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EXCESSIVE SPECULATION IN THE NATURAL
GAS MARKET

MONDAY, JUNE 25, 2007

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 11:03 a.m., in
room 106, Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.

Present: Senators Levin, McCaskill, and Coleman.

Staff Present: Elise J. Bean, Staff Director and Chief Counsel,
Dan Berkovitz, Counsel; Kate Bittinger, Detailee, GAO; Ross
Kirschner, Counsel; Mary D. Robertson, Chief Clerk; Mark L.
Greenblatt, Staff Director and Chief Counsel to the Minority; Mark
D. Nelson, Deputy Chief Counsel to the Minority; Clifford C. Stod-
dard, Jr., Counsel the Minority; Timothy R. Terry, Counsel to the
Minority; Emily T. Germain, Staff Assistant to the Minority; Jer-
emy Kress, Law Clerk; David Weinberg, Law Clerk; Genevieve
Citrin, Intern; Edmund Zagorin, Intern; Peg Gustafson, McCaskill
staff; Ruth Perez, Detailee, IRS; and Kunaal Sharma, Intern.

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody. Our Subcommittee
meets today to look into the question of excessive speculation in
natural gas prices.

In recent years, allegations of price manipulation and excessive
speculation have erupted in almost every sector of our energy mar-
kets, from the ongoing litigation over Enron’s distortion of elec-
tricity prices, to price manipulation charges in the propane market,
to allegations of price gouging in gasoline.

Just one year ago our Subcommittee released a report showing
how rampant speculation was inflating crude oil prices by $20 per
$70 barrels of oil. When manipulation or excessive speculation dis-
torts our markets, it is the American public that pays the price.

Today’s hearing examines one case history that illustrates the
current chaotic and dangerous vulnerability of U.S. energy markets
to price manipulation and excessive speculation. Our focus is on an
$8 billion hedge fund called Amaranth Advisors, LLC which, before
its collapse in September 2006, was the dominant speculator in the
U.S. natural gas market.

Natural gas is a vital U.S. energy source. It heats the majority
of American homes, is used to harvest crops, powers 20 percent of
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our electrical plants, and plays a critical role in many industries
including manufacturers of fertilizers, paints, and medicines. It is
one of the cleanest fuels we have and we produce most of it our-
selves, with only 15 percent being imported, from Canada pri-
marily.

In 2005, alone U.S. consumers and businesses spent about $200
billion on natural gas. For much of 2006, until Amaranth collapsed,
futures prices for winter gas were unusually high despite ample
natural gas supplies. To understand why prices remained high de-
spite ample supplies and why Amaranth went from billions to
broke overnight, the Subcommittee subpoenaed and reviewed mil-
lions of trading records from the two leading U.S. commodity ex-
changes that trade energy, the New York Mercantile Exchange,
(NYMEX) and the InterContinental Exchange, (ICE) as well as
from Amaranth and other traders, all of whom cooperated with our
inquiry.

The trading records show that in 2006 until its collapse, Ama-
ranth dominated trading in the U.S. natural gas market. It bought
and sold thousands of natural gas contracts on a daily basis and
tens of thousands on some days. It used those trades to accumulate
massive natural gas holdings called “positions.”

The lead Federal agency that oversees energy trading, called the
Commodity Futures Trading Commission, (CFTC) defines “large
traders” for reporting purposes as any trader with 200 natural gas
contracts. NYMEX examines a trader’s position if it exceeds 12,000
natural gas contracts in a month. Amaranth at times held 100,000
natural gas contracts in a month, an amount equal to one trillion
cubic feet of gas.

During 2006, Amaranth held about 40 percent of all of the out-
standing natural gas contracts on NYMEX and as much as 75 per-
cent of the natural gas contracts in a single month.

The report we are releasing today is filled with charts showing
how Amaranth trades affected natural gas prices as far out as 5
years. Amaranth’s trades had a common focus—that winter gas
prices would be unusually expensive compared to summer and fall
prices. In prior years, for example, futures contracts delivering nat-
ural gas in January cost $1 to $1.50 more than futures contracts
delivering natural gas in October due to the higher demand that
comes in January, the peak of the home heating season.

As Exhibit 2 shows,! however, in 2006, January futures contract
prices skyrocketed, exceeding October prices by $4, more than twice
the historic norm. This price difference is the largest between these
two contracts in 5 years.

Amaranth’s large scale trading, which went on day after day
throughout the spring and summer of 2006, was the key driver in
this $4 difference. At times during the summer, for instance, Ama-
ranth held 75 percent of the outstanding futures contracts to de-
liver natural gas in November, 60 percent of those delivering nat-
ural gas in January, and 60 percent of those delivering natural gas
in March. It was often the largest trader in winter gas futures.

Other traders told the Subcommittee staff that during the sum-
mer of 2006 the relative winter futures prices were “clearly out of

1See Exhibit 2 which appears in the Appendix on page 712.
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whack”, “at ridiculous levels” and unrelated to supply and demand.
They also told the Subcommittee that they were reluctant to bet on
falling winter prices given Amaranth’s demonstrated ability to
boost prices through large trades.

The result was that anyone who used the futures market during
the summer of 2006 to buy natural gas for delivery in the following
winter paid unusually high winter prices compared to fall and sum-
mer prices. Natural gas consumers like utilities told the Sub-
committee that when they went on the market in the summer to
buy their winter gas and hedge against future price increases they
knew the winter prices were very expensive and higher than made
sense, given ample supplies. But they had to buy.

As one municipal utility told us, they could not afford to “roll the
dice” and wait to see if natural gas prices fell later on. Their budg-
et required them to make a decision during the summer. They paid
the inflated prices and so did their customers.

Market prices are supposed to be the result of the interaction of
many buyers and sellers, not the result of massive trades by a
dominant speculator with market power to affect prices. But in
2006, Amaranth dominated the market and winter prices remained
at extreme levels despite ample supplies.

It is one thing for a speculator like Amaranth to gamble on nat-
ural gas futures, in this instance, betting on unusually high winter
prices. It is another thing for Amaranth to make that bet with such
large-scale trades that it pushed up prices and, in effect, put heavy
pressure on consumers in the market to take the same gamble and
pay sky-high prices for future winter purchases.

Later, as Amaranth collapsed in September, winter prices fell
dramatically, but by then many natural gas consumers were al-
ready locked in and could not take advantage of the lower prices.

Where were the regulators in all of this? Hamstrung by the law.
The key law, the Commodities Exchange Act is riddled with excep-
tions, exemptions, exclusions, and limitations that make policing
energy markets almost impossible. The biggest problem is the so-
called Enron loophole which, at the request of Enron and others,
was inserted into a bill at the last minute during a Senate-House
conference in 2000.

The Enron loophole exempts from government oversight energy
and metals commodities traded on an electronic exchange by large
traders. This exemption has never made any sense. Why should
U.S. regulators protect virtually every type of commodity against
trading abuses—corn, pork bellies, you name it—but not energy
when energy is so vital to our economy? Why should regulators
have authority to police regulated markets like NYMEX but not
unregulated markets like ICE when both affect energy prices?

Some argue that the exemption makes sense because large trad-
ers can take care of themselves on electronic exchanges and do not
need government protection. But government protection is not for
the traders, it is aimed at protecting the public from price shocks
due to market manipulation and excessive speculation.

An example from the Amaranth case history shows how the
Enron loophole makes it nearly impossible for regulators to prevent
large-scale trading from triggering price spikes. By August 2006,
Amaranth had huge natural gas holdings in the September and Oc-
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tober futures contracts. NYMEX officials were alarmed. They were
alarmed that Amaranth might try to make last-minute large-scale
trades that would affect these contract prices. So they ordered Am-
aranth to reduce its holdings in both the September and the Octo-
ber contracts.

In response, Amaranth reduced its NYMEX holdings, but at the
same time increased its holdings in those same contracts on ICE.
Natural gas contracts are called futures on NYMEX and swaps on
ICE, but there is no functional difference between them.

Exhibit 61 shows Amaranth’s September natural gas holdings
before and after NYMEX ordered it to reduce its size. The data
shows that, in response to NYMEX’s order to reduce, Amaranth
simply switched its holdings to ICE where neither NYMEX nor the
CFTC could limit its trading.

Over the next 2 weeks Amaranth then increased its holdings,
outside of the scrutiny or regulatory reach of NYMEX and CFTC.
By the end of August, Amaranth held almost 100,000 September
contracts and 90,000 October contracts, mostly on ICE. Those hold-
ings are so large that, for 100,000 contracts, a change of one penny
in the price of the contract translates into a profit or loss of $10
million.

NYMEX’s order, in the end, did nothing to reduce Amaranth’s
holdings; it just caused Amaranth’s trading to move from a regu-
lated to an unregulated market.

NYMEX also ordered Amaranth to refrain from large-scale trad-
ing during the final half hour of trading on the September contract,
again to prevent any chance of price manipulation or excessive
speculation. The last day for trading on that contract was August
29. The last half hour was from 2 to 2:30 p.m.

The last half hour is important because NYMEX calculates the
final price for its futures contracts using a formula that focuses on
the prices paid in the last 30 minutes of trading. The final contract
price is important because many natural gas contracts, both on and
off the exchanges, incorporate the “final settlement price” of the
relevant NYMEX futures contract.

Amaranth stopped trading the September contract on both
NYMEX and ICE around 1:15 p.m. on August 29. Amaranth ex-
plained that it stopped trading on ICE as well as NYMEX because
its traders coordinate their trading on both markets and it did not
want to trade on one without the other. In the days before August
29, Amaranth had engaged in a torrent of trading, selling tens of
thousands of the September contract. On August 29, Amaranth
continued making large sales all day, but its sales were
counterbalanced by other traders buying those contracts, the larg-
est of which was a hedge fund called Centaurus. In the last half
hour of trading, Amaranth stopped selling, but Centaurus and
other traders continued buying and the September contract price
shot up 10 percent.

Altogether, on August 29, Amaranth sold about 16,000 Sep-
tember contracts while Centaurus bought about 12,000, almost all
on ICE using swaps. NYMEX rules bar traders from holding more
than 1,000 contracts in the last 3 days of trading on a contract. The

1See Exhibit 6 which appears in the Appendix on page 717.
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ICE trading not only made a mockery of that limit, it clearly af-
fected the NYMEX final price. For Amaranth, the last-minute price
spike dropped the value of its holdings by nearly $500 million.

Amaranth appears to have gotten a dose of its own medicine on
August 29, and it did not like it. On August 30, Amaranth wrote
to the CFTC that the sudden September price increase did not re-
flect supply and demand but large scale trading by market partici-
pants who are not “trading in a responsible manner.”

It demanded an inquiry. Amaranth’s lead trader predicted in an
e-mail to another trader: “boy, I'll bet you see some CFTC inquir-
ies” into the September trading. The other trader reminded him,
however, that most of the trades were on ICE, using swaps which
were outside CFTC authority. He wrote: “until they monitor swaps,
no big deal.”

“No big deal.” That is what one trader thought of CFTC oversight
in the face of a torrent of trading and a huge last minute price
spike. Why? Because current law strips the CFTC of any authority
to regulate ICE, even though ICE is a major U.S. energy exchange.

Right now the law requires U.S. energy market regulators to
work blind to ICE trades and powerless to limit ICE trading, even
when that trading threatens U.S. consumers with price manipula-
tion and excessive speculation.

Now understanding swaps, hedges, price spreads, and margin re-
quirements is no easy task. Proving price increases were caused by
excessive speculation is also difficult, especially since regulators
have not provided clear criteria defining excessive speculation. But
what is crystal clear and easy to understand is that Amaranth
dominated the U.S. natural gas market in 2006. It used massive
trades to bet the store that winter prices would be twice as high
as summer and fall prices compared to previous years. When Ama-
ranth made that bet, it forced a lot of natural gas consumers to
make the same bet and pay sky high prices for winter gas because
they could not take a chance and wait to see if prices fell.

When Amaranth collapsed in September, it was too late for many
U.S. consumers to take advantage of the lower prices that followed.

Congress needs to do much more to safeguard U.S. energy mar-
kets from price manipulation and excessive speculation. The first
step is to close the Enron loophole. Closing this loophole would
make NYMEX and ICE subject to the same market oversight and
put the cop on the beat in all U.S. energy markets. It would also
level the regulatory playing field between the two exchanges.

Last week, the CFTC issued a proposed rule that would curb but
not end the ill effects of the Enron loophole. The proposed rule
would require all traders on regulated exchanges like NYMEX to
disclose upon request from a regulator all holdings on unregulated
exchanges like ICE. The CFTC notes the “close relationship” be-
tween regulated and unregulated commodity markets and the need
to get a complete picture of a trader’s holdings in order to prevent
price manipulation and excessive speculation. The proposed rule is,
in essence, a belated acknowledgment of the Amaranth facts. If fi-
nalized, this proposal would increase regulators’ access to key mar-
ket information. But getting key information is not enough if regu-
lators remain powerless to act on what they see. Regulators must
also be able to reduce holdings and limit trades to prevent price
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manipulation or excessive speculation. Only Congress can eliminate
the Enron loophole once and for all, and restore regulatory author-
ity over all U.S. energy markets.

In 2006, excessive speculation by a single hedge fund, Amaranth,
altered natural gas prices, caused wild price swings, and socked
consumers with high prices. It is one thing when speculators gam-
ble with their own money; it is another when they turn U.S. energy
markets into a lottery where everybody is forced to gamble with
them, betting on prices driven by aggressive trading practices. Am-
aranth is not the only hedge fund to use large-scale trading in U.S.
energy markets. To stop the abuses, we have got to put a regu-
latory cop back on the beat in all U.S. energy markets and give
{:hem stronger tools to stop price manipulation and excessive specu-
ation.

Let me turn it over to Senator Coleman, again with thanks to
him and his staff for their cooperation in working with us on a very
complicated and very detailed investigation. As always, he has
been helpful and we very much appreciate that kind of support.

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Mr. Chairman.

Today’s hearing represents the culmination of the Subcommit-
tee’s extensive bipartisan investigation into the impact of specula-
tive trading on U.S. energy markets. Our inquiry builds on the
Subcommittee’s prior focus on this issue, including a February
2006 field hearing held in my home State of Minnesota that fo-
cused on the impact of high natural gas prices on American con-
sumers as well as the Subcommittee’s June 2006 staff report.

These efforts, including today’s hearing, have been bipartisan
from their inception. I want to thank Chairman Levin and his staff
for their hard work and dedication in ensuring the fairness and in-
tegrity of our energy markets.

I am not going to go through a recitation of the Amaranth facts.
The Chairman did a very good job of that. In fact what he did, as
I listened and made some notes, he took something that is very
complicated and really simplified it. In its essence what we have
heard and what we saw is when you have part of a market that
is regulated, in this case by NYMEX, and you have part of a mar-
ket that is not regulated, what happens is when the regulated mar-
ket responds the activity shifts to the unregulated market. The
question becomes what is the impact on American consumers?

As we noted in the Minority’s views attached to the Subcommit-
tee’s report, different conclusions can be drawn from the same set
of facts. Amaranth accumulated such large positions and traded
such large volumes of natural gas that at times Amaranth appears
to have moved the entire futures market. At other times, however,
Amaranth appears to have been responding to the market rather
than driving it. Nevertheless, when last year’s hurricane season
ended without a major event, it became clear that market fun-
damentals no longer supported Amaranth’s bet on winter gas and
traders moved quickly and aggressively against Amaranth’s posi-
tions.

In just a couple of weeks from the end of August through mid-
September, Amaranth’s natural gas positions lost more than $2 bil-
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lion in value. These tremendous losses ultimately necessitated
Amaranth’s liquidation of its entire natural gas portfolio. When the
dust finally settled on September 20, Amaranth reported the great-
est single losses ever by a hedge fund, more than the losses of Long
Term Capital Management (LTCM).

Remarkably, the financial markets met one of the largest indi-
vidual losses in financial history with relative calm. Amaranth pri-
vately negotiated the takeover of his positions. In contrast to the
debacle involving LTCM, the Federal Reserve did not have to inter-
vene to prevent financial panic.

The markets’ ability to absorb Amaranth’s losses is a sign of
their vitality and strength. But to shrug off Amaranth’s collapse as
a rare and victimless event is both short-sighted and irresponsible.
Amaranth’s collapse fired a warning signal, illuminating a trou-
bling level of high risk speculative trading that occurs on U.S. en-
ergy markets and underscoring the need for greater transparency
on the over-the-counter electronic energy exchanges.

Today more than 500 energy-related hedge funds deploy a com-
bined $67 billion in speculative capital in our energy markets. To
be sure, these traders bring important liquidity and vitality to the
markets in which they invest. But I am concerned that at times
speculative trading overwhelms the real buyers and sellers like the
utilities and industrial users of natural gas. Massive levels of spec-
ulation not only increase market volatility but also contribute to
rising energy prices which ultimately are passed on to hard-work-
ing American families.

I'm reminded of the testimony I heard during the Subcommittee’s
field hearing last year in St. Paul. Too many Americans find them-
selves in circumstances similar to Diedre Jackson or Lucille Olson,
two individuals who testified about the burdens caused by rising
natural gas costs. In the case of Ms. Olson, her natural gas bill rep-
resented 30 percent of her monthly income. As a senior citizen try-
ing to cope with the high cost of health insurance and prescription
drugs, last year’s spike in natural gas prices made it increasingly
difficult for her to make ends meet.

Ms. Jackson, a hard-working mother of three and a college stu-
dent, shared with me the financial jeopardy she faced as a result
of a home heating bill that had increased by more than 100 per-
cent.

These examples serve as powerful reminders of the real-world
impacts of large spikes in natural gas prices. We must not forget
that high energy costs place millions of Americans in financial jeop-
ardy every year.

Nor should we overlook the impact that unchecked and unregu-
lated speculation can have on the financial markets themselves. I
am concerned that, last year, several large speculative traders ap-
pear to have impacted the natural gas market as a whole. Our fi-
nancial system depends on investor confidence in the fairness and
efficiency of our markets. If investors believe that speculative trad-
ing is able to separate prices from supply and demand fundamen-
tals, or worse that a few dominate traders are able to cause unwar-
ranted price changes, then the very integrity of our financial mar-
kets is threatened.
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More than ever before it is imperative that the CFTC and other
market regulators have the statutory authority and budget nec-
essary to police our energy markets. Despite this pressing need for
oversight, however, the CFTC’s ability to conduct market surveil-
lance has been eroded. Its ability to prevent excessive speculation
and price manipulation has been diluted. This is a direct result of
the fact that more and more energy trading takes place on unregu-
lated over-the-counter electronic exchanges. It is simply unaccept-
able that this rapidly increasing segment of our energy markets re-
mains largely unchecked.

As I stated earlier, Amaranth fired a warning shot that market
participants and market regulars must not ignore. If they do, I can
assure you that Congress will not. As a threshold matter, regu-
lators should develop a clear definition of excessive speculation.
Otherwise they will continue to have difficulty monitoring and pre-
venting price distortions.

More important, as we noted in the Minority’s views in the Sub-
committee’s report, Congress must ensure that any proposed cure
is not worse than the disease. If we extend CFTC oversight and
regulation to electronic over-the-counter exchanges, we must avoid
unintended consequences. These exchanges have brought vital li-
quidity and increased transparency to our energy markets. There-
fore, we cannot create incentives for traders to shift their business
from the over-the-counter electronic exchanges like ICE to far less
transparent and unregulated energy markets. Moreover, we cannot
create incentives for the exchanges to move to less regulated off-
shore markets.

I look forward to the testimony from today’s witnesses. And
again I thank the Chairman for leading this important bipartisan
effort. Today’s hearing is an important reminder that the fairness
of energy prices and the integrity of our financial markets are nei-
ther Democrat nor Republican issues. They are American issues.

Thank you, Mr. Chairman.

Senator LEVIN. Thank you very much, Senator Coleman.

Today’s hearing is going to lay out what happened on the market
and we are going to have a second day of hearings on July 9 to
hear from the CFTC and from NYMEX and from ICE.

Let me now call our first panel of witnesses for today’s hearing.
We have with us Arthur Corbin, the President and CEO of the Mu-
nicipal Gas Authority of Georgia in Kennesaw, Georgia.

Paul Cicio, the President of the Industrial Energy Consumers of
America here in Washington, DC.

And Sean Cota, the Co-Owner and President of Cota and Cota,
Inc. in Bellows Falls, Vermont, the President of New England Fuel
Institute, in Watertown, Massachusetts, as well as the Northeast
Chair of the Petroleum Marketers Association of America, in Ar-
lington, Virginia.

We very much appreciate each one of you being with us today
and we welcome you to the Subcommittee.

Pursuant to Rule 6 of this Subcommittee, all witnesses who tes-
tify before it are required to be sworn, and at this time I would ask
all of you to please stand and to raise your right hand.
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Do you swear that the testimony you are about to give before
this Subcommittee will be the truth, the whole truth, and nothing
but the truth, so help you, God?

Mr. CorBIN. I do.

Mr. Cicro. I do.

Mr. CorA. I do.

Senator LEVIN. We will use our usual timing system here today.
About one minute before the red light comes on you will see the
lights change from green to yellow and that will give you an oppor-
tunity to conclude your remarks. Your written testimony will be
printed in the record in its entirety and we would ask that you
limit your oral testimony to no more than 5 minutes.

Mr. Corbin, I think we will have you go first.

TESTIMONY OF ARTHUR CORBIN,! PRESIDENT AND CEO,
MUNICIPAL GAS AUTHORITY OF GEORGIA, KENNESAW,
GEORGIA, ON BEHALF OF THE AMERICAN PUBLIC GAS

ASSOCIATION

Mr. CorBIN. Chairman Levin and Ranking Member Coleman, I
appreciate this opportunity to testify before you today on the im-
portant issue of natural gas market transparency. My name again
is Arthur Corbin and I am President and CEO of the Municipal
Gas Authority of Georgia. The Municipal Gas Authority of Georgia
is a non-profit natural gas joint action agency that supplies all of
the natural gas requirements of its 76 member municipalities.

I am testifying today on behalf of the American Public Gas Asso-
ciation. All of our member cities are members of APGA. APGA is
the national association for publicly-owned not-for-profit natural
gas distribution systems. These retail distribution systems are
owned by the public agencies and accountable to the citizens they
serve. There are approximately 1,000 public gas systems in 36
States and almost 700 of these systems are APGA members.

Natural gas is a 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 market for natural gas be fair, orderly, and
transparent so that the price consumers pay for natural gas re-
flects the fundamental forces of supply and demand and are not the
result of manipulative or abusive conduct.

An appropriate level of transparency currently does not exist and
this has led to a growing lack of confidence by our members in the
natural gas market.

The economic links between the natural gas futures contracts
traded on NYMEX and those financial contracts in natural gas
traded in the over-the-counter markets are beyond dispute. With-
out question a participant’s trading conduct in one venue can affect
and has affected the price of natural gas contracts in the other.

The impact of the activities of the Amaranth Advisors hedge fund
is a perfect example of these economic links between markets.
When the excessively large positions accumulated by Amaranth
began to unwind gas prices decreased. Unfortunately, many gas
distributors, including the Municipal Gas Authority of Georgia, had
already locked in prices prior to the period Amaranth collapsed at

1The prepared statement of Mr. Corbin appears in the Appendix on page 107.
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prices that did not reflect fundamental supply and demand condi-
tions but rather were elevated due to the accumulation of
Amaranth’s very large positions. As a result of Amaranth’s activi-
ties, the Gas Authority members were forced to pay an $18 million
premium and pass it through to their customers on their gas bills.

Today the Commodity Futures Trading Commission has effective
oversight of NYMEX, and the CFTC and NYMEX provide a signifi-
cant level of transparency. But despite the economic links between
prices on NYMEX and the OTC markets, the OTC markets lack
such transparency. The simple fact is that the CFTC’s large trader
reporting system, its chief tool in detecting and deterring manipu-
lative market conduct, generally does not apply with respect to
transactions in the OTC markets. 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 engage in manipula-
tive or other abusive trading strategies with little risk of early de-
tection by the CFTC until after the damage has been done to the
market. It simply makes no sense to have transparency with re-
spect to one small segment of the market and none with respect to
a much larger and growing segment.

Accordingly, APGA believes that transparency in all segments of
the market, including those transactions that take place off ex-
changes and platforms is critical to ensure that the CFTC has a
complete picture of the entire market. We believe that the CFTC
does not currently have these tools necessary to police its beat.

The CFTC has done a good job in catching market abuses after
the fact. However, by the time these cases are discovered using the
tools currently available to government regulators, our members
and their customers have already suffered the consequences of
those abuses in terms of higher natural gas prices. Greater trans-
parency with respect to large positions, whether entered into on a
regulated exchange or in an OTC market in natural gas will pro-
vide the CFTC with the tools to detect and deter potential manipu-
Etive activity before our members and their customers suffer

arm.

The current situation is not irreversible. Congress can provide
American consumers with the protection they deserve by passing
legislation that would turn the lights on in these currently dark
markets. APGA looks forward to working with you to accomplish
flhis goal and I will be happy to answer any questions you may

ave.

Senator LEVIN. Thank you so much, Mr. Corbin.

TESTIMONY OF PAUL N. CICIO,! PRESIDENT, INDUSTRIAL
ENERGY CONSUMERS OF AMERICA, WASHINGTON, DC

Mr. Cicio. Chairman Levin, Ranking Member Coleman, thank
you for the opportunity to testify.

The Industrial Energy Consumers of America is a non-profit
trade association whose membership are significant consumers of
natural gas from every major energy intensive sector. At the heart
of the matter is that every consumer in the country assumes that
the government is protecting their interests, and that markets are

1The prepared statement of Mr. Cicio appears in the Appendix on page 120.
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working and operating on a level playing field. Nothing could be
further from the truth.

The subject of excessive financial speculation, market power,
market manipulation, first came to our attention in 2001 with the
implementation of the Commodity Futures Modernization Act and
concerns have continued to grow. The signs were obvious but be-
cause of the lack of market data transparency we could never prove
it. This all changed with the implosion of the Amaranth Advisors
hedge fund.

Amaranth provides a clear and troubling picture of how easy it
is for large hedge funds, Wall Street trading companies to manipu-
late the market to the benefit of investors and to the detriment of
every consumer in the country. Amaranth completely dispels the
Wall Street myth that the market is too large for any one company
to manipulate.

There is excessive financial speculation in the natural gas mar-
ket but we can deal with it if we have transparency for the regu-
lators to monitor the size of the natural gas volumes that any one
individual is controlling. All market inefficiencies are paid for by
us, the consumer, and even a relatively small increase in the price
of natural gas such as 25 cents can result in a $5.5 billion price
tag for consumers; 25 cents, $5.5 billion over the course of the year.

And unlike many other commodities such as currencies, gold, ex-
cessive speculation in natural gas has a direct impact on home-
owners, farmers and manufacturers. And because natural gas sup-
ply is fragile it is particularly vulnerable to manipulation.

To illustrate the importance of natural gas, one only needs to
look at two product examples. Natural gas represents 85 percent
of the cost of making anhydrous, which is used to make fertilizer
for our farmers, and it is 93 percent of the cost of making plastic,
something we all consume. The majority of manufactures are de-
pendent upon natural gas as a fuel and there is virtually no sub-
stitute.

We can assume that had Amaranth not continued to increase
their control of the price by continuing to add to their positions
market conditions would have driven the price lower. In fact, after
Amaranth collapsed, so did the price. In September 2006 the price
was $6.81. After the Amaranth collapse the price fell to $4.20, a
difference of $2.61. If we assume that only one dollar of the $2.61
price was due to Amaranth it would have cost consumers an esti-
mated $9 billion over the time period of April through August 2006.

The Amaranth event raises several important questions that
Congress should address. The CFTC has known for a long time
that a significant market oversight gap exists. Why hasn’t the
CFTC stepped forward to address the problem? Why isn’t the
CFTC responsive and accountable to the public interest? Did the
Commodity Futures Modernization Act of 2000 go too far? Did it
weaken CFTC’s market oversight accountability? Is the relation-
ship between the CFTC and the exchanges too cozy? Why isn’t
there time limits to prevent CFTC officials from taking top posi-
tions in the exchanges?

It is not without notice that last year large Wall Street-type com-
panies weighed in on Congress to oppose the same reporting and
transparency that would have prevented Amaranth’s activities. In-
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terestingly, these same companies do mark-to-market position ac-
counting at the end of each trading day for internal financial man-
agement. Our question is what are they trying to hide?

TECA recommends that Congress take immediate action to give
CFTC regulatory authority over NYMEX, ICE, and OTC market in
general, require large traders to report their positions daily to the
CFTC, give CFTC the ability to aggregate positions on both ex-
changes, establish daily trading volume limits, increase monitoring
in all months, increase CFTC enforcement funding, and lastly, of
course, increase the supply of natural gas.

Thank you very much.

Senator LEVIN. Thank you very much, Mr. Cicio. Now Mr. Cota.

TESTIMONY OF SEAN COTA,! CO-OWNER AND PRESIDENT,
COTA AND COTA, INC., BELLOWS FALLS, VERMONT, PRESI-
DENT, NEW ENGLAND FUEL INSTITUTE, WATERTOWN, MAS-
SACHUSETTS, AND NORTHEAST CHAIR, PETROLEUM MAR-
KETERS ASSOCIATION OF AMERICA, ARLINGTON, VIRGINIA

Mr. CotA. Hon. Chairman Levin, Ranking Member Coleman,
thank you for having me testify before you today.

I currently serve in the Petroleum Marketers Association of
America, as its Northeast Regional Chair. PMAA is a national fed-
eration of 45 States, regional associations representing some 8,000
independent fuel marketers that collectively account for approxi-
mately half of the gasoline and 80 percent of the heating oil sold
in the United States. I am also President of the New England Fuel
Institute, (NEFI), a trade association outside of Boston. And as
such, I represent 1,000 fuel dealers and related service companies
located throughout New England. NEFI members deliver approxi-
mately 40 percent of the Nation’s home heating oil.

I am President of one of those companies, Cota & Cota of Bellows
Falls, Vermont, a third generation family business operating in
Southern Vermont and Western New Hampshire. Unlike larger en-
ergy companies, heating fuel dealers like me are mostly small sec-
ond and third-generation family-run businesses. Also unlike large
energy companies, we deliver directly to American homes and
small businesses.

Energy consumers are affected by excessive speculation and price
volatility in the energy commodity markets in profound ways. We
and our customers need public officials, including those in Congress
and on the CFTC, to look after us and take a stand against profit-
eering traders and hedge fund managers that seek to artificially in-
flate prices for their own personal gain. We deserve to be made
aware. In fact, we deserve to know the truth behind what is driv-
ing these prices, especially pertinent to market forces that may be
contributing to volatility and price spikes.

The CFTC is currently not collecting data on a series of legisla-
tive and regulatory loopholes which exempt the over-the-counter
exchanges and foreign boards of trade with U.S. destined contracts
from Federal oversight. It is in these dark exchanges that traders
may be tempted to engage in dubious manipulative trading prac-
tices free from the reach of U.S. regulators.

1The prepared statement of Mr. Cota appears in the Appendix on page 123.
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My grandparents began serving the community with heating
fuels in 1941. We have been offering fixed-price programs to our
consumers for the past two decades. At first we filled our fuel
tanks in the summertime and sold those gallons until our con-
sumers ran out of those gallons. However my storage, although
large by industry standards, is still very limited. We have 6 days
of January supply.

It quickly became apparent that due to customer demand that we
would need a different method for providing fixed-price programs.
It was at that time that we began to enter into NYMEX-based fu-
tures contract with our suppliers so we could continue to offer
these programs to our customers. These independent suppliers of
wholesale fuels would purchase NYMEX contracts for future deliv-
ery and then, in turn, resell these contracts to us after a profit was
added. This is typical for the industry.

Since we first began purchasing NYMEX-based contracts, vola-
tility has increased dramatically. Traditionally when we purchased
futures contracts, the coldest winter month, January, was more ex-
pensive than the warmest month of August. The rate of difference
is usually a half a cent per gallon per month. In the past few years
we have seen the difference between summer months and winter
months be as high as 23 cents per gallon.

Up until about 4 years ago, it would have been abnormal to have
a daily market move of more than one half cent per gallon. Today
it is typical to see 5 cent daily moves and moves as high as 12
cents.

We used to offer insurance programs as an alternative to fixed-
price programs for our consumers. These option-based programs
have had the highest increase in volatility. Four years ago we were
able to purchase an “at the money” put or call at a reasonable cost
to our consumers. Four years ago the cost of this type of trans-
action for a January contract purchased in the summer would have
been between 4 and 6 cents per gallon. Today the same program
would cost me in the area of 40 cents per gallon.

Currently fixed-price programs make up 70 percent of my total
sales. In a business that makes profit in cents per gallon, it is
much more difficult to continue to offer these fixed-price programs
to our consumers. Unlike many players in the market who make
their commodity investments for pure financial gain, we as an in-
dustry are hedging directly for the consumer.

The annual U.S. heating oil industry volume for consumption is
between 8 and 10 billion gallons per year. With ICE and other ex-
changes entering into this energy market in a large way, it is hav-
ing the same effect as an elephant jumping into the bathtub.

These dark exchanges are expanding both offshore in Dubai and
other countries and with ICE purchasing ChemConnect. Congress
and enforcement authorities need to now rein in the excessive spec-
ulation and out of control profiteering on the energy commodity
markets, including these dark exchanges.

Congress should, one, encourage the CFTC to revisit its use of
no action letters. Two, investigate whether or not the Atlanta-based
ICE intentionally established its operations in London to cir-
cumvent U.S. regulations. Three, require large position data col-
lected on all U.S. destined contracts. Four, fully fund CFTC levels
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as appropriate to upgrade infrastructure and collect capacities and
increase personnel. Encourage the CFTC to be vigilant in its data
collection. And hold these dark exchanges to the same rule of law
that NYMEX and the Chicago Mercantile Exchange have.

Thank you again, Mr. Chairman, for this opportunity to share
my insight into this issue. I am open to any questions you may
have.

Senator LEVIN. Thank you all for very valuable testimony.

Some people say that when Amaranth made these huge pur-
chases and sales and had these massive trades, they only hurt
themselves. They only lost their own investors’ money, and no one
else got hurt when those billions went down the drain.

But will you tell us in your own words whether, in your judg-
ment, the massive purchases, trades, and sales by Amaranth of
these future contracts hurt you and your customers? And, if so,
how? Mr. Corbin, let me start with you.

Mr. CorBIN. Thank you. One of the things that we do as part of
our function of providing gas supply to our member municipalities
is to try to hedge or try to manage the risk of prices spiking, going
a lot higher. The bulk of what we do buy is in the wintertime.

And so what we do is try to take a very managed approach and
do not simply let our purchases ride and come to find that prices
have, in fact, spiked and harmed our members. And so we try to,
in advance, hedge against that price risk.

In 2006, when you look at what we are doing in our hedge pro-
gram, we have some parameters that require us to go in and hedge
those prices in advance of the winter. And we have time param-
eters because we have found that hope is not a good strategy. So
you cannot wait until the last minute hoping that prices are going
to come down. You need to go ahead and take a disciplined ap-
proach.

And so over the course of the summer of 2006 we are placing
hedges for our members for the winter of 2006-2007. It is very
clear to us, certainly even more clear today having the report that
this Subcommittee has put forward, that through the very exces-
sive positions that Amaranth had the winter price of 2006-2007
was well beyond what would be supported by underlying market
fundamentals of supply and demand.

And so when we looked at what our positions were that we ended
up putting on for the winter of 2006-2007, those positions versus
where the market settled to when Amaranth was effectively re-
quired to exit through the meltdown, you take the difference and
that is $18 million that it cost our members, which ultimately cost
their consumers.

Senator LEVIN. Thank you. Mr. Cicio.

Mr. Cicio. Thank you, Mr. Chairman. To answer your question
we have to put it in context, that in 2006 national natural gas in-
ventories were at a 5-year level or above the 5-year level, and nat-
ural gas production was stable.

It is really impossible to put a definitive number on what it cost
consumers. This is why in our testimony we used an example. We
know that in the report that was put together by the Subcommittee
that Amaranth significantly and continually increased their posi-
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tions throughout the period of April through August 2006. We
know that after Amaranth collapsed the price fell over $2.60.

So there is some portion of that $2.60 drop that was an artificial
price, that was artificially higher than what it would have been
had those large purchases not continued.

This is why we have come up with an illustration. If one dollar
of that $2.60 higher price was the result of Amaranth’s continually
buying, owning as much as 100,000 contracts—and by the way let
me give you a perspective. This morning I checked for the amount
of open interest on the New York Mercantile for the last trading
day, Friday, there were 90,500 open interests. What we saw in the
Subcommittee report is that Amaranth was controlling at one point
100,000 contracts all by itself.

So a one dollar impact for Amaranth’s purchases over the course
of that time period of the spring would have amounted to a $9 bil-
lion premium that consumers would have paid.

Senator LEVIN. That is $9 billion across the entire industry?

Mr. Cicio. For the United States.

Senator LEVIN. For the United States, consumers in the United
States paid $9 billion according to that estimate, which you ac-
knowledge is an estimate.

Mr. Cicro. It is an estimate.

Senator LEVIN. Would you judge that is a fair estimate, a con-
servative estimate? How would you assess it? The best you can?
Give us your best judgment. Is that a fair division of the $2.60? Is
it an allocation that you think is a reasonable allocation?

Mr. Cic1o. To be honest with you, we just do not know.

Senator LEVIN. How do you know then that there was an impact?
Just from that action that occurred after they collapsed? That is
what you deduced the impact from?

Mr. Cic1o. Yes, sir.

Senator LEVIN. Is there other evidence of an impact beyond that?
In other words, is the fact that there were huge purchases that
were made by Amaranth and that winter price then went up with
those huge massive purchases, is that part of the evidence of im-
pact?

Mr. Cicio. Absolutely. The fact is that we had ample supply. The
fact is that we had such a significant drop after the collapse illus-
trates that the price was higher than it should have been given
basic laws of supply and demand.

Senator LEVIN. Thank you. Mr. Cota.

Mr. CoTA. The impacts are dramatic and across the board. We
have had a lot of discussion here with regard to natural gas. But
the entire energy complex moves in unison. Movements in natural
gas translate immediately into movements in heating oil, move-
ments in gasoline, movements in all of the crude oil products and
all of the derivative contracts that come off from that.

These future exchanges are the price discovery point for the en-
ergy industry in the United States instantly. In volatile energy
markets I get price changes on a replacement cost basis from my
suppliers as often as three times a day in a volatile market. Those
things are translated to the consumer the next day. I do not do it
three times a day but the next day.
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So one way of measuring the impact of these volatile markets on
the consumer is immediate in these pricing mechanisms.

Longer term, the consumers are paying. I am in a cents above
business. Our profit margin, as a percentage, goes down as com-
modity prices go up. The consumers pay cent for cent. Everything—
if my cost goes up, their cost goes up. So the direct impacts are im-
mediate and direct to the consumer. When they buy futures con-
tracts for futures purchase and there is added cost due to volatility,
those consumers pay for that.

Currently the market has been in contango because of these
large volatile trades. But when this thing turns, if it ever does
turn, perhaps in response to oversight, the opposite could have an
effect. Contango encourages inventories. We could be in a situation
very rapidly where people short the market and inventories dis-
appear within a matter of a month, at which point you are going
to have another supply disruption which is going to again distort
the market from another perspective. Again, the consumer will pay.

Your question that you had earlier with regard to is there evi-
dence? Well, there is no data. Most of the data is not traded. The
entire heating oil industry is 8 to 10 billion gallons per year in the
United States. I would not doubt if you added up all these dark ex-
ghanges in addition to the NYMEX that is traded several times per

ay.

We need speculation. I could not offer my consumers price protec-
tion without speculators in the market. They are a key part. But
at what point do you allow speculation to just run rampant?

So if there is no data, it is the same thing as having no cops with
a judiciary. You cannot go to court if there is no cops to collect the
evidence. I do not think, for a huge chunk of the market, that there
are any cops on the beat. Where are the cops?

Senator LEVIN. In terms of setting natural gas prices in the fu-
tures market, how important is ICE? Just quickly, Mr. Corbin. Can
it affect the price on NYMEX, the ICE prices?

Mr. CORBIN. Yes.

Senator LEVIN. Are they interrelated?

Mr. CoRBIN. Yes. And we see, frankly, the entire natural gas
marketplace, not just NYMEX, ICE, but also the bilateral market
and voice broker, that activity can have an impact on the broad
marketplace.

Senator LEVIN. Would you agree with that, Mr. Cicio?

Mr. Cicio. Absolutely. These markets and these exchanges, they
are all interrelated.

Senator LEVIN. Mr. Cota.

Mr. CoTA. It is a very close correlation.

Senator LEVIN. So would you all agree that we have to eliminate
the Enron loophole in order to have regulation across the board?
If it is going to have any impact in one place, it has got to have
impact in all places? Would you agree with that Mr. Corbin?

Mr. CORBIN. Yes, except I am a little concerned that the focus is
on simply electronic exchanges and believe that the CFTC needs to
see the entire market.

Senator LEVIN. All over-the-counter market, including ICE?

Mr. CORBIN. Yes.

Senator LEVIN. Thank you. Mr. Cicio.
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Mr. Cicio. We agree entirely with that. Just looking at the elec-
tronic exchange still is not giving us the necessary oversight. You
need to go beyond that.

Senator LEVIN. Mr. Cota.

Mr. CoTA. Nobody knows what the data is. Until the CFTC
starts collecting data on the entire traded U.S. based energy com-
modity markets, you are not going to have any idea what is occur-
ring in the market. Every market needs, in order to have a well
regulated market and a clear functioning market, you need to see
what the data is. That data is not being seen.

Senator LEVIN. In addition to seeing it, once you have the data
is it also important they be able to issue the same kind of an order
on ICE as they do on NYMEX?

Mr. CoTA. The only thing that is more fungible than my com-
modity is the money that instantly changes from one market to an-
other based upon regulation.

Senator LEVIN. I am not sure what the answer is.

Mr. CoTA. Yes, you need to have an oversight on all markets.
Just doing it on one will cripple the only regulated market and
force it all into these offshore regulated United Kingdom based or
wherever based commodity markets.

In the NYMEX, despite that they are frustrating if you trade
every day, they are the best of what you have got.

Senator LEVIN. The NYMEX.

Mr. CotAa. The NYMEX. And you do not want it to go to foreign
exchanges without any regulation.

Senator LEVIN. When you say regulation and oversight, that in-
cludes having an order issue to reduce one’s position as being ex-
cessive speculation?

Mr. CortA. Absolutely. I am concerned about the consumer. But
if you are only concerned about the trader, to protect the traders
you still need to have oversight, margin requirements that reflect
volatility in the markets, and large trader positions that are lim-
ited so that they cannot sway a market. And you do not have that
in huge amounts of the trade that is currently occurring.

Senator LEVIN. That is to protect the consumers, not just the
traders?

Mr. Cora. I would like to protect the consumer but we are not
protecting anybody.

Senator LEVIN. I have got you. Thank you. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman. I am trying to fig-
ure out how to get our arms around all of this.

Mr. Cota, you talked about these dark markets. So we have
NYMEX which is clear, it is regulated, we know what is going on,
it has the transparency that we talk about.

We are now talking about ICE, but ICE is only a piece of it. So
we have the bilaterals and we have the foreign markets. One of the
concerns we have seen generally with financial transactions is that
there is a lot of movement, IPOs and everything, to other markets.

Is it your sense that the CFTC can regulate all of these? I will
walk by each one. Is that the vision here? I am trying to figure out
can we get our arms around all of it? Is it your sense that the
CFTC is the body that should be regulating all of these trans-
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actions, the bilaterals, anything that is done, even on foreign mar-
kets? Can you give me a sense of how you accomplish that?

Mr. CoTA. I would think that, as with any transaction, if I have
a contract with my consumer, those contracts need to be kept. Cur-
rent data collection requirements do not exist in a lot of these dark
markets. I think that is an easy thing to accomplish.

If there is something fishy in the market that is done on one of
these bilateral dark exchanges, some derivative deal, if you have
got the data and the data is not destroyed, then you have got the
ability to investigate it later.

The amount of these trades are huge. The money that moves into
this market is a huge part of the world economy that moves in and
out daily.

I no longer look at supply and demand when I am trying to judge
for my consumers. I am looking at what is occurring in the cur-
rency market, what is occurring in the bond market. If there is a
move in the bond market or the equity market, then I know com-
modities are going to go down for a little bit because of the amount
of money that is moving in and out of these markets. It is no longer
supply and demand. Even if you are a technical trader it does not
follow technical trading. It is an imbalance of greed and fear, in my
opinion.

Senator COLEMAN. I want all of you to respond, but I want to go
to Mr. Corbin. Do you agree that it is not just about supply and
demand today? If it is not, how do you protect your consumers?
What is it that you can bring to the table that gives you the ability
to maneuver through these markets?

Mr. CorBIN. I think taking it back to your previous question
about can the CFTC get a handle on this huge market that has got
a lot of different pieces to it, the CFTC has a large trader reporting
system today, a very good one. They are only being reported to
daily from NYMEX transactions.

Our view is that if you have somewhat—clearly, also ICE is vol-
untarily providing that information daily today, which we certainly
applaud ICE for taking that step to do it voluntarily. If you have
large traders that are in the bilateral market, we feel strongly that
those folks, in managing their own business, they have very effec-
tive information systems to where they can mark-to-market on a
daily basis literally their position in order to manage it.

And so we believe that they can plug into that large trader re-
porting system that we now have NYMEX reporting to daily, ICE
voluntarily reporting to daily. We believe the other players in the
market that are large players can also plug into that system.

That is going to help the CFTC to see positions across the mar-
ket daily that we think will improve the authority they have today
to do the special call for additional information and investigations.
But if you do not really see that you really do not have enough in-
formation to go in and pursue something that you suspect is abu-
sive or could be creating a problem in the market.

And so then, going to your second question, us as consumers,
how do we get confidence? Well, we do not in the existing structure
because we do not feel like the regulator has what he needs to do
his job. He has got the authority to pursue it and he has pursued—
the CFTC has done a good job pursuing bad actors in our business.
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It just comes 2 and 3 years later, hundreds of millions of dollars
in penalties and fines have been paid, as much as $2 billion. None
of that goes to the consumer though. Those that have been harmed
do not see any of that. It has gone back into the U.S. Treasury.

So we would like to get them more information, get them that
information on a current daily basis so that they can see this stuff
as it is occurring and can react a lot more quickly. Then the con-
sumer does not pay for a position that got way to big.

Senator COLEMAN. Mr. Cicio, is there anything you want to add
to that?

Mr. Cicio. Yes, sir. The large trader report is the solution. The
CFTC keeps this information confidential. The common denomi-
nator of all trading is volume, the volume of natural gas that any
one entity is buying or selling. And that is the kind of information
that the CFTC needs to determine whether there is a significant
enough volume that any one player is impacting the price.

And so we would agree with the others on that point. Thank you.

Senator COLEMAN. We are talking here about reporting require-
ments in terms of size. What about position limits?

Mr. Cicio. Yes. We believe that there should be limits to how
many contracts a single entity should be able to control. What we
saw in the Subcommittee report was that Amaranth controlled
100,000 contracts in 1 month. And what I shared with you just a
moment ago is that for the August contract there is only 90,500
open interest contracts. That shows how significant Amaranth’s po-
sition was and looks like market power.

If a manufacturer had that much market power for their product
that they were selling, whether it is plastic or steel or aluminum,
it would raise huge concerns by the antitrust and FTC people.

Senator COLEMAN. Mr. Corbin, is there benefit to having liquid-
ity in the markets?

Mr. CORBIN. There is a great benefit. And so we would like—we
think we need to be careful here in what you just asked Mr. Cicio.
And that is with regard to limits. We think what is critical is let
us get the transparency. Let us get the information in the hands
of the CFTC across the market so they can see these positions
across the market. And if the CFTC determines that there needs
to be limits imposed because they are seeing the effects of larger
positions held in order to make sure that we can get ahead of any
kind of negative behavior and how it impacts the price of gas, then
we think that information would help them make that determina-
tion.

At this point we are not advocating limits. We are advocating
transparency through expanding the large trader reporting system.

Senator COLEMAN. Mr. Cota, two questions. One is are there ben-
efits to having liquidity in the market? If so, what are they? And
do you advocate position limits?

Mr. CotA. Without liquidity and speculation—speculation and li-
quidity are directly linked. You need to have speculation in the
market in order to hedge anything out in the future.

What you want is to enable all speculators to have an even hand
in taking a risk in that market, much like I, as a retailer, am tak-
ing risks in that market.
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So the number and the margin and the percentage of the total
market are all very relevant in order to have a well regulated mar-
ket, in my opinion.

Senator COLEMAN. Position limits though, is that part of it?

Mr. CoTtA. Position limits, to me, may or may not necessarily be
related to the actual numbers of contracts. As markets increase
and decrease I think it needs to be relative to what the percentage
of the total market is.

If T recall reading some of the study here on the Amaranth hold-
ings, if they actually had to have those contracts delivered, one of
their positions was almost equivalent to the entire natural gas in-
dustry. So if that were a smaller percentage yet it was over a trig-
ger amount, it may not be as relevant. So I think it needs to relate
to the total amount of contracts being traded in that market and
how big is that market?

And T believe that the New York Mercantile Exchange does do
evaluations on that and the other markets do not.

Senator COLEMAN. So it would be beneficial to have a definition
of what excessive speculation is?

Mr. CorA. I think positions and margin, as measured through op-
tions or whatever other mechanism, would be a better indication of
how to limit the volatility and speculation in the market. Specula-
tion is important. You need to have speculation in order to have
futures exchanges.

Senator COLEMAN. Mr. Corbin, would it be beneficial to have a
definition of excessive speculation?

Mr. CORBIN. Yes.

Senator COLEMAN. Mr. Cicio.

Mr. Cicro. Yes, it would be helpful.

Senator COLEMAN. Thank you, Mr. Chairman.

Senator LEVIN. Thank you. Senator McCaskill.

OPENING STATEMENT OF SENATOR MCCASKILL

Senator MCCASKILL. Thank you.

In reviewing all of the materials, I apologize, I was not here for
your testimony although I heard most of it in my office, as I was
listening with one ear to a conference call and listening to you with
the other ear.

It strikes me that regulation in this area is really driven by com-
mon sense in light of what happened with this one incident that
has been the focus of the hearing today. And I have learned in the
short period of time I have been here that ideas that sound so sim-
ple and have so much common sense behind them, it is unbeliev-
able how difficult it is to move them forward in terms of legislation
and actually to get the votes necessary to pass. What would appear
to anyone who heard this story, would say well fix that, for gosh
sakes. If you are going to do anything, fix that.

And there is this invisible force always behind everything, and
that is the people who are lobbying the other side of the equation,
the people who are saying do not go there, the people who are vis-
iting member’s offices and saying stop, stop, do not do this, you
have no idea what you are doing. It will be bad.

All of those people generally have people they have hired to help
them do that, to spread that information.
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Who is working against this? Who is paying the lobbyists to op-
pose what would appear to be common sense at this point in terms
of some kind of regulatory oversight in this area of a commodity
that is an essential and not a luxury? Any of you?

Mr. CorsBIN. I will take a shot at that. I do not know that I can
answer and say who, but I think we have heard some of the things
that are the difficult balancing act. And that is the question of li-
quidity. You do not want to restrict the market. It is very impor-
tant that we have a well functioning liquid natural gas market.
And so you want to be careful that you do not, in some way, inhibit
it.

But I think you have also got to be careful that you do not have
regulation in one place and then push people into a less trans-
parent market segment.

The approach we have taken, and as far as expanding the large
trading reporting system, the objection that we have heard is that
it may be time consuming and costly. From our perspective, the
CFTC already has a large trading reporting system that exists. Ex-
panding it to include the over-the-counter market activity, we do
not think it is a tremendous expense for them. I think they have
got it and it is largely electronic and they can accept electronic
transmissions to go almost straight into their system.

I think the people with large positions also have electronic sys-
tems to manage their position. And so providing the information
should not be costly and, we do not believe, difficult.

I think what you do have is a lot of activity over the counter and
the reason that the over-the-counter market exists is that NYMEX
is a very standard product. It is at one point in the natural gas
grid only and it is a fixed amount of gas. Well, people do not buy
gas just at that one point and they do not just buy gas in that fixed
quantity. And so the issue is how do you make it at all comparable
in that reporting system?

And so Paul’s point about you can break it down to volume, and
I think you can break transactions down to whether they are a long
position or a short position in the scheme of things, which I think
could be done.

I do not think it is as difficult as the opponents make it to be
but I think—

Senator McCASKILL. Well, who are the opponents though? I am
trying to figure it out who is against expanding the CFTC author-
ity to be able to regulate large speculation in an essential com-
modity market? Who are these people?

Mr. Cicio. May I take a crack at that? Add up all the consumers
and add up all of the producers of natural gas, and together they
are, by the best data that I have seen available, insignificant play-
ers in this marketplace, insignificant. So it is all of the others.

All that consumers want to do is buy gas at a price, with a cer-
tainty. We hedge to get increase predictability of price so that we
can price our product and reduce our risk.

Senator MCCASKILL. Right.

Mr. Cicio. Producers primarily want to set a price so that they
can sell and that they have certainty in terms of profitability.

Senator MCCASKILL. Right.
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Mr. Cicro. To answer your question, all other entities who want
to take large positions for speculating, larger positions than, for ex-
ample, that are available in the limits through NYMEX, are the or-
ganizations who oppose reporting.

Senator MCCASKILL. So gamblers?

Mr. Cicro. Well, people who are speculating to make a profit on
speculation.

Senator MCCASKILL. Because they are not getting anything for
what they are doing good. They are not receiving anything. They
are just gambling that something might happen.

Mr. Cicro. They are speculators. And as we have all agreed, spec-
ulation is a necessary part of the marketplace.

Senator MCCASKILL. I do not quarrel that speculating is a nec-
essary part of the marketplace. But I am trying to hone in on who
is against this kind of regulation in order to provide some kind of
certainty to consumers and suppliers which, by the way, is who we
should be looking after here, not the gamblers. I mean, our job I
think in this building is to look after the consumers and the sup-
pliers as it relates to using a product that they have to have to
heat their homes and to eat.

So it seems weird to me that the invisible hand of opposition are,
in fact, the gamblers, not the consumers or the suppliers.

Mr. CoTA. Senator McCasgkill if I can take a stab at that, as well,
your point on gamblers is right on. It seems to me sometimes the
Nevada Gaming Authority has more authority—

Senator MCCASKILL. No question about it.

Mr. CoTA [continuing]. Than what we see in this market. The fi-
nancial players of all sorts worldwide are all players in this mar-
ket. They are the ones that would like the least amount of regula-
tion so that they can move money around quickly. The larger the
player the more interest they have in having less oversight.

These financial players are also significant holders of physical
product and that is very important. I actually trust major oil com-
panies in my business less than I do some of the banks that actu-
ally hold product. I may not like the price that I pay, but they will
always have product whereas the major oil companies will just, if
things get too complex, they will shut it down. In my business, if
I am out of fuel for a day, people freeze to death. So I need to have
product and these people are important players in the market. But
those are the people that are generally interested in not having
oversight.

I have hope because the CFTC is the CFTC and not the SEC.
CFTC, by being an agricultural based group means you have got
a lot more folks across the country that will have a different per-
spective. So I think there is more hope in regulation in the com-
modities market because they relate

Senator MCCASKILL. There is more diversity of interest.

Mr. CoTA. Well, it is your internal politics, it is the Ag Commit-
tee’s jurisdiction. So I think I have got more hope in the Ag Com-
mittee than I do in perhaps the other committees.

Senator MCCASKILL. Thank god for pork bellies.

Mr. CoTA. Exactly.

Senator MCCASKILL. Thank you, Mr. Chairman.

Senator LEVIN. Thank you, Senator McCaskill.
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Let me see if I can boil this down in this way: Senator McCaskill
talked about common sense so let us start with the commonsense
issue. We have got a NYMEX market. NYMEX told Amaranth they
had to reduce its holdings. They have that power under law. They
said there was excessive speculation going on or that the price im-
pacts were going to be great if there were a lot of sales on a certain
date. For whatever reason, NYMEX issued an order, reduce your
holdings.

Now Exhibit 6,1 that chart shows what happened on that day
when NYMEX told Amaranth to reduce its holdings. At the time
of the order the yellow was the holdings of Amaranth on NYMEX.
The blue was on ICE. So the regulators said reduce your holdings
agd all they did was shift to ICE? Is that correct? Is that Exhibit
6°

That does not make commonsense, I assume, to anybody. I mean,
if it is excessive under the law, and we have a law, Commodities
Exchange Act, which directs the CFTC to prevent excessive specu-
lation. And it says “Excessive speculation in any commodity under
contracts for future delivery causing sudden or unreasonable fluc-
tuations or unwarranted changes in the price of such commodity.
It is an undue and unnecessary burden on interstate commerce and
the CFTC shall fix such limits on the amount of trading as the
Commission finds are necessary to diminish, eliminate or prevent
such burden.”

So they are carrying out the law and they tell their agent,
NYMEX, CFTC tells NYMEX, you are our agent. NYMEX reaches
a conclusion. We can be totally all overwhelmed and swamped with
all of the words which all have to use swaps, margin requirements,
price spreads, hedges, manipulation, speculation. We have lost
probably most of our audience already or if we have not lost them
before that.

But cut to the chase. The cop on the beat said reduce your posi-
tion. They did not reduce their position, they shifted their position.
So this is a glaring loophole we have in the law. It is called the
Enron loophole. It does not make any sense to have a cop over on
this side of the street say you are out of business, quit selling lig-
uor to minors, and then the liquor store or whatever, the bar, goes
across the street and sells liquor to minors. That is what we have
got here. When you strip all of the complexity away, that is what
we have.

And the question is whether or not we are not only going to give
the regulator, CFTC, the power to get the information which you
all have talked about but also the power to do on the over-the-
counter exchanges what they do with NYMEX. That is the ques-
tion.

Now I recognize what Senator Coleman said. I think we all have
to appreciate you need some speculation in the market, otherwise
you are not going to be able to hedge in the future. The question
is excessive speculation. And should the CFTC be able to stop it
wherever it occurs? That is the question, on the over-the-counter or
whether it is NYMEX or ICE. I guess ICE is a form of over-the-
counter because it is an electronic exchange.

1See Exhibit 6 which appears in the Appendix on page 717.
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Mr. Corbin, I do not know if I have a question somewhere in
there or not, but would you agree with that?

Mr. CorBIN. If there was a question in there, I agreed with it.

The only thing I would caution against, because I think we saw
it here. We have one loophole today and we see very pronounced
how they shifted over to one exchange.

I would just caution, that we need to make sure that whatever
structure we are putting in place does not have them just go over
to another place——

Senator LEVIN. Another exchange.

Mr. CORBIN [continuing]. That is not transparent that we have
not necessarily thought about.

So that is why we have used the broad term over-the-counter
market entirely so that we do not have a future loophole. You have
done a lot of work. We do not want to have another loophole after
you are done.

Senator LEVIN. Jump into another block, across the street to an-
other block.

Do you think that we are able to do that technically? Could we,
given the technology out there, given the global economy, given ex-
changes in various parts of the world, are we able, do you believe
as a practical matter, to prevent that from happening?

Mr. CorBIN. If you change the law?

Senator LEVIN. Yes.

Mr. CORBIN. Yes.

Senator LEVIN. We can rewrite the law so we can stop it and not
just push it somewhere else?

Mr. CORBIN. Yes.

Senator LEVIN. Mr. Cicio.

Mr. Cicro. I would agree with everything that Mr. Corbin has
said and I would like to strengthen it by making a statement that
I said in the testimony that brings it all home.

Remember, it is how much volume that any one entity controls
that is important. Every company that is in this market does a
mark-to-market position for their internal financial purposes at the
end of each trading day. They look at how many positions they are
long, how many positions they are short, and they see whether
they are making money or not making money.

So this data is available and it is available on a daily basis and,
from our perspective, there is no reason why any company, includ-
ing those on the OTC market, could not report.

Senator LEVIN. Mr. Cota, would you agree, if you can figure out
what I said, with what I said?

Mr. CoTA. I think I figured it out, Senator. The money that
moves around in the world will continue to move around the world
instantly and immediately based upon a market reaction. Will we
be able to stop speculation, excess speculation? I am unclear as to
whether or not we will be able to.

I do believe that what we do have a chance to do is to deal with
U.S. based transactions. So if you have any commodity that is des-
tined for the United States, I do think you can have oversight. I
do think you can have a transparent market in those areas. And
the transparency in itself, because we are defining the U.S. market,
will have a worldwide impact.
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I am sure the Russian commodity market would take whatever
money wants to be thrown at it for speculative purposes. But we
are a unique market, both because of our size, because the products
are destined here, and because the world has had a faith in our
regulatory oversight so that money continues to flow. And I think
ichat is the way that you will be able to reduce the excessive specu-
ation.

Senator LEVIN. This testimony is very important. We have had
a debate on this very issue. We had a vote on this very issue. We
had an amendment which would have covered all over-the-counter
transactions. We lost that vote and we had to remove it and just
go more limited. We had to go after the electronic exchanges and
not the other over-the-counter exchanges, the bilateral exchanges.

So we have to figure out, can we get to those bilateral exchanges
without creating bad consequences? We can get to the electronic ex-
changes; it was in the vote we lost. But can we get to the other
over-the-counter exchanges, the bilateral exchanges, for instance?

Can we do that, Mr. Corbin?

Mr. CoraIN. I would like to comment on that. The CFTC has the
authorization, where they believe there has been manipulation,
they currently have the authority to go in, investigate, dig into it,
figure it out, prosecute. And they have done that in some prior in-
stances.

I think what we are talking about here is can we get the infor-
mation in those other over-the-counter, the broad over-the-counter
market, with regard to large positions so that they can be tracking
what is happening across the entire complex.

Again, I say the answer is yes, you can do that.

Senator LEVIN. Do they have the power to act under current law
if they have the information?

Mr. CORBIN. Yes.

Senator LEVIN. So the CFTC could stop this if they had the infor-
m?tig)n, if there is excessive speculation with large purchases and
sales?

Mr. CorBIN. Yes, they have the authority to investigate if they
see. But right now they do not see that information so they do not
have it until you have a very big event that they can then go in
and investigate and 3 or 4 years later then you have fines and
prosecution and all those. It didn’t do anything.

Senator LEVIN. And that includes all over-the-counter exchanges?
They have that authority now?

Mr. CORBIN. Yes.

Senator LEVIN. So it is just the information that is lacking? Do
either of you want to comment on this before I call on Senator
Coleman? Can we do this?

Mr. Cicro. I would agree with what Mr. Corbin says.

Senator LEVIN. Mr. Cota, do you agree with that?

Mr. Cora. I would agree with it. Until you find the data, until
you count how much money you made you cannot charge any tax.
It is the same sort of thing here.

Senator LEVIN. But my point is a little different. After you have
the data, do you need any additional authority in law?

Mr. CortA. I think the current law is sufficient, provided that you
have the data.
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Senator LEVIN. For CFTC to stop excessive speculation with an
order to reduce your speculation or to reduce your holdings?

Mr. CortA. I think they have the authority. Fraud is fraud. If you
have got data, you can prove it. The BP example of attempting to
corner the propane market is one example. And I personally believe
that came out because the data was being collected.

Senator LEVIN. Do you have the power to limit a holding? A posi-
tion? Under current law?

Mr. COTA. Again, I am a tiny little oil company in the middle of
nowhere. I don’t know.

Senator LEVIN. We will find out from the next panel.

Is it your understanding that CFTC has that authority under
current law?

Mr. CoTA. I am unclear as to whether they do or they do not.

Mr. CoRBIN. Just to clarify, I would not say that the CFTC has
the current authority to establish limits in the over-the-counter
market, but they certainly do have the authority to go in and inves-
tigate and prosecute when they believe there has been manipula-
tion. But they do not have the limits that you are talking about.

Senator LEVIN. OK. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman, important ques-
tions. Just a couple of observations.

I think it is both an authority and a resource issue, and that has
to be addressed.

I do not want to defend the gamblers but my concern is we will
get the gamblers and that we do not hurt the consumers. So con-
sumers are the ones that, if they can hedge, if you can buy in Au-
gust, against costs in January, if you are forced to wait until Janu-
ary, if you do not have the market, if we dry up liquidity, it is con-
sumers who get hurt. Is that fair, Mr. Corbin?

Mr. CORBIN. Yes.

Senator COLEMAN. So as we look at the “gamblers” out there, it
is the consumers who benefit by having liquidity in the market.
The question about regulation then always becomes a question of
do we do it in a way that allows consumers to benefit? Or in the
guise of doing something that we think is positive, do we do some-
thing that is negative? It is this law or rule of unintended con-
sequences, one of the great sins that we in Congress do.

I reflect on Sarbanes-Oxley, absolutely critical, absolute impor-
tant, need to do it. Just a piece of it, Section 404, we are talking
about right now. Originally we thought that it would cost small
business $93,000. And after a study they said it would cost small
business $930,000, 10 times the estimated cost of complying with
something that had to be done.

My only concern in this area, and I am in accord with the Chair-
man, is we need to close the Enron loophole. I think the CFTC can
certainly, we can move over into the ICE. My concern though, and
it is perhaps the point you raise, Mr. Cota, is do we drive folks to—
can we regulate the bilaterals? And if we can regulate the
bilaterals, then do we drive them to London, easily London, and
perhaps Russia and others? And then what is the impact on the
consumers?

So just as we walk through this, I think we can get our arms
around some of it. I just want to make sure we understand, as we
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get our arms around it, what is the impact? Do you think, Mr.
Corbin, we can deal with the bilateral? There are bilateral trades
that go on. Do we have the ability then for CFTC to oversee what
happens in bilaterals?

Mr. CorBIN. I think that we could have the bilaterals included
in their large position reporting system, where the CFTC starts
when they are looking at behavior in the market that potentially
is abusive.

Senator COLEMAN. Those are all electronic. What about non-elec-
tronic? Are you presuming everything is electronic?

Mr. CORBIN. I am assuming that the folks that have large posi-
tions in the bilateral market have electronic systems to manage
their position and that they know every day what their position is.

Senator COLEMAN. What about the offshores?

Mr. CORBIN. I do not have much experience with that so I can’t
really speak to that.

Senator COLEMAN. One of the problems that we see now on the
Wall Street side of it, 24 of the last 25 IPOs are not done in this
country. They are going offshore. Has anyone done a study regard-
ing the possibility of that here? Is there any way for us to have
some control or some transparency in the offshores transactions?
Mr. Cota.

Mr. CoTA. Senator Coleman, I agree with a lot of your concerns.
CFTC, even if they had the data, does not have enough money to
do anything, in my opinion.

You are going to need a new financial—again, this is coming
from a small company in the middle of nowhere. I think that you
are going to need a different sort of overreaching world financial
oversight in order to prevent anything like that.

The one advantage that we have got is that for U.S. destined
products you can define what is a U.S. destined product.

I think that the speculation has been critical for the U.S. energy
markets. In the energy business, in my industry, we used to have
rationing and lines. The financial markets, as much as the market
volatility is distasteful, it has ensured that we have had product
at every day. And to me that is critical to serve the consumer.

So yes, I agree with your comments that the consumer can be
hurt by unintended consequences. But having a market where a
few players can manipulate the outcome is not in anyone’s interest,
neither the consumer nor the industry.

Senator COLEMAN. And we can certainly deal with that here in
this country if it takes place here?

Mr. COTA. Yes.

Senator COLEMAN. Absolutely. Mr. Cicio.

Mr. Cicro. Senator Coleman, I always try to keep it very simple
on this very complex issue, but even for the bilaterals, the common
denominator is volume. It does not matter where that entity is lo-
cated that is buying that natural gas, whether they are sitting in
New York, Houston, Texas, San Francisco, or Dubai.

If that product is going to be for the U.S. consumption, then I
would believe that it is responsible policy for the CFTC to be able
to collect that information. I think it is that simple. And because
these companies all do mark-to-market transactions for themselves,
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it appears to us that it would not be costly and would not be unrea-
sonable to provide that information to CFTC.

Senator COLEMAN. Again, I am trying to get my arms around all
of this. I think the work that the Chairman has done in this area
has been extraordinary. This is complex and I think you have sim-
plified this. And we understand there are some big gaps here and
we have to deal with those.

