large run-up in price, the
request for hedge exemptions have fallen significantly. How do we
reconcile that data with what we have been hearing here today?

Mr. StUuPAK. If T have one of these exemptions, if I have my
hedge exemption, and I said there are 117 of them, right, there is
no need for me to go back next year to get another exemption from
the CFTC because I already have it.

Mr. GOODLATTE. Why didn’t it happen a lot sooner then?

Mr. STuPAK. Why didn’t it?

Mr. GOODLATTE. Yes.

Mr. STUPAK. The first one started in 1991. It was J. Enron which
is

Mr. GOODLATTE. Well, I know

Mr. STUPAK.—Goldman Sachs.

Mr. GOODLATTE. The price increases in oil which are a concern
to all of us right now

Mr. STUPAK. Sure.

Mr. GOODLATTE.—and we want to get to the bottom of it and if
you or others are right, we certainly want to make sure that there
is all the transparency in this market so that there isn’t an artifi-
cial inflation here. But assuming that your observation is correct,
and we will again ask our witnesses tomorrow about that, but as-
suming it is correct, why didn’t it happen sooner than now, this
year, the last few months? Why does it all of a sudden spike up
now when these exemptions have been granted over a long period
of time and very few of them are being additionally granted now?
Presumably if this were the avenue toward creating the bubble you
talk about, you would think there would be more people in there
saying, “Hey, I missed the boat, I want that exemption now.”

Mr. STUPAK. Well, I guess you would almost have to ask them,
but as my testimony indicated, NYMEX granted 117 hedging ex-
emptions since 2006 just for West Texas crude, 117 in less than 2
years for West Texas crude. Remember, these exemptions are usu-
ally permanent over the last 3 days of the contract.

Mr. GOODLATTE. Thank you. We will ask those questions of our
witnesses tomorrow. Thank you, Mr. Chairman.

The CHAIRMAN. Are there any other Members that have ques-
tions along this line? Mr. Conaway?

Mr. CoNAWAY. Thank you, Mr. Chairman, and I was excited to
hear almost every one of the witnesses say they wanted to do ev-
erything possible to address these high prices. I am excited about
the opportunity to address supply issues in maybe a different
forum.

If there is a huge premium in the market, why is this Fadel
Gheit—has his firm shorted this market? In other words, if there
is this giant bubble in there that we think is about to burst, have
they shorted it and it was sold out? These guys are the profes-
sionals, the pros, that don’t take delivery of crude oil. They are
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making money going both directions, so why are we not seeing a
lot of pressure on the short side?

Mr. STUPAK. I guess you would have to ask him.

Mr. CoNAWAY. Yes, we will.

Mr. STUPAK. Oppenheimer, you know.

Mr. CoNAWAY. Yes.

Mr. STUPAK. That is who he is with.

Mr. CONAWAY. But I mean, you testified, you used his testimony
to support your position.

Mr. STUPAK. Yes.

Mr. CoNAWAY. And I am just saying, did you ask him that? If
he is so firm on his position his conviction, has he actually shorted
the market?

Mr. STUPAK. I did not ask him that question.

Mr. CoNawAY. Okay. Mr. Van Hollen, you mentioned a zero spec-
ulative premium. How would we know that?

Mr. VAN HOLLEN. I am sorry?

Mr. CoNAWAY. You mentioned that you wanted to wring out all
the speculative premium and get it to zero. How would we ever
know that?

Mr. VAN HOLLEN. What I said was I thought that the changes
that we are suggesting through this legislation in terms of greater
transparency in the markets, both with the London loophole as
well as other actions we could take, would help squeeze out what
I believe is a speculative premium. And again

Mr. CONAWAY. But you mentioned getting to zero in your testi-
mony, and I was just curious

Mr. VAN HOLLEN. No, what

Mr. CoNAWAY.—how would we know?

Mr. VAN HOLLEN. What I said was, there have been different tes-
timonies given before different Committees as to exactly what the
speculative premium is. All I was suggesting was based on all the
testimony I have heard, I think it is above zero. I don’t know what
it is. Some people have said it is 50 percent, some people have said
it is $30 per barrel. I think what I was saying was based on the
testimony I have heard, it is above zero. The CFTC, as you know,
has stated that it is in perfect balance, that their testimony so far
I believe before Congress has been that there is no speculative com-
ponent, that the price of oil is being set by the force of supply and
demand. I just think that there is enough testimony out there to
suggest that there is some premium there, and what we are pro-
posing here are some different ways to get at it by giving the CFTC
greater regulatory authority.

If T might just quickly, because I know Dr. Newsome is going to
be testifying before this Committee, he testified earlier, as you
know, before the Congress, and I know you are going to get to the
FBOT, the London loophole issue, but his testimony before this
Congress was with respect to ICE, “It was not anticipated that the
no action process would be used in this manner which has effec-
tively diminished the transparency to the CFTC of approximately
V5 of the West Texas Intermediate crude oil market and permitted
an easy avenue to circumvent position limits designed to prevent
excessive speculation.” So the purpose of this legislation is to begin
to get at some of these things which, according to Dr. Newsome
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and other experts, have created some speculation premium. I don’t
know what it is, but what I was saying is I think it is greater than
zero.

Mr. GOODLATTE. Will the gentleman yield?

Mr. CoNawAY. Yes, but I do have one more question.

Mr. GOODLATTE. I just wanted to make a note in the record on
the issue that we have been discussing on hedge funds and hedge
exemptions, we have here a report from the CFTC regarding the
figures that I just cited. There are two types of hedge exemptions.
One is an annual exemption valid for 1 year, and one is a tem-
porary exemption valid for one trade. There are no permanent
hedge exemptions to our knowledge. The four that I cited in 2008,
three were temporary, in other words for one trade, and one was
an annual exemption. Thank you, Mr. Chairman.

Mr. VAN HOLLEN. Mr. Chairman, I am sorry. I don’t know if you
are keeping track of time or if this is more——

The CHAIRMAN. Well, we are in free flow here.

Mr. VAN HOLLEN. Unfortunately

The CHAIRMAN. So I recognize the gentleman from Maryland.

Mr. VAN HOLLEN. Thank you, because unfortunately, I have a
4:30 meeting that I have to be at. I just want to mention one other
thing in connection with the conversation with Mr. Stupak. Regard-
less of how much money at the end of the day is a result of swaps
is going into the futures market, it seems to me there is also a le-
gitimate question about whether or not when you have index funds
making those investments in the futures market, whether they
should get these hedge exemptions. As you know, you or I can go
buy Goldman Sachs index funds, and Goldman Sachs can then go
hedge that risk. They go into the futures market, and there is no
reason that my investment in Goldman Sachs via their transfer
into the futures should be treated as a hedger. I am a speculator.
I am using this as an investment vehicle. And the fact of the mat-
ter is, there has been testimony, even from the CFTC, that that is
an opaque area that they can’t figure out and they have been
granting these exceptions as if every dollar going in is a hedger.
And that is just not the case.

So I just want to make that point. Unfortunately, I have to

The CHAIRMAN. Yes, I understand that and that information is
now being acquired as I understand it by the CFTC, and this has
been one of the things we have discussed with them. They are ac-
quiring it. I talked to them yesterday, and the information is com-
ing in. Initially they were going to have this ready by the 15th of
September. I told them I thought that was too late. And so they
are moving this along as fast as they can, but we are apparently
going to get that information, hopefully. But these index funds,
from what I can understand, money is being put in there by a pen-
sion fund or whoever it is. They get some kind of an investment
back, a piece of paper, I don’t know what it is, that money never
buys any oil. And generally, the money doesn’t go into the futures
market. What happens is whatever that position is, they go over-
the-counter and hedge it with some bank or whoever will take the
risk on the other side. No oil is ever bought. The only time this
ever has any impact on price discovery or the futures market is
when there is a difference that they can’t lay off over-the-counter
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and net out, and then they will go over to the futures market and
then it will be—it is in there and we can see what it is.

So again, my question is that if this money is never going in
there, and if it is not being used for price discovery, and they are
over here doing whatever they are doing, I think somebody is going
to lose a lot of money at some point. But that is not what this Com-
mittee’s business is about. We are trying to make sure the futures
markets are not being manipulated, and nobody is cornering the
market on anything and so forth. So we are kind of getting mixed
up. It is like these securitized mortgages that they trenched and
sold to people. Somebody should have been watching that. There is
no way they should have ever let them do that. But that is a dif-
ferent issue.

Ms. DELAURO. But Mr. Chairman, if I might for a second. It may
be a different issue except it is a part of what I said in my com-
ments. This is a fact. We dealt with the lack of oversight, the lack
of regulation, as it had to do with the subprime market. We have
an agency which is coming before my Committee tomorrow, it is
going to come up before this Committee tomorrow. Where were
they, where have they been, what are they doing? They are charged
with addressing this issue of potential manipulation or excessive
speculation. And it was only recently, within the last few weeks,
that they decided that they would need to have additional reports,
additional transparency. This is not just the last couple of weeks.
This is an agency that in fact has been in my view, and we are
going to ask them the questions about this, they have been asleep
at the switch while this is going on, and who pays the price.

The CHAIRMAN. Well

Ms. DELAURO. It is the ordinary person. It is the ordinary indi-
vidual who is getting killed out there with this.

The CHAIRMAN. Well, I wouldn’t disagree that they have been be-
hind the curve on this, okay, and that we probably should have had
more information. But in their judgment and what the testimony
has been is that they are saying that they don’t think that this
swap situation is affecting the prices and so forth, and maybe they
are wrong. And this is what we are trying to figure out here, but
you have just as many people saying that this is not running up
the prices as you have saying that it is. And that is what we are
trying to get to the bottom of here.

Ms. DELAURO. I understand, Mr. Chairman, except I would say,
I don’t know, I am not going to make a calculation of how many
are saying that there is and how many not. I don’t have a balance
here, but there seems to be a predominance of information that
this has some bearing.

I will make this comment, and I hope it is not offensive to some
folks is that these are agencies that are charged with addressing
a serious crisis. The fact of the matter is, and I believe the right
decision was made, that people spent day in and day out Treasury
and others, looking at what was going on with Bear Stearns. And
they said, “We have to act quickly because we are going to see the
financial markets collapse.” So they worked day in and day out,
overnight, behind closed doors, and they addressed the issue and
came up with a solution. Whether you agree with it or not, I think
they had to do what they had to do.
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We now have a very serious situation, very serious for con-
sumers. We are now just saying, well, it is the market, this is the
volatility of the market, that is that. And the agencies charged
with addressing this issue again in my view are not doing their job
in terms of sitting down and getting to the answers that we are
talking about. I for one, and I said in my opening comments, I am
not an economist, I am not an academic in this area. I look to the
agencies that we charge with the responsibility to address these
issues, and they have fallen short and they quite frankly pick and
choose the areas in which they are going to bring relief in the mar-
ketplace.

Mr. CoNnawAY. Mr. Chairman——

The CHAIRMAN. I thank the gentlelady.

Mr. StUuPAK. Mr. Conaway, could I——

Mr. CONAWAY. I just have one more question and that is back in
June 23rd——

Mr. StuPAK. Right.

Mr. CoNAwAY.—there was a report in response to maybe your
bill, Bart, I don’t know, but the issue of American imperialism, in
other words, the extra-territorial use of American laws will have a
backlash among the folks in London and Dubai and other places
where they think they may do a pretty good job of regulating.
Would you address your attitude toward their responses on us tell-
ing them how to regulate their markets?

Mr. STUPAK. Sure. First, you asked about Mr. Gheit, Fadel Gheit,
if he sold short, I pulled his testimony. He is the Managing Direc-
tor and Senior Oil Analyst so he is not in the commodities so he
wouldn’t have been selling short or long.

Mr. CoNnawAY. He works for a firm that does that all day long.

Mr. STUuPAK. Right. But not him. I thought you meant him per-
sonally.

Mr. CoNAwAY. Oh, heavens no. He doesn’t make that much
money.

Mr. STUPAK. So you have to check with him. For the London
loophole, the ICE market, we have given our enforcement powers
to London for an exchange that has its headquarters in Atlanta,
has its trading engines in Chicago, Atlanta, which does, some esti-
mate, 30 percent West Texas crude sold in here. They sell contracts
that says for delivery in Cushing, Oklahoma, and they use termi-
nals here in the United States. But because we have this No Action
letter given by the CFTC, we rely upon London to enforce the laws
because we say London laws are similar to ours. I respectfully say
they are not.

For instance, London does not require position limits or account-
ability levels to prevent excessive speculation or market manipula-
tion. That is allowed in London and the same as Dubai. Unlike the
CFTC, the FSA, Financial Services Authority, does not publish a
Commitment of Traders Report which provides a public accounting
of long and short futures positions held by large traders, plus there
is far less transparency under the FSA regime. The FSA does not
provide comparable emergency powers—to suspend trading or in-
crease margins.
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So why would we outsource our enforcement in this field that af-
fects all of us so much? Why don’t we put the cop back on the beat
here in the United States?

Ms. DELAURO. Would the gentleman yield?

Mr. STUPAK. Sure.

Ms. DELAURO. I just would add to the issue of the No Action let-
ters, I think it is imperative to find out and it is one of the things
I am going to try to ascertain in our hearing is I understand the
current process to CFTC staff has issued these No Action letters.
I have a series of questions that I am interested in. Who broadly
defined requests in No Action letters? Who reviewed or effected the
content and the timing of the No Action letters within CFTC and
elsewhere? What legal and policy rationale was used to justify the
letters? And why, given the enormous consequences and the con-
troversial nature that the full Commission does not formally review
and approve them? Or who is accountable for the issuance of these
letters? And as my colleague, Mr. Stupak said, we are off-shoring,
if you will, authority in these areas which doesn’t seem to make
sense.

It is very, very interesting that with regard to some of these ef-
forts, the primary financial beneficiaries are Goldman Sachs and
Morgan Stanley. I also think that it is also important to note that
their representatives, sit on the CFTC’s Energy Advisory Com-
mittee. I think one has to take a look at that. Is this in fact a con-
flict of interest? How do we have two of the principal beneficiaries
in this area who sit on one of the four or five committees that are
the underpinnings of the Commission. You understand that these
are serious questions, you want to get to the bottom of it as we do.
And what we are trying to do is to propose legislation where we
think we can bring back the issue of home-based enforcement be-
fore, as was the case before 2000.

Mr. LARsON. Will the gentlelady yield? To that point, Mr. Chair-
man, I do think that especially given the legislation that this Com-
mittee has already put forward and to the gentlelady’s questions,
and questions that were being developed by Mr. Stupak, that it
does seem entirely logical that we would have an independent In-
spector General within the CFTC. We currently do not. And in your
considerations, I hope you will take that under advisement as I
know the gentlelady will as her Committee looks at this and the
importance of making sure—you know, there is a tendency to feel
like Eddy Murphy in Trading Places here when you are talking
about swaps and hedging and series. And I think Mr. Chairman,
you have said this before that it takes a while to get your arms
around all this stuff and demystify it for the general public. And
yet, that is our responsibility and in part, this Committee’s respon-
sibility in the long run. It sure would help if you had an inde-
pendent source appointed by the President, confirmed by the Sen-
ate, that you knew was assisting in looking out for the American
consumer.

The CHAIRMAN. I thank the gentleman. The gentleman from
Georgia, Mr. Marshall.

Mr. MARSHALL. Thank you, Mr. Chairman. I think we have some
31 different pieces of legislation that have been introduced in order
to try to address this problem. It may be more than that. The CRS
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report that covers this issue lists 31. I am one of them. I have a
piece of legislation that is similar to Mr. Etheridge’s that also pro-
vides for more independence for the auditor, Inspector General,
within the CFTC.

I think it is important for all of us to put into context the sort
of heat that has been exchanged here. We are all interested in see-
ing lower prices for our consumers. There is nobody here that isn’t
interested in that. We all appreciate the extent to which people are
suffering. Ordinary folks are suffering with this. It is certainly the
case in a district like mine which is very rural, and people are very
dependent upon gas prices. Just to get to work is a challenge for
people, diesel and gas the way it is right now.

And so we are all in the same boat. We are all trying to figure
out what the problem is here and what can be done about it. Vir-
tually everybody who has testified before this Committee, including
virtually every expert I have talked to, acknowledges that a large
part of the problem is the weak dollar. Estimates range from 25
percent to more. So let us not lose sight of that. We have a weak
dollar policy at the moment. The weak dollar is part of the problem
here.

Everybody also concedes that there are market fundamentals
that are involved in this, that worldwide demand has caught up
with the world’s ability to provide supply. Everybody concedes that.
So let us not lose sight of that as we talk about what has been re-
ferred to here as “excessive speculation.”

And the final thing that we don’t want to lose sight of, and many
people don’t want to hear this, is expert after expert after expert
will tell us that if we overstep, if we make a mistake in the process
of trying to address this issue, we will wind up pushing these mar-
kets to places where they will be less opaque and less regulated.
They will have the same kind of impact on us because we are stuck
with the world commodity market; that is every single expert vir-
tually without exception.

Now, obviously there are things we can do. Many of us have sug-
gested that. We are trying to figure out what it is, and what I keep
hearing today is excessive speculation, excessive speculation. I
would like to explore that with some questions, if I could.

The way the futures markets have evolved, and it is not just oil,
it is all commodities, we initially were just looking to give people
who were in business an opportunity to hedge risks, one way or the
other. And it was difficult to pull them together. It was difficult to
find somebody who was interested in buying that commodity that
somebody wanted to make sure they could sell at some point in the
future and vice versa.

The way the markets evolve is actually over a period of time in
a process that invited what you might call speculators to come in
and provide liquidity to take opposite positions. It was something
that was very important to commercial entities. They had to have
that, and all responsible commercial entities recognized that. So we
have traders today in these markets who never take delivery, they
are basically playing the market, whatever you want to call it.
They are making their financial bets but they are providing liquid-
ity which makes available to hedges that are important to commer-
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cial ventures, and it also lessens the cost associated with getting
your hedge. That is also very important to these commercial folks.

So I am unsure. We are not talking about that as being excessive
speculation. This is the sort of thing that is just part of the market.
DRW, Inc., in Chicago, for example, its net delta is always zero,
and it probably provides more liquidity for the oil market than any
trader in the world.

Now, we weren’t talking about excessive speculation 2 or 3 years
ago. We are talking about it now. I don’t think there was any legis-
lation in the hopper to deal with excessive speculation 2 or 3 years
ago. So something has happened in the last 2 or 3 years that sort
of jumped up and has gotten our attention. I have to believe it is
the recent interest by pension funds, sovereign wealth funds, and
others in taking positions in the commodity markets. And so I
guess my question is to my fellow Members here who are strug-
gling just like I am trying to figure out a way to fix this for our
folks; that is what excessive speculation is. Is anybody here sug-
gesting we should not let pension funds or ordinary folks who oth-
erwise wouldn’t have access to the commodity markets or buying
commodities, we ought not let them to have access to buying com-
modities to take positions where commodities are concerned?

Mr. StuPAK. I don’t think anyone is saying that. Two years ago
some of us were concerned about the excessive money and liquidity
coming into the market. That is when I first did the PUMP Act,
looking at certain aspects of it was 2005, 2006 when I introduced
the legislation. There has to be some liquidity in the market. Spec-
ulators can and do play a role for significant price discovery, but
when you go from a $13 billion to $260 billion at the blink of an
eye, there is too much in there. It is driving up these prices.

If Congress does nothing, this market was already determined to
become a foreign board of trade. Ask Mr. Newsome when he comes
tomorrow when he is helping to set up the Dubai exchange,
NYMEX. The vregulated market can’t beat ICE, the
IntercontinentalExchange, so they might as well become them. So
they are setting up this Dubai market and they will be asking for
a No Action letter. So in other words, this market is moving more
and more in the dark, not more transparency but less trans-
parency.

Mr. MARSHALL. I hate to interrupt my baseball buddy——

Mr. STUPAK. Sure.

Mr. MARSHALL.—but you are just a witness here. You are a fel-
low Member, but you are a witness so I get to interrupt you.

Mr. STUuPAK. Okay.

Mr. MARSHALL. Would you get back to what excessive speculation
is so I can understand that? Tell me how I figure out what specula-
tion is and——

Mr. StupAK. Well, go back to your definition——

Mr. MARSHALL.—what speculation is not.

Mr. STUPAK.—Section 4(a) of the Commodity Exchange Act that
I had in my testimony where they set forth what it means. And in
a nutshell, when the market has a detrimental impact to your na-
tional economy as energy has right now, I hope we, as responsible
legislators and good baseball players, will go take the bat to this
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and bring some control to this market because we are really hurt-
ing this whole economy——

Mr. MARSHALL. Mr. Stupak

Mr. STUPAK.—causing sudden or unreasonable fluctuations of un-
warranted changes in the price of such commodities is an undue
and unnecessary burden on interstate commerce.

Mr. MARSHALL. Every one of us agrees. We are just trying to fig-
ure out what it is that is causing this to occur and how to stop the
thing that is causing it. So are you saying figure out how not to
let pension funds get involved in this or sovereign wealth funds
or—

Mr. STuPAK. Why would a pension fund want a bona fide hedg-
ing exemption? They are not interested in oil, the Chairman said
many times. Why does Harvard invest their endowment funds in
the commodities market? Are they interested in taking control of
any wheat, any corn, any oil?

Mr. MARSHALL. Would

Mr. STUPAK. But they use this exception——

Mr. MARSHALL. May I interrupt? Would we prohibit hedge funds
from—what you are talking about is the hedge exemption is being
used in order to permit money flowing into Goldman Sachs, Mor-
gan Stanley——

Mr. STUPAK. Yes, I'm Harvard. I go to Goldman Sachs and I say,
“Yes, I got this $2 billion——

Mr. MARSHALL. I got that, but would you prohibit these folks
from investing directly in the futures market?

Mr. StupPAK. No. No.

Mr. MARSHALL. Taking long——

Mr. STUPAK. But how about some position limits? I can play one
exchange off the other. When Dubai gets their exchange, if I ever
did my position, I can play one exchange off the other, NYMEX,
Dubai, ICE, and take my aggregate position and I can influence a
market, especially one as small as

Mr. MARSHALL. Would it be position limits for each of the indi-
vidual pension funds or the individuals who hold interest in those
pension funds? How would that work?

Mr. STuPAK. Who is doing the hedging? Is it Goldman Sachs
commodity index fund or is it really Harvard? It is really Goldman
Sachs.

Mr. MARSHALL. So if-

Mr. StUPAK. So Goldman Sachs should only be allowed to hold
so much, right? So much position on NYMEX, so much position on
ICE, so much position on Dubai. But take the aggregate, not the
individual, not the individual. Take the aggregate of what they are
holding. On NYMEX, it is supposed to be 20,000 contracts. Go look
at it. You know how they enforce it? They call you up and say,
“Hey, Jim, you got too many. Dump a little.”

Ms. DELAURO. You will recall with Enron and what happened
with the pension funds, pension funds ought to be able to invest
but also we have an obligation to make sure that there is some reg-
ulation around so that unlike the people at the top who took their
pension and ran, a whole lot of folks at the bottom lost their pen-
sion and who is there with a safety net for them? I will just say
to you that I think we are looking at similarities in what is hap-
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pening, and this is not just one place, it is in a variety of places,
and they should invest but I believe we have the obligation to
make sure that they don’t go belly-up and the people who rely on
them don’t go belly-up.

Mr. MARSHALL. And I think the question concerning whether or
not pension funds should be permitted to invest in things like this
is a separate one from the question, what is the impact on the fu-
tures market, on the prices of commodities caused by all of these
investors seemingly interested in getting into commodities and buy-
ing commodities.

Mr. Matheson, you have sat here patiently:

Mr. MATHESON. Sure. Mr. Marshall, I appreciate the question.
The Commodity Exchange Act has a definition of “excessive specu-
lation.” My concern is not specifically excessive speculation. My
concern is the potential for market manipulation based on the loop-
hole on foreign exchanges where the CFTC isn’t getting the data,
and we are not holding U.S.-based traders to the same limitations
that they are subject to today trading on NYMEX for example.

So I think we do have over many years developed a process in
this country. We have gotten comfortable about some of the bound-
aries we have developed for trading here in the U.S., and tech-
nology has taken us to a new place where now we have these new
challenges. We are trying to figure out how we can adjust with
those technological changes. I don’t think you should limit people
from being able to trade in the market. I don’t think you can have
too much liquidity in the market. I think liquidity is good. It cre-
ates greater price discovery and reduces margins. So I don’t think
we should be limiting who can trade in the market beyond the posi-
tion limits for individuals that already exist on NYMEX now.

I have to offer one other thought on this that points out a little
bit of the confusion in this debate this discussion has been taking
place right now. We have been bouncing around between futures
and swaps like they are the same thing and they are not.

Mr. MARSHALL. They are not.

Mr. MATHESON. And we have to be real careful as we parse these
issues out that we address them in their appropriate way. Different
pieces of legislation look at these from different angles. Quite
frankly, my legislation only focuses on futures, it only focuses on
trading on foreign exchanges and creating the transparency and
disclosure of information, and the same position limits, and the
same CFTC regulations that exist today for U.S. traders. And I
think that it is probably an effort to try to get more information
and not in an overt way that may drive business offshore. I think
when you start trying to get into the over-the-counter market and
the swap market, we have to be very, very careful because if we
take action that creates undue burdens on that marketplace here
in this country, based on technology today, this is today, this isn’t
20, 30, 40 yeas ago, those servers can move offshore like that. And
the business will still take place, and as you suggested in your
opening statement, you will have a more opaque situation. You will
have less certainty on what is going on, and that is the challenge
for this Committee, to figure out how to address this issue.

So for me, it is not a question of is there excessive speculation,
the question is, is there market manipulation and does our regu-
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lator, the CFTC, have the capability with the information given to
it and the tools at its disposal to assess whether that market ma-
nipulation is happening; and I still think that is the overall goal
that this Congress ought to be looking at.

Ms. DELAURO. Mr. Marshall, could I just use the CFTC’s defini-
tion on “excessive speculation?” When the market price for a given
commodity no longer accurately reflects the forces of supply and de-
mand. This is their definition, and that is in essence what they are
charged with policing under the Commodity Exchange Act.

So I think we are not making up the definitions and the termi-
nology. The terminology exists within the mission, if you will, of
the agency that is charged with

Mr. MARSHALL. And I am aware of the definition. I am trying to
figure out where is the excessive speculation in this kind of setting?
What is actually causing this problem? We acknowledge that the
problem has other aspects to it.

Ms. DELAURO. Exactly.

Mr. MARSHALL. It is hard to argue about that.

Ms. DELAURO. Right.

Mr. MARSHALL. So can we put our finger

Ms. DELAURO. Well, my hope would be——

Mr. MARSHALL.—exactly what it is—if I could, Ms. DeLauro?

Ms. DELAURO. Sure.

Mr. MARSHALL. The CFTC, though I don’t have the impression
that they have an ax to grmd here. I had the impression they are
sincere, they are very informed, and they came before this Com-
mittee 2 weeks ago, the Chief Economist and the Chief of Enforce-
ment, enormously experienced individuals. They said as far as they
can tell, they can’t find that the price is being manipulated inap-
propriately or that some sort of inappropriate forces in the form of
excess speculation are causing this problem. That is what they
said.

Ms. DELAURO. Well, I

Mr. MARSHALL. I may be wrong——

Ms. DELAURO. No, but it may be that I believe that that is what
we have to be overseeing in our oversight capacity. This is the
agency that is charged with figuring that out. I want the best and
the brightest as I know you do and other Members of this Com-
mittee do to be able to pinpoint what the difficulties are here. They
are charged with that, and I don’t know if it is the current set of
people, well-meaning and sincere, informed, and they can’t get to
the bottom of this, then we need to find folks who can. I don’t have
an ax to grind with them, either. I, like you, want answers to the
issue because we have to come to some sort of a conclusion. Not
a conclusion, we have to come to some understanding so that we
can apply some potential solutions to it.

Mr. MARSHALL. Mr. Chairman——

The CHAIRMAN. The gentleman from Iowa.

Mr. KiNG. Thank you, Mr. Chairman. I want to thank all the wit-
nesses, too. This is a long afternoon for Members to sit in one
place, and I particularly appreciate Mr. Marshall’s questioning line.
It covered a lot of the questions that had arisen as I listened to
your testimony, so I will try to focus this down to a couple of things
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and perhaps leave a minute or two for some of my colleagues who
are still waiting patiently as well.

A number of things go through my mind. As Mr. Marshall men-
tioned, the weak dollar and global demand. I would point out with
global demand, I have a sheet here from Reuters that shows that
Chinese imports of gasoline this year are up 2,000 percent. So
there is a global demand piece. We are looking at how to get out
of excessive speculation, and Mr. Van Hollen says he doesn’t know
how much it is but he wants to wring it out, wants to wring the
margins out that are excessive speculation. I am watching the
focus of all the brain power you have put on this, and it is not just
this year when gas got real high but it is an accumulation of effort
over a period of time. And you know, I have turned my focus to
drilling in ANWR, the Outer Continental Shelf, BLM land, more
coal, more nuclear, more ethanol, more wind, more biodiesel, all of
these alternatives that we have because I am a great believer of
supply and demand. I hear you talk about supply and demand, but
I am not convinced you all believe that supply and demand, at
least in the core of this free market economy, should drive this and
should set this price. Ms. DeLauro, you mentioned about excessive
effects of speculation that upset supply and demand. And so do you
all believe that the markets are set by supply and demand and all
these commodities we are talking about? Does anybody disagree
with that?

Mr. StUuPAK. I think this should be the basis for it. I think we
have lost that. When you see 119 percent from 2003 to now

Mr. KinG. Okay.

Mr. STUPAK.—and $13 billion to $260 billion, it is not supply and
demand that is putting forth

Mr. KING. I recognize that from your testimony, Mr. Stupak, and
I appreciate that, but do we really believe? Does the panel believe
that, and I guess what really caught my attention is—well, I will
put it back this way and dig back through those 1,057 pages of
Adam Smith’s Wealth of Nations, not the one from Washington, the
one that published that in 1776. And he was watching the price of
gold at the time in the world, and gold was high. And he made the
point that gold got a lot cheaper in the world because the price of
everything is the sum total of the cost of the capital and the labor,
that they had figured out how to take a lot of the labor costs out
of gold by importing it from the New World which really was steal-
ing it from the Native Americans, we recognize. But he showed
how the gold prices had plummeted. And I look at your testimony
and it says gold prices are not dependent upon supply and demand.
I just have a little trouble getting past that to get to the next point,
and I would ask you if you could support that statement a little
more.

Mr. STUPAK. Sure. The IMF, if you take a look at it if you want
to put that back up there, Scott, when was the last time we had
a problem with oil? It was 1981, right? Look what happened to
gold. It has nothing to do with oil, but look what happened to gold.
It really spiked. So did oil. That is the last time we saw it up that
high, and it has tracked perfect. Gold made in the New World in
1776, maybe we could take out the labor costs but now with this
global economy, gold is basically not a supply and demand, it is a
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purely speculative, high-priced metal as you indicated. And there-
fore, you don’t see a supply and demand. But why is oil tracking
it?

Mr. KING. Mr. Stupak, I heard you say that before but I still
don’t understand your answer. How is gold independent from sup-
ply and demand? Who demands gold? I mean, are you submitting
that it isn’t utilized in a way that there is a demand for it because
I am thinking not only just for the jewelry but the industrial uses
we have for gold. So I would say yes, that there is a demand out
there and there is a supply.

Mr. STUPAK. What is gold used as? When is it hoarded? It is
hoarded as a financial asset, sort of hedging against future prob-
lems within our economies, as it is right now. Well, isn’t that sort
of the same thing oil is doing?

Mr. KiNG. It is used as well for industrial purposes and also for
jewelry purpose. I mean, there is a functional use for that. I didn’t
want to get into that particular debate, I would just point out that
you have to believe in supply and demand or not. Ms. DeLauro?

Ms. DELAURO. Well, I wanted to address the issue of supply and
demand from not my perspective but from a small business owner
in Connecticut who will come to testify tomorrow. His name is Tom
Devine of Devine Brothers. He is a full-service biofuel heating fuel
dealer. These are direct quotes. I am not in this business, he is.
There are two quotes. “We are no longer confident that the markets
are doing their job of providing our industry and consumers with
a benchmark for pricing product that is based on economic dynam-
ics of supply and demand, and they no longer function as a risk-
management tool.” On the issue of supply and demand, he says,
“My customers often ask, are you guys running out of product?”
The answer is no. There is no supply shortage. There is no sudden
upside demand shock. Simply put, we and our customers are being
forced to ride the speculative roller coaster in the futures market.
It is about time someone put some of the breaks on this runaway
train and brought the markets back to reality. This is someone who
is in the business. It is not me, and he is talking about supply and
demand. What were are telling him——

Mr. KiNG. If I might, Ms. DeLauro

Ms. DELAURO.—is that the markets are fine, working properly,
and we are doing everything that we can and that is not the fact
of life for this man.

Mr. KING. Then just to make my concluding point and that is you
have convinced me that you don’t believe in supply and demand the
way I believe in supply and demand. I think the approach to solv-
ing this problem then is going to be different than those of us who
believe strongly in supply and demand. But I thank you for your
testimony and I yield back to the Chairman.

The CHAIRMAN. I thank the gentleman. The gentlelady from
Ohio.

Mrs. SCHMIDT. This is very quick. Whatever we do to answer the
energy crisis, we have to do with complete understanding of the
picture; and from what I am gathering today, from what I am try-
ing to learn and glean on my own is that we really don’t have a
total answer of this speculative role. My husband is in the financial
business, and I ask him all the time, are the speculators driving
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up the price? And I talk to him about what the CFTC mentioned
2 weeks ago in this Committee. And he said, “There are so many
other things out there that you can’t quantify. One is emotion, one
is the attitude of the speculators that are in the market. If they
perceive a Congress that isn’t going to do anything, then they are
going to drive up the price.” But he also cautioned me with this.
He said, “You can close the London loophole but you will just drive
it further offshore. People that are in the business of making
money will find ways to make money. If you take water, and we
know that water tracks generally downstream, and you change it
from one side of the street, it will go to the other side of the street.
If we limit Goldman Sachs in their portfolio to go into this market,
they are only going to create a subset of Goldman Sachs in order
to accomplish it.”

I, like you, want to stop the speculation. I, like you, believe that
speculators have a role in this. I can’t say that publicly because I
can’t prove it, but I have a feeling that if it walks like a duck and
talks like a duck, it’s probably a duck. And all I want to know is
how are we going to find out exactly what is going on so that we
can move whatever portion of your bill or another person’s bill that
is out there into the right place so we don’t end up making a bigger
problem than already exists.

Mr. LARSON. Make them take delivery.

Mrs. ScuMIDT. Well, but you can’t do that because they will go
offshore.

Mr. LARSON. Why can’t you?

Mrs. SCHMIDT. Because they will

Mr. LARSON. How will it go offshore?

Mrs. SCHMIDT. Because financial

Mr. LARSON. If you allow for the physical hedger to deal with
this as the market was intended to do, then by limiting the posi-
tions as Mr. Stupak and others have said, that you find yourself
in the situation where now all of a sudden the true price becomes
established; and look, I believe there is a role for speculators in the
marketplace as well, but why not, as the dealer that Rosa DeLauro
just mentioned and Main Street consumers and come to me, gas
station guys, truckers, are they all wrong? You know, I said it be-
fore jokingly, but it is true. You feel like Eddie Murphy in the
Trading Places where you know, we are swapping this, we are
hedging this. At Augie and Ray’s, they want to know whether or
not their government is going to level with them about what is
going on with respect to that.

Mrs. SCHMIDT. And I

The CHAIRMAN. The gentlelady——

Mrs. ScHMIDT. What we want to do is find the bottom line of this
and really what is going on in the marketplace.

Mr. LARSON. But your instincts are right.

Mrs. SCHMIDT. And I don’t have the complete answer.

The CHAIRMAN. I thank the gentlelady. We have to get over and
vote, and I get the sense that Members are kind of wrapped up
here, so we appreciate the panel. I would just have one closing
comment. This Congress made it illegal to have a futures market
in onions in 1958. That is still the law. The most volatile, the big-
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gest increase of any commodity in the United States, is in onions.
Just as a word of caution.
Mr. STUPAK. That will bring us all to tears.
[Whereupon, at 5:30 p.m., the Committee was adjourned.]
[Material submitted for inclusion in the record follows:]
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SUBMITTED STATEMENT OF HON. BARON P. HILL, A REPRESENTATIVE IN CONGRESS
FroM INDIANA

Good Morning. First off, I would like to thank Chairman Peterson and the rest
of the Members of the Committee for their hard work in studying the impact specu-
lators are having on gasoline prices in the United States. I appreciate the oppor-
tunity to present the Committee with information about the bill I recently intro-
duced, H.R. 6372, the Commodity Futures Restoration Act, which addresses the lack
of transparency in U.S. commodity futures markets.

The rapid increase in gasoline prices here at home is having a profound impact
on all Americans. This year the average cost of gasoline rose to $4 a gallon for the
first time in history. When I return home to Indiana, the central issue on the mind
of my constituents is how their families and businesses are suffering due to rising
fuel costs. I am sure my colleagues have had similar discussions back home as well.
I introduced this piece of legislation because I believe providing oversight to the
U.S. commodities markets is the most surefire way to lower gas prices for American
citizens.

Let me be clear; I do not believe reigning in excessive speculation will solve our
nation’s energy crisis in the long term. Yet, after meeting and hearing testimony
from investors on Wall Street, oil company CEQ’s, and economists, it is clear to me
that supply and demand fundamentals cannot fully account for the extreme rise in
gasoline prices. Instead, I believe the lack of oversight of the commodities markets
coupled with incredible growth of institutional investors is artificially raising the
price of gasoline for American consumers.

Since 2000, energy commodity trading has been systematically deregulated and
new loopholes have been created that have fostered excessive speculation in U.S.
commodity futures markets. As a result, the CFTC’s ability to detect market manip-
ulation is currently being hurt by critical information gaps that exist because many
traders are exempt from CFTC reporting requirements. Over the last 5 years, com-
modity-index investing has increased by 183%. Economists estimate excessive specu-
lation is adding between $20 to $50 to the price of a barrel of oil. Reform is needed
to prevent a price bubble similar to the one that caused the subprime housing crisis.

The bill that I introduced would simply restore the standards that were in place
prior to 2000 by closing the three harmful loopholes that have destabilized the U.S.
commodity markets. H.R. 6372 would make the following changes:

1. Close the “Enron Loophole”: The Commodity Futures Modernization Act
of 2000 (CFMA) exempted energy commodities traded on electronic exchanges
from regulation by the Commodity Futures Trading Commission (CFTC). My
bill would ensure CFTC oversight by reestablishing the CFTC’s jurisdiction over
energy commodities and require the CFTC to regulate energy commodities just
as agricultural commodities are currently regulated.

2. Close the “Foreign Board of Trade/London Loophole”: This loophole
currently allows U.S. exchanges that are trading U.S.-delivered energy commod-
ities to be regulated by foreign entities. As a result, the reporting data gathered
from these transactions is often insufficient and leaves American consumers in-
adequately protected from fraud and manipulation. My bill would require ex-
changes that trade U.S.-delivered futures contracts, or ones that significantly
impact market prices, to register with the CFTC. Put simply, markets trading
U.S. commodities would no longer be regulated by overseas entities.

3. Close the “Swaps Loophole”: As of today, banks can hedge their investors’
positions without facing any position limits. The swaps loophole permits institu-
tional investors, who have no regard for supply and demand fundamentals in
the physical commodity markets, to use banks to trade without facing position
limits. This is commonly referred to as the “Swaps Loophole” because it has al-
lowed unlimited speculation in the commodities markets. My bill would reestab-
lish the original purpose of the Commodity Exchange Act which only allowed
purchasers, sellers, and legitimate users of commodities to hedge on the market.

Additionally, H.R. 6372 requires the CFTC issue a progress report within 90 on
its ability to impose position limits on energy futures commodities and its capacity
to implement changes set forth in the bill. The bill ensures the Federal Energy Reg-
ulatory Commission and Federal Trade Commission maintains authority over nat-
ural gas oversight and market manipulation respectively. The bill would take effect
6 months after date of enactment to provide investors and the CFTC sufficient time
to make the necessary changes.

I recognize many individuals have savings invested in the commodity markets,
which is why I believe it is so important this Congress carefully considers the poten-
tial impact of any market reform. This Committee’s decision to hold hearings on the
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various pieces of legislation is an important step to ensure we get this issue right.
Our economy cannot suffer through another crash like the one we saw after the
.COM and housing booms. My bill would stabilize U.S. commodity markets before
our economy suffers another financial shock. This will benefit all investors in the
long term, and provide the most immediate relief to ease the pain of consumers at
the pump in the short term.

I believe in free market principles, but without open accounting of who is trading
what, the U.S. commodity markets cannot function properly. My bill would provide
the necessary changes to calm the instability in the markets and reestablish over-
sight to ensure that prices on the futures market reflect the laws of supply and de-
mand rather than manipulative practices or excessive speculation. Hundreds of bil-
lions of investment dollars enter the futures markets. If no action is taken, gas and
food prices will continue to rise.

SUBMITTED LETTER BY BART STUPAK, A REPRESENTATIVE IN CONGRESS FROM
MICHIGAN

July 10, 2008

Hon. CoLLIN C. PETERSON,
Chairman,

Committee on Agriculture,
U.S. House of Representatives,
Washington, D.C.;

Hon. BoB GOODLATTE,
Ranking Minority Member,
Committee on Agriculture,
U.S. House of Representatives,
Washington, D.C.

Dear Chairman Peterson and Ranking Member Goodlatte:

Thank you for the opportunity to testify on July 9, 2008, before the Agriculture
Committee regarding reforms to the Commodity Exchange Act to prevent excessive
speculation.

I am writing to respond to questions raised at this hearing concerning the impact
of 117 hedging exemptions on NYMEX. In particular, Members asked me to explain
how the 48 exemptions granted to swap dealers and the 44 exemptions granted to
those with combined swap/hedge positions could be relevant to rising oil prices,
when the number of NYMEX-issued exemptions has decreased each year between
2006 and 2008. Since this data was marked business confidential by the CFTC, I
did not have it with me at the hearing and was unable to review it in responding
to your questions.

With respect to hedge exemptions for crude oil futures, the NYMEX sets a 3,000
contract position limit for the 3 days prior to settlement. NYMEX sets “account-
ability levels” of 10,000 contracts for 1 month and 20,000 contracts for all months
outside of that 3 day window (20,000 contracts equals 20 million barrels of oil, or
roughly 1 day of U.S. demand). However, unlike speculative position limits for agri-
cultural futures, accountability levels are not hard position limits.!

The purpose of my raising questions about the 48 exemptions granted by NYMEX
to noncommercial speculators was to question whether this is justified and valid in
the sea of various loopholes. However, there are many causes of excessive specula-
tion at this time, and I do not want to leave the impression that these 117 exemp-
tions explain the price increase in oil by itself.