I am thinking about the next step. It is one thing to get informa-
tion. How do you enforce bilateral swap market positions? What
kind of limits do you put on them without causing crippling effects
on the market? I think we need this definition of excessive specula-
tion. Even in the Amaranth investigation, there were some who ar-
gued that this is not excessive speculation. We need to have that
so we have a marker in front of us.

If the markets are not electronic—Mr. Corbin presumes it is elec-
tronic and I agree with him—but if they are not electronic or there
are bits and pieces out there, maybe we just have to tolerate that.
Tolerate—maybe we get our arms around what we can get our
arms around and provide protection where we can but understand
it is not going to be a perfect system.

But I just think we have to be clear what we are doing and not
tell people we have got our arms around this whole thing when, in
fact, it is difficult and there is great cost.

Mr. Cota, you have brought the great gift the good lord gave us,
common sense, to this. You bring it to this discussion. It does not
matter how big you are. You are right. But there is an enforcement
piece that we have not even talked about. And there is a cost to
that enforcement. Two of us up here are former prosecutors. There
is a cost to enforcement. And we, in the Congress, have to look that
in the face and determine if we are prepared to do that.

Thank you, Mr. Chairman.

Senator LEVIN. Thank you, Senator Coleman. Senator McCaskill.

Senator MCCASKILL. Most of the questions I have I want to save
for the academics on the next panel but I would just comment, Sen-
ator Coleman, that if we continue to use the analogy about the ca-
sino and whether or not we have a sufficient oversight, which is
the set of rules that people feel like if they come to that casino they
are not going to get cheated, they do more business. Because it is
kind of what Mr. Cota referred to in terms of our markets here are
attractive to international players because they have a sense that
there is not corruption and cheating, that they can rely on a free
market force.

If you are going to speculate or gamble, then you sure as heck
do not want the house to be rigged. And that is attractive to the
international gambler in this area and so I think we need to make
sure we continue to promote that image that we have got a regu-
lated market so no one thinks they are going to come and get
cheated.

There is a certain irony to saying that we do not have enough
money to do anything, the CFTC, when you realize the kind of vig
we should be charging here. This is a reason everyone tries to beat
each other to get casino licenses in the United States because the
house is in a great position.
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It seems to me we ought to figure a way to charge a high enough
vig on these speculative ventures because the excessive speculation
is driven by greed. That is the only thing behind excessive specula-
tion is just greed. People thinking they are going to make more
money. That is why they are excessive.

So it seems to me we ought to figure a way to charge a healthier
vig on the excessive speculation in order to make sure we have
enough money to go after the people that are putting the consumer
in the worst position of all, and that is being held captive to some-
body’s greed.

So if any of you have a comment about the house charging a lit-
tle higher vig to make sure they have enough money to go after
bad gIz,fuys, I would welcome your comments before I close for this
panel.

Mr. CorBIN. I would agree with you that CFTC needs to have
adequate amount of resources to do its job. So I think that is im-
portant in this whole equation.

Mr. Cicio. Without question it is very clear that the CFTC has
not been funded appropriately to do the kind of enforcement. But
quite frankly, our organization has not addressed the issue of fees
so I really cannot respond to your question.

Senator MCCASKILL. I would be interested in your organization’s
perspective if you all have an opportunity to give it some thought.
Coming from State Government that has become very dependent
on the lottery I realize that kind of position government has in
gambling right now and it appears—I used to think it ironic that
we used to take children to the Kansas City Board of Trade to
learn about gambling while we were busy opposing gambling in
Missouri. I always thought that it was ironic that most people in
Missouri did not understand that all they had to do if they wanted
to gamble was go down there and get them a seat on the Kansas
City Board of Trade and they could gamble with the big guys, so
to speak.

Mr. CoTA. Senator, I am not sure how are you going to get the
vig balance correct. That is out of my area of expertise. But nobody
likes a fixed table. And a well regulated market, no matter how
much—speculation and gambling have a lot in common. But you
need to know what the rules are well enough to be able to play
with some consistency.

If certain players are controlling the rules on the table that day
for that moment, that is not in anyone’s interest.

Senator MCCASKILL. Right. Thank you all very much. Thank you,
Mr. Chairman.

Senator LEVIN. Thank you.

I am just going to sum up the conclusion I am drawing very
quickly. Everybody believes that we need a regulator to go after ex-
cessive speculation. It does not do any good to have a regulator on
NYMEX that can prevent excessive or end excessive speculation
and then just have that move over to say the electronic exchange.

We will start with that. I think you all would agree with that?
Is that fair enough?

Mr. CORBIN. Yes, sir.

Mr. Cicio. Yes, sir.

Mr. CoTA. Yes, sir.
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Senator LEVIN. And then the question would be whether or not
we can stop the excessive speculation, which everyone agrees is
wrong. Speculation is necessary, but we all agree excessive specula-
tion is bad for the market and bad for your consumers.

And the question then is can we go beyond the electronic ex-
change to get the over-the-counter bilaterals which are not on the
electronic exchange? This seems to me to be an important issue but
a different issue.

But at a minimum, what we saw happening in Amaranth makes
utterly no sense. You have NYMEX saying stop, not that you did
something illegal, not that you manipulated something illegal, but
that you are doing something which must stop for the benefit of the
market under the law which we have written.

What we saw with Amaranth, with just a shifting from NYMEX
to the electronic market, makes no sense at all, and that at a min-
imum we can act to stop that. Would we have that kind of a con-
sensus on the panel?

You are all nodding your heads yes.

Mr. CortA. I think that some of the oversight as it relates to ex-
cessive speculation is revealed by perhaps the New York Mer-
cantile Exchange. NYMEX does a lot of the regulation it does by
itself on its own and not as a direct result of what the CFTC re-
quires. CFTC requires certain things but NYMEX has its own
rules. The other markets do not.

Just having a market like the New York Mercantile Exchange in
the other areas where there is no oversight, I think, will enhance
both the market for the consumer and the speculators, as well.

Senator LEVIN. Do either of my colleagues have any other com-
ments?

We thank you all very much, a very helpful panel and we excuse
you with our gratitude.

Let us now welcome our second panel of witnesses for today’s
hearing. We have with us Vincent Kaminski, Professor at the Jesse
Jones Graduate School of Management, Rice University in Hous-
ton, Texas; and Michael Greenberger, Law School Professor, Uni-
versity of Maryland School of Law in Baltimore.

We appreciate both of you being with us this morning. We wel-
come you to the Subcommittee.

As you know, we have a rule that requires all witnesses who tes-
tify before the Subcommittee to be sworn and we would ask you
now to stand and raise your right hand.

Do you swear that the testimony you are going to give before the
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. KAmMINSKI. I do.

Mr. GREENBERGER. I do.

Senator LEVIN. You were here, I believe, when we described the
timing system. I will not repeat that. Professor Kaminski, let us
have you go first, and then Professor Greenberger.
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TESTIMONY OF VINCENT KAMINSKI,! PROFESSOR, RICE UNI-
VERSITY, JESSE H. JONES GRADUATE SCHOOL OF MANAGE-
MENT, HOUSTON, TEXAS

Mr. KAMINSKI. Mr. Chairman and Members of the Subcommittee,
my name is Vince Kaminski and I work currently at Rice Univer-
sity in the Jones Graduate School of Management in Houston
where I teach courses related to energy markets, energy deriva-
tives, and energy risk management.

My testimony today will address some of the issues that you
identified in your invitation letter to this hearing. Those issues
deal with the organization of the U.S. natural gas markets and the
scope and consequences of excessive speculation I witnessed the
last few years in those markets.

My opinions are based on 14 years of experience of working for
energy trading corporations, including merchant energy companies,
an independent power producer, a very big hedge fund, and one of
the biggest financial institutions. I have also been consulting re-
cently for FERC, helping the staff to analyze market related issues.

The opinions expressed today are my own and I do not nec-
essarily represent the views of the institutions with which I am af-
filiated.

The energy markets have undergone a fundamental trans-
formation during the last 14 years I spent working in the merchant
energy business. In 1992, the year in which I made the transition
to energy trading, the markets for different energy commodities
were relatively isolated with limited linkages between different lo-
cations and physical products. Today the landscape of the energy
business is much different. Energy markets are evolving towards a
highly integrated global system with shocks propagating across dif-
ferent local markets and markets for specific physical commodities
at a very high rate and through rapidly changing transmission
channels.

The energy markets represent a network of related physical, fi-
nancial, and credit markets with very complex interactions and
interdependencies. And it is a flaw, in my view, to look at the phys-
ical markets in isolation from the financial markets.

In the coming years the energy markets will be affected by grow-
ing demand pressures from the fast growing emerging economies
and the necessity to access more costly supply alternatives. The up-
ward pressure on prices will increase the importance of efficient
and transparent energy markets as sources of information about
the costs and relative scarcity of different energy commodities and
benefits of alternative production technologies.

Given growing integration of the markets any distortion of the
price formation process will propagate and reverberate across the
entire system and will affect both investment and consumption de-
cisions. Well functioning energy markets will become ever more
critical not only to the welfare of the U.S. citizens but also to the
energy security of the United States. The integrity of energy mar-
kets deserves the same level of protection as the pipelines, refin-
eries, ports, and other components of the physical infrastructure.

1The prepared statement of Mr. Kaminski appears in the Appendix on page 133.
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The energy markets and the commodity markets in general,
given their complexity and rapid transformation, are often vulner-
able to market manipulation. Nobody can deny this given our re-
cent experience with the U.S. Western energy markets crisis of a
few years ago.

What is more important is to recognize that the nature of market
manipulation evolves and mutates over time as the energy markets
become more complex. In the past, market manipulation was typi-
cally associated with squeezes, corners, and withholding of physical
supplies from the market. Today market manipulation can be ac-
complished in many different ways by taking advantage of a vari-
ety of trading platforms and leverage offered by derivative instru-
ments. A typical scheme evolves around taking positions on dif-
ferent trading platforms, platforms that often receive different lev-
els of regulatory scrutiny.

Subsequently, a potential manipulator may engage in bursts of
rapid fire trading in one market around specific contract expiration
time when market liquidity dries up in order to influence the prices
used for settlements of outstanding contracts on other platforms
and in other markets. The losses incurred through such trading
would be typically offset by gains on the positions taken on other
platforms and other instruments.

Also, a potential manipulator can use different platforms to de-
compose a scheme into different pieces and the regulators, who can
see only one part of the bigger scheme, will not detect the manipu-
lation in time.

I am getting close to my time limit so I shall briefly summarize
the recommendations I would like to make. In my view, the effi-
ciency and transparency of the U.S. energy markets can be in-
creased without sacrificing the risk-taking culture and the spirit of
innovation. The critical element of the market reform is, in my
view, an improved access to information. Such initiatives may be
initially opposed by many market participants but in the long run
the industry will benefit from them. Less opaque, more transparent
markets will grow and flourish in the long run, as evidenced by
many other examples.

My recommendations include regular reports of large trans-
actions executed in the OTC markets; elimination of the Enron ex-
emption; regular reports of trading activity on the ICE exchange
available to the trading community.

Thank you. I will be glad to answer any questions.

Senator LEVIN. Thank you very much, Professor Kaminski.

Professor Greenberger.

TESTIMONY OF MICHAEL GREENBERGER,'! LAW SCHOOL PRO-
FESSOR, UNIVERSITY OF MARYLAND SCHOOL OF LAW, BAL-
TIMORE, MARYLAND

Mr. GREENBERGER. Good afternoon and thank you for inviting
me to the hearing. I would submit my testimony.

I really wanted to cut to the chase on this. I am more than happy
to answer questions. You have asked excellent questions of the
prior panel.

1The prepared statement of Mr. Greenberger appears in the Appendix on page 137.
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Senator Klobuchar, who is on the other side of this?

Senator MCCASKILL. McCaskill, but that is OK.

Senator LEVIN. McCaskill.

Mr. GREENBERGER. McCaskill, I am sorry. Senator McCaskill.

Senator MCCASKILL. We get mistaken all the time. It is OK.

Mr. GREENBERGER. It is interesting that you are from Missouri
because you should be talking to Congressman Graves, who got the
Enron loophole largely undone on a floor vote on the House of Rep-
resentatives when the Republicans controlled the House and nat-
ural gas was at $14 per million BTU. It is at $7 today. Why did
he do that? Because the farmers of Missouri were dependant on
natural gas and were dying on the vine, paying $14.

Who is on the other side of this? Go look at the advisory commit-
tees that the CFTC sets up to advise them. You are not going to
find the prior panelists on those advisory committees. You are not
going to find your constituents who are paying 35 percent of their
income from natural gas. Go down the list. It is Goldman Sachs.
It is Morgan Stanley.

The CFTC is a captive of the industry it regulates. There is just
no doubt about it. And I am under oath and I take that position.

When Mr. Cicio went to the CFTC in June 2005 to talk about
the Inter Continental Exchange and the question of whether they
should continue to be regulated as a United Kingdom company,
which for purposes of crude oil they are, Osama bin Laden could
not have been treated any worse by the CFTC because that was a
consumer voice coming in to an agency that is dominated by the
International Swaps Dealers and Derivatives Association, the Fu-
tures Industry Association, the Securities Industry Association, the
Bond Market Association, and I could go on.

And Senator McCaskill, you will meet those people believe me,
if you want to do away with the Enron loophole. And they will give
you every reason under the sun not to do it.

Amaranth. Nobody got burned besides the investors of Ama-
ranth. Well, your prior panel made it clear and your constituents
are telling you that they got burned. People locked in to prices that
were artificially high in the summer of 2006 and turned around
and the spot price was at least one-third lower than what they had
to charge their consumers.

If you talk to people like the New England Fuel Institute, these
are small businessman. When you ask them what is the global im-
pact that is going to be, that is not what they are dealing with.
And T will tell you what the global impact is going to be. But their
consumers are furious with them. And they are not controlling this
situation. They are trying to hedge.

Yes, you need speculators in this market. The markets could not
function without speculation. But these are not casinos. Amaranth
turned it into a casino. If you want to have gambling, go to Las
Vegas.

This is for a commercial purpose to allow farmers and producers
to hedge and the speculators are invited in to create liquidity. And
the statute, because of the farmers who were taken to the cleaners
by the Chicago Board of Trade at the turn of the 20th Century, the
farmers were the ones who insisted there be no excessive specula-
tion.
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And by the way, the Enron loophole does not apply to the agri-
cultural interests. If it did, you have wheat producers here com-
plaining about what is happening on these markets. And the farm-
ers are too smart and too vigorous to allow this to happen to them.
Agriculture remains completely under the control of the CFTC.

Now with regard to people going over to London, the Inter Conti-
nental Exchange bought the British International Petroleum Ex-
change. And with that fig leaf, they present themselves as a U.K.
company. And they want to take advantage of that.

But are they going and buying up London exchanges? No. They
have just made a $12 billion bid for the Chicago Board of Trade.
They bought the New York Board of Trade. They want to do busi-
ness in the United States. These kinds of contracts are not—you
cannot go to Dubai and hedge for natural gas that is going to be
delivered in the United States. The United States is the industry
here. ICE is dying. They want to take over the Chicago Board of
Trade. They do not want to go to London.

The Enron loophole, if I might just conclude, Alan Greenspan,
Secretary Summers, Chairmen Levitt and Rainer, the Chair of the
CFTC, each told Congress do not pass the Enron loophole. The
market is too much subject to manipulation. The House did not
pass it. How did the Enron loophole get here? It was introduced in
cover of darkness. It suddenly appeared.

And Senators Feinstein and Cantwell, after seeing the manipula-
tion caused by EnronOnline, raising the price of electricity $40 bil-
lion for the consumers of California, ask them about these ex-
changes and what impact they do. You will hear their answer and
you will hear Amaranth’s people, they have an economist today
who has testified in 83 different proceedings. I counted them. Your
constituents do not have an expert who has testified in 83 different
proceedings. You are the expert.

Yes, there should be speculation. There should not be excessive
speculation. If you are worried about prosecution, cut it off in the
beginning the way NYMEX tried. NYMEX told them do not go
afar. We do not know what this is going to do, but you are going
to cause a dysfunction in the market. Stop. That was not prosecu-
tion. That was prescriptive regulation that avoided prosecution.

This can be stopped in a flash.

And finally, with regard to bilateral, that is a very dangerous
word, bilateral. Because EnronOnline, which needed the Enron ex-
emption—by the way, Enron predefunctness set wup their
EnronOnline before they got the Enron exemption, they were so
confident they were going to get it. It was grossly illegal and crimi-
nal but they had it running.

And by the way, when you look at this report and see who the
Amaranth traders were, they were old Enron officials, traders rath-
er. They brought Enron on. And Amaranth may have gone, Brian
Hunter took home $75 million the year before the collapse. He does
not have to give that back. And the next time we have a crisis like
this, you are going to find the Amaranth traders have been hired
by somebody else.

Senator LEVIN. Thank you, Professor, very much. Thank you
both for your testimony.
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Let us get to the point—we have tried very hard, some of us, to
close the Enron loophole. We had a vote on it on the floor. We were
not able to persuade our colleagues. We limited it at that time to
the electronic exchanges, to add the electronic exchanges to
NYMEX. We thought we could get that done. We have been unable
to get that done.

If that is all we can do this, does that do the job? If we could
cover the electronic exchanges, does that do the job?

Mr. KAMINSKI. Probably not. In my view, it is necessary to put
in place reporting requirements for the OTC transactions which are
typically arranged by the voice brokers. It is a challenging task be-
cause, unlike the NYMEX and ICE transactions, many OTC trans-
actions are highly structured and nonstandardized. And also, in
many cases, they extend over longer time periods and contain pro-
prietary information.

But at the end of the day any trading corporation has to summa-
rize the positions. They have to know how many MMBtus they sold
or bought, what is the position, what is the tenor of the positions.
If they do not have this information, they should not be in the busi-
ness.

And this information can be aggregated, summarized, and re-
ported. I do not see any technical challenges related to it?

Senator LEVIN. There is no technical challenge to getting to the
whole over-the-counter market? Is that what you are saying?

Mr. KAMINSKI. Yes.

Senator LEVIN. You agree with that, Professor Greenberger?

Mr. GREENBERGER. My own personal view is, and it is not based
on any scientific study, is I think the voice brokers play such a
small role in this. If voice brokering was OK, you would not have
ICE and you would not have had EnronOnline. I sat in meetings
with people when the CFMA was discussed and people from Gold-
man Sachs and the financial markets said, oh my God, you are
going to make us do things by voice brokerage? That takes time.
I am one call. I want to go to a computer screen and press a but-
ton.

If T could just interrupt, Senator Levin, they call that bilateral
trading because it is bilateral. They have entered into an agree-
ment by pressing a button. That is multilateral trading. That must
be covered and can be covered and should be and would be covered
if the Enron loophole were eliminated.

Senator LEVIN. So that you basically believe we could technically
write a law which would cover the trading which you just described
if it were described by either electronic or by size?

Mr. GREENBERGER. Yes. The technical word has already been
multilateral transaction execution facility. And you must be careful
because the industry will come to you and say oh no, what we are
doing is bilateral. But you want to look in what they are doing.

Senator LEVIN. I understand. But now if we are able to finally
get the regulators into that area, will there be a move to true bilat-
eral trading? Or is that so impractical for the traders that they will
not move to a true bilateral trade?

Professor Kaminski.

Mr. KamINSKI. I agree with my colleague. The days of market
based on voice brokers are probably counted. The markets across
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the world are moving to electronic trading. And even if we have an
initial reaction and some migration of trading from the electronic
exchanges like ICE back to the broker market, it will not last long.

Senator LEVIN. And you agree with that, Professor Greenberger?

Mr. GREENBERGER. Yes, absolutely. You want to get to the multi-
lateral computerized trading.

Senator LEVIN. And you have no concern that if we cover that,
there will be a return to the true bilateral voice brokering? That
is not a concern?

Mr. GREENBERGER. That is not a concern and my own view is it
would be impractical to try and reach the bilateral voice brokering.

Senator LEVIN. Now who is going to be the enforcer? Who is the
regulator here? Is it CFTC through NYMEX and through ICE?

Mr. GREENBERGER. The important point that I think has been
lost in all of this is that each exchange, once they are regulated by
the CFTC, is a self regulatory organization. They are the front line
of protecting the consumer. The CFTC cannot do it all.

Senator LEVIN. Can ICE do it?

Mr. GREENBERGER. Yes, absolutely. But they are not required to
right now.

Senator LEVIN. And who is going to do the multilateral trading
regulation?

Mr. GREENBERGER. In that case you are quite correct, there
would not be a self regulatory organization. But the multilateral
transaction execution facility would report directly to the CFTC, as
EnronOnline would have had they not achieved this still-of-the-
night exemption.

Senator LEVIN. So they would report to the CFTC. Do you agree
with that?

Mr. KAMINSKI. Yes, I do.

Senator LEVIN. Now, that then puts at least that part of the
trading into the hands of an organization that you say is captured
or owned by the people who are being regulated. Is that a problem?

Mr. GREENBERGER. Well, as I understand it—I may have misread
things. But on Thursday there is a confirmation hearing for two
commissioners. One of them is a former lobbyist for the Inter-
national Swaps Dealers and Derivatives Association.

I do not know this is a fact, but I would bet that person has writ-
ten more testimony in opposition to taking down EnronOnline than
any person in the United States.

Senator LEVIN. I am not disagreeing or agreeing with you.

Mr. GREENBERGER. And she is being paired with a former aide
of Senator Daschle, and that is the way it is done. But there are
three vacancies on this commission, including the chair.

Senator LEVIN. I am not agreeing or disagreeing with your point,
in terms of controlling CFTC. I am simply saying if that continues,
then would there be a problem in relying on CFTC regulating that
part of the market which is not self-regulating?

Mr. GREENBERGER. I think with Congressional direction, and I
think you are seeing a little bit on that what happened Friday
afternoon with this new proposed rule, with Congressional direc-
tion, the CFTC would be responsive. And I think in terms of over-
sight—and I know that is not your function, if the CFTC could be
encouraged to welcome the people like who were on the former
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panel and put them on their advisory committees so they have a
voice in the regulatory process, I do believe that eliminating the
lcl)lophole with good Congressional oversight the CFTC could handle
this.

Senator LEVIN. Have you had a chance to read our entire report,
either or both of you?

Mr. GREENBERGER. I have.

Senator LEVIN. Have you Mr. Kaminski?

Mr. KaMINSKI. No, I started reading the report last night on the
plane. I read about 40 percent of the report and so far I agreed
with practically every statement contained in the report.

Senator LEVIN. Thank you. Professor Greenberger, could you give
us reaction to the report?

Mr. GREENBERGER. I have worked in this area for 10 years. And
what comes a close second to this report is the report that was put
out under Senator Coleman’s auspices a year ago dealing with the
crude oil industry. This report had the advantage of market data.

Leaving aside where it comes out, it is the most full complete re-
port giving you a major understanding of the markets, the need for
hedging, the role of speculation, the problem with excessive specu-
lation, and the way the statute works. I think is a first-rate piece
of work and the Subcommittee is to be congratulated.

Senator LEVIN. We and our staff thank you both for those com-
ments.

Now, let me go on to the final question that I have, and this has
to do with that chart we had up there before.

There was a direct order to Amaranth to reduce its holdings. And
the reason for that order was that the NYMEX saw a danger in
what was about to happen. It was preventive.

Would you agree that we have got to act in order to prevent
harm? And that it is not enough to simply rely on the manipulation
provisions of law, which then punish actions that have taken place?
Would you agree with that?

Mr. GREENBERGER. Absolutely.

Mr. KAMINSKI. Yes, I fully agree with this. The problem is that
one could argue that there is no problem with excessive market
manipulation and speculation if the losses are limited to a group
of highly sophisticated investors who should know better when they
invest in the hedge funds.

The problem is that in a market economy prices have con-
sequences. And if prices are distorted through excessive specula-
tion, this has a systemic impact on the markets. And I worry not
so much about this unfortunate incident. I worry more about the
systemic impact the excessive speculation will have on the future
of the energy markets. This would be a greater concern to me than
the specific case of consumers overpaying for natural gas last win-
ter.

Senator LEVIN. I did have an additional question. That is, the
CFTC rule last week, and whether or not by requiring traders on
regulated exchanges to disclose their holdings on the unregulated
markets, whether or not that goes anywhere close to what we are
talking about here.

Mr. GREENBERGER. It goes a little bit of the way but not the
whole way. For one thing, I am sure what the CFTC is saying to
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people now is they are getting data that they are required to get
from NYMEX. ICE has “voluntarily” agreed to give them data.

What are they going to do with the data? They have got to have
some standard. And the standard is excessive speculation. Con-
gress has to tell the CFTC, you can deal with expressive specula-
tion on ICE and multilateral exchanges like ICE, and what is ex-
cessive speculation.

Look, bookies even stop taking bets at some point because they
are worried about what is going to happen. NYMEX stopped taking
bets not because NYMEX was worried about the consumer interest.
This was all done on borrowed money. Using a contract, you only
put down 10 percent of the funds. Banks are funding the rest.
Clearinghouses are guaranteeing the banks.

What NYMEX was worried about was Amaranth was going to
fail and their clearing function would collapse.

So there is an economic measure here that needs to be followed.
Clearly eliminating the Enron loophole would bring ICE into the
measure. No prosecution, no enforcement. Just when you get to a
certain level, thank you, you have provided liquidity to the market.
Now you have to step back. Which is what NYMEX told Amaranth.
It would have been in Amaranth’s best interest to step back.

Senator LEVIN. It is going to take some direction from Congress.
It is not enough that the information simply be available, that it
is going to take the removal of the Enron loophole essentially, if
we are going to cure this problem. You both agree with that?

Mr. GREENBERGER. Yes.

Mr. KAMINSKI. I do.

Mr. GREENBERGER. One other point about that rule is it does not
require—NYMEX can get information about a trader under that
rule, what the person is doing on ICE. If the person says hey, like
Amaranth said, I do not want to get into this regulatory thing. I
am just going to trade on ICE, that rule does not call for the infor-
mation to be gathered. It only helps NYMEX. It does not help the
regulator or the policymaker understand if all of the traders decide
to do what Amaranth did and go to ICE. It does not affect that
trading.

Senator LEVIN. It is only if they decide to continue on NYMEX
that they would be covered.

Mr. GREENBERGER. Exactly.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman.

Professor Kaminski, I appreciate your reflections on systemic im-
pact. And certainly the first panel’s discussion talked about sys-
temic impact. It is not just the traders who are impacted.

We have had a lot of discussion about excessive speculation. To
both of you gentlemen, how difficult is it to define that? Is this ac-
cepted? And who does that? Is this something that Congress does?
Can we leave it to the CFTC? Both of you gentlemen, Professor
Kaminski.

Mr. KAMINSKI. Yes. It is very difficult to define excessive specula-
tion and the term itself is a bit fuzzy and ambiguous. I would iden-
tify three or four different types of players in the energy markets.
We have pure speculators and they are critical to the process be-
cause they provide the necessary lubrication to the process.
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We have big market makers and the financial institutions which
take proprietary positions and in this sense they speculate. But
they also offer the risk management tools to the producers and con-
sumers of energy. And they are a critical component of the system
because they help to reduce the risk to those participants in the in-
dustry who are risk averse.

And finally, we have producers and consumers of energy who are
interested in reducing somewhat the returns they get in return for
reduction in risk.

My long-term concern is that the natural hedgers, the producers
and end-users of energy, will depart this market if they are scared
by excessive speculation. And we already have a lot of evidence
that this is taking place.

Senator COLEMAN. Professor Greenberger.

Mr. GREENBERGER. I think you do not have to define it. I think
you can give guidance. I think the CFTC can do it by rule. And the
assurance here is NYMEX had already done it. They had account-
ability rules. That is what led NYMEX to tell Amaranth to stop.
This 1s not rocket science. This can easily be done.

Do not forget a large trader is someone who trades 200 contracts.
Amaranth had 100,000 contracts. As Mr. Cicio said, all of the con-
tracts on NYMEX for the contract month he is talking about, by
everybody buying contracts on NYMEX for the month he referred
to is 90,000. Somewhere we can come to an agreement where spec-
ulation is good but you cross a line.

This is the kind of thing financial regulatory agencies do every
day, capital rule requirements, what have you. You pick a figure
based on guidance from Congress.

Senator COLEMAN. Professor Greenberger, you raise questions
about CFTC that are not just legislative direction issues or regula-
tion issues. It goes to basic structure, mindset.

Mr. GREENBERGER. That is correct. And I think there is a great
opportunity for the U.S. Senate to put the right consumer oriented
mindset. You have three vacancies coming up. It has been tradi-
tional that anybody who supports the industry gets passed on the
Senate floor by a voice vote with no discussion. Senator Feinstein
went to the floor in the last hours of the 109th Congress to stop
the lobbyist from ISDA because she knows what ISDA’s concept did
to the electricity payers in California.

You have got three vacancies now. This is a great opportunity to
reshape that agency.

Are there going to be industrial consumers represented in the
Commission? Are there going to be regular consumers in the Com-
mission? Are there going to be academics? Today, if the Financial
Industry Association, the International Swaps Dealers Association,
and the Bond Market Association give their blessing, the history
has been the person goes through.

And even Republican commissioners, Joe Dial being the most fa-
mous, a former Texas Ranger, policeman not baseball player, and
good friend of Phil Gramm from Texas was held on the floor of the
Senate because he dared to question practices in the Chicago Board
of Trade.

If you represent the consumer, you get stopped. If you are help-
ing the banks, you sail right through. You have got to put a stop
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to that. These people who testified in the first panel and your con-
stituents deserve representation. And if not representation, a ma-
jority interest in what the CFTC does.

It is no longer a backwater agency. This hearing shows that.
Hundreds of millions of dollars are at stake, hundreds of millions
and billions out of consumers’ pockets.

If you let this sail through thinking it is some backwater agency,
your constituents are going to pay through the nose and the Brian
Hunter’s of this world are going to take home $75 million a year.

Senator COLEMAN. Could you talk a little bit about financing reg-
ulation? There was some discussion about user fees a little while
ago. I would be interested in your perspective.

Is there a point at which those user fees, in fact, drive folks to
other markets? Is this something we should be concerned about?

Mr. GREENBERGER. There are user fees in every market except
the futures market. I think user fees, let me tell you, if you try and
put user fees in the CFTC, you are going to hear who the other
side of the common sense because it will eliminate silk linings in
suit jackets if they have to pay those user fees.

But I think user fees should be explored. I have not thought it
through very carefully. There is no reason the U.S. public should
have to pay to make sure that Brian Hunter keeps his trading lim-
ited to speculation as opposed to excessive speculation.

Senator COLEMAN. Do you have any concerns, Professor, about
any shifting to opaque markets, any shifting to the bilateral or
non-electronic markets? Is your sense that those are either small
percentages or not practical questions?

Mr. GREENBERGER. I sat and heard people from Goldman Sachs
tell me 10 years ago, voice brokering is a dying art. It is still done
but that is not the way you make your silk lining in your suits. I
am not worried about that.

And I think ICE is the primary example. They portray them-
selves, even though they are in Atlanta and even though the in-
vestment banks own large portions of it, U.S. investment banks,
even though they are trying to buy Chicago Board of Trade, they
can say to themselves we are going to go to London. They are not
going to London. This is where, these markets are where things are
being done.

I remember the Chicago Mercantile Exchange had a contract
that paid off depending on what the interest rates that Russian
banks paid. You won if you guessed right, you lost money if you
guessed wrong. And they called up one day and said guess what,
the Russian banks are meeting before the contracts closed and they
are lowering their interest rates for a day. So that when the con-
tract has to get paid, the interest rate drops, then the contract ex-
pires, they go back and meet and raise it again.

Do you think people are going to trade natural gas contracts in
Russia? No.

Senator COLEMAN. Professor Kaminski, you have talked about a
globalized market. You have raised concerns about balkanized reg-
ulatory infrastructure. Can you talk a little bit about the offshore
markets, about the bilaterals and something that we should be con-
cerned about as we move forward?
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Mr. KAMINSKI. I do not believe that any responsible corporate en-
tity will move to migrate to trading on an exchange established in
a banana republic. The U.S. market is too big and too important
and too sophisticated to really lose the business to other trading
platforms.

If this happens, the business will go to the countries which have
a regulatory infrastructure which is similar to ours if not more
complete. The regulatory institutions in those countries, like for ex-
ample FSA in the U.K. will cooperate with the U.S. Federal agen-
cies.

So I do not see a big danger in U.S. energy trading, energy ex-
changes losing business in the long run to other platforms. If this
happens, it will be more—it will happen on a relative basis and
will be just a manifestation of the fact that other markets outside
the United States are growing and catching up.

So the U.S. market is not going to shrink in size. It will continue
to grow. It may be relatively smaller compared to other markets
but it will not go away.

Senator COLEMAN. Thank you. Thank you, Mr. Chairman.

Senator LEVIN. Thank you. Senator McCaskill.

Senator MCCASKILL. Professor Kaminski, in your testimony I
looked at your written testimony, and you talked about the various
aspects of manipulation. The second one you talked about was the
aggressive rapid and large volume trading near the expiration of
a contract talking about the excessive speculation, which we have
talked about at some length at this hearing today.

The first one that you talked about, however, was the exploi-
tation of market power control by the control of physical assets or
physical supply. I would like both of you to address what, if any-
thing, can be done in that area by Congress?

It 1s interesting to me because most businesses there is an incen-
tive to invest in the capital infrastructure. There is a bottom-line
business incentive to keep the infrastructure strong, to keep the
capital investment at peak performance.

The irony is in this area there is a disincentive because if you
can fig leaf a lack of supply because of a problem with the delivery
in terms of the capital infrastructure, then it is a way that you can,
in fact, manipulate the market to your advantage.

What, if anything, can we do in terms of that manipulation issue
as it relates to market control of the physical assets and then
therefore of the physical supply?

Mr. KamInski. Well, one fact to be recognized is that the energy
market is global integrated. But at the same time there are local
pockets of market power which have been due to the rigidities and
imperfections of the physical infrastructure.

And often at the specific trading location, far away from NYMEX
and ICE, is a company which is relatively small in size can estab-
lish a dominating position because it controls the transmission
lines or it controls the pipelines in a given region and takes advan-
tage of the fact that it dominates a local market. And then it may
engage in very similar strategies, taking positions in the deriva-
tives and trading high volumes in the physical markets to influence
the benchmarks which are used for settlement, cash settlement of
derivative transactions.
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Senator MCCASKILL. What can we do in Congress to address that
kind of manipulation?

Mr. KAMINSKI. Information and information again. Just reporting
the positions taken in the OTC markets and on ICE will preclude
it, because this form of manipulation happens typically outside
1\}IIYM(]33X, happens through the OTC markets, and happens through
the ICE.

Senator MCCASKILL. So the prescription for the second kind of
manipulation will also cure the first kind?

Mr. KAMINSKI. In my view it will go a long way to address this
problem.

Senator McCASKILL. You both have kind of addressed this, and
that is that the attractiveness of our market, in fact, is due to the
regulation, which is not what you hear from people who are work-
ing against regulation. You hear oh, if we regulate, they are going
to run off someplace else.

But essentially what both of you are saying with your expertise
in this area is that it is the certainty that regulation provides that
is the magnet for the investment in this regard because people
know it is not going to be a fixed house. Is that a fair way of sum-
marizing your position on that issue?

Mr. GREENBERGER. Certainly in the financial area that is abso-
lutely true. The proof in the pudding is after this report came out
today, NYMEX started putting out press releases saying you want
to invest securely, invest in a regulated exchange. Yes, that is the
answer.

When Long Term Capital Management failed, the Chicago ex-
changes put out a full-page ad in all of the financial newspapers
saying this would have never happened if this trading had hap-
pened on the Chicago Board of Trade or the Chicago Merc.

And yes, you do not want having indices arbitraged in advance
of payments on these contracts like it happened in Russia with
their bank thing. That would not happen in the United States,
even with the most minimal regulation. Good regulation does at-
tract interest.

I would also say, with regard to the IPOs going over to Europe,
I would look at the percentage U.S. investment banks take to put
out an IPO. I think it is 7 percent versus 4 percent in Europe. That
may have a big explanation why IPOs are being done in Europe.

Senator MCCASKILL. As opposed to it is a less stringent regu-
latory environment?

Mr. GREENBERGER. Absolutely. And the other point is, about this
arbitrage, potentially Congress passes a law, does things strictly.
There i1s something called the International Organization of Secu-
rity Commissions. And by and large, I remember when Long Term
Capital failed, they put out a report about what needed to be done
to control hedge funds. Many of the securities commissions want to
look to the United States for how to regulate effectively, and on
their own adopt procedures to try and stop these malpractices from
happening.

Now they do not have somebody buying 100,000 contracts over
there. They have not been exposed to this kind of massive excessive
speculation, if not manipulation. But they would be very sympa-
thetic to the kind of discussion that you are having here today.
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Senator MCCASKILL. Let me finally address the comments you
made, Professor Greenberger, about the CFTC and the oversight
function that it has or has not based on the compilation of the
board. I will tell you that it was fascinating to me maybe last week
or the week before when we had a hearing in the Commerce Com-
mittee with the FCC. The commissioner from the FCC said well,
the reason that they have not acted on this, if we can just talk the
next panel into all agreeing, they would probably move forward. Of
course, the next panel were all the industry players.

It was an absolute confession in a Senate hearing that the FCC
was not capable of acting unless all of the people making money
could, in fact, join hands and agree.

Are you saying that the CFTC has that same kind of dynamic,
that they are dependent upon agreement of the big financial play-
ers in this area in order for them to do what they need to be doing
right now?

Mr. GREENBERGER. I am going to be very candid with you, it is
worse than that. It is a very small agency. It started out as an ag-
ricultural agency. And all of a sudden Goldman Sachs, Morgan
Stanley, J.P. Morgan Chase, Bank of America, and all of these
prominent people walked in the door and essentially unless you
watch what happens, they take over.

If you look at the Wall Street Journal, 1 think it was December
13, 2001, there is a story there which I believe the protagonist
agreed to where a lawyer from Sullivan and Cromwell called the
commissioner over to the Washington, DC office of Sullivan and
Cromwell and instructed that commissioner on how he should vote.

Now that would not happen at the FCC. It would not happen at
the SEC. By the way, the commissioner came back and reported it
immediately, and so maybe it did not happen at the CFTC either.
But the fact that they thought that they could do that——

Senator MCCASKILL. They could.

Mr. GREENBERGER [continuing]. And by and large if somebody
from Goldman Sachs or the Managed Funds Association, which is
the industry association for hedge funds, needs an appointment
with a commissioner my experience was, in the 2 years I was there,
the appointment happens that day.

By the way, there is a lot of talk about the fact that the CFTC
should be part of the SEC because a lot of these instruments it is
hard to tell whether they are futures, derivatives, or securities. So
why have a fight over it? Let us put them all in one——

Senator MCCASKILL. Put them all one place.

Mr. GREENBERGER. But I will tell you something, the people I am
talking about do not want that to happen because they know that
even with the present SEC that some people may think is more
laissez-faire than traditional, they are not going to be able to say
jump and hear the question back how high.

Senator MCCASKILL. Professor Kaminski, do you think it would
be a good idea to move the CFTC under the SEC?

Mr. KaMINSKI. I did not think about it. Given the growing inte-
gration of the U.S. financial markets, it definitely makes sense to
improve coordination between different agencies, including FERC,
SEC, and CFTC. Whether it makes sense to create one big institu-
tion, regulatory institution, regulating all the markets, looking at
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all the markets, I have not been thinking about it so I cannot give
you an informed opinion.

Senator MCCASKILL. I would welcome both of your comments
about both a user fee structure so that we are getting the vig that
we need to run the place.

And second, whatever thoughts you have about if, in fact, due to
the changing and evolving financial transactions as it relates to
these kinds of products, particularly in light of the global nature
and electronic transactions, if it does make sense for all of this to
be under the umbrella of one regulatory realization as opposed to
being split up the way it is. I would appreciate your input on that.

Finally, I will just say that the biggest enemy we have here is
complexity. Invariably the public can be the best lobbyist in the
world, if they are aware, informed and understand. Unfortunately
in this area this is so complex that most people do not understand
the relationship between what they are paying on their gas bill and
hedge funds and the speculative market. And frankly, until 2 days
a(%o, I had no idea what ICE even was. I did not even understand
ICE.

To the extent that you all can present the view of consumers
from a very educated position is invaluable to this Subcommittee.
I only wish that you could, in fact, multiply and fan out throughout
the capitol and begin to do one-on-one visits with all the senators
that have votes because I can assure you the other side will do ex-
actly that. Thank you very much.

Senator LEVIN. Thank you, Senator McCaskill. Just a couple
more questions to get this on the record.

The size of the Amaranth position on the market and the signifi-
cance for the market when the traders get to be that large, is that
a significant matter?

Mr. KAMINSKI. It is a very significant matter and Amaranth’s po-
sition were known to the market. The market knew about it. And
when I was watching the situation last year it was like watching
a train wreck in slow motion. It was obvious that it would end up
in a crash.

Senator LEVIN. Does it also affect future prices when someone
can dominate the market to that extent?

Mr. KAMINSKI. Absolutely.

Senator LEVIN. Professor Greenberger.

Mr. GREENBERGER. Absolutely. The futures markets, to the ex-
tent they are transparent, are used for price discovery. If you are
affecting them, these kind of trading affects the market. The col-
lapse of Amaranth and the drop in natural gas, you do not have
to be a rocket scientist or have an algorithm to figure out why that
happened.

Senator LEVIN. To get a direct answer for the record, then the
size of the Amaranth trades affected future prices?

Mr. GREENBERGER. Absolutely.

Mr. KAMINSKI. Yes, it did.

Senator LEVIN. In terms of CFTC, does it pay to—end the Enron
loophole—close it, even with the current CFTC? Even if we cannot
do these kind of changes, we are not the people who appoint them
and whether or not they are confirmed is kind of a different issue,
and an important one. But is it worth pursuing and following the
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1("joad (;c‘;lat we are on, even if we cannot impact the makeup of the
FTC?

Mr. GREENBERGER. I think it definitely is. I think that as captive
as it sometimes is, that the direction from Congress will have an
influence.

And also, the Commodity Exchange Act has a private right of ac-
tion point in it. I say that hesitantly. I do not want to look to pri-
vate lawsuits to protect these things. But if you put down these
mandates and all these malpractices are happening, Amaranth’s
lawyer was quick to point out there was no intent here, trying to
stay one step ahead of manipulation. I am not so sure that they
are one step ahead.

But yes, you definitely should do this. It is an easy fix. Alan
Greenspan would agree with you on it. He did not want this to
happen in 1999-2000. It should be fixed immediately.

Senator LEVIN. Do you agree with that Professor Kaminski?

Mr. KAMINSKI. I agree that removing the Enron exemption will
be very helpful. But at the same time, CFTC should be given more
firepower. It may be underfunded and understaffed currently.

I have been watching the energy markets not only in the United
States but also in other markets. And the common denominator is
complexity. This is what was mentioned a moment ago.

There were many cases of manipulation in other countries. The
regulators came. They looked at the complexity of the trades and
volume of the data and they threw their hands up in the air and
left. They did not have resources to investigate the issues.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Nothing. Thank you.

Senator LEVIN. Thank you both. You have been a tremendous
panel and we are very appreciative.

Let us now welcome our final witness for today’s hearing, Shane
Lee, who is a former natural gas trader at Amaranth, appearing
here today at Amaranth’s request, to answer questions about its
trading.

Let me just clarify what I just said, that even though Amaranth
is the one that selected Mr. Lee to represent them and to answer
questions today, we obviously are the ones that asked Amaranth to
identify a witness who could answer questions about its trading,
and Mr. Lee was identified by Amaranth as that person. Mr. Lee
worked at the Calgary office of Amaranth where the energy trading
was carried out.

Mr. Lee, we appreciate your being with us this morning. We wel-
come you to the Subcommittee. As you have heard, all witnesses
who testify before the Subcommittee are required to be sworn so
we would ask that you stand at this time and please raise your
right hand.

Do you swear that the testimony you will give before this Sub-
committee will be the truth, the whole truth, and nothing but the
truth, so help you, God?

Mr. LEE. I do.

Senator LEVIN. We have that system there where that light will
go on a minute before the 5-minute mark, where we would hope
that you could keep your oral testimony to. And we, again, appre-
ciate your coming here. We know that you are coming here volun-
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tarily and we have had your cooperation in terms of getting infor-
mation. We will ask you now to proceed.

TESTIMONY OF SHANE LEE,! FORMER NATURAL GAS TRADER
AT AMARANTH, LLC, CALGARY, ALBERTA, CANADA

Mr. LEE. Chairman Levin, Ranking Member Coleman, thanks for
the opportunity today to appear to discuss the important issues
that the Subcommittee is considering. As a bit of a background, I
have been trading natural gas for 9 years now. During my career
I have traded pretty much most conceivable products in the gas
malrket at one time or another, including both physical and finan-
cial gas.

In April 2006, I began working at Amaranth. My job at Ama-
ranth was to trade Northeast markets but I also did trade futures,
swaps, and options. I managed my own portfolio, which was sepa-
rate from Amaranth’s much larger natural gas portfolio managed
gy lr{ny boss, Brian Hunter, who was the head of the natural gas

esk.

I worked principally in the offices in Calgary, Alberta, and I was
strictly a trader. I did not have any contact with investors and I
did not play any role in the management of the company.

The Subcommittee has asked whether I believe Amaranth en-
gaged in so-called excessive speculation. First, there is a common
media misconception that Amaranth lost over $6 billion in wrong
way energy bets and therefore must have engaged in speculation
to absolute extremes. This is not necessarily true.

By mid-September 2006, Amaranth energy portfolios had given
back around $2 billion it had been up at the end of August. My un-
derstanding was that Amaranth senior management became con-
cerned it did not have the cash on hand to deal with any further
margin calls and chose to sell its portfolios to competitors to re-
main solvent. The undeniable fact is that only a small portion of
Amaranth’s actual $4 billion, just a little bit over $4 billion, in real
losses were truly a result of the energy trading losses. The rest was
the sale of a distressed asset in a high volatility market due to a
fundamental cash problem.

I commend the Subcommittee for making this extremely impor-
tant inference in page one of its own report.

Was Amaranth’s trading excessive? There is no question, the vol-
ume of Amaranth’s trading was very large, compared to many of
the other market participants. However there are a number of
other players whose trading was probably just as large, just ex-
pressed in different forms of risk.

Whether Amaranth’s trading was excessive is a question I really
cannot answer and that is for two reasons. First of all, as a trader
I have never had access to sufficient information about the activity
of all market participants. Although regulatory agencies and ex-
change officials have access to some of the information, which is
namely the information on NYMEX only, they do not have every-
thing. A trader’s position on NYMEX is typically only one part of
a trader’s position and they usually have a wide variety of products
that are not traded or cleared on NYMEX exchange.

1The prepared statement of Mr. Lee appears in the Appendix on page 147.
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And second, there is no clear definition for me as a trader for the
term excessive speculation. Even if I complete information about
everyone’s positions, including my own, it would be impossible to
say whether one is excessive or not because I do not have any point
of reference. I need hard numbers as a trader, or at least further
guidelines from a regulator or exchange personnel.

The Subcommittee’s report suggests Amaranth’s trading was the
predominant cause of increased natural gas prices and wider
spreads during the summer of 2006. I respectfully disagree with
that. In my view, as the minority staff suggests, Amaranth was re-
sponding to the market rather than driving it. The market is driv-
en by a lot of fundamental forces, such as weather, supply and de-
mand, storage levels, producer hedging activity, cross commodity
values, and multitudes of other factors. But in particular, in 2006
there were some sound fundamental reasons for why spreads did
what they did and I would be very happy to answer questions
about those at length.

The financial market for natural gas derivatives has a virtually
unlimited supply and unlimited capacity to absorb trading activity.
It would be impossible to corner, dominate, or otherwise exert any
type of control on a financial market without access to the physical
commodity, or at least another product that mimics that physical
commodity. Prices are determined by fundamentals, whether those
fundamentals happen to be financial or physical, and by the collec-
tive judgment of many participants in a large and efficient market.

The Subcommittee also asked me about my views on whether po-
sition permits and other regulatory requirements should be ex-
tended to cover unregulated exchanges. I absolutely support report-
ing requirements and accountability limits on ICE, the general
over-the-counter market, and even the physical markets to some
extent. But it must include all facets of the market to be effective.

In particular, reporting requirements would benefit market par-
ticipants by making more information available to the public, the
traders, and the regulatory agencies, and would make the market
more transparent to all.

In terms of limits, policymakers must be very careful to evaluate
the important pros and cons to make sure we do not have a capital
flight from the market.

I have included further discussion of some of these issues in my
WI(‘iitteIl statement and I would be happy to elaborate on my views
today.

Senator LEVIN. Thank you, Mr. Lee. How many natural gas trad-
ers did Amaranth have when you were there?

Mr. LEE. In terms of pure natural gas traders, I believe it had
five.

Senator LEVIN. The head gas trader was Brian Hunter?

Mr. LEE. Yes, it was.

Senator LEVIN. Did you work with him?

Mr. LEE. Yes.

Senator LEVIN. Who designed the natural gas trading strategies
for Amaranth?

Mr. LEE. Each one of those traders, or at least three of the five
traders, had their own strategies. They could pretty much do what-
ever they wanted as long as they were concentrating the core of
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their strategies in what they were hired to do. Two of those five
traders executed trades for the more senior traders.

Senator LEVIN. Amaranth bought or sold tens of thousands of
natural gas contracts over the course of a single day; is that cor-
rect?

Mr. LEE. Yes.

Senator LEVIN. For instance, on dJuly 31, you bought nearly
26,000 March 2007 futures contracts and you sold about 24,000
April 2007 contracts, according to your information. Does that
sound right?

Mr. LEE. I recall them buying a lot of March/April contracts. I
do not know the exact numbers.

Senator LEVIN. Did you know at the time how large Amaranth’s
trading was?

Mr. LEE. My only frame of reference at the time was relative to
other companies I had worked at, and the relative sizes I had been
able to take at other companies, as well. That was my only frame
of reference. But I did not know exactly how they compared to the
rest of the larger traders in the market.

Senator LEVIN. What was the size of the biggest trades that you
made when you were at Amaranth?

Mr. LEE. When I was at Amaranth trades for my own portfolio,
I would say would have been less than 5,000 at any time for a total
position, let alone trading in a day.

Senator LEVIN. Could they be 5,000 at a time?

Mr. LEE. No, not for myself. But I was asked to execute for Brian
Hunter at points during the summer when they were extremely
busy. And at those times definitely we traded 5,000 at a time or
more.

Senator LEVIN. What was the largest trade you ever made before
going to Amaranth?

Mr. LEE. I would say something to the tune of about 5,000 lots.

Senator LEVIN. You made trades that large before you went to
Amaranth?

Mr. LEE. Yes.

Senator LEVIN. Where was that?

Mr. LEE. At Citadel, an other hedge fund.

Senator LEVIN. What year would that have been?

Mr. LEE. That would have been 2005.

Senator LEVIN. Do you think that Amaranth’s trading volumes
were basically large?

Mr. LEE. I thought they were more than basically large. They
were larger than I had ever seen, to be quite blunt about it. But
relative—I mean, that was a part of the market I had never seen
before, in terms of what I could call the big boys. So I did not know
how large they compared to everyone else.

Senator LEVIN. Why did Amaranth engage in these scale
tradings?

Mr. LEE. My understanding was it was simply a matter of cap-
ital. At a hedge fund you are given an amount of capital to trade
with. It may not be so clear in those terms, maybe either as risk
or capital. But you simply have to put that capital to work one way
or the other. And Amaranth, for whatever reasons, because I only
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got there of April 2006, had given a lot of money to the energy
trading side of the business.

Senator LEVIN. Did Amaranth believe that the January prices
were going up?

Mr. LEE. Not necessarily. There were times during the year
when they believed that. I think this is a chance for me to clear
up one of the common misconceptions about—as I have seen in the
report—about these January/October spreads and these January/
November spreads, in particular. Buying one of those spreads does
not necessarily represent a view of the market going up.

In fact, at least in my—you will have other traders disagree—but
I think a good majority would agree when you buy one of those par-
ticular spreads, that typically means you think the market is going
to go down. So it was more a view of October was going to go down
rather than January was going to go up.

Senator LEVIN. Did you not overall, at that firm when you were
there, believe that January prices were going to go up?

Mr. LEE. Yes.

Senator LEVIN. Did you trade on both the NYMEX and ICE?

Mr. LEE. Yes, I did.

Senator LEVIN. Did you consider natural gas contracts on ICE
and NYMEX to be equivalent for risk purposes?

Mr. LEE. Those contracts were equivalent for risk purposes up
until the point of settlement, at which point there are some ex-
tremely important fundamental differences. But if you were hedg-
ing in the future you could consider them identical for the most
part.

Senator LEVIN. On August 8 and 9, NYMEX telephoned Ama-
ranth, told it to reduce its positions in the September and October
contracts. Is that correct?

Mr. LEE. That is my understanding, that is correct.

Senator LEVIN. Did Amaranth take issue with NYMEX’s deter-
mination that your position was too large?

Mr. LEE. To be honest with you, I was not part of those conversa-
tions. That would have been done at the compliance level and
maybe with whoever’s position it involved, which would have likely
been Brian’s obviously. So I was not party to those conversations.

Senator LEVIN. But did you, in fact, comply? Did your company
comply?

Mr. LEE. My understanding is that they complied and reduced
their NYMEX holdings.

Senator LEVIN. And you were not given any instruction by any-
body in terms of reductions at that time?

Mr. LEE. That would have not concerned my position. That would
have concerned Brian’s position at that point and I only executed
for him from time to time.

Senator LEVIN. Were you aware of the fact that NYMEX gave
that order?

Mr. LEE. I do not recall being aware of that order in particular.
That would not be considered an extremely important event at the
firm.

Senator LEVIN. How often did it happen that NYMEX would give
an order that you have to reduce your position?

Mr. LEE. Not very often.
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Senator LEVIN. So it would be considered an unusual thing,
would it not?

Mr. LEE. I think from a compliance perspective they would have
considered it unusual. But from a general market perspective—
there is an entire market that exists to allow you to move between
NYMEX and other exchanges. And it is a very liquid market. So
from that perspective, being asked to do it caused no hardship on
the company per se and it was something they were very easily
able to do.

Senator LEVIN. Well, that is the point, it was too easy to do. But
as a matter of fact, it was an unusual event, was it not, to be or-
dered to reduce your holdings?

Mr. LEE. Yes, it is unusual. There is usually rules in place on
an exchange, and they are usually very set rules, that once you hit
those rules you are going to get a talking to. The part that was un-
usual, though, is that over the course of the year—this is from my
understanding only—was that those initial accountability levels
were breached earlier on in the year and NYMEX continued to in-
crease those for Amaranth and then eventually decided to have
them liquidate.

Senator LEVIN. Do you know of any other time when NYMEX
has issued an order like that?

Mr. LEE. I would never know about that because I believe those
are private conversations with companies.

Senator LEVIN. Have you ever heard of a time from other compa-
nies, people you work with?

Mr. LEE. No.

Senator LEVIN. Now you say it was easy to comply with, and that
is not the question. The question was whether or not it was un-
usual for NYMEX to issue that kind of an order. There may be
other times that you do not know of, but you do not know of any
other time when NYMEX has ever issued an order like that?

Mr. LEE. Correct.

Senator LEVIN. You did not reduce your position. What you do is
shift your position to ICE, is that correct?

Mr. LEE. Yes. My understanding was that the order was to re-
duce their position of NYMEX contracts, not natural gas positions.

Senator LEVIN. Did they have any control over ICE?

Mr. LEE. Any control?

Senator LEVIN. NYMEX? Could they order——

Mr. LEE. No, they are separate companies.

Senator LEVIN. So you interpreted that to be just reduce your
NYMEX position?

Mr. LEE. Yes.

Senator LEVIN. Were you involved in that discussion?

Mr. LEE. No, I do not recall being involved in that discussion.

Senator LEVIN. So that when the company was told to reduce its
positions in these futures, you do not know whether there was dis-
cussion in the company as to whether to just simply shift over to
ICE or to reduce its overall position?

Mr. LEE. For the reasons you explained yourself, from a risk
management standpoint, there was essentially no difference be-
tween the two markets. So from that perspective it would not have
been a big deal to do it.
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Senator LEVIN. It would not have been a big deal for you to be
able to implement but it is a very big deal in terms of what your
holdings are in the overall market; and the impact on that market
when you would sell them on all at one particular point. So that
is where the difference lies. You say it was easy for you to shift.
That is the problem. It was too easy for you to shift.

Should you be able to shift, do you believe, from one market to
another? You are told you must reduce on this market, your posi-
tion endangers the market, and then to be able just to simply shift
to another market? Does that give you any kind of pause?

Mr. LEE. I believe it depends on the circumstances. I believe one
of the reasons that NYMEX has specific limits in place and ac-
countability levels is because during the settlement process if you
do not get rid of your futures contract position you have to make
or take delivery of the actual physical natural gas. The difference
with the swap market is you do not do that. One settles, one ref-
erences the settle.

Senator LEVIN. Do you think your positions have an impact on
market prices?

Mr. LEE. Do positions have an impact on market prices?

Senator LEVIN. Yours. Do you think those positions, given the
size of those positions, that they could have a significant impact on
market prices?

Mr. LEE. To answer your question I think I have to explain it
like this: There is no question that any time there is a capital infu-
sion into a market or a flight from that market, that there is an
initial temporary price change. But once the market has had the
ability to react to that price change, I do not believe that any posi-
tion in a market, as long as it is not the physical commodity, can
have an overlasting effect on price.

Senator LEVIN. Do you think it has an impact on price, a large
holding such as yours, 50 percent of the market, up to 75 percent
in 1 month; could it have a significant impact on price, at least in
the short term?

Mr. LEE. In the extreme short term I would agree with you. You
also must remember you are talking about some of the open inter-
est levels that were in NYMEX only. And in the greater context of
the market, Amaranth was not as large as their holdings on
NYMEX would have indicated.

Senator LEVIN. At the time that you wrote to Brian Hunter on
September 7 last year, just before the collapse that “things were
fine when we were holding the risk for the market because we
could handle it. That risk in 30 other hands is a much more dan-
gerous proposition.”

What does it mean to “hold the risk for the market?”

Mr. LEE. As a speculator, that is exactly what you are doing out
there. You are taking risks that your typical producer or consumer
is not going to take. And it is going to react different in the hands
of different people.

Senator LEVIN. Would the size of your holdings have an impact
on that?

Mr. LEE. In the immediate. Yes, immediately. That is a liquidity
issue.
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N Se(zinz;tor LEVIN. What is the problem with risks being in 30 other
ands?

Mr. LEE. It is not a problem for the market. That could have
been a problem for us at the time. We were talking about a point
where we were getting ready to liquidate a distressed asset. The
question I was asking there was do you want to do this all at once
or do you want to give it to the market to do it for you? What do
you think is the better option?

Senator LEVIN. But you were talking about holding the risk for
the market and then you said “that risk.”

Mr. LEE. Yes. The particular risk I was talking about—

Senator LEVIN. “That risk in 30 other hands is a much more dan-
gerous proposition.”

Mr. LEE. The particular risk I am talking about I am not sure.
I believe it had to do with one of the spreads that I was describing
at that time. But yes, I was insinuating that we were holding a
good portion of that risk at that time and that our behavior might
be different than if 30 other players held that exact same risk at
that point in time.

Senator LEVIN. You also said in one of your e-mails that “there
is no catalyst right now. That is the problem. You exit this size
without one, without exiting every position in your book, and we
have got a big problem.”

What did you mean by the word “catalyst?”

Mr. LEE. By catalyst I meant a liquidity event. There is not a
constant liquidity in natural gas markets, especially natural gas
markets, due to its reliance on such fundamental things such as
weather. To trade large positions you need liquidity events to some-
times enter them and sometimes exit them. Typically in the time
period that we are talking about, like a September, you're in a low
demand period, there was no hurricanes at the time, there is not
a lot of weather. It is not a great time to do anything one way or
the other if you want to get a good price for what you want to do.

Senator LEVIN. So the word catalyst in that context meant an ex-
ternal event such as a hurricane?

Mr. LEE. It would not have to be necessarily an external physical
event. This could be something as simple as a buyer coming in. It
could be physical or financial.

Senator LEVIN. But without that, if you sold all of your positions,
the prices would fall sharply?

Mr. LEE. I am insinuating that, yes. But to fully answer that
question you have to keep in mind the context of the time. Ama-
ranth was dealing with an extremely big problem with their cash.
And it was a decision whether to get rid of part of the position and
see if the company could remain solvent or get rid of all of the posi-
tions so that there was no question that the company was solvent.

I am pretty sure that is what I was referring to there.

Senator LEVIN. Your next sentence, “that things were fine when
we were holding the risk,” does that not mean, in context then,
that as long as you were the dominant holder of those positions
and did not sell, that the prices would then not crash down?

Mr. LEE. No, I do not think I am insinuating that. I think I am
insinuating that if one very large player with different risk per-
spectives than say other types of participants in the market is
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holding the risk, they are going to do something differently with it
and they can handle greater swings and things like that.

There is different parts of the market that can not handle vola-
tility. We are able to handle it for the most part up until Sep-
tember and I think that is what I am insinuating.

Senator LEVIN. So you did not believe at that time that your po-
sitions were so large that if you sold them all at once the prices
would fall sharply? You did not believe that?

Mr. LEE. I do believe that because I do—

Senator LEVIN. Did you believe that?

Mr. LEE. Yes, I did believe that because of a liquidity event and
because, as I said, I do agree that any trade in the market does
have a short-term effect on prices.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. I just want to get to a discussion of what is
excessive. Do you have a definition of what constitutes excessive
speculation?

Mr. LEE. I do not.

Senator COLEMAN. So it was not unusual for Amaranth to hold
as much as 40 and sometimes 50 percent of the NYMEX open in-
terest in certain contracts? Is that something you would consider
excessive?

Mr. LEE. Postmortem, looking at that, it looks like they did that
all the time. In terms of excessive, excessive relative to what? Rel-
ative to one exchange? You could make an argument for that.

But you have to take this in the context that there was more
than just NYMEX trading. There was times when they had greater
positions on ICE than NYMEX and to look at just one facet of the
market and determine whether it was excessive, that is not for me
to decide. That is for the exchange to decide or for the regulator
to decide. Was it large? Sure. Was it large relative to the whole
market? I would not know because I have no clear definition of
what the entire market looks at, because only one part of the mar-
ket reports.

Senator COLEMAN. So it is not up to the trader, but if the trader
was given that definition by NYMEX or others, that is something
you could deal with?

Mr. LEE. That is something I could deal with and abide by.

Senator COLEMAN. If NYMEX was so concerned about the size of
the positions that they tell you to get out of your positions by Au-
gust, is this an indication that speculation might be excessive?

Mr. LEE. It was at least an indication that they felt it could
cause some problems for their market integrity. I do not know if
it necessarily insinuates that the entire market could not handle
that particular amount of speculation.

Senator COLEMAN. I am just trying to put myself in your frame.
When NYMEX says you have to get out you move to ICE because
you can do it. Was there ever any thought or discussion that you
were doing this because NYMEX was coming down on you and you
had another place you could go without transparency, without peo-
ple knowing what you were doing?

Mr. LEE. That would not have been the business decision at the
time. You have to keep in mind that Amaranth was running obvi-
ously very large positions in, I believe, upwards of 67 or 69 months.
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To just get rid of two positions from a risk perspective could be ex-
tremely damaging, especially if you are only given—I do not know
what the notice was to get out of those positions but let us say 24
hours. From a business perspective, because they were allowed to
do this, it was best to move to the rest of the market and then they
could therefore have more time to decide what to do from a risk
perspective with their overall position rather than just dealing with
one or two positions.

Senator COLEMAN. Was there ever any discussion about
Amaranth’s position and its effect on market liquidity?

Mr. LEE. Yes. I remember times when—I mean, it is a simple
concept. If you hold a large position in one particular contract,
there is obviously some disagreements with you on that price from
a market participant standpoint. So if you need to get out of that
contract very quickly there could definitely be a liquidity issue for
you.

Senator COLEMAN. If you go to Exhibit 14,1 if you have a copy
of that. I believe it is Amaranth’s May 2006 update to investors.
The middle of the second paragraph. Do you have a copy of that?

Mr. LEE. I will momentarily. OK.

Senator COLEMAN. In the middle of the second paragraph, almost
exactly in the middle. It says “In this case, as we endeavored to
monetize gains and reduce risk within the portfolio, liquidity in the
middle part of the natural gas forward curve seized up due to high
volumes of producer hedging that oversaturated market demand
for forward natural gas. While this was a humbling experience that
led us to recalibrate how we assess risk in this business, we believe
certain spread relationships involving natural gas remain discon-
nected from their fundamental drivers.”

I want to get back to whether Amaranth’s natural gas positions
and trading volumes were large relative to the average. Is this doc-
ument telling you that?

Mr. LEE. I do not think it is necessarily telling you that. It is just
saying that any position—when you have an event like we had in
May, and just let me kind of explain the background of it. We saw
an amount of producer hedging that we had not ever remembered
seeing since about 2001. I think the market, in general, had out-
sized itself for that type of event, us included, and prices rated ac-
cordingly.

Senator COLEMAN. So you do not believe that one of the lessons
of Amaranth’s collapse is that when a fund’s positions are large rel-
ative to the average trading volume, the fund’s risk model should
account for the effect of its own activity on prices and liquidity?

Mr. LEE. I cannot say I disagree with that. I think that is a pret-
ty novel concept and I think it is something risk managers should
look at.

Senator COLEMAN. I am not sure whether your personal opinions
have much impact but do you think that ICE and NYMEX should
be regulated differently?

Mr. LEE. From a reporting standpoint and an accountability level
standpoint, they should absolutely be the same. I see no reason

1See Exhibit 14 which appears in the Appendix on page 900.
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why not. I do not think it creates that much of an administrative
burden on anyone to do it.

Senator COLEMAN. But if they were the same, then perhaps you
would not have been able to move from NYMEX to ICE and simply
literally reverse your positions. When I say you, I mean Amaranth.
If they were the same, you would not do that.

Mr. LEE. That is true.

Senator COLEMAN. Perhaps it tells us sitting here, that in part
your motivation was to move from something that has regulators
squeezing you to an area that you are not going to be squeezed be-
cause there is not transparency.

Mr. LEE. Keep in mind you are discussing the concept of limits,
though, which is a lot tougher question to deal with. That is the
part of the question, I think, where you could risk flight from mar-
ket. Whereas with accountability levels and reporting, I do not
think you take that risk or I cannot honestly believe anyone that
would tell me that would be a risk.

Senator COLEMAN. Thank you, Mr. Chairman.

Senator LEVIN. On September 17, John Arnold of Centaurus
wrote to the head of natural grass trading at Amaranth, Brian
Hunter, saying that “In my opinion, fundamentally, the March/
April spread is still a long way from fundamental value. . . . Even
though that spread has collapsed over the last 2 weeks, the only
reason it is still above $1 is because of your position.”

That is what Arnold wrote to Hunter. Do you agree with Arnold’s
view now?

Mr. LEE. No, I do not. I believe this is John Arnold posturing.
He was trying to buy a distressed asset for the cheapest price he
could. And if I was in his position, I would have said the exact
same thing.

Senator LEVIN. Did Hunter want to take that offer?

Mr. LEE. Yes, he did.

Senator LEVIN. Even though Arnold was posturing?

Mr. LEE. Yes. The total cost to Amaranth at that point, I had es-
timated, would have been in the $600 million to $800 million
range, rather than the $4-plus billion that they eventually lost. But
that is all in hindsight.

Senator LEVIN. A former colleague of yours at Amaranth wrote
another energy trader about a different contract, “Boy, I will bet
you see some CFTC inquiries for the last 2 days.” The trader re-
plied to Brian Hunter, “Until they regulate swaps, no big deal.”

That trader told us that he thought manipulation can occur be-
cause there is no regulatory oversight of natural gas swaps on ICE.
Do you agree?

Mr. LEE. I would agree.

Senator LEVIN. Do you think the regulators should be able to
view both futures and swaps?

Mr. LEE. Yes, I do.

Senator LEVIN. And if there had been regulation of ICE, as I un-
derstood the answer to the question that was asked by Senator
Coleman, you would not have switched over to ICE. Did I hear you
correctly?
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Mr. LEE. We would not have been allowed to. We would have had
to follow the rules and Amaranth always followed the rules, and we
would not have done the swap.

Senator LEVIN. Would you have tried something else? Looked for
some other over-the-counter way to do it?

Mr. LEE. I do not think we would have, as a company—I mean,
I cannot speak for the company. This was not my trade. But I do
think the fact if there was certain other rules in the over-the-
counter markets that do not exist today, that it is possible that
some of our trading may not have been what it had and we may
not have had that issue that we would have had to move because
of limits.

Senator LEVIN. So you do not object to the limits that we have
talked about on ICE?

Mr. LEE. In terms of limits, I would have to have some hard
numbers to understated it. I believe there is a fundamental dif-
ference between the swap and the future but in terms of account-
ability and all that sort of stuff, absolutely. I think we should do
it. I do not think it causes any administrative burden to anybody.

Senator LEVIN. In terms of excessive speculation being prohib-
ited, do you have a problem with that?

Mr. LEE. No, as long as it is defined.

Senator LEVIN. Well, if it is defined by the regulator using all the
factors before the regulators—is it defined now on NYMEX?

Mr. LEE. Postmortem, I have an idea what they think is exces-
sive speculation. But at the end of the day as a trader, what I need
as a trader is a hard fast number to abide by.

Senator LEVIN. Is there a hard fast number on NYMEX now?

Mr. LEE. There is only accountability limits. There is limits dur-
ing the settlement period, the 3 days going into settlement period.
But otherwise, it is just a matter of if you are going to get a phone
call and they will ask you why.

Senator LEVIN. Do you have objection to the current approach on
NYMEX relative to excessive speculation?

Mr. LEE. No.

Senator LEVIN. Even though there is no hard and fast——

Mr. LEE. No. I think as long as the regulators or exchange per-
sonnel is calling and telling you that they think it is going to cause
a market integrity problem, then I think you need to listen to
them. I do not think any trader would have a problem with that.

Senator LEVIN. If ICE had that same power? Do you have a prob-
lem with that?

Mr. LEE. If you had it?

Senator LEVIN. If they enforced it the same way that NYMEX
does.

Mr. LEE. Then that would be no problem, as long as everyone
knows the rules beforehand.

Senator LEVIN. Do you know the rules beforehand on NYMEX?

Mr. LEE. On NYMEX, yes, you do.

Senator LEVIN. If ICE enforced the same rules in the same way
as NYMEX, would you have a problem with that?

Mr. LEE. No, I would not.
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Senator LEVIN. Do you think that if we had the same regulatory
system on ICE as we do on NYMEX that you or other traders
would do bilateral deals over-the-counter?

Mr. LEE. I do not think that is going to happen so much as it
would have 10 years ago. Everyone wants to sit in front of a com-
puter screen now. It is the easiest thing in the world to do is, to
trade on ICE or the NYMEX. To call up a voice broker or to call
up someone directly, I think is such a smaller part of the market—
you can still deal with a voice broker but it still gets cleared
through these other exchanges. But to do a trade directly with an-
other counter party through the voice brokers is becoming smaller,
and smaller, and smaller by the day. so I think the main concern
would be ICE.

Senator LEVIN. It is becoming smaller because there is another
place where you can do unregulated trades.

Mr. LEE. Both are unregulated, yes.

Senator LEVIN. If ICE is put under regulatory regime the way
NYMEX is, would there be a move then away from ICE, in a sense,
to strictly bilateral trades, do you believe?

Mr. LEE. I think that comes down to how strict you make the
limits or reporting. If it ends up creating a big burden on these
speculators in the market, yes, I guess there is a chance that it
could flee there. It could flee to another country. I am not sure. But
as long as they are reasonable, I do not think you are going to see
any flight away from the exchanges.

Senator LEVIN. I understand that you and Brian Hunter are
working together to set up a new hedge fund called Solengo,! is
that correct?

Mr. LEE. Yes, it is.

Senator LEVIN. Did I pronounce that correctly?

Mr. LEE. Yes, you did.

Senator LEVIN. Does that hedge fund intend to engage in energy
trades?

Mr. LEE. Yes, it does.

Senator LEVIN. In natural gas and oil?

Mr. LEE. Yes, it does.

Senator LEVIN. Will it engage in large-scale trading?

Mr. LEE. No. We have addressed two of the problems that hap-
pened in the Amaranth situation with our new fund to reduce that
possibility.2 And one of those ways is to limit the amount of capital
that can go into any one market. Two, is to limit the amount of
margin you are allowed to put in any one market so that you do
not have a cash situation, as well.

Senator LEVIN. So there will not be as large-scale trades in that
hedge fund as there was with Amaranth?

Mr. LEE. No, there will not.

Senator LEVIN. Will there be significantly smaller trades?

Mr. LEE. Yes, there will.3

Senator LEVIN. The media has reported that potential investors
in the new hedge fund include investors from the Middle East.
Could you describe those investors in general terms, particularly

1See Exhibit 23, Note 1, which appears in the Appendix on page 998.
2See Exhibit 23, Note 2, which appears in the Appendix on page 998.
3 See Exhibit 23, Note 3, which appears in the Appendix on page 998.
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this, I do not need the names, but does it include persons from oil-
producing companies that might have an interest in high U.S. en-
ergy prices?

Mr. LEE. To be quite blunt, I have never spoken to any of those
investors. I have not been part of the fundraising process. I am not
sure. I know some of the countries that these peoples live in and
yes, they would have an interest in high oil prices.! But you must
understand, we are talking to investors from all over the world and
not just a few countries in the Middle East.

Senator LEVIN. But some of them are from the Middle East that
would have that interest?

Mr. LEE. That is my understanding.

Senator LEVIN. Mr. Lee, we thank you. We thank you for your
cooperation with our Subcommittee. We have gotten a lot of data
from Amaranth and it has been helpful to us. You are excused.

Let me just briefly close by saying that it is obvious that Con-
gress must do more to safeguard U.S. energy markets from price
manipulation and excessive speculation. The first step is to close
that Enron loophole, which never should have been opened. Closing
the loophole would make NYMEX and ICE subject to the same
market oversight, put the cop on the beat in all U.S. energy mar-
kets. It would also level the regulatory playing field between the
two exchanges.

The new CFTC proposal goes a ways in the right direction, but
we have got to close the Enron loophole because that is the critical
step which has to be taken to avoid the excessive speculation and
to prohibit manipulation in advance, not just to try to catch up
with people who engage in it afterwards. So getting the key infor-
mation is just not enough if regulators do not have the power to
act on what they see. They have got to be able to reduce holdings,
limit trades to prevent price manipulation and excessive specula-
tion. And Congress alone can eliminate the Enron loophole which
we created and restore regulatory authority to all U.S. energy mar-
kets.

The second step that we should take in safeguarding U.S. energy
markets is to invigorate the statutory prohibition against excessive
speculation. It must be enforced much more effectively with better
criteria. The CFTC and exchanges need to police contracts in all
months where speculative trading is affecting prices, not just in
contracts about to expire.

The third step is for Congress to provide the funds that CFTC
needs to do its job. Right now the CFTC’s entire budget is $98 mil-
lion per year to oversee commodity trades that are in the billions.
It is one-eighth of the size of the SEC’s budget of $880 million. The
CFTC suffers from antiquated technology, shrinking staff, and in-
adequate oversight resources. To obtain the needed funds, Congress
should authorize the CFTC, I believe, to collect user fees from the
market that it oversees in the same manner as every other Federal
financial regulator, including the SEC.

The CFTC has been starved for resources for too long and one
way or another, whether or not it is from collection of user fees or

1See Exhibit 23, Note 4, which appears in the Appendix on page 998.
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in some other authorization and appropriation, the CFTC must be
provided the resources.

What we have seen here is that excessive speculation by a single
hedge fund, Amaranth, altered natural gas prices, caused wild
price swings and really hit consumers with high prices during
2006.

As I said before, it is one thing if gamblers gamble with their
own money and if speculators gamble with their investors money.
But it is a totally different thing when the U.S. energy markets are
turned into a casino. Everyone is forced then to walk into that ca-
sino and gamble, betting on prices that are driven by highly ag-
gressive trading practices. Amaranth is not the only hedge fund
which uses large-scale trading in energy markets in the United
States, but we have got to get the regulatory cop back on the beat
in all of our energy markets in the United States. We have got to
give them stronger tools to stop excessive speculation and prevent
price manipulation.

So that 1s the chore before us. We are grateful to all of our pan-
els. Our staff has done a terrific job in terms of putting together,
I think, one million documents. I hedged; it is two million docu-
ments. It took, I believe, almost a year to do that. It is a lot of
work. It has never been done before. It produced a report which we
are very proud of because I think it really illuminates a problem
here, which is you have regulation in one place and not in another.
And without regulation in a much more competitive way, covering
all of the bases, in effect, we are not really regulating it all.

The prices that our consumers pay is higher as a result. The
swings in these prices are greater as a result. And it is up to Con-
gress now to correct the problems that we have. This testimony
today will hopefully help Congress do exactly that.

We will stand adjourned.

[Whereupon, at 2:16 p.m., the Subcommittee was adjourned.]
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OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good afternoon, everybody. At our hearing 2
weeks ago, we laid out the case history of Amaranth Advisors LLC.
A lengthy staff report and testimony from witnesses told the story
of how this large hedge fund dominated the U.S. natural gas mar-
ket in 2006, until it collapsed in September 2006.

In 2006, Amaranth traded thousands of natural gas contracts
daily, sometimes traded tens of thousands of contracts in a single
day, and accumulated as many as 100,000 natural gas contracts for
delivery of natural gas in a single month. At times during the sum-
mer, Amaranth held about 40 percent of all outstanding NYMEX
natural gas contracts for the winter of 2006-2007, including 75 per-
cent of the outstanding futures contracts to deliver natural gas in
November 2006, 60 percent of those delivering natural gas in Janu-
ary 2007, and 60 percent of those delivering natural gas in March
2007. We heard at that hearing how Amaranth’s trades and hold-
ings were way beyond the norm and way beyond the economic ca-
pacity of most natural gas traders.

We also heard how Amaranth’s trading practices pushed up
prices for winter gas, contributed to price spikes, and socked con-
sumers with extra costs. One public gas company in Georgia testi-
fied at the last hearing that it paid $18 million more than it should
have for winter gas because of Amaranth’s excessive speculation.
An industry association told the Subcommittee that Amaranth’s

(61)



62

trading in winter gas likely cost consumers billions of dollars in
extra costs.

The Amaranth hedge fund gambled on the natural gas market.
It lost that gamble, but Amaranth’s losses are not our concern. The
real issue is that, by using massive trades to bet on natural gas
prices, Amaranth raised relative 2006 winter prices for the whole
market and caused consumers hedging their winter gas purchases
to pay inflated prices. Those consumers could not afford to roll the
dice and wait to see if prices came down later. They had to lock
in their winter gas prices during the summer to ensure a stable
supply and in order to carefully budget for the cost. Amaranth
upped the cost, which means the public ultimately paid the price.

Just 1 year ago our Subcommittee released a report showing how
widespread speculation in contracts for the future delivery of oil
was inflating crude oil prices by about $20 per barrel of oil. The
Amaranth case shows how a single hedge fund—backed up by large
amounts of capital—produced an equally dramatic effect in the nat-
ural gas market. At our last hearing, I asked one of the Amaranth
traders why they engaged in such large-scale trades, and he an-
swered: “[I|lt was simply a matter of capital. At a hedge fund you
are given an amount of capital to trade with . . . [Y]ou simply
have to put that capital to work one way or the other.”

To Amaranth, it was simply a matter of putting capital to work.
It had billions to invest and decided to invest those billions in the
natural gas market. Amaranth did not produce natural gas, it did
not supply natural gas, it did not use natural gas. It simply wanted
to speculate and hopefully make a lot of money in the natural gas
market. And they took users and consumers of natural gas along
for the ride.

Excessive speculation and price manipulation are not confined to
the natural gas market—they taint many sectors of the U.S. energy
market, from Enron’s distortion of electricity prices, to alleged price
manipulation in the propane market, to alleged price gouging in
gasoline. Unfair energy prices are causing real pain for the people
we represent. The causes demand a remedy when they reflect ma-
nipulation or excessive speculation.

Today’s hearing focuses on the role of market regulators to pro-
tect the public from unfair energy prices. The Commodity Futures
Trading Commission (CFTC) is the key cop on the beat charged
with policing U.S. commodity markets to stop price manipulation
and excessive speculation. To carry out its mission, the CFTC has
delegated authority to a number of exchanges, such as the New
York Mercantile Exchange (NYMEX) to establish rules to monitor
trading and prevent manipulation and excessive speculation. The
CFTC has, for example, authorized regulated exchanges to impose
trading limits on individual traders to prevent speculators from en-
gaging in misconduct. These regulated exchanges provide the first
lloinekOf defense against market misconduct; the CFTC provides the

ackup.

When it comes to energy, however, Congress has thrown the
CFTC a curve that has made its oversight job much harder. In
2000, at the request of Enron Corporation and others, Congress
amended the key Federal law, the Commodity Exchange Act, to ex-
empt CFTC oversight of energy and metals commodities traded on
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the electronic energy exchanges which are used by large traders.
The result of this so-called “Enron loophole” is that a leading U.S.
electronic energy exchange, known as the Intercontinental Ex-
change, or ICE, is exempt from the normal regulatory system that
applies to regulated exchanges. That means, unlike NYMEX, ICE
has no authority or obligation to monitor trading, no authority or
obligation to prevent price manipulation, and no authority or obli-
gation to prevent excessive speculation from distorting prices. And
due to the Enron loophole, the CFTC has no authority to limit trad-
ing on ICE to prevent price manipulation or excessive speculation.

NYMEX and ICE are the two biggest energy exchanges operating
in the United States today. It makes no sense that one market is
regulated and the other is not. Worse, the Amaranth case history
shows how the operation of an unregulated market can make it im-
possible for a regulated market to effectively prevent price manipu-
lation and excessive speculation.

That is because the current system allows traders to avoid re-
strictions against excessive speculation imposed by NYMEX, the
regulated market, simply by switching their positions to ICE, the
unregulated market. This switch costs a trader virtually nothing,
and enables the trader to engage in unlimited trading on the un-
regulated market.

That is exactly what happened in August 2006, when NYMEX
ordered Amaranth to reduce its holdings of the September 2006
NYMEX futures contracts. As this chart, Exhibit 6,1 shows, when
NYMEX gave that order on August 8 to Amaranth to reduce its
holdings of the September 2006 futures contracts, on that date Am-
aranth held a short position of about 60,000 September contracts
on NYMEX—which is a huge position. Concerned that Amaranth
might engage in last-minute large-scale trading that could affect
the final settlement price of the September contracts, NYMEX or-
dered Amaranth to reduce its September contracts, in an orderly
manner, by the end of August.

In response, Amaranth reduced its NYMEX position down to
about 10,000 contracts by the end of August. However, Amaranth
also increased its position on ICE to about 80,000 September con-
tracts, in trades that took place without NYMEX or CFTC scrutiny
or limitations. In making the switch from NYMEX to ICE, Ama-
ranth took advantage of the Enron loophole. The end result was
that NYMEX’s order did not cause Amaranth to reduce the size of
its holdings. It, instead, led Amaranth to move from a regulated to
an unregulated market.

Now consider the trading that took place on August 29, 2006, the
last day of trading allowed on September contracts. On that date,
Amaranth sold tens of thousands of contracts during the day, pri-
marily on ICE. Despite those sales, the contract price did not fall
much, because Amaranth’s trades were counterbalanced all day by
other traders, including another large hedge fund, Centaurus, that
bought the September contracts that Amaranth was selling. In the
last hour of trading, Amaranth stopped trading on NYMEX in re-
sponse to the NYMEX directive that it refrain from trading during
the final 30 minutes. Other traders, however, continued buying the

1See Exhibit 6 which appears in the Appendix on page 717.
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September contract. Without Amaranth’s sales to counterbalance
the pressure on the contract price, in the last hour of trading the
final contract price shot up 10 percent.

Almost all of the trades made by Amaranth and Centaurus on
August 29 took place on ICE. Amaranth sold about 16,000 Sep-
tember contracts that day, while Centaurus bought about 12,000—
10,000 of which were in the final 45 minutes of trading. NYMEX
rules bar traders from holding more than 1,000 contracts in the
last 3 days of trading on a contract. The torrent of ICE trading dur-
ing those same 3 days not only nullified NYMEX’s efforts to limit
trading near the contract deadline, but also clearly affected the
NYMEX final price. For Amaranth, because of all the short sales
it made, the last-minute upward spike in the contract price
dropped the value of its holdings by nearly $500 million.

Some of the questions we will examine today are, first, why any
organized exchange with energy trading is exempt from routine
CFTC oversight and regulation. Energy is a vital commodity to the
United States. There is no rational reason to exempt energy com-
modities from normal market oversight to prevent price manipula-
tion and excessive speculation. Second, we will examine why ICE
is treated differently from NYMEX. Both exchanges affect energy
prices. Both exchanges are used by the same traders whose trades
lead to virtually identical energy prices on both markets. Both ex-
changes are vulnerable to misconduct that can inflate energy
prices. And as the Amaranth case history illustrates, regulating
one U.S. energy exchange without regulating the other is a recipe
for failure since speculators restricted on NYMEX can simply move
to ICE and carry out the very same trades.

The flaws in the current regulatory structure for U.S. energy
trades are painfully obvious, but the CFTC has been slow to call
for reform. For years, the CFTC has resisted requesting authority
to monitor energy trades taking place outside the regulated mar-
kets. It has resisted recognizing the role of unregulated markets in
affecting prices on regulated markets and the impact of excessive
speculation in pushing up energy prices. It has also resisted asking
for explicit authority to prevent price manipulation and excessive
speculation on ICE.

Amaranth’s excesses may have finally broken down some of that
resistance. In late 2006, after Amaranth collapsed and the scale of
its trading became widely known, the CFTC used its special call
authority to require ICE, for the first time, to begin turning over
daily trading data. Last month, the CFTC proposed a rule that
would require traders on NYMEX, the regulated exchange, to dis-
close upon request their holdings on all exchanges, whether regu-
lated or not. That would enable the CFTC to get a more complete
picture of a trader’s relevant holdings. But unless the CFTC can
obtain the same information from ICE traders that it can from
NYMEX traders, and unless ICE is subject to the same rules pro-
hibiting excessive speculation as NYMEX, the ultimate effect of the
proposed rule may be to create one more incentive for traders to
choose trading on the unregulated ICE market over the regulated
NYMEX market.

While the CFTC’s recent innovations will help expand its access
to essential energy trading data, they do not give the CFTC the au-
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thority needed to protect U.S. energy markets from price manipula-
tion and excessive speculation. The CFTC must not only obtain the
information it needs, it must also be able to act on that information
to protect the public.

Our report presents three bipartisan recommendations to enable
the CFTC to effectively police U.S. energy markets. The first is to
close the Enron loophole by giving the CFTC equal oversight and
regulatory authority over NYMEX and ICE energy trades. Second,
the CFTC needs to strengthen enforcement of the prohibition
against excessive speculation, including by monitoring speculative
trades of contracts in all months, not just the contracts nearing ex-
piration. Third, Congress needs to give the CFTC more funds to do
its job, including, if necessary, authorizing the CFTC, like every
other U.S. financial regulator, to collect user fees from the markets
it oversees.

Right now, U.S. energy markets are dangerously vulnerable to
price manipulation and excessive speculation. Regulators charged
with protecting the public are hobbled by laws that create irra-
tional rules for energy commodities, establish an uneven regulatory
playing field between NYMEX and ICE, and render market regu-
lators powerless to effectively stop inappropriate trading on elec-
tronic exchanges from affecting contract prices. We can and we
must do more to protect the public. We must put the cop back on
the beat in all U.S. energy markets.

Let me close by thanking Senator Coleman, the Subcommittee’s
Ranking Republican, for his continued support of these efforts. We
also, I am sure, join in thanking his staff and my staff for their
dedication and assistance in this truly joint effort.

Finally, I would like to thank each of our witnesses today—the
CFTC, NYMEX, and ICE—for their cooperation with the Sub-
committee’s investigation. NYMEX and ICE, for instance, provided
extensive data and responded to many Subcommittee requests in
a timely manner. We appreciate their assistance, and we appre-
ciate the assistance of the CFTC in unraveling the Amaranth case
history.

Senator Coleman.

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Senator Levin.

Today’s hearing is the culmination of an extensive Subcommittee
investigation into the impact of excessive speculation on the nat-
ural gas market. These efforts, including today’s hearing, have
been bipartisan from their inception, and I want to thank Chair-
man Levin and his staff for their hard work on these important
issues.

As Senator Levin noted in his opening statement, the evidence
reviewed by the Subcommittee reveals fundamental flaws in our
current regulatory structure. Section 2(h)(3) of the Commodity Ex-
change Act exempts from CFTC oversight and regulation a mas-
sive, and growing, volume of energy transactions that occurs on
electronic, over-the-counter exchanges. In stark contrast to regu-
lated exchanges, exempt exchanges have no responsibility to mon-
itor trading, no responsibility to prevent excessive speculation or
price manipulation, and no responsibility to ensure that trading is
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fair and orderly. The end result is a bifurcated regulatory regime.
Futures exchanges like the New York Mercantile Exchange—
NYMEX—are both self-regulated and regulated by the CFTC;
whereas other, increasingly significant segments of our energy
markets—namely, electronic OTC exchanges like the Interconti-
nental Exchange (ICE)—are neither self-regulated nor regulated by
the CFTC.

The Amaranth case history illuminates the inadequacy of this bi-
furcated regulatory structure and underscores the need for greater
transparency and regulation on electronic OTC energy exchanges.
And the Chairman has gone into the history. I will just touch upon
it briefly.

From early 2006 until its September collapse, Amaranth traded
heavily on both NYMEX, a regulated futures exchange, and on
ICE, an unregulated OTC exchange. As a regulated exchange,
NYMEX was required to monitor Amaranth’s trading and prevent
Amaranth’s holdings from becoming too large. As an exempted
OTC exchange, ICE shared no such responsibility and made no at-
tempt to limit Amaranth’s speculative trading.

On numerous occasions in 2006, Amaranth exceeded NYMEX ac-
countability levels and CFTC position limits for natural gas con-
tracts. In August, NYMEX finally took action and directed Ama-
ranth to reduce its holdings in the natural gas futures contracts for
September and October. Amaranth complied with NYMEX’s order
and, as the Chairman has set forth in the chart illustrated, by the
end of the month, had exited its positions in the two contracts. But
rather than reducing its overall natural gas holdings, Amaranth
simply shifted its trading to ICE, where accountability levels and
position limits do not apply. Through trades on ICE, Amaranth not
only maintained but actually increased its positions in September
and October natural gas contracts. As a result, NYMEX’s instruc-
tions did nothing to reduce Amaranth’s size, but simply caused Am-
aranth to move its trading from a regulated market to an unregu-
lated one.

I believe the Amaranth facts demonstrate the need for greater
transparency and regulation on electronic OTC energy exchanges
and raise serious concerns about the ability of the CFTC to prevent
excessive speculation and price manipulation in our energy mar-
kets. Speculative energy traders should not be able to skirt CFTC
oversight by simply shifting their positions to unregulated elec-
tronic energy exchanges. Yet this is exactly what our current regu-
latory scheme allows.

Amaranth’s collapse revealed a troubling level of high-risk, spec-
ulative trading that occurs on U.S. energy markets. Indeed, more
than 500 energy-related hedge funds deploy a combined $67 billion
in speculative capital to our energy markets. These traders bring
important liquidity and vitality to the markets in which they in-
vest. At the same time, however, we must ensure that speculative
capital does not overwhelm the real buyers and sellers, like utili-
ties and industrial users of natural gas. Again, it is the consumers
who are impacted. It is the public that pays the price, and clearly
Amaranth upped the cost. More than ever before, it is imperative
that the CFTC and other market regulators have the statutory au-
thority and budget necessary to police our energy markets.
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Despite this pressing need for oversight, the CFTC’s ability to
conduct market surveillance has been eroded; its ability to prevent
excessive speculation and price manipulation has been diminished.
This is a direct result of the fact that more and more energy trad-
ing takes place on unregulated electronic over-the-counter ex-
changes. I am concerned that incomplete information and inad-
equate authority make it difficult, if not impossible, for the CFTC
to effectively monitor and prevent excessive speculation and price
manipulation in our energy markets.

As we move forward, however, we must not overlook the fact
that, like the traders who use them, electronic OTC exchanges
have brought increased competition and liquidity to our energy
markets. Nor should we overlook the fact that, in many cases,
these exchanges offer far greater transparency to both traders and
regulators than do other OTC markets. For example, pursuant to
its “special call authority,” the CFTC now receives significant mar-
ket disclosures from ICE, including position reports for all traders
of certain natural gas contracts. The enhanced transparency offered
by ICE’s comprehensive position reports is in stark contrast to the
opaque off-exchange, OTC market, where there are not only no po-
sition limits but also no reporting requirements.

Therefore, as we noted in the Minority’s Views on the Sub-
committee’s Report, Congress must ensure that any proposed cure
is not worse than the disease. If we extend CFTC oversight and
regulation to electronic over-the-counter exchanges, we must avoid
unintended consequences—namely, creating incentives for the ex-
changes themselves to move to less regulated commodities markets
offshore. And, again, the concern is the movement from regulated
to unregulated. We must avoid creating incentives for traders to
shift their business to far less transparent and unregulated OTC
markets. This is a real concern. In fact, according to a recent piece
from Dow Jones, there has been a “recent groundswell in off-ex-
change transactions” and “hundreds of little-known, under-the-
radar brokerage shops . . . are fast gaining currency—and noto-
riety—in energy-trading strongholds.” And, again, the concern is
with the lack of transparency, the lack of regulation. In the end,
it is the consumers who are hurt. This is not about the kind of
money being played with and the ethos and somewhere out in a
place that the average person isn’t impacted. We heard in the testi-
mony at the last hearing that Amaranth’s trading had an impact
on prices consumers paid. And so the concern as we move forward
is to make sure that we do not push from regulated to unregulated.

I look forward to hearing the testimony from today’s witnesses,
and, again, I thank the Chairman for leading this important bipar-
tisan effort. Thank you, Mr. Chairman.

Senator LEVIN. Thank you very much, Senator Coleman.

Let me now welcome our first panel to this afternoon’s hearing:
James Newsome, the President and Chief Executive Officer of the
New York Mercantile Exchange (NYMEX); and Jeffrey Sprecher,
Chairman of the Board and Chief Executive Officer of the Inter-
continental Exchange, also known as ICE.

Gentlemen, we appreciate both you being here this afternoon. We
welcome you to the Subcommittee, and, again, we appreciate the
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cooperation that you have shown and your staffs have shown to the
Subcommittee.

Pursuant to Rule VI, all witnesses who testify before the Sub-
committee are required to be sworn. At this time I would ask both
of you to please stand and raise your right hand. Do you swear
that the testimony you are about to give before this Subcommittee
will be the truth, the whole truth, and nothing but the truth, so
help you, God?

Mr. NEwSOME. I do.

Mr. SPRECHER. I do.

Senator LEVIN. We will use the usual timing system today. About
1 minute before the red light comes on, you will see the light
change from green to yellow, giving you an opportunity to conclude
your remarks. Your written testimony will be printed in the record
in its entirety, and we would ask that you limit your oral testimony
to no more than 10 minutes each.

Let me start with Mr. Newsome. We will have you go first.

TESTIMONY OF JAMES NEWSOME,! PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, NEW YORK MERCANTILE EXCHANGE,
INC., (NYMEX), NEW YORK, NEW YORK

Mr. NEWSOME. Thank you, Mr. Chairman, Mr. Ranking Member.
I am Jim Newsome, President and CEO of the New York Mer-
cantile Exchange. NYMEX is the world’s largest forum for trading
and clearing physical commodity-based futures contracts, including
energy and metals products. NYMEX has been in the business for
more than 135 years and is a federally chartered marketplace.
NYMEX is fully regulated by the CFTC both as a clearing organi-
zation and as a designated contract market, or DCM, which is the
highest and most comprehensive level of regulatory oversight to
which a derivatives trading facility may be subject under current
laws and regulations.

Prior to joining NYMEX, I served as a CFTC Commissioner and,
subsequently, from 2001 to 2004, as chairman. As chairman, I led
the CFTC’s implementation of the Commodity Futures Moderniza-
tion Act of 2000. The CFMA streamlined and modernized the regu-
latory structure of the derivatives industry. It also provided legal
certainty for over-the-counter swap transactions. Specifically, the
CFMA created new exclusions and exemptions from CFTC regula-
tion for bilateral transactions between high net worth participants
in financial derivatives and exempt commodity derivatives, such as
energy.

As the designated contract market, NYMEX has an affirmative
responsibility to act as a self-regulatory organization and to mon-
itor and to police activity in its own markets. Thus, a DCM must
monitor trading to prevent manipulation, price distortion, and dis-
ruptions of the delivery or cash settlement process. Furthermore,
to reduce the potential threat of market manipulation or conges-
tion, the DCM must adopt position limits or position accountability
for a listed contract, where necessary and appropriate.

The principal tool that is used by DCMs to monitor trading for
purposes of market integrity is the large trader reporting system.

1The prepared statement of Mr. Newsome appears in the Appendix on page 152.
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For energy contracts, the reporting position levels are distinct for
each contract listed by the exchange for trading. The levels are set
by NYMEX and are specified by rule amendments that are then
submitted to the CFTC, following consultation and coordination
with the CFTC staff.

The CFMA also permitted bilateral trading on energy electronic
platforms. Under CFTC rules, these electronic trading platforms
are called “exempt commercial markets” and are subject only to the
CFTC’s anti-fraud and anti-manipulation authority. Unlike the
DCM, the exempt commercial markets are completely unregulated
by the CFTC and, thus, have no self-regulatory obligations to mon-
itor its own markets.

A series of significant changes have occurred in the natural gas
market since the passage of the CFMA, including advances in trad-
ing technology, such that NYMEX, the regulated DCM, and ICE,
an unregulated ECM, have become highly linked trading venues.
As a result of these changes, which could not have been reasonably
predicted only a few short years ago, the current statutory struc-
ture, in my opinion, no longer works for certain markets now oper-
ating as ECMs. Specifically, the regulatory disparity between the
NYMEX and ICE, which are functionally equivalent, has created
serious challenges for the CFTC as well as for NYMEX in its capac-
ity as an SRO.

In August 2006, NYMEX proactively took steps to maintain the
integrity of its markets by ordering Amaranth to reduce its open
positions in the natural gas futures contract. However, as you
pointed out, Mr. Chairman, Amaranth then increased its positions
on the unregulated and nontransparent ICE electronic trading plat-
form. Because the ICE and NYMEX trading venues for natural gas
are tightly linked and highly interactive with each other, they are
in essence components of a broader natural gas derivatives market.
Therefore, Amaranth’s response to NYMEX’s regulatory directive
did not reduce Amaranth’s overall market risk. Furthermore, the
integrity of NYMEX markets continued to be affected by and ex-
posed to Amaranth’s outsize positions in the natural gas market.
Finally, NYMEX had no means to monitor Amaranth’s positions on
ICE or to take steps to have Amaranth reduce its participation in
that trading venue.

As in the past, I do not believe that the case has been made, and
thus do not support regulation of derivatives transactions that are
individually negotiated and executed off-exchange in the traditional
bilateral OTC market. On the other hand, based upon recent expe-
riences, I do believe that ECMs such as ICE that function more
like a traditional exchange and trade products that are linked to
established exchanges should be subject to regulation of the CFTC.

Consequently, legislative change may be necessary to address the
real public interest concerns created by the current structure of the
natural gas markets and the potential for systemic financial risk.

I will turn to the three specific recommendations, Mr. Chairman,
included in the report and respond to each.

First, the report recommends the elimination of the exemption
from regulatory oversight for electronic exchanges that host trading
and exempt commodities such as energy. It is NYMEX’s view that
these changes in the natural gas market structure provide clear
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support for legislative change. These developments include the ex-
change-like aggregation of financial risk in OTC energy products;
the reality of a broader linked market that currently include the
regulated and the unregulated trading venues; the contribution to
or creation of price discovery for natural gas prices in the unregu-
lated trading venues; and the ripple or spillover effects of activity
onhthe unregulated venue onto the regulated trading venue, among
others.

NYMEX believes that these changes in the natural gas market
trigger a series of fundamental public policy and public interest
concerns that necessitate appropriate oversight. The proper legisla-
tive response is a judgment for this Subcommittee and for Congress
to make. However, where a market does manifest the characteris-
tics just mentioned, NYMEX believes that a comparable regulatory
level to that of a DCM would be appropriate.

Upon triggering the public interest concerns noted, an electronic
trading facility becomes sufficiently comparable to a traditional or-
ganized exchange that CFTC oversight and regulation becomes ap-
propriate. However, it is clear to NYMEX that these public policy
issues necessitate mandated large trader reporting and position
limits and position accountability requirements for ECMs that are
highly linked to and functionally equivalent with regulated DCMs.
Such ECMs should also be assigned SRO duties to police their own
markets as a front line. NYMEX believes strongly that such regula-
tions are necessary and would not negatively impact the core price
discovery and hedging functions provided currently by derivatives
markets.

Given the complexity of derivatives markets, it can be difficult to
state with real precision when speculation may be deemed “exces-
sive.” Moreover, speculators do provide liquidity and other positive
effects to derivatives markets. NYMEX agrees with the view ex-
pressed in the Minority Staff opinion that it is not necessary to
make a final determination about whether Amaranth’s trading was
excessively speculative in order to conclude that legislative change
in the form of greater authority for the CFTC may be necessary
and appropriate.

On the second recommendation, given NYMEX’s conclusion that
NYMEX and ICE natural gas trading platforms essentially form a
broader linked market, NYMEX believes that the CFTC should be
given additional legal authority and should use such authorization
to monitor aggregate positions on both ICE and NYMEX.

The CFTC began to receive certain data from ICE commencing
last fall through use of the CFTC’s “special call” procedures. These
procedures, however, only commenced several months after the
Amaranth meltdown had occurred, and thus long after any market
impact resulting from Amaranth’s trading.

As to the final recommendation, the report stated that the CFTC
budget should be increased, and I express that I may be a bit bi-
ased on this as a former chairman. But it should be increased to
provide staff and technology needed to monitor, integrate, and ana-
lyze real-time transactional data from all U.S. commodity ex-
changes, including NYMEX and ICE. NYMEX agrees with this as-
sessment and supports an expanded budget for the CFTC so that
it may properly carry out its regulatory mission. However, the re-
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port went on to recommend that necessary funding “should be ob-
tained from user fees imposed on commodity markets.” NYMEX re-
spectfully disagrees with this component of the recommendation
and notes that Congress has previously rejected such a user or
transaction tax as bad public policy. The user fee or transaction tax
being recommended by the Subcommittee would not be imposed on
foreign boards of trade that are currently offering direct electronic
access to their markets to market participants based in the United
States. Additionally, the U.S. markets already impose a user fee on
contracts to fund the National Futures Association, which is the in-
dustry-wide self-regulatory organization that performs a function
on behalf of the industry that the CFTC would have to perform if
it was not funded by the markets users itself.

Mr. Chairman, Mr. Ranking Member, I appreciate the oppor-
tunity to share the viewpoint of the New York Mercantile Ex-
change with you today, and I look forward to questions after my
colleague’s testimony.

Senator LEVIN. Thank you so much, Mr. Newsome. Mr. Sprecher.

TESTIMONY OF JEFFREY C. SPRECHER,! CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, INTERCONTINENTAL EX-
CHANGE, INC. (ICE), ATLANTA, GEORGIA

Mr. SPRECHER. Well, thank you, Mr. Chairman, Senator Cole-
man, Subcommittee Members, and staff members. My name is Jeff
Sprecher, and I am the Chairman and Chief Executive Officer of
Intercontinental Exchange, and as the Chairman mentioned, we
are also known as “ICE.”

I very much appreciate the opportunity to appear before you
today to share with you our views on the regulation of the natural
gas trading markets and the recent report of the Permanent Sub-
committee on Investigations regarding the collapse of Amaranth
and the related events in the markets. ICE was pleased to cooper-
ate with the Subcommittee and the staff in providing the volumi-
nous trading data and other market information that staff re-
quested in preparing the report, and we commend the Sub-
committee and staff for the thoroughness and diligence that they
exhibited in the report’s preparation. It is our hope that the report,
together with the views of the various persons who have been in-
vited to testify at these hearings, will serve to enhance the integ-
rity of the energy markets and assist Congress in a better under-
standing of how these markets serve the interests of a broader
marketplace.

ICE operates a leading global commodity marketplace, com-
prising both futures and over-the-counter markets, across agricul-
tural and energy commodities, foreign exchange and equity indices.
ICE owns and operates two regulated futures exchanges: ICE Fu-
tures, a London-based futures exchange overseen by the U.K. Fi-
nancial Services Authority, and the Board of Trade of the City of
New York, also known as the “NYBOT,” which is a futures ex-
change regulated by the Commodity Futures Trading Commission.

ICE’s electronic marketplace for OTC energy contracts serves
customers in Asia, Europe and the United States and is operated

1The prepared statement of Mr. Sprecher appears in the Appendix on page 167.
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under the Commodity Exchange Act as a category of marketplace
known as an ECM. As an ECM, these markets are subject to the
jurisdiction of the CFTC and to regulations of the CFTC imposing
recordkeeping, reporting, and other requirements. And in the past
year, ICE has established a daily position reporting program for
the CFTC that we continue to enhance and support.

ICE has always been and continues to be a strong proponent of
open and competitive markets in energy commodities and the re-
lated derivatives and of regulatory oversight of those markets. As
an operator of global futures and over-the-counter markets and as
a publicly traded company, we strive to ensure the utmost con-
fidence in the integrity in our marketplace and in the soundness
of the trading business model. To that end, we have continually
worked with the CFTC and other regulatory agencies in the United
States and outside the United States in order to ensure that they
have access to relevant information available to ICE regarding
trading activity in our markets. We will continue to work with rel-
evant agencies in the future.

I want to take this opportunity to provide you with important
background on the structure, operation, and regulatory status of
ICE and to share with you our thoughts on the regulation of the
natural gas markets and the PSI Report. I want to clarify a num-
ber of misunderstandings and inaccuracies in the report, which I
will discuss in more detail.

First, ICE does not operate—nor have we ever operated—pursu-
ant to an “Enron loophole” under the CEA. Enron Online, the elec-
tronic marketplace operated by Enron pursuant to a separate pro-
vision of the CEA, has nothing whatsoever to do with the oper-
ations of ICE. That provision was available to Enron because
Enron Online was a “one to many” marketplace in which Enron
was both a market participant as well as the market. Parties trad-
ed with a single counterparty—Enron. In stark contrast, ICE offers
a transparent “many-to-many” electronic marketplace, where buy-
ers and sellers of OTC energy contracts can transact in a fair and
efficient marketplace, where no distinction is made between one
market participant and another, and where the best executable
price is available to any participant in the market, no matter how
large or how small. It is simply erroneous and misleading to use
the label “Enron loophole” to characterize ICE as somehow being
connected to the Enron debacle.

Second, there are a number of fundamental distinctions that
need to be drawn between the OTC markets in general and ICE’s
market in particular, on the one hand, and the futures markets, on
the other hand, including the distinction between ICE’s cash-set-
tled natural gas swaps and physically delivered natural gas futures
that are traded on the New York Mercantile Exchange. An under-
standing of these distinctions is essential to any analysis of poten-
tial regulatory changes, particularly the need for position limits,
which the CFTC itself has said are unnecessary as they are de-
signed to prevent squeezes on physically delivered products. In-
deed, while the report criticizes the absence of position limits on
ICE natural gas swaps, it completely ignores the fact that
NYMEX’s cash-settled natural gas swap—which is identical to the
ICE contract and which was also traded by Amaranth—was not
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subject to position limits. If there is to be a “level playing field,”
it should be between comparable contracts.

Third, ICE is not “unregulated” nor is it a “dark” market. While
ICE is not a “designated contract market,” it is already subject to
the oversight of the CFTC and to CFTC regulatory requirements,
including reporting requirements.

Fourth, under current law, the CFTC and NYMEX have the legal
authority and the ability to obtain any available information re-
garding trading by market participants on ICE, and no additional
legislation or regulation is needed to fill this perceived “gap” in the
system.

Finally, the ability of Amaranth to trade on ICE in no way
“caused” its collapse, any more than its ability to trade on NYMEX
did so.

ICE strongly supports several recommendations of the PSI Re-
port, particularly the proposed increase in the CFTC’s budget and
the enhancement of its access to trading information. We also sup-
port the advancement of regulatory certainty by eliminating the
“Enron loophole” although, as I pointed out, that provision has
nothing to do with ICE. We do not believe that a complete overhaul
of the current regulatory structure is either warranted or advis-
able. Moreover, any legislative or regulatory changes that are made
need to reflect the nature of ICE and its market, the significant dif-
ferences between ICE and the many other venues for trading OTC
in the United States and outside the United States that exist
today.

Thank you very much.

Senator LEVIN. Thank you very much, Mr. Sprecher.

Let me ask both of you, do you agree with the finding of our re-
port that prices on one exchange affect prices on the other ex-
change? Do you agree with that, Mr. Newsome?

Mr. NEWSOME. I do agree with that, Mr. Chairman.

Senator LEVIN. Mr. Sprecher.

Mr. SPRECHER. I believe they are very related, yes.

Senator LEVIN. Now, the key Federal law in this area, the Com-
modity Exchange Act, directs the CFTC to limit trading to prevent
excessive speculation. Would you both agree that excessive specula-
tion can cause sudden unreasonable or unwarranted price changes
that affect U.S. energy prices paid by consumers? Dr. Newsome.

Mr. NEWSOME. I think trading by any market participant in an
individual contract has the ability to move prices. Certainly if
someone is concentrated in one position, it can move the market in
that direction. But that is how markets operate.

Senator LEVIN. Do you think we should have prohibitions on ex-
cessive speculation the way the law—should we keep that prohibi-
tion?

Mr. NEWSOME. I think in the case of NYMEX and the CFTC
rules, we currently have rules to limit excessive speculation.

Senator LEVIN. And is the reason for that rule that excessive
speculation, more than just normal speculation, can cause large un-
reasonable or unwarranted price changes?

Mr. NEWSOME. Yes. I think if someone is allowed to have a mas-
sive position without any kind of oversight, that adds strength to
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that position and that market, and definitely once they have that
strength, then they can push other market participants around.

Senator LEVIN. All right. Now, Mr. Sprecher, do you disagree
with any of that?

Mr. SPRECHER. No, I do not. I will make the footnote that I think
speculation itself is a very important particular of a market, a
functioning market. But anything in excess, whether it is specula-
tion or hedging, is something that we all need to be aware of and
make sure that we try to prohibit.

Senator LEVIN. Now, as we have both talked about and you both
have spoken about, NYMEX told Amaranth in August 2006 to re-
duce their position in NYMEX futures contracts to deliver natural
gas in September. Amaranth at that time had 60,000 NYMEX Sep-
tember futures contracts, or 45 percent of the outstanding contracts
for that month.

In response to the NYMEX order, Amaranth reduced its holdings
on NYMEX to 10,000 contracts but increased its ICE holdings, as
Exhibit 6 shows,! to about 80,000 September contracts for a grand
total of 90,000 September contracts.

Now, at NYMEX, was it your opinion that this was a necessary
action on your part in order to either prevent excessive speculation
or to overcome one or the other either?

Mr. NEWSOME. Mr. Chairman, we were concerned that the size
of their position could be very disruptive to our markets. We were
concerned with that size and their ability to push markets in their
direction. Therefore, we chose to ask them to start unwinding posi-
tions.

Senator LEVIN. Now, would you both agree—and I will ask both
of you this—that Amaranth’s ability to shift its position from
NYMEX to ICE meant that Amaranth could still conduct large-
scale trading right up to the final settlement of the NYMEX con-
tract?

Mr. NEWSOME. Yes, sir. They have the ability to do so.

Senator LEVIN. Mr. Sprecher.

Mr. SPRECHER. Yes, and I actually think that it was an impor-
tant function of the market, that when Amaranth was asked to lig-
uidate a large position that has never been explained how it was
allowed to be accumulated well above these accountability levels,
shifted its position in the over-the-counter market and then orderly
liquidated it, which I think ultimately was probably better for the
market than a single-day liquidation on a single exchange.

Senator LEVIN. I think it was both—it was ordered to be an or-
derly reduction, as I remember the NYMEX order. Is that correct?

Mr. NEwWSOME. That is correct.

Senator LEVIN. Now, under the current rules, there was no prohi-
bition on Amaranth’s shifting its position to ICE. Is that correct
under the current rules?

Mr. NEwsOME. That is correct.

Senator LEVIN. Now, let me ask you, Dr. Newsome, was the
CFTC informed in August that NYMEX was going to order Ama-
ranth to reduce its position?

1See Exhibit 6 which appears in the Appendix on page 717.
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Mr. NEWSOME. We recognized the situation, became uncomfort-
able with that; we took action with Amaranth, made the Commis-
sion aware of the action that we were taking. Yes, sir.

Senator LEVIN. Did the CFTC support your determination that
Amaranth should reduce its position?

Mr. NEWSOME. The CFTC seemed very satisfied in the action
that we were taking with regard to Amaranth and the reduction
of positions.

Senator LEVIN. Is ICE a competitor of yours, Dr. Newsome?

Mr. NEWSOME. A very good competitors of ours, Mr. Chairman.

Senator LEVIN. Does that mean also a strong competitor?

Mr. NEWSOME. Yes, absolutely.

Senator LEVIN. Do you believe it should be subject to the same
rules that you are?

Mr. NEWSOME. I do so.

Senator LEVIN. Why?

Mr. NEWSOME. Because I think—a couple of reasons. I think the
markets have changed very rapidly since the passage of the CFMA,
and no one could have envisioned how rapidly the change would
take place.

What, in a nutshell, happened is that you had the ECMs, as stat-
ed in the document, and OTC markets have also at the same time
become more standardized over time versus being individually ne-
gotiated as they traditionally have been.

So I think the fact that you have got an exchange-type entity
that is aggregating risk, aggregating positions thereby aggregating
risk, versus that risk being spread among participants in a bilat-
erally negotiated marketplace, have led to changes that I think re-
quire oversight just because of the aggregation of risk and the op-
portunity for that risk to be systemic.

Senator LEVIN. Now, let me ask you, Mr. Sprecher, did you know
in August 2006 that Amaranth had been asked by NYMEX to re-
duce its position in the September futures contract?

Mr. SPRECHER. We did not.

Senator LEVIN. If you had known of the NYMEX order, would it
have affected your actions in any way?

Mr. SPRECHER. Most likely, frankly, not, because we, as you
know, don’t have any legislative authority to take action to prevent
people from—or to order people to liquidate on our platform.

Senator LEVIN. Nor do you want it.

Mr. SPRECHER. No, that is not——

Senator LEVIN. Do you want legislative authority?

Mr. SPRECHER. I think there are things that we could do, yes,
that would give us a better view.

Senator LEVIN. Not just a better view, but would you want the
same responsibility in terms of position limits and in terms of the
accountability levels that NYMEX has?

Mr. SPRECHER. Potentially, if we were given the commensurate
ability to enforce those by doing the kinds of things that NYMEX
does—ordering people to liquidate, taking action to fine people, to
basically throw people off your exchange, which I do not have the
ability to do right now.

Senator LEVIN. So you would welcome that authority?
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Mr. SPRECHER. Yes, if Congress believes that we are the appro-
priate people to take it on. I think also one could argue that the
CFTC could get a complete view of the market and take on those
responsibilities in a manner further from what it is doing today.

Senator LEVIN. So you do not have any objection to Congress giv-
ing you the same authority that NYMEX has? You have no objec-
tion to Congress telling CFTC to give you that same authority?

Mr. SPRECHER. I don’t, if I could give one footnote. In saying
that, we are against and I think it would be a mistake to say we
should be a DCM, or designated contract market. And the reason
is I don’t think retail customers should be trading these large com-
mercial contracts. I don’t think that Congress should say these are
the sources of price discovery. These are large markets. Today on
ICE you have to have $100 million in assets to trade. I think bring-
ing that other element into these markets would be a mistake.

That being said, the core principles that govern DCMs and fu-
tures exchanges, which we operate in futures exchanges as well, I
think could be adapted to the OTC markets. And we have proposed
some legislation that your staff is aware of to try to bring it along,
if you will, and serve this intermediary role between these dark
pools and the regulated futures exchanges.

Senator LEVIN. Well, let me be very clear. CFTC has told
NYMEX that they are to take action to prevent excessive specula-
tion and manipulation. Do you have any objection to NYMEX being
authorized and directed by Congress to give you that same respon-
sibility?

Mr. SPRECHER. No.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman.

Just sort of stepping back historically, looking at Amaranth I
presume the concerns that arose in August did not just crop up at
that point in time. Did Amaranth have, by the way, preset account-
ability levels and position limits?

Mr. NEWSOME. Yes. Everyone that trades on the exchange has
accountability levels and limits.

Senator COLEMAN. And do you know how many times Amaranth
before August 2006, they exceeded the accountability limits and po-
sition limits?

Mr. NEWSOME. No, I do not have the direct answer to that today,
Senator, but I would be glad to——

Senator COLEMAN. But it would be fair to say that they had prior
to August 2006 exceeded the accountability and position limits.

Mr. NEWSOME. Correct.

Senator COLEMAN. At the time then that you moved to have Am-
aranth limit its positions—and you said CFTC, they thought that
was a positive move—do you have any doubt in your mind that
Amaranth had the ability or were you aware that Amaranth was
simply able to move over to maintain its positions with ICE?

Mr. NEWSOME. Not only did we know that they had the ability
to do so, they actually told us that they were going to do so when
we were asking them to liquidate their positions.

Senator COLEMAN. So what is your reaction to that? If you have
a concern that they are overextended, you want them to limit their
position, they are just going to move over, was there any reaction
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to that? Was there any call to anybody to say, “Hey, this does not
make sense”?

Mr. NEwWSOME. Well, we reached out to the CFTC to make them
aware of the actions that we were taking, and we had no other op-
portunity or authority to do anything beyond that.

Senator COLEMAN. What do you think the CFTC should have
done, knowing that they simply are going to move over? You are
issuing an order to—you have concerns, legitimate concerns. You
give a directive to limit your positions. You now know that they are
going to say, that is fine, we are just going across the street. What
should CFTC have done at that time?

Mr. NEWSOME. Well, I do not think that the CFTC currently has
the authority to impose any position limits on ICE. So I think the
CFTC became aware of it, and I think that is what has led us to
this hearing today to talk about making the regulatory changes
that would give CFTC that authority.

Senator COLEMAN. Can we talk about playing it out then beyond
ICE? 1 presume there are other markets out there; there are for-
eign markets out there. One of the concerns—I will touch on user
fees in a second—is that if we take a certain action to shine the
light on, we move from the NYMEX to ICE, there are other mar-
kets out there. Is there a concern that we are simply shifting, that
we are not—let me back it up. Are we able to get our arms around
this issue? Are we able to provide consumers and others with some
sense of confidence that there really is transparency and account-
ability? Are we simply in a position where folks are going to shift
over to another market? Mr. Newsome and then Mr. Sprecher.

Mr. NEWSOME. I think certainly that could be a potential risk,
but I think when we focus strictly on the natural gas market,
which we are primarily talking about, in talking to major market
participants they estimate that roughly 90 percent of the over-the-
counter gas markets are now cleared. And in order to do that trad-
ing, today you come to ICE or you come to NYMEX. You have the
opportunity to do either.

First of all, there are no other energy exchanges that would even
come close to the kind of volume and expertise at either ICE or
NYMEX, none that have the opportunity to clear these over-the-
counter trades. So I think while it is a risk, I think the likelihood
of that happening is very low.

Senator COLEMAN. Mr. Sprecher.

Mr. SPRECHER. I respectfully disagree. In fact, I think in the re-
port there is actually an episode that is dialogued where Amaranth
called directly one of the other major funds and sought to move
that position directly between market participants. And it was only
after they could not successfully find the market participant did
they come to ICE. And I am not sure any of us here knows what
other positions they may have taken in the marketplace because it
is as a result largely because ICE has recordkeeping requirements
that we can see what happened on ICE. But we really don’t know
outside of ICE what happened. We have some anecdotal informa-
tion as a result of somebody saving call records or other things.

There are 75 execution venues other than ICE in North America.
Many of these are public companies, multi-billion-dollar public
companies, euphemistically called “voice brokers,” but generally
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using technology, not the telephone. And I think you have correctly
pointed out we want to make sure if we move to more account-
ability, we move the entire marketplace and we do it in a method
that will keep it in the United States and not move it offshore.

Senator COLEMAN. And I want to get my arms around this. Mr.
Sprecher, I am troubled by the fact that you have a regulatory
agency that directs Amaranth to limit positions and that we know
and they know that as they are saying that, literally they are mov-
ing to ICE

Mr. SPRECHER. Right

Senator COLEMAN [continuing]. In contravention of whatever the
hopes, the desires were in terms of dealing with this regulatory
issue. That troubles me greatly.

Mr. SPRECHER. It does me, too, by the way.

Senator COLEMAN. So the question is how do we get our arms
around it. One of the other issues that has come to us was user
fees, and, Mr. Newsome, you have expressed concern. I have talked
to others who have expressed that concern. The question with user
fees, I presume, is in this global market, financial markets that we
have, that we drive people to other markets. We had a panel at the
first hearing in which a number of professors said that we are not
going to drive people to other markets, that they want the account-
ability, they want the transparency. And so my sense was that they
would have concluded that user fees would not be problematic if
they were being used for greater enforcement.

Could you respond to that, both Mr. Sprecher and Dr. Newsome,
on that issue, on the impact of user fees? Dr. Newsome.

Mr. NEWSOME. I think the impact of user fees could be relatively
widespread. Again, I think a lot of people miss the point that a
user fee is already charged to customers trading futures contracts
on designated contract markets, and those fees go to fund the Na-
tional Futures Association, which does a fantastic job of record-
keeping, a lot of enforcement cases that the CFTC would have to
do, would have to handle if it was not self-funded by the industry.
So this would be a double tax that we would be asking the market
users again to pay to fund increases in the CFTC.

Senator COLEMAN. Mr. Sprecher.

Mr. SPRECHER. I probably differ with most of the people in my
industry in that I don’t think it is such a bad idea. But I am sym-
pathetic to the issue that is raised, which is how do you tax foreign
entities. About half of ICE’s revenue comes from outside the United
States in energy trading, and there is no question that increasingly
these 500 hedge funds that you are talking about are not nec-
essarily American funds. And we are seeing a large shift in energy
trading moving to London, which seems to be the city of choice.
And so the issue is do we create an unlevel playing field by charg-
ing some—just simply U.S. customers. If we could solve that issue,
then I think it is a good idea. If you cannot solve that issue, then
I think it is a bad idea.

Senator COLEMAN. We faced the same issue, by the way, with
IPOs, I think 25 being done in London markets. Again, I am trying
to figure out where we go with this. There is a problem. I do not
want to create a bigger problem in terms of what we do.
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Could you give us some direction as to how far can we go in en-
suring greater transparency and accountability at the same time
without moving markets overseas?

Mr. SPRECHER. Sure. I think the one benefit we all have as the
underpinning of these markets is that they work best when people
have confidence in them, and confidence usually comes by having
government oversight. So I do not believe that they necessarily will
move just because there is more oversight. And as has been widely
talked about here, ICE is now providing every trade electronically
to the CFTC so that they can see what is going on in our markets.
I think we could try to bring the rest of the markets into that
venue, and I think the CFTC would have a unique view of what
is going on in the market.

I do think that, really largely as a result of ICE, there has been
a greater interplay between the CFTC and the FSA in London for
information sharing. It is not that the London regulators don’t have
the same concern about transparent markets and what is going on
under their jurisdiction.

So I do think we can evolve to a regulatory umbrella of the major
economic centers and bring more transparency and information
sharing in. Then with a full view of things the CFTC sees the next
Amaranth, I think they are really the uniquely positioned entity to
have that view, which means de facto they need more staff, they
need more funding.

Frankly, ICE trades over 1,000 OTC swap markets. The CFTC
right now is only looking at something like 960, 970 futures mar-
kets. Just bringing ICE into that purview will double the size of
the view that they will have to have. So, clearly, they are going to
need more funding.

Senator COLEMAN. Mr. Chairman, are we going to have a second
round?

Senator LEVIN. Of course.

Senator COLEMAN. My time is up now, but I look forward to an-
other round of questions. Thank you, Mr. Chairman.

Senator LEVIN. Thank you.

Well, first of all, I am delighted, Mr. Sprecher, that ICE is going
to support Congress giving the CFTC the same authority to impose
position limits on the ICE exchange in the same way that CFTC
imposes them now on NYMEX. It comes as very good news, I be-
lieve, for consumers. I do not think ICE has ever taken that posi-
tion before. I do not think NYMEX has ever heard ICE take that
position before. But we are delighted to hear that.

There was a distinction which was drawn by ICE until now, and
maybe still is drawn, between a contract which is financially set-
tled and a contract which is physically settled—the contracts on
NYMEX being contracts which presumably are physically settled
until they are mainly financially settled. As I understand it—and,
Dr. Newsome, give us some statistics on this—the vast majority,
perhaps—what percent?—99 percent of the contracts on NYMEX
are financially settled, would you say?

Mr. NEWSOME. Yes, 99.9 percent.

Senator LEVIN. All right. So that there is a distinction without
a difference. The other attributes are pretty much the same. And
as you said, Dr. Newsome, they are functionally equivalent.
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I just wonder whether or not ICE has ever discussed with the
CFTC what you have said here today.

Mr. SPRECHER. Let me be clear in making my case to you. I be-
lieve that ICE and NYMEX can take more accountability and have
accountability limits. I don’t think position limits for the swaps and
derivatives market is a good idea because, really, position limits
are in place to prevent squeezes of physical products—the old play
that trades had years ago to try to squeeze a market going to deliv-
ery. There is no ability to do that on cash-settled markets, and as
NYMEX in its own testimony says, on its cash-settled products it
does not have position limits.

But what it does have and what I do think would be valid is
some accountability for large traders. And I think just as Dr.
Newsome has pointed out the problem with him seeing the whole
market, ICE will also not be able to see the whole market. And I
think that has to be aggregated to a senior view of most likely the
CFTC so that somebody can see the market.

Senator LEVIN. Would you respond to that, Dr. Newsome, that
distinction?

Mr. NEwsOME. Well, I think it is very critical for someone—the
CFTC being the appropriate entity—to see the entire marketplace.
I am very confident in NYMEX’s ability to manage risk of what we
can see, but, again, you can only manage what you can see. And
there are a number of pieces of the pie, and the two pieces of the
pie in which risk becomes aggregated are NYMEX and the Inter-
continental Exchange.

So I think to me it is common sense that somebody should be
able to see what is going on in both of the markets so that we can
manage potential systemic risk.

Senator LEVIN. Would you comment on Mr. Sprecher’s distinction
relative to the position limits between the two exchanges?

Mr. NEwsOME. Well, we have hard limits on our physical con-
tracts, and I want to make it clear that because we choose to trade
the physical contracts, we know that there is a higher level of regu-
lation that comes with that, because even though less than one-
tenth of 1 percent gets delivered upon, it is the threat of that phys-
ical delivery that we use as a tool to keep people honest in the mar-
ketplace.

In the past, our financial contracts, the position limits were all
aggregated into one, both the physical and the financial. We went
to the CFTC last fall and asked them to allow us to disaggregate
from hard position limits. So now we have the position account-
ability on our financial contracts, but the CFTC view was that it
was very important for us to have that accountability because of
the ability to see what was going on in our underlying physical con-
tract. So they felt comfortable with the accountability because we
could see the physical on our own market.

Senator LEVIN. Is the accountability level what triggers your pro-
hibition against excessive speculation and manipulation? Is that
what triggers it, that specific mandate to you?

Mr. NEwWsOME. Well, either one can trigger what we consider to
be excessive speculation. There is a bit more flexibility given to the
exchange on accountability levels to determine when they develop
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discomfort and when they don’t. The hard limits are hard limits,
and they are what they are.

Senator LEVIN. But you go after excessive speculation or you are
required to go after excessive speculation, at least in part because
of those accountability levels. Is that correct?

Mr. NEWSOME. Correct.

Senator LEVIN. And you are willing to undertake that, Mr.
Sprecher?

Mr. SPRECHER. Yes. Let me just say, I am not sure—with great
respect to Dr. Newsome, I am not sure the current system, how-
ever, is working. So to just replicate it does not sound like a good
idea.

Senator LEVIN. Well, whether the current system is working or
whether it is going to be improved, you are willing to operate under
that same system relative to accountability levels.

Mr. SPRECHER. Certainly, and just let me point out——

Senator LEVIN. That is new.

Mr. SPRECHER. Well, no, because what——

Senator LEVIN. You have not until now, have you? Are you bound
by those accountability levels now?

Mr. SPRECHER. The debate that has always been presented to us
is should these OTC swaps markets become designated contract
markets; in other words, contract markets where retail investors
can trade and where the government has specifically said they are
designated as the source of price discovery. I really don’t think
these OTC markets, which are major dealers interchanging risk
and hedging risk, is a place that we should say is the designated
source of price discovery. Dr. Newsome’s market really is that mar-
ket. It is the price of natural gas that we read about in the paper,
that we have all come to rely on, and I don’t think that that should
change, and that has been a consistent position.

Senator LEVIN. And that your swaps ultimately rely upon, right?

Mr. SPRECHER. They do. Absolutely.

Senator LEVIN. All right. Let me get to the specific question.
Right now, the NYMEX, as a result of its mandate from CFTC,
must go after excessive speculation under one of two requirements.
Do you have any problem being required by CFTC to go after ex-
cessive speculation?

Mr. SPRECHER. No.

Senator LEVIN. All right. That would be new. That kind of re-
quirement would be new, would it not?

Mr. SPRECHER. It would be new.

Senator LEVIN. All right.

Mr. SPRECHER. And what we are talking about, I think, is a com-
ni)oil ground on how to bring these OTC markets into some account-
ability.

Senator LEVIN. All right. That is not only new, it is important
new. And I think we are making progress here.

Mr. SPRECHER. It took an Amaranth.

Senator LEVIN. It took a long investigation, and maybe Ama-
ranth, in order to get to this point, but at least we are making
some progress. And we will have CFTC in front of us in a few min-
utes, and I hope they are willing to accept the responsibility now
to make recommendations for changes in law because they are long
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overdue and we have paid a real heavy price for the failure of our
law to have this mandate of the CFTC upon ICE.

There is a reference that you have made to the Enron loophole,
and I want to just clarify that because we have a different defini-
tion of the “Enron loophole,” and let me state it for the record.

How ICE defines the “Enron loophole” is one part of the Com-
modity Exchange Act that applied to Enron Online, a type of ex-
change called, as you put it, a “one-to-many” exchange, because all
traders have to trade through one party—Enron—in the case of the
Enron Online Exchange. And that is the way you define the “Enron
loophole.”

But we define it in a broader way, to include all of the provisions
that others got included in the Commodity Futures Modernization
Act to exempt energy and metals commodity trading from normal
CFTC oversight. Those changes in the law created exemptions and
exclusions that made it much tougher to police energy markets.
And for this hearing, and for my opening statement, that is the
way I used the Enron loophole, and I just want to get that out for
the record, and I don’t think you would disagree that there is a dif-
ference of definition here.

Mr. SPRECHER. I absolutely agree

Senator LEVIN. Your definition is a narrower one than mine.

Mr. SPRECHER. I agree. But we should for the record say that my
understanding is Enron had absolutely no oversight by the CFTC;
whereas ICE does and, in fact, pursuant to the “special calls,” is
now actually providing daily records to the CFTC.

Senator LEVIN. Records, but still no authority to direct.

Mr. SPRECHER. Correct.

Senator LEVIN. The way NYMEX has, not only the authority but
the responsibility to direct in order to prevent excessive speculation
and manipulation.

As I understand the question of swaps, there are accountability
levels for NYMEX swaps. Is that correct, Dr. Newsome?

Mr. NEWSOME. That is correct for back month positions

Senator LEVIN. And the accountability levels are triggers for your
reviews, and if a trade exceeds the accountability, NYMEX could
orde‘?r that trader to reduce its position in that contract. Is that cor-
rect?

Mr. NEwWSOME. That is correct.

Senator LEVIN. All right. And are the NYMEX natural gas swaps
any different from the ICE natural gas swaps?

Mr. NEWSOME. I think they are virtually the same.

Senator LEVIN. All right. I think you have already answered this
question functionally, but let me ask you again. In your written
testimony, Dr. Newsome, you said that the NYMEX price of a fu-
tures contract and the price of a related ICE swap typically differ
by perhaps a tenth of a cent. Is that correct?

Mr. NEwWSOME. Typically no more than that.

Senator LEVIN. Now, that would be about one-hundredth of a
percent of the price of a futures contract. Is that correct?

Mr. NEWSOME. Yes, sir.

Senator LEVIN. OK. I think, Mr. Sprecher, you have already indi-
cated that the price of the NYMEX contract and the price of the
ICE contract stay very close to each other.
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Mr. SPRECHER. They are definitely interrelated, yes.

Senator LEVIN. And as a matter of fact, the NYMEX price, the
final NYMEX price, is indeed part of your swaps contract.

Mr. SPRECHER. Yes. In other words, they converge absolutely.

Senator LEVIN. Right. Senator Coleman.

Senator COLEMAN. I just want to make sure that we all agree on
what we have here. As I understand it, NYMEX does not have set
position limits on its natural gas swaps. Is that correct?

Mr. NEwsOME. We have position accountability on the back
months.

Senator COLEMAN. Accountability.

Mr. NEWSOME. Yes.

Senator COLEMAN. So there are not limits, but there are kind of
triggers that you look at.

Mr. NEWSOME. There are ranges that we set for market partici-
pants. Again, you have a bit more flexibility in the position ac-
countability versus the hard position limits. But we have used that
authority to talk to market participants and require an appropriate
response.

Senator COLEMAN. And, by the way, does ICE in that sense have
a regulatory—do they have a competitive advantage in having less
regulatory costs?

Mr. NEwWsSOME. Well, I would certainly say yes.

Senator COLEMAN. What do you spend on regulation?

Mr. NEWSOME. In our Compliance Department, we spend over $6
million a year just on our direct costs at the exchange.

Senator COLEMAN. Mr. Sprecher.

Mr. SPRECHER. In that area of our business, we have much lower
costs, although we do have a “know your customer” kind of respon-
sibility in the OTC markets.

Senator COLEMAN. But trading ahead and market oversight are
two different things. You have a market oversight responsibility,
Dr. Newsome. Is that correct? Tied to working with CFTC.

Mr. NEWSOME. Correct

Senator COLEMAN. So I understand, in response to the Chair-
man’s questions, ICE then is receptive or open to what I would call
“market oversight.” Is that correct, Mr. Sprecher?

Mr. SPRECHER. Yes. And I also, though, want to follow on with
a line that has been consistent in your conversation, and that is,
I don’t think it should end at ICE. I think we really should try to
bring the entire over-the-counter market into an accountability
standard, because in a way we are pushing mercury around the
table. If they come off of NYMEX onto ICE and off of ICE, where
do they go next? I am not sure we have solved the problem. And
because ICE has been a successful company, and a public company
as well, sometimes we are viewed as a euphemism for the OTC
market. We are just one part of the market.

Senator COLEMAN. And having somebody have that big picture—
we will talk to the CFTC about that, but somebody needs to have
the big picture; otherwise, we will be pushing mercury around. Dr.
Newsome, do you agree with that?

Mr. NEWSOME. I agree completely with that.

Senator COLEMAN. And just so I understand, position limits, ac-
countability limits, NYMEX right now, your natural gas futures,
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futures contracts, those are physically settled. Do they have a dif-
ferent standard in your natural gas swaps?

Mr. NEWSOME. Yes. Until the fall, it was all aggregated into hard
limits.

Senator COLEMAN. I understand. But the point is that with your
futures, you have got hard limits.