For example, these NYMEX position limits do not apply to futures positions tied
to commodity index investments. Indexers close out their current month positions
between the 5th and 9th day of the month, and then roll these position over into
the next month—long before the position limits in the last 3 days ever kick in. As
a result, indexers do not encounter NYMEX position limits.

Since the futures market serves as a price discovery market every day of the
month, not just in the last 3 days prior to settlement, it is unclear why CFTC does
not require that speculative position limits be set across the entire month.

1 According to CFTC data, there were nine entities with positions in excess of 20,000 crude
oil contracts on June 6, 2008 (six had long positions totaling 198,547 contracts, and three had
short positions totaling 87,753 contracts). This CITC data does not disclose whether these are
commercial or non commercial speculative positions.
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To remedy this problem, we recommend that legislation require CFTC to establish
speculative position limits for all energy commodities, aggregate all positions and
extend these across all markets (designated contract markets, exempt commercial
markets, foreign boards of trade operating in this country, swaps, and the over-the-
counter markets.) Hedge exemptions need to be limited to those with commercial
interests in the commodity, and the practice of allowing such exemptions to non-
commercial participants such as passive index speculators and their swap dealers
should be ended.

Please feel free to contact me if you have any further questions.

Sincerely,

Hon. BART STUPAK,
Member of Congress.

Ce:

Hon. BoB ETHERIDGE, Chairman, Subcommittee on General Farm Commodities and
Risk Management,

Hon. JERRY MORAN, Ranking Minority Member, Subcommittee on General Farm
Commodities and Risk Management; and

Agriculture Committee Members.

SUBMITTED STATEMENT OF AMERICAN SOYBEAN ASSOCIATION

The American Soybean Association (ASA) appreciates the opportunity to provide
comments on the futures markets issues before the Committee. ASA is the policy
advocate and collective voice of soybean producers on domestic and international
issues of importance to all U.S. soybean farmers.

We support and believe that futures markets exist for the dual purposes of price
discovery and risk management. The main concerns for everyone involved with
using and/or regulating the commodity futures markets should be accurate price dis-
covery for commodities and functional tools for price risk management. Many com-
modities are at historically high price levels. That does not mean these prices may
not be accurate. We should not artificially hold down commodity prices nor should
we try to artificially inflate prices or allow the markets to be manipulated. The cur-
rent supply and demand situation, along with other market factors, such as institu-
tional investments and the value of our dollar, should be considered when deter-
mining if the commodity markets are performing accurate price discovery. Caution
and foresight are needed in view of our current agricultural commodity futures and
cash markets. Legislation or other regulations affecting the agricultural markets
must enhance price discovery and risk management for farmers.

Soybean producers, like producers of other commodities, are concerned about
changes in the way futures markets are operating and their impact on risk manage-
ment needs. Increased price volatility, substantially higher margin requirements,
lack of cash and futures price convergence, and the influence of billions of dollars
of index fund investments have greatly altered traditional farmer hedge strategies.
For example, many lenders and elevators no longer offer forward contracts more
than 60 days out. When the ability to forward contract soybeans for delivery in de-
ferred months was lost, it became clear that traditional risk management strategies
were no longer available. The margin requirements for grain elevators and farmers
using futures contracts to reduce price risk are so large they create a financial bur-
den. Funds normally used for general operations or to buy inventory and supplies
are consumed by margin calls. Lenders have been forced to extend more credit than
normal so elevators and farmers can conduct their regular business transactions.
This creates more financial risk for everyone involved.

For the last 40 years, markets have operated in generally predictable ways: Chief
among these was that futures and cash market prices would more or less converge
at the end of a contract. The assumption that cash and futures prices for the same
commodity tend to move in the same direction, during the same time period, and
to approximately the same extent, has stood the test of time. Now, we see this as-
sumption is not necessarily true. Lack of convergence, combined with high prices
and, for some commodities, the absence of a cash market, have led to lack of con-
fidence that accurate price discovery is taking place. Now lenders look at the lack
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of convergence and say they cannot accurately measure the collateral value of a
hedge in the futures market.

The unpredictability of convergence between the futures and cash markets makes
hedging an unreliable pricing tool. All of these factors create a marketplace that se-
verely limits farmers’ abilities to manage price risk.

Of course, there have been changes in the market that we support. Higher prices
and more participants in the market work to the farmer’s advantage. As we look
toward 2009, we know we will continue to see increases in input costs. That makes
the need to have effective and predictable risk management tools even more impor-
tant. The challenge for producers, Congress, and the CFTC is to ensure that mar-
kets offer a way for all participants to share risk. It is not acceptable to expect indi-
vidual producers to take futures positions in a market environment where the risk
and capital requirements are so high that even large multinational grain companies
don’t want to participate.

ASA expects the CFTC to continue open discussion of these issues with all inter-
ested parties and to take judicious action to restore confidence in the futures mar-
ket. It is the CFTC’s responsibility to ensure the markets provide accurate price dis-
covery and hedging opportunities for farmers.

ASA previously offered the following short-term recommendations to the CFTC
and we were pleased to see the Commission adopt many of them:

o We agree with the CFTC’s decision to delay revision of speculative position lim-
its. As we stated in our December 2007 comments on this subject, “If the
changes could exacerbate lack of convergence, ASA would be opposed to increas-
ing the limits.” We reiterate our request that the CFTC analyze whether in-
creasing speculative position limits would negatively affect convergence of cash
and futures markets, and not proceed with the increase if it is determined that
such increases would have negative effects.

e We second the many calls for a moratorium on new hedge exemptions, as well
as a moratorium on expansion of the hedge exemptions already approved. While
markets are in such flux, and while questions persist about whether index
funds are legitimate hedgers, placing a moratorium on further hedge exemp-
tions is the only reasonable course.

e We support the request of the National Grain and Feed Association (NGFA) for
more detailed reporting in the Commitments of Traders report.

o We are greatly concerned that the extensive divergence in the cotton futures/
cash market in March that crippled the industry could happen in soybeans and
the other markets. We strongly support an investigation into activities in the
cotton market during that time period.

o We agree that food producers and other market participants need to work to-
gether, rather than relying on more regulation. We encourage the CFTC’s lead-
ership in facilitating that dialogue, and recommend the Agricultural Advisory
Committee as the forum where that dialogue can continue.

e We support analysis of whether the addition of more delivery points would aid
futures and cash price convergence, as well as analysis of other changes in de-
livery terms that would positively impact convergence.

e We encourage the CFTC to analyze and then educate market users about the
potential impacts of clearing of ag swaps by the CME, as well as cash settle-
ment contracts. Producers have little information about these tools and their po-
tential impacts.

e Above all, we strongly encourage the CFTC to work expeditiously with pro-
ducers, the exchanges, and other market participants to develop solutions and
tools that allow traditional hedgers to have greater confidence in futures mar-
kets.

ASA appreciates the oversight of Congress on these issues. The CFTC’s role and
responsibility should be to ensure the integrity of futures markets and to provide
the price discovery and risk management functions needed by producers. We look
forward to continuing a productive relationship with other market stakeholders that
leads to renewed confidence in the market and marketing opportunities for all farm-
ers.
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SUBMITTED STATEMENT OF COBANK

Introduction: CoBank and Agricultural Lending

CoBank is a $59.2 billion cooperative bank that provides financing to rural co-
operatives and critical lifeline businesses—food, agribusiness, water, electricity and
communications—across the United States. Part of the $197 billion U.S. Farm Cred-
it System, the bank also finances U.S. agricultural exports. CoBank is owned by its
U.S. customer-owners, approximately 2,200 agricultural cooperatives, rural commu-
nications, energy and water systems, Farm Credit associations, and other busi-
nesses serving rural America. CoBank is governed by a 16 member Board of Direc-
tors, the majority of which is elected by our customer-owners. CoBank returned
$245 million in patronage refunds to its cooperative owners and paid $97 million
in Federal income taxes in 2007.

We are pleased to have the opportunity to comment on the challenges that the
unprecedented developments in the commodity markets are posing for country ele-
vators ¥ and other grain merchandisers, as well as the agricultural lenders on which
they depend.

The issue of credit availability is of vital importance not only for these businesses,
but also for our agricultural economy and the entire U.S. economy. We concur with
a number of industry stakeholders that a prudent and fiscally responsible official
credit enhancement program could ease the financial stress that rising commodity
prices are imposing on country elevators so that these businesses that are of critical
importance to our nation’s food security and economic well-being can continue to op-
erate successfully.

The Impact of Rising Commodity Prices on Country Elevators

Country elevators play a vital role in the U.S. economy. Cooperative and privately
owned country elevators provide essential services that allow farmers the ability to
capitalize on market opportunities by serving as an important intermediary between
producers and end-users. Country elevators provide farmers with storage, transpor-
tation, and the ability to retain ownership of harvested crops until they can be effi-
ciently sold into the marketplace. The system of country elevators in the U.S. has
functioned successfully for many decades and has assured fair and competitive pric-
ing to farmers as well as access to growing international markets that otherwise
would be unavailable.

Many country elevators are experiencing financial stress as the result of rising
and volatile commodity prices. This stress stems primarily from the dramatic in-
crease in the volume of funds required for the “hedging programs” that country ele-
vators have traditionally used to mitigate price risk for farmers. Farmers tradition-
ally have been able to lock in a price for their crop by selling their future production
to country elevators through what is known as a “forward contract.” Country ele-
vators, in turn, protect themselves from the risk that prices may fall before the crop
is delivered to them by the farmer by “hedging” on an exchange such as the Chicago
Board of Trade or Minneapolis Grain Exchange via “futures contracts.” A futures
contract essentially assures the country elevator a minimum future selling price—
and, presumably, a profit—on the grain it has agreed to purchase from the farmer.
If the actual price of grain (or cotton) increases above the price in the hedging con-
tract, the commodity exchange requires the country elevator to post additional
funds. This requirement is known as a “margin call.” Like any party to a futures
contract, the country elevator must post the additional funds immediately or the ex-
change has the right to liquidate the country elevator’s position in order to make
up for any losses it may have incurred on the country elevator’s behalf. This would
lilkely result in a substantial and potentially serious financial loss for the country
elevator.

Such prudent hedging strategies have traditionally proven to be a highly cost-ef-
fective and successful risk mitigation tool. But in today’s market, soaring grain
prices are creating enormous margin call requirements, often on a daily basis. Mar-
gin call requirements of this magnitude have in turn caused hedging to become an
extremely capital intensive activity. This means that country elevators have been
forced to devote increasing volumes of funds to meeting margin call requirements,
which in turn has driven up their borrowing needs at an unprecedented pace. An-
other factor driving the demand for credit is the rising cost of agricultural inputs—
seed, fuel, fertilizer, etc. Many country elevators source these inputs in bulk and sell
them at a price that is lower than what farmers would pay if they were to purchase
them as individuals. Often, the country elevator sells these inputs to farmers on

*For the purposes of this discussion, the term “country elevator” refers to country elevators
and other grain merchandisers as well as cotton cooperatives and private cotton merchandisers.
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credit. When the price of these inputs increases, so do the borrowing needs of coun-
try elevators.

CoBank’s Response to Our Customers’ Credit Needs

CoBank is committed to serving our traditional customers in the grain and cotton
industries. We have taken extraordinary steps to ensure a steady flow of capital to
these customers during these volatile market conditions. For example, in the last
sixty days CoBank has raised some $700 million in (non-voting) capital from outside
investors. This $700 million compares with $1.0 billion in outside capital raised over
the previous 6 years. The additional capital will allow CoBank to increase its capac-
ity to meet the borrowing needs of our customers. CoBank has also increased its
capacity to accommodate new loans by working with other Farm Credit System in-
stitutions and with commercial banks to source the capital required for meeting our
customers’ credit needs through loan syndications (partial sales to other financial
institutions of loans originated by CoBank).

Reflecting the unprecedented demand for credit, CoBank’s loans to our “middle
market” agribusiness customers increased from just under $7 billion at the end of
2005 to nearly $18 billion at the end of March 2008, an increase of 158 percent
(refer to Figure A). “Grain marketing and farm supply customers” accounted for 72
percent, or nearly $13 billion, of the total (refer to Figure B). In addition, loans to
these customers increased by several billion dollars in the month of June 2008
alone, due to the impact on prices of flooding in the grain belt and the need for
country elevators and other farm supply cooperatives to prepay suppliers for their
2009 agricultural input supplies. In the past 6 months, CoBank has processed 649
“rush” requests for credit line increases from our customers. This represents 85 per-
cent of the volume of such requests that were approved in all of 2007. In numerous
cases, our credit lines to individual grain and farm supply customers have doubled
or tripled—from $5 million to $15 million or $50 million to $150 million, for exam-
ple—while the equity capital and the debt-carrying capacity of these customers has
remained essentially unchanged.

Figure A
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Figure B
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CoBank is proud of our demonstrated ability to support our customers in these
times of such great market volatility. However, as with any financial institution,
there are limits to the rate of growth that our capital base—and, accordingly, our
credit capacity—can sustain. Like other financial institutions, there are also limits
to the concentrations of credit risk that CoBank can maintain in its loan portfolio,
for any single borrower or industry sector. Compliance with these risk limits is mon-
itored by our regulator, the Farm Credit Administration, to ensure the safety and
soundness of CoBank and the Farm Credit System as a whole. Because CoBank’s
lending authorities are relatively limited, our loan portfolio is less diversified than
that of the typical financial institution. This means that our risk concentration lim-
its can be reached relatively quickly when a segment of the market we serve experi-
ences rapid growth, as country elevators have experienced lately. Unfortunately,
even financial institutions with more diversified loan portfolios are finding it dif-
ficult to risk-participate with CoBank on our country elevator loans, due to the un-
predictable volume of credit that may be required and the single-borrower and in-
dustry risk concentrations this could entail.

Impact of the Credit Constraint on Country elevators and Producers

Historically, a country elevator’s ability to offer forward contracts to farmers has
been constrained primarily by the availability of storage space and transportation.
Because of the rapid escalation of commodity prices, credit availability has also be-
come a limitation. Accordingly, a country elevator may have to limit forward con-
tracting because it lacks the borrowing capacity to fund the margin calls that would
be required if prices increase further. If the country elevator cannot fund margin
calls, then it cannot hedge against a potential drop in prices. The country elevator
would therefore be assuming all of the price risk associated with offering forward
contracts to farmers. It is important to remember that by avoiding excessive risk
a farmer-owned country elevator protects the investment of its farmer members in
the cooperative business.

For many months, country elevators and their lenders have shouldered the bulk
of the risk stemming from volatile and rising commodity prices. For the reasons ex-
plained above, it is increasingly difficult and expensive for a country elevator to
maintain “short futures” positions for multiple crop years, from the time it enters
into a forward purchase contract with a producer until it physically delivers grain
to an end-user. Even the major global grain merchandisers have found the cost and
risk of maintaining such positions to be extremely difficult, in spite of their substan-
tial financial resources.
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In principle, a farmer can himself lock in a future selling price by opening his own
hedging account, rather than by forward contracting with a country elevator. This
would subject the farmer, instead of the country elevator, to margin calls on short
futures contracts, if grain prices increase. Farmers and their lenders have generally
been unwilling to take this approach, due to the potentially unlimited funding re-
quirements and in some cases due to a lack of information and/or expertise. Accord-
ingly, as country elevators scale back their forward contracting practices due to the
enormous burden of funding margin calls, farmers may be left without the ability
to lock in future prices—a tool that traditionally has been crucial to their planting
and risk management decisions.

A Proposal To Address the Credit Constraint

CoBank remains committed to supporting the industry. There are, however, limits
to the concentration of risk that CoBank or any financial institution can assume on
a single borrower or industry segment, as explained above. In view of the credit con-
straint facing grain industry borrowers, we are concerned that some country ele-
vators may find themselves unable to meet the dramatically increased liquidity de-
mands that would result from another round of price increases in the grain markets.
Such a liquidity crunch would likely have significant negative consequences for the
grain industry and for U.S. agriculture. A widespread liquidity crunch in the indus-
try could entail serious spill-over impacts on the commodity exchanges, the financial
markets, and the U.S. economy as whole.

CoBank is working with other concerned industry stakeholders to formulate a so-
lution to reduce the risk of a liquidity crisis in the grain industry and to protect
the ability of farmers to market their grain. Among the solutions we are considering
is an official guarantee on loans to country elevators and other grain and cotton
merchandising businesses. A guarantee of this type would enhance the availability
of credit to grain merchandisers for margin calls and for other short-term financing
requirements, thereby allowing them to continue to fulfill their traditional and vital
role in the U.S. food production system. Because only a fraction of the amount of
any guarantees issued would be “on-budget,” this alternative would also be a cost-
effective means of reducing the risk of a potentially serious and much more costly
dislocation in the U.S. grain marketing system and of avoiding the industry consoli-
dation that would likely result from such a dislocation.

In considering such a guarantee, we believe that the following general parameters
should guide any proposal:

e Guarantees should be available in a timely fashion (we note that USDA’s Com-
modity Credit Corporation may have the flexibility under existing law to pro-
vide a guarantee program for grain and cotton merchandisers);

e Guarantees should support only participants in the physical markets;

e Guarantees would apply to payments due to lenders, not lender losses, to en-
sure continued liquidity in this highly volatile market; and

e Guarantees would be available regardless of the type of regulated financial in-
stitution the grain merchandiser utilizes.

Conclusion

These parameters constitute what CoBank considers to be the general outlines of
an effective official guarantee program. We welcome the opportunity to work with
this Committee, the Department of Agriculture and other government agencies, in-
dustry trade associations and stakeholders, and the commercial banking industry to
assure that the country elevator system in the U.S. can withstand the stresses that
are being placed upon it today. A sound and reliable country elevator system is vital
to the U.S. farmer’s ability to continue to produce and market the ample supply of
grains, oilseeds, cotton and other essential agricultural products from which the
U.S. consumer has so greatly benefited.

SUBMITTED STATEMENT OF W0OODS EASTLAND, PRESIDENT AND CEQ, STAPLCOTN;
MEMBER, BOARD OF DIRECTORS, AMCOT

Mr. Chairman and Members of the Committee, as President and CEO of Staplcotn
and a Member of the board of Amcot, I am pleased to submit the following state-
ment on behalf of Amcot, the trade association representing the four major cotton
marketing cooperatives in the United States: Staple Cotton Cooperative Association
(Staplcotn) of Greenwood, Mississippi; Calcot of Bakersfield, California; Plains Cot-
ton Cooperative Association of Lubbock, Texas; and Carolinas Cotton Growers Coop-
erative of Raleigh, North Carolina.
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I appreciate the earlier opportunity to submit testimony to the Subcommittee on
General Farm Commodities and Risk Management for its May 15, 2008, hearing re-
garding agricultural commodity futures markets. In addition to summarizing that
statement, which offered an analysis of the outcomes and effects of the cotton fu-
tures markets events of late February and early March, 2008, I would like to offer
some suggestions for the Committee’s consideration for amending the Commodity
Exchange Act.

The public policy of the United States in regard to the practices of regulated com-
modity exchanges is embodied in section 3 of the Commodity Exchange Act (7 U.S.C.
5), which states:

(a) FINDINGS.—The transactions subject to this Act are entered into regularly
in interstate and international commerce and are affected with a national pub-
lic interest by providing a means for managing and assuming price risks, dis-
covering prices, or disseminating pricing information through trading in liquid,
fair and financially secure trading facilities.

(b) PURPOSE.—It is the purpose of this Act to serve the public interests de-
scribed in subsection (a) of this section through a system of effective self-regula-
tion of trading facilities, clearing systems, market participants and market pro-
fessionals under the oversight of the Commission. To foster these public inter-
ests, it is further the purpose of this chapter to deter and prevent price manipu-
lation or any other disruptions to market integrity; . . .

Section 4a(a) of the Act (7 U.S.C. 6a(a)), “Excessive Speculation as Burden on
Interstate Commerce”, further states, in pertinent part:

(a) Excessive speculation in any commodity under contracts of sale of such com-
modity for future delivery made on or subject to the rules of contract markets
or unreasonable fluctuations or unwarranted changes in the price of such com-
modity, is an undue and unnecessary burden on interstate commerce in such
commodity. For the purpose of diminishing, eliminating, or preventing such bur-
dens, the Commission shall, from time to time, after due notice and opportunity
for hearing, by rule, regulation, or order, proclaim and fix such limits on the
amounts of trading which may be done or positions which may be held by any
person under contracts of sale of such commodity for future delivery on or sub-
ject to the rules of any contract market or derivatives transaction execution fa-
cility as the Commission finds are necessary to diminish, eliminate, or prevent
such burden.

The strongest evidence of whether a contract market satisfies its obligation to the
public interest of managing and assuming price risks, discovering prices, or dissemi-
nating pricing information, and preventing excessive speculation or unwarranted
changes in the price of such commodity so as to constitute an undue and unneces-
sary burden on interstate commerce, is the relationship between the futures price
and the cash market price of the commodity. Not only is convergence during deliv-
ery expected, but also a normal range of the spread (or “basis”) between the two
markets during trading between delivery periods. A normal basis spread over time
is readily observable and should be expected in a contract market meeting its obli-
gations to the public. When divergence between cash and futures of an abnormal
degree occurs, that contract market is failing to meet its responsibility to the public
under the Act, and its Board and management, and the Commission, are statutorily
bound to take immediate corrective action.

What we have seen in cotton futures markets is a persistent divergence between
the cash and futures market for cotton. This has led to disruption in the markets
which jeopardize their statutory purpose and perhaps their fundamental existence.

Where Are We Today in Cotton?

(1) The futures and options markets today are not reliable discoverers of prices.
When the futures price increases 21.15¢ per pound in absolute terms (as it did
between February 20 and March 4, 2008) and 30.87¢ in synthetic value over
the same period, while the cash market (as measured by the Seam’s Grower to
Buyer market) increases by only 4.21¢/lb, any semblance of a reliable relation-
ship upon which business decisions can be made is destroyed.

(2) The futures and options markets are not reliable vehicles for transferring
risk. A buyer who bought physical cotton on the Seam from a grower on Feb-
ruary 20 at 63.38¢/lb, hedged the purchase at spot month futures of 72.19¢, and
then sold the cotton on 3/04 at 63.40¢ and bought back his short hedge would
have lost 16.65¢/1b, or 26.3% of the purchase price. This certainly fits the Act’s
definition of an unreasonable fluctuation or unwarranted change in the price of
the commodity that constitutes an unnecessary burden on interstate commerce.
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(3) Fear of a repetition of these events prevents the middlemen between pro-
ducers and mill consumers from entering into forward crop contracts, unduly
burdening interstate commerce in the commodity.

(4) Fear of the repetition of these conditions and the potentially ruinous margin
calls inherent in such uncontrolled situations prevents cooperatives from car-
rying out their customary risk management practices for their members, where-
in they would normally sell futures contracts at target market levels.

During and since these occurrences, the management and Board of ICE Futures
U.S. failed to fulfill its self-regulation requirement under the Act to meet its statu-
tory obligation to the public, and the Commodity Futures Trading Commission
failed to fulfill its statutory obligation under the Act to force the management and
Board of ICE Futures U.S., and other contract markets similarly impacted, to take
such action. I understand that the situation is not unique to cotton. Thus we believe
that amendments to the Act are necessary.

Why Do These Markets No Longer Serve As Acceptable Vehicles for Price
Discovery and Risk Transfer, and What Can Be Done To Restore Them?

In governing an agricultural futures market, every decision must recognize one
salient fact—the number of true hedges of the physical agricultural commodity that
can be placed in the contract market is finite because it is dependent on the size
of the crop, and how much of that limited supply remains unconsumed. All futures
or options positions in excess of that number are not true hedges of the physicals.
This is recognized in the Act and has historically been recognized by placing limits
on the size of the positions of every class of market participant. What was histori-
cally achieved was a careful balance between hedgers of the physical commodity and
speculators that kept the relationship between the price of the futures contract and
the cash commodity within a historically recognized range that was generally ac-
cepted by the trade in their cash contracts, thus not burdening interstate commerce.
Achieving this balance was made easier in that many classes of pooled money, such
as pension funds, chose not to trade in commodity markets under the belief that
they were too speculative. The agricultural commodity markets thus were governed
and regulated overwhelmingly in order to facilitate the flow of the physical agricul-
tural commodity through the distribution chain. The fact that most of the approved
contract markets were not organized for profit meant that the owners and the Board
they elected were concerned most with achieving price discovery and risk transfer
for themselves.

All this changed and has thrown things out of balance. Currently there is an in-
herent conflict of interest between the management and Boards of for profit ex-
changes and their self-regulatory obligation. To limit market participants to achieve
the requirements of the Act potentially costs them trading volume, which costs them
money. In addition, there has been an exponential growth in the open interest posi-
tion of speculators and of traders defined by the CFTC as “hedgers”, but who don’t
trade the physical commodity in interstate commerce. Consider for instance that the
dollar volume of investor funds tied to the Standard & Poor’s Goldman Sachs Com-
modity Index (S&P GSCI) has grown from $60 billion in 2006, to $85 billion in 2007,
and is projected by some to reach $100 billion in 2008. (Source: Pastine, Alejandro
S., “Speculation and Cotton Prices,” Cotton: Review of the World Situation, Inter-
national Cotton Advisory Committee, Volume 61—Number 4, March—April, 2008).
This excellent analysis points out that even though the dollar value of index traders’
funds has increased dramatically, in cotton at least, “index traders have not been
the main force behind the increase in open interest for cotton futures and options,
but non-index traders speculators have.” It includes the following table:

Speculator's Long Positions, by Trader (averages)

| Speculatl)r's Long Ptlsitions | ITrader's Lonlg PositionsI I

Non-IT Non-IT

Long/ Spread/

Total Index Non-Index Traders IT/Total Non-IT Non-IT Non-IT

Year Traders Total Long Spread Spec | Total Spec| Total Total

2006 144,679 72,813 71,866| 26,098 45,768 50% 50% 36% 64%
2007 243,682 96,149| 147,533 53,458 94,075 39% 61% 36% 64%
2008 317,420 111,382| 205,638 83,471 122,167 35% 65% 4% 59%

The huge increases in open interest in agricultural futures markets, driven by the
acceptance of commodity futures as an investment grade asset class and the emer-
gence of the long only index funds, both coupled with the phenomenon of contract
markets operated and managed for profit, have thrown these markets into disorder.
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The finite nature of the volume of contracts of the agricultural commodity that can
be entered into by the true hedger remains the same—it is limited to the volume
of the crop produced that remains unconsumed. However, the volume of contracts
now being entered into by non-hedgers of the physical agricultural commodity is
growing almost exponentially. Since the index fund component of these must always
be long, there must exist a logical bias for the non-index speculators to be unduly
long also. The self-regulation concept of the CFTC has failed. It seems to be asking
too much of a for profit contract market on its own initiative to take action that
limits the increased participation of the index trader and non-index speculator trad-
er sufficiently to return enough balance so that the markets are returned to their
mandated function of providing price discovery and risk transfer. Additionally, dur-
ing the times these changes in market participants have occurred, the CFTC has
accommodated the desire of the for profit exchanges to increase open interest by in-
creasing its permitted position limits.

Under current statute the CFTC must regulate these markets so that a means
is provided for managing and assuming price risks, discovering prices, or dissemi-
nating pricing information through trading in liquid, fair, and financially secure
trading facilities; to deter and prevent price manipulation or other disruptions to
market integrity; and to prevent excessive speculation or unreasonable fluctuations
or unwarranted changes in the price of the commodity. Failure to do so places an
unnecessary burden on interstate commerce. Currently, in my opinion, the Boards
and management of the agricultural commodity markets through self-regulation,
and the CFTC through regulation, are failing in their statutory obligations to
achieve these ends. Hopefully these hearings are part of a process by which Con-
gress will ensure that the CFTC will meet its statutory obligations. Failure to do
so will result in these markets being managed and regulated primarily for the pur-
pose of providing investment vehicles to attract a flow of investment funds. . Al-
though some may desire this, it does not comport with the Act’s straightforward
purposes for which the markets are to be regulated: namely, price discovery and
risk transfer.

Recommendations

At the CFTC’s Agricultural Markets Forum held last month, the members of
Amcot respectfully urged the Commission to implement or publicly respond to sev-
eral specific recommendations by June 1, 2008. While the CFTC has taken modest
steps with regard to these recommendations, in the main these concerns remain un-
addressed. As such, we respectfully recommend that the Committee act on the fol-
lowing recommendations to protect our agricultural markets:

(1) Adopt an amendment to the Commodity Exchange Act to define transactions
that qualify as a “hedge”, and market participants that qualify as a “hedger”,
for purposes of the agricultural futures markets. We offer the following draft
amendment to the Act for your consideration in addressing this critical issue:

Amend section 1la of the Commodity Exchange Act (7 U.S.C. 1a) by adding at
the appropriate place the following definition:

“(xx) AGRICULTURAL MARKET HEDGER.—The term ‘hedger’ means a person
that, in connection with its business—

“(A) can demonstrate that as a part of its normal business practice it
makes or takes delivery of the underlying agricultural commodity as
part of the commodity’s production, distribution, or consumption; and

“(B) incurs risk, in addition to price risk, related to the commodity”

We are keenly aware that this is a very complex area of the law. As such, we
offer this suggested draft language in good faith, and in the expectation that
we might work with the Committee to improve and perfect this language to
help to achieve the desired effect of restoring and protecting the integrity of our
agricultural futures markets.

(2) Similarly, consideration should be given to whether the current definition of
“speculator” adequately and appropriately captures the positions taken by the
various speculative participants in agricultural markets. We respectfully sug-
gest the Committee differentiate more than one type of speculator, with appro-
priately differing position limits and margining requirements for each.

(3) In addition, our cooperatives and their farmer owners are also consumers
of substantial quantities of oil and energy based products that are also subject
to the effects of futures trading in those commodities. We leave to the Com-
mittee whether, and if so how, to define in statute which transactions in energy-
related futures and/or in other physically settled commodities outside of agri-
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culture are hedge transactions and which traders may be hedgers. We are in-
clined to believe that a similar hedge definition would be helpful in these mar-
kets. However, our experience and expertise in futures trading is concentrated
in the cotton and other agricultural futures markets, and we feel strongly that
these definitional clarifications should, at a minimum, be applied to these agri-
cultural markets as soon as possible.

(4) Require that index funds be subject to the same speculative position limits
and speculative margin requirements as a managed commodity fund, and that
their positions be reported at least weekly to the CFTC.

(5) Initial margin required should be mandated so that true agricultural hedg-
ers, as defined in recommendation number (1), above, have the lowest margin
requirements, and speculators the highest. The spread of initial margin between
these true hedgers and the various classes of speculators must be significantly
greater than the current spread between hedgers and speculators.

(6) Analyze what regulatory changes are necessary in order to restore a balance
in agricultural contract markets between the positions of hedgers involved in
production, distribution, or consumption and all other categories of traders that
will make these markets meet the requirements of the Act as quoted above.
This would include, but not be limited to,

(a) Establish the maximum size of speculative limits that can be approved
for a particular market on a market by market basis, and not on a “one
size fits all” basis. This should result in a decrease in CFTC allowed max-
imum position limits for smaller contract markets.

(b) Requiring market participants to report to the CFTC weekly the posi-
tions held in the contract market that are offsetting swap and OTC con-
tracts, so that the CFTC can have that information available to monitor
possible price disruptive behavior.

(c) Require that daily trading range limits be established in agricultural
contract markets for futures and options on futures.

(7) Require that contract markets that are organized on a for profit basis con-
tract with an independent third party to provide their market surveillance func-
tion and that all copies of this independent third party’s reports be forwarded
to at least two public members of the contract market’s Board.

(8) Investigate the events in the cotton futures market of February 20-March
20, 2008, which in the opinion of this writer constituted an undue burden on
interstate commerce under the Act, to determine what caused the unreasonable
fluctuations and unwarranted changes in price. Since the board and manage-
ment of the contract market and the Commission are statutorily bound to pre-
vent such trading, such an investigation is necessary so that appropriate safe-
guali;is can be developed to prevent its repetition in this or some other contact
market.

(9) Finally, we renew our request that the Committee require the Commodity
Futures Trading Commission to report to Congress what steps it has taken to
require the management of contract markets to operate their exchange in com-
pliance with the Act.

On behalf of Amcot and the thousands of producer-members of our cooperatives,
we would like to sincerely thank the Committee for continuing to investigate these
complicated issues. They are of critical importance to the immediate livelihood and
the long-term stability of our cotton and other agricultural markets. We look for-
ward to working with you to address these important issues.

SUBMITTED STATEMENT OF USA RICE FEDERATION AND U.S. RICE PRODUCERS
ASSOCIATION

Introduction

Mr. Chairman and Members of the Committee, the futures markets are intended
to serve the primary roles of price discovery and risk management for producers and
users of agricultural commodities. Unfortunately, for several months the markets
have been volatile and unsettled, resulting in a divergence between cash and futures
prices and significant increases in margin requirements. This has been observed
across almost all agricultural commodity contracts on the various exchanges, but we
will focus our comments on the rice market and the Chicago Board of Trade rice
contract.
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Due to the critical importance of these markets to the marketing plans and liveli-
hood of rice producers and all of U.S. agriculture, we appreciate the Committee con-
ducting these hearings to review legislation to amend the Commodity Exchange Act.
On behalf of the U.S. rice industry, we would like to take this opportunity to provide
several recommendations for your consideration in this regard.

Background

There are a number of fundamental factors in the market that are leading to
higher rice prices including:

o tighter global supply based on lower production due to weather events and acre-
age shifts to other crops and increased demand;

e increased costs of production; and
e increased energy costs that lead to higher storage and transportation costs.

The presence of all these factors should lead to convergence of cash and futures
prices, but we are experiencing a lack of convergence due in part to increased par-
ticipation by speculators in the market. Speculator participation in these markets
is important to provide liquidity to the market, but there must be limits on partici-
pation. There have been instances of funds owning more of some crops on paper
than will be produced during that crop year. This level of participation has ham-
pered the price discovery role of the market, has damaged the cash market for rice,
and has diminished rice producers’ profitability.

We are concerned that this lack of convergence will continue as long as specu-
lators and funds remain in the market to the current degree as unrestricted buyers.
As a result, we will continue to see very few, if any, commercial marketers offering
forward pricing opportunities. Many commercial market participants have ex-
hausted their working capital and credit lines available for margin requirements
and are therefore no longer in the market. This is particularly damaging to pro-
ducers as they are no longer able to forward price their expected harvest, leaving
them exposed to significant price risk. Producers are facing this price risk at a time
of record high input costs. In fact, many producers are still unable to lock in sales
prices through forward contracts for their expected crop production for 2009. Be-
cause of this, it is clear that the futures market is no longer performing one of its
primary functions—hedging and price risk management.

The on-line Glossary of futures terms of the Commodity Futures Trading Commis-
sion (CFTC) defines the term “hedging” as follows:

“Hedging: Taking a position in a futures market opposite to a position held in
the cash market to minimize the risk of financial loss from an adverse price
change; or a purchase or sale of futures as a temporary substitute for a cash
transaction that will occur later. One can hedge either a long cash market posi-
tion (e.g., one owns the cash commodity) or a short cash market position (e.g.,
one plans on buying the cash commodity in the future).”

On its face this appears to be a common sense definition for the hedging of agri-
cultural commodities by commercial market participants. However, over time the
“hedgers” have grown to include large numbers of entities other than commercial
participants in the agricultural industry.

Recommendation #1: Clearer Definitions of Agriculture Market Hedgers
and Speculators

For purposes of agricultural futures markets, hedgers should be defined
as those physical market participants tied to the physical commodity. By
contrast, those agricultural futures market participants not tied to the
physical commodity should be defined as speculators. In addition, in-
creased speculative margin requirements and tighter position limits for
speculators could also help improve the situation.

We believe an excessive level of participation by speculators is at least partially
responsible for the current market situation. This includes entities other than com-
mercial agricultural market participants that the CFTC may currently define as
“hedgers”. Without the improvements recommended above, we believe the market
will continue to be lacking in its ability to perform its two primary functions of price
discovery and hedging. This critical failure needs to be corrected as soon as possible.
These necessary steps must be taken to ensure that commercials can reenter the
market and perform their role as hedgers for the physical commodity.

Recommendation #2: Speculative Margin Requirements

While it is important to insure there is adequate margin to cover any de-
fault, we urge the consideration of a requirement of consistently higher ini-
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tial and maintenance margin requirements for speculators than for hedg-
ers (redefined as described in Recommendation #1, above). Congress and
the CFTC should consider more closely linking the margin requirement in
rice and other agricultural futures markets to both the price level and the
amount of market volatility in the market.

We are of the opinion that the rice market has suffered from being “cornered” in
a non-traditional sense—not by one market participant—but by the fact that hedg-
ers can no longer afford to take short positions (sell) in the market while speculators
and funds continue to take long positions (buy), creating a “demand” market in rice
that is self-fulfilling.

We completely agree that margin requirements must be sufficient to insure per-
formance, however we also suggest that Congress and the Commission consider that
only those that deal in or are tied directly to the physical commodity—including pro-
ducers, processors, merchants, marketers, and end-users—be considered hedgers for
determining necessary margin requirements on this category of market participants.
On the other hand, index, pension, and other funds not tied to the physical com-
modity should be considered speculators with different (higher) margin require-
ments (with respect to both initial and maintenance margin) and separate position
limits.

Again, due to the increasing margin requirements resulting from increased mar-
ket volatility, more and more commercial agricultural market participants are
exiting the market as their available capital and lines of credit are becoming in-
creasingly stretched to the point they can no longer afford to hedge their price risks.
The result is that the markets are failing in their ability to perform their two pri-
mary statutory functions of price discovery and hedging.

Recommendation #3: Rice Futures Delivery System; Increased Storage
Rates; Cash Settlement for Rice Futures

We urge the Committee and the CFTC to review the delivery system for
rice futures contracts, and also to consider raising rice storage rates. Some
market participants believe that adding delivery points would help im-
prove convergence in the rice futures markets. In addition, we would urge
a review of whether the use of cash settlement of rice futures contracts
Kould better serve producers, hedgers, and others using these vital mar-

ets.

Recommendation #4: Enhance Reporting and Transparency of Rice Futures
Trading and Markets

Add rice to the weekly CFTC supplemental Commitment of Traders re-
port, and provide reporting categories for speculators and funds that are
separate from the traditional hedgers (consistent with Recommendation #1,
above).

In order to maintain the integrity of these markets, it is important to provide in-
creased transparency of market activities. The above actions would help to provide
a more comprehensive view of what is occurring in the rice futures market to the
benefit of rice producers, processors, and marketers.

Conclusion

In summary, we believe that the participation of speculators (funds) in the market
is leading to increased volatility and negatively impacting the ability of the futures
markets to perform its two primary statutory functions of providing price discovery
and hedging. As the increased margin requirements, volatility, and lack of con-
fidence cause more and more commercials to withdraw from the market, the diver-
gence between cash and futures prices will only worsen. If and when the funds
begin to withdraw from the market, we could be in store for a severe price correction
that could lead to significant financial losses and instability, which could further
prohibit participation by commercials and producers. Steps need to be taken to ad-
dress this situation and to prevent its reoccurrence in the future.

We appreciate the opportunity to share our views and recommendations with the
Committee, and look forward to working with the Committee, the CFTC, and others
in agriculture to help address the current market situation so that all in the rice
industry can once again have confidence that the futures market will meet the in-
dustry’s price discovery and risk management needs.

Thank you again for convening these timely and important hearings. If you have
any questions or would like any additional information, please contact Mr. Reece
Langley at the USA Rice Federation at [Redacted] or [Redacted], or Mr. Fred Clark
on behalf of the U.S. Rice Producers Association at [Redacted] or [Redacted].
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THURSDAY, JULY 10, 2008

HOUSE OF REPRESENTATIVES,
COMMITTEE ON AGRICULTURE,
Washington, D.C.

The Committee met, pursuant to call, at 10:12 a.m., in Room
1300, Longworth House Office Building, Hon. Collin C. Peterson
[Chairman of the Committee] Presiding.

Present: Representatives Peterson, Holden, Etheridge, Baca,
Cardoza, Scott, Marshall, Herseth Sandlin, Cuellar, Costa, Salazar,
Ellsworth, Boyda, Space, Walz, Gillibrand, Kagen, Pomeroy, Bar-
row, Lampson, Donnelly, Mahoney, Childers, Goodlatte, Moran,
Hayes, Johnson, Graves, Rogers, King, Neugebauer, Boustany,
Kuhl, Foxx, Conaway, Fortenberry, Smith, Walberg, and Latta.

Staff Present: Adam Durand, Alejandra Gonzalez-Arias, Scott
Kuschmider, John Riley, Kristin Sosanie, Bryan Dierlam, Alise
Kowalski, Kevin Kramp, Josh Maxwell, and Jamie Weyer.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A
REPRESENTATIVE IN CONGRESS FROM MINNESOTA

The CHAIRMAN. The Committee will come to order. We welcome
the witnesses. What we are doing here today is to try to focus in
on the different areas that are under question that have been ad-
dressed in different bills that have been introduced. We tried to set
these panels up to focus in on the specific areas that have been
raised during this debate. And we are trying to do this in a way
to focus in, not get off and mix up different parts of this.

So the first panel here is dealing with swaps. All right. The
swaps and over-the-counter market and so forth. And we want to
welcome the panel: Mr. Greg Zerzan, Counsel and Head of Global
Public Policy, International Swaps and Derivatives Association; Mr.
Charles Vice, President and the COO, Chief Operating Officer, of
the IntercontinentalExchange, ICE, of Atlanta, Georgia; Mr. Mi-
chael Comstock, the acting Director of the City of Mesa, Arizona,
Gas System on behalf of the American Public Gas Association; Mr.
Michael Greenberger, University of Maryland School of Law, who
teaches a course in this area, as I understand it, and he has offered
to maybe bring some of us in as his students and try to educate
us a little bit, which at least I know I could use; Dr. Craig Pirrong,
who is a Professor of Finance and Director of Global Energy Man-
agement Institute of Bauer College of Business, University of
Houston, from Houston, Texas.

(71)
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So we welcome the panel, and I know at least this Member has
a lot to learn, and there are a lot of differences of opinion. We are
hoping that through this process we can sort through some of this.

I spent 10 years or better trying to understand dairy policy in
this country, and it is one of those things that whenever I would
get to the point where I thought I understood it, then I would learn
something that would completely undermine everything that I
thought I knew. I am finding that this issue is very much the same
as that. And so we are hoping that this exercise will help us to un-
derstand better the situation and get to the bottom line.

[The prepared statement of Mr. Peterson follows:]

PREPARED STATEMENT OF HON. COLLIN C. PETERSON, A REPRESENTATIVE IN
CONGRESS FROM MINNESOTA

Good morning and welcome to today’s hearing.

Today marks the second of three hearings this week to review legislative pro-
posals to amend the Commodity Exchange Act.

We have three full panels today and a lot of ground to cover, so I will keep this
very brief and not repeat what I said yesterday about the purpose of these hearings.

Yesterday we heard from six of our House colleagues who have introduced bills
that would amend regulation of commodity futures markets. Today and tomorrow,
we will hear from stakeholder groups about these and other legislative proposals,
as well as the major issues currently surrounding commodity futures and options
markets.

What we intend to do over the next 2 days is have each panel examine one of
these subjects in detail. Today’s three panels will look at:

e The swaps and the over-the-counter market;

e Pension fund and index funds; and

e Hedge exemptions and speculation position limits.

Today’s witnesses will hopefully shed some light on these topics and how legisla-
tion that has been introduced would affect them. Some groups, of course, have vest-
ed interests in more than just one area, and that will be reflected in their broader
written testimony submitted for the record. But with so much to get to today, we
will try and keep this as focused as possible.

At this time, I now yield to the Ranking Member of the Committee, Mr. Goodlatte
for an opening statement.

The CHAIRMAN. I recognize the gentleman from Virginia for a
statement.

OPENING STATEMENT OF HON. BOB GOODLATTE, A
REPRESENTATIVE IN CONGRESS FROM VIRGINIA

Mr. GOODLATTE. Thank you, Mr. Chairman. I was just going to
ask if you had now mastered dairy policy.

The CHAIRMAN. No. But they say there are five people in the
}Jnited States that really understand it, and those five people are
ying.

Mr. GOODLATTE. Well, thank you, Mr. Chairman, I look forward
to this testimony today. This is the second in a series of hearings
to try to uncover the truth about futures trading and what impact
it may be having on the price of energy, particularly oil. And I
think it is very important that we learn from all of the witnesses
that we have here today and attempt to determine just exactly how
well the Commodity Futures Trading Commission and the laws
they operate under are working. So I will approach this with an
open mind.

I will add, however, as I have at each of these hearings, that
while this is an important topic for us and is the jurisdiction of our
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Committee, something that is not the jurisdiction of our Committee
is the most important thing that we as a Congress can do to ad-
dress the problem of the high cost of energy, and that is to enact
policies that would enable an increase in the domestic supply of all
sources of energy, be it oil, natural gas, clean-burning coal, nuclear
power, new technologies, renewable fuels. All of these things could
use the Congress clearing the way to drill on Federal lands in Alas-
ka and the Rockies, offshore, to tap into what some believe is the
largest natural gas reserve in the world in the Gulf of Mexico that
is untapped. All of these things are the number one thing that this
Congress needs to be doing.

And I know I have a lot of agreement on that issue on both sides
of the aisle in this Committee. I just wish that that would be re-
flected in the leadership of the House in allowing some of the many
bills introduced by Members on both sides of the aisle to get to the
floor of the House so that we could address them and truly address
the problem with the shortage of energy that we have in this coun-
try. I think this is by far the number one cause of rapidly rising
prices of not just oil, but other sources of energy as well. This is
caused by the fact that supply simply has not kept up with growing
demand around the world.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

If anybody else has any statement, they will be made part of the
record, without objection.

[The prepared statement of Mr. Graves follows:]

PREPARED STATEMENT OF HON. SAM GRAVES, A REPRESENTATIVE IN CONGRESS FROM
MISSOURI

Thank you, Chairman Peterson and Ranking Member Goodlatte for holding this
hearing on speculation in the marketplace and its impact on prices.

As I have mentioned in the past there is no silver bullet solution to high energy
costs, but rather a combination of things. Most importantly, we must domestically
produce fuel that we have available, including in Alaska and in the Outer Conti-
nental Shelf. Opening domestic resources for production can be done in an environ-
mentally safe way and can have a tremendous impact in reducing our reliance on
foreign sources of fuel. I agree with the majority of Americans that this will help
bring gas prices down.

I also believe that alternative fuels including wind, ethanol, biodiesel, hydrogen,
and others will help reduce our consumption of traditional fossil fuels. Alternative
fuels are not only cleaner for our environment but their usage helps lower demand
for crude oil and will help bring prices down.

Today, we are looking at speculation in the market. I believe that speculation has
a role to play in discovering the true price of a product. However, there are times
when I feel that excessive speculation, misinformation, and a lack of transparency
can drive prices up.

I have played an active roll in ensuring that traders are not cheating the system.
First by introducing legislation in the 109th Congress, H.R. 1638, the Commodities
Exchange Improvements Act of 2005, then by co-authoring legislation in the 110th
Congress, H.R. 3009, Market Transparency Reporting of United States Transactions
Act of 2007, and most recently by working with my colleagues in the farm bill to
shed more light on all energy commodities and how they are traded.

As you can see my record speaks for itself. I look forward to working with my
colleagues to ensure the American public and the people of the 6th District are not
being cheated by big traders in order to make a buck.

Thank you.

The CHAIRMAN. So we will move to the panel. Panel members,
your statements will be made part of the record. We would encour-
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age you to summarize and talk to us in a way that we may under-
stand as best you can.

And so we will start with Mr. Zerzan, and we appreciate you
being with us today and taking the time to help educate us.

STATEMENT OF GREG ZERZAN, COUNSEL AND HEAD OF
GLOBAL PUBLIC POLICY, INTERNATIONAL SWAPS AND
DERIVATIVES ASSOCIATION, WASHINGTON, D.C.

Mr. ZERZAN. Thank you, Mr. Chairman. And thank you, Mem-
bers of the Committee.

As this Committee knows, ISDA is the world’s largest global fi-
nancial services trade association. We represent members in the
over-the-counter derivatives industry. We have over 830 members
in over 52 countries around the world, and we routinely deal with
these types of issues in jurisdictions in Europe, Asia, Latin Amer-
ica, as well as the United States.

As this Committee knows, over-the-counter derivatives are pri-
marily risk-management products. They were developed in the
United States in the early 1980s as a means of transferring risk
via the use of individually negotiated bilateral contracts. Despite
the fact that these contracts were first invented in the U.S., the
primary source of over-the-counter derivatives business in the
world now is the United Kingdom.

This Committee knows, because we spent most of last year dis-
cussing one of the main topics that is of concern to ISDA in the
current debate, and that is proposals which would seek to amend
or repeal the protections from bilaterally negotiated contracts.
These are primarily found in sections 2(g) and 2(h) of the Com-
modity Exchange Act. These provisions allow parties to enter into
a contract with the assurance that it will be legally enforceable.
And again, there is a long history of these contracts, including a
long history of case law upholding the legal documentation which
ISDA first developed.

And I won’t dwell on the provisions of 2(g) and 2(h) because this
was the subject of multiple hearings and multiple discussions in
this Committee over the last year. And some of the concerns re-
garding over-the-counter derivatives were, in fact, addressed by the
passage of the farm bill. Under this Committee’s leadership, great-
er transparency was extended to electronic exempt commercial
markets. And that legislative provision was widely embraced both
on a bipartisan basis, by industry, by consumer groups, by end-
users and by regulators. And that achievement, which was less
than 2 months ago, deserves to be roundly applauded. So thank
you for that.

The other provision which is of concern to ISDA are proposals
which would remove the ability of swap dealers to use the futures
markets to hedge their swap risk. And it is important to under-
stand that swap dealers are indeed hedging a bona fide business
risk. These are the risks that are passed on to the swap dealers
from their customers. In many cases those risks are passed on to
the swap dealers because the customers either can’t obtain protec-
tion through the futures markets or are unwilling for a variety of
operational issues to engage futures.
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And just a quick example of this is the case of airlines who seek
to hedge the risk of fluctuations in the price of jet fuel, but there
is no widely traded jet fuel futures contract, so typically an airline
will enter into a jet fuel swap, and the swap dealer will then hedge
its risk under that contract by entering into a basis swap in West
Texas Intermediate crude. So, as you can see, the swap dealers are
both performing a valuable function which helps end-users and
commercial participants, and they are also hedging their own bona
fide business risk. So we are very concerned about any proposals
whli{ch would seek to prevent swap dealers from hedging these
risks.

Last, I would note that during the course of the debate over the
provisions that were enacted into the farm bill, this Committee and
this Congress showed great sensitivity to the competitive issues
that are associated with regulation of financial markets. As you
know, around the world there is tremendous competition to attract
the jobs and the revenues that come with financial services, and
there have been great concerns expressed about America poten-
tially losing its competitive advantage in these areas. I am hopeful
that Congress will continue to bear in mind the dangers that are
posed to our country and our economy if we implement overly re-
strictive measures which make it more attractive to do business
outside the United States.

I thank the Committee again for your leadership, and I look for-
ward to answering any questions.

[The prepared statement of Mr. Zerzan follows:]

PREPARED STATEMENT OF GREG ZERZAN, COUNSEL AND HEAD OF GLOBAL PUBLIC
PoLIiCcY, INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIATION, WASHINGTON, D.C.

Introduction

Thank you very much for inviting ISDA to testify today regarding over-the-
counter (OTC) derivatives, the Commodity Exchange Act and recent activity in the
commodity markets.

The Purpose and Role of OTC Derivatives in the Economy

As the Members of this Committee know, OTC derivatives are used for a variety
of risk management purposes. Initially developed in the 1980s, OTC derivatives
have quickly become a core component of the risk management operations of finan-
cial institutions, manufacturers, producers, multinational corporations and investors
both in the U.S. and around the world. OTC derivatives are privately negotiated
contracts, with the material terms of a transaction worked out between the parties.
In this respect they differ significantly from exchange traded futures and options,
which are standardized and fungible instruments subject to offset through the pur-
chase of a contract with the opposite exposure.

In the energy commodity space OTC derivatives are used by a broad segment of
market users looking to manage risks related to future price movements of energy.
For instance, a large producer that is exposed to the price of oil through normal
costs like fuel and the price of fertilizer can hedge its risks by entering into a swap
agreement whereby it agrees to pay a fixed amount of money on a specified quan-
tity, for instance $140 a barrel, over a specified period in exchange for receiving the
floating price of crude over that same time. In this way the producer will guarantee
that its economic exposure is no more than $140 a barrel and can budget its future
operations on that basis. Likewise a utility company that relies on natural gas to
power its generators can lock-in the future price of the commodity by entering into
a swap agreement with a counterparty such as a bank or investment firm that is
better equipped to deal with the risk of floating prices.

OTC derivatives were invented to allow companies to mitigate price shocks by
passing on those risks to others that have the opposite exposure, or are better suited
to manage them. These risks can be managed through custom-tailored contracts ex-
actly suited to the company’s risk management needs.
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In some cases OTC derivatives are used to gain exposure to some underlying ref-
erence asset. For instance an institutional market participant such as a pension
fund or university endowment might utilize an OTC derivative to benefit from the
increase in the price of a basket of stocks or commodities. The reasons an institu-
tional market participant might prefer to use an OTC derivative instead of futures
or stocks can vary, but could include such factors as costs, the ease with which a
swap agreement can provide diversification, legal constraints on its ability to invest
directly in certain asset classes, or the need to custom tailor a transaction for port-
folio management purposes. Cost benefits are an especially important consideration;
an investor can use a total return swap to access exposure to an underlying com-
modity without having to purchase and mange a bundle of futures contracts with
different delivery dates. Equally important is that OTC derivatives are cash-settled,
meaning an investor need not avoid physical delivery by purchasing offsetting fu-
tures contracts (and incurring those transaction costs as well).

OTC derivatives play a critical role in the global economy, and the markets are
international in scope. However, despite the fact that OTC derivatives were first
created in the United States, London has become the center of the global OTC de-
rivatives business with roughly 43 percent of the world’s daily turnover occurring
there.

Derivatives Are Not the Cause of Rising Commodity Prices

Recently there have been widespread accusations that derivatives markets, and
in particular speculators in derivatives markets, are responsible for rising com-
modity prices.! Some accuse speculators of driving up the price of oil beyond levels
justified by fundamental economic factors, as well as increasing volatility. Others
point to the presence of investors in the market; it is asserted that even investors
with a long-term perspective enter as buyers and put upward pressure on prices.
And finally, because commodity derivatives, both exchange-traded and over-the-
counter, reduce the cost of transacting in commodity markets, some call for restric-
tions on derivatives activity as a way to reduce pressure on prices. Unfortunately
these arguments misunderstand the role of derivatives in informing commodity
prices. Putting tighter restrictions and further regulation on derivatives will not re-
duce the price of oil, and might even make it more volatile.

Commodity derivative market participants can be divided into three categories.
The first category is “commercial” participants, which include oil producers along
with oil consumers such as airlines and refineries. Commercial participants often,
but not always, use derivatives to hedge their exposures to prices and thereby re-
duce risks. The second category is noncommercial participants, which includes
hedge funds, pension funds, and commodity trading advisers. Noncommercials are
often identified as speculators, that is, participants that seek to take on risk in
order to benefit from price increases or decreases. The third category is inter-
mediaries, also known as dealers, which consist of banks and other financial firms
as well as energy trading subsidiaries of energy producers and utilities. Inter-
mediaries stand between hedgers and speculators in order to make a market.

All three types of participants act as both hedgers and speculators at different
times, and all three types are necessary to an efficient and liquid market. For hedg-
ers to be able to transfer unwanted risk there has to be someone to take on those
risks. If dealers cannot find another hedger with the opposite, offsetting risk then
dealers will look to speculators to take on those risks. In such a market, restricting
and otherwise raising costs to speculators will ultimately raise costs to hedgers and
make it more difficult to manage the volatility of the prices they seek to manage.

A recent criticism of derivatives has been that prices are higher than economic
fundamentals would justify because both speculators and investors place excessive
upward pressure on prices. According to this argument, investors use derivatives to
enter as buyers in order to enhance their returns and to hedge against inflation,
while speculators buy in anticipation of prices going even higher.

However, neither speculators, investors nor other derivative market participants
are the cause of the level and volatility of oil prices. The reason is straightforward:
physical possession of oil (or any other commodity) is necessary to drive up prices.
Evidence appears to be lacking to support the necessary condition that speculators
or investors have been taking physical possession of oil and withholding it from the
global market.

11t is worth noting that prices for a wide range of commodities for which there are no active
exchange markets have likewise seen tremendous price appreciation. Since 2001 cadmium and
molybdenum prices are up over 1,000%; rice has appreciated over 500%; iron ore and steel have
increased over 300%. Onions have increased over 300% this year alone as of April 2008.
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The mechanics of the market can be explained as follows: assume that a combina-
tion of speculators, hedgers, and investors all take long futures positions. In isola-
tion, all of these could potentially exert upward pressure on prices were it not for
the presence of two other factors. First, for every long position there has to be a
short position (a seller) on the other side. Second, all speculators, hedgers, and in-
vestors with long positions will be obligated to take physical delivery of oil when
the contract matures unless they exit out of the contract beforehand. By selling con-
tracts to exit their position (and virtually all of these market participants will do
so) downward pressure will be placed on the price of oil. If the price were simply
high because of all the pressure from buyers, then the downward pressure from the
selling would cause the price to fall. But if the price of oil were to remain high any-
way (as has been the case recently), it must necessarily be because there are partici-
pants with long positions who are willing to buy and take possession of oil. And this
in turn could be either because someone has bought up oil supplies so other buyers
drive up the price—which is market manipulation and therefore illegal—or because
demand for the physical commodity has increased relative to the supply available,
thereby leading to a higher price.

The above also applies with regard to over-the-counter markets such as swaps.
OTC derivatives are bilateral agreements, the vast majority of which are cash-set-
tled (and thus do not involve physical delivery). Additionally many OTC derivatives
are hedged using futures contracts, which as explained above means the contracts
are eventually sold prior to maturity and thus exert downward pressure on prices.

Derivatives markets are price discovery markets; they reflect the willingness of
buyers and sellers to agree to a price for any given commodity. While derivatives
can help inform markets as to expectations of future prices they are naturally
checked by the actual physical supply of the underlying commodity; in other words
it is the market forces of supply and demand, not derivatives, which are the cause
of rising commodity prices.

Recent Legal Developments and Legislative Proposals

(a) Recent Changes in U.S. Law

Since passage of the Commodity Futures Modernization Act in 2000 there have
been efforts to amend the provisions of that law relating to OTC energy trans-
actions. Indeed, Congress has been very active in increasing Federal oversight of the
energy markets, such as the grants of anti-fraud authority to the Federal Energy
Regulatory Commission over the natural gas and electricity markets (as part of the
Energy Policy Act of 2005) and to the Federal Trade Commission with respect to
the wholesale petroleum market (as part of the Energy Security and Independence
Act of 2007). It is worth noting that the precise jurisdictional parameters of the
FERC authority are still being decided; meanwhile the FTC has just begun its rule-
making process.

Meanwhile less than 2 months ago Congress, lead by this Committee, undertook
the most sweeping changes to the Commodity Exchange Act since the passage of
the CFMA. As you are aware the amendments to the law made by the CFTC Reau-
thorization Act of 2008, contained as a title of the farm bill, occurred after a year
of hearings, countless conversations among policy leaders and market participants,
consumer groups and producers and manufacturers, and the consideration and de-
tailed recommendations of the President’s Working Group on Financial Markets.
The amendments to the law were made within the context of a thorough and care-
fully deliberated analysis of the current market, changes in the industry since pas-
sage of the CFMA, and a careful balancing of the costs and benefits of increasing
oversight of the energy derivatives business. Ultimately, led by this Committee, the
Congress passed legislation that won nearly unanimous praise from the industry,
consumer groups and the regulatory community.

The provisions of the recently passed farm bill made important changes to how
OTC markets are regulated, and are worth considering. For this discussion the most
relevant provisions of the law are those relating to exempt commercial markets,
which are markets among sophisticated commercial users that operate electroni-
cally. Under the new law those exempt OTC markets which list “significant price
discovery contracts” are required to submit themselves to a new, principles-based
regulatory regime that is modeled on those imposed on fully regulated markets.
However, recognizing the unique nature of these markets and the fact they are lim-
ited to professional participants, Congress chose to create a modified structure that
retains important regulatory measures such as monitoring for abusive behavior, the
ability to stop trading and the imposition of accountability limits while at the same
time permitting the maximum amount of flexibility in order to encourage trading
and accommodate innovation. Congress also created large trader reporting for sig-
nificant price discover contracts as well as for agreements which are treated as fun-
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gible with such contracts by a clearinghouse. These provisions require substantive
new reporting requirements for OTC derivatives.

Congress carefully balanced the desire for greater oversight of exempt commercial
markets with a recognition of the global nature of these markets, the reality of
international competition for the financial services business and an acknowledge-
ment 01£ the important role these markets play in allowing U.S. companies to man-
age risk.

Over the last 3 years increased legal requirements have significantly expanded
regulatory oversight and knowledge about the U.S. energy market. While some may
feel these changes were overdue, there can be no question that the rapid changes
in the legal and regulatory requirements for engaging in energy transactions have
been challenging for market participants. Because the exact scope and requirements
of these changes in the law are still being implemented by regulators (and the pre-
cise compliance requirements still being discovered by market users) it is not clear
what effect these changes will have on the markets. Nevertheless policymakers may
be concerned about the business cost of imposing too many changes too quickly; the
worst possible outcome would be one in which the ability of the market to produce
services useful to consumers is impeded by regulatory and compliance issues.

(b) Current Legislative Proposals

A variety of approaches have been suggested for addressing rising commodity
prices and the role of derivatives in commodity markets.2 Some of these focus on
the role of particular classes of market participants such as institutional investors
and speculators; others would adjust margin requirements; some address the regula-
tion of foreign boards of trade; still others would modify or repeal existing protec-
tions for OTC energy derivatives. ISDA’s testimony will focus on this last category.

H.R. 6264 makes 1t unlawful to enter into a transaction in an energy commodity 3
in reliance on the 2(h) exemption or the 2(g) exclusion, unless the party entering
into the transaction certifies that it has the capacity to take physical delivery of the
energy commodity. H.R. 6330 requires that “included energy transactions,” which
are transactions in energy commodities for future delivery that provide for a deliv-
ery point of the energy commodity in the U.S., be conducted on a designated con-
tract market (DCM) or derivative transaction execution facility (DTEF); “bilateral
included energy transactions” are subject to record-keeping and reporting require-
ments. The legislation would also curtail the CFTC’s ability to use its exemptive au-
thority with respect to included energy transactions. Separately, H.R. 6330 would
expand the authority of the Federal Energy Regulatory Commission to issue cease-
and-desist orders under the National Gas Act and the Federal Power Act; given the
continued jurisdictional uncertainty regarding the division of CFTC and FERC au-
thority one can envision a future in which market participants are uncertain as to
which orders from which regulator they must seek to comply. H.R. 6341 would re-
quire all energy derivatives to be conducted on a registered futures exchange by re-
moving energy transactions from the protections of the 2(h) exemption and the 2(g)
exclusion. H.R. 6372 would remove energy commodities from the 2(g) exclusion and
impose position and transaction requirements on energy swaps.

These proposals are not new. Since passage of the CFMA bills have regularly been
introduced that would amend the protections for bilateral, privately negotiated swap
agreements contained in the law. The above proposals were considered and rejected
by Congress earlier this year when it adopted the new oversight provisions con-
tained in the farm bill. Nothing that has happened in the last 2 months should fun-
damentally alter the carefully considered judgment of this Committee and Congress.
Suffice it to say that the same rationale which led Congress to reject calls to restrict
the ability of American companies to manage their very real risk of rising energy
prices just 2 months ago hold even more true today. The protections of 2(g) and 2(h)
allow parties to privately negotiate custom tailored risk management contracts. The
above proposals, which seek to remove American companies’ ability to do so, remain
misdirected and potentially harmful.

Another area of interest to participants in the OTC derivatives markets are pro-
posals to require separate disclosure or disaggregation of trading by index traders
and “swap dealers”. In considering such proposals it is important to remember that
one of the benefits provided by regulated exchanges is the anonymity they provide

2There are currently 23 proposed bills on this topic: Senate bills numbered 2991, 2995, 3044,
3122, 3129, 3130, 3131, 3185, 3202 and 3205 and House bills numbered 6130, 6238, 6264, 6279,
6284, 6330, 6334, 6341, 6346, 6349, 6372, 6377, and 6406.

3The proposed bills vary slightly in their definitions, but in general an energy commodity may
include coal, crude oil, gasoline, diesel fuel, heating oil, propane, electricity, natural gas, any
fbuel }flel&i\};f&glcfrom oil, any transportation fuel, uranium, and any other commodity as determined

y the .
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to traders; futures markets reveal the prices market participants pay, not their mo-
tivations in making trades. Measures which seek to remove that anonymity could
make traders seek markets which protect their ability to not reveal their motiva-
tions or individual market positions. Policymakers should carefully balance the le-
gitimate desire of market participants to keep their market strategies and identities
undisclosed. In any new reporting regime it should be ensured that no disclosure
is required which would put any class of market participant at a disadvantage, in-
cluding creating opportunities for other market participants to “front-run”.

One additional area of particular concern are proposals such as those in H.R. 6330
to restrict or otherwise limit swap dealers and other intermediaries access to the
futures markets to hedge their exposures to their counterparties. As already de-
scribed, dealers and intermediaries provide valuable hedging, risk management and
customized product offerings to their counterparties. A key part of these under-
takings is the ability of these dealers and intermediaries to access the futures mar-
kets to lay off their exposures either on a case-by-case or on a portfolio basis. With-
out ready access to futures markets for hedging, these services would be more ex-
pensive and less efficient. At the same time, the futures markets would miss the
important liquidity and pricing information these transactions provide. Forcing deal-
ers and intermediaries to use non-U.S. markets or to create a network of bilateral
ﬁedging locations ill serves the dealers, their counterparties or the U.S. futures mar-

ets.

Competitive Considerations

As noted previously, the OTC derivatives markets are global in scope. Throughout
the world governments have come to appreciate the value a dynamic financial serv-
ices industry provides to local companies, as well as the significant benefits they
provide to the national economy. National governments throughout Europe and Asia
are actively competing to attract business and become financial centers. Recent reg-
ulatory overhauls in the UK, the European Community, Japan and South Korea all
were guided in part by the desire to attract international financial services while
at the same time bolstering local markets.

The U.S. has long been a world leader in financial services. Currently the finan-
cial services industry provides one in every 20 jobs in the U.S. while producing 8%
of America’s gross domestic product. The financial services sector is also a source
of high tech innovation and a leading producer of “new economy,” knowledge-based
jobs. A leading example is the Atlanta-based IntercontinentalExchange (ICE), which
started in 2000 and now comprises one of the world’s leading derivatives markets.
ICE operates both OTC and regulated futures exchanges, and purchased the Lon-
don-based International Petroleum Exchange to extend its presence into Europe.
From its beginnings as a start-up company ICE is now a member of the S&P 500
and an employer of hundreds of Americans. Without the changes in U.S. law created
by the CFMA it is fair to say that ICE would not have achieved such tremendous
success.

During discussion of the farm bill this Committee in particular was sensitive to
issues of U.S. competitiveness and the desire to ensure America’s position as a
world-leading financial center was not harmed by inappropriate or unnecessary
changes to U.S. law. The competitive threats to the U.S. have not disappeared since
those deliberations. Although some nations have moved to restrict derivatives mar-
kets in response to rising commodity prices most of the U.S.’s immediate competi-
tors have adopted a wait-and-see approach. In the European Union the European
Commission has issued a white paper seeking to explore the causes of rising prices
that has stopped well short of formal proposals to fundamentally alter the regula-
tion of derivatives markets.# In the UK the Treasury Committee of the House of
Commons also plans to investigate recent increases in commodity prices. It is worth
noting that in the U.S. the CFTC has began a comprehensive inquiry into rising
commodity prices; whatever information the Commission receives will no doubt
prove useful in considering public policy choices.

Given the global nature of the OTC derivatives markets and the financial services
industry in general, there is no question that the imposition of overly restrictive reg-
ulatory requirements will lead to the reallocation of financial services business from
the U.S. to more friendly jurisdictions. As damaging as these prospects might be to
the U.S. economy an even greater danger lies in the possibility that assets will be
priced in currencies other than U.S. dollars.

4See for example European Commission, Communication on Rising Food Prices, (May 20,
2008). The Commission continues its deliberations under the Markets in Financial Instruments
Directive regarding the application of that law to various types of commodity businesses.
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For example, currently the world price of crude is set in U.S. dollars, a currency
which America obviously owns a monopoly in producing. There are many reasons
the world prefers to price crude in dollars, including a favorable investment climate
in the U.S.; the historic strength of the dollar relative to other currencies; the wide-
spread confidence the world has in the continued vitality of the U.S. economy; and
ultimately the faith market participants have that the U.S. will honor its obliga-
tions. One particularly important reason to price crude (and other assets) in U.S.
dollars is the existence in the U.S. of liquid, efficient markets for pricing assets.
Without this mechanism for establishing prices there would be inefficiencies in the
markets that would cause problems for producers, refiners, consumers and financial
market participants alike.

Measures which would impair the ability of U.S. markets to price assets and at-
tract investors would likewise remove a significant incentive for the rest of the
world to use dollars as the preferred pricing currency. Such measures would need
not include an outright ban on derivatives (though it is worth noting that such a
ban is not without historical precedent);® measures which remove or limit certain
market participants could likewise remove liquidity and harm the efficient func-
tioning of the markets, thus forcing more market participants out, creating a down-
ward spiral. It goes without saying that the pricing of assets in currencies other
than U.S. dollars runs contrary to America’s national interest.

Conclusion

Over the last year Congress and this Committee have carefully deliberated over
the question as to what level of oversight is appropriate for OTC energy markets.
After multiple hearings and considering the views of market participants, end-users,
consumer advocates and regulators, Congress less than 2 months ago passed broad
changes to the law which carefully balanced the needs of these groups as well as
concerns about the continued attractiveness of the U.S. as a world financial center.
These changes, which are still being implemented, should be given time to work.
Furthermore, Congress should provide increased funding to the CFTC to ensure
that the Commission has the resources necessary to execute upon its new authority
and the numerous regulatory initiatives the Commission has recently announced.

As noted above, increasing regulation on over-the-counter derivatives will not
lower the price of energy or other commodities. However, doing so will create incen-
tives for relocating markets to outside of the U.S., remove tools for producers and
commercial users to manage their risks, and harm the U.S. economy. This Com-
mittee has historically been very sensitive to these dangers. ISDA thanks the Com-
mittee for your careful examination of these issues, and your continued leadership.

The CHAIRMAN. Thank you very much. And I am sure there will
be plenty of questions when we get to that point.
We now will hear from Mr. Vice from ICE.

STATEMENT OF CHARLES A. VICE, PRESIDENT AND COO,
INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Mr. VICE. Thank you, Mr. Chairman. I am Chuck Vice, President
of ICE. 1 appreciate the opportunity to appear before you today to
give our views.

As brief background, ICE operates several global marketplaces
and futures and OTC derivatives across the range of product class-
es including agriculture and energy commodities, foreign exchange
and equity indexes. The ICE holding company globally operates one
OTC energy market and owns three futures exchanges in the U.S.,
U.K. and Canada; each was separately acquired over the last 7
years.

5In 1958 Congress adopted an outright prohibition on the trading of onion futures in the
United States, a ban which remains to this day. As noted above (ante fn. 1), onion prices have
risen 300% as of April of this year. Fortune magazine recently ran an article quoting Bob
Debruyn, a Michigan onion farmer whose father had worked hard to create the original onion-
futures ban: “I would think that a futures market for onions would make some sense today, even
though my father was very much involved in getting rid of it.” What Onions Teach Us About
Oil Prices, Jon Birger, FORTUNE June 2008.
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In hearing after hearing over the last few months, self-styled ex-
perts have offered personal, largely impromptu estimates of the
contribution of speculation to the price of a barrel of crude oil.
Many of these witnesses estimated §50 or $60 or more per barrel.
Claims were made that additional regulation would immediately
reduce oil prices by these amounts. None of these estimates, to my
knowledge, were based upon or referenced any objectively pub-
lished research backing such claims.

In one of the more egregious examples, Professor Michael
Greenberger, a fellow witness on this panel, testified before the
Senate Commerce Committee in June that prohibiting trading on
electronic OTC oil markets would bring down the price of crude oil
by 25 percent overnight. Despite the fact that there is little to no
electronic trading of OTC crude oil in the U.S.; this and 28 other
statements by Professor Greenberger caused the U.S. Permanent
Subcommittee on Investigations to find his testimony so inaccurate
and inflammatory that it felt compelled to issue a joint analysis
prepared by both Majority and Minority staffs rebuking 29 state-
ments.

In contrast to this rhetoric, thorough independent analyses of
crude oil prices have been published by agencies such as the CFTC
and the International Energy Administration. Neither found evi-
dence pointing to excessive speculation or manipulation as the
cause of high crude oil prices. Instead, the CFTC noted that long
positions held by those often accused of excessive speculative buy-
ing, including noncommercials and swaps dealers, were actually
flat to lower during the recent 12 month period in which the price
of crude oil doubled. The recent IEA report concluded that there
was little evidence that investment flows into futures markets were
contributing to high oil prices, but rather the market was pro-
jecting that global demand would continue to outstrip global sup-
ply.

With no quick answers to supply and demand problems, focus
has shifted to closing perceived regulatory loopholes. First there
was the Enron loophole, which was, in fact, closed for all energy
commodities including crude oil in the recently enacted farm bill
legislation. Prompted by natural gas trading on electronic OTC
platforms like ICE, Congress now requires that any electronically
OTC energy swap that serves a significant price discovery function
be regulated like a future. ICE’s substantial obligations in this re-
gard include, among other things, requirements to monitor trading,
prevent manipulation, and enforce position or accountability limits,
including the liquidation of open positions and suspension of trad-
ing.

The largest natural gas and electric power OTC markets on the
ICE platform account for roughly 90 percent of our total electronic
OTC volume. These key contracts are expected to be deemed sig-
nificant price discovery contracts by the CFTC under the new law.
We believe Congress and in particular this Committee showed
great understanding in passing legislation that appropriately ap-
plied futures-style regulation on the small number of large OTC
contracts and not the hundreds of illiquid OTC markets that con-
stitute the last ten percent.
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Now there is a renewed cry to reclose the already closed Enron
loophole in an effort to lower crude oil prices. Ironically, with vir-
tually no OTC trading in U.S. crude oil occurring on ICE or any
other electronic OTC platform, it would be as impossible for this
loophole to cause high crude oil prices as it would be for increased
regulation of the same to lower them. The truth is that OTC trad-
ing of U.S. crude oil and refined products remains the exclusive do-
main of voice brokers and direct negotiation where ICE has no role.

A second loophole called the London loophole has been a more re-
cent target for increased regulation. This debate focuses on ICE’s
wholly owned subsidiary, ICE Futures Europe. Founded in London
27 years ago as the International Petroleum Exchange and ac-
quired by ICE in 2001, this market is a regulated exchange under
the supervision of the U.K. Financial Services Authority, or FSA.

As the home of the ICE Brent crude and gasoil futures contracts,
ICE Futures Europe has since its inception been the leading energy
futures exchange in Europe. To complement its Brent crude con-
tract, the exchange, in 2006, added a future that settles on the set-
tlement price of the NYMEX WTI crude oil contract. Offering Brent
and WTI contracts on the same platform allows commercial partici-
pants to hedge price differences between these two. NYMEX has
since listed a Brent crude oil contract settling on the ICE Brent
settlement price for the very same reason.

ICE Futures Europe provides access to traders in the U.S. as a
foreign board of trade operating under a CFTC No Action letter
issued in 1999 and amended several times since. In granting a No
Action letter, the CFTC examines the foreign board of trade status
in its home jurisdiction, and its rules and enforcement. Since Con-
gress created this framework in 1982, the CFTC has granted no ac-
tion relief to at least 20 foreign boards of trade. Other countries
have reciprocal policies in place upon which U.S. exchanges like
the CME, NYMEX and ICE Futures U.S. rely to offer access to
their markets in over 50 jurisdictions around the world. Disregard
for this mutual recognition system would impair the competitive-
ness of U.S. exchanges abroad and represent a major step back for
global cooperation.

Consistent with this framework, ICE Futures Europe has shared
WTI trader positions with the CFTC since the contract’s launch.
On June 17, the CFTC closed the so-called London loophole by
modifying our No Action letter to require U.S. equivalent position
limits and accountability levels as a reasoned condition for contin-
ued access to the ICE WTI contract by U.S. traders.

Though politically popular, closure of this loophole is unlikely to
have any effect on crude oil prices. Most of the recent growth in
trading of WTI crude oil has been on the NYMEX, not the ICE
market. As a result, ICE has a relatively small 15 percent share
of total WTI open interests, while NYMEX retains the remaining
85 percent. Such a small and, in fact, declining market share hard-
ly seems evidence of a meaningful loophole.

In closing, we note that prices for virtually all agricultural and
natural resource future contracts, as well as non-exchange-traded
commodities such as iron ore and rice have surged at rates similar
to crude oil and in some cases even more sharply and with greater
volatility. Since none of these other commodities are known to fea-
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ture electronic OTC platforms or foreign boards of trade offering
cash-settled versions of U.S. contracts, it would seem that other
more fundamental factors are to blame for all of these high com-
modity prices. Regardless, we look forward to working with Con-
gress and the CFTC to ensure that all possible solutions to this cri-
sis are explored.

Mr. Chairman, thank you for the opportunity.

[The prepared statement of Mr. Vice follows:]

PREPARED STATEMENT OF CHARLES A. VICE, PRESIDENT AND COO,
INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Chairman Peterson, Ranking Member Goodlatte, I am Chuck Vice, President and
Chief Operating Officer of the IntercontinentalExchange, Inc., or “ICE.” We very
much appreciate the opportunity to appear before you today to give our views on
the over-the-counter (OTC) energy markets

Background

ICE is a leading operator of global marketplaces with three regulated futures ex-
changes and an OTC marketplace offering a wide variety of contracts. As back-
ground, ICE was established in 2000 as an electronic OTC platform to serve the en-
ergy markets. ICE was established to bring transparency to OTC markets that were
traded at that time through opaque OTC voice brokers or through the flawed “one-
to-many” Enron On-Line trading model. In the Enron model, Enron served as both
the marketplace for trading and the counterparty to every trade occurring in the
market. In stark contrast, ICE sought to develop a neutral “many to many” market-
place, in which we, the operator, take no position in the market while enforcing
strict best bid/best offer trading protocols. Trading volume on ICE’s OTC markets
is almost solely related to contracts for natural gas and power. Our electronic OTC
platform has a 0% share of trading in U.S. crude oil, heating oil, jet fuel, and gaso-
line. ICE’s electronic OTC markets have provided cost savings and efficiencies to
participants while delivering an unprecedented level of OTC market transparency
to both the Commodity Futures Trading Commission (CFTC) and the Federal En-
ergy Regulatory Commission (FERC).

Since the launch of its electronic OTC energy marketplace in 2000, ICE has ac-
quired and now operates three regulated futures exchanges through three separate
subsidiaries, each with a separate governance and regulatory infrastructure. The
International Petroleum Exchange (renamed ICE Futures Europe), was a 20 year
old exchange specializing in energy futures when acquired by ICE in 2001. Located
in London, it is a Recognized Investment Exchange, or RIE, operating under the su-
pervision of the UK Financial Services Authority (FSA). In early 2007, ICE acquired
the 137 year old “The Board of Trade of the City of New York” (renamed ICE Fu-
tures U.S.), a CFTC-regulated Designated Contract Market (DCM) headquartered in
New York specializing in agricultural, foreign exchange, and equity index futures.
In late 2007, ICE acquired the Winnipeg Commodity Exchange (renamed ICE Fu-
tures Canada), a 120 year old exchange specializing in agricultural futures, regu-
lated b]gf the Manitoba Securities Commission, and headquartered in Winnipeg,
Manitoba.

ICE Operates a Transparent OTC Marketplace

Over-the-counter markets ranging from U.S. interest rate instruments to foreign
exchange and debt securities are increasingly global and have migrated to electronic
platforms due to their vast size and global nature As I mentioned, in 2000 ICE de-
veloped an electronic, many-to-many electronic marketplace for trading both phys-
ical energy commodities and financially-settled over-the-counter derivatives based
on energy commodities. ICE in effect performs the same functions as “voice brokers”
in the OTC market, but does so through a transparent electronic trading platform
with strict trading protocols. Voice brokers offer limited transparency and tend to
transact with only the largest trading firms, and continue to serve as the primary
venue for OTC oil trading today. ICE’s OTC model, though not active in U.S. crude
oil, provides equal access to high quality information to all market participants,
whether the smallest utility or the largest investment bank, primarily for natural
gas and power. ICE’s marketplace offers faster and more efficient trade execution
while providing regulators with a comprehensive audit trail with respect to orders
entered and transactions executed in the markets, none of which is available from
voice brokers.
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The development of ICE’s OTC marketplace has also promoted competition and
innovation in the energy derivatives market, to the benefit of both market partici-
pants and consumers. The increased liquidity offered by electronic trading has re-
sulted in lower transaction costs and tighter bid/ask spreads, reducing the cost of
hedging energy price risk and lowering operating costs for businesses. The reli-
ability of ICE’s markets has also resulted in an increasing preference for electronic
trading in these markets. NYMEX, in its recent testimony before the Senate Perma-
nent Subcommittee on Investigations (the “Senate PSI”), noted that 80-85% of its
futures volume is now traded electronically, a development driven largely by com-
petition from ICE. The CFTC also pointed out, in its Senate PSI testimony, that
“the ability to manipulate prices on either [NYMEX or ICE] has likely been reduced,
given that ICE has broadened participation in contracts for natural gas.”

Like other electronic marketplaces, participants on ICE enter bids and offers elec-
tronically. Transactions are matched in accordance with an algorithm that executes
transactions on the basis of time and price priority. Participants executing a trans-
action on our platform may settle the transaction in one of two ways—on a bilateral
basis, settling the transaction directly between the two counterparties to the trade,
or on a cleared basis through a clearinghouse using the services of a futures com-
mission merchant that is a member of the clearinghouse.

It is important to note that there are substantial differences between ICE’s OTC
market, other portions of the OTC market, and the NYMEX futures market. These
differences necessarily inform and guide the appropriate level of oversight and regu-
lation of our markets. First, ICE is only one of many global venues on which market
participants can execute OTC trades. A significant portion of OTC trading in nat-
ural gas continues to be executed through voice brokers or through direct bilateral
negotiation between market counterparties. Of the available forums, only ICE (and
any other similarly-situated ECM) is subject to CFTC jurisdiction and the CFTC’s
regulations, and to limitations on the nature of its participants.

Second, participants in a given futures market must become members of the rel-
evant exchange or trade through a futures commission merchant that is a member.
In contrast, ICE’s OTC market, by law, is a “principals only” market in which par-
ticipants must execute trades in their own names on the system. This market is de-
signed solely for sophisticated participants, and participation in ICE OTC markets,
unlike most other OTC venues is fully documented.

Third, the OTC market offers a substantially wider range of products than the
futures markets, including, for example, hundreds of niche derivative contracts on
natural gas and power at over 100 different delivery points in North America. The
availability of these niche markets on ICE has improved transparency and lowered
transaction costs via tighter bid-ask spreads, but volume nonetheless remains very
low at most points. The market reality, for most of these illiquid points, is that par-
ticipation is limited to the very small number of marketers, utilities, and others that
have some intrinsic supply or demand interest in specific delivery points. Below is
a chart! that compares the relative size of NYMEX traded futures contracts and
ICE’s largest electronic OTC energy markets.

1From the testimony of Jeffrey Sprecher, IntercontinentalExchange, Inc. CEO before the U.S.
Senate Permanent Subcommittee on Investigations, June 25, 2007.
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Fourth, the most liquid products traded in OTC markets broadly, and in the ICE
OTC market specifically, are cash-settled derivatives contracts that require one
party to pay to the other an amount determined by the final settlement price in the
corresponding futures contracts. Such cash-settled swaps do not, and cannot, result
in the physical delivery or transfer of energy commodities. These derivative con-
tracts have been widely used by OTC energy market participants long before the
creation of ICE. In fact, these contracts are useful and common in any market for
which there are benchmark futures prices. Our Henry Hub natural gas swap, for
example, constitutes an important commercial hedging vehicle and has served as an
important complement to and as a hedge for the NYMEX Henry Hub natural gas
futures contract. This same contract is now subject to the same futures-style regula-
tion that applies to a DCM contract.

Greater Oversight Over Exempt Commercial Markets (ECMs)

As the OTC markets have grown and developed since passage of the Commodity
Futures Modernization Act, new regulatory challenges have emerged. In May, as
part of the farm bill, Congress, with strong bipartisan support, passed legislation
providing the CFTC with greater oversight of electronic OTC markets, or ECMs. As
a result of that new law, ECMs are now obligated to apply market oversight prin-
ciples equivalent to those employed by fully regulated futures exchanges for larger
OTC contracts that, like futures contracts, serve a significant price discovery func-
tion.2

As part of its new authority, the CFTC will determine whether contracts traded
on ECMs serve a significant price discovery function, which broadly includes con-
tracts that are linked to a futures exchange’s contracts or which have independently
been adopted by the marketplace as a price reference for the underlying energy com-
modity.