Mr. NEWSOME. Right.

Senator COLEMAN. With your swaps, you have got triggers.

Mr. NEWSOME. We have accountability in the back months.

Senator COLEMAN. Is there a reason why they should not be the
same?

Mr. NEwsoME. I think that all financial contracts should have
position accountability at least in the back months.

Senator COLEMAN. Again, my concern as I sit here is I want to
make sure that accountability does not result—first of all, that it
has impact, that we have a big picture, and we are not simply
pushing mercury around somewhere else. That is clearly a concern
that I have. But the idea that—I mean, it is clear that, economi-
cally speaking, the physically settled, the futures, and the swaps
are essentially the same economically. Mr. Sprecher, do you agree
with that?

Mr. SPRECHER. The swaps settle on the final settlement price of
NYMEX so they absolutely converge. But there is a distinct dif-
ference, and that is, if you hold the physical contract, ultimately
you end up with natural gas. If you hold a swap contract, ulti-
mately you end up with the final settlement price.

Senator COLEMAN. But 99.5 percent of those contracts are sup-
posed to physically settle or financially settle, so maybe the word
“functionally equivalent”?

Mr. SPRECHER. They are, but I want to be clear, they are used
differently. The swaps are used by the very people I think we are
trying to protect, which are hedgers who want to make sure that
they hedge the exposure to the NYMEX price, and they want the
final settlement price, and they cannot get that at NYMEX be-
cause, by default, you must trade out of the contract at least a
minute or two before it finally settles; otherwise, you end up with
natural gas.

So the hedgers use the swaps. The people that are actually dis-
covering the price of natural gas use NYMEX’s physical.

Senator COLEMAN. Let me just ask, so I understand where we
are at today as we look to the future. Under current law, what re-
sponsibility does ICE have to monitor traders’ energy positions and
to ensure that they are not excessive?

Mr. SPRECHER. We have sort of a broad anti-fraud, anti-manipu-
lation responsibility, which generally is passing on to the CFTC
things that we may see, not because of specific oversight but just
in the general course of things, and also more often the comments
we get back from the marketplace, so we are more of a conduit for
information that then gets passed up. But because we don’t have
any specific remedy capability, all we can do is pass that up to the
CFTC.

Senator COLEMAN. And if we can just look back to Amaranth and
look back at what happened and try to look to the future so it does
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not happen again, what changes then in terms of remedy capability
do you think ICE should have and who should give it to you?

Mr. SPRECHER. Well, I think today, as we sit here, the CFTC
would have a pretty good view of ICE and NYMEX, and my hope
would be we could bring others into that. And, it may well be be-
cause a company may be, let’s say, long 10,000 contracts on
NYMEX, short 10,000 contracts on ICE, and technically be flat or
have no position, in which case neither Dr. Newsome would see
that nor would we see that.

So I think it would be up—the CFTC would have to help us have
the view, and then one of the two of us, and maybe our other col-
leagues in the OTC market could ask for those positions to be
brought down.

Senator COLEMAN. The last line of questioning. “Excessive specu-
lation”—we use that phrase a lot in our analysis, in our view. We
found substantial disagreement in the definition of “excessive spec-
ulation.” There are those who looked at Amaranth and said that
was not excessive speculation. I think the Amaranth trader may
have testified to that.

To both witnesses, Dr. Newsome and Mr. Sprecher, I will put all
the questions together. Can you define “excessive speculation”?
Should Congress define it, or should the CFTC define it? Dr.
Newsome.

Mr. NEWSOME. I think it is very difficult to define because it de-
pends on the market that is being traded, and markets that are
very liquid and deep and have multiple positions across months, it
is just extremely hard to get a handle on.

I think one of the lessons that we learned from the Amaranth
scenario was we—and the CFTC, I think, for the most part as
well—concentrated on the front months because that was the price
discovery component that everyone relies upon. We wanted to make
sure that that was not disrupted.

We did not concentrate as much on the back months, and I think
the lesson we learned from Amaranth was, as entities start build-
ing up these much larger positions in the back months, we have
already taken corrective steps to look at flexibility limits. We have
already started reaching out to customers to ask them to decrease
positions because of the importance of the back months as well.

But when you start looking at speculation and limits, whether
they are short one month, long another month, it is not just the
fact that they have a position; it is what that position is that
makes it very difficult to just, I think, draw a one-liner about what
is excessive in terms of speculation.

Senator COLEMAN. Mr. Sprecher, could you take a shot at it?

Mr. SPRECHER. I certainly can’t define it. Without putting words
in your mouth, I suspect you would have difficulty defining it. I
think by default it is going to have to be the CFTC.

The CFTC has in the past, for example, said that if a company
has 25 percent of the contracts in a market, that is an alarm bell
for them. We know from this report that Amaranth had 40 percent,
even 60 percent of the contracts in a market. So I think that just
seems like a big amount going into delivery of a contract. So
whether 25 percent is the right number or something around
that—we certainly, I think, could probably all agree that having 60
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percent of the open contracts in a delivered contract is potentially
a problem.

Senator COLEMAN. I would hope that the industry—I would hope
that the CFTC would move forward in this area. If Congress de-
fines it, you are probably not going to be happy with the way we
define it. We tend to operate with lead gloves when surgical gloves
are needed to—again, understand to keep markets vibrant, which
was, I think, mentioned just briefly in the opening statement. The
consumer benefits from the ability to speculate, from the ability to
hedge. The consumer benefits from liquidity in the market. The
consumer benefits from speculation. It is not just a gambler’s game
and for Wall Street bigwigs to make money. The consumer benefits
if the markets function. But if they do not function, then we get
concerned. And so I would hope that we would get a little help on
that issue, which I know is a difficult one.

Thank you, Mr. Chairman.

Senator LEVIN. Thank you, and I think we probably would all
agree—and I want to make sure Senator Coleman would agree
with us because I would not want to suggest anything that he does
not—give his last statement. But if there is excessive speculation,
the consumer gets socked. Would you agree with that? Or could get
socked.

Mr. NEWSOME. Yes.

Senator LEVIN. And that if there is manipulation, the consumer
gets socked.

Mr. NEWSOME. Absolutely.

Senator LEVIN. And that is why you folks are given a responsi-
bility to oversee the market to prevent excessive speculation and
manipulation. Is that fair?

Mr. NEWSOME. That is fair.

Senator LEVIN. And that you, Mr. Sprecher, are willing to sup-
port that change to give you that same responsibility?

Mr. SPRECHER. Yes.

Senator LEVIN. I think that is very helpful. And I agree, by the
way, with Senator Coleman, that we want folks to be able to hedge;
we want folks to be able to speculate; we want liquidity. It is the
excessive speculation and manipulation which our law 1s intended
to stop and which that loophole allowed. And that is why I think
now there is a growing—will be a growing momentum coming out
of today’s hearing. Hopefully, CFTC, who is here today, will join
the momentum, but we will find out in a couple of minutes.

In any event, one question, and this follows up on something
Senator Coleman also said, and that is the unintended con-
sequences. Is the way that we could make sure there are no unin-
tended consequences and we are not pushing mercury around to at
least cover the organized electronic markets in any over-the-
counter coverage? Would that be a way to describe it, organized
markets or electronic markets which are organized? You do not
want to get to the bilateral one-on-one conversation, right? No one
is trying to get to that.

Mr. SPRECHER. Well, I think that your report shows that the first
thing that Amaranth tried to do was a bilateral one-on-one deal to
get out from underneath these. So I am not so sure we shouldn’t
try to bring that in. It may be slightly different——
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Senator LEVIN. Of a certain size.

Mr. SPRECHER. Of a certain size or certain—I mean, just because
these people are voice brokers doesn’t mean they don’t know what
the position is. For crying out loud, they invoice the market partici-
pant for putting that trade together.

Senator LEVIN. Will you folks, both of you, be willing to submit
suggestions as to how we could define that for possible legislation?
Are you willing to do that, Dr. Newsome?

Mr. NEWSOME. Absolutely, Mr. Chairman.

Senator LEVIN. Would you do that, Mr. Sprecher?

Mr. SPRECHER. Sure, absolutely.

Mr. NEWSOME. And I think if I could just follow up on that, I
talked about the aggregation of risk earlier and how these markets
are linked, and the reality is that the same customers that trade
ICE trade NYMEX. They trade the positions for predominantly the
same reason. But when you get the aggregation of risk—and then
the CFTC has already spent quite a bit of time looking at when a
market starts to serve a price discovery function, that should be a
trigger as well for transparency and openness as to the positions
in that market.

So I think some work has been done, Mr. Chairman, and we will
be more than happy to assist.

Senator LEVIN. Thank you both. We appreciate it.

We will now move to our second panel. Let me now welcome our
second and final panel of witnesses for this afternoon’s hearing
from the Commodity Futures Trading Commission, CFTC. We are
pleased to have the CFTC’s Acting Chairman, Walter Lukken, and
one of the CFTC’s Commissioners, Michael Dunn.

Gentlemen, we are pleased to have you with us this afternoon.
We welcome you to the Subcommittee. We again appreciate the co-
operation of you and your Commission. You have heard the rule.
I think you were both here before, so you know what the rules are
of the Subcommittee, and I would like to at this point ask you both
to stand and raise your right hand. Do you swear that the testi-
mony you are about to give before this Subcommittee will be the
truth, the whole truth, and nothing but the truth, so help you,
God?

Mr. LUKKEN. I do.

Mr. Dunn. I do.

Senator LEVIN. Thank you. We will follow the same rule for tim-
ing. One minute before the red lights comes on, then you will see
a yellow light, and that will give you an opportunity to complete
your remarks. As I said before, we will print your entire testimony
in the record, and we ask that you limit your testimony to no more
than 10 minutes.

Mr. Lukken, why don’t you go first.
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TESTIMONY OF WALTER LUKKEN,' ACTING CHAIRMAN, AND
MICHAEL DUNN, COMMISSIONER, COMMODITY FUTURES
TRADING COMMISSION (CFTC)

Mr. LUKKEN. Thank you, Mr. Chairman, Senator Coleman. Com-
missioner Dunn and I appreciate the opportunity to discuss with
you the CFTC, our role with respect to the energy markets, and
your report’s conclusions.

Under the Commodity Exchange Act, the concept of “excessive
speculation” is based on trading that results in “sudden or unrea-
sonable fluctuations or unwarranted changes in the price” of com-
modity futures. This language has provided helpful guidance for
the agency in protecting the price discovery process. There is a dis-
tinction, however, between excessive speculation and manipulation.
Manipulation of market prices is a clear and undeniable threat to
the integrity of the marketplace and to the fundamental purposes
of futures markets, risk management, and price discovery.

A longstanding body of law defines the parameters of futures
market manipulation. Excessive speculation, on the other hand, is
a more fluid concept which Congress has enabled the Commission
and the exchanges to address by adopting rules or regulations es-
tablishing position limits or position accountability levels.

Futures markets require both speculators and hedgers. Specu-
lators provide the market liquidity to allow hedgers to manage var-
ious commercial risks. Placing limitations on the amount of specu-
lation that an individual or entity may engage in necessarily limits
the amount of liquidity in the marketplace and may limit the abil-
ity for hedgers to manage their risks, as well as the flow of infor-
mation into the marketplace. This in turn could negatively affect
t}ile price discovery process and the hedging function of the market-
place.

The Commodity Exchange Act provides that the Commission has
exclusive jurisdiction with respect to commodity futures and op-
tions trading on designated contract markets, also known as
DCMs, which can list for trading any type of contract and are open
to all types of traders, including retail participants. DCMs are self-
léeguléitory organizations subject to comprehensive oversight by the

FTC.

In the Commodity Futures Modernization Act of 2000, Congress
included a provision permitting a new type of trading facility
known as an exempt commercial market, or ECM, on which exempt
commodities such as energy products may be traded. Only eligible
commercial entities, generally institutional traders, may trade on
ECMs, ensuring that these markets are open only to sophisticated
parties that understand the risks associated with them.

ECMs, as well as transactions executed on them, are statutorily
exempt from most provisions of the act. The Commission does re-
tain fraud and manipulation authority over ECMs.

ECMs are subject to certain limited reporting requirements. In
addition, ECMs must maintain for 5 years and make available for
inspection upon request by the Commission certain records, includ-
ing audit trail information sufficient to enable the Commission to

1The joint prepared statement of Mr. Lukken and Mr. Dunn appears in the Appendix on page
178.
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reconstruct trading activity. The Commission also has the author-
ity to issue what is known as a “special call” for any information
from an ECM the Commission may deem appropriate.

Due in part to the lessons learned from the fall of Amaranth, the
CFTC has been utilizing its special call authority to receive daily
trader position information from ICE. This information helps us to
get a more comprehensive picture of the marketplace and, given
the similarities of ICE’s natural gas contracts to those traded on
NYMEX, assists us in overseeing the energy trading activities on
that exchange.

Despite the difference in regulatory authorities over DCMs and
ECMs, the Commission is aware that when markets trade similar
products or products that can be arbitraged, information regarding
activity in one market tends to be incorporated into the other. This
is almost certainly the case when large numbers of traders operate
in both markets, as is the case with NYMEX and ICE. This grow-
ing linkage of the markets along with the PSI’s report on Ama-
ranth is the basis for our regulatory discussion today.

After Amaranth’s collapse, the CFTC’s Office of the Chief Econo-
mist analyzed the situation using statistical evidence, including
data obtained from ICE. Amaranth has positioned itself to profit on
a spread position between the prices of natural gas contracts expir-
ing in the winter and the natural gas contracts expiring in non-
winter months. Such a strategy would have been profitable if the
prices for winter delivery futures contracts had risen relative to
prices for non-winter delivery contracts.

Amaranth began significantly ramping up this spread position in
the spring of 2006. As the spread price began to fall during the last
week of August 2006 through September, Amaranth’s losses
mounted. The unusually large spread price began to appear around
the time of Hurricane Katrina in 2005. As the PSI report points
out, this was the largest March/April spread ever observed. How-
ever, Amaranth did not begin accumulating its large position in
this spread until the spring of 2006. In other words, the March/
April spread was at a historically high level for many months be-
fore Amaranth began accumulating its large position.

The chief economist’s analysis of Amaranth’s trading data failed
to conclude that Amaranth’s trading was responsible for the spread
price level observed during 2006. The study found that changes in
Amaranth’s positions influenced market prices, and at the same
time changes in market prices influenced Amaranth’s positions. If
Amaranth were dominating markets, our economist would have ex-
pected these tests to have shown one-way causality where changes
in Amaranth’s positions would have influenced the market prices,
but market prices would not have influenced Amaranth’s positions.
However, the study showed that Amaranth and the market ap-
peared to have been reacting with each other reciprocally.

In the analysis, these changes in spread prices were consistent
with market fundamentals at the time. Amaranth established a
large spread position that could have only been profitable if the un-
usually high spread price had become even more unusually high.
Such a profitable scenario would have occurred if winter natural
gas supplies had been disrupted by, for example, an active hurri-
cane season in the Gulf of Mexico. In fact, the Gulf hurricane sea-
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son proved to be less active than predicted, and instead of a wid-
ening price relationship, the price difference narrowed consider-
ably, resulting in significant trading losses to Amaranth.

There are more details about Amaranth in our written state-
ment, but I would like to note that the Commission was aware of
Amaranth’s on-exchange activities in the months leading up to Sep-
tember through our regular financial and market oversight surveil-
lance, and that Amaranth’s account at its clearing broker was fully
margined at all times.

The Commission does not pick winners and losers in the futures
markets, but does work diligently, and did so in the case of Ama-
ranth, to ensure market integrity and the protection of the price
discovery process.

The futures markets have changed dramatically since the pas-
sage of the CFMA in 2000 and the creation of the exempt commer-
cial markets. Congress established these institutional markets
while calibrating the amount of oversight to the risks associated
with them. However, as the Subcommittee’s staff report lays out,
the regulated futures markets and exempt commercial markets
have become increasingly linked, and as a result, the public risks
associated with these markets have changed. The CFTC has recog-
nized this and has exercised its existing statutory authorities in
order to keep pace with this industry growth. I mentioned earlier
our special call for ICE trader information. More recently, the
CFTC has proposed an amendment to clarify that our existing reg-
ulations require large traders on regulated DCMs to keep informa-
tion relating to all of its positions in a commodity, including OTC
trading information, and to provide that information to the Com-
mission upon request.

However, the Commission is nearing the outer limits of its au-
thority and it is appropriate to have this open dialogue with Con-
gress and our fellow regulators about what other tools may be
needed to adequately oversee this marketplace and ensure fair
competition and integrity.

In closing, we appreciate the Subcommittee’s inquiries into this
complex and important area. The Subcommittee staff report looks
at a number of issues related to the CFTC and makes rec-
ommendations and conclusions that warrant further debate, which
we look forward to discussing with you today.

Thank you very much.

Senator LEVIN. Thank you very much, Chairman Lukken. I un-
derstand that statement represents the views of both of you. Is
that the note I was given? Or, Mr. Dunn, would you like to give
your own statement? You are free to proceed either way.

Mr. DUNN. Thank you, Mr. Chairman, and I would like to both
associate myself and disassociate myself with my colleague at cer-
tain times. But at this particular time, I do associate with both the
written and oral statement.

Senator LEVIN. Thank you, and thank you both.

Do you agree with our report that the prices on one of the two
exchanges in front of us today affects the prices on the other?

Mr. LUKKEN. Absolutely, Mr. Chairman.

Senator LEVIN. Why don’t we do this: If you differ with a state-
ment, if you want to interrupt at any time, feel free to do so.
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Mr. DUNN. I may never get to speak. [Laughter.]

Senator LEVIN. We will call on you at the end, then, to clean up
all of the comments you want to correct or make reference to.

The key law here which is being discussed is the Commodity Ex-
change Act, which directs you folks to limit trading to prevent ex-
cessive speculation, and I want to ask you: Do you have any prob-
lem with that mandate? Congress has told you this. You are sup-
posed to be stopping excessive speculation. Do you have any dif-
ficulty in enforcing that law?

Mr. LUKKEN. Absolutely not. I think as you have noted, excessive
speculation, that leads to unwarranted price fluctuations and un-
reasonable price fluctuations. So I think that modification of that
term is important because it talks about how excessive speculation
leads to potential manipulation and artificial prices in the market.
That is really where we have focused on our attention. In the expi-
ration month of these contracts where we have seen in the past ex-
perience of corners and squeezes in these physically delivered prod-
ucts, that is how we have interpreted that provision of our act.

Senator LEVIN. Now, the NYMEX has adopted position account-
ability levels in order to avoid excessive speculation. That is one of
the methods that has been used. They have also adopted position
limits.

Does it make sense to you that when they order a speculator or
trader to reduce its holding in order to avoid excessive speculation,
that speculator can just move to an unregulated exchange and do
the same thing? Does that make sense to you?

Mr. LUKKEN. I think when we looked at the situation, our man-
date is to protect the benchmark, which, as your last hearing point-
ed out very effectively, is utilized by utilities, public utilities and
others. That benchmark is NYMEX. They are the primary price
discovery market that we try to protect. And certainly we do that
through position limits, through surveillance, through our other au-
thorities in that area. However, when these speculators, as you
have noted through this chart,! have moved to ICE, even though
these prices are interrelated, we still believe—I personally believe
that we are still protecting the primary price discovery mechanism
in NYMEX by putting position limits on those areas.

Now, we did recognize, as you have noted that

Senator LEVIN. By putting position limits at NYMEX.

Mr. LUKKEN. Correct

Senator LEVIN. But there is no position limits at ICE.

Mr. LUKKEN. There is no position limits at ICE.

Senator LEVIN. OK. And there is no accountability levels at ICE.

Mr. LUKKEN. That is correct.

Senator LEVIN. So nothing is triggered at ICE, so all they do is
run over to ICE and engage in the very trades which your agent,
NYMEX, said they could not do anymore at NYMEX, and you just
acknowledged again that the price that is set—or the price that is
achieved at ICE affects the NYMEX price, right? They are inter-
related.

Mr. LUKKEN. They are interrelated, correct.

1The chart referred to appears in the Appendix on page 190.
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Senator LEVIN. So then let me ask you again. Is there any way
that CFTC should not be supportive of a rule which avoids the cir-
cumvention of the NYMEX order?

Mr. LURKEN. Well, I think, like I said, it has been our position
that through the physical delivery of contract, the primary contract
that is being utilized on ICE—or on NYMEX, excuse me, is pro-
tected by these position limits. Now, we have noted that there is
interrelationship between these markets, and now we receive daily
trading information to provide the transparency that your report
talks about that is needed in these markets. Since that trans-
parency has been provided to this marketplace, we have not seen
shifting between regulated markets and unregulated markets, ac-
cording to our surveillance staff.

So I think for the time being, we seem to be

Senator LEVIN. Do you want to wait until that happens?

Mr. LUKKEN. Well, we are monitoring it right now and

Senator LEVIN. And then what happens when you see it?

Mr. LUKKEN. Well, as noted, we do have full manipulation au-
thority

Senator LEVIN. No. I am talking about excessive speculation.

Mr. LUKKEN. Correct, but excessive speculation that leads to un-
warranted price fluctuations that really is getting at manipulation
in these markets. So we are not limited in any way in our manipu-
lation authority and can bring any type of enforcement action
against participants in these markets that may be trying to manip-
ulate through moving positions around.

Senator LEVIN. Let us go back to excessive speculation. You keep
going to manipulation. I keep talking about excessive speculation,
so let’s talk about excessive speculation. Your agent, NYMEX, en-
t%red an order, OK? Amaranth evaded that order by going on to
ICE.

Mr. LUKKEN. Correct.

Senator LEVIN. It did so on an exchange which had an effect on
the NYMEX price, and you agree to that.

Mr. LUKKEN. Correct.

Senator LEVIN. I am going to ask you again. By taking the posi-
tion you have, which apparently is either neutral or non-involved
or—well, I will leave it at that. Aren’t you, in effect, putting your
stamp of approval on the circumvention of the NYMEX order, your
agent’s order?

Mr. LUKKEN. Well, as I mentioned, I think that the positions that
were on ICE, because we are trying to protect the benchmark,
which is NYMEX, that was effective, the position limits on that
contract. The ICE contracts, really the Amaranth positions that
were put forward, were outer-month contracts. They weren’t the
nearby contracts that we were trying to protect, and that is one of
the lessons that NYMEX had mentioned, is we need to start look-
ing at some of these outer-month contracts as well, and we have
started to do that. We have the software and resources now to try
to do that.

Senator LEVIN. If you look at them and there is no authority to
do anything about it, all you are doing is coming in after the fact
and trying to find somebody after the damage has been done. Why
not prevent it? You have told NYMEX, we have told you to tell
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NYMEX, “Prevent it.” Why should we not tell you to tell ICE to
prevent it in order to sustain the NYMEX order? Why should you
resist that? You seem to be resisting something, and I do not know
why. You keep changing the subject when I talk about excessive
speculation. You change it to manipulation. I am trying to find out
why there is resistance on CFTC from supporting the NYMEX
order that there be a reduction in the holdings by somebody—Ama-
ranth—in order to avoid excessive speculation. Why are you resist-
ing it or appear to be resisting it?

Mr. LUKKEN. I am not resisting it. What I am trying to say is
that the hard limits, the position limits that typically are put on
physically delivered contracts, such as the NYMEX position, are ef-
fective at ensuring that the futures and cash prices converge so
that those prices function correctly, as they should.

ICE links itself to that benchmark. They in some ways freeload
off of that price discovery mechanism. So by doing so, we are not
as concerned with that influence and those prices because we are
really concentrating on the physical delivered contract that is hap-
pening in ICE.

Senator LEVIN. Which occurs in one-hundredth of 1 percent of
the time. You are concerned about a delivery that occurs almost
never and seem not to be concerned when your agent, NYMEX,
issues an order based on accountability levels. It was not a position
limit. It was based on an accountability level which triggered an
order. And if an order means something, and if we are going to pro-
tect the consuming public—I am not worried about, frankly, pro-
tecting the hedge fund or the speculator one darn bit. I am very
much concerned about protecting the public that is affected by the
prices which are impacted by that excessive speculation. They are
impacted by it. They have to have a stable price. They have got to
figure out what is it going to cost for winter gas because they are
running an institution or they are running a utility, so they want
a hedge. And it is a legitimate thing. They are the user, they are
the consumer. They are not the speculator.

So I am trying to figure out—again, you talk about position lim-
its; I talk about accountability levels which trigger an order. And
I want to find out why the CFTC, if you speak for the CFTC, seems
to be resisting something which even ICE accepts, at least as of
today. Try me again.

Mr. LUKKEN. Yes, Mr. Chairman, I do not want to come over like
I am being resistant to this idea. What I am trying to say is after
the Amaranth situation, we decided that these markets were
linked, as you had noted. We started to get more information, more
transparency in these markets, and to date that seems to have
been effective in these markets.

I think obviously, as a Commission, we have to adapt as these
markets evolved and as these markets evolve. And certainly Com-
missioner Dunn and I want to try to address these, and certainly,
as was noted by the prior panel, even on regulated exchanges,
there is some uncertainty on what is the most effective manner in
order to prevent either manipulation or excessive speculation that
leads to unwarranted prices.

So I think this is something we need to be open to. I certainly
think as a Commission we should discuss these ideas. But what I
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am trying to tell you today is that we have changed our practices
to address this type of situation, that it has been effective, and that
%‘ think that we have the authority to address these things in the
uture.

Senator LEVIN. You say it has been effective, but a disaster has
not come yet. You are going to wait for another disaster to give au-
thority and direction to the market, which has these huge specu-
lators in it—ICE.

Mr. LUKKEN. Sure.

Senator LEVIN. You are going to wait for the disaster, but you
are not going to prevent the disaster because you are not willing,
apparently, to tell ICE what you have told NYMEX: Prevent exces-
sive speculation. Don’t just clean up the act after the damage is
done. Prevent it.

And so the way NYMEX has prevented it, your agent, is they
have adopted an accountability level which triggers an action on
their part. And then that action is subverted by the inability of ICE
to take action to do exactly the same thing. ICE is willing, as of
today, to be given the responsibility to stop that subversion and to
protect the consumer. And yet you want to talk about openness and
transparency. That is fine. That gets you halfway there. That gets
you the information. But unless ICE does something about it and
can do something about it to stop excessive speculation, you are not
preventing the next Titanic, the next Amaranth.

Mr. LUKKEN. Right. And I think it is important to note, too, that
even though we are discussing ICE, a lot of this occurred also on
NYMEX, which does have these accountability levels, that they
were exceeded several times, as they noted in the prior panel. So
there is diligence that has to be on both fronts here, and we look
forward to talking about these issues and determining how to best
approach accountability levels, position levels, on both regulated
and non-regulated exchanges. And hopefully I could talk to—some-
day we might have a few more—you mentioned Mr. Dunn is one
of our Commissioners. He is our only Commissioner at the time.
Hopefully we might have a few more Commissioners that we could
talk about this, because obviously diversity of views is important
as a Commission, as it is in the Senate, and also I want to mention
my regulatory colleagues who are part of the President’s working
group. They have views on this. These decisions will affect some of
their markets as well. So I think it is important that we talk.

As Senator Coleman had mentioned, there may be consequences
to doing some of these actions. As you squeeze the balloon, where
does it go? I think these are all important things to talk about. I
don’t want to sound resistant to ideas. I am open to all these ideas.
But I am trying to say is that as of today, this seems to have
stopped the activity that your report points out. And if more is
needed, then we are open to those ideas.

Mr. DUNN. Mr. Chairman, if I may?

Senator LEVIN. Please.

Mr. DUNN. This is one of the times I would like to disassociate
myself a bit from my colleague. I am very concerned when on the
first panel the first day of these hearings, I read with a great deal
of interest of what those LDCs and others had to say. The primary
function for me of the futures and options market is to provide for
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risk mitigation and price discovery. Very clearly, those people that
testified before you thought that did not happen, and the reason
they thought it did not happen is because they thought there was
excessive speculation as you point out in your study.

I gave a speech back on September 8, 2006 in which I said I
wished that the Commission would do that type of study. But at
the end of that, I said I don’t really know if we would be in a posi-
tion to pick among different economic uses of particular futures
contracts, decide what should be discouraged, and what should not
be discouraged.

But very clearly, there is a problem here based upon testimony
that this Subcommittee has already seen, and that calls for us to
take some type of action, and you have had a great deal of discus-
sion between spec limits and the accountability level. Clearly, spec
limits are hard and fast. It is something that the exchanges put to-
gether and say here is where you have got to go. They run it by
us for our concurrence on this.

That doesn’t happen with accountability levels. That is some-
thing that is more dynamic. It is an ongoing thing. We are not told
when those accountability levels change out there, and that is be-
cause it is dynamic, and what happens is an exchange will call in
that particular trader and say, “What is your game plan? What are
you trying to accomplish here?” And then they have to consider as
an SRO that what that individual is doing and whether or not it’s
going to have an impact in the marketplace.

I think your study points out that there were spikes in this mar-
ket that took place that had an impact, especially on those other
people that were using this market for risk mitigation, and the re-
sult of that alone should say we ought to take some type of action
to make sure this doesn’t happen in the future.

Senator LEVIN. Thank you very much. Senator Coleman.

Senator COLEMAN. Thank you. I have been pretty consistent
about raising the issue of assessing the unintended consequences
of extending CFTC regulation to electronic over-the-counter ex-
changes like ICE, because I think it is important that we have to—
let’s understand the impact of what we do.

Having said that, what is troubling, Mr. Lukken, from your testi-
mony is when you talk about protecting the benchmark and feeling
that you accomplished that when NYMEX told Amaranth that they
have got to lessen their position, you do not seem at all troubled
that Amaranth’s response to that was to essentially disregard it by
simply moving to another market.

So NYMEX says lessen; they do not lessen at all. They simply
move from physical to swap; they move from regulated to unregu-
lated, which clearly the economic distinctions are little—at least at
that time. And so my concern is, as we move forward, that I want
to make sure that the CFTC has a concern about if directives are
given in one market that their folks can simply move somewhere
else. And you do not seem troubled by that because “the bench-
mark is protected.” I find that very troubling.

Mr. LUKKEN. Let me clarify what I meant, and I apologize if 1
came across as not caring that these positions may be moving.

We have, as I noted, adopted these positions—or this large-trad-
er-like information that we are now receiving from ICE. My sugges-
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tion would be that when we see these types of movements, our sur-
veillance staff in essence call these folks up and say, Well, why are
you doing this? You were once on ICE—or NYMEX trading these
positions. Now you are on ICE with the same speculative behavior.
Why are you doing this? We have enforcement authorities that we
c}z;n ?take against you. Do you have economic justification for doing
this?

That sort of deterrence I think would be very effective. Again, we
may not have every regulatory tool in the toolbox, but we have a
big hammer with our manipulation authority that we can send sub-
poenas, we can bring these people into court, if we find that their
activities are problematic.

So it is not that we are ignoring this information now. We see
it. It is transparent, and we can take action with our enforcement
authorities to go after this type of behavior.

Senator COLEMAN. So if NYMEX has accountability limits, if
NYMEX allowed Amaranth to trade above its own established ac-
countability limits, does it make sense for ICE to adopt the same
accountability limits? I am trying to figure out where we go with—
and, again, understanding that at a certain point someone has got
to have the big picture. And you are the folks with the big picture.

Mr. LUKKEN. Right.

Senator COLEMAN. But you have got to be willing to use the au-
thority. You have to be willing to say if there is a problem, we are
going to deal with it, rather than simply saying we have protected
a benchmark and anything beyond that does not seem to be our
concern. You have clarified that somewhat.

Mr. LUKKEN. Yes.

Senator COLEMAN. But should NYMEX have the same account-
ability limits for its natural gas futures contracts and natural gas
swaps, there is a distinction. NYMEX at least has some account-
ability; they have some triggers. Should ICE have the same trig-
gers?

Mr. LUKKEN. Well, there should certainly be someone watching,
whether it is ICE or us. And so, yes, if they are exceeding account-
ability levels on NYMEX and we feel that the activity on ICE is
affecting NYMEX, that is a problem for us. We need to make sure
that we are policing that correctly by calling those folks up—a lot
of what we do in our surveillance activity is called “jawboning,”
where we just call them up and say, “What are you doing here?
Why are you doing it?” It proves to be very effective. It is very lim-
ited that we have ever used our emergency authority to try to lig-
uidate positions. It has only happened four times back in the
1970s, in fact. But most of the time it is this deterrent activity, this
jawboning that allows us to get people to back away from these
types of positions.

I would certainly, as Acting Chairman, encourage our staff to
make those types of phone calls. When people exceed accountability
levels on NYMEX and move those beyond into ICE, that is trou-
bling. It should be troubling, and I think Commissioner Dunn and
I both find that activity troubling.

Senator COLEMAN. I think Mr. Sprecher testified that account-
ability levels are needed on ICE and should be extended to that ex-
change. Do you agree with that?
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er LUKKEN. I think that is something we should be open to, cer-
tainly.

Senator COLEMAN. Mr. Dunn.

Mr. DUNN. I definitely think there ought to be accountability lev-
els, and I think there also should be some exploration of actually
putting in spec limits.

Senator COLEMAN. “Excessive speculation”—is there a clear defi-
nition of “excessive speculation,” Mr. Lukken?

Mr. LUKKEN. I think it has to be tailored to the markets that you
are looking at. It really depends on whether it is nearby months,
outer months, the types of markets, physically delivered, cash set-
tled. I think it really should be given to the experience of our sur-
veillance economists who have hundreds of years of experience
looking at these markets. But it is something that I think is worthy
of a discussion. I think it is something that we as a Commission
should look at to determine, OK, where is the guidance here, be-
cause we really haven’t until this has happened, we really hadn’t
put forward much effort to look into what is excessive speculation.

Certainly as a Commission, I think it is worthy of discussion and
study to determine if there is guidance in this area that is nec-
essary to help us go through this, to help us provide some prin-
ciples in this area so that we combat excessive speculation that
may lead to unjustified or unwarranted price fluctuation.

Senator COLEMAN. There has been some discussion about the
image of moving mercury around, so if we move forward with ICE
having not just greater reporting requirements, which they have,
but, in fact, some enforcement and account limits, which they do
not have presently but appear to be open to, what is the danger
of trading moving elsewhere? And how do you get yourself in a po-
sition to kind of see the big picture and to make sure that we are
simply not moving something from a regulated to an unregulated
environment? Mr. Lukken and then Mr. Dunn.

Mr. LUKKEN. Well, most of the natural gas trades are on an ex-
change-like facility. I think it is only 10 percent that happens in
the bilateral market. So I don’t think there is an enormous impact
of things pushing into the bilateral market. These markets want
exchange-like transparency, and the clearing that is available to
them. That is important. But, this is always a concern I think you
need to have, is how much regulation is necessary, and it needs to
be tailored to the risks associated with them. I think your Sub-
committee has adequately pointed out what the risks are here and
how best to do that without pushing these markets either overseas
or into these dark markets, as you have talked about. But, regula-
tion shouldn’t—we should make sure that we are meeting the
risks, and unintended consequences, we should be aware of them,
but unless we are addressing the risks to these marketplaces, that
is the most important thing that we should consider here.

Senator COLEMAN. Mr. Dunn.

Mr. DUNN. Senator Coleman, I think a very important point that
I thought I heard Mr. Sprecher say in his testimony was that he
was open to having core principles apply to ICE, which they cur-
rently don’t. That would imply to me that they would also have a
compliance staff similar to what we currently see at NYMEX. That
gives us someone with our staff to bounce things off of and so that
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we can talk about these situations. Since they don’t have a compli-
ance staff now, it is very difficult to call up and—do we call Mr.
Sprecher and say, “We have got a problem here”? Just the make-
up of how do you go about doing some of this I think would be
taken care of if, in fact, we did have some kind of core principles
that would apply to them as well.

Now, remember, there are only about 12 of these acting ECMs
out there right now, and when we look at the future, I mean, we
didn’t think there would be one this big at this time when the
CFMA was passed back in 2000. So we have to look at unintended
consequences: What is it going to be in the future? What are we
going to do when there are 10 or 20 ICEs out there? And how do
we do our work? This is certainly something that you later make
a recommendation on near and dear to my heart, is that we have
adequate staffing and technology to be able to conduct oversight
over what Congress has given us.

Senator COLEMAN. Let us make sure that we get a response to
that. We have not had a lot of discussion about staffing and tech-
nology. But I presume all this comes at a cost.

Mr. LUKKEN. Absolutely. We are struggling to maintain our cur-
rent mission at the agency of regulating DCMs. So anything that
we add to the table means something drops off. I am happy to see
that the Subcommittee for Appropriations that oversees our agency
is marking up a bill tomorrow. Hopefully they give us appropriate
resources to do our job. But certainly if other markets come into
our purview, that is going to come at a cost. But, technology is
something that is so important. We are a technology agency. Tech-
nology gives us the tools to do this type of surveillance. It is from
Amaranth that we learned we need to start looking at these outer
months, and now we have the surveillance technology to help do
that. That I think was part of Recommendation 2. That is some-
thing that is important. But resources is definitely an issue for us,
and whatever authorities are provided, it has to be matched with
the resources to adequately uphold those authorities.

Senator COLEMAN. Thank you, Mr. Chairman.

Senator LEVIN. Thank you.

Mr. Lukken, do you think it is important to prevent another epi-
sode like Amaranth or just punish a perpetrator who violates the
law?

Mr. LUKKEN. I think preventing is always the first priority at our
agency.

Senator LEVIN. Why is it that you talk about your agency
jawboning but seem to be resisting giving to ICE the same author-
ity and responsibility that they are willing to accept that NYMEX
has to do the jawboning and action themselves? Why differentiate
there?

Mr. LUKKEN. Well, what I am saying is that we can accomplish
much of what giving that to ICE would accomplish.

Senator LEVIN. But why? Why not tell ICE to do what NYMEX
does?

Mr. LUKKEN. I think that is certainly an option.

Senator LEVIN. But why not exercise it? What is your reluctance?

Mr. LUKKEN. It is not reluctance.
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Senator LEVIN. I am trying to get to—there is a resistance. I am
trying to understand it, and I do not.

Mr. LUKKEN. Well, I think what we are trying to do is make sure
that we accomplish the goal of preventing an Amaranth-type situa-
tion, either its collapse or the fact that maybe unreasonable prices
may have happened as a result of that.

Senator LEVIN. Why wouldn’t assigning ICE and other exchanges
to do that, giving them responsibility the way you have NYMEX,
achieve that goal?

Mr. LUKKEN. It would be one way of achieving it. Another way
is, as I mentioned, us receiving information about this and using
our own jawboning and surveillance techniques to prevent that
type of build-up on an ICE-type platform.

Senator LEVIN. Why not do that with NYMEX? Why not take
away their authority, their responsibility? Take it on yourself to
jawbone the NYMEX speculators. Why not do it that way with
NYMEX?

Mr. LUKKEN. Well, I think this is a legacy of self-regulatory orga-
nizations that—self-regulation existed before we existed in those
exchanges, 200 years or 150 years ago. So this is a legacy issue.

But, as these markets evolve, as I mentioned we need to make
sure that we are on top of these. There may be a point in time
where we need to ask ICE to do this, but what I have said today
is that the trading information that we receive, our ability to jaw-
bone them as a result of that trading information has been shown
to be effective so far.

Senator LEVIN. It was not shown effective with Amaranth. You
received that information, didn’t you?

Mr. LUKKEN. We were not receiving that information at the time
of Amaranth.

Senator LEVIN. You did not know anything about the move to
Amaranth? None of your staff was aware of that?

Mr. LUKKEN. I don’t believe

Mr. DUNN. Not until after the fact.

Mr. LUKKEN. Not at the time, Mr. Chairman.

Senator LEVIN. What about leveling the playing field between
NYMEX and ICE? Do you support those efforts?

Mr. LUKKEN. As long as it is done on a regulatory basis. I think
we are trying to match what the risks of each marketplace might
be and the type of regulation we put on them. As I mentioned,
ECMs are only institutional markets. There is no retail participa-
tion directly on those marketplaces. There is only principal-to-prin-
cipal trading. A lot of what we do as an agency is try to prevent
trading abuses where traders brokering for other traders may trade
ahead of people. That doesn’t exist on ICE, so those authorities are
not necessary.

So, there are certain parts of these markets that are different,
as Mr. Sprecher pointed out, that they are different, requiring a
different tailoring of regulation than a full-blown DCM designation.

Senator LEVIN. But the speculation that occurs on ICE has an ef-
fect on the NYMEX price. You have agreed to that.

Mr. LUKKEN. It can.

Senator LEVIN. So how are you then protecting the NYMEX
benchmark? If the speculation occurs unregulated on ICE and the
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ICE price affects the NYMEX price, how is the NYMEX benchmark
protected?

Mr. LUKKEN. Well, I think, as I mentioned, if this Amaranth-type
situation would occur today, our staff would see that.

Senator LEVIN. How was it protected before?

Mr. LUKKEN. Well, it wasn’t. As these markets have evolved and
become more linked, this is something, a lesson that we learned
from Amaranth.

Mr. DunN. Mr. Chairman.

Senator LEVIN. Mr. Dunn.

Mr. DuNN. Could I address your first questions about what do we
do and, in essence, how do we prevent this? I think in your first
study that came out—and, by the way, let me commend the staff
for both studies. But the first study, which said there has got to
be a cop on the beat, is really something that bothers me, that
there is a perception out there, in large part in the energy markets,
that we are not watching, that no one is paying attention. In fact,
we have got folks on tapes giggling about nobody’s watching us,
they can do whatever they want. And we don’t have a cop on the
beat, I think, in real time, in this particular instance, but we do
have a very good enforcement group that can go back and look at
fraud and manipulation.

I think a great deterrent to this is for us to be able to bring some
cases, and certainly we did that in the Enron issues. We only have
civil money penalties that we can give them. I have asked our en-
forcement people to share information with the Department of Jus-
tice, States’ Attorney Generals, and others so that some criminal
actions can take place in some of these issues as well so that there
is a real consequence being paid by the individuals that partake in
things that are purely and very clearly fraud and manipulation.

Mr. LUKKEN. I would just like to join my colleague, too. What is
troubling—and your report points it out—is the perception out
there that these markets are somehow not policed. And perception
is very important in this. People are basing prices off of these mar-
kets, and I think that is something as a Commission we need to
be more active in making sure to educate folks what we do, what
the limitations are, are we doing enough, to talk with industry
groups, to talk with other regulators in this area.

I have been on the job a week as acting chairman, so I hope to
hit the ground running with Commissioner Dunn and hopefully a
couple other commissioners once they get confirmed and try to look
into some of these issues. Are we doing enough? Should more hap-
pen in this area? We have done some, but maybe more is needed.
And I think it is important to keep the perception that we are
doing our job. It is important that is the perception, that we are
doing our job.

Mr. DUNN. There is a way, Mr. Chairman, Senator Coleman, that
we can get that attention. According to the regulations, anytime
that ICE gets a formal complaint, that is supposed to be passed on
to the CFTC so that we can go out and examine that. So there are
opportunities out there for someone who thinks that there has been
manipulation or they have been damaged as a result of activities
that take place on ICE, that it can get to us. And certainly, as I
read those testimonies of those folks that were on your first day of
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hearings out there, there were a lot of people out there that feel
that us going after somebody after the fact is too late, they have
already spent too much money that affects them for their busi-
nesses and their heating of their home.

Senator LEVIN. Well, that is exactly right. Most of the function
of the cop on the beat is to deter crime, not to chase the guy after
he has shot somebody. And this is the way the CFTC describes its
authority. This is CFTC now. “In contrast to its authority over des-
ignated contract markets and registered derivatives transaction fa-
cilities, the CFTC does not have general oversight authority over
exempt commercial markets. Exempt commercial markets are not
registered with or designated, recognized, licensed, or approved by
the CFTC.”

What I am afraid hearing today is you maybe want to keep it
that way. I have to tell you, that is what comes through from your
testimony today—not from Mr. Dunn’s. From your testimony today
where you draw some kind of a distinction, which I fail to under-
stand, between why it is important that NYMEX have the author-
ity to prevent, to deter, to go after excessive speculation before it
causes damage, and your insistence that, well, you would rather
the CFTC, when it comes to ICE, be the one that is going to get
reports and oversee it does not give me much confidence that that
is the way to go. And I do not understand the distinction. They are
functionally equivalent. There is no difference about that. They are
functionally equivalent markets. And yet CFTC, you are the cop ul-
timately, and you seem to say, hey, get NYMEX on those trades,
but when that action of NYMEX is subverted by what is allowed,
just move it over to an unregulated market, you are saying, well,
we will get reports on that, and if there is a claim of fraud or ma-
nipulation, then we will move in after the shark is gone.

Mr. LUKKEN. It is not that I oppose that idea. I think it is some-
thing that we should be discussing as a Commission, also with
other regulators. So as you mentioned, these markets have evolved
over time. What was true 5 years ago is not true today. It is some-
thing we should discuss. Maybe that is needed. But there are con-
seguences to adding additional regulation, as you have pointed out
today.

Senator LEVIN. There always are. But there is regulation with
NYMEX. That is a regulated market.

Mr. LUKKEN. Correct.

Senator LEVIN. It has got consequences. This is what the Ama-
ranth head energy trader had to say in an e-mail: “Everybody is
high on ICE these days.” He is writing to somebody. “You think it
had its day or more to go?”

And then he says, “One thing that’s nice is there’s no expiration
limits, like NYMEX, clearing.” In other words, this is a lot easier.
“And this alone,” he says, “will keep it—ICE—strong.” No limits
like NYMEX, and that is going to keep ICE strong. And I hope we
are going to hear back from CFTC. If you say it is worthy of discus-
sion, we hope you will take it up, discuss it, and let this Sub-
committee know what you are going to do, if anything.

Senator Coleman.

Senator COLEMAN. Just to follow up, just to be optimistic, and I
want to be optimistic that this report and these hearings hopefully



102

have generated discussion, and obviously the concern that we have,
the ability to simply move from regulated to unregulated is some-
thing that has to be dealt with. It puts consumers at risk.

It is interesting, because I have a different e-mail that I was
looking at, again, from the Amaranth trader, who also talked
about—said that we have exchange limits, and then somebody re-
sponded, “You got me confused.” He says, “On NYMEX, not on
ICE.” And then he says, “For June expiration.” But then he says,
“They settle the same.” And so, clearly, they get it. It is important
that we get it.

Just one other area that I want to touch upon, and we are as-
suming—and I think we are moving at a path that—giving ICE the
ability, the authority to regulate. If a concern is resources, wouldn’t
it make sense to extend some regulatory oversight responsibilities
to ICE so that it is less of a burden on you at CFTC?

Mr. LUKKEN. That would make some sense, yes.

Senator COLEMAN. And if you do that—just, again, because I am
concerned about squeezing the balloon, as you talked about—how
do we handle the other 17 exempted electronic OTC energy ex-
changes? What can you do with that? How do you bring them into
the mix?

Mr. LUKKEN. A lot of these markets are not in any way linked
to our regulated markets. They are very innovative exchanges, in
some ways incubator exchanges. There would be some way to have
to distinguish between those markets and a market like ICE that
really has become an exchange-like facility. And I am not sure—
it is difficult to draw that delineation, but somehow that would
have to be done.

Senator COLEMAN. One of the concerns—we have used this
phrase “unintended consequences.” I think perhaps we should dis-
cuss it. I presume a concern is that if we raise the cost of regula-
tion to a certain degree, these exchanges, the small ones, simply
move offshore.

Mr. LUKRKEN. Correct.

Senator COLEMAN. And then we have no control, no trans-
parency.

Mr. LUKKEN. Yes, the one in London—this is happening in our
capital markets in some respect. So I think the concern is making
sure that the regulation fits the risks, and that is, I think, what
this Subcommittee is trying to do, what we as a Commission try
to do. I want to say that I am optimistic, too. I don’t want to sound
like we are being resistant or I am personally being resistant. This
is new territory for me, so I am hopeful that we can get together
as a Commission to talk about these ideas and come back to this
Subcommittee if we can reach some conclusions about what needs
to be done in this area.

Senator COLEMAN. And raise the issue of the voice-brokered mar-
kets, with electronics today there are a lot of things that can go on.
It was clear in Amaranth that they were looking to move, if they
could have done a voice-brokered deal bilateral, they would have
done that. Can you talk to me a little bit about monitoring preven-
tive excessive speculation price manipulation when you are dealing
with something as opaque as the voice-brokered markets?
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Mr. LUKKEN. Some of it has to do with whether these are stand-
ardized contracts or individually negotiated contracts. It would be
very difficult for us and very resource-intensive for us to take every
individually negotiated bilateral contract and try to make some
regulatory use of it. It would be sort of garbage-in, garbage-out
type of a problem for us.

So we want to make sure that whatever we are getting has some
relevance to the price discovery process. I think there are maybe
some areas that have some relevance, but it is of limited use. So
I think it is going to have to be a question of resources and cost/
benefit analysis in that area.

My personal feeling is that bilaterals haven’t been really im-
pactful on the price discovery process. It has mainly been these
standardized exchange-like facilities that have been linked.

Senator COLEMAN. And I look forward to that discussion. In a
simplistic sense, we can regulate all of this, but there is then a cost
and there is a price. And is it worth the price? And what is the
ccl)st? ?And, again, does it ultimately drive things to a more opaque
place?

I look forward to the discussion, but it is very clear to me—and
I have, again, been very concerned about the unintended con-
sequences. But to listen to the Amaranth people and to listen to
the ICE and NYMEX folks, who we issue an order—NYMEX issues
an order, says to Amaranth, “You have got to lower your position,”
and it is like me telling my kids to do something and knowing that
they are just going to go over and totally ignore that, and have peo-
ple have a sense that we have accomplished something.

I would suggest that does not provide the protection that you
were talking about and that piece has to be dealt with, and I think
the question is how do we deal with it in a way that actually
makes a difference.

Mr. LUKKEN. Right.

Senator COLEMAN. Thank you, Mr. Chairman.

Senator LEVIN. Thank you very much.

Just a couple questions. Do you know if the President’s Working
Group has taken a position on this matter?

Mr. LUKKEN. I am just a recent member of the President’s Work-
ing Group, so I am not sure if they—on the matter of position lim-
its or

Senator LEVIN. No. On whether or not we should have ICE being
given responsibility the way NYMEX has to enforce our laws.

Mr. LUKKEN. I am not aware. Not being a member of the Presi-
ﬁent’s Working Group until recently, I am unaware of whether they

ave.

Senator LEVIN. Whether there have been any discussions be-
tween CFTC and the working group on any of the issues we have
discussed today?

Mr. LUKRKEN. I think there has been discussion on Amaranth and
the follow-up from Amaranth. The President’s Working Group, I
think, what were the concerns that arose out of Amaranth, includ-
ing many of the issues we discussed today.

Senator LEVIN. And CTFC, have you had discussions on this?

Mr. LUKKEN. We have had some follow-up on Amaranth itself,
and——
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genator LEVIN. No. In terms of the subject that we talked about
today.

Mr. LUKKEN. We have not.

Senator LEVIN. How come? It has been a year.

Mr. LUKKEN. On the authority of whether 2(h) should be——

Senator LEVIN. Yes, how to avoid another Amaranth.

Mr. LUKKEN. Well, we certainly have taken measures since Ama-
ranth within our existing authority to try to prevent that type of
a situation in the future.

Senator LEVIN. In terms of additional authority, though, you
have not discussed that?

Mr. DUNN. I have discussed it with my staff on what would be
some

Senator LEVIN. As a Commissioner, have you done it?

Mr. DuNN. I have not done it as a Commissioner.

Senator LEVIN. OK. Let me just summarize. Amaranth engaged
in excessive speculation. The victims were consumers who got hit
with inflated prices, distorted prices. CFTC did not realize what
happened at the time. The Subcommittee has spent a lot of time
analyzing this. We have analyzed the NYMEX and the ICE data
to figure out what happened. It is clear what has happened here
and that when a speculator or trader was told by the agent of the
government agency to reduce its position, instead of carrying out
that order, it bypassed it, undermined it, circumvented it by just
going to an unregulated market. It seems to me that totally
thwarts the purpose of our statute. It thwarts the purpose of the
CFTC giving NYMEX the responsibility that you have given it to
stop excessive speculation.

I do not see from what I have heard today that at least the act-
ing chairman is aggressively interested in doing what apparently
ICE is willing to do, which is to step into the breach and to enforce
some rules against excessive speculation. There is a willingness to
talk about it, apparently, but that does not seem to be very respon-
sive to what is an obvious willingness on the part of ICE to do
what NYMEX does, which is to stop something which hurts people.

We all agree excessive speculation hurts consumers. Everyone
agrees with that. There is a law against it. It may not be defined
in the law. It is enforced. And if it needs definition, you folks
should give it definition. That is your responsibility. We have not
heard any murmurs from you folks about defining “excessive specu-
lation.” If it needs to be defined, go ahead and define it. But it is
not acceptable to this Senator to just have the independent agency
which is supposed to be enforcing law against excessive speculation
to take a fairly lukewarm response, to give a lukewarm response
when there is such a proven problem here which has cost a lot of
people, a lot of consumers, a lot of users a lot of money.

I hope that the CFTC will do what you, the acting chairman, now
say it will do. Long overdue, as far as I am concerned. I hope you
will take it up, discuss the possibilities, give us your thoughts and
your recommendations in terms of legislation. These have been ex-
tremely valuable reports and hearings. I think everybody will ac-
knowledge that, regardless of what position they are in or what
view they take of the issue. Our staffs have done an extraordinary
job of digging for over a year. Millions of transactions have had to
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be analyzed, and what has been demonstrated is something which
is pretty shocking and which has got to be prevented, not just re-
sponded to after the fact.

So I will turn to Senator Coleman and see if he has any final
comment.

Senator COLEMAN. I think you have done an excellent job of sum-
ming up. I look forward to the ongoing conversations and, beyond
that, subsequent action to increase accountability and increase
transparency. Clearly, there are lessons to be learned from Ama-
ranth, and I would hope—and I firmly believe that we all under-
stand the key is to make sure it does not happen again, to use the
powers that we have, and if there is additional power that is need-
ed, either the agency itself or, again, even working with ICE and
others, that we would move forward in that direction.

I thank the Chairman and again want to applaud the staff, who
I think has done a tremendous job. Thank you.

Senator LEVIN. Thank you. Thank you all.

Mr. DunN. Mr. Chairman.

Senator LEVIN. Excuse me. Please, Mr. Dunn.

Mr. DUNN. In earlier testimony, one of the folks that testified
here used an excerpt of a speech that I gave back on September
8 of last year. I would like for the record to insert the entire ex-
cerpt that I gave on the energy matter during that speech, if I may,
please.l

Senator LEVIN. Of course. That will be made part of the record.

Mr. DUNN. Thank you, sir. Thank you both.

[Whereupon, at 4:59 p.m., the Subcommittee was adjourned.]

1See Exhibit 16 which appears in the Appendix on page 904.
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ON BEHALF OF THE AMERICAN PUBLIC GAS ASSOCIATION
BEFORE THE SENATE HOMELAND SECURITY AND GOVERNMENT
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PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

JUNE 25, 2007

Chairman Levin, Ranking Member Coleman and Members of the Committee, I
appreciate this opportunity to testify before you today and 1 thank the Committee for
calling this hearing on the important subject of natural gas market transparency. My
name is Arthur Corbin and I am the President & CEO of the Municipal Gas Authority of
Georgia. The Municipal Gas Authority of Georgia is the largest non-profit natural gas
joint action agency in the United States. Our agency is made up of 76 publicly-owned
natural gas distribution system members in five states: Georgia; Alabama; Florida;
Pennsylvania; and Tennessee. Our principal role is to supply all the natural gas
requirements of these systems. Together, our members meet the gas needs of

approximately 243,000 customers.

I testify today on behalf of the American Public Gas Association (APGA). APGA is the

national association for publicly-owned natural gas distribution systems. There are

(107)
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approximately 1,000 public gas systems in 36 states and almost 700 of these systems are
APGA members. Publicly-owned gas systems are not-for-profit, retail distribution
entities owned by, and accountable to, the citizens they serve. They include municipal
gas distribution systems, public utility districts, county districts, and other public agencies

that have natural gas distribution facilities.

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 or other abusive market
conduct. APGA strongly believes that this level of transparency currently does not exist

and this has directly led to a lack of confidence in the natural gas marketplace.

The economic links between the natural gas futures contracts traded on the New York
Mercantile Exchange (“NYMEX™) and those contracts, agreements and transactions in
natural gas traded in the over-the-counter (“OTC”) markets are beyond dispute. Without
question, a participant’s trading conduct in one venue can affect, and has affected, the
price of natural gas contracts in the other. Today, the Commodity Futures Trading
Commission (“CFTC”) has effective oversight of NYMEX, and the CFTC and NYMEX
provide a significant level of transparency with respect to NYMEXs price discovery

function. But, the OTC markets lack such price transparency.
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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 engage in manipulative or other
abusive trading 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. It simply makes no sense to have transparency over one small segment of the
market and none over a much larger segment, especially when the OTC markets are the
fastest growing sectors of the natural gas marketplace. APGA strongly believes that it is
in the best interest of consumers for Congress to rectify this situation by passing
legislation that would ensure an adequate level of transparency with respect to OTC

contracts, agreements and transactions in natural gas.

The Market in Natural Gas Contracts

The market for natural gas financial contracts is composed of a number of segments.
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. These may be traded in direct, bi-lateral transactions between
counterparties, through voice brokers or on electronic trading facilities. OTC contracts
may be settled financially or through physical delivery. Financially-settled OTC
contracts often are settled based upon NYMEX settlement prices and physically delivered
OTC contracts may draw upon the same deliverable supplies as NYMEX contracts, thus

linking the various financial natural gas market segments economically.
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Increasingly, the price of natural gas in many supply contracts between suppliers and
local distribution companies (“LDC”), 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 discovery
mechanism used in pricing these natural gas supply contracts. Generally, futures markets
are recognized as providing an efficient and transparent means for discovering
commodity prices.! However, any failure of the futures price to reflect fundamental
supply and demand conditions results in prices for natural gas that are distorted and
which do not reflect its true value. This has a direct effect 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 conditions. If the futures price is manipulated or
distorted, then the price a consumer pays for the fuel needed to heat their home and cook

their meals will be similarly manipulated or distorted.
Regulatory Oversight

NYMEX, as a designated contract market, is subject to pervasive oversight by the CFTC.
The primary tool used by the CFTC to detect and deter possible manipulative activity 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

! See 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 1o this Act are entered into regularly in
interstate and international commerce and are affected with a national public interest by providing a means
for . . . discovering prices, or disseminating pricing information through trading in liquid, fair and
financially secure trading facilities.”
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positions, the composition of traders (commercial/non-commercial) and their
concentration in the market, including the percentage of the total positions held by each

category of trader (commercial/non-commercial).

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 expiring future and the next
delivery month is reflective of the underlying supply and demand conditions in the cash

market.”

Although the CFTC has issued “special calls” to one electronic trading platform, and that
platform reportedly has determined to voluntarily provide the CFTC with information on
traders’ large positions,” the CFTC’s large trader reporting surveillance system does not
routinely reach traders’ large OTC positions. 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

2 See letter to the Honorable Jeff Bingaman from the Honorable Reuben Jeffery 111, dated February 22,
2007.
1d,at7.
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congestion to go undetected by the CFTC until after the damage has been done to the
market, ultimately costing the consumers or producers of natural gas. It simply makes no
sense to have transparency with respect to one segment of the market and none with
respect to another, particularly given that the OTC markets are one of the fastest growing
sectors of the natural gas marketplace and are linked to pricing on the regulated futures

market in natural gas.

Amaranth Advisors LLC

Last year’s blow-up of the Amaranth Advisors LLC and the impact it had upon prices
exemplifies these linkages and the impact they can have on natural gas supply contracts
for 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
diversified 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 demand imbalances. Amaranth’s strategy was

reporiedly based upon a presumption that hurricanes during the summer of 2006 would
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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.

Many natural gas distributors locked-in prices prior to the period Amaranth collapsed at
prices that in hindsight were elevated due to the accurnulation of Amaranth’s positions.
In the case of the Municipal Gas Authority of Georgia, Amaranth’s activities had a
significant impact on the price we, and ultimately our members’ customers, paid for
natural gas. To reduce volatility and mitigate additional price spikes on supplies of
natural gas, the Gas Authority’s hedging procedures required that we hedge part of our
2006-2007 winter natural gas in the spring and summer of 2006. In the spring of 2006
we knew natural gas prices were still extremely high, but it would have been
irresponsible if we were to gamble and not hedge a portion of our winter gas in the hope
that prices would eventually drop. As a result, we hedged half of our winter gas prior to
September 2006. By hedging earlier in 2006 when natural gas prices were high as a
result of Amaranth’s market activities, our members incurred hedging losses of $18

million over the actual market prices during the winter of 2006-07. The Gas Authority’s
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members were forced to pay an $18 million premium and pass it through to their
customers on their gas bills as a result of the excess speculation in the market by

Amaranth and others.

The lack of OTC transparency and extreme price swings surrounding the collapse of
Amaranth leave bona fide hedgers reluctant to participate in the markets for fear of

locking-in prices that may be artificial.

Greater Transparency Needed

Our members, and the customers served by them, do not believe there is an adequate
level of market transparency under the current system. This lack of transparency leads 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 surveillance of the futures
markets, it cannot effectively monitor trading if it receives information concerning
positions taken in only one segment of the total market. Without comprehensive large
trader position reporting, the government is currently handicapped in its ability to detect
and deter market misconduct. 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. Unless Congress moves
forward to enable the CFTC to increase transparency with respect to OTC contracts,

agreements or transactions in natural gas, the government will continue to be woefully
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unprepared to: (1) detect a problem until it is too late; (2) protect the public interest; and
(3) ensure the price integrity of the markets, thus impairing our ability as a nation to

maintain the flow and deliverability of a fundamental fuel.

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
trading platform or through bi-lateral or voice-brokered OTC transactions. Such a
comprehensive large trader reporting system would have enabled the CFTC to spot the
relative size of Amaranth’s OTC position prior to its collapse. A comprehensive large
trader reporting system would enable the CFTC, while a scheme is unfolding, to
determine whether a trader 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 example, 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 information with respect to a large trader’s overall positions, and not just those

taken in the regulated futures market.

* See 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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The need to provide the CFTC with additional surveillance tools 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 individuals 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 otherwise abuse markets are important.
But it must be bome in mind that catching and punishing those that manipulate markets
after a manipulation has occurred 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 regulators, our members, and their customers, have already suffered the
consequences of those abuses in terms of higher natural gas prices. 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 detect and

deter potential manipulative activity before our members and their customers suffer harm.

Accordingly, APGA has petitioned Congress to pass legislation that would expand the
large trader reporting system to mandate the reporting of positions held in financial
contracts for natural gas in all segments of the market. Specifically, we believe that large
traders should report their positions regardless of whether they are entered into on
designated contract markets, on trading platforms, in the voice-brokered or in bilateral

OTC markets. This would treat all trading positions in natural gas contracts equally in
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terms of reporting requirements. Extending large trader reporting to OTC natural gas
positions and to positions entered into on electronic trading platforms will provide the
CFTC with a complete picture of the natural gas marketplace and ensure that the cop on

the beat has the tools necessary to be effective.

Greater Transparency is a Reasonable Response to Conditions in the Natural Gas
Market.

It is important to note that the APGA’s proposal is narrow in scope. First, APGA is
requesting a comprehensive large trader reporting system only with respect to financial
contracts, agreements and transactions in natural gas. The legislation that APGA is
seeking is not intended to, and would in no way effect financial swaps. Natural gas
contracts are more susceptible to manipulation than other commodities or instruments
because the deliverable supply of natural gas is often small relative to the size of the
derivatives positions held by large traders and, as mentioned previously, natural gas is
constrained by the manner in which it can be delivered. These conditions do not
necessarily pertain to other commodities or instruments which are “exempt commodities”
under the Act’ and they most certainly do not pertain to contracts, agreements or
transactions in the “excluded commodities” under the Act. © Accordingly, it must be
emphasized that APGA’s proposal is limited to contracts in natural gas. It would have no
effect with respect to the OTC markets in financial swaps or in any other contracts,

agreements or transactions on an “excluded commodity” or in any “exempt commodity”

5 “Exempt commodities” are defined in Section 1a(14) of the Act as, “a commodity that is not an excluded
commodity or an agricultural commodity.” Thus, for example, exempt commodities include other energy
commodities and base and precious metals.

6 «“Excluded commodities” are defined in Section 1a(13) of the Act and include interest rates, currency,
indexes and various other types of financial instruments or interests.
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other than natural gas. Moreover, APGA’s proposal with respect to contracts,
agreements or transactions in natural gas is merely a reporting requirement and would not

impose any regulatory requirements with respect to such transactions.

Second, the CFTC’s large trader reporting system would not in any way result in the
public release of information relating to an individual entity’s trading positions.
Information collected through the CFTC’s large trader reporting system is used for the
government’s market surveillance purposes only and is kept confidential by the CFTC in
accordance with Section 8 of the Act. Any information which is made publicly available
by the CFTC, as described above, is on an aggregated basis and does not disclose

individual trading positions. APGA is not advocating a change in this practice.

Finally, although some have raised concerns about the costs of expanding the large trader
reporting system, we believe the costs would be reasonable. Insofar as the CFTC’s large
trader reporting system is already operational, the CFTC will not be creating an entirely
new program to collect this information. In addition, large traders, such as those which
would be required to report to the CFTC, will likely have automated recordkeeping
systems for their own internal risk management purposes that could be adapted for the
purpose of reporting positions to the CFTC. Finally, as discussed above, certain trading
platforms have already taken steps to make information available to the CFTC.
Accordingly, APGA believes that the costs of a comprehensive large trader reporting

system for natural gas would be reasonable and are far outweighed by the benefits in



119

13

terms of helping assure consumers that the market price is a reflection of appropriate

market forces.

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 and orderly markets and
through appropriate market mechanisms that establish a fair and transparent marketplace.
Without giving the government the tools to detect and deter manipulation, market users
and consumers of natural gas who depend on the integrity of the natural gas market
cannot have the confidence in those markets that the public deserves. The current
situation is not irreversible. Congress can provide American consumers with the
protection they deserve by passing legislation that would expand the CFTC’s large trader
reporting requirements to include financial contracts for natural gas that are currently
exempt from reporting. APGA and its approximately 700 public gas system members

stand ready to work with you towards accomplishing that goal.
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Chairman Levin and Ranking Member Coleman, thank you for the opportunity to testify
before this subcommittee on the important issue of excessive speculation in the natural
gas market.

The Industrial Energy Consumers of America (IECA) is a non-profit trade association
whose membership are significant consumers of natural gas and from every major energy
intensive manufacturing sector. Corporate board members are top energy procurement
managers who are leaders in their industry, technical experts, strongly committed to
energy efficiency and environmental progress. IECA membership represents a diverse
set of industries including; plastics, cement, paper, food processing, aluminum,
chemicals, fertilizer, brick, insulation, steel, glass, industrial gases, pharmaceutical,
construction products, automotive products, and brewing.

At the heart of the matter is that every consumer in the country assumes that the
government is protecting their interests and that markets are working and operating with
a level playing field. Neither is true. The Commodities Futures Trading Commission
(CFTC) knows there are significant market oversight gaps and have failed to act in the
public interest. There is excessive speculation but we can deal with it ‘if’ we have
transparency for the regulators to monitor the size of the natural gas volumes that any one
player is controlling.

We believe that markets work better when market participants know there is strong
government oversight that has the ability to catch and severely penalize market
manipulation. Unfortunately there is neither sufficient government oversight nor
sufficient penalties to deter manipulation.

All market inefficiencies are paid for by us, the consumer. And, even a relatively small
increase in the price of natural gas such as $0.25 cents, amount to significant cost impact
of $5.5 billion over the course of a year. And, unlike, many other commodities such as
currencies or gold, excessive speculation of natural gas has a direct impact on all sectors
of the economy including homeowners, farmers and the manufacturing sector.

The subject of excessive speculation, market power and market manipulation first came
to our attention in 2001 and has continued to grow in concern. The signs were obvious
but because of the lack of transparency, we could never prove it. This all changed with
the implosion of the Amaranth Advisors hedge fund. The fund reportedly lost $6.0
billion on natural gas trades. The Wall Street Journal reported that Amaranth controlled
at least 100,000 natural gas contracts which mean they controlled the equivalent of 1
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trillion cubic feet of natural gas — the equivalent of 54 percent of our country’s monthly
demand. Clearly, this looks like market power and market manipulation to a consumer.

IECA member companies are some of the world’s largest consumers of natural gas.
Natural gas is used as a feedstock and fuel. Member company competitiveness is
impacted directly and indirectly from the price of natural gas and the functioning of
natural gas markets. Indirectly, the price of natural gas is impacting the price of
electricity across the country which further increases the cost impact of higher natural ga:
prices.

For example, natural gas represents 85% of the cost of making anhydrous which is used
to make fertilizer for our farmers. Much of our plastics today are made from either
ethylene or propylene and a substantial portion of U.S. capacity is produced using natural
gas as the feedstock. In this case 93% of the cost of ethylene and propylene is
attributable to the cost of natural gas. Most manufacturers use natural gas as a fuel for
their boilers and to co-generate electricity and steam to operate their facilities. There is
virtually no substitute.

Member companies historically use hedging practices to protect themselves from
volatility and to increase predictability of the purchase price of natural gas. Since 2001,
volatility has significantly increased in large part due to excessive speculation which has
also increased the cost to hedge. For example, using a ATR (Average True Range 15
week moving average) and comparing May 2000 to June 2007, the volatility is up greater
than 100%. If we compare May 2000 to the September 2006 (the time period after the
Amaranth implosion) the volatility increased by 475%. Volatility is a manufacturer’s
nightmare and a trader’s dream. Volatility makes it extremely difficult for manufacturers
to plan product pricing, capital expenditures and plant operations.

It is now a well known fact that Amaranth continued to increase the volume of natural
gas they controlled on the NYMEX and Inter Continental Exchange (ICE) during the
spring and summer of 2006. Doing so resulted in higher prices than what would have
otherwise been the case. National inventories at the time were above the five year
average and domestic production was stable. It is impossible for anyone to accurately
determine the premium consumers paid because of Amaranth. However, we can provide
perspective.

We can assume that had Amaranth not continued to increase their control of the price by
continuing to add to their positions, market conditions would have driven the price lower.
In fact, after Amaranth collapsed, so did the price of natural gas. In September 2006, the
price was $6.81 per mm Btu and after the Amaranth collapse the price fell in October
2006 to $4.20 per mm Btu, a $2.61 difference. If we assume that only one dollar of the
$2.61 price was due to Amaranth, it would have cost consumers an estimated $9 billion
over the time period of April thru August of 2006!

The clear responsibility of the CFTC is to ensure that the natural gas market is
functioning efficiently, fairly and that the derived market price is trustworthy. That is,
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without manipulation. They cannot succeed in doing so without greater jurisdiction to
provide oversight of both the NYMEX and ICE. It is well known to all market
participants that because CFTC has oversight of NYMEX and requires large players to
report their positions to the “Commitment of Trader Report”, that traders have moved
much of their trading volumes to ICE where there is no reporting. Without jurisdiction
over ICE, it is impossible for the CFTC to either reduce excessive speculation or make
sure that market power and market manipulation does not occur.

The CFTC has known for a long time that a significant oversight gap exists. Because the
Chairman of the CFTC has not stepped forward to say there is a problem should raise
serious questions by Congress. Why aren’t they responsive to the public interest and why
haven’t they brought these concerns to the Congress? Is a change in their charter
necessary?

At least one CFTC commissioner has said there is a problem. Below are the remarks of
CFTC Commissioner Michael V., Dunn before the National Grain Trade Council on
September 8, 2006.

“However, a large portion of energy trading occurs in the over-the-counter market,
mostly beyond the scrutiny of any federal agency. The Commission’s enforcement
actions continue to uncover repeated examples of people and companies trying to game
the energy markets, often in the belief that no one is watching, or that if someone is, there
is nothing that can be done to them.”

“Because the CFTC is barred from regulating the OTC energy markets, it cannot collect
large trader data from unregulated energy markets, or conducting regular surveillance of
them. It is virtually impossible to know, therefore, the extent of fraud and manipulation
that may be occurring in the over-the-counter markets.”

CFTC opines it has subpoena power. It does. But that is not the type of government
oversight that is needed. Subpoena power is used after the damage to markets has
already been done. We want a preemptive approach that effectively monitors markets
and prevents manipulation.

IECA recommends that at minimum, CFTC have oversight of both the NYMEX and ICE
and require large traders to report their positions weekly to the Commitment of Traders
Report. We also recommend Congress increase the funding to the CFTC for enforcement
purposes.

Asking only ‘large traders’ to report their position to the CFTC, just like the NYMEX
does today, is not asking too much of these companies. These same companies do ‘mark-
to-market’ position accounting at the end of each trading day for internal reasons anyway.
This is not asking much when the public trust is at stake. Thank you.
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Honorable Chairman Levin, Ranking Member Coleman and distinguished members of
the committee, thank you for the invitation to testify before you today. Iappreciate the
opportunity to provide some insight on the way that excessive speculation and volatility
on the energy commodity markets has impacted small business fuel dealers and the
American energy consumer. I trust that my many years of experience in the industry will

help shed light on this issue and assist you in your policy-making and oversight

endeavors.

I currently serve the Petroleum Marketers Association of America (PMAA) as its
Northeast Regional Chair. PMAA is a national federation of 45 states and regional
associations representing some 8,000 independent fuel marketers that collectively
account for approximately half of the gasoline and 80 percent of the heating oil sold in

the United States.

I am also President of the New England Fuel Institute (NEFI), a 60-year-old regional

trade association located just outside Boston, and as such, I am here representing well
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over 1,000 fuel dealers and related services companies located throughout Maine, New
Hampshire, Vermont, Massachusetts, Conmecticut and Rhode Island. NEFI member
companies deliver 40 percent of the nation’s home heating oil, and many also market

bioheat, biodiesel, propane, kerosene, jet fuel, diesel fuel and gasoline.

1 am Co-Owner and President of one of those companies, Cota &Cota, Inc. of Bellows
Falls, Vermont. Cota & Cota is a third generation family-owned and operated home
hegting fuel provider in southern Vermont and western New Hampshire and has helped to
keep New Englanders warm for over 60 years. Unlike larger energy companies, heating
fuels dealers like me are mostly small, second and third generation family-run businesses.
Also unlike larger energy companies, we deliver heating fuel directly to American homes
and small businesses, and therefore have developed close relationships with our

customers, their families, and our local communities.

Just to give you an idea of the size of heating fuel providers, the average heating fuel
dealer has approximately 4,016 heating oil customers and delivers approximately 3.3
million gallons per year, and those selling propane average about 1,900 customers and
789,000 gallons per year. Most companies are small, many family owned, and most full
service fuel companies average just over thirty employees.! In a joint NEFI-PMAA
member survey of heating fuel providers earlier this year, excessive volatility and the
need for greater transparency and accountability in the energy commodity markets ranked

as the number one public policy concern for our member companies.

! Information courtesy the “2006 Oilheat Survey,” Gray Gray & Gray,LLP, Westwood, MA, 2006.
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Energy consumers are affected by excessive speculation and price volatility in the energy
commodity markets in profound ways. When excessive speculation and volatility result
in astronomical prices for gasoline and other motor vehicle fuels, Americans can simply
choose not to fuel their car or truck. This may have devastating consequences for our
nation’s economy, businesses, and lifestyle. But when heating oil, natural gas and other
heating fuels skyrocket to unprecedented levels, it places at risk the health and welfare of
Americans families — especially low income and elderly households — who rely on these
products to heat their homes and keep warm. Additionally, unexpected spikes in heating
fuel prices can strain the credit lines of small business fuel dealers (and their lenders), and
make it more difficult for them to buy the fuel they need, when they need it. According
to NEFI estimates, market conditions have increased the credit requirements of heating
oil dealers three-fold in the past ten years as the cost of fuel to the dealers has risen and

consumer ability to pay within terms has declined.

We and our customers need our public officials, including those in Congress and on the
Commodity Futures Trading Commission (CFTC), to look after us and take a stand
against profiteering traders and hedge fund managers that seek to artificially inflate prices
for their own personal gain. We deserve to be made aware - in fact we deserve to know -
the truth behind what is driving these prices, especially pertinent market forces that might

be contributing to volatility and price spikes.

In the winter of 2005-2006, much of the country, especially in the Northeast, the National

Oceanic and Atmospheric Administration (NOAA) reported state average temperatures in
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the coldest regions of the nation running significantly higher than normal (figure 1,

below).

Figure 1

Dec 2005-May 2006 Statewide Ranks

National Climatic Data Conter/NESDIS/NOAA
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Additionally, the Energy Information Administration repeatedly reported that national

stocks of distillate fuel oil remained high as a result of the decreased demand due to the

warm weather. However, despite the warm weather, decreased demand and high

inventories of these fuels, heating oil prices remained high, with New York Harbor spot

prices averaging $1.82 per gallon throughout the season.? In an effort to find the cause of

this anomaly, the New England Fuel Institute commissioned a study to find the root cause

of the market’s strange behavior in light of these facts, However they ran up against a

wall because of the inability to gather the data needed on over-the-counter trades, upon

which a majority of price setting activities occur. Without this valuable information, the

_report remained incomplete.

% “New York Harbor No, 2 Heating Oil Spot Prices History,” Department of Energy, Energy Information

Administration.
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The reason, we were surprised to find out, was that the principle regulatory body
responsible for collecting data and policing the energy commodity markets, the CFTC,
was not collecting the data due to a series of legislative and regulatory loopholes
exempting over-the-counter exchanges and foreign boards of trade with U.S. destined
contracts from federal oversight.” It is upon these “Dark Exchanges™ that traders may be
tempted to engage in dubious and manipulative trading practice, free from the reach of

U.S. regulators.

Do not be mistaken. We do not oppose the free exchange of commodity futures on open,
well regulated and transparent exchanges that are subject to the rule of law and
accountability. In my own company, for example, I rely on these markets to hedge my
product for the benefit of my consumers. In an effort to protect my customer against
roller-coaster-like price volatility on the energy commodity exchanges, I engage in

hedging activities.

My Grandparents began our company and serving the community with heating fuels in
1941. We have been offering fixed price programs to our customers for the past two
decades. At first, we filled our fuel storage in the summertime and sold those gallons to
our customers until we ran out of those gallons. However, my storage, although large by
industry standards, is still very limited. We have available six days of January supply in

storage capacity.

* These “legislative and regulatory loopholes” were outlined by this committee in last year’s extensive and
bipartisan report on excessive speculation in the energy commodity markets, “The Role of Market
Speculation in Rising Oil and Gas Prices: A Need to Put the Cop Back on the Beat,” June 27, 2006.
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It quickly became apparent, due to customer demand, that we would need a different
method of providing fixed price programs. It was at that time that we began to enter into
New York Mercantile Exchange (NYMEX) based futures contracts with our suppliers so
that we could continue to offer these programs to our customers. These independent
suppliers of wholesale fuels would purchase NYMEX contracts for future delivery and,
in turn, resell these contracts to me after a profit was added. This is the current system in
which we continue to financially hedge heating fuels for our customers. This is typical

for the industry.

Because heating demand is a bell curve where January is much colder than other months,
customers buy a single annual contract from me while I, in turn, purchase ten NYMEX
monthly contracts to match temperature and demand. Because my minimum hedge is ten
contracts, or 420,000 gallons, with the typical customer purchasing 900 gallons per year,

I hedge for approximately 450 customers at a time.

There have been significant changes in the behavior of the market since we first began
purchasing NYMEX based contracts, the largest of which is market volatility.
Traditionally, when we purchased futures contracts the coldest winter month, January,
was more expensive than the warmest summer month of August. The rate of difference
was usually something slightly larger than the interest cost of money. The past few years
we have seen the difference between the summer months and the winter month,

(“contango” or “carry”) be as high as 23 cents per gallon.
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Up until about four years ago, it would have been abnormal to have a daily move in the
market of larger than one half (1/2) of a cent. Today it is typical to see five cent daily
moves and moves as high as 12 cents. In recent years we have witnessed energy market
moves of more than one dollar per gallon. We use to offer insurance programs as an
alternative to fixed pricing for our customers. These “option-" based programs have had
the highest increase in volatility. Four years ago we were able to purchase an "at the

mon Cy," s

put” and "call" at a reasonable cost for our customers. This transaction would
enable customers to be protected if prices went up or down from the current price. Four
years ago my cost on this type of transaction for a January contract purchased in the
summer would have been between 4 and 6 cents per gallon. Today that same program

would cost me in the area of 40 cents per gallon. We have seen it as high as 50 cents per

gallon.

Currently, these fixed price programs make up 70 percent of my total sales,
approximately 65 percent of which is heating oil, 30 percent is propane, and five percent
home heating kerosene. In a business that makes profit in cents per gallon, these are
some of the reasons why it is much more difficult to continue to provide these fixed price
programs to our customers. Unlike many players in the market, who make these
commodity investments for pure financial gain, we, as an industry, are hedging directly
for consumers. Consumers are being injured by these huge financial players speculating

on the market.
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The annual heating oil industry volume for U.S. consumption is approximately 8 to 10
billion gallons per year. With ICE, NYMEX, other exchanges and derivative deals, I
would r;m be surprised if the annual consumption is traded several times per day.
Speculators are important in our market; without them we would not be able to hedge
future demand for our consumers. But with huge hedge funds and other speculators
entering into the market, sometimes it seems to have the effect of an “elephant jumping

into the bathtub.”

The collapse of the Amaranth natural gas positions in August of last year is but one piece
of a broader problem. My company and my customers are no longer subject to the
market fundamentals that drove price discovery functions on the commodity markets in
years past. American consumers and small businesses should be put on alert that prices
are now set by greed and fear and manipulation on energy markets that are completely
free of government oversight and accountability. This is the new reality of the world we

live in, and this is real “price gouging” on a global scale.

The Dark Exchanges are increasing in both number and reach. On June 1, 2007, the New
York Mercantile Exchange opened a Dubai-based Mercantile Exchange and launched an
Oman crude oil futures contract. The CFTC was quick to issue a “no-action letter”
exempting the exchange from its oversight rules. And just a few weeks ago, the Atlanta-
based (but U K.-regulated) InterContinental Exchange (ICE) purchased “ChemConnect,”

owner of the “Chalk Board,” an electronic trading platform, thus virtually adding an array

* http:/fwww,cfic.gov/files/tmy/letters/07lctters/im07-06.pdf (Accessed June 20, 2007)
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of vital commodities, including propane, butane, and ethanol to its portfolio overnight.’
Members of the Committee will recall that ChemConnect is the platform upon which the
CFTC last year accused BP of manipulating TET propane prices in the winter of 2004.°
A potential increase in futures prices and volatility for propane, as a result of this
transaction, is of concern to me because propane constitutes a significant portion of my

business.

Congress and enforcement authorities need to act now and reign in excessive speculation
and out of control profiteering on the energy commodity markets. They need to show

their constituents that they are serious about shining light on the Dark Exchanges.

We recommend that Congress take the following actions...

(1) Encourage the CFTC to revisit its use of “no-action” letters, which virtually
exempt foreign boards of trade that allow electronic U.S. access to their
platforms.

(2) Investigate whether or not the Atlanta-based ICE intentionally established its
operations in London to circumvent U.S. regulation.

(3) Require that large position data collection requirements for all U.S. destined
contracts of commodities essential to the health and welfare of American citizens,

including heating oil, propane, and natural gas.

3 “ICE Buys Commodity Unit of ChemConnect,” by Jeremy Grant, MSNBC, June 4, 2007.
<http://www.msnbe.msn.com/id/19033516> (Accessed June 20, 2007)

¢ “U.8, Commodity Futures Trading Commission Charges BP Products North America, Inc. with Comering
the Propane Market and Manipulating the Price of Propane,” CFTC Press Release, Washington DC, June
28, 2006.
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(4) Fully fund the CFTC to levels appropriate to upgrade infrastructure, data
collecting capabilities and to meet necessary personnel requirements.

(5) Encourage the CFTC to be more vigilant in its enforcement of its own data
collection requirements and hold the Dark Exchanges to the same rule of law that
is expected of Designated Contract Markets such as the NYMEX and the Chicago
Mercantile Exchange (CME).

(6) Continue to hold energy exchanges, financial firms, market traders and hedge
fund managers to account; continue to conduct hearings and collect information in
the years to come; and moreover, make every effort fo educate your constituency

—U.S. public ~ on the truth of this issue.

I thank you again, Mr. Chairman, for this opportunity to share my insight into this issue.

1 am open to any questions that you might have.
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Mr. Chairman and members of the Subcommittee, my name is Vincent Kaminski and | work
currently at Rice University in Houston where | teach courses related to energy markets, energy
derivatives and energy risk management.

My testimony today will address some of the issues that you identified in your invitation letter to
this hearing. Those issues deal with the organization of the US natural gas markets and the
scope and consequences of excessive speculation | witnessed over the last few years in those
markets. My opinions are based on 14 years of experience of working for energy trading
operations, including merchant energy companies, an independent power producer, a hedge
fund, and a very big financial institution. 1 have been also consulting recently for FERC, helping
the staff to analyze market related issues.

The Importance of Efficient Energy Markets

The energy markets have undergone a fundamental transformation during the last 14 years |
spent working in the merchant energy business. In 1992, the year in which | made a transition
from a Wall Street fixed income business to energy trading, the markets for different energy
commodities were relatively isoiated, with limited linkages between different locations and
physical products. Today, the landscape of the energy business is much different:

1. Energy markets are evolving towards a highly integrated, global system, with shocks
propagating across different focal markets and markets for specific physical commodities
at a very high rate and through rapidly changing transmission channels. A proverbial “rain
in Spain” may affect natural gas prices in the United States and in the North Atlantic
Basin.

2. The energy markets represent a network of related physical, financial and credit markets,
with very complex interactions and interdependencies.

3. Price formation in the physical markets cannot be analysed in isolation from the financial
markets and vice versa. Many physical transactions are hedged with derivative
instruments (swaps, options, and swaptions) and the prices established in the physical
markets are used as benchmarks for settiement of derivative transactions.

4. The distinction between different types of trading platforms becomes increasingly fuzzy.
Transactions that are structured as mirror images of the NYMEX contracts are traded
actively on ICE and in the OTC markets. NYMEX Clearport platform, a great contribution
made by this exchange to the US energy markets, allows the transformation of a variety
of OTC transactions into functional equivalents of the futures contracts.

5. Techniques developed for the valuation of financial derivatives are increasingly used for
the valuation of physical assets.

6. Growing volatility and levels of energy prices have resulted in increased public
awareness of the importance of energy markets and will increase the level of scrutiny
these markets receive in the media.

7. Energy markets are still relatively immature and are vuinerable to manipulation. The
specific strategies may vary from market to market, but in recent years they have become
more effective through the use of muitiple trading platforms and leverage offered by
derivative instruments.

8. The US regulatory infrastructure had been tagging for a long time behind the evolution o
the energy markets, and its fragmented and balkanized design did not recognize the
accelerating integration of the merchant energy industry and complex interactions
between the physical and financial markets. The Energy Policy Act of 2005 went a long
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way to address and fix this problem but some imperfections still exist. The most serious
challenge is the existence of biind spots in data collection about the volumes of
transactions executed on the different trading platforms (ICE and OTC) that makes early
detection of potentiai market abuses more difficuit.

In the coming years, the energy markets will be affected by growing demand pressures from the
fast growing emerging economies and the necessity to access more costly supply altematives.
The upward pressures on prices will increase the importance of efficient and transparent energy
markets as sources of information about the costs and relative scarcity of different energy
commodities and benefits of alternative production technologies. Given growing integration of the
markets, any distortions of the price formation process will propagate and reverberate across the
entire system and wil affect both investment and consumption decisions. Well functioning energy
markets will become ever more critical not only to the welfare of the US citizens but also to the
energy security of the United States. The integrity of energy markets deserves the same level of
protection as the pipelines, refineries, ports and other components of the physical infrastructure.

The energy markets and the commodity markets in general, given their complexity and rapid
transformation, are often vuinerable to market manipulation and the nature of manipulation
changes over time as the markets evolve, Based on my experience in the industry I can identify
several patterns of manipulation in the energy markets.

1. Exploitation of market power that exists through the control of physical assets and / or physical
supply. The most obvious example is withholding physical supply from the market or denying
access to storage and transportation facilities to the other market players. The critical aspect of
this form of manipulation is that even a relatively smalt company can acquire local market power
by exploiting rigidities and imperfections of the physical infrastructure. Any rational manipulator
will try to influence the market outcome under the conditions of low inventories and supply
disruptions, which in turn will offer a convenient excuse for any subsequent increase in prices.

2. Very aggressive rapid fire and large volume trading close to specific contract expiration time in
certain markets which are used as benchmarks for settiement of derivative contracts which can
be established in other parts of the market, subject to very limited and partial regulatory scrutiny.
For example, a company may take a huge position in the OTC derivatives or ICE derivatives with
a cash settlement based on a monthly natural gas index, and then engage in massive trading in
the market which sets the index, minutes away from the end of trading, when the volume dries
up. One of the most important markets, critical from the point of view of price discovery, is the
NYMEX natural gas contract and | will make additional comments on this subject later.

3. Abuse of obsolete and balkanized regulatory infrastructure, which uses different levels of
oversight and routine data collection for different segments of the markets. In the past, the design
of the regulatory system relied on the false distinction between the physical and financial markets,
which failed to recognize the growing integration of the energy markets and interactions and
linkages between these two markets. The regulatory system could be compared to an
arrangement under which state troopers are authorized to chase red cars and the local police are
allowed to chase green cars. If a car is painted red on one side and green on the other, we would
have had endiess debates over jurisdiction. A red car with green polka dots would be probably
allowed to speed at will. These flaws have been addressed to a large extent in the last few years
but, to use my speed limits analogy one more time, many sections of the highways are still not
patrolled on a regular basis. Some trading platforms are exempted from the same, or similar,
reporting requirements as NYMEX, to the disadvantage of this exchange.

4. Submission of false price reports to the newsletters publishing price indices. This form of
maniputation, at some point in time endemic in the energy markets, has been stopped due to the
efforts of the FERC Market Oversight and investigations unit.
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5. Dissemination of rumors, false news, etc. This form of manipulation is as old as the markets
and will never be fully eradicated.

Some market manipulators will combine different types of strategies. For example, they can take
a position in options, exploiting the advantages of leverage inherent in these instruments, and
then push the market, through aggressive trading or by spreading rumors, in the desired
direction. A significant change in market prices starts a process that feeds on itself. The stop
loss orders are triggered and the option sellers rebalance their hedge positions, engaging in the
so-called delta trades. Such forms of manipulation are difficult to track down because they span
multiple trading platforms.

NYMEX Trading

Ability to manipulate a market is a combination of the specific market design (market
microstructure) and financial resources of an entity engaging in market manipulation. In the case
of natural gas NYMEX contracts, the settiement price of an expiring contract is determined as a
weighted average of the transaction prices taking place during the last 30 minutes of trading
between 14:00:00 and 14:30:00 EST. Based on my experience and years of immersion in energy
business, the trading on the last 30 minutes of trading on the expiration day is often characterized
by a very high concentration of trading volumes on both the buy and sell side, with more
concentration observed on the buy side. In other words, a few big players tend to dominate the
markets. Most of the big players accounting for the significant percentage of volumes represent
pure financial players who are unable to take their positions to physical delivery, either at Henry
Hub, or at other locations (through ADPs or EFPs). In my view, many of the high volume players
are transacting in their own proprietary accounts, and not on behalf of clients. A high degree of
volume concentration on the buy side produces an upward pressure on prices which can be on
some occasions offset by the countervailing pressure of highly concentrated selling.

The Consequences of Excessive Speculation

A market based exclusively on speculation is not viable in the long run. In the fong run, a healthy
and sustainable market requires active participation of the end-users and producers of energy.
The market makers make money by selling financial instruments used for risk management and
by assisting the physical players in management of the supply and distribution chains. Excessive
speculation crowds out the natural hedgers from the market. This happens for a number of
reasons but the most important factor is related to the practices used by the industry in
management of credit risk. A hedging entity that incurs losses on its hedge positions (which may
cover a period of a few years) has to post collateral equal to the entire unrealized hedging loss (or
a significant part of it), the unrealized loss incurred across the entire time interval of the hedge
and resulting from the changes across the entire spectrum of the forward prices. Of course, the
hedging loss is offset (if the hedge is well designed) by the gains related to the hedged item. The
problem is that the gains on the underlying position are realized one day at a time, and the
collateral has to be posted for the entire time horizon of the hedge. The cash flow consequences
of the hedges are amplified by increased price volatility and produce adverse consequences in
the US energy industry. Sudden request for additional collateral when forward prices become
distorted through market manipulation may resuilt in a liquidity crisis and a forced liquidation of the
hedges, which transforms unrealized losses into realized losses. As a result, many firms
abandon hedging as a corporate policy or negotiate credit facilities with their financial institutions
which extend automatic loans to allow their ciients to meet coilateral requirements. In either
case, this is not an optimal outcome: the result is a financially weakened entity, either with a
higher leve! of debt or no hedges.



136

What Can Be Done?

The efficiency and transparency of the US energy markets can be increased without sacrificing
the risk taking cuiture and the spirit of innovation. The critical element of the market reform is, in
my view, an improved access to information. Such initiatives may be initially opposed by many
industry participants but in the fong run the industry will benefit from them. Less opaque markets
grow and flourish in the long run, as evidenced by the example of the NASDAQ market. My
recommendations include:

1. Regular reports of large transactions executed in the OTC markets comparable to the
weekly reports of the NYMEX futures positions compiled by the CFTC

2. Elimination of the “Enron exemption” that currently fimits the extent of the CFTC oversight
over important and growing segments of the energy markets

3. Regular reports of trading activity on the ICE exchange, available to the trading
community
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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 nearly 24 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
extensively on regulatory issues concerning exchange traded energy derivatives, the legal
status of over-the-counter (“OTC") derivatives, and the CFTC authorization of
computerized trading of foreign exchange derivative products on computer terminals in
the United States.

While at the CFTC, 1 also served on the Steering Committee of the President’s
Working Group on Financial Markets (“PWG”). In that capacity, I drafted, and oversaw
the drafting of, portions of the April 1999 PWG Report entitled “Hedge Funds, Leverage,
and the Lessons of Long-Term Capital Management,” which recommended to Congress
regulatory actions to be taken in the wake of the near collapse of the Long Term Capital
Management (“LTCM”) hedge fund, including Appendix C to that report which outlined
the CFTC’s role in responding to that near collapse. As a member of the International
Organization of Securities Commissions’ (“IOSCO”) Hedge Fund Task Force, I also
participated in the drafting of the November 1999 IOSCO Report of its Technical
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Committee relating to the LTCM episode: “Hedge Funds and Other Highly Leveraged
Institutions.”

After a two year stint between 1999 and 2001 as the Principal Deputy Associate
Attorney 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 have also served as a media commentator on the role of
unregulated financial derivatives in recent major financial scandals, including the failure
of Enron and the now infamous Western electricity market manipulation of 2001-2002
caused by market manipulation of Enron and others. Besides addressing these issues in a
variety of commercial and financial regulatory law courses, I have designed and now
teach a course entitled “Futures, Options, and Derivatives,” in which the collapse of the
hedge fund Amaranth Advisors LLC (“Amaranth™) is featured as a case study of the way
in which unregulated or poorly regulated futures and derivatives trading causes
dysfunctions within those markets and within the U.S. economy as a whole, including
causing the needlessly high prices which energy consumers now pay because of
excessive speculation and illegal manipulation within unregulated OTC energy
derivatives markets.

The Permanent Subcommittee on Investigations (“PSI”) is to be congratulated on
its excellent work in shedding light on these opaque markets and on the substantial
economic damage that the lack of regulation has caused America’s energy consumers.
The bipartisan June 2006 PSI staff report, The Role of Market Speculation in Rising Oil
and Gas Prices: A Need to Put the Cop Back on the Beat,' is the most complete analysis
of the manner in which excessive speculation in the oil and gasoline futures and
derivatives markets is, by the estimation of many prominent analysts, almost certainly
adding approximately 20% to the prevailing price of crude oil, which was in June 2006
(and which is again today) hovering in the $70 per barrel range —~ a price that far exceeds
the approximately $18 a barrel price as recently as January 20022

The authors of that June 2006 report were quick to recognize, however, that that it
was based only on publicly available information and that the staff therefore had “gaps in
available market data.”® Those kinds of gaps were eliminated in the bipartisan report
released by the PSI staff today: “Excessive Speculation in the Natural Gas Market.”™
Today’s report is the result of accessing all encompassing data pertaining to the natural
gas futures and derivatives markets, including the analysis of “millions of natural gas

! Permanent Subcommittee on Investigations of the Committee on Homeland Security and Governmental
Affairs, THE ROLE OF MARKET SPECULATION IN RISING O1L AND GAS PRICES: A NEED TO PUT THE COP
BACK ON THE BEAT (June 27, 2006) {hereinafter Permanent Subcomm. June 2006 Report].

2 Jad Mouawad & Heather Timmon, Trading Frenzy Adds 1o Jump in Price of Oil, N.Y. TIMES, Apr. 29,
2006, at Al.

? Permanent Subcomm. June 2006 Report, supra note 1, atp. 6,

* Permanent Subcommittee on Investigations of the Committee on Homeland Security and Governmental
Affairs, EXCESSIVE SPECULATION IN THE NATURAL GAS MARKET, (June 25, 2007) [hereinafter June 25
Report].
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transactions from trading records” and “numerous interviews of natural gas market
participants.”

Not only is today’s report a thorough analysis of the destabilization in the natural
gas markets caused by a lack of adequate regulation; it is the most complete and scholarly
description of the way in which futures and derivatives markets operate as a whole and
the critical role appropriate regulation plays in allowing those markets to operate
consistent with basic free market principles.

The report makes clear that the failure to regulate these markets properly has
distorted and sabotaged free market principles. It has cut those markets off from the
moorings of economic fundamentals. It has turned them into nothing more than casinos
serving neither those who need them to hedge for commercial purposes nor those who
wish to speculate based on honest fundamentals.®

Today’s report is so complete that it is difficult to find anything to add. It may be
worth restating, however, its basic findings.

First, even though these markets were established principally to afford
commercial hedging, the natural gas futures markets from sometime in 2004 through at
least mid-September 2006 were overwhelmingly dominated by a single institution, which
had no commercial stake in natural gas. The staff dramatically describes the dominance
of a single hedge fund, Amaranth, as follows:

“[T]he CFTC defines a ‘large trader’ . . . in the natural gas market as a
trader who holds at least 200 contracts; . . . Amaranth held as many as 100,000
natural gas contracts in a single month, representing 1 trillion cubic feet of natural
gas, or 5 % of the natural gas used in the entire United States in a year. At times
Amaranth controlled 40% of all of the outstanding contracts on NYMEX [(one of
the two major exchanges on which natural gas is traded in the U.S.)] for the
winter season {October 2006 through March 2007), including as much as 75% of
the outstanding contracts to deliver natural gas in November 2006.””

Second, Amaranth’s dominance of this market caused extensive price volatility.
As recently January 2002, the spot price of natural gas was approximately $3 MMBtu.®
By late July, 2006, the futures price of the October 2006 natural gas contract was at a
yearly high of $8.45 MMBtu. After Amaranth collapsed in September 2006, the futures

* June 25 Report at p. 2.

® Today’s report is also fully corroborated by a sophisticated economic study conducted during the 2006
natural gas futures market destabilization period. See AN ANALYSIS OF SPOT AND FUTURES PRICES FOR
NATURAL GAS: THE ROLES OF ECONOMIC FUNDAMENTALS, MARKET STRUCTURE, SPECULATION, AND
MANIPULATION (August 2006), available at
http://www.pulp.tc/Nat_Legal_Policy_Center_Gas_Manip_August_29_2006.pdf.

7 June 25 Report at p. 2.

8 FEDERAL ENERGY REGULATORY COMMISSION (FERC), NATURAL GAS MARKET OVERVIEW (2007)
{hereinafter MARKET OVERVIEW], available at www.ferc.gov (“Market Oversight” to “Natural Gas
Markets, National Overview,” then “Henry Hub Spot Prices”).
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price dropped “to just under $4.80 per MMBtu . . ., the lowest level for that contract in
two and one-half years. . . The Electric Power Research Institute described this price
collapse as ‘stunning . . . one of the steepest declines ever.’ . . . Throughout this period,
the market fundamentals of supply and demand were largely unchanged.”®

Third, the staff makes clear that “[t]he price of natural gas directly affects every
segment of the U.S. economy, from individual households to small businesses to large
industries. ‘Natural gas is used in over sixty million homes. Additionally, natural gas is
used in 78% of restaurants, 73% of lodging facilities, 51% of hospitals, 59% of offices,
and 58% of retail buildings.””'

Fourth, because of the heavy correlation between futures and spot prices (i.e., the
prices actually paid for natural gas), “end users were forced to purchase natural gas at
inflated prices,” i.e., “they were forced to purchase contracts to deliver natural gas in the
[2006] winter months at prices that were disproportionately high when compared to the
plentiful supplies in the market.”"!

Fifth, as reflected in substantial commentary presented to the staff by end users of
natural gas, including, inter alia, the Minnesota Municipal Utilities Association, the staff
concluded that “‘the lack of transparency in the over-the-counter (OTC) market for
natural gas and the extreme price swings surrounding the fallout of Amaranth have, in
their wake, left bona fide hedgers reluctant to participate in the markets for fear of
locking in prices that may be artificial{ly high].””"?

Sixth, the Commodity Exchange Act (“CEA”) bars excessive market speculation
or the “sudden or unreasonable fluctuations or unwarranted changes” in the price of
commodities traded on a regulated exchange.”® However, the staff aptly concluded that
there are two critical problems in enforcing that prohibition. First, the PSI staff found
that the CFTC’s enforcement of that prohibition has been very limited in its focus and
“the CFTC and energy exchanges need to reinvigorate the CEA’s prohibition against
excessive speculation.”'* Second, even to the extent that the limited enforcement of the
excessive speculation ban was applied to Amaranth in August 2006 by the NYMEX
exchange, “Amaranth moved those [NYMEX] positions to [the Intercontinental
Exchange or “ICE”]."* Because of the infamous “Enron loophole”'® enacted in
December 2000 as part of the Commodity Futures Modernization Act, “ICE, [unlike
NYMEX,] operates with no regulatory oversight, no obligation to ensure its products are
traded in a fair and orderly manner, and no obligation to prevent excessive speculation.”!’
“As a result, NYMEX’s instructions to Amaranth did nothing to reduce Amaranth’s size,

® June 25 Report at pp. 1-2 (internal citations omitted).
' 1d. at 11 (internal citations omitted).

"id at 114,

12 jd. (inside citations omitted).

37 U.5.C. §6a(a) (2006).

' June 25 Report at p. 120,

B 1d. atp. 120.

1 1d, at p. 119, See 7 U.S.C. §2(h)(3), (g) (2006).

Y7 June 25 Report at p. 119,
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but simply caused Amaranth’s trading to move from a regulated market to an unregulated
one.”™® Thus, “[a]lthough both NYMEX and ICE play an integral role in natural gas price
formation, the two exchanges are subject to vastly different regulatory restrictions and
government oversight under current federal law™® even though “NYMEX and ICE are
functionally equivalent markets.”?

Seventh, the bipartisan June 25, 2007 staff report recommends that: (1) the
“Enron loophole” be abolished and that the similarly situated NYMEX and ICE
exchanges both be subject to the protections afforded hedgers and other traders under the
CEA; (2) the excessive speculation ban within the CEA be upgraded and be applied
vigorously to both NYMEX and ICE; and (3) CFTC staffing and technological resources
be upgraded to meaningfully apply the protections of the CEA.*'

Again, the June 25, 2007 bipartisan report submitted by the PSI staff is thorough
and complete. I would add only the following few comments:

First, it should be emphasized that the “Enron loophole™ adopted in December
2000 — which allows energy futures trading facilities to be unregulated even though they
are functionally equivalent to those exchanges which are regulated — was far from a
carefully considered legislative measure. The loophole was added at the last minute to a
262 page bill, which was itself belatedly and quite suddenly attached in a lame duck
session on the Senate floor by then Senate Finance Chairman Gramm to an 11,000 page
consolidated appropriation bill for FY 2001.2 Over the express and emphatic opposition
of the President’s Working Group on Financial Markets (including Fed Chairman Alan
Greenspan, Treasury Secretary Lawrence Summers, and SEC Chairman Arthur Levitt),23
the Enron loophole exempted OTC energy derivative markets (even though functionally
equivalent to the regulated exchanges) from CFTC and all other federal regulation.
This exemption was called the “Enron loophole” because Enron (upon whose board,
Wendy Gramm, Senator Gramm’s wife, then sat) at that time was seeking to authorize
retroactively its now defunct Enron Online energy trading facility, which began operation
even in advance of the passage of the CFMA.2> While this legislation retained CFTC
authority to investigate fraud and manipulation {(but not excessive speculation) in OTC
energy markets,?® the CFTC, as a practical matter, read this legislation as generally

8 1d. atp. 3.

¥ 1d. at p. 40.

2d. atp. 3.

2 1d. atpp. 119-132.

2 See Sean Gonsalves, Opinion, Enron Exemplifies ‘Genius of Capitalism’, SEATTLE POST-
INTELLIGENCER, Jan. 22, 2002, at BS; PHILIP MCBRIDE JOHNSON & T1i0OMAS LEE HAZEN, COMMODITIES
REGULATION § 1.01, at 3 (3d ed. Supp. 2002).

2 See PRESIDENT’S WORKING GROUF ON FINANCIAL MARKETS, OVER-THE-COUNTER DERIVATIVES
MARKETS AND THE COMMODITY EXCHANGE ACT 16 (1999).

* Edward J. Rosen & Geoffrey B. and Goldman, SWAPs & Other Derivatives in 2001, in THE COMMODITY
FUTURES MODERNIZATION ACT OF 2000, PLI article at 581-88 (PLI Corporate Law and Practice, Course
Handbook Series No. B0-0168, 2001).

5 Sce Jeff Gosmano, Electronic Trading Could Change; Enron Situation Rolls Markets, NATURAL GAS
WEEK, Nov. 12, 2001, available at WLNR 8879099 (noting Enron Online’s launch in November 1999).
* Rosen & Goldman, supra note 24, at 585,



142

constricting its authority to call for regular OTC energy reporting in the absence of pre-
existing demonstrative evidence of fraud or manipulation. Needless to say, given the last
minute nature of this amendment, there were no hearings, committee reports, or floor
debates justifying this legislation or the reason it should have been passed over the
contrary guidance of Messrs. Greenspan, Summers, and Levitt.

The “Enron loophole” aimost immediately caused havoc in energy markets. It is
now beyond doubt that manipulation of futures and derivatives contracts pursuant to that
loophole dramatically increased the market price of electricity in the Western United
States during 2001-2002. This resulted in needless widespread and rolling blackouts,
along with a surge in corporate bankruptcies during that time period.”’ Enron and others,
using such unregulated trading facilities as Enron Online, “gamed” the energy derivatives
markets to drive up the cost of electricity in a manner that bore no relationship to
underlying economic fundamentals.

Between 1999 and 2001, California’s electricity bill rose by more than $40
biltion.® Because the explanation at that time — as it often is today with the price of oil
and natural gas — was that this sudden and highly disruptive price spike was caused by
economic fundamentals, California and other Western states, as well as energy
dependent public authorities and industries within those states, entered into long term
supply contracts. These contract prices vastly exceeded what history would prove was
the market’s fundamental equilibrium: long term supply contracts costing $700 million

during the electricity crisis would only cost $350 million by March 2002.%°

Only after internal Enron memos that outlined manipulation strategies were
uncovered in unrelated proceedings did the CFTC begin serious investigations into the
then recently deregulated OTC energy derivatives market. The CFTC ultimately assessed
hundreds of millions of dollars in damages and fines for what it found to be widespread,
devastating, and costly futures and derivatives market manipulation in this otherwise
unregulated market.*

¥ See Press Release, Sen. Dianne Feinstein, Sens, Feinstein, Cantwell Press for Public Release of Enron
Evidence, Citing Implications for Oil Markets (May 2, 2006), available at
htt Jffeinstein senate gov/O6releases/r-enron-evidence.
* Peter Navarro & Michael Shames, Aftershocks—And E:senttal Lessons—From the California Electricity
Debacle, 24 ELECTRICITY J. 2003, at 24.
» 148 CONG. REC. March 7, 2002, p. S1653 (daily ed. Mar. 7, 2002) (statement of Sen. Cantwell); Senators
Propose Bill Regulating OTC Markets, ENERGY COMPASS, Feb. 14, 2002; see also e.g. Navarro supra note
28, at 24 (“[T}he state remains saddled with almost $40 billion of long-term contracts that are roughly
twice the actual market value of the electricity and that will institutionalize high electricity rates in the state
for years to come.”). Similarly, the rising cost of natural gas in the summer of 2006 caused utility
companies to hedge at inflated costs; these costs were then passed on to consumers. See text accompanying
notes 8-9 supra.
% U.S. GENERAL ACCOUNTING OFFICE, REPORTS & TESTIMONY NO. GAO-04-420T, NATURAL GAS:
FACTORS AFFECTING PRICES AND POTENTIAL IMPACTS ON CONSUMERS 21 (2006), available at

hetp:/fwww.gao.gov/new.items/d06420t pdf.
http://www.bloomberg.com/apps/news?pid=20670001 &refer=&sid=aHAgHb.3Gdzg.
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In addition to malpractices in the Western United States electricity markets, last
year’s PSI staff report corroborated independent economic analysis demonstrating that
excessive speculation on unregulated OTC energy trading facilities has caused (and
alm}(l)st certainly is causing) an estimated unnecessary 20% increase in the cost of crude
oil.

Finally, the overwhelming influence of Enron on these unregulated markets is
evidenced by the June 25, 2007 staff report’s finding that when Amaranth in 2002 “added
energy trading to its slate of strategies” to boost its earnings, “it hired several former
Enron traders to its staff.”** Doubtless those former Enron traders were well educated in
the school for scandal that constituted the Western United States electricity manipulation.

In short, there is every evidence that the hastily enacted and poorly examined
Enron loophole has done nothing but add billions of dollars to prices charged the
American consumers for such important everyday commodities as electricity, heating oil,
natural gas, and gasoline. As the staff has recommended, the Enron loophole should be
repealed.

Second, there is an additional chapter that might be added to this subcommittee’s
June 25, 2007 bipartisan staff report. As mentioned above, today’s report notes that
Amaranth drove October 2006 natural gas contract up to the 2006 high of $8.45 per
MMBtu and then down to a $4.80 per MMBtu ~ a two and one half year low — upon that
hedge fund’s failure.”® Yet, the spot price of natural gas now hovers around $7.00 per
MMBtu. One might well ask about the reason for this increase. Again, market
fundamentals have not changed. Of course, the staff investigation leading to today’s
exhaustive report stopped in October 2006 shortly after the Amaranth failure. It does not
require a great leap of logic to wonder if that investigation had examined trading data
well into 2007, one might have found that other large financial institutions with deep
pockets have picked up Amaranth’s “torch” and that the natural gas market is still being
driven by excessive speculation — but on exempt or unregulated OTC markets. In the
absence of regulation and in the presence of opaque markets, we are left to speculate why
the price of natural gas has almost returned to the highs seen when Amaranth dominated
these markets.

In this regard, and as the June 25, 2007 staff report points out, those who oppose
further regulation in this area are quick to contend that there was no systemic risk
associated with the Amaranth failure. As the staff report so rightly demonstrates,
however, this argument overlooks the billions of dollars American consumers (including
industrial consumers) had to pay trying to lock in prices based on the “price discovery”
function NYMEX and ICE were purportedly playing in the summer of 2006. Moreover,
the contentment over the lack of systemic problems does not take into account that just as
the collapsed Enron provided a template for Amaranth, a collapsed Amaranth may be

3 See supra note 2 and accompanying text.
*2 June 25 Report at p. 57.

3 See supra p. 3-4.

 June 25 Report at p. 21,
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providing a template for one or more large financial institutions in today’s natural gas
markets. This complacency also overlooks those investors who were badly hurt by the
Amaranth fiasco. The San Diego County Employees Retirement Association is suing
Amaranth for over $150 million in lost retirement savings invested with the hedge fund.*®
Finally, and perhaps most importantly, it takes great optimism to conclude that repetition
of these kinds of exorbitant losses incurred by Amaranth in just a few days in September
2006 will not, especially if several funds were to implode at the same time, cause
systemic risk to the economy. It is now undisputed that the near failure of Long Term
Capital Management, which lost less money than Amaranth, raised the prospect of
systemic financial collapsc.36 Within the last few weeks, the Bank of Montreal (certainly
not a commercial hedger in these markets) experienced “trading losses of between $313
million and $403 million as a result of natural gas trading strategies that went awry.”’
Policy makers have to ask themselves whether they are prepared to allow this kind of
excessive speculation fueled in large part by borrowed funds continue to go unmonitored
merely because Amaranth’s failure did not cause the collapse of the American economy.
No less a free marketeer than Alan Greenspan counseled against allowing this kind of
opaque and unregulated energy futures trading which is the result of the Enron loophole.

Third, the bipartisan nature of the June 25, 2007 staff report is reflective of the
widespread adverse impact the high price of natural gas has had on all sectors of the
economy all over the Nation. In this regard, it should be remembered that on December
14, 2005, the then Republican-controlled House led by conservative Republican
Congressman Sam Graves of Missouri, passed, at the behest of the farming community
then suffering from all time record high natural gas prices, a version of the CFTC
Reauthorization Act of 2005 (H.R. 4473), which included a Title IT,*® mandating an
aggressive regulatory posture by the CFTC in overseeing “any contract market” engaged
in the trading of natural gas futures and derivatives. At that time, the cost of natural gas
had “float[ed] at a high near $14 MMBwu.”* Even though the CFTC reauthorization has
yet to make it through Congress, the spot price of natural gas dropped by roughly one
third after Congressman Grave’s December 2005 action and there was considerable
analysis at that time that the mere threat of aggressive regulation by a Republican
controlled House markets may have been responsible for that price decline.* Similarly,
adoption of the recommendations of the staff report at issue will almost certainly cause a
similar decline, because the markets will then be controlled by commercial interests
rather than by excessive speculation.

3 SDCERA v. Maounis, No. 07-CV-2618 (S.D.N.Y., complaint filed March 29, 2007).

€ U.S. GENERAL ACCOUNTING OFFICE, REPORTS & TESTIMONY NO. GAQ/GGD-00-3, LONG-TERM
CAPITAL MANAGEMENT; REGULATORS NEED TO FOCUS GREATER ATTENTION ON SYSTEMIC RisK (1999),
available ar hitp:/fwww.gao.gov/archive/2000/gg00003.pdf.

¥ U.S. CFTC Wants to Adopt New Market Rules, HOUSTON CHRONICLE, June 22, 2007, available at
http:/fwww.chron.com/disp/story.mpl./ap/fn/4912831.html.

* 151 CoNG. REC. H11554 (daily ed. Dec. 14, 2005).

% 151 ConG. REC. H11561 (daily ed. Dec. 14, 2005) (statement of Rep. Pombo).

9 See, e.g., AMERICAN PUBLIC POWER ASS’N, LONG TERM STRATEGIES ARE KEY IN ACHIEVING STABLE
NATURAL GAS PRICES 6 (2006 ), available at
http://www.appanet.org/files/PDFs/NaturalGasPriceOutiook306.pdf.
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Fourth, the bipartisan June 25, 2007 staff report lays to rest another argument
often advanced by CFTC commissioners, as well as banking and hedge fund speculators,
when fighting the regulation of the OTC energy markets. They contend that it will be
impossible for either the regulated exchanges or CFTC staff to make sense out of the
flood of market data that would result from re-regulating those markets.*! However, the
subcommittee staff, which has far fewer resources than even the now depleted CFTC, has
been able to digest and cogently explain a multi-year trading period that is now widely
recognized as one of the most volatile in natural gas market history. They have done so
with a coherent narrative aided by the creation of numerous highly instructive charts.
They have included a helpful history of these markets, a complete description of the
relevant exchanges and traders, and a full explanation of the relevant statute, rules, and
regulations. They have presented a report that far exceeds the investigative materials that
would have been needed by CFTC staff to commence an enforcement action in these
circumstances. Moreover, if the PSI staff’s recommendations were adopted, the
exchanges, in their capacity as self regulatory institutions, could put a stop to excessive
speculation with far less data than has been collected for the instant report. The report
adduced today gives a global muiti-year history of a volatile trading period. A regulated
exchange or the CFTC itself could put a stop to excessive regulation with information
collected over a period of days, as evidenced by the actions NYMEX took in August
2006 in its attempt to limit Amaranth’s excessive speculation,*?

Finally, and perhaps most importantly, I have one concern about what might be a
mistaken impression left by the report that was doubtless unintended by its authors. One
could very well be left with the impression after reading the June 25, 2007 report that the
CFTC, as presently constituted, is fully supportive of receiving the new statutory
authority that the authors’ recommendations would provide it. However, it must be
remembered that two successive Chairmen of the CFTC, Messrs. Newsome and Jeffery,
as well as (and perhaps most especially) the intervening Acting Chair, Ms. Brown-
Hruska, have strongly resisted undoing the Enron loophole. Moreover, Mr. Newsome
and Ms. Hruska, and until recently Mr. Jeffery, have proudly pointed to reduced
Commission staffing as a worthy dividend of the CFMA®, i.e., of deregulating both the
OTC markets and substantially reducing regulation of the established exchanges, which
now adhere to governing principles rather than a rule-based regime.* One has every

" CFTC Member Says Her Agency Can Provide Necessary Oversight of OTC Markets, Dismisses Claims
About Excessive Market Speculation, FOSTER ELECTRIC REP., Apr. 5, 2006, at 13.

* June 25 Report at p. 53.

* See, e.g., Peter A. McKay, CFTC Chairman Opposes Plan to Broaden Regulators’ Power, WALL STREET
JOURNAL, July 25, 2002 (“The futures industry’s top government watchdog [, Chairman James E.
Newsome,] said his agency has adequate authority and staff to regulate the nation’s commodity markets,
despite the Enron Corp. and Dynegy Inc. scandals. He warned against a proposal in Congress to broaden
regulators’ power.”).

** PriLe MCBRIDE JOHNSON & THOMAS LEE HAZEN, DERIVATIVES REGULATION § 1.18 [2], at 323 (2004)
(“The CFMA decreased significantly the degree of market regulation over designated contract markets.
Rather than affirmative day-to-day regulation that was imposed under the former regulatory regime, under
the . . . CFMA, the [CFTC] is charged with an oversight role with respect to contract markets.”). Indeed,
the House regulatory measure concerning the natural gas futures markets, see text at n. 38 supra, was
driven in considerable part because of widespread complaints that NYMEX’s daily trading “limits” rules
(as well as the CFTC's oversight of them) were deemed to be unusually weak and, according to many
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reason to worry that the CFTC would welcome that part of today’s report that increases
staffing and funding while resisting the bipartisan staff recommendation pertaining to
additional regulatory responsibility concerning the OTC energy markets and more
rigorous enforcement of the excessive speculation bar.

I should add that I do not draw complete comfort from the proposed rule issued
by the CFTC late this last Friday afternoon making it clear, as I read it, that NYMEX
should now have the authority to request from a trader all of its “other positions” in
particular commodity, including positions in “over-the-counter” markets.*> Under this
proposal, Amaranth would have had to report to NYMEX its ICE natural gas positions.
However, this proposed rule does not require anyone trading exclusively on an exempt
OTC trading facility to report positions, i.e., a trader executing contracts almost
exclusively on ICE would not have to report positions to the CFTC. Thus, even if
adopted as a permanent rule after completion of the proposed rule’s comment period, this
suggested regulation does not address the heart of the problems caused by the Enron
loophole (regulating exempt exchanges); nor does it reinvigorate the CEA’s bar against
excessive speculation.

In this regard, it is important to note that the CFTC now only has three of its full
complement of five commissioners. After Chairman Jeffery is confirmed to become
Undersecretary Secretary of State for Economic, Energy, and Agricultural Affairs, only
two commissioners will remain. One proposed commissioner is a former high ranking
lobbying employed by the International Swaps and Derivatives Association (“ISDA™).
On the long list of financial industry associations which strongly oppose regulation of the
OTC energy markets, ISDA is undoubtedly, at the very least, first among equals. If the
Senate truly wants to protect the American consumer and to reduce the prices those
consumers are paying for gasoline, heating oil, natural gas, and crude oil, it must exercise
with care its advice and consent role with regard to the three new commissioners, The
CFTC is in desperate need of new commissioners who represent the consumer interest.
Congress can pass all of the laws it wants to ensure that the energy derivatives markets
are not overrun and made dysfunctional by excessive speculation. If the CFTC
commissioners do not believe in those laws, the American consumer will continue to take
a back (and highly uncomfortable) seat to the large banks, hedge funds, and other market
speculators.

traders’ and end users’ complaints, encouraged extraordinary volatility in NYMEX’s natural gas futures
contracts. See, e.g., Alistair Barr, Bill Limiting Natural Gas Speculation to be Introduced, MARKETWATCH,
(Apr. 13, 2005). Because the CFMA encourages the most passive CFTC oversight of the even the most
regulated contract markets, and the December 14, 2005 House amendment as passed affirmatively
addresses that problem insofar as natural gas trading is concemed.

* Maintenance of Books, Records and Reports by Traders, 72 Fed. Reg. 120 (proposed June 22, 2007).
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Shane Lee
Senate Committee on Homeland Security and Governmental Affairs
Permanent Subcommittee on Investigations
“Excessive Speculation in the Natural Gas Market”

June 25, 2007

Chairman Levin, Ranking Member Coleman, thank you for the
opportunily to appear here to discuss some of the issues that the Permanent
Subcommittee on Investigations (the “Subcommittee”) is considering in this hearing. I
am appearing here voluntarily, and I have previously provided information to the
Subcommittee Staff in connection with its investigation.

1 have been trading energy products since 1998, including NYMEX
strategies, locational trades (basis) and options, and I have experience as both a financial
and physical trader. I began working as a trader at Amaranth Advisors (Calgary) ULC
(collectively, with Amaranth Advisors LLC, “Amaranth”) in April 2006. I was based in
an office in Calgary, Canada, rather than at Amaranth’s headquarters in Greenwich,
Connecticut. Amaranth was a hedge fund that invested in a varicty of investment
strategies, including energy trades. In particular, in 2006, Amaranth’s natural gas
portfolio consistcd of futures contracts, financially-settled swaps, and options positions
based on various strategics. Amaranth never took or made delivery of physical natural
gas. In September 2006, Amaranth suffered dramatic losses and is now out of business.

I feft Amaranth in September 2006.



148

I traded my own portfolio at Amaranth, consisting of locational markets
(basis), NYMEX futures/swaps and options. Although I sometimes traded significant
volume for my own portfolio at Amaranth, this represented only a small portion of
Amaranth’s overall natural gas portfolio. { was one of numerous members of the natural
gas team at Amaranth. I did not meet any Amaranth investors and [ did not have any
authority over risk management. During the summer of 2006, from time to time, I also
exccuted trades for Brian Hunter, another cnergy trader at Amaranth.

The Subcommittee has requested that I address particular matters to assist
its understanding of the issues in the present investigation. In this Statcment, I offer my
views, from my perspective as a trader, on the following issues: (1) my experience as a
natural gas trader in 2006; (2) whether Amaranth engaged in so-called “excessive
speculation;” (3) whether Amaranth dominated the natural gas market; (4) whether
NYMEX futures and ICE natural gas swaps are comparable products; (5) what actions
Amaranth took in August 2006 in response to a directive from NYMEX to reduce its
natural gas positions; and (6) whether new statutory or regulatory provisions are required
for ICE.

In response to the Subcommittee’s request for my cxpericnce trading in
the natural gas markets in 2006, I offer the following observations. Price levels in 2006
were generally higher than carlier in the decade, as they were in most energy
commodities, although natural gas prices had fallen from higher peak levels in 2005. In
my view, the reasons for those higher price levels in 2006 were fundamental factors such
as higher crude oil and crude oil products prices, coal prices, perceived hurricane risks

(whether warranted or not) and general demand growth. Similarly, there were periods of
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extreme volatility in 2006, which appcared to have been caused by such fundamental
factors as hurricane scares, extreme heat in late July and early August 2006 and the
unusually warm winter of 2005. There were also periods in 2006 when prices went
below prior levels because of historically high natural gas storage levels.

Was Amaranth engaged in “excessive speculation™ Because Amaranth
was not a producer or user of natural gas, and did not engage in physical delivery, its
trading was by definition “speculative.” Amaranth’s trading volumc was large in
comparison to my own prior trading experience at other companies. But I did not
consider Amaranth’s trading to be “cxcessive.” The information available to market
participants regarding the size of the cverall market is incomplete and limited to
“snapshots” of open interest on the NYMEX futures market. Because of that lack of
information, 1 did not know exactly how Amaranth’s positions compared to the size of
the overall market. However, 1 understood that other market participants engaged in
trading that was comparable in size to that of Amaranth.

Although I believe that, like any market participant, Amaranth’s positions
were reflected in short-term pricc changes, I do not believe that Amaranth’s trading
dominated the natural gas markct. I also do not belicve that Amaranth’s trading on
unregulated exchanges contributed to any price distortions. The exchanges in question
are high-volume, cxtremely liquid markets, which arc capable of absorbing transactions
of the size of Amaranth’s trading.

The Subcommittee has requested that I provide information on whethe:
natural gas futures contracts on NYMEX and natural gas swaps on ICE are comparable

products.  Although futures contracts and swaps are similar, there are fundamental
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differences. The principal difference is that futures contracts require the holder to make
or lake physical delivery unless the position is exited before it expires, while a swap is
financially settled and the holder is not required to make or take physical dclivery. The
markets for futures contracts and swaps bchave similarly until the scttlement period when
they can diverge. During the settlement period, the price of a futures contract can be
extremely volatile, and the price of the swap contract tends to decline in volatility during
the scitlement period as confidence increases in the scttlement price.

[ generally preferred swaps on ICE to futures contracts on NYMEX
because swaps do not require physical delivery. Amaranth never took physical delivery.
Other rcasons for using ICE are the greater level of confidentiality (that is, the lower risk
that one’s position will be revealed to competing traders), the often greater liquidity and
lower cxecution prices, and the differing margin requirements.

The Subcommittec has also requested that I address what actions
Amaranth ook in August 2006 in response to the directive from NYMEX to reduce its
position in the natural gas futures market. It is my understanding that on August 29,
2006, the NYMEX contacted Amaranth's Compliance Director to request that Amaranth
reduce its September 2006 natural gas position and not trade that position during the
settlement period. Amaranth advised the energy trading desk, which in tum exited its
positions in the September 2006 futures contract prior to the settlement period. I had
little or no knowledge of, or involvement ini, Amaranth’s response to that directive,

In addition, the Subcommittee has requested my views on whether trading
on NYMEX and ICE should be subject to the same position limits and treated the same.

As a trader, I am familiar with position limits on NYMEX and abide by those limits. In
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general, limits can have costs and benefits to traders and other market participants. As a
trader, rather than a policymaker, I do not have strong views on whether position limits
should be imposed on other exchanges. 1do think that any such position limits should be
confined to products that are identical, from a risk perspective, to futures.

Finally, the Subcommittee has rcquested that I address whether ICE
should be subject to thc samc statutory and regulatory provisions as the regulated
exchanges. Implementing accountability and reporting requirements on ICE would
impose administrative burdens on OTC participants and ICE, Howevcr, such measures
would increase transparency, allow hedge funds and other traders to monitor the amount
of open intcrest, and help deter any potentially improper conduct.

Once again, I thank the Subcommittce for the opportunity to appear and

discuss some of the issues that it is considering.
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Testimony of
Dr. James Newsome, CEO
New York Mercantile Exchange, inc.

Senate Committee on Homeland Security and Governmental Affairs
Permanent Subcommittee on investigations
Concerning
“Excessive Speculation in the Natural Gas Market”

July 9, 2007

Mr. Chairman and members of the Subcommittee, my name is Jim Newsome
and | am the President and Chief Executive Officer of the New York Mercantile
Exchange, Inc. (NYMEX or Exchange). NYMEX is the world's largest forum for trading
and clearing physical-commodity based futures contracts, including energy and metals
products. NYMEX has been in the business for more than 135 years and is a federally
chartered marketplace, fully regulated by the Commodity Futures Trading Commission
(CFTC) both as a “derivatives clearing organization” and as a “designated contract
market” (DCM), which is the highest and most comprehensive level of regulatory
oversight to which a derivatives trading facility may be subject under current law and
regulation.

Prior to joining NYMEX, | served as a CFTC commissioner and, subsequently,
from 2001 to 2004, as the Chairman. As Chairman, | led the CFTC’s implementation of
the Commodity Futures Modernization Act of 2000 (CFMA). The CFMA streamlined and
modernized the regulatory structure of the derivatives industry and provided legal
certainty for over-the-counter (OTC) swap transactions by creating new exclusions and
exemptions from substantive CFTC regulation for bilateral transactions between
institutions and/or high net-worth participants in financial derivatives and exempt
commodity derivatives, such as energy and metals.

On behalf of the Exchange, its Board of Directors and shareholders, | thank you
and the members of the Permanent Subcommittee on Investigations (PS!) for the '
opportunity to participate in today's hearing on the topic of “excessive speculation in the
natural gas market,” which was the titie of the recently released PSI Report (Report).

OVERVIEW

NYMEX is fully regulated by the CFTC as a DCM, the highest level of regulation
for a trading platform under the Commodity Exchange Act (CEA) and, as a DCM,
NYMEX has an affirmative responsibility to act as a self-regulatory organization (SRO)
and to monitor and to police activity in its own markets. The DCM statutory category
encompassed existing futures exchanges and established a number of “Core Principles”
for regulation of DCMs. The CFMA also permitted bilateral trading of energy on
electronic platforms. Under CFTC rules, these electronic trading platforms are called
“exempt commercial markets” (ECM) and are subject only to the CFTC's antifraud and
anti-manipulation authority. Unlike the DCM, the ECM is completely unregulated by the
CFTC and thus has no self-regulatory obligations to monitor its own markets.
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A series of profound changes have occurred in the natural gas market since the
passage of the CFMA, including technological advances in trading, such that the
regulated DCM, NYMEX, and the Intercontinental Exchange (ICE), an unreguiated ECM,
have become highly linked trading venues. As a result of this phenomenon, which could
not have been reasonably predicted only a few short years ago, the current statutory
structure no longer works for certain markets now operating as “ECMs”. Specifically, the
reguiatory disparity between the NYMEX and certain ECMs, particularly the ICE, which
are functionally equivalent, has created serious challenges for the CFTC as well as for
NYMEX in its capacity as an SRO.

From its vantage point as a DCM, NYMEX was able to observe first-hand how
this regulatory disparity operated in the Amaranth situation. In August of 2008, NYMEX
proactively took steps to maintain the integrity of its markets by ordering Amaranth to
reduce its open positions in the Natural Gas futures contract. However, as detailed in
the Report, Amaranth then sharply increased its positions on the unreguiated and
nontransparent ICE electronic trading platform. Because the ICE and NYMEX trading
venues for naturai gas are tightly linked and highly interactive with each other and
essentially are components of a broader natural gas derivatives market, Amaranth’s
response to NYMEX's regulatory directive admittedly reduced its positions on NYMEX
but did not reduce Amaranth’s overall market risk nor the risk of Amaranth's
guaranteeing clearing member. Furthermore, the integrity of NYMEX markets continued
to be affected by and exposed to Amaranth’s outsize positions in the natural gas market.
Moreover, NYMEX had no efficient means to monitor Amaranth’s positions on ICE or to
take steps to have Amaranth reduce its participation in that trading venue.

We do not believe that the case has been made and, thus, we do not support any
new regulation of derivatives transactions that are individually negotiated and executed
off-exchange,_i.e., not on a trading facility, between eligible participants in the traditional
bilateral OTC market. On the other hand, we do believe that ECMs such as ICE that
function more like a traditional exchange and that are linked to an established exchange
should be subject to the full reguiation of the CFTC. In addition, the continuing
exchange-like aggregation and mutualization of risk at the clearinghouse level from
trading on active ECMs such as ICE, where large positions are not monitored, raise
concerns about spill-over or ripple implications for other clearing members and for
various clearing organizations that share common clearing members. Consequently,
legislative change may be necessary to address the real public interest concerns
created by the current structure of the natural gas market and the potentiai for systemic
financial risk from a market crisis involving significant activity occurring on the
unregulated trading venue.

NYMEX'S ROLE AND RESPONSIBILITES AS A DCM

NYMEX operates as a designated contract market. As the benchmark for energy
prices around the world, trading on NYMEX is transparent, open and competitive and
fully regulated by the CFTC. NYMEX does not trade in the market or otherwise hold any
market positions in any of its listed contracts and, being price neutral, does not influence
price movement. instead, NYMEX provides trading forums that are structured as pure
auction markets for traders to come together and to execute trades at competitively
determined prices that best reflect what market participants think prices will be in the
future, given today’s information. Transactions can also be executed off-Exchange, i.e.,
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in the traditional bilateral OTC arena, and submitted to NYMEX for clearing via the
NYMEX CiearPort® Clearing website through procedures that will substitute or
exchange a position in a regulated futures or options contract for the original OTC
product.

Unlike securities markets, which serve an essential role in capital formation,
organized derivatives venues such as NYMEX provide an important economic benefit to
the public by serving two key functions: (1) competitive price discovery and (2) hedging
by market participants. A CFTC glossary of standard industry terms informally defines
hedging as follows:

“[Tlaking 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 iater. One can hedge either a long cash market position (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).”

The public benefits of commodity markets, including increased market
efficiencies, price discovery and risk management, are enjoyed by the full range of
entities operating in the US economy, whether or not they trade directly in the futures
markets. Everyone in our economy is a public beneficiary of vibrant, efficient commodity
markets, from the U.S. Treasury, which saves substantially on its debt financing costs, to
every food processor or farmer, every consumer and company that uses energy
products for their daily transportation, heating and manufacturing needs, and anyone
who relies on publicly available futures prices as an accurate benchmark.

As a result of the CFMA, which is discussed in further detail below, NYMEX as
a DCM must comply with a number of broad, performance-based Core Principles
applicable to DCMs that are fully subject to the CFTC’s regulation and oversight. These
include eight Core Principles that constitute initial designation criteria, as well as 18
other ongoing Core Principles for DCMs.

In general, as a DCM, NYMEX has an affirmative obligation to act as a self-
regulatory organization (SRO). As such, NYMEX must police its own markets and
maintain a program that establishes and enforces rules related to detecting and
deterring abusive practices. Of particular note in relation to the Report is the series of
Core Principles that pertain to markets and to market surveillance. Thus, a DCM can list
for trading only those contracts that are not readily susceptible to manipulation. In
addition, a DCM must monitor trading to prevent manipulation, price distortion and
disruptions of the delivery or cash-settiement process. Furthermore, to reduce the
potential threat of market manipulation or congestion, the DCM must adopt position
limits or position accountability for a listed contract, where necessary or appropriate.

NYMEX has numerous surveillance tools that are used routinely to ensure fair
and orderly trading on our markets. The principal tool that is used by DCMs to monitor
trading for purposes of market integrity is the large trader reporting system. For erergy
contracts, the reportable position levels are distinct for each contract listed by the
Exchange for trading. The levels are set by NYMEX and are specified by rule
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amendments that are submitted to the CFTC, typically following consultation and
coordination with the CFTC staff.

For the physically delivered NYMEX natural gas futures contract (which is
referenced by NYMEX by the commodity code NG), the reportable position level is 200
contracts. The NYMEX Market Surveillance staff routinely reviews price activity in both
futures and cash markets, focusing, among other things, on whether the futures markets
are converging with the spot physical market as the NYMEX contract nears expiration.
Large trader data are reviewed daily to monitor customer positions in the market. On a
daily basis, NYMEX collects the identities of all participants who maintain open positions
that exceed set reporting levels as of the close of business the prior day. These data
are used to identify position concentrations requiring further review and focus by
Exchange staff. These data are also published in aggregate form for public display by
the CFTC on its website in a weekly report referenced as the Commitments of Traders
(COT) report. Historically at NYMEX, the open interest data included in large trader
reports reflects approximately 80% of total open interest in the applicabie contracts.