If the CFTC determines that an ICE contract serves a significant price discovery
function, ICE will thereafter have self-regulatory responsibilities with respect to
such contract similar to those of a DCM, or futures exchange. As a self regulatory
organization, ICE will be required to discharge seven core principles, which cover
all of the core principles discharged by futures markets other than those applicable
to brokers and intermediated trades, which by law cannot occur in an ECM’s mar-
kets. Specifically, the core principles state that the ECM shall:

e List only significant price discovery contracts that are not readily susceptible
to market manipulation;

e Monitor trading in its significant price discovery contracts to prevent market
manipulation;

2This provision of the farm bill is commonly referred to as the “Closing the Enron Loophole
Act.”
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e Establish and enforce rules have the ability to obtain information to comply
with the core principles;

o Adopt position limits or accountability limits;

e Adopt rules to give it the authority to liquidate open positions and suspend
trading in significant price discovery contracts;

e Monitor and enforce compliance with its rules; and
o Establish and enforce rules to minimize conflicts of interest.

Importantly, as I will explain further, the legislation provides equivalent regula-
tion for “futures like” OTC contracts, while avoiding unintended the consequence of
driving trading in illiquid OTC contracts to the opaque, voice brokered parts of the
OTC market. The CFTC has virtually no visibility into these OTC markets because
they are not traded on an electronic platform like ICE.

One Size of Regulation Does Not Fit All Markets or Contracts

Even though Congress has increased the oversight and regulation of ECMs, some
have argued that all contracts should be traded on a designated contract market.
The problem with “one size fits all” regulation can best be illustrated by contrasting
the historic nature of futures markets (limited number of actively traded benchmark
contracts, all transactions executed through a broker who can trade for its own ac-
count or that of a retail customer) with the ECM OTC swaps markets (large number
of niche products, many illiquid and thinly traded, principals only trading). Recog-
nizing the importance of futures pricing benchmarks to the general public (a DCM
is obligated to publish its prices to be used by the broader market), and in recogni-
tion of the potential for conflicts of interest due to members trading for their own
accounts alongside business transacted on behalf of customers, some of whom were
retail customers, DCM core principles were developed to facilitate regulation of the
markets by the DCM, which acted as a self regulatory organization. The typical high
level of liquidity in benchmark contracts make application of core principles such
as market monitoring and position accountability and limits feasible and appro-
priate.

Suggesting that these same DCM core principles, which were developed with the
futures exchange model in mind, should apply to all OTC swap contracts traded on
an ECM market is attempting to fit the proverbial square peg in a round hole. Most
of the energy swaps available on ICE are niche OTC products that trade in illiquid
markets that are simply not amenable to the application of DCM core principles.
For example, does it make sense to publish a real-time price feed for a market in
which real-time bids and offers are rare and days pass between trades? Also, how
would an ECM actively monitor an illiquid swaps market in an attempt to “prevent
manipulation” where there may be few or no trades due to the limited liquidity in
the market? How would an ECM swaps market administer accountability limits in
a market that has only a handful of market participants? Should the ECM question
when a single market participant holds 50% of the liquidity in an illiquid market
when the market participant is one of the only providers of liquidity in the market?

It is important to analyze these questions not in isolation, but in the context of
market participants having alternatives such as OTC voice brokers or overseas mar-
kets through which they can conduct their business. Importantly, such OTC voice
brokers can even offer their customers the benefits of clearing through use of block
clearing facilities offered by NYMEX and by ICE. Faced with constant inquiries or
regular reporting by the ECM related to legitimate market activity, and facing no
such monitoring when it transacts through a voice broker, market participants
might choose to conduct their business where transparency and reporting require-
ments are non-existent. It is for these and other reasons that Congress and the
Commission have developed the carefully calibrated three-tiered regulatory struc-
ture applicable to DCMs and ECMs. We believe that the judgments made by Con-
gress and the CFTC thus far have been prudent and should be maintained.

Conclusion

In conclusion, ICE remains a strong proponent of open and competitive OTC mar-
kets and of appropriate regulatory oversight of those markets. The recently passed
farm bill places a significantly higher level of regulation on electronic OTC energy
platforms. In doing so, Congress appropriately recognized the importance of focusing
on the relatively small number of larger OTC contracts that perform a significant
price discovery function, rather than the hundreds or even thousands of OTC con-
tracts that are rarely traded.

ICE recognizes the severe impact of high crude oil prices on the U.S. economy and
understands the Congressional desire to “leave no stone unturned.” However, since
our electronic OTC platform has a 0% share of trading in U.S. crude oil, heating
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oil, jet fuel, and gasoline, further regulation or even elimination of electronic OTC
markets by Congress is certain to have no effect on oil prices. Such moves would,
unfortunately, though, ensure that OTC oil trading continues to be executed by bro-
kfrs over the telephone in a manner completely opaque to the marketplace and reg-
ulators.

Mr. Chairman, thank you for the opportunity to share our views. I would be
happy to answer any questions you may have.

The CHAIRMAN. Thank you very much for making time to be with

us.
Mr. Comstock.

STATEMENT OF MICHAEL COMSTOCK, ACTING DIRECTOR,
CITY OF MESA, ARIZONA GAS SYSTEM; VICE CHAIRMAN,
BOARD OF DIRECTORS, AMERICAN PUBLIC GAS
ASSOCIATION, MESA, AZ

Mr. CoMSTOCK. Chairman Peterson, Ranking Member Goodlatte
and Members of the Committee, I appreciate this opportunity to
testify before you today, and I thank the Committee for calling this
hearing on the important subject of trading in the over-the-counter
market.

My name is Michael Comstock, and I am the acting Director for
the City of Mesa, Arizona, Gas System, a not-for-profit municipal
utility. I also serve as the Vice Chair of the Board of Directors for
the American Public Gas Association.

The City of Mesa provides natural gas, electric, water and waste-
water service to its residents. We have provided gas service to our
customers for over 90 years, and we currently serve approximately
53,000 homes and businesses.

I testify today on behalf of the American Public Gas Association.
APGA is the national association for publicly owned not-for-profit
natural gas retail distribution systems. There are approximately
1,000 public gas systems in 36 states, and over 700 of these sys-
tems are APGA members. Every Member of the Committee, with
the exception of Congressman Walberg of Michigan, has public gas
systems in their state.

There has understandably been a great deal of attention focused
on the high price of gasoline during the summer driving season.
APGA believes it is equally important to focus on the price of nat-
ural gas in advance of the winter heating season. This December,
when natural gas customers open their heating bills, the com-
modity cost is expected to have doubled from last December. We,
along with other consumer groups, have watched with alarm over
the last several years certain pricing anomalies in the markets for
natural gas. More recently we have noted record run-ups in the
price of natural gas. If gasoline prices increased at the same rate
as natural gas prices have increased over the last 10 years, drivers
would now be paying more than $6.50 per gallon.

APGA’s number one priority is the safe and reliable delivery of
affordable natural gas. To bring natural gas prices to a long-term
affordable level, we ultimately need to increase the supply of nat-
ural gas; however, equally critical is to restore public confidence in
the price of natural gas. This requires a level of transparency in
natural gas markets which assures consumers that market prices
are a result of fundamental supply and demand forces and not the
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result of manipulation, excessive speculative trading or other cer-
tain types of index trading strategies.

APGA would like to commend the Committee for its work on the
recently enacted farm bill and for including the language to in-
crease market transparency. Title VIII of the farm bill reauthorizes
the Commodity Futures Trading Commission and includes lan-
guage to increase the regulatory reporting and self-regulatory pro-
visions relating to the unregulated energy trading platforms.

This language is a positive first step, but we also believe more
needs to be done to increase transparency. For example, the over-
the-counter market currently remains opaque to regulatory scru-
tiny. This lack of transparency is in a very large and rapidly grow-
ing segment of the natural gas market. It leaves open the potential
for a participant to engage in manipulative or other abusive trad-
ing strategies with little risk of early detection and for problems of
potential market congestion to go undetected by the CFTC until
after the damage has been done to the market.

Equally significant, even where the trading is not intended to be
abusive, the lack of transparency for the overall energy market
leaves regulators unable to answer questions regarding large spec-
ulators’ possible impacts on the market.

It is APGA’s position that additional transparency measures with
respect to the transactions in the OTC markets are needed to en-
able CFTC to assemble a full picture of the trader’s position and
thereby understand the large trader’s potential on the market. Ad-
ditional transparency will also enable the CFTC to better detect
and deter other types of market abuses. Including, for example, a
company providing false price reporting information or a company
engaging in watch trading by taking large offsetting positions with
the intent to send misleading signals of supply and demand to the
market. Such activities are more likely to be detected or deterred
when the government is receiving information with respect to a
large trader’s overall positions including their bilateral OTC trans-
action. It would also enable the CFTC to better understand the
overall size and speculative positions in the market as well as the
impact of certain speculative investor practices or strategies on
prices.

APGA commends this Committee for its focus on the possible im-
pact the speculative investment has on the price of natural gas and
other commodities. With energy prices at their current high levels,
consumers certainly should not be forced to pay speculative pre-
miums. To the extent that speculative investment may be increas-
ing the price of natural gas or causing price aberrations; we strong-
ly encourage Congress to take quick actions to expand market
transparency in order to be able to responsibly address this issue
and protect consumers from additional cost burdens.

Ultimately, in order to bring natural gas prices back to a long-
term affordable level, our energy policy must ensure that supply is
adequate to meet demand. This will require that supply and de-
mand for natural gas be unfettered by regulation. Yet current stat-
utory and regulatory policy, first, prohibit the assessment of off-
shore reserves; second, restrict and limit access to production in
known area reserves; and third, encourage the use of natural gas
for new electric generation. It makes no sense to encourage greater



89

use of natural gas on one hand while at the same time to impede
the acquisition of data that could point to areas of abundant new
resources and to obstruct production in areas of rich supplies. In
light of these facts, it is a wonder that speculators find these mar-
kets attractive.

In addition to increasing transparency, APGA fully supports im-
mediate increased funding for the CFTC. We believe that CFTC
plays a pivotal role in protecting the American consumers; how-
ever, its funding and staffing levels have not kept pace with the
complexity or scope of its job. We believe that this needs to be ad-
dressed by Congress.

Natural gas is the lifeblood of our economy, and millions of con-
sumers depend on natural gas every day to meet their daily needs.
It is critical that the price that those consumers are paying for nat-
ural gas comes through the operation of fair and orderly markets,
through appropriate market mechanisms that establish a fair and
transparent marketplace.

APGA looks forward to working with the Committee to deter-
mine whether further enhancements are necessary to restore con-
sumer confidence in the integrity of the markets price discovery
mechanism.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Comstock follows:]

PREPARED STATEMENT OF MICHAEL COMSTOCK, ACTING DIRECTOR, CITY OF MESA,
ARIZONA GAS SYSTEM; VICE CHAIRMAN, BOARD OF DIRECTORS, AMERICAN PUBLIC
GAS ASSOCIATION, MESA, AZ

Chairman Peterson, Ranking Member Goodlatte and Members of the Committee,
I appreciate this opportunity to testify before you today and I thank the Committee
for calling this hearing on the important subject of trading in the over-the-counter
(OTC) market. My name is name is Michael Comstock and I am the Acting Director
for the City of Mesa, Arizona Gas System. I also serve as Vice Chair of the Board
of Directors for the American Public Gas Association (APGA).

The City of Mesa provides natural gas, electric, water and wastewater service to
its residents. We have provided gas service to our customers for over 90 years and
we currently serve approximately 53,000 homes and businesses throughout Mesa
and portions of Pinal County. Strong growth in the region has made Mesa one of
the fastest-growing and respected municipal gas utilities in the United States.

I testify today on behalf of the APGA. APGA is the national association for pub-
licly-owned natural gas distribution systems. There are approximately 1,000 public
gas systems in 36 states and over 700 of these systems are APGA members. Pub-
licly-owned gas systems are not-for-profit, retail distribution entities owned by, and
accountable to, the citizens they serve. They include municipal gas distribution sys-
tems, public utility districts, county districts, and other public agencies that have
natural gas distribution facilities. Every Member of the Committee, with the excep-
tion of Congressman Walberg of Michigan, has public gas systems in their state.

APGA’s number one priority is the safe and reliable delivery of affordable natural
gas. To bring natural gas prices back to a long-term affordable level, we ultimately
need to increase the supply of natural gas. However, equally critical is to restore
public confidence in the pricing of natural gas. This requires a level of transparency
in natural gas markets which assures consumers that market prices are a result of
fundamental supply and demand forces and not the result of manipulation, other
abusive market conduct or excessive speculation.

We, along with other consumer groups, have watched with alarm over the last
several years certain pricing anomalies in the markets for natural gas. More re-
cently, we have noted a run-up in the price of energy and other physical commod-
ities. APGA has strongly supported an increase in the level of transparency with
respect to trading activity in these markets from that which currently exists. We
believe that additional steps are needed in order to restore our current lack of con-
fidence in the natural gas marketplace and to provide sufficient transparency to en-
able the CFTC, and market users, to form a reasoned response to the critically im-
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portant questions that have been raised before this Committee during the course of
these hearings.

APGA believes that the increased regulatory, reporting and self-regulatory provi-
sions relating to the unregulated energy trading platforms contained in legislation
that reauthorizes the Commodity Futures Trading Commission (“CFTC”) is a criti-
cally important step in addressing our concerns. Those provisions are contained in
Title XIII of the farm bill which has become law. We commend this Committee for
its work on the CFTC reauthorization bill. The market transparency language that
was included in the farm bill will help shed light on whether market prices in sig-
nificant price discovery energy contracts are responding to legitimate forces of sup-
ply and demand or to other, non-bona fide market forces. APGA believes that more
can, and should, be done to further increase transparency of trading in the energy
markets. Many of these steps would likely also be useful in better understanding
the current pricing trends in the markets for other physical commodities as well.

APGA believes that these additional steps, a number of which the CFTC has un-
dertaken through administrative action, have the potential either directly to address
the concerns APGA has raised with respect to lack of transparency in these mar-
kets, or to provide needed information so that a consensus can be reached on the
additional statutory or regulatory steps, if any, that should be taken to responsibly
and effectively address the questions that have been raised regarding the potentially
adverse effects on these markets resulting from excessive speculative trading.

Although the additional authorities which have been provided to the CFTC under
Title XIII of the 2008 Farm Bill will provide the CFTC with significant additional
tools to respond to the issues raised by this hearing (at least with respect to the
energy markets), we nevertheless believe that it may be necessary for Congress to
provide the CFTC with additional statutory authorities. We are doubtful that the
initial steps taken by the reauthorization legislation are, or will be, sufficient to
fully respond to the concerns that we have raised regarding the need for increased
transparency. In this regard, we believe that additional transparency measures with
respect to transactions in the over-the-counter markets are needed to enable the cop
on the beat to assemble a full picture of a trader’s position and thereby understand
a large trader’s potential impact on the market.

We further believe, that in light of the critical importance of this issue to con-
sumers, that this Committee should maintain active and vigilant oversight of the
CFTC’s market surveillance and enforcement efforts, that Congress should be pre-
pared to take additional legislative action to further improve transparency with re-
spect to trading in energy contracts and, should the case be made, to make addi-
tional amendments to the Commodity Exchange Act, 7 U.S.C. §1 et seq. (“Act”), to
make changes in the administration of speculative position limits in order to ensure
the integrity of the energy markets.

History of Regulation Under the Commodity Exchange Act

Systemized trading in contracts for the future delivery of agricultural commodities
developed in the United States in the mid to late 1800s from an economic need for
risk shifting. Glaring abuses were attendant with the advantages of trading, these
included price manipulations, market corners and extreme and sudden price fluctua-
tions on the organized exchanges. These abuses stirred repeated demands for legis-
lative action to prohibit or comprehensively regulate futures trading. Although the
first regulation of the grain futures markets dates from the 1920’s,! the Commodity
Exchange Act of 19362 was the first statute to comprehensively regulate the futures
markets.

Section 3 of the Act as it existed before to the 2000 amendments explained the
statute’s purpose in relevant part as follows:

Transactions in commodities involving the sale thereof for future delivery as
commonly conducted on boards of trade and known as “futures” are affected
with a national public interest. Such futures transactions are carried on in large
volume by the public generally and by persons engaged in the business of buy-
ing and selling commodities and the products and byproducts thereof . . . The
prices involved in such transactions are generally quoted and disseminated
through the United States and in foreign countries as a basis for determining
the prices to the producer and the consumer . . . The transactions and prices
of commodities on such boards of trade are susceptible to excessive speculation
and can be manipulated, controlled, cornered or squeezed, to the detriment of
the producer or the consumer . . .

1See, Grain Futures Act of 1922, Pub. L. No. 6-331, 42 Stat. 998 (1922).
2 Act of June 15, 1936, ch. 545 § 5, 49 Stat 1494.
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Section 4a(a) of the Act echoes the Congressional finding of former section 3, pro-
viding that, “Excessive speculation in any commodity under contracts of sale of such
commodity for future delivery made on or subject to the rules of contract mar
kets . . . causing sudden or unreasonable fluctuations or unwarranted changes in
the price of such commodity, is an undue and unnecessary burden on interstate
commerce in such commodity.” 7 U.S.C. § 6a.

The CFTC in 1981 adopted a rule requiring all futures exchanges to impose spec-
ulative position limits for all commodities that were not subject to a Federal specu-
lative position limit.3 In so doing, the Commission explained the danger that un-
checked speculative positions can pose to the markets, saying:

It appears that the capacity of any contract market to absorb the establishment
and liquidation of large speculative positions in an orderly manner is related
to the relative size of such positions, i.e., the capacity of the market is not un-
limited. Recent events in the silver market would support a finding that the ca-
pacity of a liquid futures market to absorb large speculative positions is not un-
limited, notwithstanding mitigating characteristics of the underlying cash mar-
ket.

“Establishment of Speculative Position Limits,” 46 Fed. Reg. 50938, 509040 (October
16, 1981).

The CFTC’s conclusion in 1981 was that the ability of liquid markets to absorb
excessively large speculative positions without suffering from artificial upward pres-
sure on prices is not unlimited, and based on that reasoning, required exchanges
to adopt speculative position limits for all contracts. That question, whether liquid
markets have the ability to absorb excessively large speculative positions without
suffering from artificial upward price pressure is the same question that is before
this Committee today.

Speculators’ Effect on the Natural Gas Market

As hedgers that use both the regulated futures markets and the OTC energy mar-
kets, we value the role of speculators in the markets. We also value the different
needs served by the regulated futures markets and the more tailored OTC markets.
As hedgers, we depend upon liquid and deep markets in which to lay off our risk.
Speculators are the grease that provides liquidity and depth to the markets.

However, speculative trading strategies may not always have a benign effect on
the markets. For example, the recent blow-up of Amaranth Advisors LLC and the
impact it had upon prices exemplifies the impact that speculative trading interests
can have on natural gas supply contracts for local distribution companies (“LDCs”).
Amaranth Advisors LLC was a hedge fund based in Greenwich, Connecticut, with
over $9.2 billion under management. Although Amaranth classified itself as a diver-
sified multi-strategy fund, the majority of its market exposure and risk was held
by a single Amaranth trader in the OTC derivatives market for natural gas.

Amaranth reportedly accumulated excessively large long positions and complex
spread strategies far into the future. Amaranth’s speculative trading wagered that
the relative relationship in the price of natural gas between summer and winter
months would change as a result of shortages which might develop in the future
and a limited amount of storage capacity. Because natural gas cannot be readily
transported about the globe to offset local shortages, the way for example oil can
be, the market for natural gas is particularly susceptible to localized supply and de-
mand imbalances. Amaranth’s strategy was reportedly based upon a presumption
that hurricanes during the summer of 2006 would make natural gas more expensive
in 2007, similar to the impact that Hurricanes Katrina and Rita had had on prices
the previous year. As reported in the press, Amaranth held open positions to buy
or sell tens of billions of dollars of natural gas.

As the hurricane season proceeded with very little activity, the price of natural
gas declined, and Amaranth lost approximately $6 billion, most of it during a single
week in September 2006. The unwinding of these excessively large positions and
that of another previously failed $430 million hedge fund—MotherRock—further
contributed to the extreme volatility in the price of natural gas. The Report by the
Senate Permanent Committee on Investigations affirmed that “Amaranth’s massive
trading distorted natural gas prices and increased price volatility.” 4

3The Commission subsequently modified this requirement, permitting contract markets to im-
pose “position accountability rules” in lieu of speculative position limits for certain contracts, in-
cluding the energy contracts.

4See “Excessive Speculation in the Natural Gas Market,” Report of the U.S. Senate Permanent
Subcommittee on Investigations (June 25, 2007) (“PSI Report”) at p. 119.
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Many natural gas distributors locked-in prices prior to the period Amaranth col-
lapsed at prices that were elevated due to the accumulation of Amaranth’s positions.
They did so because of their hedging procedures which require that they hedge part
of their winter natural gas in the spring and summer. Accordingly, even though nat-
ural gas prices were high at that time, it would have been irresponsible (and con-
trary to their hedging policies) to not hedge a portion of their winter gas in the hope
that prices would eventually drop. Thus, the elevated prices which were a result of
the excess speculation in the market by Amaranth and others had a significant im-
pact on the price these APGA members, and ultimately their customers, paid for
natural gas. The lack of transparency with respect to this trading activity, much of
which took place in the OTC markets, and the extreme price swings surrounding
the collapse of Amaranth have caused bona fide hedgers to become reluctant to par-
ticipate in the markets for fear of locking-in prices that may be artificial.

Recently, additional concerns have been raised with respect to the size of positions
related to, and the role of, passively managed long-only index funds. In this in-
stance, the concern is not whether the positions are being taken in order to inten-
tionally drive the price higher, but rather whether the unintended effect of the cu-
mulative size of these positions has been to push market prices higher than the fun-
damental supply and demand situation would justify.

The additional concern has been raised that recent increased amounts of specula-
tive investment in the futures markets generally have resulted in excessively large
speculative positions being taken that due merely to their size, and not based on
any intent of the traders, are putting upward pressure on prices. The argument
made is that these additional inflows of speculative capital are creating greater de-
mand then the market can absorb, thereby increasing buy-side pressure which re-
sults in advancing prices.

Some have responded to these concerns by reasoning that new futures contracts
are capable of being created without the limitation of having to have the commodity
physically available for delivery. This explains why, although the open-interest of
futures markets can exceed the size of the deliverable supply of the physical com-
modity underlying the contract, the price of the contract could nevertheless reflect
the forces of supply and demand.

APGA commends this Committee for its focus on the possible impact speculative
investment has on the price of natural gas and other energy commodities and for
asking these tough questions. With energy prices at their current high levels, con-
sumers should not be forced to pay a “speculative premium.” However, APGA is not
in a position to determine which of the above two views is correct. More significantly
and profoundly disturbing, because of limitations with respect to transparency of
trading in these markets, the data and facts are unavailable that would enable mar-
ket observers, including both the regulators and the public, to make a reasoned
judgment about this issue.

As we noted above, as hedgers we rely on speculative traders to provide liquidity
and depth to the markets. Thus, we do not wish to see steps taken that would dis-
courage speculators from participating in these markets using bona fide trading
strategies. But more importantly, APGA’s members rely upon the prices generated
by the futures to accurately reflect the true value of natural gas. Accordingly, APGA
would support additional regulatory controls, such as stronger speculative position
limits, if a reasoned judgment can be made based on currently available, or addi-
tional forthcoming market data and facts, that such controls are necessary to ad-
dress the unintended consequences arising from certain speculative trading strate-
gies or to reign in excessively large speculative positions. To the extent that specula-
tive investment may be increasing the price of natural gas or causing pricing aber-
rations, we strongly encourage Congress to take quick action to expand market
transparency in order to be able to responsibly address this issue and protect con-
sumers from additional cost burdens.

The Markets in Natural Gas Contracts

The market for natural gas financial contracts is composed of a number of seg-
ments. Contracts for the future delivery of natural gas are traded on NYMEX, a
designated contract market regulated by the CFTC. Contracts for natural gas are
also traded in the OTC markets. OTC contracts may be traded on multi-lateral elec-
tronic trading facilities which are exempt from regulation as exchanges, such as the
IntercontinentalExchange (“ICE”). ICE also operates an electronic trading platform
for trading non-cleared (bilateral) OTC contracts. They may also be traded in direct,
bilateral transactions between counterparties, through voice brokers or on electronic
platforms. OTC contracts may be settled financially or through physical delivery. Fi-
nancially-settled OTC contracts often are settled based upon NYMEX settlement
prices and physically delivered OTC contracts may draw upon the same deliverable
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supplies as NYMEX contracts, thus linking the various financial natural gas market
segments economically.

Increasingly, the price of natural gas in many supply contracts between suppliers
and local distribution companies, including APGA members, is determined based
upon monthly price indexes closely tied to the monthly settlement of the NYMEX
futures contract. Accordingly, the futures market serves as the centralized price dis-
covery mechanism used in pricing these natural gas supply contracts.

Generally, futures markets are recognized as providing an efficient and trans-
parent means for discovering commodity prices.?> However, any failure of the futures
price to reflect fundamental supply and demand conditions results in prices for nat-
ural gas that are distorted and which do not reflect its true value.® This has a direct
affect on consumers all over the U.S., who as a result of such price distortions, will
not pay a price for the natural gas that reflects bona fide demand and supply condi-
tions. If the futures price is manipulated or distorted, then the price consumers pay
for the fuel needed to heat their homes and cook their meals will be similarly ma-
nipulated or distorted.

Today, the CFTC has effective oversight of futures exchanges, and the CFTC and
the exchanges provide a significant level of transparency. And under the provisions
of the Title XIII of the farm bill, the CFTC has been given additional regulatory
authority with respect to significant price discovery contracts traded on exempt com-
mercial markets, such as ICE. This is indeed a major step toward greater market
transparency. However, even with this additional level of transparency, a large part
of the market remains opaque to regulatory scrutiny. The OTC markets lack such
price transparency. This lack of transparency in a very large and rapidly growing
segment of the natural gas market leaves open the potential for a participant to en-
gage in manipulative or other abusive trading strategies with little risk of early de-
tection; and for problems of potential market congestion to go undetected by the
CFTC until after the damage has been done to the market.

Equally significant, even where the trading is not intended to be abusive, the lack
of transparency for the over-all energy markets leaves regulators unable to answer
questions regarding speculators’ possible impacts on the market. For example, do we
know who the largest traders are in the over-all market, looking at regulated fu-
tures contracts, significant price discovery contracts and bilateral OTC transactions?
Without being able to see a large trader’s entire position, it is possible that the ef-
fect of a large OTC trader on the regulated markets is masked, particularly when
that trader is counterparty to a number of swaps dealers that in turn take positions
in the futures market to hedge these OTC exposures as their own.

Regulatory Oversight

NYMEX, as a designated contract market, is subject to oversight by the CFTC.
The primary tool used by the CFTC to detect and deter possible manipulative activ-
ity in the regulated futures markets is its large trader reporting system. Using that
regulatory framework, the CFTC collects information regarding the positions of
large traders who buy, sell or clear natural gas contracts on NYMEX. The CFTC
in turn makes available to the public aggregate information concerning the size of
the market, the number of reportable positions, the composition of traders (commer-
cial/noncommercial) and their concentration in the market, including the percentage
of the total positions held by each category of trader (commercial/noncommercial).

The CFTC also relies on the information from its large trader reporting system
in its surveillance of the NYMEX market. In conducting surveillance of the NYMEX
natural gas market, the CFTC considers whether the size of positions held by the
largest contract purchasers are greater than deliverable supplies not already owned
by the trader, the likelihood of long traders demanding delivery, the extent to which
contract sellers are able to make delivery, whether the futures price is reflective of
the cash market value of the commodity and whether the relationship between the

58See the Congressional findings in Section 3 of the Commodity Exchange Act, 7 U.S.C. §1
et seq. (“Act”). Section 3 of the Act provides that, “The transactions that are subject to this Act
are entered into regularly in interstate and international commerce and are affected with a na-
tional public interest by providing a means for . . . discovering prices, or disseminating pricing
information through trading in liquid, fair and financially secure trading facilities.” A further
question with respect to whether other speculative strategies, or excessively large speculative
l};ositions is also distorting market prices by pushing prices higher than they otherwise would

e.

6The effect of Amarath’s trading resulted in such price distortions. See generally PSI Report.
The PSI Report on page 3 concluded that “Traders use the natural gas contract on NYMEX,
called a futures contract, in the same way they use the natural gas contract on ICE, called a
swap. . . . The data show that prices on one exchange affect the prices on the other.”
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expiring future and the next delivery month is reflective of the underlying supply
and demand conditions in the cash market.?

Title XIII of the farm bill, recently empowered the CFTC to collect large trader
information with respect to “significant price discovery contracts” traded on the ICE
trading platform. However, there remain significant gaps in transparency with re-
spect to trading of OTC energy contracts, including many forms of contracts traded
on ICE. Despite the links between prices for the NYMEX futures contract and the
OTC markets in natural gas contracts, this lack of transparency in a very large and
rapidly growing segment of the natural gas market leaves open the potential for
participants to engage in manipulative or other abusive trading strategies with little
risk of early detection and for problems of potential market congestion to go unde-
tected by the CFTC until after the damage has been done to the market, ultimately
costing the consumers or producers of natural gas. More profoundly, it leaves the
regulator unable to assemble a true picture of the over-all size of a speculator’s posi-
tion in a particular commodity.

Greater Transparency Needed

Our members, and the customers served by them, believe that although Title XIIT
of the farm bill goes a long way to addressing the issue, there is not yet an adequate
level of market transparency under the current system. This lack of transparency
has led to a growing lack of confidence in the natural gas marketplace. Although
the CFTC operates a large trader reporting system to enable it to conduct surveil-
lance of the futures markets, it cannot effectively monitor trading if it receives infor-
mation concerning positions taken in only one, or two, segments of the total market.
Without comprehensive large trader position reporting, the government will remain
handicapped in its ability to detect and deter market misconduct or to understand
the ramifications for the market arising from unintended consequences associated
with excessive large positions or with certain speculative strategies. If a large trader
acting alone, or in concert with others, amasses a position in excess of deliverable
supplies and demands delivery on its position and/or is in a position to control a
high percentage of the deliverable supplies, the potential for market congestion and
price manipulation exists. Similarly, we simply do not have the information to ana-
lyze the over-all effect on the markets from the current practices of speculative trad-
ers.

Over the last several years, APGA has pushed for a level of market transparency
in financial contracts in natural gas that would routinely, and prospectively, permit
the CFTC to assemble a complete picture of the overall size and potential impact
of a trader’s position irrespective of whether the positions are entered into on
NYMEX, on an OTC multi-lateral electronic trading facility which is exempt from
regulation or through bilateral OTC transactions, which can be conducted over the
telephone, through voice-brokers or via electronic platforms. APGA is optimistic that
the enhanced authorities provided to the CFTC in the provisions of the CFTC reau-
thorization bill will help address the concerns that we have raised, but recognizes
that more needs to be done to address this issue comprehensively.

Additional Potential Enhancements in Transparency

In supporting the CFTC reauthorization bill, we previously noted that only a com-
prehensive large trader reporting system would enable the CFTC, while a scheme
is unfolding, to determine whether a trader, such as Amaranth, is using the OTC
natural gas markets to corner deliverable supplies and manipulate the price in the
futures market.® A comprehensive large trader reporting system would also enable
the CFTC to better detect and deter other types of market abuses, including for ex-
ample, a company making misleading statements to the public or providing false
price reporting information designed to advantage its natural gas trading positions,
or a company engaging in wash trading by taking large offsetting positions with the
intent to send misleading signals of supply or demand to the market. Such activities
are more likely to be detected or deterred when the government is receiving infor-
mation with respect to a large trader’s overall positions, and not just those taken
in the regulated futures market. It would also enable the CFTC to better under-
stand the overall size of speculative positions in the market as well as the impact
of certain speculative investor practices or strategies on the future’s markets ability
to accurately reflect fundamental supply and demand conditions.

7See letter to the Honorable Jeff Bingaman from the Honorable Reuben Jeffery III, dated Feb-
ruary 22, 2007.

8See e.g. U.S. Commodity Futures Trading Commission v. BP Products North America, Inc.,
Civil Action No. 06C 3503 (N.D. I11.) filed June 28, 2006.
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Accordingly, APGA supports proposals to further increase and enhance trans-
parency in the energy markets, generally, and in the markets for natural gas, spe-
cifically. APGA supports greater transparency with respect to positions in natural
gas financial contracts acquired through bilateral transactions. Because bilateral
trading can in fact be conducted on an all-electronic venue, and can impact prices
on the exchanges even if conducted in a non-electronic environment, it is APGA’s
position that transparency in the bilateral markets is critical to ensure an appro-
priate level of consumer protection.

Electronic Ti-lateral trading

One example of the conduct of bilateral trading on an all-electronic trading plat-
form was “Enron On-line.” Enron, using its popular electronic trading platform, of-
fered to buy or sell contracts as the universal counterparty to all other traders using
this electronic trading system. This one-to-many model constitutes a dealer’s market
and is a form of bilateral trading. This stands in contrast to a many-to-many model
which is recognized as a multi-lateral trading venue. This understanding is reflected
in section 1a(33) of the Commodity Exchange Act, which defines “Trading Facility”
as a “group of persons that . . . provides a physical or electronic facility or system
in which multiple participants have the ability to execute or trade agreements, con-
tracts or transactions by accepting bids and offers made by other participants that
are open to multiple participants in the facility or system.” On the Enron On-line
trading platform, only one participant—Enron—had the ability to accept bids and
offers of the multiple participants—its customers—on the trading platform.

Sectionla(3) continues by providing that, “the term ‘trading facility’ does not in-
clude (i) a person or group of persons solely because the person or group of persons
constitutes, maintains, or provides an electronic facility or system that enables par-
ticipants to negotiate the terms of and enter into bilateral transactions as a result
of communications exchanged by the parties and not from interaction of multiple
bids and multiple offers within a predetermined, nondiscretionary automated trade
matching and execution algorithm . . . .” This means that it is also possible to de-
sign an electronic platform for bilateral trading whereby multiple parties display
their bids and offers which are open to acceptance by multiple parties, so long as
the consummation of the transaction is not made automatically by a matching en-

ne.

Both of these examples of bilateral electronic trading platforms might very well
qualify for exemption under the current language of sections 2(g) and 2(h)(1) of the
Commodity Exchange Act. To the extent that these examples of electronic bilateral
trading platforms were considered by traders to be a superior means of conducting
bilateral trading over voice brokerage or the telephonic call-around markets, or will
not fall within the significant price discovery contract requirements, their use as a
substitute for a more-regulated exempt commercial market under section 2(h)(3) of
the Act should not be readily discounted.

Non-Electronic Bilateral Trading

Moreover, even if bilateral transactions are not effected on an electronic trading
platform, it is nonetheless possible for such direct or voice-brokered trading to affect
prices in the natural gas markets. For example, a large hedge fund may trade bilat-
erally with a number of counterparty/dealers using standard ISDA documentation.
By using multiple counterparties over an extended period of time, it would be pos-
sible for the hedge fund to establish very large positions with each of the dealer/
counterparties. Each dealer in turn would enter into transactions on NYMEX to off-
set the risk arising from the bilateral transactions into which it has entered with
the hedge fund. In this way, the hedge fund’s total position would come to be re-
flected in the futures market. Thus, a prolonged wave of buying by a hedge fund,
even through bilateral direct or voice-brokered OTC transactions, can be translated
into upward price pressure on the futures exchange.

As NYMEX settlement approaches, the hedge fund’s bilateral purchases with mul-
tiple dealer/counterparties would maintain or increase upward pressure on prices.
By spreading its trading through multiple counterparties, the hedge fund’s pur-
chases would attract little attention and escape detection by either NYMEX or the
CFTC. In the absence of routine large-trader reporting of bilateral transactions, the
CFTC will only see the various dealers’ exchange positions and have no way of tying
them back to purchases by a single hedge fund.

Given that the various segments of the financial markets that price natural gas
are linked economically, it is critical to achieving market transparency that traders
holding large positions entered into through bilateral transactions be included in
any large-trader reporting requirement. As explained above, by trading through
multiple dealers, a large hedge fund would be able to exert pressure on exchange
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prices similar to the pressure that it could exert by holding those positions directly.
Only a large-trader reporting system that includes positions entered into in the OTC
bilateral markets would enable the CFTC to see the entire picture and trace such
positions back to a single source.

If large trader reporting requirements apply only to positions acquired on multi-
lateral electronic trading platforms, traders in order to avoid those reporting re-
quirements may very well move more transactions to electronic bilateral markets
or increase their direct bilateral trading. This would certainly run counter to efforts
by Congress to increase transparency. APGA remains convinced that all segments
of the natural gas marketplace should be treated equally in terms of reporting re-
quirements. To do otherwise leaves open the possibility that dark markets on which
potential market abuses could go undetected would persist and that our current lack
of sufficient information to fully understand the impact of large speculative traders
and certain trading strategies on the markets will continue, thereby continuing to
place consumers at risk.

Better Categorizing of Positions and Administration of Hedge Exemptions

APGA also notes that it has advocated that the CFTC take additional steps within
its existing authorities to increase transparency, particularly with respect to the cat-
egorization of trades as speculative or not.? The CFTC uses the information derived
from its large trader reporting system both for its internal analyses of the markets
as well as providing the public with certain aggregated information in its weekly
“Commitments of Traders reports.” For purposes of this report, it classifies traders
as “commercials” or “noncommercials.” It is assumed that commercial traders are
hedging in the markets and that noncommercials are speculators.

The CFTC in 2007 made certain enhancements to its Commitment of Traders Re-
ports by reporting separately the aggregate positions held by long-only, passively
managed investment funds. The CFTC recently announced that it was extending
this initiative to include information relating to the crude oil markets. APGA is en-
couraged that the CFTC has taken steps to expand these enhancements to their
Commitment of Traders Reports to include the crude oil contracts.'®© APGA believes
that it is critical that this initiative include all physical commodities, and in par-
ticular, all energy-related commodities. Enhanced transparency with respect to large
traders and the size, scope and composition of their aggregate positions will improve
our understanding of the dynamics of the market at any particular time, potentially
increasing hedger’s confidence in the markets’ price discovery function.

The CFTC has also announced an initiative to examine the classification of swaps
dealers under the large trader reporting system. The example discussed above of a
speculative trader entering into a bilateral transaction with a swaps dealer that
then covers its position in the regulated futures market illustrates why this reclassi-
fication initiative is important to a full understanding of the impact of speculators
on the markets. Prior to the CFTC’s initiative, positions that were assumed for spec-
ulative purposes in the OTC markets apparently could be reflected in the CFTC’s
futures market reporting system as the positions of a “commercial.” This happens
because the swaps dealer may be covering its exposure in the futures market arising
from its OTC position as counter-party to a bilateral OTC transaction. This was
classified as a ‘hedge’ of the OTC position by the ‘commercial’ swaps dealer. How-
ever, the original OTC position may have been entered into for speculative purposes,
by a hedge fund, for example. Accordingly, despite the economic linkage between the
speculative OTC transaction and the regulated market, prior to the CFTC’s recent
re-classification initiative, speculative OTC positions have been reflected in the
CFTC’s COT futures market reports as non-speculative, “commercial” positions.
Similarly, when a long-only index fund enters into a speculative OTC position with
a swaps dealer, the position of the swaps-dealer in the futures market has been
classified by the CFTC as the non-speculative position of a “commercial.”

Equally profound, speculative position limits do not apply to hedging activity by
commercials. Thus, positions that would be subject to a speculative position limit
if entered into directly on the regulated exchange are not so limited if the speculator
enters into the transaction in the OTC market and the swaps dealer in turn covers

9For example, the CFTC recently amended its Rule 18.05 “special call” provision to make ex-
plicit that its special call authority to traders applies to OTC positions, including bilateral trans-
actions and transactions executed on the unregulated electronic trading facilities where the
trader has a reportable position on a designated contract market in the same commodity. This
amendment made explicit authority that the CFTC has previously exercised under Rule 18.05
to require a trader with a reportable position on a regulated exchange, upon special call, to re-
port related OTC positions.

10 See, “Recent Energy Initiatives,” CFTC Statement, http:/ /cftc.gov/stellent/groups/public/
@newsroom [ documents [ file | cftcenergyinitiatives061708.pdf.
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its ensuing risk in the regulated market. In this way a speculator can amass a larg-
er position indirectly than it could by trading directly on the exchange. The CFTC
has also granted a number of staff No Action letters exempting from speculative po-
sition limits certain passively managed long-only index funds that have price expo-
sure from their obligation to track a commodity index.11

Part of the increased transparency that APGA has been seeking includes a more
nuanced approach to classification of positions so that the impact of these OTC spec-
ulative positions on the regulated market can be better understood. As noted above,
the CFTC has recently undertaken several initiatives to report more accurately the
trading of index funds and to better classify trading by swaps dealers. APGA be-
lieves that these are important initiatives that will shed greater light and under-
standing on the possible effects on the oil market arising from speculative traders
and from certain speculative trading strategies.

It may be, however, that additional statutory changes would be helpful in ensur-
ing that the CFTC has sufficient authority and direction to deepen and make per-
manent these steps and to apply them with respect to all physical commodities, in-
cluding all energy-related products. APGA believes that although the issues dis-
cussed at this hearing arise most acutely in today’s oil markets, the issues apply
equally to all energy markets, including in particular natural gas. The problems
that are being noted in relation to the oil markets have also been raised quite re-
cently with respect to the natural gas markets and have been noted in respect to
the market for propane. APGA believes that the problems that have been noted by
this Committee are broader than the oil markets and that other energy markets,
including natural gas, require continuing rigorous oversight and close attention.

CFTC Resources

The CFTC plays a critical role in protecting consumers, and the market as a
whole, from fraud, manipulation and market distortion. It is essential that the
CFTC have the necessary resources to monitor markets and protect consumers from
attempts to manipulate the market. This is critical given the additional oversight
responsibilities the CFTC will have through the market transparency language in-
cluded in the farm bill and the additional transparency requirements that APGA is
proposing to the Committee.

Over the last several years, trading volumes have doubled while CFTC staffing
levels have, on average, decreased. In fact, while we are experiencing record trading
volumes, employee levels at the CFTC are at their lowest since the agency was cre-
ated. APGA is concerned that if funding for the CFTC is inadequate, so may be the
level of protection. American consumers expect more than this form of regulatory
triage.

Conclusion

Our testimony today is not meant to imply that the CFTC has not been vigilant
in pursuing wrongdoers. Experience tells us that there is never a shortage of indi-
viduals or interests who believe they can, and will attempt to, affect the market or
manipulate price movements to favor their market position. The fact that the CFTC
has assessed over $300 million in penalties, and has assessed over $2 billion overall
in government settlements relating to abuse of these markets affirms this. These
efforts to punish those that manipulate or abuse markets or to address those that
might innocently distort markets are important. But it must be borne in mind that
catching and punishing those that manipulate markets after a manipulation has oc-
curred is not an indication that the system is working. To the contrary, by the time
these cases are discovered using the tools currently available to government regu-
lators, our members, and their customers, have already suffered the consequences
of those abuses in terms of higher natural gas prices. Nor is it acceptable to be un-
able to make responsible public policy decisions because of a lack of transparency
in the markets.