Any questionabie market activity results in an inquiry or formal investigation.
NYMEX closely monitors the natural gas futures market at all times in order to enforce
orderly trading and liquidations. NYMEX staff additionally increases its market
surveillance reviews during periods of heightened price volatility.

By rule, NYMEX also maintains and enforces limits on the size of positions that
any one market participant may hold in a fisted contract. These limits are set at a fevel
that greatly restricts the opportunity to engage in possible manipulative activity on
NYMEX. Itis the tradition in futures markets that futures and options contracts generally
are listed as a series of calendar contract months. For an expiring contract month in
which trading is terminating, NYMEX uses a hard expiration position limit for NG of 1,000
contracts. For the NG futures contract, NYMEX maintains an any one month/all months
combined position accountability level of 12,000 contracts. When position accountability
levels are exceeded, Exchange staff conducts heightened review and inquiry, which
may result in NYMEX staff directing the market participant to reduce its positions.
Breaching the position limit can result in disciplinary action being taken by the Exchange.
Finally, NYMEX also maintains a program that allows for certain market participants to
apply for targeted exemptions from the position limits in ptace on expiring contracts.
Such hedge exemptions are granted on a case-by-case basis following adequate
demonstration of bona fide hedging activity involving the underlying physical cash
commodity or involving related swap agreements.

Beyond the formai regulatory requirements, NYMEX staff works cooperatively
and coristructively with CFTC staff to assist them in carrying out their market
surveillance responsibilities. NYMEX staff and CFTC staff regularly engage in the
informal sharing of information about market developments. In addition to the
Exchange's self-regulatory program, the CFTC conducts ongoing surveillance of
NYMEX markets, including monitoring positions of large traders, deliverable supplies
and contract expirations. The CFTC also conducts routine “rule enforcement” reviews of
our self-regulatory programs. NYMEX consistently has been deemed by the CFTC to
maintain adequate regulatory programs and oversight, in compliance with its self-
regulatory obligations under the Commodity Exchange Act.
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Moreover, NYMEX staff can and do make referrals to CFTC staff for possible
investigation, such as with respect to activity by a market participant that is not a
NYMEX member or member firm. Thus, for example, in an investigation of a non-
member market participant, the Exchange would lack direct disciplinary jurisdiction and
the consequent ability to issue effective sanctions (other than denial of future access to
the trading of our products). In that situation, NYMEX staff could and has in the past
turned over the work files and related information to CFTC staff. Al such referrals are
made on a strictly confidential basis. Similarly, CFTC staff on occasion makes
confidential referrals to NYMEX staff as well.

Overall, there is a strong overlap between the CFTC's regulatory mission and
NYMEX's SRO role in ensuring the integrity of trading in NYMEX’s contracts. NYMEX
itself has a strong historic and ongoing commitment to its SRO responsibilities. As noted
in the Report, the NYMEX regulatory program has a current annual budget of
approximately $6.2 million, which reflects a significant commitment of both staff and
technology.

NATURAL GAS MARKET

Natural gas accounts for almost a quarter of United States energy consumption,
and the NYMEX NG natural gas futures contract is widely used as a national benchmark
price. The Report includes a detailed description of the nature of the naturai gas market.
While industrial use of natural gas has been increasing in recent years, the Report
correctly notes that one of the major uses of natural gas continues to be for home
heating, which adds a pronounced seasonal nature to the trading of this commaodity.
This fundamental shift in demand has led to increased volatility in natural gas prices in
recent years.

Currently, NYMEX's core energy futures contracts trade simultaneously by open
outcry on the Exchange floor during the day and electronically on the Chicago Mercantile
Exchange (CME) Globex® electronic trading platform (pursuant to a services agreement
between NYMEX and the CME). The core or flagship natural gas futures contract (NG)
trades in units of 10,000 million British thermal units (mmBtu). As noted, NYMEX’s
futures and options contracts are listed and traded by calendar month. For energy
contracts, trading terminates in the month preceding the month of actual delivery of the
underlying commodity The NG price is based on delivery of the physical product at the
Henry Hub in Louisiana, the nexus of 16 intra- and interstate natural gas pipeline
systems that draw supplies from the region’s prolific gas deposits. The pipelines serve
markets throughout the U.S. East Coast, the Guif Coast, the Midwest, and up to the
Canadian border. An options contract and calendar spread options contracts provide
additional risk management opportunities.

NYMEX also offers a financially settled version of the NG futures contract, which
is referenced by NYMEX by the commodity code of NN. Furthermore, because of the
volatility of natural gas prices, a vigorous basis market has developed in the pricing
relationships between Henry Hub and other important natural gas market centers in the
continental United States and Canada. The Exchange makes available for trading a
series of basis futures contracts whose terms were modeled upon those of products
trading in the traditional phone broker bilateral OTC venue and that are quoted as price
differentials between approximately 30 natural gas pricing points and Henry Hub. The
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basis contracts are listed for trading in units of 2,500 mmBtu on the NYMEX ClearPort®
electronic trading platform.

With regard to the volume of natural gas trading on NYMEX, in 2008,
approximately 38.6 million futures and options contracts in the natural gas commodity
were executed on and/or cleared by NYMEX. More recently, during the first quarter of
2007, 9.86 million futures and options contracts in the natural gas commodity were
executed on and/or cleared by NYMEX.

With respect to the number and types of natural gas traders, aside from the daily
large trader reports that are filed with the CFTC, the CFTC’s weekly COT reports
indicate, among other statistics, the number of traders reflected in that week’s report. As
a sample analysis, NYMEX staff reviewed the first weekly report issued by the CFTC for
each month from July of 2005 through January 2007 and then calculated an average of
that data. Based on that review, Exchange staff caiculated that there were on average
208 “large traders” for natural gas in the sample of CFTC reports that were analyzed. As
noted previously, the large trade data coliected by NYMEX typically refiects
approximately 80% of the open interest in a futures contract. Insofar as the types of
traders in the market, while the COT generally categorizes open positions as either
commercial or non-commercial, there is a broad range of participants that would include
end users such as utilities, marketers, traders, integrated oil companies, market makers,
hedge funds and individuals.

STATUTORY CONTEXT

In order to better understand the circumstances surrounding the demise of
Amaranth, it may be useful first to establish the regulatory and market context that
provided a backdrop to Amaranth’s activities. For many years, the CFTC has had
exclusive jurisdiction over the regulation of contracts for a commaodity for future delivery,
i.e., futures contracts. Moreover, a longstanding requirement was that futures contracts
could only be traded on a futures exchange that was directly regulated by the CFTC. A
contract deemed by the CFTC to be a futures contract that was not executed on a
regulated futures exchange was viewed as an illegal off-exchange transaction and would
be subject to CFTC enforcement action. Additionally, there was legal uncertainly
concerning the execution of swaps, including energy swaps, on an electronic trading
facility. During the 1990s, the OTC swap market began to increase substantially in size,
and swap agreements began to be more standardized and strikingly similar to futures
contracts. This transition created additional legal uncertainty around the trading of OTC
swaps.

Because of the growing iegal uncertainty regarding whether such products were
or were not futures contracts, Congress directed the President’s Working Group on
Financial Markets (PWG) to conduct a study of OTC derivatives markets and to provide
legislative recommendations to Congress. The PWG Report entitied “Over-the-Counter
Derivatives Markets and the Commodity Exchange Act,” was issued in 1999 and
focused primarily on swap and other OTC derivatives transactions executed between
eligible participants. Among other things, the PWG Report recommended exclusion
from the CEA for swap transactions in financial products between eligible swap
participants. However, the PWG Report explicitly noted that *[tlhe exclusion should not
extend to any swap agreement that involved a non-financial commodity with a finite
supply.” (Report of the PWG, “Over-the-Counter Derivatives Markets and the Commodity



158

Exchange Act” (November 1999) at p. 17.) The collective view at the CFTC at that time
was that the jury was still out as to whether or not energy commodities were susceptible
to manipulation and, therefore, energy commodities should not be exciuded from the
Act.

Thereafter, in December 2000, Congress enacted the CFMA. The CFMA
provided greater legal certainty for derivatives executed in OTC markets, established a
number of new statutory categories for trading facilities, and shifted away from a “one-
size-fits-all” prescriptive approach to futures exchange reguiation to a more flexible
approach that included use of core principles for DCMs.

The CFMA also included new section 2(h) to the CEA; in particular, new
subsections 2(h)(3)-(6), which exempted energy commodities from CFTC regulation and
allowed the trading of energy swaps on an electronic trading platform. Under CFTC
rules, these platforms are known as “Exempt Commercial Markets” (ECM). While
transactions executed on an ECM generally are subject to anti-fraud and anti-
manipulation authority, the ECM itself is essentially exempt from all substantive CFTC
regulation and oversight. In addition, the ECM by statute has no affirmative
requirements to engage in any self-regulatory activities to monitor its markets or
otherwise seek to prevent any manner of market abuses. When the CFMA was adopted
in 2000, there was a broad consensus in the industry, including the regulated commodity
exchanges, for the various components of the CFMA.

Subsequent to the passage of the CFMA in late 2000, derivatives markets,
especially natural gas derivatives markets, evolved in just a few short years to an extent
and at a rate that wouid have been very difficult to predict in 2000. When the CFTC was
in the midst of proposing and finalizing implementing regulations and interpretations for
the CFMA in 2001, even shortly following the wake of the Enron meltdown in late 2001,
the natural gas market continued to be largely focused upon open outcry trading
executed on the regulated NYMEX trading venue. At that time, NYMEX offered
electronic trading on an “after-hours” basis, which contributed only approximately 7-10%
of overall trading volume at the Exchange. Electronic trading (of standardized products
based upon NYMEX's natural gas contracts) was at best a modest proportion of the
overall market. Moreover, it was more than six months following the Enron meitdown
before the industry began to offer clearing services for OTC natural gas transactions.

But, in determining to compete with NYMEX, ICE not only copied al! of the
relevant product terms of NYMEX's core or flagship natural gas futures contract, but also
misappropriated the NYMEX settlement price for daily and final settlement of its own
contracts. |CE’s misappropriation of NYMEX's intellectual property remains a matter of
dispute in ongoing litigation between the two exchanges that is now under judicial
appeal. However, as things stand today, natural gas market participants have the
assurance that they can receive the benefits of obtaining NYMEX's settlement price,
which is now the established industry pricing benchmark, by engaging in trading either
on NYMEX or on ICE.

For some period of time following the launch of ICE as a market, ICE was the
only trading platform that offered active electronic trading during daytime trading hours.
In September of 2006, NYMEX began providing “side-by-side” trading of its products--
listing products for trading simuitaneously on the trading floor and on the electronic
screen. Since that time, there has been active daytime electronic trading of natural gas
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on both NYMEX and CE The share of electronic trading at NYMEX as a percentage of
overall transaction volume has shifted dramatically to the extent that electronic trading
now accounts for 80-85% of overali trading volume at the Exchange. The existence of
daytime electronic trading on both NYMEX and ICE has fueled the growth of arbitrage
trading between the two markets. Thus, for exampte, a number of market participants
that specialize in arbitrage activity have established computer programs for electronic
trading that automatically transmit orders to one market when there is an apparent price
imbalance with the other market or where one market is perceived to offer a better price
than the other market. As a result, there is now a relatively consistent and tight spread
in the prices of the competing natural gas products. Hence, the two competing trading
venues are now tightly linked and highly interactive and in essence are simply two
components of a broader derivatives market. No one could have predicted in 2000,
when the exemption was crafted for energy swaps, how this market would have evolved.

In addition to the misappropriation of NYMEX's settlement price, the ICE market
now has a significant market share of natural gas trading, and a number of observers
have suggested that most of the natural gas trading in the ICE Henry Hub swap is
subsequently cleared by the London Clearing House, the clearing organization
contracted by ICE to provide clearing services. Thus, there is now a concentration of
market activity and positions occurring on the ICE market as well as the exchange-like
concentration and mutualization of financial risk at the clearing house level from that
activity.

At the time that the CFMA was being formulated in Congress, there may have
been a notion that the public interest was not implicated by trading on markets such as
ICE because larger market participants did not need a regulatory agency to protect them
from trading with each other. Yet, what has become clear in the last several years is
that the changing nature and role of ECM venues such as ICE do now trigger public
interest concerns in several ways, including with respect to the muitiple impacts on other
trading venues that are regulated as well as through the exchange-like aggregation of
financial risk.

The Report analyzes the extent to which trading on one venue of a product
whose price is linked to the fina! settlement price of a NYMEX product contributes or
infiuences the price of that NYMEX product. First, it is worth noting that the CFTC
acknowledged in its recent proposed rule-making that there is “a close relationship
among transactions conducted on reporting markets and non-reporting transactions. (72
Fed. Req. 34, 413, at 34,414 (2007) (proposed June 22, 2007.) Second, it is also
relevant to consider the recent statement issued on June 14, 2007 by the Department of
Justice (DOJ) Antitrust Division announcing the closure of its review of the proposed
acquisition by Chicago Mercantile Exchange Holdings Inc. of CBOT Holdings Inc. based
upon the DOJ's determination that neither that acquisition nor the clearing agreement
between the two exchanges was likely to reduce competition substantially. NYMEX
betieves that this announcement is based upon a tacit recognition by the Antitrust
Division that, with regard to analysis of the relevant market, at a minimum, regulated
futures trading and over-the-counter trading are simply components of a broader market
(that also might be defined to include some cash market activity as well).

Because ICE price data are available only to market participants, NYMEX does
not have the means to establish conclusively the extent to which trading of ICE natural
gas swaps contributes to or influences or affects the price of the related natural gas
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contracts on NYMEX. However, what is clear is that, as a consequence of the extensive
arbitrage activity between the two platforms and ICE'’s use of NYMEX's settiement price
as well as other factors, the two natural gas trading venues are now tightly linked and
highly interactive. These two trading venues serve the same economic functions and are
now functionally equivalent to each other NYMEX staff has been advised that, during
most of the trading cycle of a listed futures contract month, there is a range of perhaps
only five to twelve ticks separating the competing NYMEX and {CE products. (The
NYMEX NG contract has a minimum price fluctuation or trading tick of $.001, or .01
cents per mmBtu.) NYMEX staff has also been advised by market participants who
trade on both markets that a rise (fall) in price on one trading venue will be followed
almost immediately by a rise (fall) in price on the other trading venue. This may occur
because prices rise first on ICE and then follow on NYMEX, or because prices rise first
on NYMEX and then follow on ICE. These observations of real-world market activity
support the conclusion that trading of ICE natural gas swaps do in fact contribute to,
influence and affect the price of the related natural gas contracts on NYMEX.

Aside from a lawsuit brought by NYMEX against ICE for the use of NYMEX's
settlement prices, which as noted is a matter that remains under appeal in a federal
court of appeals, NYMEX does not otherwise have any other ongoing formatl relationship
with ICE. In particular, as ICE and NYMEX are in competition with each other, there are
currently no arrangements in place, such as information-sharing, to address market
integrity issues. As stated previously, NYMEX as a DCM does have affirmative self-
regulatory obligations; ICE as an ECM has no such duties. Yet, from a markets
perspective, the ICE and NYMEX trading venues for natural gas are tightly linked and
highly interactive; trading activity and price movement on one venue can quickly affect
and influence price movement on the other venue.

In connection with the Exchange’s ongoing routine market surveillance programs
and procedures that were described previously, NYMEX staff was aware of and
monitored all open positions that Amaranth maintained in NYMEX trading venues,
including the physically delivered NG natural gas futures contract. NYMEX conducted
regular reviews of Amaranth’s open positions in excess of position accountability levels
prescribed in NYMEX Rule 9.26. NYMEX notes that various other contracts which are
offered by NYMEX, such as American and European options on Natural Gas as well as
various other futures contracts are aggregated into the Natural Gas Futures Contract
(NG) for monitoring accountability levels on a futures equivalent basis. During the period
in question of the Report, the NYMEX financially-settled Henry Hub Natural Gas futures
contract (NN), was also aggregated into the Natural Gas Futures Contract (NG) for
monitoring accountability levels on a “futures equivalent” basis, i.e., across several
related NYMEX contracts. As such, Amaranth's positions at NYMEX, when taken on a
futures equivalent basis, were of significantly less magnitude on a percentile basis than
is the case when reviewing the NG contract in isolation on a “futures-only” basis.
NYMEX staff did routine monitoring of back month positions, based upon the application
of position accountability levels applied on a futures equivalent protocol, which is the
current standard procedure for U.S. futures exchanges. In addition to conducting market
surveillance on Amaranth’s activities, NYMEX staff also conducted daily analytical
“stress” tests of Amaranth’s carrying clearing member.

As accurately represented in the Subcommittee’s Report, NYMEX staff members
directed Amaranth in early August 2006 to reduce its open positions in the first two
nearby contract months based upon what they believed to be a significant concentration
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in NYMEX markets in Natural Gas (relying upon an NG *futures only” approach).
NYMEX believes that such a directive was prudent and aiso was effective with respect to
reducing positions carried on our platform. As previously stated, NYMEX maintains no
information sharing agreement of any kind with ICE; the Exchange also observes that,
during the period in question, the CFTC was not receiving any regular information from
ICE as to positions on its platform. Thus, a shift of positions by Amaranth from NYMEX
to ICE was undetectable both by NYMEX and the CFTC.

It is important to distinguish the activity of Amaranth, which had accumutated
open positions to the extent that a trading facility with SRO duties would direct that such
positions shouid be reduced, from the category of hedge funds as a class of market
participant. NYMEX issued a study in March of 2005, which was an internal market
data study of trading volume and open interest analyzing the participation of hedge
funds (broadly defined) in two of the Exchange's largest futures markets during 2004.
The study analyzed the influence of hedge fund participation on price volatility and
included a statistical test for causality. The findings were that hedge fund participation as
a class of market participant did not cause volatility and, in fact, appeared to dampen
volatility. In the natural gas futures contract, hedge funds made up 9.05% of trading
volume. As a percentage of open interest, hedge funds constituted 20.4% in the natural
gas futures market. In general, the study found that hedge funds tended to hold
positions significantly fonger than other market participants, indicating that they can be a
non-disruptive source of liquidity to the market. An update conducted by Exchange staff
for the first nine months of 2006 found that while the percentage of volume contributed
by hedge funds had increased (to 20.86%), the overall findings of the original study
remained the same.

NYMEX is not supplied position data regarding other venues on a regular basis
by either a market participant or another trading venue (for example ICE or other OTC
platforms). However, NYMEX by rule has broad authority to request from time to time
and to be supplied “information” with respect to a position in excess of the prescribed
accountability levels. NYMEX did gather information regarding expiring contracts in the
process of approving hedge exemptions subject to NYMEX Rule 9.26 for Amaranth
where they represented offsetting exposure.

On February 16, 2007, in an effort to cooperate with the Federal Energy
Regulatory Commission and following consultation with CFTC staff, NYMEX issued a
compliance advisory in the form of a policy statement related to exemptions from
position limits in NYMEX Natural Gas (NG) futures contracts NYMEX adopted this new
policy on an interim basis in a good faith effort to carry out its seif-reguiatory
responsibilities and to address on an individual exchange level the market reality
demonstrated by Amaranth'’s trading on both regulated and unregufated markets.
However, as detailed below, this experience has had an adverse impact on NYMEX’s
trading venues and is seemingly creating the result of shifting trading volume (during the
critically important NG closing range period at NYMEX on the final day of trading) from
our regulated trading venue to unregulated trading venues.

Pursuant to that advisory, NYMEX instituted new uniform verification procedures
to document market participants’ exposure justifying the use of an approved hedge
exemption in the NG contract. These procedures apply to all market participants who
carry positions above the standard expiration position limit of 1,000 contracts going into
the final day of trading for the expiring contract. Specifically, prior to the market open of
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the last trading day of each expiration, NYMEX now requires all market participants with
positions above the expiration position limit of 1,000 contracts to supply information on
their complete trading “book” of all natural gas positions linked to the settlement price of
the expiring NG contract. Positions in excess of 1,000 contracts must offset a
demonstrated risk in the trading book, and the net exposure of the entire book must be
no more than 1,000 contracts on the side of the market that could benefit by trading by
that market participant during the closing range.

NYMEX has now experienced five expirations of a terminating contract month in
the NG futures contract since this new compliance advisory went into effect. To date,
only two market participants have participated in this advisory and supplied information
to the Exchange on their complete trading book. By comparison, NYMEX staff has
observed a number of instances where market participants have reduced their positions
before the open of the final day of trading rather than share sensitive trading information
about proprietary trading with Exchange staff. As a result, NYMEX has observed
reduced trading volume on the final day of trading in an expiring contract month relative
to the final day of trading for the same calendar contract month in the prior year. The
average volume on the final day of trading for the March, April, May, June and July 2007
NG contracts was 30,400 versus 37,122 for the corresponding contract month in the
prior year, or an 18% reduction

Even more significantly, the closing range volume for the 30-minute closing
period on the final day of trading is sharply lower than for volume during the final day
closing range for the same calendar contract month in the prior year. In most instances,
the volume in the closing range is iess than half of the volume in the closing range for
the same calendar contract month in the prior year. The average closing range volume
on the final day of trading for the March, April, May, June and July 2007 NG contracts
was 14,048 versus 23,165 for the corresponding contract month in the prior year, or a
39% reduction.

Overall market volatility in the natural gas market is somewhat fower this spring
and summer than from comparable periods a year ago. This lower volatility stems from a
lack of price volatility in the underlying physical cash commodity and in our opinion not
from our implementation of this advisory. That stated, the lower volumes seen during the
recent 30-minute closing ranges on the final day of trading since the implementation of
the new policy actually create the potential for even greater volatility in the event of any
significant market move. Thus, the new interim policy implemented by NYMEX on a
good-faith basis has not only led to reduced volume on NYMEX during the critical 30-
minute closing range period, which presumably has shifted to the unregulated trading
venues, but has also failed to solve the structural imbaiances brought to light by
Amaranth’s trading. In addition, this policy could create new problems by diminishing
the vitality of the natural gas industry's pricing benchmark. Consequently, NYMEX
believes that legislative change may be necessary and appropriate.

11
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RESPONSE TO REPORT RECOMMENDATIONS

Report Recommendation #1: Congress should eliminate the “Enron Loophole”
that exempts electronic energy exchanges from regulatory oversights.

NYMEX understands the Report to be referring colloquially to Enron in proposing
that the Exempt Commercial Market category be eliminated from the Commodity
Exchange Act.

NYMEX agrees with the Subcommittee that developments have occurred in the
natural gas market subsequent to the implementation of the CFMA that need to be taken
into account. Furthermore, it is NYMEX's view that these profound changes in natural
gas market structure provide clear support for legislative change. These developments
include:

° the exchange-like aggregation of financial risk as a great majority of the Henry
Hub natural gas swap transactions executed on ICE are submitted for clearing;

) the reality of a broader linked market that includes the regulated and the
unregulated trading venues;

. the copying of product terms and the appropriation of settlement prices of a
regulated futures product by an unreguiated market;

. the contribution to or creation of price discovery for natural gas prices in the
unregulated trading venues;

. the ripple or spillover effects of activity on the unregulated venue onto the
regulated trading venue; and

. the growing concentration of natural gas trading activity on the unregulated

trading faciiity.

NYMEX also believes that these changes in the natural gas market trigger a
series of fundamental public policy and public interest concerns that necessitate
appropriate regulation that reflects the current realities of natural gas trading. The
proper legislative response is a judgment call for Congress to make. Where a market
does manifest the characteristics listed above, NYMEX believes that regulation that is
the same as or comparable to the level of regulation of a DCM would be appropriate.
More specifically, NYMEX believes that triggering the public interest concerns noted
above renders an electronic trading facility sufficiently comparable to a traditional
organized exchange that CFTC oversight and regulation is appropriate. The
specification of the triggers to be utilized and the extent of CFTC oversight would require
follow-up discussion and review, and NYMEX is more than willing to work with
policymakers and others to provide further detail to that approach. What is clear is that
these public policy coricerns necessitate routine mandated large trader reporting and
position fimits and position accountability requirements for ECMs that are highly linked to
and functionally equivalent with regulated DCMs. Such ECMs also must be assigned
SRO duties to police their own markets. NYMEX believes strongly that such regulations
are necessary and appropriate and would not negatively impact the core price discovery
and hedging functions provided by derivatives markets. To the extent that the CFTC
concludes that its current authority over ECMs does not authorize the agency to impose
such regulations, then legislative change may be necessary and appropriate.

Given the complexity of derivatives markets, it can be difficuit to state with real
precision when speculation may be deemed to be "excessive.” Moreover, speculators
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do provide liquidity and other positive effects to derivatives markets. Consequently,
NYMEX agrees with the view expressed in the Minority Staff opinion that it is not
necessary to make a final determination about whether Amaranth'’s trading was
excessively speculative in order to conclude that legistative change in the form of greater
authority for the CFTC may be necessary and appropriate.

Recommendation #2: If given additional legal authority, the CFTC should monitor
aggregate positions on NYME and ICE. The CFTC and exchanges should
strengthen their monitoring and oversight to prevent excessive speculation for all
of the months in which contracts are traded, not just for contracts near expiration.

Given NYMEX’s conclusion that the NYMEX and ICE natural gas trading
platforms essentially form a broader linked market, the Exchange believes that, as
noted, if the CFTC believes that it does not currently have such authority, then the CFTC
should be given additional legal authority and should use such authority to monitor
aggregate positions on both ICE and NYMEX. Although the CFTC began to receive
certain data from ICE commencing last fall through use of the CFTC's “special call”
procedures, this process only commenced several months after the Amaranth meltdown
had occurred, and thus long after any impact resulting from Amaranth’s trading had been
imposed on the natural gas market. Moreover, the CFTC recently commented in a
proposed rule-making that its use of the special call procedure was intended and
designed to be infrequent in nature (rather than a routine and standard component of
market surveiflance oversight).

From a historical perspective, the market participants who have apparently
sought to engage in attempted manipulation or in excessive speculation have generally
focused upon the first few listed contract months of a listed futures contract. From the
standpoint of price causality, NYMEX's periodic analyses of trading in its trading venues,
including for natural gas, support the conclusion that the front few months are the
dominant causal force across the full “curve” of listed contract months. Thus, it has
been general industry practice among U.S. futures exchange compliance staff (as well
as the CFTC) to have focused market surveillance efforts upon these first few listed
months, while not ignoring the back months.

In reflecting, though, upon the iessons fearned from the Amaranth experience,
NYMEX compliance staff has shifted additional monitoring and oversight to the back
contract months of its listed contracts and to the spread positions for certain naturai gas
winter/summer positions In addition, NYMEX staff has increased its financial and
market surveillance of hedge funds. NYMEX has placed all hedge funds with sizable
positions on its daily staff “Watch List,” which mandates that the carrying clearing
members supply daily account information including margin requirements and flows
across both its cleared regulated (NYMEX) and cleared non-regulated/non-segregated
(e.q., ICE) trading venues. Finally, in the spring of 2006, NYMEX financial surveiltance
staff had initiated a new program of heightened review of the risk management tools and
programs utilized by clearing members for whom NYMEX had audit obligations.
NYMEX has continued with and has further expanded this financial integrity oversight
program.

13
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Recommendation #3: Congress should increase the CFTC budget and authorize
CFTC user fees to help pay for the additional cost.

The Report stated that the CFTC’s budget should be increased “to provide the
staff and technology needed to monitor, integrate, and analyze real-time transactional
data from all U.S. commodity exchanges, including NYMEX and ICE.” NYMEX agrees
with this assessment and supports an expanded budget for the CFTC so that it may
properly carry out its regulatory mission.

However, the Report then went on to recommend that necessary funding “shoulid
be obtained from user fees imposed on commodity markets.” NYMEX disagrees
strongly with this recommendation. Previously, Congress has repeatedly rejected such
a user or transaction tax as bad public policy. As NYMEX understands it, this user fee
or transaction tax being recommended by the PSI would not be imposed on foreign
boards of trade that listed competing products and that are currently offering direct
electronic access to their markets to market participants based in the U.S.

Thus, the proposed tax runs directly counter to the high-level efforts by key
policymakers to strengthen the global competitiveness of U.S markets. In a November
2006 speech on the competitiveness of U.S. capital markets, Treasury Secretary Hank
Paulson stated that “competitive capital markets will pave the way for continued
economic growth that benefits all Americans.” In addition, a study of New York's
financial services industry released by Senator Chuck Schumer and New York Mayor
Michael Bloomberg warned that “to maintain our success in the long run, we must
address a rea! and growing concern: in today's uitra-competitive global marketplace,
more and more nations are challenging our position as the world’s financial capital.”
Implementing a tax on transactions conducted on U.S. commodity markets would cause
existing business to leave U.S. markets to avoid taxation. Equally as concerning, the
tens of thousands of jobs that the industry provides in the United States may move or
disappear as well.

U.S. futures exchanges such as NYMEX currently spend millions of dollars every
year on internal self-requlatory programs. In addition, the U.S, futures regulatory system
already assesses our customers a fee to provide for the self-regulation performed by the
National Futures Association (NFA), a self-regulatory organization authorized by
Congress. Taxing market participants twice is both burdensome and unfair. it could
encourage major market participants to avoid trading on U.S. futures exchanges and
instead shift trading overseas. Any such loss of market liquidity would harm hedgers
and other U.S. businesses that look for the most cost-efficient venue to hedge the price
risks they face every day. In addition, imposing this tax burden on U.S. market
participants is particularly inappropriate given the pubiic interests served by the U.S.
futures markets, and the price discovery and dissemination benefits conferred by the
exchange markets on many thousands of non-market participants.

The user tax recommended in the Report would also greatly increase the trading
costs of market-makers who provide fiquidity vital to U.S. exchange markets. Their profit
margins are razor thin, yet they provide critical liquidity that makes U.S. exchange
markets more efficient and cost-effective to all customers who use them to manage risk.
These individuals and small businesses would be forced to bear the weight of the tax,
without regard to their profitability.
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CONCLUSION

A series of profound changes have occurred in the natural gas market since the
passage of the CFMA, including technological advances in trading, such that the
regulated DCM, NYMEX, and the Intercontinental Exchange, an unregulated ECM, have
become highly linked trading venues. As a resuit of this phenomenon, which could not
have been reasonably predicted only a few short years ago, the current statutory
structure no longer works for certain markets now operating as ECMs. Specifically, the
regulatory disparity between the NYMEX and certain ECMs, particularly the ICE, which
are functionally equivalent to each other, has created serious challenges for the CFTC
as well as for NYMEX in its capacity as an SRO.

We do not believe that the case has been made and, thus, we do not support any
new regulation of derivatives transactions that are individually negotiated and executed
off-exchange, i.e., not on a trading facility, between eligible participants in the traditional
bilateral OTC market. On the other hand, we do believe that ECMs such as ICE that
function more like a traditional exchange and that are linked to an established exchange
should be subject to the full regulation of the CFTC. In addition, the continuing
exchange-like aggregation and mutualization of risk at the clearinghouse fevel from
trading on active ECMs such as ICE, where large positions are not monitored, raise
concerns about spill-over or ripple implications for other clearing members and for
various clearing organizations that share common clearing members. Consequently,
legislative change may be necessary to address the real public interest concerns
created by the current structure of the natural gas market and the potential for systemic
financial risk from a market crisis involving significant activity occurring on the
unregulated trading venue.

I thank you for the opportunity to share the viewpoint of the New York Mercantile

Exchange with you today. | will be happy to answer any questions members of the
Subcommittee may have.
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TESTIMONY OF JEFFREY C. SPRECHER
CHAIRMAN AND CHIEF EXECUTIVE OFFICER,
INTERNCONTINENTALEXCHANGE, INC.
BEFORE THE SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
COMMITTEE ON HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS

JULY 9, 2007

Mr. Chairman, Senator Coleman, Subcommittee Members and Staff Members,
my name is Jeff Sprecher and I am the Chairman and Chief Executive Officer of
IntercontinentalExchange, Inc., or “ICE." We very much appreciate the opportunity to
appear before you today to share with you our views on the regulation of the natural gas
trading markets and the recent report of the Permanent Subcommittee on Investigations
regarding the collapse of Amaranth and related events in the markets. ICE was pleased to
cooperate with the Subcommittee and Staff in providing the voluminous trading data and
other market information that the Staff requested in preparing the Report, and we
commend the Subcommittee and Staff for the thoroughness and diligence they exhibited
in the Report's preparation. 1t is our hope that the Report, together with the views of the
various persons who have been invited to testify at these Hearings, will serve to enhance
the integrity of the energy markets and assist Congress in better understanding how these
markets serve the interests of the broader marketplace.

ICE operates a leading global commodity marketplace, comprising both futures
and over-the-counter (“OTC”) markets, across a variety of product classes, including
agricultural and energy commodities, foreign exchange and equity indexes. ICE owns
and operates two regulated futures exchanges -- ICE Futures, a London-based energy
futures exchange overseen by the UK. Financial Services Authority, and the Board of
Trade of the City of New York, or "NYBOT," an agricultural commodity and financial
futures exchange regulated by the Commodity Futures Trading Commission ("CFTC").
ICE’s electronic marketplace for OTC energy contracts serves customers in Asia, Europe
and the U.S. and is operated under the Commodity Exchange Act ("CEA™) as a category
of marketplace known as an "exempt commercial market," or ECM. As an ECM, these
markets are subject to the jurisdiction of the CFTC and to regulations of the CFTC
imposing recordkeeping, reporting and other requirements. In addition, and as I will
discuss later, ICE has established a daily position reporting program to the CFTC in its
cleared natural gas markets that we continue to enhance and support. ICE has always
been and continues to be a strong proponent of open and competitive markets in energy
commodities and related derivatives, and of regulatory oversight of those markets. As an
operator of global futures and OTC markets and as a publicly-held company, we strive to
ensure the utmost confidence in the integrity our markets and in the soundness of our
business model. To that end, we have continuously worked with the CFTC and other
regulatory agencies in the U.S. and abroad in order to ensure that they have access to all

. NY12532:404429.9



168

relevant information available to ICE regarding trading activity on our markets and we
will continue to work with all relevant agencies in the future.

1 want to take this opportunity to provide you with important background on the
structure, operation and regulatory status of ICE and to share with you our thoughts on
the regulation of the natural gas markets and the Permanent Subcommittee Report. I also
want to clarify a number of misunderstandings and inaccuracies in the Report, which I
will discuss in more detail later in my testimony. First, ICE does not operate -- and has
never operated — pursuant to an "Enron Loophole" under the CEA. Enron Online, the
electronic marketplace operated by Enron pursuant to a separate provision of the CEA
that has nothing whatsoever to do with the operations of ICE. That provision was
available to Enron because Enron Online was a “one-to-many” marketplace in which
Enron was both a market participant and the market — parties traded with a single
counterparty, Enron. In stark contrast, ICE offers a transparent “many to many”
electronic marketplace, where buyers and sellers of OTC energy contracts can transact in
a fair and efficient marketplace, where no distinction is made between one market
participant and another, and where the best executable price is available to any participant
in the market, no matter how large or small. It is simply erroneous and misleading to use
the label “Enron Loophole” to characterize ICE as somehow being connected to the
Enron debacle.

Second, there are a number of fundamental distinctions that need to be drawn
between the OTC markets in general and ICE's market in particular, on the one hand, and
the futures markets, on the other hand, including the distinction between ICE's cash-
settled natural gas swaps and the physically settled natural gas futures contract traded on
the New York Mercantile Exchange ("NYMEX"). An understanding of these distinctions
is essential to any analysis of potential regulatory changes, particular the need for any
position limits, which the CFTC itself has said are not necessary in the context of cash-
settled contracts. Indeed, while the Report criticizes the absence of position limits on
ICE natural gas swaps, it completely ignores the fact that NYMEX's cash-settled natural
gas swap -- which is virtually identical to the ICE contract and which was also traded by
Amaranth -- is also not subject to position limits. If there is to be a "level playing field,"
it should be between comparable contracts. Third, ICE is not an "unregulated” or “dark”
market. As I will explain, while ICE is not required to register as a "designated contract
market,” or "DCM," it is subject to the oversight of the CFTC and to CFTC regulatory
requirements, including reporting requirements. Fourth, under current law, the CFTC
and NYMEX have (and had at the time of Amaranth’s trading) the legal authority and
ability to obtain any available information regarding trading by market participants on
ICE, and as a result no additional legislation or regulation is needed to fill this perceived
"gap" in the system. Finally, the ability of Amaranth to trade on ICE in no way "caused"
its collapse, any more than its ability to trade on NYMEX did so.

ICE strongly supports several of the recommendations of the Permanent
Subcommittee Report, particularly the proposed increase in the CFTC's budget and the
enhancement of its access to trading information. We also support the advancement of
regulatory certainty by eliminating the "Enron Loophole” although, as pointed out above,
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that provision has nothing to do with ICE. However, we do not believe that a complete
overhaul of the current regulatory structure is either warranted or advisable. Moreover,
any legislative or regulatory changes that are made need to reflect the nature of ICE and
its markets and the significant differences between ICE and the many other venues for
OTC trading that exist today.

ICE Operates its Over-the-Counter Platform as an ECM

Broadly, because OTC markets tend to be global in nature, most OTC markets are
now conducted electronically across asset classes, including OTC markets for U.S
interest rate instruments, foreign exchange and debt securities. ICE responded to the
transparency and speed enjoyed in other OTC markets by establishing its many-to-many
electronic marketplace for trading physical energy commodities and financially-settled
over-the-counter derivatives, primarily swaps, on energy commodities. ICE in effect
performs the same function as a “voice broker” in the OTC market, but does so through
an electronic platform that provides full market transparency to market participants,
timely market information, greater speed of trade execution, recordkeeping efficiency and
a more reliable and complete audit trail with respect to orders entered, and transactions
executed, on our platform than exists with respect to traditional, non-electronic OTC
venues. The introduction and development of ICE’s platform have promoted competition
and innovation in the energy derivatives market, to the benefit of all market participants
and consumers generally. The reliability of ICE’s markets has also resulted in an
increasing preference for electronic trading in these markets. Participants on ICE enter
bids and offers electronically and are matched in accordance with an algorithm that
executes transactions on the basis of time and price priority. Participants executing a
transaction on our platform may settle the transaction in one of two ways ~ on a bilateral
basis, settling the transaction directly between the two parties, or on a cleared basis
through LCH.Clearnet using the services of a futures comumission merchant that is a
member of LCH.Cleamnet. In addition to providing the clearing house with daily
settlement prices, ICE is also responsible for maintaining data connectivity to the clearing
house.

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, and that
these differences necessarily inform and guide the appropriate level of oversight and
regulation 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 natural gas
is executed through voice brokers or direct bilateral negotiation between market
counterparties. Of the available forums, only ICE (and any other similarly-situated
ECMs) is subject to CFTC jurisdiction and the CFTC's regulations, or to limitations on
the nature of its participants. ICE also provides far greater transparency, efficiency and
data reliability for the benefit of market participants and regulators alike than voice
brokers or other OTC market mechanisms. Second, participants in the futures markets
must either become members of the relevant 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 participants must have trades executed in their own
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names on the system, providing greater transparency with respect to trader-level
transaction data due to the absence of a “middle man.” Third, the OTC market offers a
substantially wider range of products than the futures markets, including, for example,
hundreds of derivatives contracts on natural gas and pricing against a large number of
delivery points, of which there are approximately 100 in North America.

Fourth, ICE's natural gas swap contract is a financially-settled contract requiring
one party to pay to the other a cash amount determined by reference to settlement prices
in the NYMEX natural gas futures contract. The natural gas contracts traded on ICE do
not, and cannot, result in the physical delivery or transfer of natural gas. Our natural gas
contract constitutes an important commercial hedging vehicle and has served as an
important complement to and a hedge for the NYMEX natural gas futures contract.
However, our contract cannot affect physical delivery in the market and it therefore
ultimately has limited ability to drive the pricing of natural gas, particularly as the
relevant futures contract approaches delivery. An understanding of the differences
between the NYMEX and ICE markets and contracts is critical to any determination of
the appropriate regulation of these markets, as I will explain more fully later.

ICE operates its OTC platform as an “exempt commercial market,” or “ECM,”
under the CEA. The ECM category was adopted as part of the Commodity Futures
Modernization Act of 2000 (“CFMA™). The creation of the ECM category reflected
Congress’s recognition that “electronic voice brokers,” such as ICE, occupy a middle
ground between completely unregulated OTC brokers and market participants and fully
regulated exchanges. Congress therefore sought to strike a balance between providing
for oversight and regulation of these electronic markets, due to the more extensive
participation in their markets by commercial and institutional entities, while still allowing
them to function as OTC markets, which hold a vital place in commodity market
structure, rather than as futures markets, which would alter their role as a hedging
mechanism. The ECM category accomplished this objective. Pursuant to the CFMA, an
electronic market can operate as an ECM if it limits its participants to “eligible
commercial entities,” or “ECEs.” Transactions and participants on ECM:s are fully
subject to the antifraud and antimanipulation provisions of the CEA and the CFTC has
jurisdiction over such transactions and participants.

As an ECM, ICE is itself subject to a certain level of regulation by the CFTC. In
particular, ICE is required, pursuant to the CEA and CFTC regulations specifically
addressed to ECMs, to:

e prepare and maintain for five years records of all transactions executed on
its markets;

e report to the CFTC certain information regarding transactions in products

that are subject to the CFTC's jurisdiction and that meet specified trading
volume levels;
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e report to the CFTC certain trader information on the execution of
transactions in ICE’s cleared natural gas market, pursuant to a special call
for information from the CFTC;

« record and report to the CFTC complaints of alleged fraud or manipulative
trading activity related to certain of ICE's products; and

e ifitis determined by the CFTC that any of ICE’s markets for products that
are subject to CFTC jurisdiction serve a significant price discovery
function (that is, they are a source for determining the best price available
in the market for a particular contract at any given moment), publicly
disseminate certain market and pricing information free of charge on a
daily basis.

The information that ICE reports to the CFTC on a daily basis regarding natural
gas contract positions for transactions executed on our platform is particularly instructive.
This information is being provided pursuant to a special call from the CFTC for this data,
which illustrates the CFTC's statutory and regulatory authority to obtain available
information regarding transactions executed on ICE. 1t also illustrates ICE's commitment
to ensuring that the CFTC has access to the information it needs, to the extent available to
ICE, to conduct appropriate market surveillance or to take appropriate actions. ICE has
worked extensively with the CFTC, and has expended substantial resources, to develop
and provide position reporting information to the CFTC notwithstanding the fact that ICE
does not have this information readily available due to the fact that, unlike NYMEX, it is
not the party that actually clears such transactions (this is done by LCH.Cleamet). This
information can be used by the CFTC alongside the information that NYMEX provides
for a more comprehensive, but not complete, view of the market. The fact that ICE does
not itself clear transactions executed on its platform, and does not control the clearing
house through which transactions are cleared, means that there are certain limitations on
the position information that ICE can provide in that positions can be moved within a
clearing house. In addition, the fact that ICE represents only a small portion of the much
larger OTC marketplace means that the CFTC’s view will necessarily be incomplete.
However, we will continue to work with the CFTC to enhance the nature and quality of
the information that we provide and we are committed to furnishing any information
needed by the CFTC that is available to ICE.

ICE Does Not Operate Under the “Enron Loophole” and is Not “Unregulated”

The Permanent Subcommitiee Report refers repeatedly to the so-called “Enron
Loophole” and claims that ICE operates under this “loophole” and is "unregulated.”
These characterizations are simply false and reflect a fundamental misunderstanding of
ICE’s regulatory status, The “Enron Loophole” is the term used to describe a provision
of the CFMA that completely excused Enron from the CEA and the CFTC’s jurisdiction
in all respects in connection with its operation of “Enron Online,” an electronic dealer
network. The basis for this immunity was that Enron Online functioned as a “one-to-
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many” platform, with Enron serving as a party to every transaction executed on its
system. Enron, as a trading entity, was the market with respect to Enron Online. As a
result, under Section 1a(33) of the CEA, Enron was excluded from the definition of a
“trading facility” and was therefore not subject to any provisions of the CEA at all. None
of this is applicable to ICE. ICE is not eligible for the immunity under which Enron
operated and has never claimed or sought to operate as such. Indeed, ICE fully supports
the closing of the so-called "Enron Loophole" and endorses the Report's
recommendations in this regard without reservation.

In contrast to Enron, ICE operates pursuant to Section 2(h)(3) of the CEA, which
imposes a number of substantive requirements on ICE, and is subject to the CFTC’s
jurisdiction and to recordkeeping, reporting and other regulatory obligations. For this
reason, it is also inaccurate to claim, as does the Report, that ICE is “unregulated.” Enron
clearly was “unregulated” pursuant to the “Enron Loophole™ and was not subject to any
provisions of the CEA or CFTC rules. Transactions on ICE, in contrast, are fully subject
to the antifraud and antimanipulation provisions of the CEA, and ICE itself is subject to
the CFTC’s oversight authority and to recordkeeping and reporting requirements. It is of
course accurate to state that ICE is not regulated in the same manner as designated
contract markets, but this is largely due to the practicalities of the OTC market structure
discussed herein, including the nature of the participants, the large number of products,
the use of cleared and bilateral trading, various levels of product standardization, and the
reliance on futures exchanges and third party index providers for settlement prices. The
assertion that ICE is “unregulated,” or is somehow comparable to Enron, however, is
simply false and derisive -~ if this assertion were true, it would clearly not engender the
confidence in our markets required to attract and maintain our customers, the majority of
which are commercial energy firms.

The CFTC and NYMEX Have Access to Information Regarding Trading on ICE

The Permanent Subcommittee Report further contends that the CFTC and
NYMEX were unable to conduct proper surveillance of natural gas trading by Amaranth
because they did not have access to and could not obtain information about Amaranth’s
trading on ICE. The contention that the CFTC and NYMEX could not obtain this
information is not accurate.

As noted above, the CFTC has the authority to make special calls to ICE for any
information that it requires, and the CFTC has in fact exercised this authority to require
additional information from ICE both before and since the events described in the Report.
In addition, the CFTC recently proposed amendments to its regulations clarifying its
existing requirement that large traders on DCMs maintain books and records of their
transactions and to make such books and records available to the CFTC. In proposing
these amendments, the CFTC noted that “The Act [the CEA] provides ample authority to
require keeping books and records and providing pertinent information with respect to
non-reporting transactions [i.e., those not executed on a futures exchange].” 72 Fed. Reg.
34413 (June 22, 2007). It also pointed out that the CFTC previously interpreted its rules
“to include position and transaction data for non-reporting transactions” and that it “has
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received such information in response to requests made pursuant to the Regulation.”
While the CFTC believed it appropriate to clarify the obligations of participants in the
futures markets, therefore, it also made it clear that the CFTC currently has the power to
obtain the information.

In a recent speech, subsequent to the Amaranth events but prior to the recent rule
proposal, CFTC Commissioner Walter Lukken noted that

ICE is prominent in the trading of natural gas swaps that are
pegged to regulated NYMEX futures contracts. This competition
has led to significant innovation over the last several years both in
the OTC and regulated marketplaces. From a risk perspective,
this competition raises the possibility that traders could take
positions on one market in order to profit off positions on the
other. To address this concern, the CFTC has recently utilized its
authorit{y] to request information from ICE regarding trader
position data for these pegged contracts on an ongoing basis
similar to what we receive from large traders on regulated
exchanges. This has allowed our surveillance staff a more
comprehensive view of this marketplace. These tailored actions
developed from risk considerations—primarily protecting the
financial integrity of the regulated marketplace and the price
discovery process for energy products.

Speech by Commissioner Walter Lukken, May 3, 2007.

As a self-regulatory organization, or “SRO,” NYMEX similarly has the power
under its rules to request information from its members regarding their trading on other
markets, including ICE, and to compel its members to produce such information, in
connection with assessing positions held in its portfolio. Specifically, even prior to the
events related to Amaranth, NYMEX rules required its members to disclose to NYMEX,
upon its request, their trading strategies, including those on other markets, in connection
with positions exceeding NYMEX accountability levels. Moreover, if NYMEX believes
that its current rules are inadequate to permit it to view members' positions on other
markets, including ICE, it clearly has the power to amend its rules or adopt new rules to
compel members to provide this information. To the extent that the CFTC and NYMEX
did not have any necessary information regarding trading by Amaranth on ICE, it is
inaccurate to suggest that they lacked such information because they had no authority or
the ability to obtain it.

Position Limits or Accountability Requirements on ICE's Markets are Not Necessary and
Are Inappropriate

The Permanent Subcommittee Report concludes that Amaranth was motivated
and able to circumvent regulatory constraints by trading on ICE in part because ICE
participants are not subject to position limits or position accountability rules. This
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assertion again reflects a misunderstanding of ICE's markets, the regulation of ICE and
the distinctions between ICE and the futures markets. First, as noted previously, ICE
currently provides the CFTC with reports of all transactions executed by participants in
its Henry Hub cleared natural gas swaps, pursuant to a special call from the CFTC issued
after the Amaranth’s trading losses. Because ICE is a principals-only market, this
information is provided at the trader level and therefore gives the CFTC information on
the activity of participants in our markets and facilitates the ability of the CFTC to take
appropriate action in connection with potentially problematic or illegal conduct.

Second, ICE's natural gas swap is a cash-settled contract, with setilement priced against
the physical NYMEX natural gas futures contract. The CFTC itself has acknowledged
that there is less of a need for market surveillance in connection with cash settled
contracts. Specifically, the CFTC has stated that "[t]he size of a trader’s position at the
expiration of a cash-settled futures contract cannot affect the price of that contract
because the trader cannot demand or make delivery of the underlying commodity. The
surveillance emphasis in cash-settled contracts, therefore, focuses on the integrity of the
cash price series used to settle the futures contract.” (CFTC Website,
www.cfic.gov/opa/backgrounder/opasurveill.htm; emphasis added.) For this reason, the
ICE cash-settled swap -- like the NYMEX cash-settled swap -- is not subject to position
limits.

As previously noted, NYMEX offers -- and Amaranth traded -- a cash-settled
natural gas swap, through its “Clearport” facility. The Report acknowledges this, but
ignores the fact that, because the NYMEX swap is cash-settled, there are no position
limits on this contract, which is subject only to position accountability. As an article in
“The Desk” recently reported, “NYMEX puts limits on NG [the natural gas futures
contract] but not NN [the cash-settled natural gas swap]. NN has no limits. The
[Permanent Subcommittee] Report never mentions this. Yet for some reason, financial
contracts on ICE should be limited. Where is the logic there? NYMEX lifted the NN
limits earlier in the year and clamped down on NG, which is the true pricing mechanism.
NN reporting is still there but not the limits. It was a brilliant and appropriate maneuver.”
The Desk, June 29, 2007. We believe that there are compelling reasons for different
treatment of the NYMEX natural gas futures contract and ICE’s cash-setiled swap; there
is no clear reason whatsoever to treat the ICE contract differently from NYMEX’s
identical cash-settled swap, and yet that is what the Report advocates. If Congress seeks
to implement a "level playing field," it should be between substantively similar contracts
and, if ICE's natural gas swap is to be compared to any other product, it should be the
NYMEX natural gas swap and all other OTC swaps offered by voice brokers, not the
NYMEX futures contract. Otherwise, the impact would be commercially- oriented
rulemaking that codifies preference for one venue despite identical products and
reporting structures. In any event, the CFTC has ample authority under current law to
require ICE to obtain or provide to the CFTC additional information regarding its
participants' trading activities if the CFTC believes such action to be necessary or
appropriate.

Third, we note that NYMEX (not the CFTC) imposes position limits on its
physical natural gas futures contract only during the final three days of trading in its
-8-
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natural gas futures contract and, at all other times, requires only accountability reports
from certain participants. Moreover, as the Permanent Subcommittee Report itself points
out, over the course of several months NYMEX took no action as Amaranth consistently
exceeded its accountability levels; in fact, NYMEX increased the limits applicable to
Amaranth, apparently based solely on Amaranth’s unsubstantiated requests and without
seeking information about Amaranth’s trading on ICE or other markets, despite its ability
to request and obtain such information from market participants.

The balance created under the CFMA was designed to allow ECMs to function
effectively in the OTC market while providing the CFTC with ample authority to oversee
their activities and trading by their participants. ECMs like ICE operate in an
environment that is qualitatively distinct in a number of fundamental respects from that
of the futures markets, despite the surface similarities. Congress and the CFTC
recognized these distinctions and have sought to create a regulatory environment that
allows OTC markets to perform their important role in the markets while still ensuring
market integrity and the protection of participants, as well as using technology,
transparency and innovation to promote the advancement of these goals. The judgments
made by Congress and the CFTC are fair, appropriate and effective and have promoted
competition and transparency in the OTC markets and in the broader derivative markets
as well. Indeed, the development of markets, such as ICE, has benefited users of the
energy markets by tightening market spreads centralizing liquidity and attracting
participants by bringing more transparency to the markets. This evolution has also forced
member-dominated exchanges, such as NYMEX, to overcome their traditional hostility
to electronic trading and preference for floor-based markets to provide a more efficient,
accessible and transparent means of trading to end users of the markets. As Senator
Coleman noted in his statement in the Hearings on the Report, “If we extend CFTC
oversight and regulation to electronic, over-the-counter exchanges, we must avoid
unintended consequences. These exchanges have brought vital liquidity and increased
transparency to our energy markets. Therefore, we cannot create incentives for traders to
shift their business from over-the-counter electronic exchanges like ICE, to far less
transparent and unregulated markets.”

The Markets and Regulatory System Effectively Managed the Collapse of Amaranth

1t is of course an unwelcome event when any market participant suffers losses of
any size and certainly losses of the magnitude sustained by Amaranth. That is true even
when, as in this case, the participants absorbing those losses were institutions or
sophisticated investors. To the extent that other market users or consumers incurred
losses or higher costs as a result of Amaranth’s losses, which we do not believe to be the
case, that is obviously regrettable. However, it is not the responsibility of Congress or
the regulators to protect market participants against fundamentals, poor decisions or
major losses. Their role is to ensure that the markets are able to function properly, free of
abuses such as manipulation and fraud, and that all market participants are treated fairly.
Despite the collapse of Amaranth, the fact is that the markets and regulatory system did
their job, neither the price nor supply of natural gas experienced any significant impact,
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and the effects of Amaranth’s collapse were largely contained to a discrete time period
and, unlike other hedge fund issues, did not lead to a bail out or market contagion.

As Commission Lukken noted in his recent speech, cited above, “[d]espite the
stress to the system incurred by Amaranth’s falter, the CFTC’s regulatory safeguards — as
well as those of the exchanges, clearinghouses and intermediaries — worked as intended
and the impact of this failure did not spread systemically beyond the firms involved.”
The Federal Energy Regulatory Commission (“FERC”) as well noted, in the aftermath of
the Amaranth collapse, that “despite Amaranth’s loss and subsequent sale of its natural
gas positions, activity in the futures market related to this time period has remained fairly
stable at record levels, not decrease [sic]. To some degree, that level of interest may be
seasonal. Still despite a spectacular failure by an active participant in financial gas
markets, winter positions remain significant.” FERC Report, 2006-07 Natural Gas
Summary, http://www.ferc.gov/EventCalendar/Files/20061019110945-A-3-talking.pdf.
While, as I will discuss, we support enhancements to the current oversight of the markets,
these events simply do not warrant any wholesale changes to the level or nature of
regulation.

ICE Supports Many of the Report’s Recommendations

Notwithstanding the issues raised above, we believe that the Permanent
Subcommittee Report will result in further enhancements to the current regulatory
structure and we strongly support a number of its recommendations. First, we share the
Subcommittee's view that the funding of the CFTC should be increased and its staffing
and resources significantly expanded. The CFTC is obviously a critical component in the
system of market controls and oversight and its role is critical in ensuring the continued
integrity of all markets within its jurisdiction. With the growth of these markets and the
introduction of new types of market participants, it is essential that the CFTC have the
tools it needs to oversee the markets and to perform its vital functions. Second, we
support the closing of the "Enron Loophole.” While ICE does not operate under this
provision, and, to our knowledge, it is not currently being relied upon by other market
participants, it creates an unnecessary opportunity for dealers to operate OTC markets
completely outside of the CFTC's regulatory jurisdiction. There is no reason why all
electronic platforms, including single-dealer platforms, should not be subject to the same
requirements as ECMs. Finally, we fully endorse enhancements to the quality and
quantity of information currently available to the CFTC and, in particular, its ability to
integrate data from ICE and NYMEX.

We understand the surface appeal of the so-called “level playing field” argument
for treating and regulating ICE and NYMEXs futures market similarly. However, these
markets are fundamentally different in significant respects, and any regulatory approach
must take those differences into account. Also, this argument ignores the much larger
OTC market outside of both ICE and NYMEX. Indeed, as we have noted, if there is a
comparison between ICE and NYMEX products to be made, it is the comparison between
ICE’s OTC market and NYMEXs cash-settled swap, not its futures market. While we
support the maintenance of a “level playing field,” we do not believe that this can or
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should result in regulating cash-settled OTC contracts in the same manner as physically-
settled futures contracts because they are fundamentally different products.

Thank you for the opportunity to share our views with you on these important
issues. We once again commend the Subcommittee and its Staff on their excellent work
in this area. I would be happy to answer any guestions you may have.
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Thank you, Mr. Chairman and members of the Subcommittee. On behalf of the Commodity
Futures Trading Commission (CFTC or Commission), we appreciate the opportunity to discuss
the CFTC, our role with respect to the futures markets, our view of the markets as the
government reguiator charged with overseeing them and your report’s conclusions.

CETC Mission

The CFTC’s mission is two-fold: to protect the public and market users from manipulation,
fraud, and abusive practices; and to promote open, competitive and financially sound markets for
commodity futures and options.

Congress created the CFTC in 1974 as an independent agency with the mandate to regulate
commodity futures markets, and later option markets, in the United States. To do this, the
Commission employs a highly-skilled and dedicated staff who work within three major programs
— Market Oversight, Clearing and Intermediary Oversight, and Enforcement. These divisions
have distinct and separate charges and standards to meet, while working in conjunction to ensure
market integrity and economic opportunity. The three major Commission programs are
complemented by other offices, including the Office of the Chief Economist, Office of the
General Counsel, Office of International Affairs and Office of Proceedings. The Chairman and
Commissioners’ offices provide agency direction, and stewardship over CFTC’s human capital,
financial management, and information technology resources. Given the Committee’s interest
in our exchange oversight operations, we’ll begin by describing that function, and provide
additional background on the Commission’s other main operating divisions. I will address the
Committee’s questions and concermns relating to “excessive speculation” and oversight of exempt
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commercial markets, and conclude our remarks with comments on Amaranth and certain
budgetary concerns relating to the Commission.

CFETC Division of Market Oversight

The Commodity Exchange Act (CEA or Act) provides that the Commission has exclusive
jurisdiction with respect to accounts, agreements, and transactions involving commodity futures
and options contracts that are required to be traded or executed on a designated contract market,
also known as a “DCM?” or an exchange. One of the purposes of the CEA is “to serve the public
interests . . . through a system of effective self-regulation of trading facilities . . . under the
oversight of the Commission” DCMs are regulated entities that are self-regulatory
organizations (SROs) subject to comprehensive oversight by the CFTC. DCMs can list for
trading any type of contract, they can permit intermediation, and all types of traders (including
retail traders) are permitted to participate in their markets. The CFTC’s Division of Market
Oversight (DMQ) is responsible for monitoring and evaluating a DCM’s operations and it
conducts surveillance of all activity on DCMs, as described below.

DCMs must comply with a number of designation criteria and core principles as a condition for
initial CFTC approval and continuing operation. Once operational, DCMs, as SROs, must
establish and devote resources toward an effective oversight program, which includes
surveillance of all activity on their markets to detect and deter manipulation and trading abuses.
That responsibility includes, among other things, ensuring that listed contracts are not readily
susceptible to manipulation, addressing conflict of interest situations, ensuring fair trading,
providing for the financial integrity of contracts, utilizing effective rules to deal with market
emergencies, and complying with comprehensive reporting and recordkeeping requirements.
DMO staff review all exchange new product and rule filings to ensure that they comply with the
core principles set forth in the Act and the Commission’s regulatory requirements,

DMO’s market surveillance mission regarding DCM activity is to ensure market integrity and
customer protection in the futures markets. Traders establishing positions on DCMs are subject
to reporting requirements so that DMO staff and the DCM can evaluate position sizes to detect
and deter manipulation. In addition, trade practice surveillance involves compilation and
monitoring of transactional-level data by the Commission and the DCM to detect and deter
abusive trading such as wash sales, money laundering and trading ahead of customers (trade
practice surveillance). The surveillance staff conducts active market and trade practice
surveillance of all futures and options trading activity that occurs on DCMs.

Under the CEA, the primary mission of market surveillance is to identify situations that could
pose a threat of manipulation and to initiate appropriate preventive actions, Each day, for the
estimated 1,400 active futures and option contracts in the U.S., DMO market surveillance staff
monitors the activities of large traders, key price relationships, and relevant supply and demand
factors to ensure market integrity.

The market surveillance staff focuses, for example, on looking for large positions, especially in
comparison to potential deliverable supply of the commodity. Such a dominant position might
provide a trader an opportunity to cause a price manipulation, such as in a “squeeze,” in which,
for example, a single trader might hold a large long (buy-side) position and demand delivery of

' CEA Section 3(b), 7 US.C. § 5(b).
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more of a commodity than is available for delivery. In such a situation, traders holding short
(sell-side) positions may have no alternative but to buy back their positions at artifictally high
prices dictated by the dominant long trader.

The market surveillance program uses many sources of daily market information. Some of this
information is publicly available, including data on: the overall supply, demand, and marketing
of the underlying commodity; futures, option and cash prices; and data on trading volume and
open contracts. Some of the information is highly confidential, including position and trading
data that the Commission regularly receives from DCMs, intermediaries, and large traders.

DCMs report to the Commission the daily positions and transactions of each of their clearing
members. The data are transmitted electronically during the momning after the “as of” trade date.
They show separately, for proprietary and customer accounts, the aggregate position and trading
volume of each clearing member in each futures and option contract. The data are useful for
quickly identifying the firms that clear the largest buy or sell volumes or hold the biggest
positions in a particular market. The clearing member data, however, do not identify the
beneficial owners of the positions.

To address this limitation, DMO uses a large-trader reporting system. Under this system,
clearing members, futures commission merchants (FCMs), and foreign brokers (collectively
called “reporting firms™) electronically file daily reports with the Commission. These reports
contain the futures and option positions of individual traders that hold positions above specific
reporting levels set by Commission regulations, and allow DMO staff to review the beneficial
owners of futures positions. If, at the daily market close, a reporting firm has a trader holding a
position at or above the Commission's reporting level in any single futures month or option
expiration, it reports that trader's entire position in all futures and options expiration months in
that commodity, regardless of size.

Since traders frequently carry futures positions through more than one FCM, and since
individuals sometimes control or have a financial interest in more than one account, the
Commission routinely collects information that enables its surveillance staff to aggregate related
accounts. Reporting firms file information with the CFTC to identify each new account that
acquires a reportable position. In addition, once an account reaches a reportable size, the account
owner periodically is required to file a more detailed report to further identify accounts and
reveal any relationships that may exist with other accounts or traders.

Surveillance economists prepare weekly summary reports for futures and option contracts that
are approaching their expiration periods. Regional surveillance supervisors immediately review
these reports. Surveillance staff advises the Commissioners and senior staff of significant market
developments at weekly surveillance meetings (which are non-public, closed meetings) so they
will be prepared to take action if necessary.

Typically, the Commission gives the DCM, as the front-line regulator, the first opportunity to
resolve any issue arising in its markets. If a DCM fails to take actions that the Commission
deems appropriate, the Commission has broad emergency powers under the CEA to order the
DCM to take specific actions. Such actions could include limiting trading, imposing or reducing
limits on positions, requiring the liquidation of positions, extending a delivery period, or closing
a market. Fortunately, most issues are resolved without the need to use the Commission's
emergency powers. The fact that the Commission has had to take emergency action only four
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times in its history demonstrates its commitment to refrain from intervening in the futures
markets unless all other efforts have been unsuccessful.

In addition to market surveillance, DMO staff monitors trading activity on DCMs in order to
detect and prevent possible trading violations. To help accomplish this mission, staff engages in
various analyses to profile trading activity and conducts trade practice investigations. These
functions require the collection of trade data and the ability to process those in various ways for
further analysis. In this regard, DMO currently operates the Electronic Database System
(EDBS), a system developed in the mid-1980s, to process and maintain information concerning
trading activity on DCMs. EDBS is an older system with limited capabilities, especially with
respect to trading data collected from electronically traded markets. The Commission is in the
process of replacing EDBS with a more robust tool, the Trade Surveillance System (TSS). The
primary function of TSS is to collect and make all trade data accessible to staff so they can
retrieve, organize, and analyze trade data to assess DCM compliance with the Act and
Commission regulations. TSS will assist staff in conducting timely, customized analyses of all
trading activity; examining side-by-side trading (same contract trading simultaneously on an
exchange floor and an electronic trading platform) and cross-market activity (similar or identical
contracts trading on different exchanges); and detecting novel and complex patterns of potential
trading violations involving electronic trading. TSS also will allow DMO staff to respond to
fast-moving market events, which is crucial to effective trade practice surveillance. The
identification of potential trading violations results in referrals to relevant DCMs and to the
Commission’s Division of Enforcement.

It should be noted that surveillance of DCM trading is not conducted exclusively by the
Commission. As SROs, DCMs have significant statutory surveillance responsibilities.”
Typically, however, surveillance issues are handled jointly by Commission staff and the relevant
DCM. Surveillance information is shared and, when appropriate, corrective actions are
coordinated. Situations of particular surveillance interest are jointly monitored and, if necessary,
verbal contacts are made with the brokers or traders who are significant participants in the
market in question. These contacts may be for the purpose of asking questions, confirming
reported positions, alerting the brokers or traders to the regulatory concern regarding the
situation, or waming them to conduct their trading responsibly. Throughout its history, the
Commission, together with the DCMs, has been quite effective in using these methods to resolve
issues at an early stage.

Another key DMO oversight role involves staff oversight and assessment of the regulatory and
oversight activities of DCMs. This involves periodic examinations of DCMs® self-regulatory
programs on an ongoing, routine basis to evaluate their compliance with applicable core
principles under the Act and the Commission’s regulations. These examinations, known as
“Rule Enforcement Reviews,” result in reports that evaluate a DCM’s compliance and
surveillance capabilities. The reports set forth recommendations for improvement, where
appropriate, with respect to a DCM’s trade practice surveillance, market surveillance,
disciplinary, audit trail, and dispute resolution programs. These reviews promote and enhance
continuing, effective self-regulation and ensure that exchanges rigorously enforce compliance
with their rules. The reports are made public and are posted on the Commission’s Website.

> See, e.g.. Sections 5(b)(2) and S(d)(4) of the CEA, 7 U.S.C. §§ 7(b)(2), 7(d)(4).
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In conclusion, the Commission has a comprehensive market oversight program to detect and
prevent disruption of the economic functions of all the commodity futures and option markets
that it regulates.

CFTC Division of Clearing and Intermediary Oversight

The Commission’s Division of Clearing and Intermediary Oversight (DCIO) is responsibile for
and plays an integral role in ensuring the financial integrity of all transactions on the markets that
it regulates.

DCIO meets these responsibilities through an oversight program that includes the following
elements: (1) conducting risk-based oversight and examinations of industry SROs responsible
for overseeing FCMs, commodity trading advisors, commodity pool operators, and introducing
brokers, to evaluate their compliance programs with respect to requirements concerning fitness,
net capital, segregation of customer funds, disclosure, sales practices, and related reporting and
recordkeeping; (2) conducting risk-based oversight and examinations of all Commission-
registered derivatives clearing organizations (DCOs) to evaluate their compliance with core
principles, including their financial resources, risk management, default procedures, protections
for customer funds, and system safeguards; (3) conducting financial and risk surveillance
oversight of market intermediaries to monitor compliance with the provisions of the CEA and
Commission regulations; (4) monitoring market events and conditions to evaluate their potential
impact on DCOs and the clearing and settlement system and to follow-up on indications of
financial instability; and (5) developing regulations, orders, guidelines, and other regulatory
approaches applicable to DCOs, market intermediaries, and their SROs. Collectively, these
functions serve to protect market users, the general public and producers, to govern the activities
of market participants, and to enhance the efficiency and effectiveness of the futures markets as
risk management mechanisms. DCIO’s most important function is to prevent systemic risk and
ensure the safety of customer funds.