Greater transparency with respect to traders’ large positions, whether entered
into on a regulated exchange or in the OTC markets in natural gas will provide the
CFTC with the tools to answer that question and to detect and deter potential ma-
?ipilllative or market distorting activity before our members and their customers suf-
er harm.

This hearing has raised issues that are vital to APGA’s members and their cus-
tomers. We do not yet have the tools in place to say with confidence the extent to
which the pricing mechanisms in the natural gas market today are reflecting mar-
ket fundamentals or the possible market effects of various speculative trading strat-

11 See CFTC Letter 06—09 (April 19, 2006); CFTC Letter 06—-19 (September 6, 2006).
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egies. However, we know that the confidence that our members once had in the pric-
ing integrity of the markets has been badly shaken.

In order to protect consumers the CFTC must be able to (1) detect a problem be-
fore harm has been done to the public through market manipulation or price distor-
tions; (2) protect the public interest; and (3) ensure the price integrity of the mar-
kets. Accordingly, APGA and its 704 public gas system members applaud your con-
tinued oversight of the CFTC’s surveillance of the natural gas markets. We look for-
ward to working with the Committee to determine the further enhancements that
may be necessary to restore consumer confidence in the integrity of the price dis-
covery mechanism.

In addition to increasing market transparency, however, if we are to bring natural
gas prices back to an affordable level, it is equally important that energy policy
must ensure that supply is adequate to meet demand. In addition to greater trans-
parency in market pricing, this will require that supply and demand for natural gas
be unfettered by regulation. Yet, current statutory and regulatory policies (1) pro-
hibit the assessment of offshore reserves; (2) restrict and limit access to production
in areas of known reserves; and (3) encourage the use of natural gas for new electric
generation.

It makes no sense to encourage greater use of natural gas on the one hand while
at the same time to impede the acquisition of data that could point to areas of abun-
dant new resources and to obstruct production in areas with rich supplies. In light
of these facts, is it a wonder that speculators find these markets attractive?

Natural gas is a lifeblood of our economy and millions of consumers depend on
natural gas every day to meet their daily needs. It is critical that the price those
consumers are paying for natural gas comes about through the operation of fair, or-
derly and transparent markets. It is equally critical that regulatory policy support
bringing demand and supply into balance. Every winter, more than 65 million resi-
dential and commercial homes and businesses are heated by natural gas. More than
20% of our nation’s electricity is generated by natural gas, and that percentage will
grow because America is unwilling to adopt 21st century nuclear technology and
other alternatives to replace coal for electric generation. Increases in market trans-
parency alone will not address this problem.

The CHAIRMAN. Thank you, Mr. Comstock.
Mr. Greenberger, welcome to the Committee.

STATEMENT OF MICHAEL GREENBERGER, J.D., PROFESSOR,
UNIVERSITY OF MARYLAND SCHOOL OF LAW, BALTIMORE, MD

Mr. GREENBERGER. Thank you, Mr. Chairman. It is a pleasure to
be here. This testimony is my own personal view about, and when
I say personal, I emphasize personal. I represent nobody. I am here
on my own behalf. I have no clients that I am representing, as my
disclosure form makes clear.

I think the fundamental question this Committee has to answer
is whether the purpose of the Commodity Exchange Act, which was
established most clearly in 1936 to bar excessive speculation, is
still an active purpose of the statute. In the 1935 report of this
Committee that brought forth the Commodity Exchange Act, it was
said, “The fundamental purpose of the measure is to ensure fair
practice and honest dealing on the commodity exchanges and to
provide a measure of control over those forms of speculative activ-
ity which too often demoralize the markets to the injury of pro-
ducers and consumers and the exchanges themselves.”

President Roosevelt, in a message to Congress urging the pas-
sage of what became the Commodity Exchange Act, said, “It should
be our national policy to restrict as far as possible the use of these
exchanges for purely speculative operations.”

This bill authorizes the Commission to fix limitations on purely
speculative trades. There is a lot of talk in the air about the specu-
lative impacts on the price of crude oil. I am not an economist. I
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have read a lot of economic studies about this and statements.
What I will say is I think you cannot gainsay the fact that there
is a dispute here of whether or not speculation is playing a role.

When the Commodity Exchange Act was passed in 1936, it was
in response to farmers who, looking out at their fields, said, “I don’t
really have any control over what I am growing. Those guys back
in Chicago, the locals,” that is what they were called, the specu-
lators, “control the price of what I am growing.” And there is a
1892 report of this Committee that articulates a quote from a farm-
er with that very point. And the thesis was that those guys in Chi-
cago, because that is where the trading was, could, by buying
paper, paper trades, could raise and lower the price of this at their
will.

Now, did the Commodity Exchange Act bar speculation? No, it
did not. It recognized that speculators are needed to make a liquid
exchange. But it did bar excessive speculation, and that excessive
speculation has been fought with many tools, the most clearest of
which, especially today in the agricultural market, are hard and
fixed limits on the participation of speculators. In the OTC market,
or in the foreign board of trade market as it stands today, there
are real issues about whether those limits on speculators are work-
ing or whether they are even in place.

I don’t believe it is the burden of the truckers, the airlines, the
farmers, the automobile manufacturers to prove that there is no
speculation. I believe that if it is in question, there needs to be the
appropriate transparency to answer once and for all whether or not
speculation is dominating these markets.

If you try and trace the $260 billion which has entered into the
index swaps market since 2004, you can’t go and find where the
money is. You can’t trace that money. Why? Because these markets
are opaque. The same problem in the housing meltdown. You have
credit default swaps which were deregulated by the Commodity Fu-
tures Modernization Act of 2000. The Chairman of the Fed would
love to know what the total scope of those credit default swaps are,
but they are buried all over the economy, and they only come to
light upon a bankruptcy or some other transaction where they have
to be fixed. You will note that the Chairman of the Fed is now say-
ing if a financial institution, another major financial institution,
fails, he does not want it to go through a bankruptcy proceeding.

My view is that the legislative proposals, and I am happy to talk
about them in detail, would provide the transparency to answer,
once and for all, is the price of oil supply and demand entirely, or,
as many, many people have said, is there a speculative premium
being added?

I want to emphasize two final things. I do not argue that the en-
tire run-up of the price of crude oil or other commodities including
agricultural prices is entirely speculation. What I do argue is if
there is any part of it that is due to excessive speculation, not ma-
nipulation, but excessive speculation, we should put a stop to it. If
it reduces gas prices by four percent, five percent, whatever, the
American consumer should not be paying that speculative tax. If
there is no speculation, then we can all go and say the argument
is over.
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One final point. Mr. Vice raised the analysis of my June 3 testi-
mony before the Senate Commerce Committee. That analysis is not
on their website. I am perfectly prepared to answer, under oath,
any of the comments that were made in that analysis, and the
Chairman of this Committee has asked that I provide him a letter
doing so, which I have done. I sense from the Senate side that this
is not something that they want to make into a public debate, as
evidenced by the fact it is not on their website. And I am prepared
to tamp that down, but if I need to defend myself, I will defend my-
self. I have written a detailed letter to the Chairman on it point
for point, and not only do I believe I have not said anything in
error, I believe that that analysis is filled with errors.

Thank you.

[The prepared statement of Mr. Greenberger follows:]

PREPARED STATEMENT FOR JULY 10 AND 11 OF MICHAEL GREENBERGER, J.D.,
PROFESSOR, UNIVERSITY OF MARYLAND SCHOOL OF LAW, BALTIMORE, MD

Introduction

My name is Michael Greenberger.

I want to thank the Committee for inviting me to testify on the important issue
that is the subject of today’s hearings.

After 25 years in private legal practice, I served as the Director of the Division
of Trading and Markets (“T&M?”) at the Commodity Futures Trading Commission
(“CFTC”) from September 1997 to September 1999. In that capacity, I supervised
approximately 135 CFTC personnel in CFTC offices in DC, New York, Chicago, and
Minneapolis, including lawyers and accountants who were engaged in overseeing
the Nation’s futures exchanges. During my tenure at the CFTC, I worked exten-
sively on, inter alia, regulatory issues concerning exchange traded energy deriva-
tives, the legal status of over-the-counter (“OTC”) energy derivatives, and the CFTC
authorization of trading of foreign exchange derivative products on computer termi-
nals in the United States.

While at the CFTC, I also served on the Steering Committee of the President’s
Working Group on Financial Markets (“PWG”). In that capacity, I drafted, or
oversaw the drafting of, portions of the April 1999 PWG Report entitled “Hedge
Funds, Leverage, and the Lessons of Long-Term Capital Management,” which rec-
ommended to Congress regulatory actions to be taken in the wake of the near col-
lapse of the Long Term Capital Management (LTCM) hedge fund, including Appen-
dix C to that report which outlined the CFTC’s role in responding to that near col-
lapse. As a member of the International Organization of Securities Commissions’
(“IOSCO”) Hedge Fund Task Force, I also participated in the drafting of the Novem-
ber 1999 report of IOSCO’s Technical Committee relating to the LTCM episode:
“Hedge Funds and Other Highly Leveraged Institutions.”

After a 2 year stint between 1999 and 2001 as the Principal Deputy Associate At-
torney General in the U.S. Department of Justice, I began service as a Professor
at the University of Maryland School of Law. At the law school, I have, inter alia,
focused my attention on futures and OTC derivatives trading, including academic
writing and speaking on these subjects. I currently teach a course that I designed
entitled “Futures, Options, and Derivatives.”

The question whether there has been excessive speculation of U.S. energy futures
markets in general, and futures based on U.S. delivered crude oil contracts specifi-
cally, has been the subject of many hearings. I have previously testified at six of
those hearings, the most recent held on June 24, 2008 before the United States Sen-
ate Committee on Homeland Security & Government Affairs. To put the issue of
this Committee’s hearings in context, I summarize and update the points I made
at that hearing immediately below.

Summary and Update of Prior Testimony

One of the fundamental purposes of futures contracts is to provide price discovery
in the “cash” or “spot” markets.! Those selling or buying commodities in the “spot”

1The Economic Purpose of Futures Markets and How They Work, COMMODITY FUTURES TRAD-
ING COMMISSION, hitp:/ /www.cfte.gov [ educationcenter | economicpurpose.html (last visited July
8, 2008).
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markets rely on futures prices to judge amounts to charge or pay for the delivery
of a commodity.2 Since their creation in the agricultural context decades ago, it has
been widely understood that, unless properly regulated, futures markets are easily
subject to distorting the economic fundamentals of price discovery (i.e., cause the
paying of unnecessarily higher or lower prices) through excessive speculation, fraud,
or manipulation.3

As the 1935 Report of this Committee stated: “The fundamental purpose of the
measure [i.e., what was to become the Commodity Exchange Act of 1936 (‘CEA’)]
is to insure fair practice and honest dealing on the commodity exchanges and to pro-
vide a measure of control over those forms of speculative activity which too often
demoralize the markets to the injury of producers and consumers and the exchanges
themselves.” 4

Indeed, President Roosevelt, when introducing what became the CEA said: “[I]t
should be our national policy to restrict, as far as possible, the use of these ex-
changes for purely speculative operations.”® In this regard, this Committee then
stated: “This bill authorizes the Commission . . . to fix limitations upon purely
speculative trades . . .”¢

The CEA has long been judged to effectively prevent excessive speculation and
manipulation. Accordingly, prior to the passage of the Commodity Futures Mod-
ernization Act of 2000 (“CFMA”), “all futures activity [was] confined by law (and
eventually to criminal activity) to [CFTC regulated] exchanges alone.”7 At the be-
hest of Enron, the CFMA authorized the “stunning”® change to the CEA to allow
the option of trading energy commodities on deregulated trading platforms, i.e., ex-
changes exempt from CFTC contract market registration requirements, thereby re-
jecting the contrary 1999 advice of the President’s Working Group on Financial Mar-
kets, which included the Secretary of the Treasury, the Chairman of the Federal Re-
serve Board, and the Chairmen of the SEC and CFTC.? This exemption from con-
tract market regulation is called the “Enron Loophole.”

Two prominent and detailed bipartisan studies by the Permanent Subcommittee
on Investigations’ (“PSI”)10 staff concluded that large financial institutions and
wealthy investors had needlessly driven up the price of energy commodities over
what economic fundamentals dictate, adding, for example, what the PSI estimated
to be @ $20-$25 per barrel to the price of a barrel of crude oil.11 At the time of
that estimate, the price of crude oil had reached a then record high of $77. The con-
clusion that excessive speculation has added a considerable premium to energy

2See Platts Oil Pricing and Market-on-Close Methodology Explained, Platts (July 2007) at 3,
available at Atip:/ /www.platts.com | Resources | whitepapers |/ index.xml.

3See, e.g., Jonathan Ira Levy, Contemplating Delivery: Futures Trading and the Problem of
Commodity Exchange in the United States, 1875-1905, AMERICAN HISTORICAL REVIEW 307
(2006) (“‘[T]he man who managed or sold or owned those immense wheat fields has not as much
to say with the regard to the price of the wheat that some young fellow who stands howling
around the Chicago wheat pit could actually sell in a day’”(quoting Fictitious Dealings in Agri-
cultural Products: House Comm. on Agric. Committee Hearing Reports (1892)).

4Report No. 421, U.S. House of Representatives 74th Cong, Accompanying the Commodity Ex-
change Act, March 18, 1935.

5President Franklin D. Roosevelt, Message to Congress, February 9, 1934.

6Report No. 421, U.S. House of Representatives 74th Cong., Accompanying the Commodity
Exchange Act, March 18, 1935.

7PHILIP MCBRIDE JOHNSON & THOMAS LEE HAZEN, DERIVATIVES REGULATION 28 (Cumm.
Supp. 2008).

81d. at §1.17.

9Id. at 28; see also President’s Working Group on Financial Markets, Over-the-Counter De-
rivatives Markets and the Commodity Exchange Act 16 (1999), available at htip://
www.ustreas.gov | press [ releases [ reports [ otcact.pdf (last visited July 8, 2008) (“Due to the char-
acteristics of markets for non-financial commodities with finite supplies, however, the Working
Group is unanimously recommending that the exclusion [from regulation] not be extended to
agreements involving such commodities.”).

10 PERMANENT SUBCOMMITTEE ON INVESTIGATIONS OF THE COMMITTEE ON HOMELAND SECU-
RITY AND GOVERNMENTAL AFFAIRS, THE ROLE OF MARKET SPECULATION IN RISING OIL AND GAS
PrICES: A NEED To PuT THE CoP BACK ON THE BEAT (June 27, 2006) [hereinafter June 2006
Report]; PERMANENT SUBCOMMITTEE ON INVESTIGATIONS OF THE COMMITTEE ON HOMELAND SE-
CURITY AND GOVERNMENTAL AFFAIRS, EXCESSIVE SPECULATION IN THE NATURAL GAS MARKET
(June 25, 2007) [hereinafter June 2007 Report].

11 June 2006 Report, supra note 10, at 2, 23.
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products has been corroborated by many experts on,'2 and observers of, these mar-
kets.13

The PSI staff and others have identified the Intercontinental Exchange (“ICE”) of
Atlanta, Georgia, as an unregulated trading facility upon which a considerable
amount of exempt U.S. energy futures trading is done.'* For purposes of facilitating
exempt natural gas futures, ICE is deemed a U.S. “exempt commercial market”
under the Enron Loophole.'> For purposes of its facilitating U.S. WTI crude oil fu-
tures on U.S. trading terminals, the CFTC, by informal staff action, considers ICE,
because of its wholly owned subsidiary, ICE Futures Europe, to be a U.K. entity not
subject to direct CFTC regulation even though ICE maintains U.S. headquarters
and U.S. trading infrastructure (i.e., terminals and servers), facilitating, inter alia,
@ 30% of trades in U.S. WTI futures trades.1¢

12 See, e.g., Edmund Conway, George Soros: Rocketing Oil Price is a Bubble, DAILY TELEGRAPH
(May 27, 2008), available at htip://www.telegraph.co.uk/money/main.jhtml?xml=/money/
2008/05 /26 [censoros126.xml (last visited July 8, 2008) (quoting Mr. George Soros as stating
“Speculation . . . is increasingly affecting the price”); Written Testimony of Michael Masters,
Hearing Before the Committee on Homeland Securlty and Governmental Affairs, U.S. Senate
2 (May 20, 2008), available at http://hsgac.senate.gov/public/J'iles/052008Masters.pdf (last
visited July 8, 2008) (quoting Michael W. Masters as stating “Are Institutional Investors con-
tributing to food and energy price inflation? And my unequivocal answer is YES”); Oral Testi-
mony of Edward Krapels, Hearing Before the Committee on Energy and Commerce Sub-
committee on Oversight and Investigations, U.S. House of Representatives, (June 23, 2008)
(quoting Mr. Edward Krapels as stating “I think the amount of speculation is really substantial
[within the crude oil market.]”); Oral Testimony of Roger Diwan, Hearing Before the Committee
on Energy and Commerce Subcommittee on Oversight and Investigations, U.S. House of Rep-
resentatives, (June 23, 2008) (quoting Mr. Roger Diwan, responding to Rep. Whitfield’s question:
So you're saying if we adopt these regulatory changes, we could almost cut the retail price of
gas in half in a relatively short period of time? “I don’t know how quickly it takes to get prices
down, but it’s clear that prices will reflect closer the marginal cost of producing o0il.”); Alejandro
Lazo Energy Stocks Haven’t Caught Up With Oil Prices, WASH. PosT (Mar. 23, 2008), available

http:/ |www.washingtonpost. com/ wp-dyn [content | article/ 2008/ 03/21/

AR2008032103825 html (last visited July 8, 2008) (quotlng Mr. Fadel Gheit as stating “The larg-
est speculators are the largest financial companies.”); Michelle Foss, United States Natural Gas
Prices To 2015, 34 (2007), available at http:// www.oxfordenergy.org/ pdfs/ NG18.pdf (last visited
July 8, 2008) (asserting “The role of speculation in oil markets has been widely debated but
could add upwards of $20 to the price per barrel.”); Tim Evans, Citi Futures Perspective: PM
Energy News & Views, at 2 (July 3, 2008) (quoting “With the latest push to the upside, we see
the crude oil market becoming even more completely divorced from any connection to funda-
mental factors and becoming even more obsessed with the simple question, How high can it

go? ) Advantage Business Media, Economist Blames Subsidies for Oil Price Hike, CHEM. INFO
(2 8), available at http:/ |www.chem.info /ShowPR.aspx?PUBCODE=075&ACCT=
0000100&ISSUE=06098& ORIGRELTYPE=
DM&RELTYPE=PR&PRODCODE=00000&PRODLETT =Md&CommonCount=0 (last visited July
8, 2008) (quoting Dr. Michelle Foss as stating “We have an overpriced commodity, and this is
going to be around for a while.”); Kenneth N. Gilpin, OPEC Agrees to Increase Output in July
to Ease Oil Prices, N.Y. TIMES (June 3, 2004) available at http:/ /www.nytimes.com /2004 /06 ]
03 /business /03CND-
OIL.html%x=1401681600&en=5dbd50c56369795b&ei=5007&partner=USERLAND (last visited
July 8, 2008) (quoting Mr. Kyle Cooper as stating “There is not a crude shortage, which is why
OPEC was so reluctant to raise production.”); Upstream, Speculators 'not to blame’ for Oil Prices,
UPSTREAMONLINE.COM, (April 4, 2008), available at Attp://www.upstreamonline.com/live/
article151805.ece (last visited July 8, 2008) (quoting Mr. Sean Cota as stating “It has become
apparent that excessive speculation on energy trading facilities is the fuel that is driving this
runaway train in crude prices”); Mike Norman, The Danger of Speculation, FOXNEWS.COM (Aug.
19, 2005), available at Attp:/ /www.foxnews.com /story/0,2933,166038,00.html (last visited July
8, 2008) (Mr. Norman stating “Oil prices are high because of speculation, pure and simple.
That’s not an assertion, that’s a fact. Yet rather than attack the speculation and rid ourselves
of the problem, we flail away at the symptoms.”).

13 INTERNATIONAL MONETARY FUND, REGIONAL EcoNOMIC OUTLOOK: MIDDLE EAST AND CEN-
TRAL ASIA 27-28 (2008) (“Producers and many analysts say it is speculative activity that is
pushing up oil prices now. Producers in particular argue that fundamentals would yield an oil
price of about U.S. $80 a barrel, with the rest being the result of speculative activity.”); see also
Neil King Jr., Saudi Arabia’s Leverage In Oil Market Is Sapped, WALL STREET J. (June 16,
2008), available http:/ |online.wsj. com/artlcle/
SB121355902769475555. html?mod=googlenews wSJ (last visited July 8, 2008) (quoting Saudi
Oil Minister Ali Naimi as saying skyrocketing oil prices were unJustlﬁed by the fundamentals”
of supply and demand).

14 See June 2007 Report, supra note 10, at 27.

15 See id.

16 See Written Testimony of Professor Michael Greenberger, Energy Market Manipulation and
Federal Enforcement Regimes: Hearing before the S. Comm. on Commerce, Science, and Trans-
portation, 3 (2008), available at  http:/ /digitalcommons.law.umaryland.edu / cgi/
viewcontent.cgifarticle=1026&context=cong test (last visited July 8, 2008).
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The Dubai Mercantile Exchange, in affiliation with NYMEX, a U.S. exchange, has
also been granted permission to trade the U.S. delivered WTI contract on U.S. ter-
minals, but is, by virtue of a CFTC No Action letter, to be regulated directly by the
Dubai Financial Service Authority (“DFSA”).17 NYMEX describes itself as “a found-
er and has ownership share in [DME] and provides clearing services for that ex-
change.” 18

NYMEX itself, the U.S. premier regulated energy futures contract market cap-
turing the overwhelming share, e.g., of the U.S. delivered WTI futures market, has
announced that it has applied to the United Kingdom’s Financial Services Authority
to have a NYMEX London trading platform registered with the that British agen-
cy,19 after which NYMEX will apply for the kind of foreign board of trade no action
relief that has already been granted to ICE and DME. Providing NYMEX’s London
trading platform with this kind of no action relief might very well convert full U.S.
regulation of the most important U.S. crude oil futures contracts to considerable
U.K. oversight.20 These staff informal action letters, effectuating the exemptions for
“foreign” owned U.S. trading terminals, by their own terms make it clear that they
may be instantly revoked by the CFTC.21

One final gap in the oversight of excessive speculation in the U.S. crude oil (and
agricultural) markets has been illuminated by the testimony of Michael W. Masters,
Managing Member of Masters Capital Management, LLC, at recent May 20 and
June 24 hearings before the Senate Committee on Homeland Security and Govern-
ment Affairs.22 Mr. Masters demonstrated that large financial institutions, such as
investment banks and hedge funds, which were “hedging” their off exchange futures
transactions on energy and agricultural prices on U.S. regulated exchanges, were
being treated by NYMEX, for example, and the CFTC as “commercial interests,”
rather than as the speculators they clearly are.23 By lumping large financial institu-
tions with traditional commercial oil dealers (or farmers)24 even fully regulated U.S.
exchanges are not applying traditional speculation limits to the transactions en-
gaged in by these speculative interests.2> Mr. Masters has demonstrated that a sig-
nificant percentage of the trades in WTI futures, for example, were controlled by
noncommercial interests.26 These exemptions from speculation limits for large finan-
cial institutions hedging off-exchange “swaps” transactions emanate from a CFTC
letter issued on October 8, 199127 and they have continued to present day.28

Again, while the principal focus to date has been on skyrocketing energy prices,
Mr. Masters’ testimony, aided by a widely discussed cover story in the March 31,
2008 issue of Barron’s,?® has made clear that the categorization of swaps dealers
outside of speculative controls even on U.S. regulated contract markets has been a
cause of great volatility in food prices, as well as in the energy markets.

17Dub§:1i Mercantile Exchange Ltd., CFTC No-Action Letter, 2007 CFTC Ltr. LEXIS 6 (May
24, 2007).

18 See Written Testimony of Jim Newsome, Hearing Before the Committee on Energy and
Commerce Subcommittee on Oversight and Investigations, U.S. House of Representatives, at 6
(June 23, 2008) [hereinafter June 23, 2008 Testimony of Jim Newsome].

191d.; Jeremy Grant, Nymex’s Long Road to the Electronic Age, FINANCIAL TIMES (Feb. 17,
2006), at 39. (“Nymex has indicated that it might be forced to move its electronically traded
WTI to London so that it can compete on a level playing field with ICE.”).

20 See June 23, 2008 Testimony of Jim Newsome, supra note 18.

21 See Written Testimony of Professor Michael Greenberger, Energy Speculation: Is Greater
Regulation Necessary to Stop Price Manipulation?: Hearing Before the H. Subcomm. on Over-
sight and Investigations 11-12 (2007) (providing a complete discussion of the No Action letter
process including termination), available at http://digitalcommons.law.umaryland.edu/cgi/
viewcontent.cgifarticle=1011&context=cong test (last visited July 8, 2008).

22 Masters, supra note 12.

23]d. at 7-8.
24 Gene Epstein, Commodities: Who’s Behind The Boom?, BARRON’s 32 (March 31, 2008) ( “The
speculators, now so bullish, are mainly the index funds. . . . By using the [swaps dealers] as

a conduit, the index funds get an exemption from position limits that are normally imposed on
any other speculator, including the $1 in every $10 of index-fund money that does not go
through the swaps dealers.”).

25 Masters, supra note 12, at 7.

26]d. at 8, 11.

27J. Aron & Co., CFTC Interpretive Letter, 1991 CFTC Ltr. LEXIS 18 (Oct. 8, 1991).

28 See Written Testimony of Michael Masters, Hearing Before Committee on Energy and Com-
merce Subcommittee on Oversight and Investigations, U.S. House of Representatives, at 5 (June
23, 2008) available at http:/ /energycommerce.house.gov /cmte mitgs/110-0i-hrg.062308.Masters-
testimony.pdf (quoting “assets allocated to commodity index trading strategies have risen from
$13 billion at the end of 2003 to $260 billion as of March 2008, and the prices of the 25 commod-
ities that compose these indices have risen by an average of 183% in those 5 years!”).

29 See Epstein, supra note 24.
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Many parties are now urging this Congress to close the Enron, London/Dubai, and
Swaps Dealers Loopholes. On June 18, 2008, the Food Conservation and Energy Act
of 200830 (the “Farm Bill”) was enacted into law by a Congressional override of
President Bush’s veto. Title XIII of the farm bill is the CFTC Reauthorization Act
of 2008, which, in turn, includes a provision that was intended to close the Enron
Loophole.3® This provision, while a good start, did not return to the status quo prior
to the passage of the Enron Loophole: i.e., it did not bring all energy futures con-
tracts within the U.S. futures regulatory format. Rather, the farm bill amendment
requires the CFTC “at its discretion” to prove on a contract-by-contract basis
through administrative proceedings governed by the notice and comment provisions
of the Administrative Procedure Act?32 that an individual energy contract should be
regulated if the CFTC can prove that the contract “serve[s] a significant price dis-
covery function” in order to detect and prevent excessive speculation and manipula-
tion.33 The farm bill Amendment affords the CFTC 15 months after enactment to
implement that re-regulation process specified therein.34

The CFTC has publicly stated that it intends to apply the new legislation to only
one of ICE’s many 35 unregulated ICE energy futures contract, i.e., only ICE’s Henry
Hub natural gas futures contract would be removed from the Enron Loophole pro-
tection and become fully regulated.?¢ Thus, by this CFTC pronouncement, it now
seems that no crude oil, gasoline, and heating oil futures contracts will be covered
by the new legislation—not even the multi-billion agricultural/commodity index fu-
tures funds premised upon the prices of U.S. energy and agricultural commodities
about which, inter alia, Michael Masters has testified are destabilizing the economic
fundamentals of the agriculture and energy markets.

The CFTC has also made it clear that the farm bill amendment will not cover
any U.S. futures contracts relating to the price of U.S. delivered commodities traded
on the U.S. terminals of foreign exchanges operating pursuant to CFTC staff “no
action” letters. As mentioned above, the Intercontinental Exchange (“ICE”) of At-
lanta, Georgia, for purposes of facilitating U.S. delivered WTI crude oil futures, is
considered by the CFTC, through an informal staff No Action letter, to be a U.K.
entity not subject to direct CFTC regulation even though ICE maintains U.S. head-
quarters and trading infrastructure, facilitating, inter alia, @ 30% of trades in U.S.
WTI futures of its wholly owned the London subsidiary on which the no action per-
mission is based. Moreover, the Dubai Mercantile Exchange (“DME”), in affiliation
with NYMEX, a U.S. exchange, has also been granted permission to trade the U.S.
delivered WTI contract on U.S. terminals, but is, by virtue of a CFTC No Action
letter, directly regulated by the Dubai Financial Service Authority (“DFSA”). Again,
even though the plain language of the farm bill does not exempt contract markets
engaged in the U.S. trading of futures premised upon U.S. delivered commodities,
iclh? CFTC will not use the farm bill amendment to close the “London/Dubai” Loop-

ole.

Congress Should Insist Upon Full Market Transparency To Ensure That
Excessive Speculation Is Not Overwhelming Crude Oil Futures Trading

As the Committee knows, there is debate over whether the U.S. crude oil futures
market is overrun by excessive speculation. As I have said, my own view is that
those independent observers who understand those markets, by and large, concur
that the markets have come unhinged from supply/demand fundamentals in a man-
ner that makes them no longer useable by the physical hedgers who find prices to
be “locked in” too volatile and distant from market fundamentals.37

30Food Conservation and Energy Act of 2008, Pub. L. No. 110-246, §13201; 122 Stat. 1651
(2008)

32 See RICHARD J. PRINCE, JR., ADMINISTRATIVE LAW TREATISE 42425, 441-43 (4TH ED. 2002).

33Food Conservation and Energy Act of 2008, Pub. L. No. 110-246, §13201 122 Stat. 1651
(2008).

34]d. at § 13204.

35See Written Testimony of Jeffrey C. Sprecher, To Examine Trading Regulated Exchanges
and Exempt Commercial Markets: Hearing of the Commodity Futures Trading Commission,
(September 18,  2007). available at  http://files.shareholder.com /downloads/ICE /
325023768x0x132117/53a6f61e b72b-47ca-8f8e-8282¢21c12b/
CFTC%20Testimony%20091807.pdf (1ast visited July 8, 2008).

36 See Written Testimony of Acting Chair Walter Lukken, Energy Speculation: Is Greater Reg-
ulation Necessary to Stop Price Manipulation?: Hearing Before the H. Subcomm. on QOversight
and Investigations, 4 (Dec. 12, 2007) available at http:/ /www.cftc.gov /stellent | groups/public/
@newsroom | documents | speechandtestimony [ opalukken-32.pdf (emphasis added) (last visited
July 8, 2008).

37 See the many opinions from those experts in note 12 supra.
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I would argue, however, that even if this Committee has doubts about whether
excessive speculation or more serious malpractice are occurring in these markets
and thereby unnecessarily driving up the price of crude oil, then those very doubts
argue for legislation that makes these markets fully transparent. If all of these mar-
kets (e.g., OTC, foreign board of trade U.S. trading terminals for futures dependent
on U.S. commodities, and swaps dealers) were required to execute trades on U.S.
designated contract markets or designated transaction execution facilities, the real
time and constant reporting to both the CFTC and to the market’s own self regu-
latory observers, would make it indisputably clear whether the markets are func-
tioning solely on economic fundamentals; or whether excessive speculation is placing
?n unnecessary financial burden on them and the American energy consuming pub-
ic.

As it is, those who reject transparency are those who ask the U.S. energy con-
sumer to accept on blind faith (and I would argue in the face of substantial and
reliable data pointing in the opposite direction) that these markets are functioning
smoothly.

A Prompt Return to the Time Tested Futures Regulatory Format Predating
the Enron Loophole Will Create Much Needed Crude Oil Market Trans-
parency

Whatever form legislation takes to increase transparency in all U.S. traded energy
futures, I would urge that the following principles be embedded therein to reassure
the American energy consuming public that the price of crude oil is tied to market
fundamentals rather than excessive speculation.

Completely Close the Enron Loophole. While the farm bill amendment was
a good start, the radically rising price of crude oil even in the last few weeks now
augurs for returning all U.S. energy futures trading to the safe harbor of fully trans-
parent U.S. regulated contract markets. A simple amendment to existing law would
redefine an “exempt commodity” as a commodity that does not include an agricul-
tural or “energy commodity,” thereby bringing all energy futures, including energy
swaps based on the price of energy commodities, within the CEA’s regulated con-
tract market trading requirement. An energy commodity should include traditional
energy products, inter alia, crude oil, gasoline, diesel fuel, heating oil, propane, elec-
tricity, and natural gas, as well as metals which have also seen a drastic run up
in price. The result of this legislation would return U.S. energy futures trading to
the same status as U.S. agricultural trading, which must be conducted on the U.S.
registered contract market.

U.S. Based Energy Futures Contracts Traded on U.S. Terminals Should
Be Traded on U.S. Regulated Exchanges. To address the concerns about the
“London/Dubai” Loophole, any futures contract premised on the price of U.S. deliv-
ered energy futures and traded on U.S. trading terminals should be required to be
traded on U. S. registered contract markets. This requirement would not affect the
overwhelming number of foreign exchanges now trading within the U.S. who have
continued to limit their trading to foreign futures contracts.

Grace Periods. Reasonable grace periods should be provided in this kind of legis-
lation to accommodate conversion of energy futures trading not now under U.S.
oversight. A grace period no longer than 6 months should accommodate this conver-
sion.

Aggregated Speculation Limits for Noncommercial Hedgers. Consideration
should also be given to requiring the CFTC to establish uniform speculation limits
for noncommercial futures transactions involving the U.S. trading of energy futures
contracts premised upon the price of U.S. delivered energy commodities. This would
require the CFTC to “fix limits on the aggregate number of positions which may be
held by any person” for each month and in all markets under CFTC jurisdiction.
Under the existing regulatory regime, speculation limits are only applied by each
contract market, and “aggregate positions” are never imposed. These aggregated
limits would prevent a trader from spreading speculation over a host of markets,
thereby accumulating a disproportionately large share of an energy market while
satisfying each exchange’s separate limits. The aggregated limits should not be ap-
plied to “bona fide hedging transactions” involving the trading of energy futures con-
tracts by those having a true commercial interest in buying or selling the underlying
commodity.

Legislation meeting most or all of the above listed criteria include H.R. 6341, in-
troduced by Congressman Van Hollen and Congresswoman DeLauro, requiring all
energy futures contracts executed in the U.S. to be traded on U.S. regulated con-
tract markets, thereby building on the farm bill amendment’s closure of the Enron
Loophole by returning all energy futures trading, including the energy swaps mar-
ket, to where it was immediately prior to that provision’s passage, i.e., on regulated
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exchanges; and that legislation expressly requires the trading on U.S. terminals of
futures contracts premised upon U.S. delivered energy commodities to be similarly
subject to a U.S. regulated contract market. The latter provision would close the
“London/Dubai” Loophole.

Congressman Stupak has introduced H.R. 6330, which mirrors in function the
Van Hollen/DeLauro legislation, but, in what I refer to as a “belt and suspenders”
approach, specifically brings energy swaps transactions into the regulated futures
environment; nullifies after a grace period all foreign board of trade No Action let-
ters; imposes CFTC imposed aggregated speculation limits on noncommercial inter-
ests for energy futures trading; requires speculation limits to be imposed on all trad-
ers except those who are hedging commercial interests related to the underlying
commodity (thereby eliminating the hedge exemption from speculation limits for
swaps dealers); and provides strict Congressional oversight of any exemptions pro-
flided to energy futures trading from the contract market requirements of the legis-
ation.

Senator Nelson of Florida, with Senator Obama as a cosponsor, has introduced
S. 3134, which is similar to that portion of H.R. 6341 requiring all energy futures
contracts to be traded on regulated exchanges.38 Senators Cantwell and Snowe have
introduced S. 3122, which mirrors that portion of H.R. 6341 directed to closing the
London/Dubai Loophole by requiring all trading of futures based on U.S. delivered
energy commodity on U.S. platforms to be governed fully and directly by U.S. fu-
tures law.39 S. 3205, introduced by Senator Cantwell, is the Senate version of Con-
gressman Stupak’s H.R. 6330.

Also worthy of consideration are Senators Lieberman and Collins legislative op-
tions designed to undercut excessive speculation in these markets through direct
and aggregated controls on noncommercial futures traders. One of their proposals
would require the CFTC to establish firm and aggregated speculation position limits
on all U.S. speculative futures trading no matter where the platform on which the
trading is geographically located.40

There Are No Legal Restraints to Barring the “Foreign” Impact of Manipu-
lation on U.S. Markets

Arguments have been advanced that there are legal impediments to the CFTC ap-
plying U.S. regulatory protections on foreign boards of trade which bring their trad-
ing terminals to the U.S. If that argument were correct, it would be an impediment
to much of the legislation cited above requiring the CFTC to do just that. These ar-
guments are premised upon Section 4(b) of the Commodity Exchange Act (CEA).
Section 4(b) provides in part:

No rule or regulation may be adopted by the Commission under this subsection
that (1) requires Commission approval of any contract, rule, regulation, or ac-
tion of any foreign board of trade, exchange, or market, or clearinghouse for
such board of trade, exchange, or market, or (2) governs in any way any rule
or contract term or action of any foreign board of trade, exchange, or market,
or clearinghouse for such board of trade, exchange, or market.4!

However, this clause has been construed only to mean that the CFTC does not
have jurisdiction over transactions conducted by foreign persons in a foreign country
on a foreign board of trade.#2 Kleinberg v. Bear Stearns,*3 dealt with a situation
where London traders were committing acts of fraud on a London exchange.4 In
that case, the Court held that the CFTC did not have enforcement jurisdiction, but
explained, “It has been consistently held, at least implicitly, that CFTC may regu-
late and prosecute those who practice fraud in the United States in connection with
commodities trading on foreign exchanges.” 45

To similar effect is the recent case of Mak v. Wocom Commodities,*¢ concerning
a Hong Kong resident placing futures trades with the defendant commodity brokers,

38S. 3134, 110th Cong. (2008), available at htip://frwebgate.access.gpo.gov/cgi-bin/
getdoc.cgi?dbname=110 cong bills&docid=f:s3134is.txt.pdf (last visited July 8, 2008).

39 Policing United States Oil Commodltles Markets Act of 2008, S. 3122, 110th Cong. (2008),
available http:/ /] frwebgate access.gpo.gov [ cgi-bin /
getdoc.cgi?dbname=110 cong bllls&doctd =f:s3122is.txt. pdf (last visited July 8, 2008).

40 Discussion Draft to establish aggregate speculative position limits (2008) available at
http:/ | hsgac.senate.gov [ public/ files/aggspeclimits.pdf (last visited July 8, 2008).

417 U.S.C. §6(b) (2008).

42 PHILIP MCBRIDE JOHNSON & THOMAS LEE HAZEN, DERIVATIVES REGULATION 988 (2004 ed.).

431985 WL 1625 (1985).

44]d. at 1.

45]d. at 2 (internal citations omitted).

46112 F.3d 287 (7th Cir. 1997).
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both of which are Hong Kong corporations (Wocom).47 The claims were denied be-
cause they were not sufficiently particularized.4® However, the court stated that ju-
risdiction would have been extended if it had been clearly shown that there was
“particularized harm to our domestic markets.”49 With ICE we currently have trad-
ing by U.S. customers in U.S. denominated currency on U.S. terminals in the fore-
most benchmark U.S. crude oil futures contracts with substantial evidence dem-
onstrating “particularized harm to our domestic markets.”

Indeed these cases are consistent with a fundamental tenet of Federal financial
enforcement jurisprudence that Federal financial regulatory jurisdiction extends
even to wholly foreign transactions when domestic financial markets suffer “from
the effects of [an] improper foreign transaction[.]”5% The leading commentators on
U.S. derivatives regulation have, accordingly stated: “[E]ven without substantial ac-
tivity in the United States, jurisdiction will exist when conduct abroad has a sub-
stantial affect upon U.S. markets and U.S. investors.” 51

Confirmation of this broad sweep of U.S. jurisdiction to address overseas mal-
practice significantly impacting U.S. markets is evidenced most clearly by the
Sumitomo case.52 In that case, the CFTC’s enforcement division reached a settle-
ment agreement with a Japanese corporation upon determining that the Japanese
head copper trader of the Sumitomo Corporation manipulated the price of U.S. cop-
per almost exclusively through trading done in London on the London Metals Ex-
change.53 The CFTC imposed $150 million in fines and restitution.5¢ Only a small
portion of the trading was done in the U.S. and the London Metals Exchange con-
tact with the U.S. was limited to a U.S. warehouse.5> Despite these limited U.S.
contacts, “the penalty [assessed was then] the largest ever levied by a U.S. Govern-
ment agency,” and it was widely recognized that the settlement indicated that “ma-
nipulation of any commodity traded in the [U.S.] could be the subject of a C.F.T.C.
action, even if no acts were committed in this country.” 56

Clearly, then, trading done on trading platforms within the U.S. would be subject
to full CFTC regulatory authority. The fact that ICE is headquartered in Atlanta
with its trade matching engines in Chicago and it controls through its U.S. termi-
nals over 30% of the lead U.S.-delivered petroleum contract only makes the jurisdic-
tional question that much easier. The same is true of the Dubai exchange that part-
ners with U.S.-based NYMEX to trade WTI contracts on U.S. terminals; and of the
prospect of NYMEX opening a London trading platform for its energy futures prod-
ucts, but escaping U.S. regulation for that trading through a staff No Action letter
treating NYMEX as if it were a U.K. entity.

Even more important, Sumitomo and its progeny are an answer to those many
threats levied by large U.S. financial institutions that assert, if their trading on “for-
eign” trading terminals located in the U.S. is regulated, they will simply move that
trading abroad. To be clear, any trading done in the U.S. on foreign exchanges is
a fortiori covered by the applicable U.S. commodity laws.57 So when the threat is
made that the U.S. institutions will trade abroad, it means that it will be done com-
pletely outside of the sovereign U.S. However, the Sumitomo line of cases make
clear that the CFTC, and for that matter, United States Department of Justice for
purposes of related criminal prosecution,® can enforce violations of U.S. laws
abroad if U.S. markets are significantly impacted by the wrongdoing in foreign
countries. In short, speculators cannot escape the reach of U.S. civil and criminal
law if they cause price distortions in U.S. commodity markets.

Moreover, as I have testified elsewhere, no exchange, wherever located, can de-
velop liquidity in and maximize profits from trading U.S. delivered futures products

47]d. at 288.

48]d. at 290-91.

4971d. at 291.