The DCOs that the Commission currently regulates are located in New York, Chicago, Kansas
City, Minneapolis and London, England. The intermediaries overseen by the Commission are
located throughout the United States and in various other countries.

CFTC Division of Enforcement

At any one time, the Division of Enforcement (Enforcement) is investigating and litigating with
approximately 700 to 1000 individuals and corporations for alleged fraud, manipulation, and
other illegal conduct. Working closely with the President’s Corporate Fraud Task Force,
Enforcement is staffed with skilled professionals who prosecute cases involving complex over-
the-counter (OTC) and on-exchange transactions. Enforcement also routinely assists in related
criminal prosecutions by domestic and international law enforcement bodies.

During the last five years, Enforcement has maintained a record level of investigations and
prosecutions in nearly all market areas, including attempted manipulation, manipulation, market
squeezes and comers, false reporting, hedge fund fraud, off-exchange foreign currency fraud,
brokerage compliance and supervisory violations, wash trading, trade practice misconduct, and
registration issues.
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In the energy sector alone, Enforcement investigated Enron and dozens of national and
international energy companies, as well as hundreds of energy traders and hedge funds around
the country. As a result of those efforts, the Commission prosecuted numerous traders and
corporate entities. At the same time, in other market sectors, Enforcement prosecuted more than
50 hedge funds and commodity pool operators for various violations, and filed actions against
more than 360 individuals and companies for off-exchange foreign currency fraud and
misconduct.

Enforcement receives referrals from several sources: the CFTC’s own market surveillance staff;
the compliance staff at exchanges; market participants and members of the public; and other
State, Federal, and international regulatory authorities. During an investigation, the CFTC may
grant formal administrative subpoena authority, which enables Enforcement to obtain relevant
materials (for example, audio recordings, e-mail and trade data) and testimony from witnesses.

If warranted, at the conclusion of its investigation, Enforcement will recommend to the
Commissioners that the CFTC initiate a civil injunctive action in Federal district court or an
administrative proceeding. The CFTC may obtain temporary statutory restraining orders and
preliminary and permanent injunctions in Federal court to halt ongoing violations, as well as
civil monetary penalties, appointment of a receiver, the freezing of assets, restitution to
customers, and disgorgement of unlawfully acquired gains. Administrative sanctions may
include orders suspending, denying, revoking, or restricting registration; prohibiting trading; and
imposing civil monetary penalties, cease and desist orders, and orders of restitution.

The CFTC also refers enforcement matters to the Department of Justice. Criminal activity
involving commodity-related instruments can result in prosecution for criminal violations of the

CEA and for violations of Federal criminal statutes, such as mail fraud or wire fraud.

CFTC Speculative Position Limits and “Excessive Speculation”

Under the CEA, the concept of “excessive speculation™ is based on trading that resuits in
“sudden or unreasonable fluctuations or unwarranted changes in the price” of commodities
underlying futures transactions.> When Congress enacted the CEA in 1974, it included a number
of statutory provisions specifically relating to market price distortions. Several of these
provisions prohibit market manipulation, making it a violation of the Act to manipulate the price
of a commodity in interstate commerce or for future delivery.® Congress also included an
enabling provision stating that excessive speculation is a burden on interstate commerce. This
provision does not make excessive speculation a per se violation of the Act, but rather, requires
the Commission to enact regulations to address such trading (for example, through speculative
position limits).

The rationale for the distinction between manipulation and “excessive speculation” is two-fold.
Manipulation of market prices is a clear and undeniable threat to the integrity of the marketplace
and to the fundamenta! purposes of futures markets — risk management and price discovery — and
there is a long-standing body of law defining the parameters of futures market manipulation.’®

* CEA Section 4a(a), 7 U.S.C. § 6a(a).

“ CEA Scctions 6(c), 6(d), 9(a)(2), 7 U.S.C. §§ 9, 13, 13b, 15.

* CEA Section 4a(a), 7 U.S.C. § 6a(a).

¢ See, e.g., In the Matter of Indiana Farm Bureau Coop. Ass'n [1982-1984 Transfer Binder} Comm. Ful. L. Rep.
(CCH) Y 21,796 (CETC 1982).
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“Excessive speculation,” on the other hand, is an undefined concept. Futures markets require
both speculators and hedgers. Speculators provide the market liquidity to allow hedgers to
manage various commercial risks. Placing limitations on the amount of speculation that an
individual or entity may engage in necessarily limits the amount of liquidity in the marketplace
and may limit the ability for hedgers to manage risks, and may limit information flow into the
marketplace, which could in turn negatively affect the price discovery process and the hedging
function of the marketplace.

Congress recognized the difference between these two concepts in enacting separate and distinct
manipulation and excessive speculation provisions in 1974. Manipulation, a clear market threat,
is a violation of the Act, while “excessive speculation™ (a more ambiguous concept) is addressed
by the CFTC exercising its regulatory expertise through rulemaking.

Accordingly, pursuant to Section 4a of the Act, the Commission has utilized its authority to set
limits on the amount of speculative trading that may occur or speculative positions that may be
held in contracts for future delivery. The speculative position limit is the maximum position,
either net long or net short, in one commodity future (or option), or in all futures (or options) of
one commodity combined, that may be held or controlled by one person (other than a person
eligible for a hedge exemption) as prescribed by a DCM and/or by the Commission. Moreover,
CEA Section 5(d)(5) requires that an exchange, “to reduce the potential threat of market
manipulation or congestion, especially during trading in the delivery month . . . shall adopt
position limitations or position accountability for speculators, where necessary and appropriate.”

All agricultural and natural resource futures and options contracts are subject to either
Commission or exchange spot month speculative position limits — and many financial futures
and options are as well. With respect to such exchange spot month speculative position limits,
the Commission’s guidance specifies that DCMs should adopt a spot month limit of no more
than one-fourth of the estimated spot month deliverable supply, calculated separately for each
contract month. For cash settled contracts, the spot month limit should be no greater than
necessary to minimize the potential for manipulation or distortion of the contract’s or underlying
commodity’s price.

The focus on spot month position limits is because these are the futures months that are most
vulnerable to manipulation. This vulnerability results, in general, from the fact that a futures
contract at expiration must result either in physical delivery—which can be used to cause a
squeeze—or in a final cash settlement—which can be manipulated by heavy trading that distorts
the index used for the final settiement. These rules are designed to prevent traders from
accumulating concentrations of contracts of a size that could potentially lead to manipulation or
disrupt a market.

As part of its routine, ongoing surveillance program, Commission staff monitor daily large-trader
reports to ensure compliance with Commission and DCM position limits.  When market
surveillance staff detect an instance of a position limit violation, it takes prompt remedial action
to require the trader to reduce its position to be in compliance with the position limit. In
instances of a violation of Commission position limits, market surveillance staff send a wamning
letter to the trader advising that the violation is considered a serious matter, and that any further
violation could lead to formal action that could result in the suspension or denial of the trader’s

T7US.C. § 7(d)(5).
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trading privileges and assessment of a substantial fine. In instances of violations of exchange
position limits, market surveillance staff refer the violation to the exchange and request to be
advised of what action is taken in the matter. In instances of repeated violations of Commission
and/or exchange position limits by a trader, market surveillance staff refer the matter to the
Commission’s Division of Enforcement for investigation and possible initiation of formal
Enforcement action.

With respect to trading outside the spot month, the Commission typically does not require
speculative position limits. Under the Commission’s guidance, an exchange may replace
position limits with position accountability for contracts on financial instruments, intangible
commodities, or certain tangible commodities. If a market has accountability rules, a trader —
whether speculating or hedging — is not subject to a specific limit. Once a trader reaches a preset
accountability level, however, the trader must provide information about his position upon
request by the exchange. In addition, position accountability rules provide an exchange with
authority to restrict a trader from increasing his position if so ordered by the exchange.

Finally, in order to achieve the purposes of the speculative position limits, the Commission and
the DCMs treat multiple positions held on a DCM’s market that are subject to common
ownership or control as if they were held by a single trader. Accounts are considered to be under
common ownership if there is a 10 percent or greater financial interest. The rules are applied in
a manner calculated to aggregate related accounts.

Violations of exchange-set or Commission-set limits are subject to disciplinary action, and the
Commission, or a DCM, may institute enforcement action against violations of exchange
speculative limit rules that have been approved by the Commission. To this end, the
Commission approves all position limit rules, including those for contracts that have been self-
certified by a DCM.

It is important to note that the fundamental thrust of the Commission’s manipulation and
excessive speculation provisions has not changed in any of the Commission’s six
reauthorizations since 1974, In other words, in the three decades since enactment of the Act,
Congress has not determined in any one of its comprehensive reviews of the CEA, to make
“excessive speculation” a per se violation of the CEA, but rather has continued to rely on the
agency and the self-regulatory organizations to address excessive speculation through regulatory
measures.

Oversight of Exempt Commercial Markets

Congress included a provision in the Commodity Futures Modernization Act of 2000 (CFMA) to
govern a new type of trading facility known as an Exempt Commercial Market (ECM).8 As
outlined in Section 2(h)(5)(F) of the CEA, ECMs are not “registered with, or designated,
recognized, licensed or approved by the Commission.” ECMs, as well as transactions executed
on ECM, are statutorily exempt from most provisions of the CEA. Trading on an ECM such as
the Intercontinental Exchange in Atlanta (ICE) is not subject to regular, ongoing market
surveillance oversight by the Commission. Under current law, the Commission does not have the
legal authority to limit the size of a trader’s position on an ECM. Nor are ECMs required to
comply with the self-regulatory obligations required of DCMs, such as adopting position

8 CEA Sections 2(h)(3)-(5), 7 U.S.C. §§ 2(0)(3)-(5).
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limitations or position accountablility rules. The Commission does retain fraud and
manipulation authority over ECMs. To assist the Commission in carrying out its fraud and
manipulation authority, ECMs are required to maintain a record of allegations or complaints
received by the trading facility concerning instances of suspected fraud or manipulation and to
forward them to the Commission.”

ECM s are also subject to certain limited reporting requirements that are authorized under Section
2(h)(5)(B)(i) of the CEA and spelled out in Commission Regulation 36.3(b)."® Pursuant to these
provisions, an ECM is required to identify those transactions conducted on the facility with
respect to which the ECM intends to rely on the statutory Section 2(h)(3) exemption, and which
averaged five trades per day or more over the most recent calendar quarter. With respect to such
transactions, the ECM is required to transmit weekly to the Commission certain basic trade
information, including “the commaodity, the [delivery or price-basing] location, the maturity date,
whether it is a financially settled or physically delivered instrument, the date of execution, the
time of execution, the price, [and) the quantity.”"! The reports filed pursuant to Regulation
36.3(b) can provide Commission surveillance staff with information regarding price spikes or
unusual divergence between the price of a commodity traded on an ECM and the price of a
related commodity traded on a DCM, The Regulation 36.3(b) reports, however, do not require
ECMs to identify the individual traders holding positions on the ECM.

In addition, an ECM must maintain for five years, and make available for inspection upon
request by the Commission, records of its activities related to its business as an electronic trading
facility, including audit trail information sufficient to enable the Commission to reconstruct
trading activity, and the name and address of each participant authorized to enter into
transactions on the facility.”? Should the Regulation 36.3(b) reports, or other information
obtained by surveillance staff (including information from futures market large trader reports),
indicate a need for further information from an ECM, Section 2(h)(5)(B)(iii) of the CEA and
Commission Regulation 36.3(b)(3) give the Commission authority to issue what is known as a
“special call.” Under the CEA, the Commission can obtain from an ECM “such information
related to its business as an electronic trading facility exempt under paragraph [2(h)](3) . . . as the
Commission may deem appropriate.” The issuance of a special call to an ECM is simply an
indication that the Commission’s staff is seeking additional information. A special call, in and of
itself, is not evidence of improper or illegal market behavior.

Finally, if the Commission determines that an ECM performs a significant price discovery
function for transactions in the cash market for the commodity underlying any agreement,
contract, or transaction traded on the facility, the ECM must publicly disseminate, on a daily
basis, information such as contract terms and conditions, trading volume, open interest, opening
and closing prices or price ranges, or other price information approved by the Commission.”” To
date, the Commission has not made such a determination.

In part due to the lessons learned from the fall of Amaranth, the CFTC has been regularly
utilizing its special call authority to request information from ICE. This information assists us in

® Commission Regulation 36.3(b)(iii), (iv), 17 C.F.R. § 36.3(b)(iii), (iv).

17 C.FR. § 36.3(b).

" ICE has been submitting such trade data for natural gas transactions meeting the regulatory reporting threshold
since January 1, 2005.

2 CEA Section 2(h)(S)(B)(ii), 7 U.S.C. § 2(h)(5)(B){ii).

'3 CEA Section 2(h)(4}(D), 7 U.S.C. § 2(h){4)(D); Commission Regulation 36.3(c)(2), 17 C.F.R. § 36.3(c)(2).
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the regulation of activities on DCMs, and we believe it helps us to get a more comprehensive
picture of the marketplace, given the similarity of ICE’s natural gas contracts to those traded on
the New York Mercantile Exchange (NYMEX). On September 28 and December 1, 2006,
respectively, the Commission issued two special calls to ICE that required ICE to provide
position data to the Commission, on an ongoing basis, related to transactions in ICE’s most
heavily traded natural gas swap contracts. Specifically, these separately-issued special calls
required that ICE provide the Commission with clearing member position data and individual
trader position data in the various ICE natural gas contracts that are cash-settled based on
NYMEX natural gas contracts.

The special call for clearing member position data was issued by the Commission on September
28, 2006, and the Commission has been receiving responsive data from ICE, on a daily basis,
since October 10, 2006. The individual trader position data special call was issued on December
1, 2006. ICE found it necessary to make various technical adjustments to its systems in order to
produce the requested materials, which it has done. Those adjustments are now in place, and the
Commission received the first batch of individual trader daily position data on February 16
(showing positions as of February 15) and continues to receive that information on an ongoing
basis.

These two special calls were issued primarily in order to assist Commission staff in its
surveillance of the related NYMEX natural gas contracts. Compliance with special calls is not
voluntary, but mandatory. The special calls were not issued as part of an investigation of any
particular market participant or trading activity on either ICE or NYMEX. Nor were they issued
in order to conduct regular market surveillance of ICE contracts themselves. The information
provided by ICE through the special calls is comprehensive, but it does not duplicate the
information that the Commission collects through its DCM surveillance programs.

Despite the difference in regulatory authorities over DCMs and ECMs, the Commiission is aware
that when markets trade similar products or products that can be arbitraged, information
regarding activity in one market tends to be incorporated into the other. This is almost certainly
the case when large numbers of traders operate in both markets, as is the case between NYMEX
and ICE.

On the last trading day, NYMEX contracts are settled by physical delivery of natural gas,
whereas ICE contracts are settled based on the NYMEX final settlement price. Because the ICE
contracts settle off of the NYMEX price, it is clear that NYMEX prices affect ICE prices. It
appears that price discovery in the natural gas contract may occur at both trading facilities. That
is to say, information first affecting the ICE price is immediately conveyed to NYMEX and
information first affecting the NYMEX price is immediately conveyed to ICE.

Given that price discovery may be conducted at both ICE and NYMEX, successful manipulation
of the ICE price would be reflected in the NYMEX price. Arbitrage between ICE and NYMEX
makes it possible for ICE prices to influence NYMEX prices. Since the Commission has not
conducted a review of surveillance practices at ICE, our response cannot be as soundly based as
would be the case were we asked about manipulation possibilities at NYMEX. However, the
ability to manipulate prices on either has likely been reduced, given that ICE has broadened
participation in contracts for natural gas.
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Amaranth: CFTC Chief Economist’s Overview

Understanding how the CFTC operates within its statutory authority is important when analyzing
market events like the collapse of Amaranth in early fall of 2006.

In September 2006, funds managed by Amaranth Advisors, LLC, lost approximately $6 billion,
or two-thirds of their value. The losses were due largely to Amaranth’s natural gas positions at
NYMEX and at ICE. As Figure 1 shows, Amaranth had positioned itself to profit on a widening
difference between the prices of natural gas contracts expiring in the winter and natural gas
contracts expiring in non-winter months. Such a strategy would have been profitable if prices for
winter-delivery futures contracts had risen relative to prices for non-winter-delivery contracts.

Amaranth Natural Gas Net Position (NYMEX and ICE)
as of 9/15/06
{October 2006 through May 2009)
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Figure 1.

Figure 2 illustrates one component of Amaranth’s strategy. This Figure shows the spread
position held by Amaranth in NYMEX natural gas futures contracts (and futures equivalent
option contracts) for the delivery months of March and April 2007. The Figure shows that
Amaranth held a “long™ position in the March 2007 contract while simultaneously holding a
“short” position in the April 2007 contract. Amaranth held a similar position on ICE. Amaranth
began significantly ramping up this spread position in the spring of 2006. The difference
between the March price and the April price is referred to as the “spread price,” which is also
displayed in Figure 2. As can be seen in the Figure, the spread price began to fall during the last
week of August 2006. As the March/April spread fell from $2.50 per mmBTU in August to $.75
per mmBTU in mid-September, Amaranth’s losses mounted.
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March-April 2007 NYMEX Natural Gas Futures Position
and Spread for the Time Period of 8/1/06 to 9/19/06

4]
=B 5
52 @
£ 3 5
g 2
w  y
bt [&]
9 %
= =
<)
g 8 8 g 8 g g
g S S S g g Ny
s 8§ ¢ 8§ & 88 2
& & B 3
Date

Figure 2.

After Amaranth’s collapse, the CFTC’s Office of the Chief Economist (OCE) analyzed the
situation using statistical evidence. It is important to provide a historical context of the market in
which Amaranth was operating. As can be seen in Figure 3, the unusually large level of the
spread price began to appear around the time of Hurricane Katrina in 2005. The spread was the
largest March/April spread ever observed. However, Amaranth did not begin accumulating its
large position in the March/April 2007 spread until the spring of 2006. In other words, the
March/April spread was at a historically high level for many months before Amaranth began
accumulating its large March/April position.
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Natural Gas March-April 2007 Spread
January 2004 - February 2007
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Figure 3.

The OCE analysis of Amaranth trading data failed to conclude that Amaranth’s trading was
responsible for the spread price level observed during 2006. The OCE analysis looked at the
statistical relationship between changes in Amaranth positions, and changes in spread prices. In
particular, the analysis focused on whether changes in Amaranth’s positions caused short-term or
longer-term changes in spread prices. The analysis found evidence of a causal relationship
between changes in Amaranth’s spread positions and changes in spread prices during 2006.
Using a subset of 2006 data (April 15 to August 25) there is evidence of “two-way causality” —
meaning that changes in Amaranth’s positions influenced market prices at the same time changes
in market prices influenced Amaranth’s positions.

If Amaranth were dominating markets, OCE would have expected the statistical tests to have
shown “one-way causality,” where changes in Amaranth’s positions would have influenced
market prices but market prices would not have influenced Amaranth positions. That would
have demonstrated statistically that Amaranth’s positions were clearly driving the price. As
noted above, OCE believes that Amaranth and the market appear to have been reacting to each
other reciprocally.

On another point, interpreting open interest figures to discern market power, such as in the
Committee staff report, requires special care. In futures markets, open interest is not a fixed
level but can expand or contract depending on whether traders open or close contracts. Although
Amaranth held the largest share of open interest, it was not holding a concentrated position of a
fixed inventory of contracts. The market was completely open to other traders forming contracts
at prices they found mutually agreeable. There were no barriers foreclosing the possibility of
other traders entering the market. Because other traders were free to enter the market at any
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time, one must be cautious before concluding that Amaranth’s level of open interest on one side
of the market represented market power that dictated the level of the spread price.

Open interest represents trades made in the past. The futures price at any point in time is
determined where a bid meets an offer. Open interest, by itself, cannot exert any influence on
the prevailing level of bids and offers. Open interest can be an important factor in determining
how a trader will behave in the future. For example, if it is known that a trader holds a large
open position, other traders must consider the possibility that the large trader will change its
position in the future.

In the OCE analysis, all of the data are consistent with the hypothesis that the March/April
spread, and similar winter/summer spreads, declined due to changes in perception of market
fundamentals. Amaranth established a large spread position that could only have been profitable
if the unusually high spread price had become even more unusually high. Such a profitable
scenario would have occurred if winter natural gas supplies had been disrupted by, for example,
an active hurricane season in the Gulf of Mexico. In fact, the Gulf hurricane season proved to be
less active than predicted, and instead of a widening price relationship between winter and non-
winter natural gas futures contracts, the price difference narrowed considerably, resulting in
significant trading losses to Amaranth.

There were particular dates in which changes in Amaranth’s positions corresponded with
temporary changes in spread prices. July 31 is one such date where the March/April spread price
rose to an all-time high of $2.61 per mmBTU on the day that Amaranth significantly increased
its position in this spread. However, the spread dropped back in the next trading session.
Trading on this day was affected by a number of news stories about natural gas storage numbers
(news released the previous day) and revised weather forecasts. Because of multiple events on
this day it is difficult to attribute the spread increase to any one factor, including Amaranth’s
trading activity. If Amaranth was responsible for this temporary change in the spread price, the
result is consistent with a story of a large trader trading in an illiquid market. Qver time, sellers
of the spread were attracted to the market and the spread price was quickly returned to a normal
level for that time.

While OCE’s economic analysis of what happened with Amaranth occurred after the fact, the
Commission was aware of Amaranth’s activities in the months leading up to September through
our regular financial and market oversight surveillance.

JP Morgan Futures, a Commission-registered FCM was Amaranth’s clearing broker at NYMEX.
As the clearing broker, JP Morgan Futures was the NYMEX’s counterparty for all positions that
it cleared in the customer account with NYMEX, including the positions held by Amaranth. In
the futures industry, customers have no legal relationship with clearing organizations and must
eventually have all positions cleared and carried at clearing organizations, like NYMEX, by a
clearing broker. Customers only have a legal relationship with their brokers. However, in
exercising prudential risk management NYMEX also reviewed the positions and margin
requirements of JP Morgan Futures’ customers.

NYMEX staff periodically spoke with JP Morgan Futures staff about the Amaranth portfolio of
cleared NYMEX positions. Under NYMEX rules, JP Morgan Futures was subject to capital
based position limits. These rules limit the size of the positions a clearing member can carry in
its proprietary and customer accounts according to the amount of capital it has. JP Morgan
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Futures never exceeded these limits. Only ten to twelve NYMEX firms had sufficient capital to
carry an account the size of Amaranth.

As part of its routine financial surveillance, Commission staff first contacted NYMEX staff
about the Amaranth account in June 2006. When the Commission began receiving information
about the losses experienced by Amaranth, the financial surveillance staff began actively
monitoring the Amaranth account in early August 2006. Staff reviewed position information for
NYMEX cleared products from the CFTC’s large trader reporting system. Staff also reviewed
information it received from NYMEX each day about the daily settlement and margin
requirements for JP Morgan Futures.

Throughout this period, JP Morgan Futures met all of its obligations to NYMEX and staff had
evidence that the Amaranth account at JP Morgan Futures was fully margined at all times during
this period. Therefore, from a risk perspective, staff had no basis to recommend to the
Commission that steps be taken to limit the size of Amaranth’s positions. Further, staff had no
evidence that the losses incurred by Amaranth would have significant negative impacts on other
market participants.

Through its large-trader reporting system, the Commission is aware of the positions of all traders
in all contracts traded on DCMs, such as NYMEX, that have positions above reportable levels.
Accordingly, Commission staff was aware of the size of Amaranth’s positions in natural gas
contracts traded on NYMEX at all times during 2006. However, Commission staff was not
aware of the size of Amaranth’s positions on ICE until after Amaranth’s announcement of
substantial trading losses on September 18, 2006.

Commission market surveillance staff monitored Amaranth’s compliance with NYMEX’s
position limit, position accountability, and hedge exemption rules. Commission staff was aware
of NYMEX’s action in early August 2006 to limit the size of Amaranth’s NYMEX positions in
the September, October, and November 2006 natural gas futures contracts. The Commission’s
staff was satisfied that NYMEX was properly monitoring Amaranth’s position, and properly
enforcing its position accountability rules. Commission staff did not view the size of
Amaranth’s NYMEX positions — especially in non-nearby futures months — as per se evidence of
improper or manipulative trading. While natural gas forward curve spreads were unusual during
this period, it was not at all clear that this was caused by excessive speculation. The summer of
2006 was forecast to be a very active hurricane season, and the market clearly remembered the
devastating impact of the hurricanes of 2005 on the Gulf Coast’s natural gas infrastructure, and
the resultant sharp increase in winter month natural gas prices. Given this recent history and the
forecast for another active hurricane season, it was certainly plausible that the unusual forward
curve spreads incorporated a significant hurricane risk premium. Some market participants and
observers may have believed that the risk premium was too high, but there was no apparent
constraint preventing those holding such a view from incorporating that view into the price
discovery process by selling the risk premium.

The Commission does not pick winners and losers in the futures markets based on any given

trading strategy, but does work diligently — and did so in the case of Amaranth ~ to ensure
market integrity and customer protections.

CFTC Budget
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The current budget that funds the divisions, the technology and surveillance operations, and
other support staff, is approximately $98 million for the current Fiscal Year (FY). The FY 2008
President’s Budget request for the CFTC is for an appropriation of $116 million and 475 staff —
an increase of approximately $18 million and 17 staff over the FY 2007 continuing resolution
appropriation which supports a level of 458 staff.

We are grateful for the Administration’s recognition of the need for increased funding for our
agency. The FY 2008 Budget request is a good down payment in an effort to reverse a recent
downward trend in resources at the Commission, but it is, in perspective, a small recognition of
the challenge we face.

Since the CFMA was enacted, there has been a seven-fold increase in the rate of new product
listings by U.S. exchanges. Nine new DCMs and nine new DCOs have been approved by the
CFTC. Electronic trading has soared to approximately 60 percent of total volume this year, and
that percentage is steadily increasing. The competition, product innovation, and increasing use of
technology fostered by the CFMA meant exponential growth in the futures and option markets,
especially during the last few years. 1t has also meant continuing evolution of these markets in
the form of new trading venues, new trading strategies, new risk management tools, and new
customers.

The CFMA replaced the prior “one size fits all” regulatory model with a flexible, practical,
principles-based model for exchanges. U.S. exchanges also were given the authority to approve
new products and rules through a self-certification process without prior CFTC approval, which
encouraged innovation and enabled exchanges to act quickly in response to fast-changing market
conditions. The CFMA also permitted the establishment of non-intermediated trading platforms
such as ECMs, the growth of which has rapidly matured in recent years.

During this period of unprecedented growth for the futures industry, however, the CFTC’s
resources have been steadily diminishing. The CFTC needs additional staff resources in almost
every program area. Currently, the Commission operates with a staff of 436 — an historic low at a
time when the industry we regulate is at an all-time high by almost any measure: more volume,
more trading platforms, more products, more complexity and a more global marketplace.
Commission employees work hard, work smart, and use technology effectively, but given the
complexity of the markets we oversee, they are stretched. We have the resources to carry out the
Commission’s mission on a daily basis — by asking more of staff and putting off some
technological needs and other programs — but it is clear that the agency can continue at this
funding level only for the short-term.

With regard to the adequacy of our surveillance resources, it is useful to consider that the number
of actively traded contracts trading on U.S. exchanges has more than quintupled in the last
decade, with most of that growth seen in the last five years. Staff devoted to surveillance today is
46; ten years ago, it was 58.

As for Enforcement, staff has fallen from 154 to 110 during the same ten-year period. The
CFTC prides itself on its vigorous enforcement efforts, However, in derivatives markets that are
exploding in size and complexity, coupled with its reduced staffing, the CFTC’s enforcement
professionals are struggling to keep up with the volume and size of its cases. For comparison
purposes, the enforcement division at the Securities and Exchange Commission is funded with a
budget that is more than twenty times larger than that for the CFTC’s enforcement operations.

CFTC PAGE 16 OF 18
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We are forced to make hard choices every day on how to prioritize our investigative and
litigation efforts.

Technology is critical to enable our professional staff to adequately oversee the markets.
However, budget constraints have required the Commission to put new systems development
initiatives and hardware and software purchases on hold. For example, Commission investment
in technology, as a percentage of total budget, has fallen from approximately 10 percent to
around 7 percent. This trend is unsustainable given that so much of the growth in the futures
industry is directly attributable to investments in technology. It is important that the
Commission not be overwhelmed by the technologically innovative industry we regulate.

Conclusion

The CFTC’s last reauthorization expired in 2005, and Congress has worked hard during the past
two years to try to reauthorize the CFTC and update our statutory mandate. We appreciate the
efforts of our authorizers, the Senate and House Agriculture Committees, as they continue those
efforts.

A part of the reauthorization debate has been regulation of ECM energy markets. It is a
complicated policy decision that encompasses consideration of a number of issues, including:
economic opportunity and competition at home and abroad; ensuring customer protections and
market integrity; promoting growth and innovation of U.S. exchanges; and ensuring a level
playing field for competitors. Congress, regulators and industry participants have varied
opinions on the topic and the debate continues. It is important to hear all sides to strike the right
balance in this complex economic and policy discussion.

The futures markets have changed dramatically since the passage of the CFMA and the creation
of the ECM category in section 2(h) of the CEA. This designation was intended to encourage
innovation for these institutional markets while calibrating the amount of oversight to the risks
associated with them. However, as the Subcommittee’s staff report lays out, the regulated
futures markets and exempt commercial markets have become increasingly linked and as a
result, the public risks associated with these markets have changed. The CFTC has recognized
this and exercised its existing statutory authorities in order to keep pace with industry growth, as
needed. For example, through our ECM special call authority, the CFTC is obtaining the
ongoing production of natural gas trading information from ICE because it helps us in our
oversight of NYMEX, a regulated DCM, and helps to provide a more comprehensive picture of
the marketplace. More recently, the CFTC proposed an amendment to clarify that our existing
regulations require large traders on regulated DCMs to keep information relating to all their
positions in the commodity subject to the reporting requirements — including information
regarding transactions executed outside the regulated exchange —~ and to provide that information
to the Commission upon request.

However, the agency is nearing the outer limits of its authority and it is appropriate to have this
open dialogue with Congress and our fellow regulators about what other tools are needed to
adequately oversee this marketplace and ensure fair competition and the integrity of the futures
markets. Policymakers should be measured when considering additional regulation given these
electronic markets can move offshore and have done so in the past. However, protecting the
integrity of the price discovery process should be our utmost priority given its broad impact on
consumers. The Commission continues to devote its resources and energies on addressing this
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important matter and looks forward to working with the Congress to ensure an appropriate
amount of oversight.

This is truly a dynamic time in the futures markets, given the growth in trading volume, product
innovation and complexity, and globalization ~ in all commodities, including energy. The
Commission will continue to work to promote competition and innovation by proactively taking
down unnecessary barriers to trading in our markets, while at the same time, fulfilling our
mandate under the CEA to protect the public interest and to enhance the integrity of, and public
confidence in, U.S. futures markets.

In closing, we appreciate the Committee’s inquiries into this complex and important area. The
Subcommittee staff report looks at a number of issues related to the CETC and makes a number
of recommendations and conclusions that warrant further debate, which we look forward to
discussing with you.

Thank you.
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EXCESSIVE SPECULATION
IN THE NATURAL GAS MARKET

JUNE 25, 2007

I. EXECUTIVE SUMMARY

Since 2001, the U.S. Senate Permanent Subcommittee on
Investigations (“the Subcommittee™) has been examining the structure
and operation of U.S. energy markets. In June 2006, the Subcommittee
issued a bipartisan staff report, The Role of Market Speculation in Rising
Oil and Gas Prices: A Need to Put the Cop Back on the Beat,' analyzing
the extent to which the increasing amount of financial speculation in
energy markets has contributed to the steep rise in energy prices over the
past few years. The report concluded: “Speculation has contributed to
rising U.S. energy prices,” but also that “gaps in available market data”
made quantification of the speculative component problematic.”> The
report endorsed the estimate of various analysts that the influx of
speculative investments into crude oil futures accounted for
approximately $20 of the then-prevailing crude oil price of
approximately $70 per barrel. The report’s analysis was based entirely
on publicly available data about the overall level of financial
investments in energy markets and publicly available data on energy
prices and supplies.

The Subcommittee’s staff report recommended that the
Commodity Futures Trading Commission (“CFTC”) be provided with
the same authority to regulate and monitor electronic energy exchanges,
such as the Intercontinental Exchange (“ICE”), as it has with respect to
the fully regulated futures markets, such as the New York Mercantile
Exchange (“NYMEX?"), to ensure that excessive speculation did not
adversely affect the availability and affordability of vital energy
commodities through unwarranted price increases. Congress has not
taken any action since then to authorize CFTC oversight of unregulated
energy markets like ICE.

Shortly after the Subcommittee issued the report in 2006, the
natural gas market entered a period of extreme price volatility
punctuated by the collapse in September 2006 of Amaranth Advisors
LLC (“Amaranth”), one of the largest hedge funds in the natural gas
market. From the last week in August until the middle of September
2006, Amaranth’s natural gas positions lost over $2 billion in value,
precipitating the liquidation of the entire portfolio of the $8 billion fund.

''S. Prt. 109-65, 109" Congress, 2" Session (June 27, 2006).
21d. atp. 6.
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In late summer, natural gas prices began falling. For example, the
price of the NYMEX futures contract to deliver natural gas in October
2006 fell from a high of $8.45 per MMBtu in late July to just under
$4.80 per MMBtu in September, the lowest level for that contract in two
and one-half years. The difference in price between the NYMEX
natural gas futures contract for March 2007 and for April 2007 — called
the price spread — fell from a high of nearly $2.50 per MMBtu in July to
less than 60 cents in September, a drop of 75 percent. The price for the
immediate delivery of natural gas, called the spot price, fell from $7.49
per MMBtu in late August to $3.66 per MMBtu in early October, the
lowest level in four years.® The Electric Power Research Institute
described this price collapse as “stunning . . . one of the steepest
declines ever.”™

Throughout this period, the market fundamentals of supply and
demand were largely unchanged. Natural gas supplies were plentiful,
and the amount of natural gas in storage remained higher than average
throughout the summer and into the early fall. The large price variations
in the face of steady supply and demand trends raises several questions:
If the underlying supply and demand factors were unchanged, what was
causing the large price swings? To what extent was the collapse of
Amaranth related to the fall in prices? If Amaranth’s collapse either
caused or accelerated the price drops, then were Amaranth’s positions
responsible for the higher prices and large spreads that prevailed
throughout the summer? Was there adequate market oversight to ensure
that large hedge funds were not distorting natural gas prices?

In October 2006, the Subcommittee began its investigation into the
behavior of natural gas prices earlier in the year. The Subcommittee
analyzed millions of natural gas transactions from trading records
obtained from NYMEX and ICE, the two principal exchanges for energy
commodities, and from Amaranth and other traders. In addition, the
Subcommittee conducted numerous interviews of natural gas market
participants, including natural gas traders, producers, suppliers, and
hedge fund managers, as well as exchange officials, regulators, and
energy market experts. NYMEX, ICE, Amaranth, and many traders
cooperated with detailed inquiries. The Subcommittee also reviewed
commodity market statutes and regulations, and researched a variety of
legal issues.

The trading records examined by the Subcommittee disclosed that
from early 2006 until its September collapse, Amaranth dominated
trading in the U.S. natural gas financial markets. Amaranth bought and

3 Federal Energy Regulatory Commission (FERC), Winter 2006-07 Energy Market Assessment,
Item No.: A-3, October 19, 2006, at p. 2.

# Electric Power Research Institute, Natural Gas Issues: Tumnaround Prospects, Energy Markets
and Generation Response, October 2006, at p. 1.
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sold thousands of natural gas contracts on a daily basis, and tens of
thousands of contracts on certain days. It accumulated tens of thousands
of natural gas holdings, or “positions,” on both NYMEX and ICE. The
CFTC defines a “large trader” for reporting purposes in the natural gas
market as a trader who holds at least 200 contracts; NYMEX examines a
trader’s position if it exceeds 12,000 natural gas contracts in any one
month. Amaranth held as many as 100,000 natural gas contracts in a
single month, representing 1 trillion cubic feet of natural gas, or 5
percent of the natural gas used in the entire United States in a year. At
times Amaranth controlled 40 percent of all of the outstanding contracts
on NYMEX for natural gas in the winter season (October 2006 through
March 2007), including as much as 75 percent of the outstanding
contracts to deliver natural gas in November 2006.

Amaranth’s large positions and trades caused significant price
movements in key natural gas futures prices and price relationships. For
example, Amaranth’s purchases of contracts to deliver natural gas in the
winter months, in conjunction with Amaranth’s sales of natural gas
contracts for delivery in the summer months, drove winter prices far
above summer prices. These differences between winter and summer
prices, called “price spreads,” were far higher in 2006 than in previous
years - until the collapse of Amaranth, when the price spreads returned
to more normal levels. On several specific dates, Amaranth’s massive
trades were responsible for large jumps in the price differences between
the futures contracts for March and April 2007. Traders interviewed by
the Subcommittee said that during the spring and summer of 2006 the
differences between winter and summer prices were “clearly out-of-
whack,” at “ridiculous” levels, and unjustified by supply or demand.

Purchasers of natural gas during the summer of 2006 for delivery
in the following winter months paid inflated prices due to Amaranth’s
large-scale speculative trading. Businesses such as utilities had to either
absorb this added expense or pass the higher costs onto the ultimate
consumer, such as residential users who paid higher home heating bills.

The current regulatory system was unable to prevent Amaranth’s
excessive speculation in the 2006 natural gas market. Under current
law, NYMEX is required to monitor the positions of its traders to
determine whether a trader’s positions are too large. If a trader’s
position exceeds pre-set “accountability levels,” the exchange may
require a trader to reduce its positions. The Amaranth case history
demonstrates two critical flaws. First, NYMEX has no routine access to
information about a trader’s positions on ICE in determining whether a
trader’s positions are too large. It is therefore impossible under the
current system for NYMEX to have a complete and accurate view of a
trader’s position in determining whether it is too large.
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Second, even if NYMEX orders a trader to reduce its positions on
NYMEX, the trader can simply shift its positions to ICE where no limits
apply. This is precisely what Amaranth did after NYMEX finally told
Amaranth, in August 2006, to reduce its positions in two contracts
nearing expiration, contracts to deliver gas in September and October
2006. In response, Amaranth reduced its positions on NYMEX and
increased them on ICE, maintaining the same overall positions in the
market. Within a few days, Amaranth resumed increasing its positions,
mostly on ICE. By the end of August, Amaranth held nearly 100,000
short positions in the September contract, mostly on ICE, and a total of
nearly 90,000 short positions for the October contract on both ICE and
NYMEX. These were huge positions - each variation of one cent in a
position of 100,000 contracts changes a trader’s profit or loss by $10
million. As a result, NYMEX’s instructions to Amaranth did nothing to
reduce Amaranth’s size, but simply caused Amaranth’s trading to move
from a regulated market to an unregulated one.

The data analyzed by the Subcommiittee, together with trader
interviews, show that NYMEX and ICE are functionally equivalent
markets. Natural gas traders use both markets, employing coordinated
trading strategies. In many instances the volumes on ICE are
comparable to or greater than the volumes on NYMEX. 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, for risk
management and economic purposes. The data show that prices on one
exchange affect the prices on the other. Given their equivalence, there is
no sound basis for one exchange to be regulated and the other not.

The disparity in regulation between NYMEX and ICE results from
the so-called “Enron loophole” in the Commodity Exchange Act. The
Enron loophole, which was inserted into the law in 2000 at the request
of Enron and others, exempts electronic energy exchanges such as ICE
from CFTC oversight and regulation. Unlike NYMEX, there are no
limits on the trading on ICE, and no routine government oversight. The
Amaranth case history demonstrates that the disparity in regulation of
the two markets prevents the CFTC and the exchanges from fully
analyzing market transactions, understanding trading patterns, and
compiling accurate pictures of trader positions and market
concentration; it requires them to make regulatory judgments on the
basis of incomplete and inaccurate information; and it impedes their
authority to detect, prevent, and punish market manipulation and
excessive speculation.

Natural gas traders are well aware of the consequences of this
limitation. For example, when Amaranth’s lead energy trader predicted
in an email that “boy I bet you see some CETC inquiries” into a price
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spike that affected the final price of the September 2006 futures contract,
another trader reminded him that most of the trades had taken place on
ICE using swaps. The trader wrote: “Until they monitor swaps no big
deal.” His comment captures the problem — current law requires our
regulators to oversee U.S. energy markets with incomplete information
and inadequate authority.

To repair the broken regulatory system, Congress needs to require
currently unregulated exchanges, such as ICE, to comply with the same
statutory obligations as regulated markets, such as NYMEX, and operate
under the same rules to prevent market manipulation and excessive
speculation from affecting the price of vital energy commodities.

Some market observers contend that Amaranth’s collapse proved
the energy markets are functioning well because an overly risky trader
met its demise without harming other traders or the natural gas market as
a whole. In fact, however, many other market participants were harmed
by Amaranth’s massive speculative trading. For example, utilities that
provide gas-powered electricity or heating to homes, schools, hospitals,
and industries that use natural gas in manufacturing paid inflated prices.
Many of their costs were passed onto consumers. Some companies told
the Subcommittee that extreme price swings in the natural gas futures
market make it more difficult and expensive to use the futures market
for hedging. Still others told the Subcommittee that they have lost
confidence in the natural gas market, viewing it not as a mechanism to
set prices reflecting supply and demand, but as a market increasingly
responsive to a few dominant traders with sufficient capital to affect
prices.

If given authority to police all U.S. energy commodity markets, the
CFTC should use this authority to monitor aggregate positions taken by
traders on both NYMEX and ICE, and to analyze trading data from both
exchanges. Regulators should also strengthen their monitoring and
oversight to prevent excessive speculation for all of the months in which
contracts are traded, not just contracts near expiration. The Amaranth
experience demonstrates how excessive speculation can distort prices of
futures contracts that are many months from expiration, with serious
consequences for other market participants. To prevent excessive
speculation from causing unwarranted price changes, commodity
regulators need to conduct oversight over both a broader market and for
a longer time horizon than the next few months.

A final major problem is the inadequate oversight capabilities of
the CFTC. The CFTC suffers from antiquated technology systems, a
shrinking staff, and flat budgets. In part, these budgetary woes have
occurred because Congress has never authorized the CFTC, as it has
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virtually every other federal financial regulator, to collect user fees from
the markets it oversees. Congress needs to provide the CFTC with
adequate resources to do its job, and authorize user fees to pay for the
additional expense.

Energy is a critical factor in the future of the U.S. economy. How
it is priced is of vital concern. The Amaranth case history is not just the
story of a single hedge fund dominating the market, but of a broken
regulatory system that has left our energy markets vulnerable to any
trader with sufficient resources to alter energy prices for all market
participants.

The remainder of this Report details the Amaranth case history.
Section II presents the staff findings and recommendations from the
Subcommittee’s investigation. Section III provides general information
on the importance of natural gas to the U.S. economy, its production,
economic uses, and the fundamentals of natural gas supply and demand.
Section IV provides general information on the cash and financial
markets for natural gas, and an overview of the regulatory structure for
the various types of energy exchanges. Section V describes the unusual
and extreme behavior of natural gas prices in the spring and summer of
2006, and analyzes the role of Amaranth and other hedge funds in
forming those prices. Section V also describes the impact of
Amaranth’s trading on other market participants. Sections VI and VII
offer recommendations to restore the integrity of energy commodity
markets in the United States and protect them against market
manipulation and excessive speculation. Section VIII contains
additional Minority Staff views on the Report.
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I1. FINDINGS AND RECOMMENDATIONS
A. FINDINGS

(1) A single hedge fund, Amaranth Advisors LLC, dominated
the U.S. natural gas market in 2006.
(a) Amaranth accumulated massive natural gas holdings on
NYMEX and ICE spanning five years, from 2006-2010.
(b) Amaranth accumulated such large positions and traded
such large volumes of natural gas in 2006, on both NYMEX
and ICE, that it had a direct effect on U.S. natural gas prices
and increased price volatility in the natural gas market. The
larger than usual differences between winter and summer
futures prices that prevailed during the spring and summer
of 2006 were largely the result of Amaranth’s large-scale
trades rather than the normal market interaction of many
buyers and sellers.
(c) Amaranth’s 2006 positions in the natural gas market
constituted excessive speculation.

(2) In August 2006, Amaranth traded natural gas contracts on
ICE rather than on NYMEX so that it could trade without any
restrictions on the size of its positions.

(a2) When NYMEX directed Amaranth to reduce its
positions in September 2006 and October 2006 natural gas
futures contracts, Amaranth simply transferred those
positions to ICE, an unregulated market, thereby
maintaining its overall speculative position in the natural
gas market,

(b) NYMEXs attempt to limit speculative trading during
the last day of trading on the September 2006 natural gas
futures contract failed, because neither NYMEX nor the
CFTC had any authority, mandate, or ability to limit trading
on ICE that affected the pricing of the NYMEX futures
contract,

(3) Amaranth’s actions in causing significant price movements
in the natural gas market demonstrate that excessive
speculation distorts prices, increases volatility, and increases
costs and risks for natural gas consumers, such as utilities, who
ultimately pass on inflated costs to their customers.

(a) Purchasers of natural gas during the summer of 2006 for
delivery in the following winter months paid inflated prices
due to Amaranth’s speculative trading.
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(b) Many of these inflated costs were passed on to
consumers, including residential users who paid higher home
heating bills.

(4) The two major U.S. exchanges that trade natural gas —
NYMEX and ICE - affect each other’s prices.
(a) Significant volumes of natural gas are traded on both
NYMEX and ICE, and both markets play a key role in
setting U.S. natural gas prices.
(b) The contracts used on NYMEX and ICE to trade natural
gas, called futures contracts on NYMEX and swaps on ICE,
are equivalent financial products that serve the same risk-
management purposes.
(c) Traders routinely buy and sell natural gas contracts on
both NYMEX and ICE, and hold positions in both markets.
(d) The price of NYMEX futures and ICE swaps are
virtually identical up until the final half hour of the last
trading day of the NYMEX contract, when NYMEX and
ICE prices typically differ by a few cents at most.

(5) Current restraints on speculative trading to prevent

manipulation and price distortions are inadequate.
(a) The CFTC lacks statutory authority to establish or
enforce speculative position limits on the trading of natural
gas on ICE or other Exempt Commercial Markets.
(b) When large traders choose to trade on ICE rather than
NYMEYX, it is difficult, if not impossible, for NYMEX to
prevent price manipulation or excessive speculation from
distorting NYMEX prices, because NYMEX does not have
information regarding, or the jurisdiction to limit, trading on
ICE even though ICE trades affect NYMEX futures prices.
(¢) The CFTC’s primary strategy to stop excessive
speculation has been to prevent manipulation of the final
price of a futures contract that is about to expire, rather than
to generally review speculative trades affecting a range of
futures contract prices.

(6) The CFTC is unable to meet its statutory mandate to

prevent market manipulation and excessive speculation from

causing sudden, unreasonable, or unwarranted energy prices.
(a) The CFTC lacks statutory authority to effectively
oversee U.S. energy commodity markets, because the
“Enron Loeophole” prevents the CFTC from overseeing ICE.
(b) The CFTC lacks budgetary, staff, and technological
resources to-effectively monitor energy commodity markets.
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(c) As aresult of the lack of legal authority and budgetary
resources, the CFTC was unable to prevent excessive
speculation in the natural gas market in 2006.

(d) Ifthe CFTC is not provided with additional legal
authority and resources, the CFTC will remain unable to
accomplish its statutory mission.

(e) The inability of the CFTC to accomplish its statutory
mission with respect to the trading of energy commodities
presents a threat to the energy and economic security of the
United States.

B. RECOMMENDATIONS

(1) Congress should eliminate the “Enron Loophole” that
exempts electronic energy exchanges from regulatory
oversight. Experience since passage of the Commodity Futures
Modernization Act of 2000, demonstrates there is no sound
rationale for exempting electronic energy exchanges from
regulatory oversight. Excessive speculation that occurred on
electronic exchanges in 2006 contributed to the overall distortion
of energy prices in the natural gas market, to the detriment of
American consumers, businesses, industry, and utilities. Exempt
Commercial Markets, such as ICE, should be required to comply
with the same statutory obligations as Designated Contract
Markets, such as NYMEX, and should be regulated in the same
manner by the CFTC to prevent market manipulation and
excessive speculation. To ensure fair energy pricing, it is time to
put the cop back on the beat in all U.S. energy commodity markets.

(2) If given additional legal authority, the CFTC should
monitor aggregate positions on NYMEX and ICE. The CFTC
and exchanges should strengthen their monitoring and
oversight to prevent excessive speculation for all of the months
in which contracts are traded, not just for contracts near
expiration.

(3) Congress should increase the CFTC budget and authorize
CETC user fees to help pay for the additional cost. The
CFTC’s budget should be increased to provide the staff and
technology needed to monitor, integrate, and analyze real-time
transactional data from all U.S. commodity exchanges, including
NYMEX and ICE. Needed funding should be obtained from user
fees imposed on commodity markets.
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III. THE ROLE OF NATURAL GAS IN THE U.S. ECONOMY

“Speculators may do no harm as bubbles on a steady stream of
enterprise. But the position is serious when enterprise becomes
the bubble on a whirlpool of speculation. When the capital
development of a country becomes a by-product of the activities of
a casino, the job is likely to be ill-done.”

--John Maynard Keynes, 1936

To understand the behavior of the natural gas market in 2006, and
the significance of those events, it is useful to review how natural gas is
produced and used, the fundamentals of natural gas supply and demand,
and how the various natural gas futures and derivatives markets affect
the price of natural gas paid by natural gas users, such as homeowners,
businesses, manufacturers, and electric utilities.

A. Uses of Natural Gas

Natural gas is one of the main sources of energy for the United
States, fueling nearly one-quarter of the nation’s energy consumption.
(Figures 1a and 1b). Natural gas is the cleanest burning of the fossil
fuels — for an equivalent amount of heat produced, the burning of natural
gas emits fewer atmospheric pollutants and greenhouse gases than either
coal or petroleum.®

* The General Theory of Employment, Interest and Money (1936).

6 NaturaiGas.org, Natural Gas and the Environment, at

http://www naturalgas.org/environment/naturalgas.asp. Compared to the burning of either coal
or oil, the burning of natural gas emits virtually no particulates, no sulfur dioxide, no mercury,
and significantly reduced levels of nitrogen oxides. To generate a given amount of heat energy,
the use of natural gas emits about 30 percent less carbon dioxide than petroleum and about 45
percent less carbon dioxide than coal. Jd. However, methane, the principal component of
natural gas, traps heat 21 times more effectively than carbon dioxide, and is therefore a more
potent greenhouse gas. Nonetheless, the overall contribution to global warming from the use of
natural gas as an energy source is much less than the contribution from the other fossil fuels.
U.S. Environmental Protection Agency, Inventory of U.S. Greenhouse Gas Emissions and Sinks,
1990-2004 (April 2006), USEPA #430-R-06-002, Executive Summary.
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Figure 1a

U.S. Energy Consumption
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Fig. 1a. Natural gas supplies nearly one-quarter of the energy
consumed in the United States. Data source: U.S. Department
of Energy, Energy Information Administration (“EIA”).

Figure 1b

U.S. Energy Production
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Fig. 1b. Natural gas generates about one-quarter of the energy
produced in the U.S. Data source: EIA. :
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The price of natural gas directly affects every segment of the U.S.
economy, from individual households to small businesses to large
industries. “Natural gas is used in over 60 million homes. Additionally,
natural gas is used in 78% of restaurants, 73% of lodging facilities, 51%
of hospitals, 59% of offices, and 58% of retail buildings.”” Natural gas
generates approximately one-fifth of the domestically produced
electricity in the United States.® The majority of American homes are
heated with natural gas.” Additionally, natural gas is used for a variety
of industrial products, including fertilizer, paints, carpets, plastics, dyes,
photographic film, antifreeze, medicines, and explosives."’ (Figure 2).

Figure 2
Natural Gas Uses
Natural Gas
Well and Field
Operations
5.2%
Natural Gas
Commercial / peline and
{non- Wi . Distribution
manufacturing) Vehz)cl;/Fuel 2.6%
13.4% s

Fig. 2. Natural gas is used in a variety of economic sectors.
Data source: EIA.

7 American Petroleum Institute (API), Issue: Natural Gas, April 7, 2006, available at APT
website, http://www.naturalgasfacts.org/,

# U.S. Department of Energy (DOE) Energy Information Administration (EIA), Natural Gas
Basics, EIA website, http://www.eia.doe.gov/oil_gas/matural_gas/info_glance/natural_gas.html.
® A 2001 EIA survey found that 54 percent of all U.S. households use natural gas as the main
heating fuel.

12 U.S. Department of Energy (DOE) Energy Information Administration (EIA), Natural Gas
Basics, EIA website.
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The total domestic demand for natural gas is highly seasonal.
Total demand increases in the winter as temperatures fall-and the
demand for natural gas for residential heating rises. Demand for natural
gas is at its lowest during the summer months, although in recent years
summertime demand for natural gas has risen to meet short-term needs
of electric utilities during heat waves. Industrial and commercial use of
natural gas is fairly constant year-round. (Figure 3).

Figure 3

Seasonal Demand for Natural Gas
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Fig. 3. Demand for natural gas is seasonal. Data source: EIA.

Table 1 presents the total expenditures in 2005, by State, for
natural gas delivered to residential, commercial, and industrial
consumers and electric power plants. For the United States as a whole,
these expenditures for natural gas totaled approximately $205 billion.
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Table 1
Natural Gas Expenditures, by State, 2005 (in dollars)

Table 1. Data source: EIA, Natural Gas Monthly, March 2007.



215

B. Sources of Natural Gas

Like the other fossil fuels, natural gas is generated when decayed
organic matter is trapped beneath the surface of the earth and subject to
high pressures and temperatures over long periods of time. Natural gas
is extracted through wells drilled into porous rock in regions.of oil and
gas deposits. Natural gas consists primarily of methane, but also
contains butane, pentane, and other gaseous and liquid hydrocarbons.

In 2005, there were over 425,000 natural gas and gas condensate
wells in the United States.! The leading areas of gas production within
the United States are located in the States of Texas, Oklahoma,
Wyoming, New Mexico, Louisiana, and in Federal waters in the Gulf of
Mexico. (Figure 4).*

Figure 4

Annual Natui‘al Gas Production

6 - triffion cu. ft.

Fig. 4. Texas and the Gulf of Mexico account for over half of
domestic production of natural gas. Data source: EIA.

' U.S. Department of Energy (DOE) Energy Information Administration (EIA), Number of
Producing Gas and Gas Condensate Wells, EIA website.
‘2 EIA, Naturai Gas Monthly, March 2007, Table 6.
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How Natural Gas is Measured

In the United States, natural gas is measured by volume (cubic
feet) and by energy content (British Thermal Unit, or Btu).
One Btu is the amount of heat required to raise the temperature
of one pound of water by one degree Fahrenheit. One cubic foot
of natural gas contains about 1031 Btu, or approximately the
same amount of energy as in a candy bar. Natural gas usually is
measured in quantities of thousands of Btu (MBtu) or millions
of Btu (MMBtu). For retail sales, natural gas is often measured
in units of therms (th). One therm equals 100,000 Btu.

As domestic consumption of natural gas now exceeds production,

the United States relies on imports for approximately 15 percent of its
natural gas supply (Figure 5). Nearly all of the natural gas imported by
pipeline comes from Canada. Since 2000, the United States has
imported substantial quantities of liquefied natural gas (LNG), mostly
from Trinidad and Tobago (Figure 6).

30

Figure 5

U.S. Natural Gas
Annual Production and Imports
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Fig. 5. The U.S. imports approximately 15 percent of its natural
gas supply. Data source: EIA, Natural Gas Monthly, March
2007, Table 1.

16
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Figure 6

U.S. Annual Natural Gas Imports
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Fig. 6. Imports of Canadian natural gas by pipeline account for
approximately 85 percent of total U.S. imports. Data source:
EIA Natural Gas Monthly, March 2007, Table 5.

C. Natural Gas Processing, Distribution, and Storage .

After natural gas is produced from a well, it is sent by pipeline
from the wellhead to a natural gas processing plant to separate the
methane gas from the other liquid and gaseous components. The
unwanted liquids are separated and the unwanted gases are vented and
flared, while the other useful gases, such as ethane, Ipropane, butane, and
iso-butane, are collected for distribution elsewhere.

After processing, the dry natural gas, which is now almost entirely
methane, is transported by pipelines either directly to large industrial or
electricity-generating end-users, to natural gas marketers, to storage
facilities, or to local distribution companies (LDCs). The LDCs, in
turn, deliver natural gas to consumers, including households. LDCs are
either investor-owned or owned by local governments.

B NaturalGas.org, Natural Gas — From Welthead to Bumer Tip, at
http://www.naturalgas.org/naturalgas/ naturalgas.asp.
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The price of natural gas as a commodity is the largest component
of residential natural gas prices, accounting for about half of each
residential bill. The cost of local distribution is the second-largest
component of residential prices. (Figure 7).

Figure 7

Components of Residential Natural Gas Prices

18 + $ per thousand cu. ft.
16 - 1 Local Distribution
14 "{ 3 Processing, Transmission,
| & Storage
12 4 Commaodity
10 |
8
6
4
2
0

2002 2003 2004 2005 2006

Fig. 7. The commodity cost of natural gas accounts for
approximately half of a residential natural gas bill. Data source:
EIA, Natural Gas Monthly, March 2007.

Because one of the major uses of natural gas is for home heating,
natural gas demand peaks in the winter months and ebbs during the
summer months. During the summer months, when supply exceeds
demand, natural gas prices fall, and the excess supply is placed into
underground storage reservoirs. During the winter, when demand for
natural gas exceeds production and prices increase, natural gas is
removed from underground storage. (Figure 8).
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Figure 8
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Fig. 8. Natural gas storage levels are seasonal. Natural gas is
injected into storage during the summer and taken out of
storage during winter. Data source: EIA, Weekly Working Gas
in Underground Storage.

Generally, storage reservoirs are created by pumping natural gas
into either depleted gas reservoirs, caverns excavated in subsurface salt
formations, or underground aquifers. Not all of the gas in underground
storage can be recovered because some of the gas must remain to
provide adequate pressure to pump out the recoverable gas. The volume
of natural gas in a storage reservoir that can be recovered is referred to
as the amount of “working gas” in storage.

D. Fundamentals of Natural Gas Supply and Demand

Natural gas production in the United States peaked in 2001.
Although high prices have stimulated the drilling of many new wells
(Figure 9), many of the larger, mature fields, particularly in the Gulf of
Mexico, are being depleted, so that overall domestic production has
declined over the past few years (Figure 10).
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Figure 9
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Fig. 9. Rising natural prices stimulated the drilling of new wells.
Data source: EIA, Number of Producing Gas and Condensate
Wells.

Figure 10
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Fig.10. Despite the increasing number of natural gas wells,
domestic production is declining. Hurricane Katrina significantly
reduced production‘in 2005. Data source: EIA.
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At the same time, demand for natural gas for the generation of
electricity is continuing to increase. Because natural gas burns cleaner
than either coal or oil, and permits for gas-fired generation are easier to
obtain than for other types of fuel, natural gas has been a popular choice
for new electrical generating capacity. The amount of natural gas used
to generate electricity increased by more than 50 percent between 1996
and 2005, and the capacity of natural gas-fired electrical generating
facilities has tripled since 1999."* (Figure 11).

Figure 11
Electricity Generated by Natural Gas
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Fig. 11. Demand for natural gas to generate electricity has
been increasing. Data source: EIA, Electric Power Annual with
data for 2005, Table 1.1.

Declining production of natural gas in the face of increasing
demand and limited storage capacity has contributed to the rise in
natural gas prices over the past several years. Various other factors also
have pushed up prices. These include rising crude oil prices, which
enables the price of substitute fuels, such as natural gas, to rise without
creating any economic incentives for fuel switching. Hurricanes during
the summers of 2004 (Ivan) and 2005 (Katrina, Rita, and Wilma)
destroyed oil and gas drilling platforms in the Gulf of Mexico, resulting

4 American Petroleum Institute, Understanding Natural Gas Markets (2006), at p. 9.
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in significant production losses. Other extreme weather conditions in
each of the past few years, such as arctic blasts during the wintertime
and heat waves during the summer, have also increased demand and
price volatility. As a result of these various factors, wellhead and
residential natural gas prices have doubled over the past six years
(Figure 12).

Figure 12

Residential and Wellhead Prices
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Fig. 12. Average natural gas prices have doubled since 2000.
Data source: EIA.

These price increases have resulted in large cost increases for the
average household that uses natural gas for home heating. For example,
the average household in the Midwest using natural gas for heating paid
approximately $750 for natural gas during the 2003-2004 heating season
(October through March), $855 for the 2004-2005 heating season, and
$1,101 for the 2005-2006 heating season."”

Because most of the demand for natural gas in the winter is
inelastic - people will pay to heat their homes and cook their food
regardless of how expensive it gets - demand increases or supply
shortfalls during the winter months can lead to sharp price spikes. Price
spikes have occurred in most of the recent winters. (Figure 13). Tight

15 EIA, Residential Natural Gas Prices, What Consumers Should Know, DOE/EIA-X046
(November, 2006), at p. 4.
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supplies and cold weather led to a steep rise in natural gas prices in late
2000 that carried into 2001." In February 2003 frigid temperatures that
froze production wells nearly doubled natural gas prices."” In mid-
January 2004, New England “faced its coldest weather since 1943,”
leading to record-high spot prices in New England of as much as $75 per
MMBtu.'® The Federal Energy Regulatory Commission (FERC)
concluded that the 2004 spike “appeared to be the result of a supply
shortage driven by extraordinary demand that left little residual supply
available for allocation through the price-driven spot market. Buyers
were willing to pay record prices because the consequences of failure to
obtain supply exceeded the cost of paying these unusually high prices.”19
In late 2005, U.S. gas supplies “faced unprecedented disruption from
hurricanes Katrina and Rita.  These severe supply disruptions led to
sharp price increases that were most severe in the eastern United
States.”® As production was disrupted for several months, prices stayed
high until early 2006, when warmer winter weather and increased
production elsewhere ameliorated the effects from the hurricanes.

Figure 13
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Fig. 13. Natural gas prices have spiked in five of the past six .
winters. Data source: EIA, from NYMEX price data.

16 BTA, U.S. Natural Gas Market: Recent Trends and Prospects for the Future (Méy 2001), at
. i,
P7 FERC, Report on the Natural Gas Price Spike of February 2003. (July 23, 2003), at p. 3.
:: FERC, 2004 State of the Markets Report (June 2005), at pp. 12-14.
Id
20 FERC, 2006 State of the Markets Report (undated), at p. 3.
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IV. NATURAL GAS MARKETS

“If orgies of speculation are permitted to spread too far . . . the
ultimate collapse is certain not only to affect the speculators
themselves, but also to bring about a general depression involving
the entire country.”

-- Paul M. Warburg, 1929*!

Natural gas prices are determined through the interaction of the
two major types of markets for natural gas: the cash (or “physical”)
markets, which involve the purchase and sale of physical quantities of
natural gas; and the financial markets, which involve the purchase and
sale of financial instruments whose prices are linked to the price of
natural gas in the physical market.

This section reviews the nature of these markets and their role in
establishing natural gas prices. It then provides an overview of the laws
and regulations applicable to the major markets for energy futures and
derivatives.

A. The Cash Market

When natural gas is physically transferred from one firm to another
during the process of production, transportation, storage, and
distribution, the price of the gas is generally set by negotiation between
the parties who either agree on a fixed price or incorporate a reference to
the prevailing market price for natural gas at that stage of the process at
that particular location. If a transaction takes place at a location where
there is not a reliable reference price, then the price may be set at a
differential to the prevailing price at the nearest location where there are
enough transactions to provide a reference price.

Publishers of industry newsletters, such as Platts and Natural Gas
Intelligence, take surveys of the price of transactions at the key locations
where natural gas is sold or delivered, and publish daily summaries and
monthly “indexes” of those prices. These key locations are often
referred to as “hubs,” a location where natural gas pipelines converge, or
“citygates” where gas is delivered to a local distribution company.’

One such location is known as the Henry Hub in Louisiana where a large
number of natural gas pipelines converge.

2 Commercial and Financial Chronicle, March 9, 1929, cited in Edward Chancellor, Devil Tuke
the Hindmost: A History of Financial Speculation (Farrar Straus Giroux, New York, 1999), at

. 210,
k See, ¢.g., Platts, Methodology and Specifications Guide, North American Natural Gas,
February 2007.
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The published daily prices and monthly indices are often used as
reference points in contracts setting the price of subsequent natural gas
transactions. “In Platts’ daily gas survey the number of transactions now
typically exceeds 3,000."2 Rather than individually negotiating a
contract price, buyers and sellers often base the price of the gas on the
published prices for similar transactions at that location, or at a specified
differential to a published price in the event that the gas is to be
delivered at a different geographic location.

Large natural gas users, such as industrial users or local
distribution companies, usually purchase natural gas in the spot market
on a daily basis for immediate delivery, or on a monthly basis for a fixed
amount of gas to be delivered each day of the specified month or
months. Monthly contracts may be entered into one or more months in
advance of the delivery month.

Until recently, most natural gas delivered pursuant to a monthly
contract in the physical market was priced according to a published
index price for the delivery month. Determining the monthly index
price for natural gas is a process steeped in industry tradition.
Historically, the focus has been on transactions which occur during the
“bidweek,” which is the last five days of the month preceding the month
in which the gas is to be delivered. Plarts, for example, surveys fixed-
price transactions entered into during the bidweek, as reported by a large
number of major gas sellers, and then uses the reported prices to
compute a monthly index price for gas to be delivered during the
following month.”* Monthly purchases of natural gas in the physical
market typically use that monthly index price, unless the parties have
negotiated their own fixed-price deal.

In recent years, instead of using a published monthly index price
derived from reported prices, buyers and sellers are increasingly
referencing the relevant NYMEX futures contract for delivery of natural
gas and using the price that is finally settled on for delivery of gas under
that standard monthly contract. The final settlement price for each
NYMEX contract is determined by taking the volume-weighted average
of prices on the NYMEX during the last half hour of trading on the date
that the NYMEX contract expires, which is on the third-to-last business

# Comments of Platrs, Before the Federal Energy Regulatory Commission, Transparency
Provisions of the Energy Policy Act of 2005 (November 1, 2006), Docket No. AD06-11-000, at

. 4.
& According to Platts, “Eight of the 10 largest gas marketers report prices to publishers, and
publishers capture 80% of the physical gas volumes sold by the top 25 marketers. Many major
gas sellers, primarily producers, have made the necessary commitment to report prices in
accordance with FERC’s policy statement. However, participation in price surveys by large gas
buyers, primarily local distribution companies, has been notably lower.” Comments of Platts,
Before the Federal Energy Regulatory Comumission, Transparency Provisions of the Energy
Policy Act 0f 2005 (November 1, 2006), Docket No. AD06-11-000, at p. 1.
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day of each month. The final NYMEX settlement price is publicly
posted shortly after the close of trading.

Natural gas contracts that reference the NYMEX settlement price
are called “physical basis” deals. If a physical basis deal seeks to deliver
natural gas at a location other than the Henry Hub, the delivery point in
all standard NYMEX natural gas contracts, the contract adds a price
differential to the standard settlement price to take into account
differences in natural gas prices between the Henry Hub and the actual
delivery location.