50 Des Brisay v. Goldfield Corp., 549 F.2d 133, 135 (9th Cir. 1977) (citing Schoenbaum v.
Firstbrook, 405 F.2d 200, 206 (2d Cir. 1968), modified in other respects, 405 F.2d 215 (in banc),
cert. denied, 395 U.S. 906, 89 S. Ct. 1747, 23 L. Ed. 2d 219 (1969)).

51 JOHNSON & HAZEN, supra note 42, at 984.

521n the Matter of Sumitomo Corporation, 1998 CFTC LEXIS 96 (1998).

53]d. at 2-3.

5¢]d. at 24-25.

55]d. at 11-14.

56 Floyd Norris, The Markets; A Record Penalty of Sumitomo, a Lesson on Market Volatility,
N.Y. TiMES (May 12, 1998), at D13 (emphasis added).

57 JOHNSON & HAZEN, supra note 42, at 984.

58 See Press Release, Department of Justice, U.S. Charges 47 After Long-Term Undercover In-
vestigation Involving Foreign Exchange Markets, (Nov. 19, 2003), available at http://
wwuw.fbi.gov [ dojpressrel | pressrel03 | wooden111903.htm (last visited July 8, 2008).
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without having a substantial U.S. presence.5® This is evidenced by the 18 CFTC
staff No Action letters issued to foreign exchanges from all over the world allowing
the placement of trading terminals in the U.S.60 In short, the threat that trading
in U.S. delivered commodities will be done exclusively abroad is idle when con-
fronted by both economic and legal realities.

The IntercontinentalExchange Cannot Fairly Be Deemed British for Pur-
poses of Trading U.S. Petroleum Futures in U.S. Dollars on U.S. Trading
Terminals with U.S. Trading Engines

Of course, all of the above jurisdictional analysis assumes that ICE (and DME)
are “foreign” boards of trade. While ICE has a London wholly owned subsidiary,
that office is controlled by ICE’s headquarters in Atlanta; ICE’s trading engines are
in Chicago; it is trading over 30% of the U.S. premier crude oil futures contract in
U.S. denominated currency. ICE’s non-petroleum products, i.e., natural gas futures
contracts, are clearly traded within U.S. jurisdiction and are subject to re-regulation
under U.S. law by virtue of the farm bill’s “End the Enron Loophole” provision.61
ICE also owns a fully regulated U.S. exchange: formerly the New York Board of
Trade (NYBOT); now ICE Futures U.S. It defies all logic that such an exchange can
be called “foreign” based on the name given to its wholly owned subsidiary (ICE Fu-
tures Europe) and maintaining a London office that could as easily be operated out
within the U.S.

The same is also true of the Dubai Mercantile Exchange. Its principal partner is
the New York Mercantile Exchange (NYMEX), a U.S. regulated exchange and a U.S.
entity. The President of NYMEX sits on DME’s board. DME has authority to trade
the U.S. delivered WTI contract on trading terminals in the U.S. Under these cir-
cumstances, DME is clearly a U.S. exchange.

The illogic of the FBOT staff no action process is highlighted by NYMEX, a U.S.
regulated exchange headquartered in the U.S., establishing a London futures trad-
ing platform under the United Kingdom’s regulatory regime and then applying for
an FBOT staff No Action letter to allow trading within the U.S. on its NYMEX Lon-
don platform. NYMEX will then have converted itself from a U.S. entity into a Brit-
ish entity for purposes of U.S. trades on the platform with the principal regulation
of those trades in the hands of the United Kingdom.

And, why should NYMEX not do this? It is following precisely the ICE template.
However, the proposal defies all good sense, and, even worse, it will add darkness
to the trading markets that affect the price of crude oil, gasoline, and heating oil
within the U.S.

Under the ICE, DME and London/NYMEX scenarios, each of these exchanges are
clearly U.S. exchanges and their trading terminals should be regulated as U.S. regu-
lated contract markets. Moreover, as U.S. contract markets, they and the traders
on those exchanges (no matter whether they trade in the U.S. or abroad) are fully
subject to both CFTC civil jurisdiction and United States Federal criminal stat-
utes.62 For example, in Tamari v. Bache 63 the Seventh Circuit held there was Fed-
eral jurisdiction to enforce the Commodity Exchange Act, even though the trader
and the trader’s broker accused of fraud were both situated in Lebanon,%4 by stat-
ing: “that Congress intended to proscribe fraudulent conduct associated with any
commodity future transactions executed on a domestic exchange, regardless of the
location of the agents that facilitate the trading” and thus there was jurisdiction.65

59 Written Testimony of Professor Michael Greenberger, Energy Market Manipulation and
Federal Enforcement Regimes: Hearing Before the United States Senate Committee on Commerce,
Science, and Transportation, 12 (2008), available at http:/ /digitalcommons.law.umaryland.edu /
cgi/viewcontent.cgi?article=1026&context=cong test (last visited July 8, 2008).

60U.S. Commodity Futures Trading Commission, Foreign Boards of Trade Receiving Staff No
Action Letters Permitting Direct Access from the U.S., available at http:/ / services.cftc.gov /sirt/
sirt.aspx?Topic=ForeignTerminalRelief (last visited July 8, 2008).

61Food Conservation and Energy Act of 2008, Pub. L. No. 110-246, § 13201; 122 Stat. 1651
(2008); Jessica Marron, House and Senate Lawmakers Move to Close ‘Enron Loophole’ with
Amendment to Farm Bill, PLATTS GLOBAL POWER REPORT, (May 1, 2008) (stating that the “ini-
tial target of the [the Farm’s Bill End the Enron Loophole Provision] is ICE’s financially settled
Henry Hub swap contract”).

62 JOHNSON & HAZEN, supra note 42, at 986 (citing In the Matter of Ralli Brothers Bankers,
[1986-1987 Transfer Binder] Comm. Fut. L. Rep. (CCH) {23, 314 (1986)).

63730 F.2d 1103 (7th Cir. 1984).

64]d. at 1104-05.

65]d. at 1108; JOHNSON & HAZEN, supra note 42, at 987.
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The CFTC Has Consistently Viewed Foreign Exchanges Trading on U.S.
Terminals Subject to Full U.S. Regulation

It has been shown immediately above, that as a legal matter there is no bar ei-
ther within the CEA as now drafted nor within the case law that prevents the
CFTC from gaining full regulatory control, over any futures trading done in the U.S.
Even if one were to assume that ICE, for example, is truly a foreign board of trade,
Section 4(b) only bars regulation of trading done by foreign citizens in foreign coun-
tries trading foreign commodities on foreign exchanges when such trading does not
cause substantial dysfunctions to U.S. markets. Below it is shown that this well es-
tablished law has governed the CFTC’s FBOT staff no action process since its incep-
tion.

The staff no action process initiated in 1999 was not developed under a view that,
pursuant to Section 4(b), the CFTC could not regulate foreign exchanges who wished
to put trading terminals in the U.S. To the contrary, the history is clear that those
foreign exchanges themselves recognized that, in the absence of an exemption under
Section 4(c) of the CEA,%6 they would have to fully register as a U.S. contract mar-
ket. As their plain language made clear when they were first issued in 1999, the
FBOT No Action letters originated from a rulemaking proceeding that, by its very
terms, indicated that permission to put terminals in the U.S. derived from Section
4(c)’s exemption from full regulation and not from Section 4(b)’s absolute bar against
foreign regulation.6? It must be remembered that Section 4(b) does not countenance
exceptions to its general restriction. The No Action letters include a myriad of regu-
latory conditions on the foreign boards of trade that are completely inconsistent
with the absolute bar within Section 4(b).68

If there were any doubt about the above analysis, it was belied by the actions of
the CFTC on June 17, 2008 and July 8, 2008, when it added four new conditions
to the existing ICE Futures Europe and Dubai Mercantile Exchange No Action let-
ters.®9 While these additional conditions have only been applied to ICE and DME,
Acting Chairman Lukken’s related comments show that the CFTC has the authority
to incorporate them in the now outstanding 14 other FBOT staff No Action letters
affecting every foreign board of trade with U.S. terminals, as well as any FBOT that
seeks an exemption from U.S. direct regulation in the future.”®

66 Written Testimony of Professor Michael Greenberger, Energy Speculation: Is Greater Regu-
lation Necessary to Stop Price Manipulation?: Hearing Before the H. Subcomm. On Oversight
and Investigations, 14-15 (2007), available at hétp:/ /digitalcommons.law.umaryland.edu/cgi/
viewcontent.cgi?article=1011&context=cong test (last visited July 8, 2008).

67 See, e.g., LIFFE Administration & Management, CFTC No-Action Letter, 1999 CFTC Ltr.
LEXIS 38, 4-5 (July 23, 1999); Access to Automated Boards of Trade (proposed rules), 64 Fed.
Reg. 14,159, 14,174 (Mar. 24, 1999).

As the proposed rules explained,

Section 4(c) of the Act provides the Commission with authority “by rule, regulation, or
order” to exempt “any agreement, contract or transaction” from the requirements of Section
4(a) of the Act if the Commission determines that the exemption would be consistent with
the public interest, that the contracts would be entered into solely by appropriate persons and
that the exemption would not have a material adverse effect on the ability of the Commission
or any contract market to discharge its regulatory or self-regulatory duties under the Act. Id.
(internal citations omitted).

68 Among the conditions present in all of the No Action letters are the following: the exchange
will satisfy the appropriate designation in its home jurisdiction, the exchange must work to en-
sure fair markets that prohibit fraud and other abuses by providing adequate supervision, con-
tinued adherence to IOSCO Principles for Oversight of Screen-Based Trading Systems for Deriv-
ative Products, members and guaranteed customers will only receive direct access if a clearing
member guarantees and assumes all financial liability, there are sufficient safeguards to prevent
unauthorized access or trading, at the Commission’s request recipients will provide market in-
formation including access to books and records, and will submit all contracts to be made avail-
able through the no-action process, the volume of said trades and a list of names and addresses
of all those using these exchanges. See, e.g., LIFFE Administration and Management, CFTC No-
Action Letter, 1999 CFTC Ltr. LEXIS 38, 65-72 (July 23, 1999); IPE, CFTC No-Action Letter,
1999 CFTC Ltr. LEXIS 152, 58-66 (Nov. 12, 1999); Dubai Mercantile Exchange Ltd., CFTC No-
Action Letter, 2007 CFTC Ltr. LEXIS 6, 87-96 (May 24, 2007).

69 Amendment to No-Action Letter Issued to the International Petroleum Exchange of London
(now ICE Futures Europe), CFTC No-Action Letter, (June 17, 2008), available at http://
wwuw.cfte.gov [ stellent | groups | public | @lrlettergeneral | documents / letter / 08-09.pdf (last visited
July 8, 2008); Press Release, CFTC, CFTC Conditions Foreign Access on Adoption of Position
Limits on London Crude Oil Contract (June 17, 2008) available at Attp:/ /www.cftc.gov / news-
room | generalpressreleases /2008 / pr5511-08.html (last visited July 8, 2008).

70Press Release, CFTC, CFTC Conditions Foreign Access on Adoption of Position Limits on
London Crude Oil Contract (June 17, 2008) available at http://www.cftc.gov/newsroom/

Continued
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If Section 4(b)’s absolute prohibition were applicable to FBOTs with U.S. termi-
nals, as some have argued as a predicate to limiting legislative or administrative
action in this area, how could the CFTC add these new conditions to the out-
standing No Action letters? Those new conditions, inter alia, require large trader
reporting and the imposition of speculation limits.”t The failure of the FBOTSs to
comply could result in the revocation of the No Action letters, thereby requiring
each FBOT to register as a fully regulated U.S. contract market.72

Those who would attempt to limit Congressional and regulatory controls on ICE,
DME, and NYMEX/London have also relied upon a November 2006 policy statement
issued by the CFTC on the FBOT No Action letter process.” Much is made about
the fact that Section 4(b) is cited and quoted therein. Whatever the purpose of that
4(b) reference, the assertion that 4(b) presents an absolute bar is belied by the fol-
lowing within that policy statement:

[iln the absence of no-action relief, a board of trade, exchange or market that
permits direct access by U.S. persons might be subject to Commission action for
violation of, among other provisions, section 4(a) of the CEA, if it were not
found to qualify for the exclusion from the DCM designation or DTEF registra-
tion requirement.?4

In short, the failure to gain no action relief would mean that, in the absence of reg-
istration as a fully regulated contract market, the FBOT would have to remove its
U.S. terminals according to the CFTC’s own analysis. As the CFTC expressly stated
in its Junel7, 2008 letter to ICE imposing the new conditions on its no action sta-
tus, if ICE satisfies the four new conditions, the CFTC “will not recommend that
the Commission institute enforcement action against [ICE] based upon [ICE’s] fail-
ure to seek contract market designation or registration as a DTEF under Sections
5 and 5a of the Act.”

Again, the action of the CFTC adding further conditions to the ICE No Action let-
ter, including large trader reporting and speculation limits, upon pain of an enforce-
ment proceeding based on the failure to register as a U.S. regulated contract mar-
ket, clearly demonstrates that the CFTC meant what it said in the above quoted
reference from its 2006 policy statement, it has broad powers to require a “foreign”
exchange to fully register in the U.S. or terminate its presence in this country.”>
Section 4(b) provides no impediment to those powers.

Efforts Designed To Oversee and Improve the Foreign Regulation of U.S.
Delivered Futures on U.S. Terminals May Not Effectively Close the
“London/Dubai” Loophole

Congressman Etheridge of this Committee 76 and Senators Durbin and Levin in
the Senate have introduced legislation which ratchets up the existing CFTC over-
sight of foreign boards of trade energy futures trading on U.S. trading terminals
(“FBOTSs”). That legislation, while a major improvement over the present regulatory
environment, still leaves primary and direct enforcement and oversight in the hands
of the foreign regulator, e.g., the U.K.’s Financial Services Authority in the case of
ICE; or the Dubai Financial Services Authority in the case of the DME.

generalpressreleases /2008 /pr5511-08.html (last visited July 8, 2008). As Acting Chairman
Lukken stated,

These new conditions for foreign access will provide the CFTC with additional oversight
tools to monitor linked contracts. This powerful combination of enhanced trading data and ad
ditional market controls will help the CFTC in its surveillance of regulated domestic ex-
changes, while preserving the important benefits of our international recognition program
that has enabled proper global oversight during the last decade. This raises the bar for all
future foreign access requests and will ensure uniform oversight of linked contracts. Id.

71 Amendment to No-Action Letter Issued to the International Petroleum Exchange of London
(now ICE Futures Europe), CFTC No-Action Letter, (June 17, 2008) available at http://
wwuw.cfte.gov [ stellent | groups | public | @lrlettergeneral | documents | letter | 08-09.pdf (last visited
July 8, 2008).

72 See supra notes 68—70 and accompanying text.

73 Boards of Trade Located Outside of the United States and No-Action Relief from the Re-
quirement to Become a Designated Contract Market or Derivatives Transaction Execution Facil-
ity, 71 Fed. Reg. 64443 (Nov. 2, 2006).

74]d. at 64,445 n. 23.

75 Amendment to No-Action Letter Issued to the International Petroleum Exchange of London
(now ICE Futures Europe), CFTC No-Action Letter, (June 17, 2008) available at http://
wwuw.cfte.gov [ stellent | groups | public | @lrlettergeneral | documents [ letter / 08-09.pdf (last visited
July 8, 2008).

76 H.R. 6334.
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It is my understanding the this legislation deferring to the primacy of foreign reg-
ulators to oversee U.S. terminals operated by FBOTs derives from a concern that
section 4(b) of the Act bars U.S. regulation of even those FBOTs in the U.S.77 As
has been shown above,?® section 4(b), whatever it means, is an absolute bar to any
U.S. regulation,”® whereas H. 6334 does ratchet up U.S. regulation of the foreign
exchange. Moreover, as shown above,8® section 4(b)’s bar only applies to foreign
trades on foreign exchanges of foreign commodities not having a significant impact
on U.S. markets. Therefore, policy concerns about section 4(b) should not govern the
regulation of FBOT terminals in the U.S., especially when those terminals trade
U.S. delivered futures contracts; and even more so when the FBOTSs institutional
ties are so closely affiliated with the U.S. and U.S. institutions that the FBOT loses
all claim to foreign status.

Again, legislation such as that proposed by Congressman Etheridge, is a major
improvement of what had been the CFTC’s oversight of FBOTs’ U.S. terminals.

This kind of legislation affords the CFTC the authority to enforce the prohibitions
of section 9 of the Act, concerning criminal penalties, including anti-manipulation
prohibitions therein, and “to limit, reduce, or liquidate any position” on the FBOT
in aid of preventing, inter alia, manipulation and excessive speculation enforce-
ment.8! Imposition of restrictions on the FBOT, however, must be preceded by con-
sultation with the FBOTs foreign regulator.82

The CFTC “may apply such record-keeping requirements [to the FBOT] as the
Commission determines are necessary,”83 and before the CFTC exempts an FBOT
from full U.S. contract market regulatory requirements, it must ensure that the
FBOT operating the U.S. terminals “appl[y] comparable principles” to those of the
CFTC for “daily publication of trading information and position limits or account-
ability levels for speculators” and provides to the CFTC “the information that the
[CFTC] determines necessary to publish a Commitment of Traders report” for U.S.
regulated contract markets.84

Legislation of the kind introduced by Congressman Etheridge also requires the
CFTC to conduct a review of FBOT no action status for existing FBOTs between
the first anniversary of the passage of S. 3130 and 1% years thereafter to ensure
FBOT compliance with the new statutory requirements imposed by this legisla-
tion.85

In any event, recent actions taken by the CFTC to increase regulation of ICE and
DME may place the requirements of Congressman Etheridge’s bill in a new context.

CFTC’s New Regulatory Requirements for Foreign Boards of Trade With
U.S. Terminals

For at least 2 years prior to May 20, 2008, the CFTC had repeatedly assured Con-
gress and market participants that the dramatic rise in crude oil, natural gas, gaso-
line, and heating oil was caused exclusively by supply/demand market fundamen-

77 See supra notes 41-42 and accompanying text.

78 See supra notes 43—-60 and accompanying text.

79 See supra notes 43—-60 and accompanying text.

80 See supra note 42 and accompanying text.

81See S. 3130 §7, 110th Cong. (2008), available at htip://frwebgate.access.gpo.gov / cgi-bin /
getdoc.cgi?dbname=110 cong bills&docid=f:s3130is.txt.pdf (last visited July 8, 2008).

82 See id.

83]1d.

84]d. at §6.

85]d. at §11.
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tals.86 The CFTC had based its conclusions on its “exhaustive” research of all rel-
evant market data.87?

Indeed, as recently as May 20, 2008, before the full Senate Homeland Security
and Government Affairs Committee, the CFTC’s Mr. Harris, testified: “[A]ll the data
modeling and analysis we have done to date indicates there is little economic evi-
dence to demonstrate that prices are being systematically driven by speculators in
these [agriculture and energy] markets. . . . [OJur comprehensive analysis of the ac-
tual position data of these traders fails to support [the] contention” that there is ex-
cessive speculation or manipulation.®® Rather, he said “prices are being driven by
powerful economic fundamental forces and the laws of supply demand.” 89

In a rather dramatic about face, the CFTC suddenly announced on May 29, 2008
(or just 9 days after Mr. Harris testimony) that that agency is in the midst of an
investigation into the crude oil energy markets90 and it will now begin to collect
substantial amounts of new data to determine what is undergirding high oil
prices.?! This reversal in course is almost certainly the product of intense pressure
placed on the CFTC by Congress to ensure that excessive speculative activity is not
being conducted on the principal market over which the CFTC has declined primary
responsibility, i.e., trading done on ICE and on ICE’s U.S. terminals.92

86 Walt Lukken, Acting Chairman, CFTC, Prepared Remarks: Compliance and Enforcement
in Energy Markets—The CFTC Perspective (Jan. 18, 2008), available at http:/ /www.cftc.gov/
stellent [ groups [ public | @newsroom | documents / speechandtestlmony/ opalukken-34.pdf (last vis-
ited June 21, 2008) (quoting Mr. Walter Lukken “While speculators play a integral role in the
futures markets the report concludes that speculative buying, as a whole, does not appear to
drive up price”); Tina Seeley, Energy Market Not Manipulated, U.S. Regulator Says (Updatel),
BLOOMBERG.cOM (May 7, 2008), available at Atip://www.bloomberg.com/apps/
news?pid=. 20601072&31(1 aXOzaEdeOMU&refer—energy (last visited June 21, 2008) (quoting
Mr. Walter Lukken, “We have not seen that speculators are a major factor in driving these
prices”); Ian Talley & Stephen Power, Regulator Faults Energy-Futures Proposal, WALL ST. J.
(May 8, 2008) (stating that Mr. Walter Lukken commented that his agency hadn’t seen evidence
indicating that speculators are “a major factor” in driving up oil prices); Oral Testimony of Wal-
ter L. Lukken, Commissioner, CFTC, Before the Committee on Agriculture, U.S. House of Rep-
resentatives, (April 27, 2006) (quoting Mr. Walter Lukken “[Blased on our surveillance efforts
to date, we believe that crude oil and gasoline futures markets have been accurately reflecting
the underlying fundamentals of these markets”); Sharon Brown-Hruska, Chairman, CFTC, Ad-
dress before the International Monetary Fund: Futures Markets in the Energy Sector (Jun. 15,
2006), available at http:/ /www.cftc.gov / newsroom | speechestestimony | opabrownhruska-46.himl
(last visited Jun. 21, 2008) (stating “To date, the staff’ findings have shown that these large
speculators as a group tend to inject liquidity into the markets rather than having an undue
impact on price movements”); Sharon Brown-Hruska, Chairman, CFTC, Keynote Address at the
Managed Funds Association Annual Forum (Jun. 25, 2005), available at http:/ /www.cftc.gov/
opa | speeches05 | opabrownhruska34.htm (last visited June 21, 2008) (stating the CFTC’s study
of the role of managed funds in our markets, “[Clontradicts with force the anecdotal observa-
tions and conventional wisdom regarding hedge funds and speculators, in general.”).

87 See, e.g., supra note 86 and accompanying text.

88 Written Testimony of Jeffrey Harris, Chief Economist, CFTC, Before the Senate Committee
on Homeland Security and Governmental Affairs, United States Senate 20 (2008), available at
http:/ |www.cfte.gov [ stellent | groups [ public | @newsroom | documents / speechandtestlmony/
oeajeffharristestimony052008.pdf (last visited June 21, 2008).

89]d.; see, e.g., Richard Hill, Lieberman Says He Will Consider Legislation to Address Com-
modity Prwes 40 BUREAU OF NAT'L. AFF. 21 (May 26, 2008) (emphasis added), available at
http: //corplawcenter bna.com /pic2/clb.nsf/id | BNAP- 7EVTDG?OpenDocument (last  visited
June 21, 2008).

90 CFTC Commissioner Bart Chilton has acknowledged that the public announcement within
the May 29 release raises the specter that “some people [will] head for the paper shredder [.]”
Tina Seeley, CFTC Targets Shipping, Storage in Oil Investigation (Update2), BLOOMBERG.COM
(May 30, 2008), available at http:/ |www.bloomberg.com | apps/
news?pld 20601087&sid=aGzRMmD  bIMA&refer=home (last visited June 21, 2008).

91 Press Release, U.S. Commodity Futures Trading Commission, CFTC Announces Multiple
Energy Market Initiatives (May 29, 2008), available at htip://www.cftc.gov/newsroom/
generalpressreleases [ 2008 | pr5503-08.html (last visited June 21, 2008).

92See Letter from Twenty-Two Senators to Walter Lukken, Acting Chairman, CFTC (May 23,
2008), available at http:/ / cantwell.senate.gov | news [ record.cfm?id=298325 (last visited June 21,
2008) (insisting that CFTC require ICE to demonstrate why it should not be subject to the same
regulation as other U.S.-based exchanges and warning, “[albsent expeditious Commission action,
Congress may need to step in to protect consumers and ensure that all markets trading U.S.
delivered energy futures are transparent and free of fraud, manipulation, and excessive specula-
tion”); Letter from Senator Jeff Bingaman to Walter Lukken Acting Chairman, CFTC (May 27,
2008), available at http:/ [ energy.senate.gov / public/
index.cfm?FuseAction=PressReleases.Detail&PressRelease  id=0fdd0eb4-4b1d-49f0-a3a2-
189fd0e4b1d3&Month=5&Year=2008&Party=0 (last visited June 21, 2008) (expressing concern
that that “the Commission’s assertions to date—discounting the potential role of speculation in
driving up oil prices—have been based on a glaringly incomplete data set” and demanding an
explanation of many CFTC activities); Energy Speculation: Is Greater Regulation Necessary to
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As crude oil and gas prices continued to spike even after the CFTC’s May 29,
2008, announcement, the pressure on the CFTC did not let up. Thus, by June 17,
2008, the CFTC once again increased its pressure on ICE.

In a dramatic June 17, 2008 letter to ICE, the CFTC Director of Market Oversight
referenced the fact that ICE had moved its trading platform from London “to the
ICE Platform operated by [ICE] in Atlanta, Georgia,” and that that U.S. platform
was now trading three U.S. delivered energy futures products (WTI, heating oil, and
gasoline) “each of which is cash-settled on the price of physically-settled contracts
traded on NYMEX.” 93 Most importantly, the June 17 letter to ICE then stated:

A foreign board of trade listing for trading a contract which settles on the price
of a contract traded on a CFTC-regulated exchange raises very serious concerns
for the Commission. . . . In the absence of preventive measures at [ICE], this
circumstance could compromise the [CFTC’s] ability to carry out its market sur-
veillance responsibilities, as well as the integrity of prices established on CFTC-
regulated exchanges . . . [Tlhe division retains the authority to condition fur-
ther, modify, suspend, terminate, or otherwise restrict the terms of the no-ac-
tion relief provided herein, in its discretion.?4

In order to address the CFTC’s “very serious concerns” that it had “compromise[d]
[its own] ability to carry out its market surveillance responsibilities, as well as the
integrity of the prices established” thereon, the letter then outlined four new condi-
tions that it imposed upon ICE: “position limits or position accountability levels (in-
cluding related hedge exemption provisions) as adopted by” U.S. regulated contract
markets; quarterly reports of any member exceeding those levels and limits; publica-
tion of daily trading information comparable to that required of U.S. contract mar-
ﬁets;ggaily reporting of “large trader positions” as provided by U.S. regulated mar-

ets.

ICE was given 120 days to come into compliance with the new CFTC conditions.?¢
The CFTC acknowledged that the new ICE rules would have to be approved by the
FSA.97 The June 17 letter to ICE concludes by stating that only if ICE complies
with the conditions outlined therein can ICE be assured that the CFTC will “not
recommend that the Commission institute enforcement action against [ICE] or its
members” based on ICE’s failure to register as a U.S. regulated contract market.98

On June 17, 2008, the day that that letter to ICE was released, CFTC Acting
Chairman Lukken is reported to have told the Senate oversight Committee: “The
CFTC will also require other foreign exchanges that seek such direct access to pro-
vide the CFTC with comparable large trader reports and to impose comparable posi-
tion and accountability limits for any products linked with U.S. regulated futures
%)l\r/llt]}:“acts[.]” 99 On July 7, 2008, an identical CFTC staff letter was written to the

It would seem that much of what the CFTC has done implements the data collec-
tion requirements included in Congressman Etheridge’s bill. Indeed, the CFTC’s
threat of enforcement authority against ICE in its June 17, 2008 letter, while lim-
ited for these purposes to failing to register as a U.S. regulated contract market,
would seem to make it clear that that agency could enforce all civil and criminal
penalties asserted throughout the CEA against ICE and its members if appropriate,
thereby possibly even exceeding the grant of section 9 enforcement powers afforded
the CFTC with regard to FBOTSs in S. 3130.

As will be shown below, however, the present skyrocketing cost of crude oil and
its derivative products, as well as the resulting destabilization of the U.S. economy,
would seem to counsel the use of the full force of the CFTC’s powers to bring ICE
and similar “foreign” exchanges with trading terminals in the U.S. trading futures

Stop Price Manipulation?: Hearing Before the House Subcomm. on Quversight & Investigations,
110th Cong. (2007) (statement of Rep. Joe Barton, Member, House Subcomm. on Investigations)
(informing Walter Lukken, Acting Chairman, CFTC, that Congress had empowered FERC to
provide additional regulation in some energy markets because they were displeased with the
CFTC’s efforts).

93 Amendment to No-Action Letter Issued to the International Petroleum Exchange of London
(now ICE Futures Europe), CFTC No-Action Letter 2 (June 17, 2008), available at http://
wwuw.cfte.gov [ stellent | groups | public | @lrlettergeneral | documents | letter | 08-09.pdf (last visited
Jugrielgo, 2008).

95]d. at 3.

96 Id.

97]d.

98]d.

9 Nick Snow, US CFTC Unveils New Foreign Market Data Pact, OIL & GAS J., (June 18,

2008), available at http:/ /www.mapsearch.com [ news /display.html?id=332086 (last visited June
21, 2008).
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premised on U.S. delivered energy commodities under complete, direct, and real
time U.S. regulatory control.

Deference to Foreign Regulators over U.S. Energy Futures Trading De-
prives U.S. Energy Markets and U.S. Energy Consumers of the Full
Weight of CEA Protections

The question arises whether the U.S. should continue to regulate FBOT trading
of U.S. energy futures on U.S. terminals principally through foreign regulators while
requiring more aggressive CFTC oversight of that process. Or, should trading of
U.S. delivered energy products on U.S. terminals be deemed a sufficient nexus to
the U.S. and the well being of its economy to require direct U.S. supervision. If Con-
gress settles for the status quo as evidenced by the CFTC’s most recent actions if
forsakes a wealth of traditional regulatory tools that the CFTC has to ensure that
U.S. energy markets and prices are rooted in economic fundamentals.

The Lack of Emergency Authority to Intervene in Market Distortions. The
most substantial risk in following the CFTC policy of leaving ICE and other simi-
larly situated “foreign” exchanges under the principal supervision of foreign regu-
lators while those exchanges have U.S. terminals trading critically important U.S.
delivered energy products is that the CFTC cannot exercise its broad emergency au-
thority to intervene immediately when confronted with emergencies and dysfunc-
tions on U.S. regulated contract markets.100

Described as the CEA’s “most potent tool,” section 8a(9) provides that “whenever
[the CFTC] has reason to believe that an emergency exists,” it may take such actions
“including, but not limited to ‘the setting of temporary emergency margin levels on
any futures contract [and] the fixing of limits that may apply to a market posi-
tion.” 101 An “emergency” is defined:

“to mean, in addition to threatened or actual market manipulations and cor-
ners, any act of the United states or a foreign government affecting a com-
modity or any other major market disturbance which prevents the market from
accurately reflecting the forces of supply demand for such commodity.” 102

It should be born in mind that these emergency powers afford the CFTC the imme-
diate right to alter on a real time basis margin requirements and speculation and
position limits to deal with crises as they arise “which prevent(] the market from ac-
curately reflecting the forces of supply demand/[.]” While section 8a(9) affords direct
judicial review of orders after they are issued in a Federal court of appeals, it does
not by its terms require emergency orders to be preceded by notice and an oppor-
tunity to be heard, thereby ensuring speedy restoration of normal market proc-
esses.103

When one reads this broad power afforded to the CFTC, one could reasonably ask
why it has not been used on days such as Friday, June 6, 2008 when the WTI crude
oil futures prices rose nearly $11 per barrel in a single day.1°4 That is best ex-
plained by the fact that the only real time market data in the hands of the CFTC
on that day was from NYMEX—the fully regulated U.S. exchange with speculation
limits in place; perhaps if the CFTC had meaningful and real time ICE data on that
day, thereby seeing the entirety of the WTI crude oil market, it might have seen
a need to intervene under its emergency authority to impose temporary position lim-
itsl anld margin requirements to cool down what was widely viewed as breathtaking
volatility.

Of course, even when it receives the ICE data within 120 days of its June 17,
2008 requirements, the CFTC will still not have the authority under the governing
CFTC No Action letter to use its emergency intervention powers on ICE even
though over 60% of ICE U.S. delivered WTI futures trading is done within our own
country. Rather than exercising real time emergency authority, the CFTC will have
to once again “negotiate” with the FSA to have that U.K. regulator intervene to deal
with, inter alia, ICE WTI trade matching systems located in Chicago, Illinois.

Moreover, relying upon the FSA to intervene on a real time basis for a “major
market disturbance” on a U.S. delivered energy futures contract traded on U.S. ter-
minals is as problematic as a matter of policy as it is as a matter of logistics. Unlike
the robust emergency authority given by Congress to the CFTC under section 8a(9),

100 JOHNSON & HAZEN, supra note 42, at 1218.

1017 U.S.C. §2a(9) (2008) (emphasis added).

102 1d. (emphasis added).

103 JOHNSON & HAZEN, supra note 42, at 1221-22.

104 SEg SIMON WEBB, OPEC hike unlikely at emergency oil talks, REUTERSUK, (June 20, 2008),
available at htip:/ /uk.reuters.com /article/0ilRpt /|idUKL2058919720080620 (last visited July 8,
2008).
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the FSA emergency powers have been implemented in a quite lackluster fashion.
While its governing statute affords intervention power,105 FSA makes clear on its
website that the U.K. has translated any such authority when “major operational
disruptions” are detected on ICE, to a “Tripartite Standing Committee” that would
convene the “Cross Market Business Continuity Group” (CMBCG) to:

“provide[] a forum for establishing senior-level practitioner views . . . Its role
is advisory: decisions will be for the relevant official or market authorities or
for firms themselves either individually or collectively through the agency of the
CMBCG. The CMBCG may also have a role in pooling information to help facili-
tate plrggate sector decisions and workarounds to alleviate pressures on the sys-
tem.”

This U.K. guidance for sharing “views” and for “pooling information” in an “advi-
sory” capacity to “help facilitate private sector” decisions in London is what the U.S.
industrial consumers of crude oil and the U.S. gas consuming public are left to fall
back upon when WTI crude oil soon skyrockets to $150 per barrel as has been pre-
dicted by Morgan Stanley, one of the founders of ICE.197 The CFTC’s June 17 impo-
sition of new conditions on ICE do not convert the U.K.’s lackluster emergency re-
sponses into the vigorous emergency responses called for by U.S. law.

Indeed, any effort by Congress to insist upon “comparability” on emergency pow-
ers is futile. As the Financial Times has so aptly commented on June 20, 2008, the
U.K’s futures regulator “operates a . . . system of ‘credible deterrence’ of wrong-
doing by engaging in a dialogue with market participants. Since the FSA’s creation
in 1997, it has brought no civil or criminal cases in energy markets.” 198 In stark
contrast, as Acting Chairman Lukken recently proudly reported to Congress: “[slince
December 2002 to the present time, the [CFTC] has filed a total of 39 enforcement
actions charging a total of 64 defendants with violations involving the energy mar-
kets,” having referred “35 criminal actions concerning energy market misconduct”
to the Department of Justice.109

The contrast between FSA and CFTC enforcement activity in the energy futures
markets under their control is quite remarkable, especially since ICE is responsible
for nearly 50% of all crude oil futures contracts traded worldwide and since the
CFTC has not had access to meaningful ICE data.110

The American gas consuming public’s trust in the FSA might also be shaken by
the U.K'’s response to the June 17, 2008 CFTC announcement of the imposition of
new transparency requirements on ICE’s use of U.S. terminals used as a critical
part of ICE’s control of over 30 % of the U.S. delivered WTI contract. Mr. Stuart
Fraser, head of policy at the City of London Corporation, is reported in the Finan-
cial Times to have called the CFTC June 17 letter “American imperialism,” and add-
ing for measure “if a bunch of [Slenators want to get rude about the FSA, that’s
fine, but don’t interfere in our market.” 111

Of course, the UK is wrong to think trading on U.S. terminals of the U.S. WTI
contract is “their” market. ICE is U.S. owned, operated in Atlanta with trading ter-
minals and engines in the U.S. and trading over 30% of U.S. delivered crude oil fu-
tures market in U.S. dollar denominated currency.

105§ 313(A), Financial Services and Markets Act 2000).

106 Developments in financial sector crisis management, FSA Homepage, available at http://
www.fsa.gov.uk | Pages | About | Teams [ Stability / crisis [ index.shtml (last visited July 8, 2008).

107Tim Paradis, Stocks decline in jobs data, surge in oil prlces ASSOCIATED PRESS (June 6,
2008), available p:/ | ap.google.com | article/
ALeqM5gHs50M3gFG . DthQZFbngPTOSMAD914KOH80 (last V1s1ted July 8, 2008). Goldman
Sachs, also one of the founders of ICE, has predicted that the price per barrel of crude oil will
surpass $200 by October of this year. Neil King Jr. and Spencer Swartz, U.S. News: Some See
Oil at $150 This Year—Range of Factors May Sustain Surge; $4.50-a-Gallon Gas, WALL ST. J.
(May 7, 2008) at A3; Greenberger, supra note 21, at 7.

108 Jeremy Grant, ICE restrictions cold comfort for FSA, FINANCIAL TIMES (June 20, 2008)
(emphasis added), available at http://www.ft.com/cms/s/0/2ba33a0e-3¢35-11dd-b16d-
0000779fd2ac.html (last visited July 8, 2008).

109 Written testimony of Acting Chairman Walter Lukken, Hearing Before the Senate Appro-
priations Subcommittee on Financial Services and General Government And The Senate Com-
mittee on Agriculture, Nutrition and Forestry 4 (2008), available at hitp://www.cftc.gov/
stellent | groups [ public /| @newsroom | documents [ speechandtestimony | opalukken-41.pdf (last vis-
ited July 8, 2008).

110 IntercontinentalExchange, Inc., Annual Report Form (10-K) at 63 (Dec. 31, 2007) available
at http:/ /www.secinfo.com /dsVsf.tU7.htm (last visited July 8, 2008) (showing that ICE’s total
crude oil futures market share is 47.8%).

111 Jeremy Grant, Storm over push for regulatory reform on positions at ICE, FINANCIAL TIMES
(June 20, 2008) (emphasis added), available at htip://www.ft.com/cms/s/0/a00c6a00-3e62-
11dd-b16d-0000779fd2ac.html (last visited July 8, 2008).
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However, one could easily see how those officials in the U.K. might mistakenly
view WTI trading on U.S. terminals as “their” market when the CFTC and ICE con-
tinue to refer to this self evidently “U.S.” market as being conducted on a “foreign”
exchange. If the CFTC were to flatly state the obvious ( i.e., ICE Futures Europe
is wholly owned by a U.S. concern, having brought the corpus of the old British
International Petroleum Exchange, for all intents and purposes, to the U.S.). the UK
migl}llt grasp the reality of the situation, rather than the ICE perpetuated “London”
myth.

Deferring to Foreign Regulators Undercuts the Self Regulatory and Sur-
veillance Requirements of U.S. Law.

Next to the inability to exercise the extraordinary emergency powers afforded the
CFTC to oversee its markets by deferring to the foreign regulators to supervise U.S.
energy futures products on U.S. trading terminals, the most serious problem with
further CFTC or Congressional deference to FSA is the foregoing of the substantial
self regulation and surveillance provided by U.S. regulated contract markets to as-
sist U.S. regulators in policing futures markets.

The “core principles” within the CEA that must be followed by an approved U.S.
regulated contract market emphasize the importance having those markets serve as
the first line of defense for the CFTC in detecting fraud, manipulation, excessive
speculation, and other unlawful trading malpractice.l12 Without aggressive self-po-
hicing ofbthe entirety of the regulated U.S. futures markets, the CFTC simply cannot

o its job.

The seriousness with which U.S. regulated markets take their statutorily man-
dated self-policing and surveillance role is evidenced by NYMEX’s “standards and
slafeguards” concerning trade and market surveillance. For example, NYMEX makes
clear:

Market surveillance is required under CFTC regulations. Each day, the compli-
ance staff compiles a profile of participants, identifying members and their cus-
tomers holding reportable positions. In addition, daily surveillance is performed
to ensure that Exchange prices reflect cash market price movements, that the
futures market converges with the cash market at contract expiration, and ¢that
there are no price distortions and no market manipulation . . . .113

As to trade surveillance, NYMEX provides:

Compliance department analysts are trained to spot instances of misconduct, in-
cluding “front running” or trading ahead of a customer; wash or accommodation
trading (transactions creating the appearance of trading activity, but which
have no real economic effect); prohibited cross trading (trading directly or indi-
rectly with a customer except under very limited circumstances, or matching
two customer orders without offering them competitively); prearranged trading;
and non-competitive trading.114

NYMEX reports that is has @ $6.5 million budget for oversight market surveil-
lance with an enforcement staff of @ 40 personnel.

No detailed analysis of ICE’s self-regulatory and surveillance system is required.
Suffice it to say, that for all of ICE’s worldwide markets which are accessible by
the U.S. trading terminals, including the U.S. WTI contract, reports are that ICE
employs no more than ten individuals on its surveillance staff, i.e., a staff that is
V4 the size of NYMEX. This staff monitors trading of a host of ICE contracts, includ-
ing those contracts which control over 47% of the world crude oil futures.1® Of
course, for those energy futures trades ICE executes under the Enron Loophole (be-
cause those trades do not derive from the old-IPE), such as the critical Henry Hub
U.S. delivered natural gas futures contract, ICE, as of now, has no self-regulation
or surveillance system.

Moreover, leaving ICE’s paltry surveillance resources to the side, the principal
regulator to which the CFTC is deferring to oversee directly over 30% of U.S. deliv-
ered WTI contracts, the U.K.’s FSA, has only “two full time supervisors,” monitoring
all of the ICE contracts under their jurisdiction.l16 Again, this includes 47% of
world’s energy futures contracts.

1127 U.S.C. §7(d)(2)—(6) (2008); (2) (compliance with rules); (3) (contracts not readily subject
to manipulation); (4) (monitoring of trading); (5) (position limits); (6) (emergency authority); 7
U.S.C. § 7a(d)(2)—(3) (2008); (2) (compliance with rules); (3) (momtomng of trading).

113 NYMEX, Enforcement of Exchange Rules, available at hittp:/ |www.nymex.com [ ss—
maﬂ.ﬁispx?pg—ﬁ (last visited July 8, 2008) (emphasm added).

1

115 See supra note 109 and accompanying text.
116 Grant, supra note 108.
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In sum, even though the CFTC has ratcheted up ICE’s regulatory obligations by
adding large trader reporting and speculation limits to the WTI trading, it defers
to the FSA for the remainder of the oversight of ICE. In effect, this deference to
the U.K. for U.S. trading of the critically important WTI contracts surrenders emer-
gency authority to intervene when there are market dysfunctions to impose tem-
porary margin requirements and position limits; and it sacrifices the real “eyes and
ears” policing these markets (i.e., the regulated exchanges themselves) by depending
upon ICE’s meager surveillance systems.

In a time of economic distress for American industry and the American consumer
caused by skyrocketing energy prices, this country cannot afford to outsource au-
thority to the UK to oversee trading on 30% of our own U.S. delivered crude oil fu-
tures contracts, much of which is consummated on U.S. based trading terminals and
all of which is trade matched in Chicago, Illinois.

Finally, it bears repeating that during last summer’s subprime mortgage crisis,
Northern Rock PLC, one of the U.K.’s largest banks, was required to borrow billions
of dollars from the U.K.s central bank.117 After news of the bailout was released
to the public, thousands of customers wary of losing their savings stood in long lines
for several days outside of Northern Rock’s branches to withdraw deposits.118 With
Northern Rock on the brink of collapse, the FSA provided over $100 billion in loans
to the bank and in February 2008, the British government finally was required to
nationalize it.119 In March 2008, FSA published an internal report stating that its
regulation of Northern Rock “was not carried out to a standard that is acceptable,”
and highlighted its own failure to provide adequate supervision, oversight, and re-
sources.!20 In addition to FSA’s self-criticism, in April 2008, the European Union
opened a formal investigation into FSA’s restructuring of Northern Rock.121

This episode, maybe more than any other, reveals that Congress cannot afford to
leave direct oversight of trading on U.S. terminals of the most important futures
contract in determining the price of oil, gasoline, and heating oil. As demonstrated
above,22 Congress has the full authority to pass legislation placing those U.S. ter-
minals under U.S. regulatory control.

Threats that the U.S. reassertion of regulatory control over trading within the
U.S. will drive trading overseas are undercut by the reality of every major futures
foreign exchange having set up shop in the U.S.; and by the well documented law
described above that even a foreign trader in a foreign country who illegally dis-
rupts U.S. markets is subject to the full force and effect of that law.

Finally, contrary to the assertion of the City of London Corporation, this is not
a “British” market; it is a U.S. market principally being traded in the U.S. by a
trading entity controlled by a U.S. corporation. The economic distress now being suf-
fered by Americans over high energy products cannot be placed in the hands of for-
eign governments when those products are traded here and have such a huge im-
pact on our economy.

The CHAIRMAN. Thank you, Mr. Greenberger.

And I am in receipt of your response. And I, with your permis-
sion, will make this available to all the Members of the Committee.
Is that okay? And we may have some questions about that. So
thank you for being here and your testimony.

Dr. Pirrong, you are on.

117 See Rock Expects 30bn Loan this Year, BBC NEws (Nov. 7, 2007), available at http://
news.bbe.co.uk [ 1/hi/business/7073556.stm (last visited July 8, 2008).

118 See Crisis Deepens for Northern Rock, REUTERS (Sep. 17, 2007), available at http://
www.tht.com /articles /2007 /09/17 | asia/ 17northern.php (last visited July 8, 2008).

119 See Stephen Castle, EU to Investigate Northern Rock Nationalization in Britain, INTER-
NATIONAL HERALD TRIBUNE (April 2, 2008), available at Attp:/ /www.iht.com /articles /2008 /04 /
02 /business [rock.php (last visited July 8, 2008).

120 See British Regulator Admits Failings in Oversight of Northern Rock, Announces New Pro-
cedures, ASSOCIATED PRESS (March 26), 2008, available at http:/ /wwwl.wsvn.com/news/arti-
cles /world /MI81198/ (last visited July 8, 2008).

121 See Castle, supra note 119.

122 See supra notes 41-60 and accompanying text.
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STATEMENT OF CRAIG PIRRONG, Pu.D. PROFESSOR OF
FINANCE AND DIRECTOR, GLOBAL ENERGY MANAGEMENT
INSTITUTE, BAUER COLLEGE OF BUSINESS, UNIVERSITY OF
HOUSTON, HOUSTON, TX

Dr. PIRRONG. Good morning. I am Craig Pirrong, Professor of Fi-
nance and Energy Markets Director of the Global Energy Manage-
ment Institute at the Bauer College of Business at the University
of Houston. I deeply appreciate the Committee’s invitation to speak
at this hearing, and hope that what I have to say will contribute
to the formulation of a prudent legislative response to current con-
ditions in the energy market.

Before I begin, I should say that what I have to say is my opin-
ion alone and does not necessarily reflect the views of UHGEMI or
the University of Houston more generally.

I should probably start by telling you a little bit about myself.
I have been intimately involved in the commodity markets and the
derivatives markets for over 22 years as an investment analyst, a
teacher, a researcher, a consultant, an expert witness in commodity
market litigation. I have particular expertise in the economics of
market manipulation, having published what is probably more
than any academic has on the subject over the past 15 years or so.
In addition, I have extensive practical experience in studying ma-
nipulation in my roles as a forensic economist and a consultant to
exchanges in the United States, Canada and Europe.

Although I have studied commodity markets and especially en-
ergy markets as an academic researcher, my practical experience
in one specific area is particularly germane to the issues before the
Committee and the Congress, generally. Specifically, that is my ex-
perience in evaluating the delivery mechanisms at various com-
modity exchanges, and my participation in the design of contract
delivery mechanisms for several exchanges, most notably the Chi-
cago Board of Trade.

Understanding the delivery process and its role in commodity
markets is critical to understanding the key issues in the ongoing
debate over the role of speculation and the role of OTC markets
and energy. The most important lesson is that although it is com-
monplace to speak of the oil market or the corn market, there is,
in fact, a web of closely related but distinct markets, each of which
performs different functions or serves different customers. The
most important distinction is between the market for a physical
commodity and the market for derivatives on that economy. The
delivery mechanism links these markets, but to understand how to
design a delivery process, you need to understand how these mar-
kets perform, how they relate to one another and what very dif-
ferent functions they perform.

They need to work together efficiently, but one market is not a
perfect substitute for another. Moreover, there are multiple mar-
kets even within the broader category of derivatives. Exchange-
traded and OTC instruments are substitutes in some respects, but
imperfect ones in others, and serve different categories of users.
Moreover, these markets are also complementary to some degree.

When an American motorist digs into his or her pocket to pay
for gasoline, the relevant market is the market for physical oil, and
the price that is relevant is a spot price for a wet barrel. The price,
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or the role of these physical markets, is to facilitate the flow of
physical oil from producer to refiner to consumer, and the role of
prices in these markets is to provide the scarcity signals that guide
these physical barrels to their most efficient use.

Derivative markets, both exchange-traded and over-the-counter,
are primarily markets for transferring risk and discovering prices.
The supplier of oil can hedge his price exposure by selling a futures
contract. A buyer of oil, an airline for instance, can hedge against
a price increase by buying an over-the-counter swap. Neither the
oil producer nor the oil buyer is likely to use these future contracts
or the swap to obtain ownership of physical barrels. Indeed, in the
OTC contract this is usually impossible. Instead, these market par-
ticipants use the traditional physical market to obtain or sell their
physical energy and use the futures or swap markets to manage
the price risks inherent in their activities as producers or con-
sumers of energy.

The risk that a producer or consumer sheds doesn’t disappear. It
must be transferred to somebody else. That somebody is often, for
a time at least, a market participant who can be characterized as
a speculator, someone who takes on price exposure with the intent
of earning a profit, at least on average. This entity could be a den-
tist in Iowa, or it could be a large financial institution. Risk trans-
fer is the very reason that derivatives markets exist, and since
speculators play a vital role in the risk-transfer process, unneces-
sarily burdensome constraints on speculator participation under-
mines the ability of these markets to perform their role. And make
no mistake about it, such restrictions will adversely affect, and det-
rimentally, the ultimate consumer of energy. Firms wish to reduce
the cost of bearing risk. If you make it more difficult for them to
hedge by restricting speculation, you will make it more costly for
them to do so, and those higher costs will be passed on to con-
sumers.

The concern over the speculation in derivatives markets includ-
ing the OTC markets is based on a belief that speculation somehow
distorts the physical market for oil and the prices for physical en-
ergy that consumers pay. The basic argument is something like
speculators are buying billions of dollars of oil derivatives. Their
buying is equivalent, but not greater in volume, to the increase in
demand from rapidly growing markets such as China. These pur-
chases represent demand for oil; and hence they drive up prices.

This argument ignores the very fundamental distinction that I
just discussed, the distinction between the physical and the deriva-
tives markets. By ignoring this distinction, those making this argu-
ment fail to answer the crucial question: What is the channel by
which speculative buying in derivatives markets is communicated
to the physical market?

I think it is very important to note, and I think if there is one
major takeaway from here, is that if excessive speculation or ma-
nipulation is distorting prices, that will become manifest in what
goes on in the physical market. You will see distortions in the
amount of inventories, or you will see distortions in the flows of oil
in the interstate and in the international markets.

To date, nobody, to my mind, has brought up any credible evi-
dence that these distortions exist, and given such absence of evi-
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dence, there is really no firm basis to believe that there is anything
in the order of excessive speculation or manipulation that is caus-
ing oil prices to be $140 or $130 or $135 per barrel.

So I think that the key thing is, going forward we shouldn’t just
look at prices, we should look at the real market for oil. We should
look at the physical market as well as the derivatives market, un-
derstand the linkages between these two markets, and proceed in
a prudent and considered manner, because intemperate or ill-
thought-out actions to constrain speculation could have very ad-
verse effects on the operations of both the physical and the finan-
cial markets.

Thank you.

[The prepared statement of Dr. Pirrong follows:]

PREPARED STATEMENT OF CRAIG PIRRONG, PH.D., PROFESSOR OF FINANCE AND
DIRECTOR, GLOBAL ENERGY MANAGEMENT INSTITUTE, BAUER COLLEGE OF
BusINESS, UNIVERSITY OF HOUSTON, HOUSTON, TX

I am Professor of Finance, and Energy Markets Director of the Global Energy
Management Institute at the Bauer College of Business at the University of Hous-
ton. I have been actively involved in the commodity markets for the 22 years. I have
published numerous articles and two books on commodity market issues; these in-
clude several articles on energy prices and energy trading. Moreover, I have taught
courses in futures markets, financial markets, and energy markets at the graduate
and undergraduate level. I currently teach a course in energy derivatives for a Glob-
al Energy MBA program in both Houston and Beijing. Furthermore, I am a member
of the CFTC Energy Market Advisory Committee and the CFTC Technology Advi-
sory Committee.!

The subject of market manipulation is a special area of expertise. I have pub-
lished seven articles and a book on the subject, and have testified as an expert in
several high-profile manipulation cases. I have also given a 2 day seminar on ma-
nipulation to the staff of the Federal Energy Regulatory Commission.

In addition to my academic research in commodity markets, I have served as a
consultant to several exchanges. In this role, I have participated in the design of
commodity futures contracts in the United States, Canada, Sweden, and Germany.
I also was the primary investigator in a study (commissioned by a major energy con-
sumer group) of the impact of increases in speculative position limits on the vola-
tility of natural gas prices.

Based on my extensive study of, and experience in, commodity and commodity de-
rivatives markets and market manipulation, I offer this testimony on the role of
speculation and manipulation in affecting energy markets, and the likely impact of
restrictions on speculation in these markets.

High prices for petroleum products impact American consumers in every aspect
of their lives. The direct consequences—higher prices at the gas pump—are readily
apparent, but oil prices affect the cost of manufacturing and/or transporting vir-
tually everything one buys, so the indirect consequences of high prices are impor-
tant too.

Given the salience of this issue, it is appropriate for legislators and regulators to
attempt to determine the causes of high prices for oil and other energy products,
and to craft the appropriate policy responses. One factor—speculation in energy
products—has received intense scrutiny as a potential cause of high prices. The
widespread belief that speculation is causing oil prices to rise far above—some say
as much as $70 dollars/barrel above—the appropriate level has led to numerous pro-
posals in both the House and the Senate to reduce speculation in energy markets.

Although I will touch on some pending and proposed legislation, I will focus my
analysis on the role and impact of speculation generally. This analysis implies that
anti—s%eculation efforts are misguided and should be avoided, rather than imple-
mented.

In my opinion, speculation is not the cause of high prices for energy products; the
arguments advanced in support of this view are logically defective and at odds with

1The opinions expressed herein are exclusively my own, and do not reflect the views of the
Global Energy Management Institute, the Bauer College of Business, the University of Houston,
or the CFTC.
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an understanding of how the markets work. Most importantly, there is no evidence
to support claims that speculation—or manipulation for that matter—is responsible
for high energy prices.

To the contrary, speculation plays a constructive and important role in price dis-
covery and the efficient transfer of risk. As a result, restrictions on speculation like
those proposed of late will not alleviate price pressures, but will reduce the effi-
ciency of the energy marketing system. Such a move would set the stage for a raft
of unintended consequences that may be not only damaging to consumers and busi-
nesses in the U.S., but to the global economy, in which oil, no longer just a “U.S.
commodity”, plays a significant role. New markets are forming across the globe?2
and capital will flow to where it is least constrained by counterproductive regula-
tions. Today that is the U.S., but this is not guaranteed if Congress imposes unduly
restrictive burdens on participants in U.S. markets. Therefore, Congress would be
well-advised to avoid implementing rash measures to reduce speculation, and to
focus instead on policies that encourage increases in output and efficient uses of en-
ergy.

More specifically:

e In recent debates over energy prices, the word “manipulation” has been thrown
around with abandon. There are numerous allegations that manipulation by
speculators is what is causing the current high prices. Indeed, one of the bills
currently under consideration is called “The Prevent Unfair Manipulation of
Prices Act” (“PUMP.”) However, price behavior in the oil market during the re-
cent period of dramatic price increases is not consistent with manipulation.

e I base this conclusion on my extensive research on derivatives market manipu-
lation; indeed, I have published more (numerous articles and a book) on this
subject than any academic economist. Moreover, I have designed futures con-
tracts with the specific objective of minimizing their vulnerability to manipula-
tion, and as a result, have extensive practical experience in how manipulation
works and how it can be prevented and deterred.

e In my research, I have found that the term “manipulation” is often used loosely.
Indeed, this is true of discussions of the energy market today, some of which
remind me of what a Texas cotton trader said during testimony before the Sen-
ate in 1923: “The word ‘manipulation’ . . . in its use is so broad as to include
any operation of the cotton market that does not suit the gentleman who is
speaking at the moment.” 3

e Certainly there are forms of conduct-notably a “squeeze” or “corner’—that are
properly considered manipulative. My research demonstrates that such manipu-
lative acts have distinct effects on prices, price structures (e.g., the relation be-
tween nearby and deferred futures prices), and the movements of physical com-
modities in interstate and international trade. These effects have not been ob-
served in the oil market during 2007—2008. Moreover, existing regulatory and
legislative remedies, if employed vigorously and precisely, are sufficient to ad-
dress potential future manipulative attempts. Policymakers would be well ad-
vised to utilize existing tools to fight recognized forms of manipulation, rather
than implement new policies that will not appreciably reduce the frequency and
severity of real manipulations, but which will interfere with the ability of the
markets to discover prices and transfer risks efficiently.

e Constraining the positions that market participants can hold can reduce the fre-
quency of market power manipulations, but such position limits are an ineffi-
cient tool for achieving this objective. They are inefficient because they limit the
ability of speculators to absorb risk from speculators and are difficult to set at
a level that is sufficient to make it difficult to corner a market without unduly
constraining the ability of the markets to transfer risk efficiently.

e Based on long study and involvement in the derivatives markets, I believe that
corners and squeezes are a serious concern—and not just in energy markets,
but in financial and other commodity markets as well. I further believe that cor-
ners and squeezes should be punished severely, either through criminal or civil
penalties, or private litigation. That said, I emphasize that: (a) there is no evi-
dence that manipulation properly understood explains the current high prices
for energy products, or (b) that position limits are not the most efficient or effec-
tive means of reducing the frequency and severity of manipulation.

2As a recent example, the Hong Kong Futures Exchange just announced its plans to launch
energy futures trading.

3 Cotton Prices: Hearings Before a Subcomm. of the Senate Comm. on Agriculture and Forestry,
Pursuant to S. Res. 142, 70th Cong., 1st Sess. 154 (1928).
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e Moreover, there are more efficient tools than position limits available to deter
corners and squeezes. These kinds of manipulation are already illegal in both
the futures and OTC markets. Moreover, these types of manipulations can be
detected with a high degree of precision; as Judge Frank Easterbrook (5th Cir-
cuit Court of Appeals) has written, “an undisclosed manipulation is an unsuc-
cessful manipulation.”4 Since corners and squeezes are detectable, and those
that carry them out are usually not judgment proof, it is more efficient to deter
manipulation by imposing penalties after the fact on those that engage in this
conduct (through criminal or civil penalties, or private litigation) rather than
by constraining the activities of all market participants before the fact through
position limits.

e Vigorous head-to-head competition between similar futures contracts is a dis-
tinct rarity. The ongoing battle between NYMEX and ICE WTI contracts is one
of the very few examples of such competition in the global futures markets.
Competition generally redounds to the benefit of market users, and should be
encouraged. Any regulatory or legislative change that would impair the direct
access of U.S. customers to ICE Futures Europe would either be ineffectual be-
cause global financial institutions would merely shift their business to London,
or counterproductive because it would reduce competition in the WTI market.
Though the London-based exchange has only a 15% share in the WTI crude
market, it represents a tool for global energy producers and banks to manage
risk using a cash-settled instrument, rather than in a physical oil contract.
Moreover, such measures would not materially reduce the vulnerability of the
oil market to manipulation. Such measures would, therefore, create costs with-
out producing any corresponding benefit.

o Historically, major shocks to commodity markets have been blamed on specu-
lators, and speculative excess. The response to the current oil price shock is no
exception. Assertions that speculation by financial institutions, including invest-
ment banks, hedge funds, commodity funds, and pension funds, have inflated
oil prices by as much as $70 per barrel are logically defective and completely
unsupported by any reliable evidence. Almost without exception, trading by
these market participants does not contribute to the demand or supply of phys-
ical oil, and hence their trading does not distort the physical oil market. Many
financial institutions trade cash-settled derivative instruments, including swaps
and the ICE WTI contract, which cannot be used to take or make delivery of
oil; nor can these positions result in a physical claim on oil. Those trading these
instruments are by definition price takers, not price makers. Moreover, even
when financial institutions trade delivery-settled instruments, such as the
NYMEX WTI contract, they typically offset their positions prior to the delivery
period, and hence do not contribute to the demand or supply for physical oil.
Even if they purchase in large amounts, they subsequently sell in almost equal
amounts as contracts reach delivery. Hence, they typically exert no upward im-
pact on the “spot” price for oil which is crucial in determining the prices that
consumers actually pay.

e It should also be noted that the oil market has not exhibited one of the nec-
essary indicia of speculative distortion of prices—the accumulation of large and
increasing inventories in the hands of speculators. Attempts to hold prices
above their competitive level—such as the actions of the Hunts in the silver
market in 1979-1980, or the International Tin Council, or the agricultural price
support programs of the U.S. Government in years past—require the entity
keeping the prices up to accumulate large inventories. This has not been ob-
served 1n the oil markets of late.

e With regard to the notion that passive investors (including “long only” index
funds) have dramatically impacted the price of oil, there are some key factors
that prevent this from being the case. Most notably, commodity index funds buy
and sell in equal amounts on a regular basis as the futures contracts expire on
a monthly or quarterly basis during the “contract roll.” Because they roll, they
do not take delivery, and hence do not affect the demand for physical oil. In-
deed, they are sellers as futures contracts near delivery, and hence are not the
source of any buying pressure in the physical market; if anything, the reverse
is true.

e This phenomenon has been long understood. In 1901 (!) a report from the
United States Industrial Commission on “The Distribution of Food Products”
stated:

4Frank Easterbrook, Monopoly, Manipulation, and Fraud, 59 J. OF BUSINESS (1986), S107.
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As we have attempted to show, it is a mistake to represent speculation in
futures as an organized attempt to depress prices to the producers.

First. Because every short seller must become a buyer before he carries out
his contract.

Second. Because, so far as spot prices are concerned, the short seller ap-
pears as a buyer not a seller, and therefore, against his own will is instru-
mental in raising prices.?

The concern addressed by the Industrial Commission was the mirror of today’s:
in 1901, it was widely alleged that speculative short selling depressed the prices
of corn, wheat and oats, whereas today it is asserted that speculative buying
inflates the price of energy. The Commission’s analysis is directly on point none-
theless; speculators who offset their positions (short sellers who buy futures, or
buyers who sell them) do not distort spot prices—the prices that consumers pay
and producers receive.

e Of note, what many experts claim are massive inflows to commodity index
funds over the decade is largely the price appreciation of the assets in the com-
modity index rather than “new money”. The assets attributable to commodity
index funds represent a small portion of these aggregate markets. Interestingly,
in the markets where index funds are most concentrated, such as the cattle fu-
tures markets, prices have been flat. Wheat futures traded on the Minneapolis
Grain Exchange are mot included in an index, but have experienced dramatic
increases in price. Finally, these index funds take no supply off the market,
thus do not impact the physical market where spot prices are set.

o It has been asserted that oil may be in a speculative bubble. However, specula-
tive bubbles are less likely to occur in the market for a physical commodity,
than a market for financial assets, such as growth stocks in new industries. The
discipline of physical delivery that connects derivative instruments—such as fu-
tures contracts—to the market for the physical commodity makes it far more
difficult for commodity prices to become untethered from fundamentals as in the
case for Internet stocks, to name but one example. Moreover, extant economic
research suggests that goods and assets with active futures contracts are actu-
ally less susceptible to bubbles than those lacking liquid futures markets.
Hence, it would be particularly misguided to attack an alleged bubble by imped-
ing the trading of oil derivatives. Finally, economic models of speculative bub-
bles imply that during a bubble, futures prices should exceed spot prices by the
cost of carrying inventory; this was not observed during the period of rapid oil
price increases in recent months.

e Some proposed legislation is intended to constrain the ability of financial insti-
tutions such as investment banks, pension funds, and index funds, from partici-
pating in the commodity markets. Such efforts are misguided because the par-
ticipation of financial institutions in the commodity markets in general, and the
oil market in particular, is a laudable development. Improved integration of the
financial and commodity markets facilitates the efficient allocation (and pricing)
of commodity price risk. That is, it facilitates hedging by energy producers and
consumers, which in turn helps consumers; pension funds and index investors
can often bear risk more cheaply than others (because of their ability to diver-
sify), and hence their participation in the market reduces the cost that hedgers
incur to shed this risk. Moreover, by trading commodity derivatives, including
exchange traded commodity futures, investors can improve the performance of
their portfolios by reducing risk without sacrificing return—and without putting
claims on physical inventories. Indeed, this very ability to improve portfolio per-
formance is what permits these investors to take on risk from hedgers more
cheaply Therefore, impeding the ability of financial institutions and investors
to utilize the futures markets would harm hedgers and investors, again without
generating any benefit for American consumers of oil products in the form of
lower prices.

e Moreover, some speculators devote effort and resources to researching market,
geopolitical and seasonal fundamentals. Their participation in trading ensures
that the information they produce is incorporated in prices. Such trading facili-
tates price discovery, contributes to the informational efficiency of prices, and
thereby encourages efficient use of scarce energy resources by providing pro-
ducers and consumers with more accurate measures of the true value of oil.

5Report of the Industrial Commission on the distribution of farm products 223 (1901). Many
Members of the House and Senate were members of the Industrial Commission.
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e The role of margins in futures markets is to ensure that parties to futures con-
tracts are willing and able to perform on their contractual commitments; in es-
sence, margins are performance bonds (collateral). Margins have costs; they re-
quire traders to hold more in low yielding assets (such as Treasury bills and
cash) than they would absent such margin requirements. Exchanges, clearing-
houses, clearing members, and brokers have incentives to set margins efficiently
to trade-off these benefits and costs. Exchanges and clearinghouses use sophisti-
cated methods to set margins efficiently, and based on these methods, adjust
margins to reflect changes in price volatility.

e It would be imprudent to increase margin levels dramatically by regulatory or
legislative fiat to choke off speculative activity in the energy markets. There is
no reliable empirical evidence that margin increases reduce price volatility, or
reduce disparities between market prices and prices justified by fundamentals.
Changes in margins would affect both long and short speculative activity, and
hedging activity, and thus could lead to either increases or decreases in futures
prices relative to expected spot prices. Moreover, raising the cost of speculation
through margin changes would tend to reduce market liquidity and increase the
costs of hedging. Furthermore, raising margins affects the activity of market
participants based on how much cash they have—not how much information or
smarts they possess. In addition, raising margins on exchange traded instru-
ments is likely to encourage a migration of trading to off-exchange venues
where parties can freely negotiate collateral levels. Even if speculation was dis-
torting prices—and I repeat that there are neither convincing evidence nor ar-
guments to support this view—regulation of margins would be an extremely
blunt tool to control speculation, and would likely have detrimental effects on
the efficiency of the futures market as a hedging and price discovery mecha-
nism.

e Over-the-counter (“OTC”) instruments play an important role in virtually all fi-
nancial and commodity markets. Indeed, the volume and open interest of OTC
contracts is typically higher than corresponding figures for their exchange trad-
ed counterparts. Like exchange traded futures, OTC swaps permit hedgers and
speculators to trade risk efficiently. Revealed preference indicates that for many
market participants, OTC swaps and options offer advantages over exchange
traded instruments. That is, market participants can often achieve their risk
management objectives more efficiently using swaps than using exchange trad-
ed instruments. OTC market participants are already proscribed from manipu-
lating any commodity traded in interstate commerce, so it is incorrect to say
that these markets are unregulated. Additional regulation, such as limiting par-
ticipation in OTC energy markets to those capable of making or taking delivery
of an energy commodity, or to those who produce it, would interfere with the
ability of these markets to perform their essential risk transfer function without
materially reducing the frequency of manipulation. OTC markets facilitate the
trading of risk, and many of the most efficient bearers of risk are not the most
efficient handlers of the physical commodity. Indeed, since most OTC contracts
are financially settled, they cannot even be used to transfer ownership—they
are used exclusively to transfer commodity price risks. Limiting participation in
these markets to those who produce, consume, or otherwise handle, the physical
commodity therefore largely defeats their very purpose. By eliminating from the
market those who can most efficiently bear risks, such measures would make
hedgers—who do handle the physical commodity—worse off.

e In evaluating the role of energy speculation, and energy derivatives markets
more generally, it is imperative to remember one crucial fact: derivatives mar-
kets are first and foremost markets for risk, rather than markets for the actual
physical product. Derivatives markets effectively permit the unbundling of price
risks from the actual physical commodity. It is this unbundling that makes
hedging work. The derivative market for oil and the physical market for oil are
of course related, and indeed, the delivery process in the futures market ensures
that futures prices at maturity reflect the actual value of physical energy. As
long as the integrity of the delivery process is protected against the manipula-
tive exercise of market power, however, financial trading of energy derivatives
permits efficient allocation of energy price risks, but does not impede the or-
derly and efficient operation of the market for physical energy. Indeed, by facili-
tating the efficient allocation of risk and the discovery of prices, derivatives
trading—including derivatives trading by speculators, investors, and financial
institutions—actually makes the physical market more efficient. It allows en-
ergy producers and consumers to shift the risks to those best suited to bear
them, and to focus their efforts on producing, transporting, marketing, and
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using energy as efficiently as possible. This benefits energy consumers in the
U.s.

In summary, energy derivatives markets play an important risk transfer and
price discovery role. Speculation is a crucial element of an efficient derivatives mar-
ket; speculators provide services that redound to the benefit of producers and con-
sumers of energy looking to reduce risk, and hence to the customers of those pro-
ducers and consumers. Assertions that manipulation, or speculation, or manipula-
tive speculation, are causing high oil prices are not based on sound economic rea-
soning, and find no support in the data. Policies based on such mistaken beliefs will
do nothing to alleviate energy price pressures. Indeed, such policies are likely to
harm U.S. consumers and investors by impairing the ability of the energy deriva-
tives markets to discover prices and transfer risk.

The CHAIRMAN. Thank you very much.

Mr. Zerzan, for the benefit of the Committee, would you tell us
what a swap looks like? I mean, is it an actual contract? Can you
send us a copy of one of these so we can see what it looks like?
Are they all kind of alike, or are they different?

What I am trying to understand is exactly—I think there is con-
fusion on the part of Members and myself about just what this is,
and I don’t think they are all alike. Some people are doing these
swaps that actually are in the business, and then you have people
that rather than go to Las Vegas, they deal with you guys appar-
ently. So as somebody said, “The problem is we don’t know what
is what here.” But could you explain to us how this works?

And then, as I understand it, these swaps mostly are offset with
some over-the-counter offset, and they net these things out before
they end up going over to the NYMEX. Could you just explain that
maybe in terms that the Committee would understand?

Mr. ZERZAN. Sure. Your typical over-the-counter derivative ar-
rangement has essentially three parts. The first part is what is
called a master agreement, and it defines the scope of the relation-
ship. So let’s say I am ABC investment bank, and on the other side
I have XYZ airline. XYZ airline wants to hedge its risk of the rise
in prices or the fluctuations in the price of jet fuel. So, the invest-
ment bank and the end-user will enter into a master agreement
which defines the overall contractual terms; what happens in the
case of a default; what happens in the event that some of the par-
ties to the transaction decide they want to enter into other trans-
actions.

So under the master agreement you then have a credit support
document, and the credit support document outlines the collateral
between the transactions, between the parties. If I am going to
enter into a relationship with a counterparty, I want to know that
if they back away, I have some security, I have some sort of re-
course. And so we will have a credit support annex which defines
the type of collateral which I can try to obtain if my counterparty
decides it is going to walk away.

Any individual transaction, like the swap that I want to do with
the airline, is documented by a confirmation, and each individual
transaction is confirmed via a confirmation. All of these are written
contracts. And we will be happy to provide the Committee with ex-
amples of these. They are written contracts. They are generally re-
ferred to as ISDAs within the trade, because ISDA developed the
general framework.

But within the context of the actual documents, the material eco-
nomic terms are always negotiated. These terms include, obviously,
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the price, the size of the transaction, such things as I mentioned:
the collateral, what type of collateral must be posted; and what
events would constitute a default under the contract, for instance.
So although you have standardization in terms of the framework,
the actual terms of the agreement that relate to the actual trans-
action, the economic exposures, are all individually negotiated, and
they are, in the case of each transaction, confirmed by a written
confirmation, which is a contract like any other contract.

The CHAIRMAN. Well, and are these normally just by themselves,
or are sometimes a bunch of these put together and then offset by
some other institution that picks up that risk, or does one of these
credit default swaps—or is that—how does that work?

Mr. ZERZAN. If I am a swap dealer, I will have transactions with
XYZ airline, ABC trucking company, CDF producer. And this gives
me an overall net portfolio exposure. So as opposed to my trying
to seek to offset each individual transaction, I will try to offset the
exposure in my entire portfolio, and I may go to the futures market
to do that. In fact, I will likely go to the futures market to try to
offset some of that exposure. But this is done primarily as a means
of risk management.

And so when we talked about the hedge exemption, you can see,
if you are an investment bank, you have a very real need to hedge
your risk by going to the futures market as part of managing your
overall portfolio, and that allows you to enter into contracts on
commodities like jet fuel that an airline can’t otherwise obtain pro-
tection on.

The CHAIRMAN. Well you have airlines and truckers and so forth;
they have a business of being in the market. But we have these
other people that apparently buy these things that have no interest
in ever owning oil or have no connection to this at all. They are
just apparently getting into this because they think they can make
money. Am I right?

Mr. ZERZAN. Well, you have people that are speculating certainly.

The CHAIRMAN. Yes. And one of the problems is the CFTC
doesn’t know how many of these contracts relate to actual physical
hedgers and how many are speculators, I guess. Do you have any
idea what that percentage is, how many of these swaps are airlines
and truckers and people that use this stuff and how many aren’t?
And how much of the hedging is in the actual futures market, and
how much of it is in the over-the-counter market? Do you have that
information?

Mr. ZERZAN. Well, one of the proposals that has been put forward
would require the disaggregation and the breaking down of swap
dealers and index traders and others. To the extent that the Com-
mission feels that that type of transparency is important; and Con-
gress feels that that should be done, then I think the important
thing to remember is you don’t want to create a situation where
an individual swap dealer’s strategy or position in the futures mar-
ket is laid open so that other traders can trade ahead. And one of
the concerns that have been expressed is that you want to make
sure you anonymize the ability of individual firms to use the fu-
tures market to hedge their bona fide risk.

When you ask what is the percentage of people doing speculative
trades versus what is the percentage of people that are doing hedg-
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ing trades, I actually think that would be tremendously difficult to
try to break out on any case-by-case basis. On any given trans-
action, you might have a party that is hedging one part of its port-
folio. You might have another party that is speculating. You might
have an individual transaction that in some light is seen as specu-
lation and in another light is seen as a hedge.

The most important question is whether or not the speculation
is driving up the price of the commodity. And I think that Professor
Pirrong noted there is no real evidence showing that is the case.

The CHAIRMAN. Well, and if the Committee will bear with me, I
just want to finalize this. So these guys don’t want to know, they
don’t want anybody to know what they are doing. I can understand
that. That has been part of my puzzle about all of this. And from
what I can tell, some of these swaps and these index funds are
never, ever getting over into the futures market. The only thing
that is getting over there is the amount that you can’t lay off over-
the-counter some other way. So people are basically making this
side bet over here between two parties, and in the case of the in-
dexes, they are using the futures market as what they are betting
against. But this money never goes into the futures market. And
if nobody knows what they are doing, how can it affect the price?

That is what I cannot figure out. I mean, if the money doesn’t
go in there, and if nobody knows what they are up to, then how
can it affect the price? The part of it that goes over into the futures
market could potentially affect the price, but I just don’t get the
connection here. Am I missing something; or does somebody actu-
ally know what these swap things are, and then they use that in-
formation?

Mr. ZERZAN. No, Mr. Chairman, I think you hit the point pre-
cisely on the head. An individually negotiated contract between two
people, the price of which is known only to those two people,
doesn’t affect any price of anything else. And to the extent that you
have swaps that are then being hedged in the futures market, as
you point out, that pricing information is being fed into the futures
market, and it is showing up in the price of the contract.

But you have hit the issue precisely. These are not driving up
prices if they are contracts which are bilaterally negotiated and the
prices are known only to the two people to the transaction.

Mr. MARSHALL. Mr. Chairman.

The CHAIRMAN. Mr. Marshall.

Mr. MARSHALL. Would you mind?

The CHAIRMAN. Yes.

Mr. MARSHALL. I just wanted to follow up on something that you
have already raised as a result of Mr. Zerzan’s comment concerning
the problem with more transparency in this market. And it is, in
essence, as you described it, a worry by those who are trying to
hedge in the market that others will be able to trade ahead of
them. And what you mean by that is if word gets out that XYZ air-
lines is working with ABC to cover a particular risk. Where jet fuel
is concerned, ABC’s costs go up if ABC knows that it is going to
be more difficult for it to then lay off that risk someplace else be-
cause the word gets out that it is going to be trying to do this. This
is a huge position that will have to be taken, and consequently peo-
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ple get there ahead of time, and it becomes more expensive for
them to lay off the risk. Is that basically the concern?

Mr. ZERZAN. Yes, sir.

Mr. MARSHALL. I am describing this adequately?

There wouldn’t be a problem with sharing information con-
cerning the swap position confidentially with the CFTC to enable
the CFTC itself as a regulatory entity to have complete trans-
parency in real time with regard to what is going on in the market.
Wouldn’t that be correct, because that would have no effect on
somebody trading ahead?

Mr. ZERZAN. Well, for instance, your legislation where you put
forth the provision where swap dealers would be required to report
separately, I don’t think that type of reporting would be something
that the firms would be unprepared to do. I think they already
have those records, and they would be able to do so. And as you
point out, the important issue is that it is done in such a way that
it doesn’t individually point to each firm’s trading strategy.

Mr. MARSHALL. So the effect of adopting a rule like that would
be to increase the oversight burden for the CFTC for sure, because
they would be receiving all kinds of information which they could
probably arrange to receive in summary form, in addition to the de-
tail, but also in summary form. This is pretty close to whatever it
is on NYMEX, something like that. To generally follow what is
going in the market with a fair amount of ease, CFTC may need
a little more resources, but the market itself wouldn’t react badly
to that as long as the market had confidence that this information
was going to remain secret. And, so, you wouldn’t have this prob-
lem of people trading ahead and consequently making it more ex-
pensive to hedge.

And in addition, frankly, having a regulatory regime where there
is a regulator that is seeing all of this could enhance the confidence
that people have in the market and be good for the market as op-
posed to bad for the market, wouldn’t you think, Mr. Zerzan?

Mr. ZERZAN. Again, I think it is important that we are clear,
when we are talking about a provision that shows the over-the-
counter positions as opposed to the futures positions, then you are
talking about a different regime. What your legislation does is it
talks about showing the hedges in the future markets, broken
down by the fact they are done as a hedge on a swap.

Mr. MARSHALL. And my question goes further than that.

The CHAIRMAN. Mr. Marshall, we are way over my time, so I rec-
ognize the gentleman from Virginia, the Ranking Member, Mr.
Goodlatte.

Mr. GOODLATTE. Thank you, Mr. Chairman. And I want to thank
all the members of the panel.

Dr. Pirrong, yesterday we had a panel of witnesses who were
Members of Congress who have introduced legislation that they be-
lieve would address some of the concerns that have been raised re-
garding speculation in the futures market. One of those witnesses
used the Hunt brothers’ attempt to corner the silver market as an
example of what is happening today. And I wonder if you could
compare and contrast what the Hunt brothers did versus what we
observe in energy and commodity markets today.
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Dr. PIRRONG. I will be glad to, sir. In fact, I think that that is
sort of an excellent example of how things are very different today
from what happened with the Hunts or other examples of manipu-
lation that have happened in the past. And in particular, it relates
to a point that I raised during my initial statement, which is relat-
ing to if manipulative acts or speculative acts are distorting prices,
you are going to see distortions in the physical market.

The basic idea is prices send signals about scarcity. People re-
spond to price signals and do things with real things in response
to that. If you screw up prices, you are going to screw up the allo-
cation of resources, and you are going to see that very clearly.

In the case of the Hunts, they amassed a massive position in sil-
ver and started taking deliveries of huge quantities of silver. In-
deed, there are sort of anecdotal stories about brides in India melt-
ing down their trousseaux of silver to have them shipped to New
York because the price of silver was so highly distorted that it was
better to have the Hunts sit on it than to have it as part of their
trousseau. There was a clear evidence in the physical market that
something was wrong and that prices were distorted.

What you would look for today is sort of evidence of the same
sort of thing. You would look for evidence of oil, in this instance,
being accumulated, hoarded by speculators. You should see an ele-
vation in the level of oil inventories or oil stocks, and there is no
evidence that we see of that. And so that is a very important thing.
You just can’t look at prices alone.

Let’s look at the real side of the economy, too. Let’s look at quan-
tities as well as prices. Every economist, when he puts up a supply
and demand diagram, there are two axes. There is a price axis, but
there is also a quantity axis. If speculation is distorting prices, we
will see that in some sort of quantity data, like in inventories or
in flows of the commodity. We saw that with the Hunts. We don’t
see it now.

Mr. GOODLATTE. Well, let me ask you about that inventory. It
was widely reported this week that the U.S. Energy Information
Administration said that for the week of July 4, domestic crude
stocks fell 5.9 million barrels to 293.9 million barrels, the lowest
since the week of January 25 when stocks stood at 293 million bar-
rels. Is this information consistent or inconsistent with what you,
as an expert, would expect to observe if there were efforts to ma-
nipulate the market?

Dr. PIRRONG. No. What we would expect to observe if the market
was being manipulated is that stock should be increasing, that we
should see hoarding. Stocks should see ballooning, not declining.

Mr. GOODLATTE. Thank you.

Mr. Greenberger, yesterday we heard testimony from Members of
Congress that support legislation that would address many of the
issues of concern that have been voiced by you and others. You and
others have cited hedge exemptions as a way for parties to increase
their speculative positions. The CFTC made data available to us
that allows us to analyze this.

In 2006, for swap agreements, 19 firms requested hedge exemp-
tions. Thus far in 2008, only four firms have requested hedge ex-
emptions, one on an annual basis and three temporary. For a com-
bination hedge and swap agreements, 23 firms requested hedge ex-
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emptions in 2006. Thus far in 2008, eight firms have requested
hedge exemptions. For pure hedges, ten exemptions were requested
in 2006 and only two in 2008. During the time that crude oil had
a large run-up in price, the request for hedge exemptions has fallen
dramatically. How do we reconcile that data with what we are
hearing?

Mr. GREENBERGER. Thank you. I am happy to answer that ques-
tion. First of all, the relationship between hedge exemptions and
the skyrocketing speculative investments, you will only need one
hedge exemption. If Goldman Sachs has a hedge exception, they
are going to enter into the markets billions of dollars under that
exemption. So I don’t think the number of hedge exemptions tells
you anything.

Second, the Chairman asked a very interesting question.

Mr. GOODLATTE. Well, you said it in your testimony that hedge
exemptions were a way for parties to increase their speculative po-
sition.

Mr. GREENBERGER. Yes. And I say if Goldman Sachs

Mr. GOODLATTE. But that is not apparently how they are doing
it now, if there are only a few.

Mr. GREENBERGER. I am saying if you only have one, if Goldman
Sachs has one, that is all they need.

Mr. GOODLATTE. Is Goldman Sachs responsible for this large run-
up?

Mr. ETHERIDGE. Would the gentleman yield?

Mr. GOODLATTE. I would be happy to yield.

Mr. ETHERIDGE. I am told that the very day that they offer the
exemptions, the stock of oil will fall, which doesn’t square with the
fact that if you have an exemption it should be going up, shouldn’t
it?

Mr. GREENBERGER. Let me answer that question as well. The
Chairman put his finger on the pulse of the issue. He says, “Gee,
I don’t see all this money going to NYMEX.” Now, if it goes to
NYMEX, the concern has been that when Goldman Sachs tries to
take its short positions from its swaps and convert them into longs,
they are buying long on NYMEX. The hedge exemption is allowing
them to be treated as an oil dealer rather than as an investment
bank who is laying off its risk from all the bets it has taken in on
the price.

Now, you have to understand when Mr. Zerzan says they are
netting things out, it is like a bookie. They have longs, they have
shorts, and they see how much overage they have. When they have
a lot of overage they have sold short to the people who are buying
long. And that is not a good way to be in this market. So they have
to find other avenues to lay off that short risk and buy long.

Now, the Chairman says, “Gee, I don’t see all that on NYMEX.”
They don’t need a hedge exemption to lay that off on the over-the-
counter market. The over-the-counter markets are not covered by
hedge exemptions.

Now, if I can just follow my train of thought, Mr. Goodlatte.

Mr. GOODLATTE. Yes. My time has expired. I do want to give Dr.
Pirrong an opportunity to respond as well. But go ahead.

Mr. GREENBERGER. Okay. When they go out into the over-the-
counter market, everybody is saying, “Gee, we don’t know what is
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happening in the over-the-counter market. So how can it affect the
price of crude?” Well, what is happening in the over-the-counter
market is Goldman Sachs is going to people, asking them to sell
short. And that is all happening in the over-the-counter market,
which as Congressman Marshall is saying, “We don’t have any in-
formation about.” Well, those shorts are being sucked out of trans-
parency. So if you look at NYMEX, all you are seeing is the long,
the heavy long position on NYMEX. You don’t see everybody who
is selling short on the over-the-counter market. If those shorts were
required to be on NYMEX or another regulated exchange, you then
all of the sudden would see that people want to sell here, they just
don’t want to buy.

Mr. GOODLATTE. Let me ask Dr. Pirrong if he agrees with your
assessment.

Dr. PIRRONG. No. Essentially this is just part of the process
where essentially risk is being allocated and essentially in an effi-
cient way. These markets are intimately interconnected. To the ex-
tent that a swap dealer sees order flow, he has the ability to trade
that off in many markets. And to the extent that the impact of that
order flow isn’t reflected on some market where he can trade, that
represents a profit opportunity and he is going to basically trade
on that information accordingly. That means that information is
going to be communicated through these markets in a very efficient
and rapid way. These guys talk with one phone in one ear and a
phone in another ear—or one phone in another ear and looking at
their computer screen, and essentially are acting to ensure that
these prices are interconnected. And so the idea that essentially
stuff can happen over in one market and essentially that is not
going to be reflected in prices in another I just think reflects a mis-
understanding of the way these markets work.

Mr. GOODLATTE. Let me, if I might, Mr. Chairman, ask Mr. Vice
if he believes or he knows of evidence to support or refute Mr.
Greenberger’s contention that what is not being seen on NYMEX
is heavy trading of shorts on the OTC.

Mr. VICE. I am not sure I followed all of Professor Greenberger’s
remarks. But in trying to take a couple of takeaways: no one has
really differentiated yet in this conversation that there is an elec-
tronic OTC market, of which ICE offers, and there is a much larger
non-electronic OTC market which are through voice brokers or
through direct negotiation, as Greg just described. We obviously
don’t have any information about the latter. On the former, as I
said in my testimony, there is no electronic OTC trading in U.S.
crude oil or any other U.S. refined product today on ICE or any-
where else. So there is no data there to go get because there is no
trading.

As I understand it, Professor Greenberger is suggesting that di-
rectly negotiated trades of the type that Greg described earlier be-
tween airlines and Goldman Sachs, and any other swaps dealer,
should somehow all be moved onto a regulated exchange. And I
think Greg did a good job of describing these are customized, pri-
vately negotiated deals that have sometimes very unique terms to
fit the risk management need of that particular airline for a par-
ticular time frame or particular delivery point that may not match
up 100 percent with the terms of a futures contract.
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Mr. GOODLATTE. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Pennsylvania, Mr. Holden.

Mr. HOLDEN. Thank you, Mr. Chairman. We obviously have a
difference of opinion on the panel how this Committee should move
legislatively or move at all. And some of my questions have been
answered already, but I am sure all of you are familiar with the
panel we had yesterday of our colleagues, Mr. Stupak, Ms.
DeLauro, Mr. Larson, Mr. Van Hollen, and their proposals that
they have introduced into the Congress. I am just curious, what do
you think would happen if one of those proposals, or parts of that
proposal would be enacted into law in the marketplace? Would the
money go someplace else so we would never have a chance to know
what is going on in the marketplace? I am just curious as to your
opinion if any of those, or parts of those, were enacted into law.

Mr. ZERZAN. Thank you, Congressman. It is virtually certain that
proposals that would drive the derivatives business away from the
over-the-counter markets or drive it off-exchange would not lower
the price of energy. They would, however, relocate jobs and revenue
overseas and they would remove the ability of producers to manage
their price risks, which would mean ultimately that those price
risks would be passed on to consumers. So it is fair to say that pro-
visions which would harm the ability of the derivatives markets to
allow people to manage risk will not result in lower prices.

Mr. HOLDEN. Mr. Greenberger.

Mr. GREENBERGER. First of all, the commercial users, if you talk
to them, if you talk to the airlines, the truckers, the farmers, they
can’t use these markets anymore. They are so volatile that any
price they are locking in means nothing to them. In fact, I just saw
yesterday that the Chicago Mercantile Exchange has asked for an
exemption from the bar of agricultural swaps in the statute to start
selling agriculture swaps for soybeans. 1 forget the other agri-
culture thing. Soybeans stuck out in my mind because the farmers
can’t use the regular exchanges. They are so divorced from what
the farmers believe are economic reality. I think they are walking
into a trap there myself because the swaps market is only going
to be more devoid of reality.

If you impose speculative limits is this statute going to continue
to control speculation? The speculators will have to find other
forms of investment to the extent that they are driven from these
markets. And a lot of people believe, for example, the pension funds
who are pouring money into Goldman Sachs, to buy long in these
products they will then have to go back to conventional invest-
ments like the stock market. Don’t forget these are bets, these are
bets on the direction of where prices are going to go. It is like going
to Las Vegas and betting on who is going to win a football game.
It has nothing to do with building the economy. If you invest in
stocks, you are growing a company, if you loan money to a company
on a debt market, you are helping them grow. When the pension
fund puts this in and, god bless them, they feel this is the way they
are going to make money, they are betting. They are not buying the
commodity. They are only betting on the price of the commodity.

And I find it interesting that in the Commodity Futures Mod-
ernization Act state gambling laws were preempted. They had to
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be preempted because these swaps are giving the swap dealer
money and in return he is swapping either the upward price or the
downward price of a commodity, crude oil, soybeans. It is essen-
tially a gamble. You are gambling on the price. There is so much
of that happening, $260 billion have gone into the crude oil mar-
kets since 2004, that it is self-evidently putting wind at the back
of those who want to drive the prices up.

Now, somebody made the analysis, “Gee, inventories went down,
of course, that means prices are going to go up.” People are forget-
ting that 3 weeks ago the Saudis said we will produce, produce,
produce. That has been forgotten, the next day oil went up. Oil is
not responding to supplies and Dr. Pirrong says, “Gee, this isn’t
hoarding. There are no inventories there.” Of course, I am not say-
ing it is hoarding, but one of the reasons there may not be inven-
tories is because nobody is producing because why produce now if
the price is going to go higher later on? And in fact that has been
the thesis that OPEC has traditionally given for why they are not
going to produce more, that they are only selling at a price that is
not the direction of where the market is going to go.

Now, it is true the Saudis surprised everybody 3 weeks ago and
said, “We will produce anything you want.” I mean, they had lim-
its. It was a shocking announcement. The next day, that was a
Sunday, I believe, the price of oil went up. What really is hap-
pening there is OPEC, who is under tremendous pressure to
produce, wants to make a point. We can promise you all the oil you
want, but that is not going to undercut the price. The price has be-
come detached from supply/demand fundamentals. Why is it de-
tached? Because if you take the swaps dealer funds, people are
pouring money into those funds long. And then Goldman Sachs,
which is going short to deal with that long, has to go out into the
market and buy long to cover its short bets. And that is distorting
this market.

Mr. HOLDEN. Thank you.

The CHAIRMAN. We will let him respond.

Dr. PIRRONG. Thank you. A couple of things. First of all, in terms
of specific proposals, the proposals to dramatically increase mar-
gins on futures would tend to drive activity off the futures ex-
changes towards over-the-counter markets where people can nego-
tiate their own collateral. And I think that would be highly disad-
vantageous in terms of if you want to promote price transparency
and transparency in the market, that that would have a very per-
nicious effect.

In terms of the participation of financial institutions in the mar-
ket, it just sort of points out the sort of yin and yang nature of
these markets. For one set of people to want to get rid of risk, you
have to have another set of people that want to take on risk. And
making it analogous to gambling or Las Vegas or what have you,
that is very entertaining, but, essentially that is a vital role of the
market. And if you want somebody to hedge, there has to be some-
body taking on that risk. And frequently it is going to be a finan-
cial institution or a pension fund or somebody that most effectively
can do that.

The CHAIRMAN. Thank you. The gentleman from Kansas, Mr.
Moran.
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Mr. MORAN. Mr. Chairman, thank you very much. I appreciate
the opportunity to further explore these issues. Professor Pirrong,
you in your testimony, which I have read, it seems to me that
words matter and you make an attempt to outline various phrases
and words. It seems to me as I read your testimony that words
matter to you. And one of the things that has troubled me in the
debate that we have had is that the words “excessive speculation”
seem to be interchangeable with market manipulation. And I think
your testimony, although I give you the opportunity to confirm my
understanding, points out there is a significant difference. One is
illegal and disadvantageous to the economy. I am not sure whether
“excessive speculation,” whether that phrase has existed in either
economic or legal terms in the past. Do we study excessive specula-
tion in the schools of economics, are they written in the rules and
regulations of the CFTC or the laws?

Dr. PIRRONG. Well, I think the phrase “excessive speculation” is
in the Commodity Exchange Act but certainly not a concept that
has a lot of traction in economics. We understand what “specula-
tion” is. We understand what it means but drawing the line as to
what is “excessive” and what is not is very difficult.

What I would go back to is something I raised in my initial re-
marks, which is to the extent that there is some distortion, what-
ever label you want to put on it, there is some distortion that is
taking place as a result of activities in the derivatives markets that
would leave a very clear trail in other data, in particular quantity
data in terms of whether it be production or inventory and things
of that nature, and we just don’t see that.

Mr. MORAN. In that regard, tell me the bad consequence from
speculation as compared to what I would call market manipulation.
To me, to have something bad, economically, occur and someone
take advantage of the circumstance, it would require hoarding or
hoarding mentality or collusion. How do you get an increase in
price just by the activity of speculating between two individuals or
two entities as to what the price is going to be in the future?

Dr. PIRRONG. Well, a couple of responses to that. First of all, you
are right, in terms of manipulation that results from the exercise
in market power. And that typically results from one dominant
trader or a group of dominant traders colluding with one another
to do something to distort the market. On the other hand, if you
have speculative activity, some people are speculating on informa-
tion. They have information, folks that are speculating in the mar-
ket, they do a lot of research to try to figure out things about sup-
ply and demand to the extent that their orders are informative,
that will affect prices, but it will have the tendency to drive prices
to where they should be. That is reflecting all the relevant informa-
tion that is abroad in the marketplace.

Mr. MORAN. What is the value of speculation to the American
consumer? How do the futures market and off markets speculation
provide benefits to the American economy?

Dr. PIRRONG. There are a variety of benefits. Most importantly,
it facilitates the efficient allocation of risk. So it allows the transfer
of risk from those that bear it at a high cost, which may be, for
example, a highly leveraged airline, to those that can bear it a
lower cost, which might be a pension fund that sees an advantage
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in being able to diversify and giving its investors a better risk-re-
turn tradeoff. Also these markets in speculation facilitate the dis-
covery of prices. People go out, they commit resources to inves-
tigating, doing research on supply and demand fundamentals, take
that information into account in their trading, that affects prices
and assures prices reflect those fundamental factors and leads peo-
ple to allocate resources efficiently.

Mr. MORAN. In earlier hearings, I was interested in the topic of
convergence. I walked in late for the testimony and I am not cer-
tain that anybody has used that word in the testimony today. But
is there something that we should be looking at as we look to see
how the prices converge at the end of the futures contract with the
actual market price that would give us a clear understanding that
the markets are transparent and efficient?

Dr. PIRRONG. What I would say is absence of convergence can
sometimes indicate a manipulative distortion. So, for example,
when somebody is manipulating the market, executing a corner or
squeeze for example, that is going to cause the futures price and
the price of the deliverable to diverge from its normal relationships.
And that can be sort of a warning light that the market is not
working properly.

Mr. MORAN. And is there evidence today in regard to convergence
in regard to the oil markets?

Dr. PIRRONG. No, sir.

Mr. MORAN. In other words, there is no divergence?

Dr. PIRRONG. Yes, sir.

Mr. MORAN. In the markets today?

Dr. PIRRONG. Yes, sir.

Mr. MORAN. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Would you yield me

Mr. MORAN. I have no time, but of course I would yield to the
Chairman.

The CHAIRMAN. The discussion you just had assumes that there
is a free market and OPEC is not allowing this to be a free market,
is it? I mean, there is this question that we had before about the
supply of stocks. Well, they can store that stuff in the ground as
well as they can in a tank someplace and you have this cartel that
can control this thing basically and how does that all fit into this?
I mean, I am no expert on all this oil stuff, but——

Dr. PIRRONG. I think we can draw a very important distinction
here. Certainly OPEC might be able to take actions that can cause
the prices to be higher than they would otherwise be. For example,
extracting oil at an insufficiently rapid pace to constrain supply.
But that is fundamentally different from speculation. If speculators
were distorting price—if they say, “Hey, we are willing to pay this
high price and we are willing to get our Guccis dirty with gooey
oil to do it,” they would be the ones that would end up holding the
oil. So what you would expect to observe is that with speculators
driving the prices, they would end up causing them to be higher
than they should be. They are the ones that should be owning the
supplies of physical oil. Conversely if it is OPEC doing something,
that could very well have an impact, but it is not going to manifest
itself in the same way.
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Mr. MORAN. Reclaiming the time I don’t have, Mr. Chairman,
maybe the point of that is what Mr. Greenberger said about not
finding hoarding, that hoarding could be in the ground, that makes
sense to me. Maybe the point of this is that the culprit may not
be speculation, but the culprit is the cartel that is withholding the
supply. We are not having a hearing on the cartel, we aren’t having
a hearing on OPEC and we aren’t having a hearing on that topic.
But, is it not a greater factor in determining the price of oil, OPEC,
than it is the fact that people are speculating in the future prices
of petroleum?

Mr. GREENBERGER. I would just say this: As Dr. Pirrong has
said, and by the way I am not a doctor, I am a Juris Doctor, but
I can’t call myself a doctor. The Act bars excessive speculation for
better or for worse and maybe if speculation is good, that should
be struck from the statute. I think that is what you have to say
to yourself. That was a fundamental premise that was made. The
farmers were getting burned in the 1930s by speculators. I think
the airlines will tell you today they are getting burnt by specu-
lators. Maybe they don’t know what they are talking about. But if
speculation is great, let us get excessive speculation out of the stat-
ute. The way excessive speculation finds its way into the regulated
markets is speculators have limits on how much they can partici-
pate.

So all I would say is if speculators are wonderful, then I think
we have to be candid and tell the truckers, the airlines, the farm-
ers to get the automobile manufacturers, you are wrong, this specu-
lation is terrific and the Commodity Exchange Act is not going to
deal with speculation.

Just to flip that around, these markets were designed for busi-
nesses to hedge their business concerns. Yes, you needed specula-
tion to make these markets liquid, but the statute says no to exces-
sive speculation. It is absolutely true that you can have problems
here with no manipulation at all. But you have to answer the ques-
tion, if speculation is good and healthy, then let us get rid of the
excessive speculation bar in the statue. If it is not good and
healthy, then you have to go out into these markets which are un-
regulated and we don’t know anything about and we can’t find the
information and say we have to control your speculation because
you are adversely impacting the price.

And the Commodity Futures Trading Commission on its website,
it talks about the economic fundamentals of futures markets, fu-
tures markets are price discovery mechanisms. You go to the paper
to see what crude oil is selling at and that determines what crude
oil is. The Chairman is correct, a lot of this market is not being
reported, but I think that is a distortion in and of itself, that if it
was fully reported people would be seeing there is a lot more sell-
ing of oil than buying of oil and that would affect the price. You
essentially are sitting here and I am sitting here making guesses
about what is going on in the markets that are dark.

And by the way, before the Enron loophole was passed in Decem-
ber 21, 2000, every energy futures contract had to be on a regu-
lated exchange.
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The CHAIRMAN. Mr. Greenberger, that is not true. You didn’t
have to be. The problem was you didn’t have legal certainty was
the only issue. You could still do it.

Mr. GREENBERGER. Mr. Chairman, when you say that is not true,
I really feel I have to answer that question.

The CHAIRMAN. It was happening before.

Mr. GREENBERGER. Can I answer your assertion since you have
made it?

The CHAIRMAN. Go ahead.

Mr. GREENBERGER. The assertion of it was happening before be-
cause there was an energy swaps exemption.

The CHAIRMAN. But that is going to be there even with these
bills that have been introduced.

Mr. GREENBERGER. I understand that. And if I could answer, I
would like to be able to answer that question. The energy swaps
exemption was for individually negotiated contracts. You could not
have one economic term negotiated in advance. Now, if this pur-
pose is to have standardized contracts that can be liquid. Now,
maybe there was trading. Yes, I will tell you, Enron opened Enron
On-Line before they got the Enron loophole, but that was not legal
trading. And I would be happy to carry this dialogue on further,
but I stand by my proposition that energy futures contracts, just
like agricultural contracts today, cannot be traded, could not be
traded off-exchange. That is why Enron wanted the Enron loophole.
Agricultural products today cannot be traded off-exchange. That is
why the CME is asking for an exemption to have agricultural
swaps.

And I would finally say the Goldman Sachs index does trade,
part of it is swaps in agricultural products. I think that is flatly
]ion violation of the statute. And I think that will be later shown to

e.

The CHAIRMAN. We will investigate that. And what I wanted to
say earlier is that you need to understand what the political situa-
tion was in 1935. Farmers were desperate. They were looking for
somebody to blame, whoever. And so I can easily see why they
would put excess speculation in there, just like I have some letters
from my fuel dealers and so forth, from the airlines who want to
have an answer for their Board of Directors because the CEO is
under fire. You know, we just need to understand all of that. What
I am trying to get to is, show me the facts here that will tie this
thing together. And I still haven’t seen that.

Mr. Zerzan, you wanted to say something and then we are going
to get to Mr. Etheridge. I apologize.

Mr. ZERZAN. Thank you, Mr. Chairman. I would just point out
that the purpose of ISDA is not to create standardized liquid docu-
ments. It was to create a framework of documentation, the material
economic terms of which any individual trade would be negotiated
between the parties. But ISDA is not in the business of creating
futures contracts. We are in the business of helping facilitate the
individual negotiation of bilateral contracts.

The CHAIRMAN. The gentleman from North Carolina, Mr.
Etheridge.

Mr. ETHERIDGE. Thank you, Mr. Chairman. Let me thank each
of the witnesses here today. I am sitting here trying to think how
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to start. And I thought what I might do after all we have heard
is that we really are about setting a framework that is fair to the
consumer and fair to the producer, really and truly. That is what
it is about. Now, a lot of people in the middle get in the game.

But on Sunday night, I got a call from a friend of mine who is
a lawyer. He employs nine employees. In March of 2007, he was
paying about $5,500 a week for fuel for five trucks and all of his
skidders in the woods. A year later, he shut down his operation,
laid all those people off and took a 3 month sabbatical without pay
because when he had paid his fuel bill he had no money left. Now,
you may say that is his problem, he didn’t hedge. The truth is, we
are trying to get a handle on this because it is really about those
folks. The folks in between who handle paper and do all the other
stuff, they are going to be all right. Now, he is back in business,
he sold off part of his equipment and ultimately at the end of the
day, his banker helped him heal the situation, the warehouser gave
him a little more allocation of fuel money if he would keep a list
of what he put on his skidder and what he put in the truck.

So we need to sort of keep a framework of where we are as we
deal with this because the public doesn’t understand futures, swaps
or derivatives or anything else. But our job is to try to get a frame-
work that is fair and protects the American people. That is really
where we are and I hope we will keep that focus. I could share a
lot of other stories. But my question, Mr. Comstock, is to you.

Given that APGA, as your testimony says, values the different
needs served by the more tailored OTC market, does your organiza-
tion or would you support legislation, of which this Committee is
going to be looking at, as soon as we finish all the testimony, that
it would eliminate the OTC market with respect to energy commod-
ities as some of these claim to do, or just share with us your think-
ing on that. I think it is important for us to have that as we try
to get a handle on these things.

Mr. CoMmsToCK. Mr. Etheridge, thank you for the opportunity to
comment. I don’t believe that APGA supports the elimination of
OTC markets. But APGA does support the position that data and
information are important.

Mr. ETHERIDGE. Transparency?

Mr. ComsTOCK. Transparency, yes, sir, in a word, it is important.

Mr. ETHERIDGE. Those are two different things is the reason I
asked the question that way.

Mr. CoMsTOCK. The transparency is important to us to provide
information to know what is happening in those markets. That is
our position and that is what we would support.

Mr. ETHERIDGE. Okay. Thank you. My colleague, from Kansas
raised the issue of OPEC. I wish you could be talking about that
today because when this issue came up in the 1970s, we were im-
porting far less oil than we are today. And they do set the thresh-
old of how much they will produce. The truth is when they said
they were going to increase the production here recently, all they
did was reduce production in another field. So it was sort of a net-
net.

Dr. Pirrong, we have heard comments that there is too much li-
quidity in certain commodity markets and I think I have an awful
lot of constituents who really believe that. What are your thoughts
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on this statement? Can there be such a thing as too much liquid-
ity? And if so, what does that look like? How does that affect the
market and how do we put in place mechanisms to make sure
there is adequate liquidity to make the market work? As someone
on a farm would say, “Enough grease to grease the machinery and
make it work and not too much grease to get it all over the axle
and mess up everything else.” I think that is what we are about
right here. We talk about it in a lot of terms. But the real issue
is having enough liquidity to make the market work and not too
much to mess up everything.

Dr. PIRRONG. Yes, sir. Well, I think there is a market for liquid-
ity like there is a market for other things. And essentially that
market will typically work in a way that ensures that the right
amount of liquidity is there. Where does liquidity come from? Li-
quidity comes from capital. To the extent that people are demand-
ing liquidity, the price of liquidity is going to be high and that is
going to attract capital there. Conversely, to the extent that people
don’t demand liquidity, hedgers aren’t in the market, they don’t
really need the liquidity, there will be a low demand and there
would be relatively less capital.

Mr. ETHERIDGE. I understand that. I understand that theoretic
statement. My question is a little deeper than that. You have to
make sure if there aren’t any regulatory schemes. I think my ques-
tion is, how much liquidity does it take, otherwise every dollar will
chase certain things. You and I know that. My question is, how do
you devise that framework so that you have adequate liquidity to
make it work and not too much to over-stimulate so that others
suffer? Does that not necessitate putting in some kind of frame-
work that limits the lubrication, so to speak, to adequate and not
excess?

Dr. PIRRONG. First of all, I think we should be somewhat clear
about the use of liquidity, because it is frequently used in different
ways. For example, the central bank, the Federal Reserve provides
liquidity to the economy, and it is arguable that over the last years
that the Fed has been too liberal with that and the Feds actually
contributed to problems in the economy, for example, the weakness
in the dollar and so on.

Mr. ETHERIDGE. It lost about 43 percent.

Dr. PIRRONG. And that is sort of a different issue than talking
about liquidity when you are talking about a market. And liquidity
basically means how expensive is it to trade? If I want to buy, am
I really going to jack the price up? If I am going to sell, am I really
going to drive the price down? In terms of a framework, I think we
can rely on the market to provide the right amount of liquidity.
And what we need is a framework that basically ensures that peo-
ple do not do economically inefficient things, most notably that
they don’t manipulate the market by exercising market power. I
think if you have that sort of framework in place, that the market
will serve to allocate capital to provide the right amount of liquid-
ity, not too much, not too little, be just like Goldie Locks and get
it just right.

Mr. ETHERIDGE. You are saying but without total transparency,
it is kind of hard to know that is happening?
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Dr. PIRRONG. Well, not necessarily. If what you mean by total
transparency, but in a sense that you can have a market that is
liquid and you can be confident that the market is liquid, even if
the regulator can’t observe every nook and cranny and position of
what is going on in the marketplace. So usually more transparency
is better, but I wouldn’t believe that essentially having complete
transparency would lead to that much of a better operation in the
market, and particularly I don’t think it would lead to better li-
quidity. In fact, having too much transparency, and this goes back
to a point that was raised earlier by Mr. Zerzan, actually impairs
liquidity and make markets less liquid because again concerns
about front running and so on.

Mr. ETHERIDGE. Thank you, Mr. Chairman. I always happen to
believe a little sunshine helps a lot of things. It has a way of puri-
fying a lot things. Thank you, and I yield back.

The CHAIRMAN. The gentleman from Louisiana, Mr. Boustany.

Mr. BousTtaNy. Thank you, Mr. Chairman. I still believe that the
fundamental problem is a lack of supply and very tight supply and
demand coupled with a weak dollar and the absence of a com-
prehensive energy policy for this country. I want to thank my col-
league from Kansas for pointing out the distinction between exces-
sive speculation and market manipulation because market manipu-
lation is really the culprit that we are concerned about.

Another point I want to make is that in looking at the Com-
modity Exchange Act, there is no definition of “excessive specula-
tion.” So I would ask Mr. Greenberger, does he have a definition?

Mr. GREENBERGER. The definition of “excessive speculation” in
the Commodity Exchange Act, if you go to any farmer who trades
on an exchange, he will tell you that the way it is defined is that
every contract there is a speculation limit. So that the exchange
works out with the traders, how much speculation do we need in
this market to make the market liquid. And in the ag market, they
are hard and fast spec limits. But even in the crude oil markets
on Dr. Newsome’s exchange, NYMEX, there are accountability lev-
els, position limits. They have never defined it because it is like de-
fining some algorithm on a contract-by-contract basis. The way it
is worked out in the real world is the exchange, if it is regulated,
has a process where they limit the amount of speculation through
a speculation limit. It is different. There are thousands of these
contracts and there is a limit on every different contract.

Mr. BOUSTANY. It seems to me that those limits are set to pre-
vent default.

Mr. GREENBERGER. Well, I read to you from the Commodity Ex-
change Act report in 1936.

Mr. BousTANY. I have the definition here with regard to “exces-
sive speculation” and “limits on trading,” and there is no definition
of “excessive speculation.” It just simply says, “Excessive specula-
tion in any commodity under contracts of sale of such commodity
for future delivery made on or subject to the rules of contract mar-
kets or derivatives transaction execution facilities causing sudden
or unreasonable fluctuations or unwarranted changes in the price
of such commodity is an undue and unnecessary burden on inter-
state commerce on some commodity.” So it just lays out the need
for regulation, but it doesn’t define it.
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And I want to thank Dr. Pirrong for actually giving us something
to work with here because he makes the distinction between the
physical markets and the derivative markets and says there is an
empirical metric that we can use and that is to look for distortions
in inventories and supply. And I think that was a very useful state-
ment that you made to help us in terms of trying to understand
this and to set policy. I think this is a useful metric.

Earlier, Mr. Greenberger, you mentioned the Saudi announce-
ment that they would produce 200,000 additional barrels of oil per
day. And yet we did not see a drop. We saw perhaps a rise. And
that would undermine your argument. We still have a major supply
problem. And 200,000 additional barrels of oil a day is not going
to take care of that. And I would suggest that if they were making
that—if you saw a lot of market manipulation-type activities, we
would have seen drops.

So again I think we really need to look at the inventories and
supply, as Dr. Pirrong mentioned, because we can’t get our hands
around something that is tangible to understand what is going on.
We really haven’t had any discussion here today about the impact
of the weak dollar. And just this week, the dollar showed strength-
ening against the Yen and the Euro and we saw a $5 drop in the
price of crude oil. So I would ask each of you maybe to comment
on that and the impact of the weak dollar on this problem. Mr.
Zerzan.

Mr. ZERZAN. Thank you, Congressman. I think you have aptly
stated the problem. The weak dollar has certainly contributed to
the rise in the price of oil for the U.S. consumer.

Mr. BousTANY. Thank you. Anybody else want to comment on
that? Again, I would say if you look at the weak dollar, coupled
with the lack of a comprehensive energy policy and tight supply
and demand, I think you have to go beyond just the actual physical
commodity. We have a workforce shortage in the oil and gas indus-
try. The other commodities, such as steel, rig materials and so
forth, there are shortages there. I think these are all factors that
come into that calculation of the paucity of supply that is creating
this fundamental problem.

Mr. GREENBERGER. With regard to steel, you should know that
I understand the steel industry is taking the position that there
should be no steel futures contracts because it will distort the price
of steel. And also with regard to the Saudis, I don’t have the statis-
tics in front of me. They may have said 200,000, but they had a
program going all the way out for a couple of years and I think it
was a lot more than that. And I must say everybody I knew and
I myself was sure that the day after they made that announcement
there would be a drop.

Mr. BOUSTANY. Mr. Vice, you were going to make a comment.

Mr. VICE. I was just going to add that if you look at the full price
curve that the futures markets are telling you, it is not indicating
a bubble, it is not indicating a short-term bottleneck in supplies.
It is $135 or $140 out through 7 or 8 years. It is sustained. I am
not an economist or expert, but in my view I agree completely with
you. There are fundamental factors here that short term, medium
term, long term, the marketplace is recognizing there has been a
long, under-investment in supply and the infrastructure to refine
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that supply and get it to market. And it is my belief that this is
what that is reflecting.

Mr. BousTANY. We have seen a decline in almost all producing
fields, whether you are talking about Venezuela, Nigeria, Mexico
and on. So I appreciate your comment. Thank you. My time is up.
I yield back.

Mr. HOLDEN [presiding.] The gentleman from Georgia, Mr. Mar-
shall.

Mr. MARSHALL. Thank you, Mr. Chairman. Dr. Pirrong, I think
you can help us out a little bit. We have had a lot of testimony and
it is not just yesterday and today, but previously, on the possible
impact of pension, sovereign wealth, you name it, money moving
into commodities and taking positions. Whether it is buying ETS,
whether there is actually an underlying commodity that is being
purchased and held, or whether it is an index fund or something
like that. There are those who say that the market, talking about
oil, would proceed apace, it would not be distorted by this phe-
nomena at all. You wouldn’t see the distortions that you are sug-
gesting. You would have to see if there is some sort of market ma-
nipulation or something else going on here, other than sort of nor-
mal day-to-day process. But what would happen, some say, is that
the overall price goes up because so much money is in there that
is long. If the mechanism chosen to give a position in oil is in es-
sence a long position in the futures market, whether it is OTC or
it is the regulated markets, the effect of that is to pull—since there
is not as much money on the short side to start out. With all this
money coming in long because that is the investment ploy that the
money managers think is wise under their circumstances, taking
into account all things, including their expectations concerning the
future where commodities are concerned with a globe that is be-
coming more and more populated. The folks who are on the short
side see this phenomena and they are going to move up also. And
the price generally will move up as a result of that phenomenon.

Could you comment on that?

Dr. PIRRONG. Yes. First of all, I want to draw this distinction be-
tween the physical and the financial markets. Even on a com-
modity like oil, there is a financial oil market and there is a phys-
ical oil market. The concern expressed earlier about the gentleman
having to pay so much for his gas, his fuel bill that he couldn’t op-
erate his business anymore, that is really what is going on in the
physical market. And if you look at the connection between the
physical and the financial side of the business, most of the money,
virtually all of the money that is going in the financial side of the
business; they are price takers, they are not price makers. So, for
instance, the indexes, which we have heard a lot about, they rule
their positions as their contracts move towards maturity. They are
sellers, not buyers. Even if they are originally long and they are
going to sell their futures positions as they

Mr. MARSHALL. If I could interrupt. What we have been told by
some is that the strategy is one that ignores price and says, “We
are going to be long indefinitely. We are passively long. And the
idea here is our strategy will be to roll every 3 months or 5 months
and whatever the price is, we are just going to stay on the long
side.” And it is a lot of money doing that. That is what we have
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been told. And what I have a hard time seeing is what impact, if
any, that kind of strategy might have on our markets. It is the only
thing at this point that seems really anomalous, and it is some-
thing that has occurred in the last year or two and it has really
increased dramatically. At the same time we have seen these price
increases that we don’t understand increase phenomenally. And,
frankly, when you talk to OPEC and Big Oil, they can’t figure out
why the price is going so high.

Dr. PIRRONG. First of all, OPEC sometimes has an incentive to
try to point the finger at somebody else. What is more, I still think
it is very important. If speculators, or index funds, or passive long
funds, if they were the ones that are keeping the price high be-
cause they say, “Hey, we are not price sensitive, we are willing to
outbid anybody else.” If they are having an impact on the physical
market, they would have to be the ones outbidding everybody else
in the physical market and they would have to be the ones that
were holding the oil. That still comes down to the key issue here.
And again if you just look at the mechanics, when oil becomes
prompt or when a corn contract moves towards expiration, this pas-
sive money is selling the nearby, they might be rolling in and buy-
ing the deferred, but their demand is not translating to the phys-
ical market, which is essentially what determines the price that we
are going to pay at the pump or the grocery store.

Mr. MARSHALL. The participants in this market are quite sophis-
ticated and we are told there is just about virtually nobody who
didn’t look to see what is going on in the futures market in part
as a means to determine what sort of price should be offered on the
spot market. And there wouldn’t be any distortions in the actual
process, in the physical market, if the participants generally were
doing that sort of thing. And we are told that they are doing that
sort of thing. Do you discount that possibility?

Dr. PIRRONG. I don’t think that these statements are necessarily
inconsistent. But at the end of a day as a contract moves towards
delivery, and that is what I essentially was referring to when I was
talking about my experience in designing delivery mechanisms,
when a contract moves towards delivery, people have to say, “Hey,
here is the price of the expiring futures, do I want that oil or not,
do I want to be a buyer or a seller.” That oil price, that futures
price is going to accurately reflect the fundamentals in the market-
place. So given that people are confident that with a well operating
unmanipulated delivery process that the price in the futures mar-
ket as a contract moves towards expiration reflects fundamentals,
they are going to be more than willing to base their pricing deci-
sions on what they see going on in the futures market.

So I would actually say that that argues for essentially the mar-
ket’s confidence that the futures prices are accurately reflecting
physical market fundamentals as opposed to a situation where they
believe that it is not reflecting physical market fundamentals.

I will give you an example. Back in 1989, there was a manipula-
tion of the soybean market. People were wildly concerned in May
and July that the soybean futures price was no longer representa-
tive of fundamental cash market conditions. So what did major
grain dealers like Cargill and others do, they said, “Hey we are not
going to make our pricing decisions on the basis of the May and
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July contracts anymore because we believe that those are manipu-
lated, that those do not reflect fundamentals.” The fact that market
participants indeed still rely on these futures markets to base their
prices indicates the high degree of confidence in the accuracy of
these markets in reflecting fundamentals.

Mr. Vice. Congressman, if I could add one point. I think too, a
lot of what I will call dumb, long, only passive investment money
coming into these markets, that is the kind of situation that active
traders look forward to, quite frankly, because they are not trading
in a dumb manner. They are studying the fundamentals, short-
term, long-term fundamentals, and to have a counterparty on the
other side of a trade who is not doing that is a big advantage for
them. So typically what you will often see in the history of any
prices as it moves around and you have any kind of phenomenon
that is causing that type of investing, that is a profit opportunity
for people that are studying the fundamentals. I think what you
are seeing is those active, informed traders are looking at the fun-
damentals and they are not seeing fundamentals that argue for
lower prices and they are not coming in in the same high volume.
This is my own opinion. I am not basing this off numbers I have
seen. But in the same manner they might if they thought this was
actually that this dumb money did just happen to be right in this
situation.

Mr. MARSHALL. Thank you, Mr. Chairman.

The CHAIRMAN [presiding.] Thank you, Mr. Marshall.

Mr. Conaway, I guess you are the last standing over on that side.

Mr. CONAWAY. Thank you, Mr. Chairman. I appreciate our panel
being here today. I am no OPEC apologist. I grew up in west Texas
and I was trying to make a living when the price of crude oil fell
from whatever it was to $8 for sour crude and $12 for sweet crude
in 1999, 8 years ago. But as we continue to bash OPEC, that bash-
ing seems to be based on a premise that we have some right to
their oil, that we have some mechanism that we can demand them
to sell us stuff that is their property. And at the same time, I
would argue that the U.S. is probably the single largest hoarder of
crude oil and natural gas by the fact that we have restricted access
to our own supply. We refuse to produce our own supply of crude
oil and natural gas. And the net hoarding on behalf of the United
States is contributing to the folks that Mr. Vice talks about who
look at the actual things that are going on.

Just a quick question. Does everybody make money in the oil
stuff?

1\}/111". ZERZAN. No, Congressman. For every long, there has to be
a short.

Mr. CoNaAWAY. So folks are losing money in your world as they
take these risks or try to lay these risks off?

Mr. VICE. Trading is a zero sum game.

Mr. CoNAWAY. There you go. And also some great history lessons
for Mr. Greenberger about the 1930s and the 1940s. I suspect to-
day’s information that is available limits the kinds of things that
were going on with the locals that they were doing in Chicago and
it was a closed loop and those guys were just hanging out in a
small group. So I think today is fundamentally a different day.

Mr. GREENBERGER. Mr. Conaway, could I respond to that, please?
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Mr. CoNAwWAY. I would like the record to reflect, Mr.
Greenberger, that you have spoken more today than any other sin-
gle person here.

Mr. GREENBERGER. I would disagree with that, but if——

Mr. CoNAwAY. Thank you. It does not surprise me that you dis-
agree with it. I have a limited amount of time.

Mr. GREENBERGER. You referenced me and I would like to be
able to——

Mr. CoNAWAY. You got your word in. Again, you have spoken
more today—you might ought to run for the Senate. I don’t think
speculators are doing what is going on. I think there is a supply
issue and a demand issue. Because my producers will sell every
barrel they have at $140 a barrel. There is a refinery out there that
has got to buy that at $140, convert that into product that he or
she can sell across a wide spectrum of uses and try to make money
at that. If that can no longer be done, then those refiners are going
to quit buying oil at $140 and somehow the physical market is
going to drop, I would suspect. How do I answer the folks who say
it as if it is a self-evident statement that speculators are causing
this problem? In fact, if you look at the supply issues over the last
15 months versus demand issues, yes, demand is coming up and
supply is just holding its own. But, there is not a dramatic reduc-
tion in supply that would double the price of crude oil.

And one other comment I made. The Saudis say they are going
to increase production by 200,000 barrels a day. There is 86 million
barrels produced every day. And I am not real good at math. I am
a CPA, but I am relatively good at math. That is not much of an
interest against 86 million. How do we answer the folks who say,
“Supply and demand, yes, there is a tension there but it is not a
lot different than it was in January of 2007 when the price was
much less than it is right now.”

Anybody.

Mr. VICE. I would say clearly the demand is very inelastic there.
We also, for example, host electric power markets in our market-
places. And given that power can’t be stored and given that every-
one also feels they have a right to light and heat and that demand
is very inelastic, so you can see very small imbalances in supply
and demand, which actually you can’t even have in the power mar-
ket. But to the extent you are at the maximum capacity of what
the system can provide, you can see dramatic price changes there.
I think that is probably the most extreme example because it can’t
be stored.

Mr. CONAWAY. What about crude oil?

Mr. VICE. Same thing. Again, there are not a lot of alternatives.
If you have to drive to your workplace, that is what you have to
do. You don’t have a lot of choices right now in terms of alternative
technology, alternative transportation, and it is going to take some
time before these price signals are perceived as being semi-perma-
nent and there is real behavior change in terms of demand.

Mr. CoNAWAY. Thank you, Mr. Chairman. I yield back.

Mr. VICE. It is not an answer anyone wants to hear.

Mr. CoNAWAY. Let the record reflect 1 yielded back on time,
please.
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The CHAIRMAN. We appreciate it, Mr. Conaway. The gentlelady
from Kansas.

Mrs. BoyDA. Thank you very much, Mr. Chairman. And I have
so many questions. If we could go real fast. I really am trying to
figure out which this is on. So, clearly we need to increase supply.
I don’t think anybody disagrees with that, the supply of oil, the
supply of alternate fuel, supply, and supply in general. So let me
state that as a given.

But it is interesting, why, do you think, when we were just talk-
ing with Mr. Conaway, 100,000 barrels when Nigeria i1s having
trouble. What happened that day? And yet, 100,000 barrels the
other way, 100,000 barrels is 100,000 barrels. We did the SPRO.
So clearly there is some psychological stuff that is going on. It may
not actually be manipulation. Let me just state that.

In January of 2008, $450 million a week was going into the oil
speculation, and in March of 2008, $3.4 billion was going in a
week. I got a briefing from CRS last week. I am trying to get this
all figured out. What did we see happen when that much specula-
tion went into the market in that short amount of time? Does any-
body know? Basically we saw a tenfold increase in the amount of
dollars going into the market. Do we have an idea of what hap-
pened with the price in that period? If somebody could get it for
me for the record, I would appreciate it.

Mr. GREENBERGER. I can say the price has gone up very, very
substantially. I will supply something for the record, but my mem-
ory is that in the last year, the price has gone up, something like
100 percent.

Ms. BoyDpA. In 3 months, according to CRS data, we saw tenfold,
nine-fold, let’s round up to tenfold increase in dollars just going
into that marketplace. And if anybody would like to just give me
what you think are those, what you think it is if it should have
gone up more, if it was speculation, if it did go up or whatever I
would appreciate knowing that. If this is manipulation, and excess
speculation, whatever words that we want to use, and I understand
those are hard. If it were not market driven, does that mean there
is a bubble, and if so, when would we expect to see it burst? I
mean, how much longer does this go on.

Mr. GREENBERGER. Many people, Congresswoman, have said that
it is a bubble. This is, of course, the debate. And that the bubble
will burst. Many people say the bubble will burst when people like
Mr. Etheridge’s trucking company finally doesn’t get another loan
from the bank and Weyerhauser doesn’t extend more credit. And
these companies will, as you are going to hear from the airline
companies, they will go down. Boeing will go down with them be-
cause they won’t be buying planes. There will be a serious economic
dysfunction and the bubble will burst. And the question I pose is,
do you want to wait for that to snap? Or do you want to go back
to the way we had done before?

Ms. BOYDA. So in your estimation, if this is speculation, you
think it could go on, there won’t be anything that will show it for
speculation until we see some kind of real correction in the entire
economy.

Mr. GREENBERGER. I hope I am wrong about that. And I only
know what I read. But a lot of people, I am not saying everyone,
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says that it will, this bubble will only burst when we go through
a very serious recession.

Ms. BoypA. Okay. Thank you. Mr. Comstock, would you just
summarize for me what do you think we ought to do? Just, I know
we need to increase supply. We all agree on that. What else do we
ought to do? Should we do?

Mr. COMSTOCK. Boy, that is a——

Ms. BoYDA. And you have 1 minute and 21 seconds. Actually, I
would rather that you not even use all of that.

Mr. CoMsTOCK. I appreciate that. I think APGA’sposition is an
increase in transparency. We need to see what is going on.

Ms. BoyDA. What does that mean specifically?

Mr. CoMSTOCK. To understand what is going on in the markets,
to see how the trades fluctuate, where the information is. I think
the Chairman hit it early on in his statement, to find what is hap-
pening out there. And I am not sure we have that information.

Ms. Boypa. So when Mr. Greenberger is talking about, the longs
are t(t;ansparent but shorts aren’t, do you agree with that state-
ment?

Mr. CoMSTOCK. No, not necessarily, I do not. I am not sure that
we have

Ms. BoyDA. What would you like to make transparent?

Mr. CoMsTOCK. The overall market itself. I am not sure that we
have enough information in front of us to understand exactly how
the overall process happens. And that is what we are looking at.
I am not sure what total