In its most recent “State of the Market” report, FERC took note of
the growing reliance on the NYMEX settlement price as the basis for
pricing monthly transactions in the cash market:

By 2006, most of the transactions that set these [monthly]
indices in the Northeast United States and along the Gulf
Coast were physical basis deals. But many of these physical
basis deals set their price as the final settlement price for the
Nymex futures contract at Henry Hub plus a fixed, agreed-
upon differential. Consequently, in these locations, index
prices are effectively an average of these fixed, agreed-upon
differentials added to the final Nymex settlement ?rice. In
those areas, index prices reflect the Nymex price. >

In 2007, Platts reported to FERC that its surveys had found:
“Physical basis deals [were] used at 33 of 41 delivered-to-pipeline
locations and at 14 of 22 market center locations in the monthly survey.
... In February [2007], for the 47 points where basis is used, basis trade
represente;%i 54.1 percent of total volume and 53.4 percent of the number
of deals.”

The close relationship between the NYMEX settlement price for
natural gas futures contracts and the Platts monthly index price for
natural gas in the cash market is shown in Figures 14a and 14b. FERC
summarized the reasons for the linkage between prices in the cash and
futures markets as follows:

> FERC, 2006 State of the Markets Report, at p. 49 (emphasis in original).

% Supplemental Comments of Platts Before the Federal Energy Regulatory Commission,
Transparency Provisions of the Energy Policy Act of 2005, Docket No. AD06-11-000, at pp. 1-2.
The American Gas Association (AGA) reports that LDCs continue to rely heavily on monthly
price indices for their long- and mid-term supply agreements, American Gas Association, LDC
Supply Portfolio Management During the 2005-2006 Winter Heating Season, (September 7,
2006), at p. 3. The AGA also found that most of these LDCs use financial instruments to hedge
at least a portion of these purchases: “Eighty-seven percent of the companies responding to the
AGA survey indicated use of financial instruments to hedge at least a portion of their supply
purchases. . . . For this past winter, twenty-two of the sample companies providing data
hedged up to 50% of their gas supply purchases during the winter.” fd. at p. 4.
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As a practical matter, monthly cash physical and futures
natural gas prices are and must be closely related to one
another, if markets are working effectively. The fact that
many participants can engage in both futures and monthly
cash physical markets means that any material differences
will be arbitraged away. That is, at least some market
participants will pick the least expensive way to establish a
position using different combinations of products. In doing
so, they will force the values of those different combinations
to converge. Consequently, big changes in cash physical
markezt7values naturally affect futures trading, and vice
versa.

Figure 14a
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Fig. 14a. The Platts monthly index price and the NYMEX final
settlement price are closely linked. Data source: Platts.

¥ FERC, 2006 State of the Markets Report, at p. 48.
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Figure 14b
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Fig. 14b. The NYMEX futures contract price and the Platts
monthly index price typically differ by only a few cents. The 12-
cent differential in September 2005 was due to market
disruptions from Hurricane Katrina. Data source: Platts.

B. The Financial Market

The natural gas physical or cash market focuses on transactions
involving the physical transfer of natural gas. Natural gas financial
markets, in contrast, focus on the purchase and sale of financial
instruments whose price is linked to the price of natural gas in the
physical market but that rarely result in the physical delivery of natural
gas.

The financial markets for energy commodities are often described
as consisting of two types of markets: “futures exchanges” and “over-
the-counter” (OTC) markets. This grouping has traditionally turned on
whether a particular financial instrument being traded meets the
statutory definition of a “futures contract” under the Commodity
Exchange Act (CEA). Under the CEA, financial instruments that meet
the statutory definition of a futures contract must be traded on a futures
exchange regulated by the CFTC. Financial instruments that do not
meet the [egal definition of a futures contract are not required to be
traded on a regulated exchange. The markets in which these other
financial instruments are traded - including both exchanges and bilateral
transactions - are often referred to as the OTC market.
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Because the definition of a futures contract involves arcane legal
considerations regarding the wording and elements of a particular type
of contract, another analytical approach is to group the energy
commodity markets according to the economic function and nature of
the financial instruments being traded. This approach also produces two
categories of markets: one market consists of the organized commodity
exchanges on which standardized contracts for energy commodities are
traded; the other consists of off-exchange transactions between two
parties involving contracts that may or may not be standardized.

The major organized commodity exchanges that trade standardized
contracts for natural gas and other energy commodities in the United
States are NYMEZX, which is located in New York City, and ICE, whose
headquarters is located in Atlanta, Georgia. NYMEX is a fully regulated
futures exchange overseen by the CFTC, whereas ICE is a virtually
unregulated exchange that operates largely outside CFTC oversight and
the confines of the CEA.

1. Energy Commodity Exchanges: NYMEX and ICE
(a) Characteristics of a Commodity Exchange

Although brokers and others use a variety of methods and
technologies to match buyers and sellers of financial instruments, a
commodity exchange has three key features: (i) trading is limited to
listed, standardized contracts whose price is linked to the price of the
commodity in the physical market; (ii) buyers and sellers do not enter
contracts directly with each other, but rather trade through clearing firms
and a clearinghouse; and (iii) the bids and offers are transparent to all
market participants, and the prices and volumes of comé)leted
transactions are immediately posted for public review.”

(i) Standardized Contracts

The standardization of contracts is one of the major advantages of
trading on an exchange as compared to individually negotiating bilateral
deals. To execute a trade involving a standardized contract, the only
term that must be negotiated is the price. A standardized contract
specifies all other terms for the commodity transaction, such as quantity,
quality, whether and where physical delivery of the commodity is to
occur, and how any subsequent financial settlement of the contract is to
be calculated.

* Some exchanges charge a fee for access to real-time price and volume information,
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Standardized contracts can be more easily traded than individually
negotiated contracts. They can be traded many times, to many different
people. The standardization of contract also improves the price
discovery process, as it provides a common reference point for
comparing transactions.

On a commodity exchange, the price negotiation takes place
through either the open outcry system, which is the traditional system of
traders and brokers gesturing and shouting to each other bids and offers
in trading pits located on the exchange floor, or through an electronic
system in which bids and offers are posted on computer screens located
anywhere and matched electronically without any face-to-face contact
between the parties or their brokers.

Three basic types of standardized financial instruments are traded
on commodity exchanges: futures, swaps, and options.

Futures contracts. A futures contract is a standardized contract
by a buyer to accept and a seller to deliver a specified quantity of a
particular commodity at a specified place and time in the future for a
price specified at the time the contract is entered. Rather than provide a
mechanism for the actual delivery of physical volumes of natural gas,
the primary purposes of futures contracts are to allow market
participants to protect themselves against future price changes and
provide a market-based mechanism for price discovery.” The vast
majority of traders who buy or sell futures contracts do not intend to
make or take delivery of the commodity under the futures contract.
Speculators buy and sell futures contracts in an attempt to profit from
changes in prices over time. Hedgers use the futures market to lock in
the price of future purchases or sales. All of these market participants
and others look to the futures market for information about anticipated
trends in supply, demand, and prices.

Trading on a futures contract is required to be concluded at the end
of the month before delivery is due. Most traders who are holding
futures contracts (“long” positions) will sell an equivalent number of
contracts so they will not have to take delivery of the underlying
commodity. Similarly, in the last month of trading, most traders who
have sold futures contracts (“short” positions) will then buy an offsetting
number of futures contracts so they will not have to make delivery of the
commodity.

Take, for example, a producer of natural gas who has a contract to
deliver gas to a client several months into the future, and will be paid for

% One of the major differences between a forward contract and a future contract is that in the
former delivery is intended whereas in the latter is not. See Commodity Futures Trading Comm.
v. Co. Petro Marketing Group, Inc., 680 F.2d 573 (9th Cir, 1982).
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that gas according to the price in the cash market (the “spot” price) at the
time of delivery. The producer is concerned that the spot market price
for natural gas may fall and reduce or eliminate its profits. At the same
time, an industrial user who has to purchase gas in the future may be
concerned that the spot price in that future month may be too high. By
entering into a futures contract that fixes the price of natural gas to be
delivered in the future month, both the producer and the industrial user
can protect themselves against adverse price movements.

In addition to natural gas producers and end-users, market
speculators may also be willing to buy or sell futures contracts and bear
the risk of price movements in return for the possibility of obtaining a
financial gain from the price changes. Many speculators routinely trade
futures and other financial instruments to profit from changes in the
price of the underlying commodity. A certain amount of speculation,
therefore, plays a vital function in bringing liquidity to the market.

Swaps. Like a futures contract, a commodity swap locks in the
value of a commodity at a particular price. Unlike a futures contract,
however, swaps do not involve the delivery of the commodity. In one of
the most common types of commodity swaps, the seller of the swap
agrees to pay the buyer for any increases in the price of the underlying
commodity above an agreed-upon value (the price of the swap) at the
time when the swap expires, and the buyer agrees to pay the seller for
any decreases below the agreed-upon value. As with a futures contract,
a seller of a swap is protected against any decreases in the price of the
commodity, and a buyer is protected against any price increases.

Swaps were originally developed in the financial markets to
provide a means to hedge against fluctuations in currency exchange
rates, interest rates, bond rates, and mortgage rates. Commodity traders
adopted these instruments to provide a better hedge against price risks
that could not be fully covered by the standardized futures contracts
traded on the exchanges.

Buyers and sellers of commodity swaps soon recognized, however,
that the standardization of commodity swaps would facilitate the trading
of these instruments and enhance the overall liquidity of the swap
market. Standardized swaps were developed to parallel the performance
of futures contracts, and electronic exchanges developed to provide for
the electronic trading of these standardized swaps, which were often
called “futures look-alikes.” Today, ICE is the leading exchange for the
trading of energy commodity swaps in natural gas and electricity.

The ICE natural gas swap and the NYMEX natural gas futures
contract perform the same economic functions. The ICE swap contract
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even provides that its final settlement price will equal the final
settlement price of the NYMEX futures contract for the same month,
which means that the final price for two financial instruments will
always be identical.

The major difference between the two is that the ICE swap is
“financially settled,” meaning that the holder of a swap at expiration is
not under any obligation to make or take delivery of the commodity, but
rather will either pay, or be paid, the difference in the price paid for the
swap and the final settlement price of the swap. A person who has
bought or sold a financially-settled contract that has not offset that
position before the contract expires will either pay or be paid a dollar
amount based on the price of the contract at expiry; no physical delivery
of any commodity is involved.

Unlike the holder of a futures contract, the buyer or seller of a
financial swap contract does not have to trade out of that position prior
to expiration of the contract to avoid having to make or take delivery of
the commodity.

If a trader buys a swap for $8, for example, and the final settlement
price is $9, then the trader would be paid $1. This economic result is the
same as if the trader had purchased a NYMEX futures contract for $8
and then either sold a NYMEX futures contract at settlement for the
final settlement price of $9, or taken delivery of the natural gas at
settlement, and sold the gas for $9 in the cash market. Because ICE
fixes the final settlement price for its main natural gas swap equal to the
final settlement price of the corresponding NYMEX futures contract,
NYMEX futures contracts and ICE swaps provide economically
identical hedging and risk-management functions for natural gas users
and traders.

Options. An options contract gives the holder of the contract the
right, but not the obligation, to buy or sell the underlying futures
contfract at a certain price for a specified time. On the opposite side, the
seller, or writer of an options contract, incurs an obligation to perform
should the options contract be exercised by the purchaser.*® Options can
also be used for swaps.

(ii) Clearing

In addition to standardized financial instruments, another key
feature of an exchange is the clearinghouse, which is operated by or on
behalf of the exchange. In many exchanges, firms that are members of
the exchange own and operate the clearinghouse. In addition to keeping

¥ NYMEX website, Frequently Asked Questions, at hitp:/www.nymex.com/faq.aspx.
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track of all the trades that occur on the exchange each day, the
clearinghouse actually clears each individual trade and guarantees
performance on all the contracts traded on the exchange. Traders on an
exchange do not actually enter into contractual relationships with each
other; rather each trades through the clearinghouse which, in effect, acts
as a party to every transaction.

To guarantee contract performance, the members of the
clearinghouse deposit funds into the clearinghouse. The rules of the
exchange also require brokers trading through the clearinghouse and
their customers to post deposits or “margins” related to the value of the
positions taken in their trades to cover any losses that may occur. At the
end of each day of trading these margin accounts are “marked-to-
market” — the exchange collects money from accounts that have lost
value and credits those accounts that have gained value — so that
sufficient funds to guarantee performance are on deposit at all times.
In this manner, “counterparty risk” - the risk that the other party to a
trade will default on performance - is greatly reduced.

31

Traditionally, one of the major advantages of trading on an
approved exchange has been that the exchange guarantees financial
performance and removes counterparty risk. According to the Chicago
Board of Trade (CBOT), which uses a clearinghouse, “the success of
this system is obvious. Since its start in 1925, no customer within or
outside of the [CBOT] exchange has lost money due to default on a
futures position.”** This advantage to trading on an approved exchange
has diminished in recent years as clearing services have been developed
for traders entering into standardized contracts off-exchange.

ICE, for example, has contracted with a clearinghouse for traders
who trade standardized, cleared products. Unlike NYMEX, ICE does
not require its participants to become formal members of its exchange or
to join a clearinghouse. Instead, ICE allows any large commercial
company qualifying as an “eligible commercial entity” under the CEA to
trade on ICE’s electronic exchange without having to become a member
of the exchange, pay a fee, or employ a broker. ICE has contracted with
a third party to provide clearing services for traders who desire to have
their trades cleared. By trading only with other cleared traders, a party
trading on ICE can eliminate the risk of default by the other party just as
if the trade was conducted on a futures exchange. Many of the same

3! Marked-to-market is defined by NYMEX as a “[d]aily cash flow system used by U.S. futures
exchanges to maintain a minimum level of margin equity for a given futures or options contract
position by calculating the gain or loss in each contraet position resulting from changes in the
price of the futures or options contracts at the end of each trading day.” NYMEX website,
Glossary, at http://www.nymex.com/glossary.aspx.

%2 Chicago Board of Trade, Action in the Marketplace.
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large firms that are clearing firms for trading on NYMEX also have
contracted to be clearing firms for trading on ICE.

ICE extols the virtues of trading through its clearinghouse: “The
introduction of cleared OTC trading has revolutionized the market by
reducing bilateral credit exposure while improving capital efficiency and
increasing market liquidity.” ICE has also stated the following in a
filing with the Securities and Exchange Commission (SEC):

The use of a central clearinghouse rather than the reliance on
bilateral trading agreements [has] resulted in more
participants becoming active in the OTC markets. In
addition, clearing through a central clearinghouse typically
offers market participants the ability to reduce the amount of
capital required to trade as well as the ability to cross-margin
positions in various commodities.*

(iii) Transparency

The third key feature of an exchange is that bids, offers, and basic
data about transactions are transparent to all market participants,
whether or not they are parties to a particular trade. On the floor of an
open-outcry exchange, bids and offers are either shouted or gestured for
all floor brokers and traders to see and hear; on an electronic exchange
the bids and offers are electronically posted to everyone with an access
terminal.

Each time a transaction is completed on an exchange, the exchange
records the names of the parties and the time and terms of the
transaction, including the price and the volume. The prices and volumes
of each transaction are immediately posted on the exchange “ticker” for
all market participants to see.

CE, “You Are Cleared to Trade,” ICE website, at https://www.theice.com/otc_cleared.jhtmi.
** Intercontinental Exchange Inc., Form 10-Q, filed May 2, 2006 (“ICE 10-Q”), at p. 16. ICE
derives significant revenues from its cleared transactions. In its most recent 10-K filed with the
SEC, ICE reported, “Transaction fees derived from trade execution in cleared OTC contracts
were $131.2 million for the year ended December 31, 2006 and represented 71.8% of our total
OTC revenues during the year ended December 31, 2006, net of intersegment fees.”
Intercontinental Exchange Inc., Form 10-K, filed February 26, 2007, at p. 9. ICE also wrote:
“While we derive no revenue directly from providing access to these clearing services, we
believe the availability of clearing services and attendant improved capital efficiency has
attracted new participants to the markets for energy commodities trading.” Id.
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(b) NYMEX Natural Gas Futures and ICE Natural
Gas Swaps

In the United States, the major exchange-traded financial contracts
used for natural gas are the NYMEX natural gas futures contract and the
corresponding ICE natural gas swap (called “the Henry Hub” swap).

The standard natural gas futures contract traded on NYMEX is for
a volume of 10,000 MMBtu of natural gas to be delivered at the Henry
Hub during the month specified in the contract. The contract directs
that, “All deliveries shall be made at as uniform as possible an hourly
and daily rate of flow over the course of the delivery month.™ Traders
can buy or sell a standardized NYMEX futures contract to deliver
natural gas in any future month in any year for up to five years into the
future.

Under NYMEX rules, trading on a futures contract terminates on
the third business day prior to the month in which delivery of the natural
gas is due. A futures contract is said to “expire” after the last day of
permitted trading. The final price of the futures contract is determined
using a formula that focuses on the trades made during the last half hour
of trading on the last day of trading. Trading ends each day at 2:30 p.m.
The last half hour is often referred to as the “final settlement period,”
and the final contract price is often referred to as the “final settlement
price.” The final settlement price is important, because many natural gas
contracts, both on and off exchange, state that the price to be used in the
contract will equal the final settlement price of the corresponding
NYMEX futures contract.

NYMEX futures contracts often experience the most trading in the
last few months before the contract expires. It is not uncommon for
many trades to take place during the last trading day, and even during
the last half hour. The CFTC and NYMEX have focused significant
attention on the trading that takes place near the expiration of a futures
contract in an attempt to prevent large trades from inappropriately
affecting the final settlement price. For example, the CFTC has imposed
a “position limit” that bars any trader from buying or selling more than
1,000 contracts during the last half hour of trading, unless the trader has
obtained an exemption or made another arrangement with regulators.

Many natural gas producers and users buy or sell futures contracts
for up to 12 months in the future to hedge their purchases or sales. The
volume of trading in natural gas contracts more than 18 months in the

3 NYMEZX, Natural Gas Futures, Specifications, NYMEX website at
http://'www.nymex.com/NG_spec.aspx.
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future is not large, and most of the trading this far into the future is done
by speculators.

The ICE natural gas swap has many features similar to the
NYMEX futures contract, but there are also some differences. Table 2
presents the standard specifications applicable to both types of natural
gas contracts:

Table 2

NYMEX and ICE Basic Natural Gas Contract

Specifications

NYMEX Natural Gas | ICE Natural Gas
Futures Contract Henry Hub Swap
rading 1 10,000 MMB1u 2,500 MMBtu
Price Unit | § per MMBtu Same as NYMEX
Trading terminates
Last three business days
. prior to the first Same as NYMEX
Trading Day calendar day of the
delivery month.
Settlement | physical Financial
ype
Volume-weighted
. average of prices of .
Final trades during the last Same as NYMEX Final
Settilement Settlement Price on
Price half-hour of Last Last Trading Day
Trading Day (2:00 to
2:30 PM).
Delivery .
Location Henry Hub, Louisiana - | N/A
First calendar day of
Delivery delivery month through N/A
Period last calendar day of
delivery month.
Open outery: 9:00 AM
-2:30 PM : -
Trading Electronic trading: E‘lectromc tradlng:
) ; 2:30 PM of the prior
Hours 6:00 PM of the prior . "
. " trading day to 2:30 PM
trading day to 5:15 PM of the trading da
of the trading day. g day.

As Table 2 indicates, the NYMEX natural gas futures contract is
physically settled, meaning that a trader that is a net buyer of futures
contracts for a particular month (a “long” position) must either sell an
equivalent number of contracts for that month prior to the expiration of
the contract or take delivery of the amount of gas in the contracts at the
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contract delivery location, which for natural gas futures contracts is the
Henry Hub in Louisiana. Similarly, a trader that is a net seller of futures
contracts for a particular month (a “short” position) must either buy an
equivalent number of contracts prior to expiration or make delivery of
the net volume of natural gas in the trader’s short position at the contract
delivery location.

Like other commodity traders, natural gas traders rarely make or
take delivery pursuant to a futures contract. Buyers and sellers of
physical quantities of natural gas use futures contracts to hedge their
exposure to price changes in the physical market rather than as a means
to acquire physical quantities of natural gas. Many large traders
nonetheless have acquired the capability to make or take delivery of
natural gas in order to obtain the flexibility at contract settlement to not
have to buy or sell futures contracts if the prices in the futures market
are less favorable to the trader than the prices in the cash market.

NYMEX futures contracts can be bought or sold either on the floor
of the exchange in New York, through the open outcry process, or
through the NYMEX electronic trading platform, called Globex, where
the bids and offers appear on a computer screen, which can be located
anywhere. Since its introduction last summer, the Globex electronic
trading system has become a widely used platform for trading the
NYMEX natural gas futures contract.’® The prices and volumes of all
completed transactions are immediately posted to the market and can be
viewed from the floor of the exchange, on an electronic trading screen,
or through paid subscription. Basic daily trading data, including daily
trading volume, the closing and daily settlement price, and open interest,
is available for free on NYMEX’s website.”’

The main natural gas contract traded on ICE is functionally
equivalent for risk management purposes to the NYMEX natural gas
futures contract, but is labeled by ICE as a “swap” rather than a futures
contract. As previously explained, because the final settlement price of
the ICE Henry Hub natural gas swap is pegged to the final settlement
price for the corresponding NYMEX futures contract, these two types of

* NYMEX exchange-wide statistics indicate that as of mid-April 2007, the volume of futures
contracts traded electronically was greater than twice the volume traded on the NYMEX floor.
NYMEX.com: Estimated Exchange Wide Volume, 04/13/2007, at
http://www.nymex.com/volume.aspx.

*7 The Commodity Exchange Act requires regulated markets to publish daily information about
settlement prices, volume, open interest, and opening and closing ranges for all actively traded
contracts. 7 U.S.C. § 7(d). Open interest is defined by the CFTC as “the total of all futures
and/or option contracts entered into and not yet offset by a transaction, by delivery, by exercise,
etc.” Open interest held or controlled by a trader is referred to as that trader’s position. See
CFTC Backgrounder, The Commitment of Traders Report, at
http://www.cftc.gov/opa/backgrounder/ opacot596.htm.
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contracts behave identically for risk-management purposes.3 § All bids
and offers are immediately posted on the ICE trading screen, as are the
price and volume of all completed trades. Basic daily trading data is
available for a fee.”’

All of the traders interviewed by the Subcommittee considered
NYMEX natural gas futures and ICE natural gas swaps to be
functionally equivalent and interchangeable for risk management
purposes. These traders stated their decisions on which type of contract
to trade — futures or swaps — are based on which of the two markets has
greater liquidity and on which contract is more favorably priced. Data
provided to the Subcommittee shows that many traders have positions in
multiple contracts on both exchanges at the same time.

Several traders explained to the Subcommittee that there is
significant volume of arbitrage trading between the ICE swaps market
and the NYMEX futures market. Arbitrage traders seek to exploit any
differences in price that temporarily emerge during the course of trading;
by buying the lower-priced contract and then selling the higher-priced
contract, an arbitrage trader will make a profit as the two prices
converge. As more and more traders pursue this strategy, however, the
lower-priced contract rises in price, and the higher-priced contract falls
in price, so that any price differences soon disappear.

Figures 15a and 15b show how closely the price of an ICE swap
matches the price of the corresponding NYMEX futures contract. The
interrelatedness of the price curves for these two types of contracts
means that the price risks from purchasing an ICE swap are identical to
the price risks from purchasing a NYMEX futures contract.

3% Because the final settlement price for the ICE swap is defined (o be the final settlement pricc
of the NYMEX futures contract for the same month, the most significant divergence in price
between the two contracts often occurs during the final 30 minutes of trading for the NYMEX
contract, which is used to compute the fina} NYMEX contract price. (The NYMEX final
settlement price is computed by taking the volume-weighted average price of all trades during
the final 30-minute period.) Most of the trading during these final 30 minutes will occur on
NYMEX rather than ICE, and hence the NYMEX price often will “lead” the ICE price during
this period. Based on the ICE and NYMEX data reviewed by the Subcommittee, as well as
trader interviews, this final settiement period is the only period in which it can be categorically
stated that one exchange “leads™ the other in price.

*® Under the Commodity Futures Modemization Act, the CFTC may require exempt commercial
markets to publish similar information if the CFTC determines that the market “performs a
significant price discovery function” for the underlying cash market. 7 U.S.C. § 2(h)(4)(D). The
CFTC has not made this determination for any of the futures look-alike contracts traded on ICE.
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Figure 15a

NYMEX Futures and ICE Swaps
for October 2006
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Figure 15b
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Figs. 15a and 15b. Although ICE and NYMEX prices closely
track each other, the NYMEX contract often is priced a few
cents higher than the ICE swap. (Traders differ on why.) For
each trading day, these charts show the NYMEX daily
settlement price and the last traded daily price on ICE. Data
sources: NYMEX and ICE.



240

40

Since both types of exchange-traded contracts are cleared, there is
no greater counterparty risk from trading in one market rather than the
other. In sum, the structure of the ICE swaps and NYMEX futures
contracts, the virtually identical prices of these two contracts, and the
testimony of traders provide compelling evidence that the NYMEX
natural gas futures contract and the corresponding ICE natural gas Henry
Hub swap are economically indistinguishable financial instruments for
risk-management purposes.

2. Off-Exchange Bilateral Transactions

In addition to using an organized exchange to find a counterparty
and a suitable price, traders often seek to find a counterparty on their
own or through a broker. Traders also can use the ICE trading screen to
enter into bilateral, non-cleared transactions rather than cleared
transactions.

Traders who use a broker to facilitate a trade pay the broker a
commission for his or her services in locating a counterparty. Although
the firms that specialize in bringing parties together for off-exchange
energy commodity trades have historically been referred to as “voice
brokers” because of the way they traditionally conducted their business
- over the telephone — this term no longer accurately describes their
practices. Today, much of the process of soliciting and communicating
with potential counterparties is conducted through the use of e-mails and
instant messaging. In many instances, voice communication is used
only to formally acknowledge acceptance of terms that already have
been agreed to by means of electronic communication.*’

Unlike trades conducted on an exchange, where each party to a
trade remains anonymous to the other, each party to a bilateral off-
exchange transaction learns the identity of the other party. Unless the
parties to an off-exchange transaction agree to submit their trade for
clearing, each party to a bilateral, non-cleared transaction must bear the
risk of non-performance by the other party, and thus needs to know the
identity of that party to determine their creditworthiness.*’ In addition,
because a bilateral deal is entered into off-exchange, the price and
volume of the trade is not posted for other market participants. Hence,

“ Subcommittee interviews of natural gas traders.

“! Typically, traders provide brokers with a list of acceptable potential counterparties. The
brokers will then scek to facilitate trades only between mutually acceptable counterparties. In
these brokered transactions, a trader may not learn the actual identity of a counterparty until after
the trade has been agreed to, although the trader will know that the counterparty is acceptably
creditworthy. Similarly, traders that choose to use the ICE electronic trading screen to identify
counterparties for bilateral, non-cleared transactions will inform ICE of the firms with which it
has appropriate credit arrangements; the ICE trading screen observed by that trader will then
show bids and offers only from such approved counterparties. Once the bilateral transaction is
executed, each party leams the actual identity of the other party. Id.
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these bilateral deals do not provide a real-time price discovery
mechanism for other traders to nearly the same extent as the trades
conducted on an exchange do.

Both NYMEX and ICE provide clearing services for parties that
want to reduce their counterparty risk by having their off-exchange
bilateral transactions cleared. Although there is no market-wide data on
the percentage of off-exchange bilateral trades that are submitted for
clearing; anecdotal evidence presented to the Subcommittee and the
trading data reviewed by the Subcommittee indicates that most off-
exchange bilateral transactions involving standardized natural gas
contracts — perhaps as much as 80-90 percent — are later submitted for
clearing. To submit a trade for clearing, each party must have
established an account with a clearing firm and the transaction must
involve one of the standardized contracts approved by the exchange.
Unlike transactions completed on an exchange, there is no real-time
reporting of the prices and volumes of off-exchange transactions that are
subsequently submitted for clearing.

ICE will accept for clearing a bilateral transaction that involves a
standardized contract that is also traded on the ICE electronic exchange.
Hence, ICE provides a trader with three different ways to accomplish
risk-management goals: (1) use of the electronic exchange to enter into
a trade involving a cleared standardized contract; (2) use of the ICE
electronic exchange trading screen to identify a counterparty to a
bilateral non-cleared transaction involving one of the standardized
contracts traded on ICE; and (3) use of ICE to clear a standardized 1CE-
traded bilateral contract entered into off-exchange.

The NYMEX ClearPort system also provides both a trading and
clearing service. Accordingto NYMEX:

NYMEX ClearPort gives market participants unparalleled
flexibility to either trade this extensive slate of derivatives
through the NYMEX ClearPort trading system or, to conduct
their own transactions off-exchange, negotiate their own
prices, and still take advantage of the financial depth and
integrity of the Exchange clearinghouse by submitting the
transactions through NYMEX ClearPort clearing.”

“2 The ICE screen displays the price and volume of off-exchange transactions submitted for
clearing (ICE calls these “block” trades), but there may be a significant time delay from when
the initial transaction is completed and when it is sent to ICE for clearing. Several traders stated
to the Subcommittee that because of this potential delay they do not view the reported prices and
volumes of block trades as a reliabie indicator of current prices and volumes.

“* NYMEX, NYMEX ClearPort Services, at http://www.nymex.com/cp_overview.aspx.
Although substantial volumes of off-exchange contracts are submitted to ClearPort for clearing,
the ClearPort trading platform has yet to develop a substantial volume of exchange-type trading.
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Because the CEA prohibits the trading of futures except on a
regulated exchange, traders cannot enter into natural gas futures
contracts off-exchange and then submit them for clearing. NYMEX,
however, offers a swap contract for trading or clearing through ClearPort
that, like the ICE Henry Hub natural gas swap, is economically
equivalent to its natural gas futures contract. Like the ICE swap, the
NYMEZX natural gas swap financially settles at the final settlement price
of the NYMEX natural gas futures contract, and the standard volume is
one-quarter the volume of the natural gas futures contract. In contrast
with ICE, however, the NYMEX Henry Hub natural gas swap is
considered to be a part of the natural gas futures market for regulatory
purposes, and thus NYMEX applies the same regulatory oversight to the
trading of this contract as it does to the trading of the natural gas futures
contract.

Figure 16 shows the volumes of the basic Henry Hub natural gas
futures contracts and swaps traded on ICE and NYMEX for a single
contract month, October 2006. As shown in these charts, the volumes of
the natural gas swaps traded on the ICE electronic exchange are
comparable to — and on some days even greater than — the volumes of
the natural gas futures contracts traded on NYMEX, particularly in the
last couple of months prior to the expiration of the contract.

Additional figures for additional contract months are provided in
Appendix A. Generally, these figures indicate that for more distant
contract months, trading volumes are greater for the NYMEX natural
gas futures contract than the comparable ICE swap, making it the more
liquid contract in the distant months. The data also suggest that off-
exchange bilateral transactions may represent a significant portion of
outstanding positions in these long-dated contracts.

Overall the 2006 trading data show that NYMEX and ICE are
active commodity markets, in competition with each other, and whose
traders play a central role in determining natural gas prices in the United
States.

“ Interview with NYMEX, March 27, 2007.
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Figure 16
NYMEX and ICE Trading Volumes
Natural Gas Contracts for October 2006
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Fig. 16. Volume of contracts traded and cleared on NYMEX and ICE for
natural gas contracts for October 2006. Data source: NYMEX and ICE.
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C. Market Regulation

Although both NYMEX and ICE play an integral role in natural
gas price formation, the two exchanges are subject to vastly different
regulatory restrictions and government oversight under current federal
law.

Section 3 of the CEA states that the purpose of the Act is to
establish “a system of effective self-regulation of trading facilities,
clearing systems, market participants and market professionals under the
oversight of the [Commodity Futures Trading] Commission.” Under
this tiered regulatory structure, the exchanges have the primary
responsibility for market surveillance and oversight. The CFTC’s
regulatory program is designed to rely on the market oversight and
surveillance conducted by the exchanges, but the CFTC also
supplements the exchanges’ efforts with its own surveillance and
oversight of trading. One of the key purposes of the CFTC’s commodity
market surveillance and oversight is “to deter and prevent ?rice
manipulation or any other disruption to market integrity.”

Due to provisions in the Commodity Futures Modernization Act of
2000 (CFMA) that are often referred to as the “Enron loophole,”
electronic energy exchanges are exempt from this system of rcgulation.46
The result is that one type of energy exchange — represented by NYMEX
— is both self-regulated and regulated by the CFTC, whereas the other
type of energy exchange — exemplified by ICE — is not required to be
self-regulated and is not regulated by the CFTC. As will later be shown,
ICE’s exemption from regulatory oversight has undermined the
effectiveness and market integrity of both ICE and NYMEX in pricing
U.S. energy commodities.

1. Regulated Markets (NYMEX)

The CEA, as amended by the CFMA, requires that all futures
contracts be traded on a futures exchange that has been approved by the
CFTC as a “Designated Contract Market” (DCM). To qualify as a
DCM, an exchange must develop a market regulation and oversight
program that complies with the core principles set forth in the CEA.
These core principles require a DCM to maintain certain programs and
capabilities to prevent market manipulation and to ensure fair and
orderly trading:

7 U.S.C. § 5(b) (2006).

 The legislative history of the Enron loophole is set forth in the Subcommittee’s previous
reports. See Minority Staff of the Permanent Subcommittee on Investigations, U.S. Strategic
Petroleum Reserve: Recent Policy Has Increased Costs to Consumers but not Overall U.S.
Energy Security, S. Prt, 10818, at p. 185, 108" Congress, 1* Sess. (Mar. 5, 2003).
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o “the ability to prevent market manipulation through market
surveillance, compliance, and enforcement practices and
procedures, including methods for real-time monitoring of
trading and comprehensive and accurate trade reconstructions;”’

e the enforcement of rules to ensure fair and equitable trading;48

e the enforcement of disciplinary rules that authorize the board of
trade to discipline, suspend, or expel market participants that
violate the rules of the exchange; *

o the trading only of contracts that are “not readily susceptible to
manipulation;”50

e the monitoring of trading “to prevent manipulation, price
distortion, and disruption of the delivery or cash-settlement
process;”’!

e the adoption of position limits or position accountability for
speculators “to reduce the potential threat of market
manipulation or congestion, especially during trading in the
delivery month;”*

¢ the emergency authority to suspend trading in any contract,
require traders to liquidate positions, or impose special margin
requirements;” and

e daily publication of trading information.”*

NYMEX is one of thirteen exchanges the CFTC has designated as
a contract market.>> To meet its obligations to monitor trading, prevent
manipulation, and ensure the financial integrity of its markets, NYMEX
has established a regulatory program, which is headed by a Chief
Regulatory Officer, to monitor daily trading, determine overall and daily
margin requirements, oversee and evaluate the conduct of brokers and

“T7U.8.C. § 7(b)(2) (2006).

% 71.8.C. § 7(b)(3) (2006).

9 7U.8.C. § 7(b)5) (2006).

7 U.8.C. § 7(d)(3) (2006).

517 US.C. § 7(d)4) (2006).

27 U8.C. § 7(d)(5) (2006).

$37U.8.C. § 7(d)(6) (2006).

%7 U.S.C. § 7(d)(7) (2006). The CFTC’s regulations at 17 C.F.R., Part 38, Appendix A,
?rovide guidance on maintaining compliance with these core principles.

> See CFTC.gov, Designated Contract Markets Registered with the CFTC, at
http://www.cftc.gov/dea’deadcms_table.htm?from=home&page=epexchcontent#Designated
Contract_Markets.
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traders, monitor the performance of clearing firms, establish and enforce
position limits, investigate complaints, and bring enforcement actions
for violations of the exchange’s rules of conduct. The NYMEX
regulatory program has an annual budget of approximately $6.2 million,
most of which supports the salaries of the nearly 60 people in that
program.

2. Unregulated Markets
(a) ICE

None of these core principles apply to ICE. ICE has no legal
obligation to monitor trading, no legal obligation to prevent
manipulation or price distortion, and no legal obligation to ensure that
trading is fair and orderly. In addition, the CFTC has no authority or
obligation to monitor trading on ICE. As a result, there is no regulatory
oversight of trading on ICE.

ICE’s unregulated status is due to the 2000 enactment of the so-
called Enron loophole in the CFMA, which added section 2(h)(3) to the
CEA. Section 2(h)(3) exempts from CFTC oversight all agreements,
contracts, and transactions in energy and metals (“exempt
commodities™) that are traded on electronic trading facilities between
“cligible commercial entities” (ECEs).”® Generally, an ECE must be a
large financial institution, insurance company, investment company,
corporation or individual with significant assets, employee benefit plan,
government agency, registered securities broker, or futures commission
merchant. An ECE may not act as a broker for another party. A market
operating under section 2(h)(3) is deemed an “exempt commercial
market” (ECM) — exempt from CFTC oversight.”’

The CEA imposes few requirements on exempt commercial
markets. An ECM is subject to the CEA’s general statutory prohibitions
against fraud and price manipulation. An ECM must report summary
market data to the CFTC and if the CFTC determines that the market
performs a significant price discovery function in the cash market —
which the CFTC has never done for any market — the ECM must provide
volume and price data to the public. An ECM also must keep trading
records and inform the CFTC of complaints it receives about trading
practices. Other than these broad provisions, an ECM is exempt from
the CFTC’s regulatory oversight.

67 10.8.C. § 2(h)(3) (2006).
*T7U.S.C. § 1a(11) (2006).
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The CFTC describes its lack of authority over exempt commercial
markets as follows:

In contrast to its authority over designated contract markets
and registered derivatives transaction facilities, the CFTC
does not have general oversight authority over exempt
commercial markets. Exempt commercial markets are not
registered with, or designated, recognized, licensed, or
approved by the CFTC.™®

. The CFTC does not apply any of the oversight or monitoring
measures it uses to oversee regulated futures markets like NYMEX to
exempt commercial markets like ICE. Table 3 compares the oversight
mechanisms that apply to the two types of exchanges.

Table 3
NYMEX and ICE
Differences in Measures to Prevent Price Manipulation

Does the Measure Apply
Measure to Prevent Price Futures to: Exempt
Manipulation Markets Markets

(N ICE

CFTC Market Surveillance Program

e CFTC staff monitoring of daily ) No

Yes

trading reporis
 Weekly reports and reviews for
expiring contracts Yes No
e Option of special data call by
CFTC Yes Yes
Core Principles for Exchange
Operation
¢ Exchange is responsible for
monitoring compliance with Yes No
market rules
» Traded contracts must not be
readily susceptible to Yes No
manipulation
¢ Exchange must monitor trading
to prevent manipulation, price
distortion, and disruption of the Yes No

delivery or cash-settlement
process

*¥ See CFTC, Exempt Commercial Markets That Have Filed Notice with tﬁe CFTC,'at CF;I‘C
website at http://www.cftc.gov/dea/dea_ecm_table.htm.
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Does the Measure Apply
. to:
Measulcleatq ':rl‘:‘t’ii':lt Price Futures Exempt
nip Markets Markets
(NYMEX) (ICE)
¢ Position limits for speculators to
reduce the threat of manipulation Yes No
or congestion
o Emergency authority to liquidate
positions, suspend trading, or Yes No
impose special margin
requirements
e Daily submission of trading data L
to CFTC Yes Limited
¢ Daily publication of trading data Yes No
» Exchange must keep records of Yes Yes
] trading
Large Trader Reporting
. Large trader reporting by Yes No
clearing members
. Large trader reporting by Yes gﬁgﬁg;%”:)y
exchanges ICE y
« Trading account information filed Yes No
by traders

(b) Off-Exchange Bilateral Transactions

Several provisions of the CFMA also exempt from government
oversight bilateral transactions in energy commodities that are
individually negotiated by the parties and that are “not executed or
traded on a trading facility.” Under section 2(g) of the CEA, for
example, which was added to the CEA by the CFMA in 2000, energy
swaps are placed outside of the Act’s requirements. Section 2(g)
provides that all agreements, contracts, and transactions “in a
commodity other than an agricultural commodity” between “eligible
contract participants” that are individually negotiated by the parties and
that are “not executed or traded on a trading facility” are fully exempt
from all regulation under the CEA”

% 7U.8.C. § 2(g) (2006). The term “eligible contract participant” (ECP) includes financial
institutions; insurance companies; corporations, trusts, and partnerships with total assets greater
than $10 million; large pension benefit plans, governmental entities, natural persons with assets
greater than $5 million who are entering the transaction for risk management purposes, and
certain others. Id. at § 1a(12). The term ‘trading facility’ means a person or group of persons
that constitutes, maintains, or provides a physical or electronic facility or system in which
multiple participants have the ability to execute or trade agreements, contracts, or transactions by
accepting bids and offcrs made by other participants that are open to multiple participants in the
facility or system.” Id. at § 1a(33). An “electronic trading facility” is a trading facility that
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Section 2(h)(1) of the CEA provides a similar exclusion. Section
2(h)(1) was intended to exempt from regulation dealer markets and one-
to-many trading platforms, such as the defunct “Enron Online,” in which
one person or firm would act as the counterparty to many or all other
traders. This section provides that all agreements, contracts, and
transactions in an “exempt commodity,” which includes both energy and
metal commodities, between “eligible contract participants” and “not
entered into on a trading facility” are generally exempt from the
requirements of the CEA.®® Unlike the swap transaction exclusion, this
exemption applies even if the agreement, contract, or transaction is not
individually negotiated.

One of the sources of confusion following the passage of the
CFMA is the inconsistency between sections 2(g) and 2(h)(1) — whereas
section 2(g) totally excludes energy and metals swaps that are
individually negotiated from the CEA, section 2(h)(1) exempts energy
and metals transactions from the exchange-trading and other
requirements but generally applies the anti-fraud and anti-manipulation
provisions to over-the-counter transactions in these commodities. It is
not clear whether the exclusion provision takes precedence over the
exemption provision, or vice versa.

Moreover, to the extent that a negotiation over price can be
considered “an individual negotiation,” it would appear that sections
2(g) and 2(h)(1) cover the same transactions and are in direct conflict
regarding the applicability of the CEA’s anti-fraud and anti-
manipulation provisions. The CFTC staff interprets the term “individual
negotiation” to include price negotiations; under this interpretation there
is no difference between sections 2(g) and 2(h)(1). Under this
interpretation, all instruments traded under section 2(h)(1) on “one-to-
many” facilities or through dealer-brokers could be considered excluded
swaps.

Off-exchange bilateral transactions that would be wholly or
partially exempt from CFTC regulation under either of these exemptions
may be brought under CFTC regulation if those transactions are
submitted for clearing to a CFTC-regulated market. Thus, for example,
off-exchange bilateral transactions that are subsequently submitted to
NYMEX for clearing are regulated as futures contracts. Off-exchange

“operates by means of an electronic or telecommunications network” and maintains an audit trail
of bids, offers, orders, and transactions on the facility. Id. at § 1a(10).

07 U.S.C. § 2(h)(1) (2006). “The term ‘exempt commodity’ means a commodity that is not an
excluded commodity or an agricultural commodity.” Id. at § 1a(14). “Excluded commodities™
are a variety of financial derivatives, including interest rate, currency, equity, debt, credit,
weather, economic index, and other derivatives based on one or more commodities for which
there is no cash market or whose price levels are not within the contro! of any party to the
transaction. Id. at § 1a(13).
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bilateral transactions that are subsequently submitted to ICE for clearing,
however, are still generally exempt from CFTC regulation,

D. Excessive Speculation

In addition to requiring market regulation and oversight, and
prohibiting market manipulation, the CEA prohibits excessive market
speculation. Section 4a(a) of the CEA directs the CFTC to establish
limits on speculation in order to prevent “sudden or unreasonable
fluctuations or unwarranted changes” in the price of commodities traded
on an exchange:

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 commerce in such commodity.
For the purpose of diminishing, eliminating, or preventing such
burden, the Commission shall . . . fix such limits on the amounts of
trading \;vhich may be done or positions which may be held by any
person.

The CFTC explains, “All agricultural and natural resource and
many financial futures and options contracts are subject to speculative
position limits. For several markets (corn, oats, wheat, soybeans,
soybean oil, soybean meal, cotton), the limits are determined by the
Commission and set out in Federal regulations. For all other markets,
the limits are determined by the exchanges according to standards
established by the Commission.”®

Because the potential for congestion, disruption, and price
manipulation is highest during the month in which a contract expires
(termed either the “spot” or “expiration” month), the CFTC applies and
requires more stringent speculative position limits during the spot
month. CFTC’s regulations state: “For physical delivery contracts, the
spot month limit level must be no greater than one-quarter of the
estimated spot month deliverable supply.”® For the spot month in cash-
settled markets, an exchange must establish speculative position limits

#17U.8.C. § 6a(a) (2006).

€2 CFTC, Backgrounder: Speculative Limits, Hedging, and Aggregation in Commodity Futures
and Options, CFTC website, at http://www.cftc.gov/opa/backgrounder/opaspecimts.htm. In
calculating position limits, the CFTC and the exchanges will aggregate multiple positions that
are subject to common ownership as if they were held by a single trader, and will combine
futures and options positions on those futures to obtain an aggregate futures-equivalent position
in that contract.

117 C.F.R. § 150.5 (2002).
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“no greater than necessary to minimize the potential for manipulation or
distortion of the contract’s or the underlying commodity’s price.”®

CFTC regulations and exchange rules allow a trader to be granted
an exception to the speculative position limits if they are engaged in
“bona fide hedging” rather than speculating. By definition, traders who
are using the futures market to offset or “hedge” a risk in the physical
market are not speculating on price changes in either the physical or
futures market; because of their hedge they neither gain nor lose from
price changes in the futures market. To achieve this price neutrality, a
trader needs to be able to take a position in the futures market that is
equal to and opposite to their position in the cash market. Hence, the
CFTC’s regulations allow a trader to apply for and receive a “hedge
exemption” for positions or transactions whose purpose is “to offset
price risks incidental to commercial cash or spot operations and such
positions are established and liquidated in an orderly manner in
accordance with sound commercial practices.”65 Traders seeking a
hedge exemption must apply for a specific exemption and supply
documentation to support the application.

For certain futures markets, including the energy markets, the
CFTC has authorized exchanges to establish “accountability levels”
rather than position limits for traders holding contracts in months other
than the spot month.®® The CFTC explains:

If a market has accountability rules, a trader - whether
speculating or hedging - is not subject to a specific limit.
Once a trader reaches a preset accountability level, however,
he must provide information about his positions upon request
by the exchange. Depending on the size of the market and
type of commodity, any trader over the accountability level
must also consent to stop increasing his position if so ordered
by the exchange.®’

In compliance with the CFTC’s directives, NYMEX has
established position limits and accountability levels for various energy
contracts.®® The NYMEX position limits and accountability levels are
shown in Table 4.

“Hd.

® 17 CFR. § 1.3(2) (2002).

% See 17 C.ER. § 10.5(e) (2002).

7 CFTC, Backgrounder on Speculative Limits.

% NYMEX.com: Exchange Rulebook, §§ 9.26A, 9.27, 9.27A, at NYMEX website, at
http://nymex.com/ rule_main.aspx.
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Table 4

Futures Contracts

52

Position
Limits Accountability Levels
(# of (# of contracts)
contracts)
Market Net Single
R Net All
Expiration Month
Month ther than Months
(0 er Combined
expiration)
1,000 for last 3
Natural Gas days ; 12,000 12,000
RBOB 1,000 for last 3 7,000 7,000
Gasoline days
. . 1,000 for last 3
Heating Oil days 7,000 7,000
Crudeoil | 3000 forlast3 20,000 20,000
ays

In contrast to NYMEX, ICE has established no position limits or
accountability levels for its traders. That means a trader can speculate
without limit by trading on ICE, where no such restrictions apply. As
the Subcommittee has found in this investigation, when NYMEX
attempted to limit Amaranth’s speculative positions in the natural gas
market, Amaranth simply switched its positions to ICE.

As currently written, the CEA does not directly prohibit traders
from engaging in excessive speculation. Rather, the CEA directs the
CFTC to issue position limits to prevent excessive speculation from
causing sudden, unreasonable, or unwarranted price changes. To
enforce this provision of the CEA in the energy markets, the CFTC has
issued fixed position limits for specific energy commodities and
contracts, and authorized regulated exchanges to issue accountability
limits to trigger reviews of trader positions. If an exchange determines
that a position is excessively concentrated, the exchange can order the
trader to reduce that position. Violations of a position limit or an order
to reduce a position are considered civil violations of the CEA,
punishable in the same manner as violations of other statutory and
regulatory provisions, NYMEX policy is to send warning letters on the
first two occasions that a trader violates a position limit; for subsequent
violations traders are subject to civil monetary penalties and even
forfeiture of their trading privileges on the exchange. These types of
violations are not treated as crimes, unless they are part of an effort to
manipulate commodity prices or commit some other criminal offense.
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E. Market Manipulation

The CEA states that the manipulation of commodity prices is a
felony punishable by a fine of up to $1 million and imprisonment of up
to five years.69 Although it is one of the core provisions of the law,
neither the CEA nor its implementing regulations provides a specific
definition of manipulation. The CEA states only that it is against the
law for “[a]ny person to manipulate or attempt to manipulate the price of
any commodity in interstate commerce, or for future delivery on ... any
registered [exchange], or to corner or attempt to corner any such
commodity.””

The case law interpreting the CEA’s prohibitions against market
manipulation is confusing and contradictory. The current test for
establishing manipulation requires the following four elements to be
established by a preponderance of the evidence:

(1) the accused had the ability to influence market prices;

(2) the accused specifically intended to influence market prices;
(3) artificial prices existed; and

(4) the accused caused the artificial prices.”

F. Natural Gas Trading

To understand the natural gas market, it is important to examine
not only the nature of the commaodity, the cash and financial markets,
and CFTC regulation and oversight, but also the key trading strategies
that many natural gas traders follow.

In general, natural gas producers and marketers are less concerned
with the absolute price of natural gas than with ensuring they obtain an
adequate margin of profit for the gas they sell. What matters most to
producers and marketers is whether they can sell the gas for more than it
cost to acquire. End users of natural gas have a slightly different
perspective — they are most concerned with obtaining natural gas at the
lowest price relative to their other costs and expenses. Speculators have
a third perspective: they seek to profit from the frequent price changes
in the natural gas market — devising strategies to profit from both price
differences and price volatility.

Price Spreads. Typically, rather than purchase a contract that
locks in an absolute price level for a particular month, natural gas traders
use trading strategies that involve relative price levels between different

% Section 9 of the CEA.
™ 7U.8.C. § 13(a)2). For more information, see the Subcommittee’s detailed discussion of this
?rovision of the law in its 2003 Report, Appendix 1, pp. 125-37,

! In the matier of Cox and Frey, 1987 Westlaw 106879 (C.F.1.C.).
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months. These strategies - called “spread trading” - involve the
simultaneous purchasing of a futures contract for one month - called the
“long” month - and the selling of the same number of futures contracts
for a different month - called the “short” month. The purchases are
linked together in the exchange’s trading records with the price
difference between the two shown as the price spread. For example, if a
trader buys a contract for March at $7.50, and in the same transaction
sells a contract for April at $7.25, the exchange will list both trades
together as a single transaction with a price spread of $0.25.

A natural gas distributor, for example, may use a spread strategy to
buy a futures contract for natural gas to be delivered to the distributor in
the summer, when prices are low, and at the same time sell a futures
contract for natural gas to be delivered in the winter, when prices are
high. In this manner, the distributor can lock in a profit by selling
natural gas for more than it cost the distributor to purchase the gas. A
distributor is likely to pursue this type of strategy if the difference in
price between the winter and summer contracts - the price spread - is
greater than the distributor’s costs in storing the physical gas between
those summer and winter months. Large winter/summer price spreads
therefore provide a financial incentive for marketers and distributors to
accumulate gas in storage during the summer months for sale during the
winter months.

On the other side of the trade, a speculator may believe that a price
spike is likely to occur in the upcoming winter, as has occurred in most
of the previous years, and therefore that winter prices will be much
higher than the summer prices. To profit from the difference in prices,
the speculator may buy a winter/summer spread, meaning that the
speculator will buy a futures contract for a winter month and at the same
time sell a futures contract for a summer month. For example, a
speculator who buys 100 January contracts for $7.50 each and
simultaneously sells 100 July contracts for $7.25 can be said to be
“buying 100 January/July spreads at 25 cents,” which will cost the
speculator a total of $2.50. If the speculator had instead bought 100
January contracts, without any offsetting July contracts, it would have
had to pay $75.00 for those contracts. As this example shows, spread
trading can be a lot less expensive than buying contracts for single
months.

The “Forward Curve.” To aid in their analysis of price spreads
in the natural gas markets, traders use a type of chart called the “forward
curve.” The forward curve shows, for any given date, the price of each
NYMEX futures contract for successive future months. The forward
curve for natural gas clearly depicts the differences in natural gas futures
prices between the winter and summer months. Figure 17 displays, for
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example, the forward curve for natural gas on June 1, 2007. The points
that make up the forward curve reflect the final, actual NYMEX price on
that date to buy a futures contract to deliver natural gas in each future
month over the next five years. The points form curves that look like
waves because, in each year, the futures prices for the winter months are
higher than the futures prices for the summer months, reflecting a higher
anticipated demand for natural gas during the winter heating seasons.

Figure 17

Natural Gas Forward Curve:
Price of Each NYMEX Natural Gas Futures
Contract on June 1, 2007
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Fig. 17. The seasonality of natural gas demand is reflected in
the “forward curve,” which shows for a specified date the price
of each natural gas futures contract for future months. The
natural gas forward curve peaks in the winter months and falls
in the summer months. Data source: NYMEX.

Figure 18 shows what the forward curve looked like in mid-August
of each year from 2002 through 2006. Not only did the absolute level of
futures prices rise from 2002 to 2006, but the difference in futures prices
between summer and winter months — the winter/summer spread —
increased as well, reflecting the market’s view that natural gas prices
during the winters would continue to be at a premium. The reason for
the unusually high prices and large differences between the winter and
summer prices in 2006 is discussed in the next section. Amaranth’s
excessive speculation in natural gas futures played a central role.
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Figure 18

NYMEX Natural Gas Forward Curves
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Fig. 18. The forward curve in 2006 was higher and the
winter/summer price spreads were larger than in previous
years, Data source: NYMEX.
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V. EXCESSIVE SPECULATION IN THE NATURAL GAS
MARKET IN 2006

“Nowhere does history indulge in repetitions so often or so
uniformly as in Wall Street. When you read contemporary
accounts of booms or panics the one thing that strikes you
most forcibly is how little either stock speculation or stock
speculators to-day differ from yesterday. The game does not
change and neither does human nature.”

--Edwin Lefevre, Reminiscences of a Stock Operator (1923)72

A. Overview

In early 2006, it began to be clear that the effects of Hurricanes
Katrina and Rita on natural gas supplies had dissipated. Due to a warm
winter, a large amount of natural gas remained in storage, indicating
there would be a relatively high level of supply for the upcoming
summer, and likely an above-average amount of natural gas in storage
for the next heating season. Despite above-average amounts of natural
gas in inventories, the price of natural gas in the futures markets
remained extremely volatile, and the difference in price - or “spread” -
between natural gas futures contracts for the next winter and the
upcoming summer kept increasing. The paradox of unusually high
winter/summer price spreads in the face of above-average supplies
persisted throughout the summer and into early September. Then, in
mid-September, the winter/summer price spreads suddenly collapsed.
As these price spreads collapsed, so did Amaranth, the largest single
trader in the natural gas markets. Reports indicated that Amaranth lost
more than $2 billion in the natural gas market during the first three
weeks of September, precipitating the liquidation of the entire $8 billion
fund.

The Subcommittee began this investigation in October 2006 to
understand why certain natural gas futures prices, particularly the
winter/summer price spreads, had remained so high in the face of above-
average supplies and whether the large-scale trading conducted by
Amaranth had contributed to those high prices. To conduct this
investigation the Subcommittee subpoenaed natural gas trading records
from NYMEX, ICE, Amaranth, and other traders.” The
Subcommittee’s analysis of this trading data, which includes several
million individual trades, indicates that the extreme levels of
winter/summer price spreads were driven by Amaranth’s excessive

72 J. Wiley & Sons, New York, 1994, at p. 180.

" The Subcommittee appreciates the responsiveness of both NYMEX and ICE in providing
extensive trading records in user-friendly electronic formats in a timely manner. The
Subcommittee also appreciates the co-operation of Amaranth and its former personnel, and of
persons from other firms who provided information to the Subcommittee.
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speculative trading in natural gas contracts on both NYMEX and ICE,
persisting over several months.

Prior to its collapse, Amaranth dominated trading in the U.S.
natural gas market. It bought and sold thousands of natural gas contracts
on a daily basis, and tens of thousands of contracts on certain days. All
but a few of the largest energy companies and hedge funds consider
trades of a few hundred contracts to be large trades. Amaranth held as
many as 100,000 natural gas futures contracts at once, representing one
trillion cubic feet of natural gas, or 5 percent of the natural gas used in
the United States in a year. At times Amaranth controlled up to 40
percent of all of the open interest on NYMEX for the winter months
(October 2006 through March 2007). Amaranth accumulated such large
positions and traded such large volumes of natural gas futures that it
distorted market prices, widened price spreads, and increased price
volatility.

Amaranth’s fundamental view was that winter natural gas prices
would be much higher than summer natural gas prices. It pursued its
fundamental view largely through two major trading strategies: (1)
buying futures contracts for January 2007 while selling futures contracts
for November 2006 - the “January/November spread” - representing a
bet that January prices would be much higher than November prices; and
(2) buying futures contracts for March 2007 while selling futures
contracts for April 2007 - the “March/April spread” - representing a bet
that March prices would be higher than April prices, when demand for
natural gas for home heating diminishes significantly.

Amaranth pursued these strategies to an extreme. On almost every
day from mid-February through July, Amaranth held more than 50
percent of the open interest on NYMEX in the January 2007 and
November 2006 contracts. In late July, Amaranth held a total of more
than 80,000 NYMEX and ICE contracts for January 2007 - representing
a volume of natural gas that equaled the entire amount of natural gas
eventually used in that month by U.S. residential consumers nationwide.
Amaranth’s large-scale trading was a major driver behind the rise of the
January/November price spread from $1.40 in mid-February to $2.20 in
late April, an increase of more than 50 percent.

Amaranth also held large positions in the March/April spread,
meaning it had bought a large volume of March contracts and sold a
large number of April contracts. Amaranth’s effect on this price spread
was evident on particular dates when it traded extraordinarily large
numbers of these contracts. For example, on July 31, Amaranth bought
over 10,000 March 2007 futures contracts on NYMEX and sold about
the same number of April 2007 futures contracts. Amaranth’s trading
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represented almost 70 percent of the total NYMEX trading volume in
each of these contracts on that date. Similarly, on July 31, Amaranth
bought 13,000 March 2007 natural gas swap contracts on ICE, and sold
nearly 11,000 April contracts. These trades accounted for about 60
percent and 50 percent of the volume of trading in these contracts on
ICE, respectively. Amaranth’s large volume of trading was the prime
reason the March/April price spread increased by 72 cents on July 31.
This increase was an extremely large one-day jump in price.

Amaranth also held large positions in other winter and summer
months spanning the five-year period from 2006-2010. In aggregate,
Amaranth amassed an extraordinarily large share of the total open
interest on NYMEX. During the spring and summer of 2006, Amaranth
controlled between 25 and 48 percent of the outstanding contracts (open
interest) in all NYMEX natural gas futures contracts for 2006; about 30
percent of the outstanding contracts (open interest) in all NYMEX
natural gas futures contract for 2007; between 25 and 40 percent of the
outstanding contracts (open interest) in all NYMEX natural gas futures
contracts for 2008; between 20 and 40 percent of the outstanding
contracts (open interest)-in all NYMEX natural gas futures contracts for
2009; and about 60 percent of the outstanding contracts (open interest)
in all NYMEX natural gas futures contracts for 2010. ‘

The current regulatory regime proved ineffective in limiting
Amaranth’s excessive speculation. Neither the CFTC nor NYMEX had
a full view of Amaranth’s trades, positions, or overall market presence
because Amaranth’s trades on ICE were exempt from regulatory
oversight and scrutiny. Moreover, unlike NYMEX, ICE had no legal
obligation to monitor positions held by traders, or to report positions to
CFTC.

Without a view of natural gas trades on ICE, neither the CFTC nor
NYMEX had a full appreciation or understanding of how speculative
trading in natural gas contracts was affecting the price of natural gas.
NYMEX’s attempts to prevent Amaranth’s large volume of trading from
disrupting the orderly settlement of the NYMEX futures contract for
September 2006 were unsuccessful due to Amaranth’s ability to conduct
its speculative trading without any limitation on ICE. In early August,
NYMEX directed Amaranth to reduce its holdings in the September and
in the October 2006 contracts. Amaranth responded by moving its
positions in the September and October contracts to ICE.

After moving its September and October positions from NYMEX
to ICE, Amaranth placed even more trades on ICE, further increasing its
overall positions for these contracts. It continued to trade very large
volumes of September and October contracts on ICE until just before the
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September contracts expired at the end of August. Amaranth’s large-
scale trading in the days and hours leading up to the expiration of the
September contract increased the price volatility of the September
contract.

On August 29, the last day of trading on the September contract,
Amaranth repeatedly made large-scale trades on ICE, selling the
September contract-and buying the October contract. Its trades were
counterbalanced during the day by other traders taking the opposite
positions, buying the September contract and selling the October
contract. Altogether; Amaranth sold about 16,000 September contracts
on ICE, while the largest opposing trader, a hedge fund called
Centaurus, bought about 12,000. Due to a request from NYMEX to
limit its trading on the September contract, Amaranth ceased trading on
both NYMEX and ICE an hour before trading closed. Centaurus
continued to buy the September contract, and its price rose dramatically
in the final hour, Amaranth suffered substantial losses and, on August
30, charged that it had been the victim of a price spike caused by large-
scale trading rather than market forces, and requested an investigation by
regulators.

In late August, the market moved sharply against Amaranth. The
amount of natural gas in storage was very high, and there had been no
major hurricanes to disrupt production. The winter/summer spread
positions that Amaranth had invested in during the spring and summer
began to fall. Amaranth’s margin requirements grew to over $2 billion,
and eventually reached nearly $3 billion. As a result, Amaranth no
longer had the capital to buy large positions in the face of falling prices.
As other traders perceived that at long last prices were finally returning
to their fundamental value, the market began to fall even faster,
compounding Amaranth’s losses. By mid-September, Amaranth was
forced to sell its positions to its clearing firm, JPMorgan Chase, and
another hedge fund, Citadel, and liquidate the rest of the holdings in the
$8 billion fund.

B. Setting the Stage: Natural Gas Market Fundamentals in
Early 2006

In mid-summer 2005, U.S. natural gas storage facilities were
nearly full, and natural gas was plentiful. When Hurricanes Katrina and
Rita hit in the late summer, however, they caused major damage to
natural gas pipelines and wells in the Gulf of Mexico, resulting in a
sharp drop in natural gas production and a spike in natural gas prices.”

™ According to DOE’s Energy Information Administration, “Hurricane Katrina destroyed 44
[natural gas] platforms in the Gulf of Mexico and damaged 20 others, while Hurricane Rita
destroyed 69 platforms and damaged 32 others.” As of June 2006, almost 1 billion cubic feet per
day of production remained off-line - representing about 9 percent of daily production in the
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Fortunately, these adverse conditions lasted for only a few months. Mild
winter temperatures in early 2006, including the warmest January on
record, greatly reduced the demand for natural gas.” By the spring of
2006, overall U.S. natural gas production had returned to pre-hurricane
levels, with increased production from new wells offsetting the declines
in the Gulf of Mexico. (Figure 19).

Figure 19
U.S. Natural Gas, Monthly Production
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Fig. 19. By spring 2006, natural gas production levels had
returned to pre-hurricane levels. Data source: EIA, Natural Gas
Gross Withdrawals and Production.

By April 1, natural gas inventories were nearly 40 percent above
the previous five-year average.’® Inventories would remain above the
five-year average for the remainder of 2006. (Figure 20). The
turnaround in the natural gas supply outlook dampened the record high
prices that followed the hurricanes in 2005. By late spring, near-term
futures prices had returned to pre-hurricane levels. (Figure 21).

Gulf of Mexico and about 5 percent of total U.S. daily production. EIA, Natural Gas Year-In-
Review 2006, at p. 3.

75 EIA, Natural Gas Year-In-Review 2006 (March 2007); FERC, 2006 State of the Markets
Report.

" FERC, 2006 State of the Markets Report, at p. 8.
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Figure 20
Natural Gas in Storage, By Year
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Fig. 20. In April 2006, at the start of the 2006-2007 natural gas
injection (storage) season, the amount of natural gas in inventories
was higher than at any time in the previous 5 years. Throughout the
rest of 2006 inventory levels remained higher than in any of the
previous five years. Data source: EIA.

Figure 21

Natural Gas Futures Prices, 2005-06
Next Month Contract, NYMEX
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Fig. 21. By spring 2006 natural gas next-month futures prices
had returned to pre-hurricane levels. Data source: EIA.
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At the same time that near-term futures prices began falling in
early 2006 to pre-hurricane levels, prices for futures contracts for the
months further into the future also were much lower. Figure 22
displays forward curves on two dates - reflecting the final prices of
NYMEX futures contracts on those dates for all of the future months in
which NYMEX contracts can be traded. The first curve is from October
2005, shortly after the Katrina and Rita hurricanes, and the second is
from February 2006 toward the end of the mild winter. Figure 22 shows
how the price of every natural gas futures contract from March 2006
through March 2007 was lower in February 2006 than it had been in
October 2003, just after Katrina and Rita. This downward adjustment in
prices reflected a general belief in early 2006 that the effects from the
hurricanes would not be as severe on natural gas prices as initially
feared.

Figure 22

NYMEX Natural Gas Forward Curves
Late 2005 and Early 2006
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Fig. 22. By early 20086, futures prices for the next 12 months
had fallen significantly from their post-hurricane levels,
reflecting a lessening concern regarding the long-term effects of
those hurricanes on natural gas prices. Data source: NYMEX.

Some traders, however, thought winter prices would increase.
Amaranth, for example, told the Subcommittee that, with increasing
domestic demand for natural gas, their traders expected supply
shortages, delivery bottlenecks, and weather-related disruptions to
develop during the winter and boost prices. In their view, the
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fundamentals of supply and demand justified much higher spreads
between the natural gas winter and summer prices, and presented
Amaranth with a profit-making opportunity. Over the next seven
months, Amaranth aggressively pursued this market view.

C. The Rise of Amaranth

“But to tell the truth, Sam, I had sort of made up my mind to
keep out of speculation since my last little deal. A man gets
into this game, and into it, and into it, and before you know
he can’t pull out — and he don’t want t0.”

- Frank Norris, The Pit: A Story of Chicago (1902)

Amaranth Advisors, LLC, was created in 2000 as a multi-strategy
hedge fund. Nicholas Maounis, the founder and Chief Executive Officer
of Amaranth, had previously worked at another hedge fund, Paloma
Partners Management Company (“Paloma”), where he both traded and
managed teams of traders. Mr. Maounis brought with him a trading
team from Paloma, consisting of four portfolio managers, eight analysts,
five traders, four quantitative analysts, and various technical support
personnel. Paloma held a minority interest in the newly spun-off fund
and provided additional back-office and administrative support.
Amaranth began operation with approximately $600 million in capital
and sought to employ “a-diverse group of arbitrage trading strategies,”
particularly featuring convertible bonds, mergers, and utilities.””

In 2002, Amaranth added energy commodity trading to its slate of
strategies and hired several former Enron traders to its staff. JPMorgan
Chase, which served as Amaranth’s clearing firm for its commodity
trades, explained: “Due to the bankruptcy of Enron North America and
its departure as the largest market maker in a number of energy
derivatives exchanges and OTC markets the Fund mana%er views this as
an expansion/diversification opportunity for Amaranth.””® The clearing
firm noted: “Initially only 2% of Amaranth’s capital will be allocated to
energy related trading.”

During its first few years Amaranth generated excellent returns,
exceeding 29 percent in 2001, 15 percent in 2002, and 21 percent in

7 JPMorgan Chase, CP Leveraged Funds Due Diligence, Annual Review 2001, Bates No. JPM-
PSI 00007004; Interview with Amaranth officials, December 20, 2006. Convertible bond
arbitrage consists of buying a convertible bond and short selling the underlying commion stock
that the bond can be converted into. Merger arbitrage consists of investing in securities of
companies that may be involved in mergers, takeovers, recapitalizations, or other types of
corporate restructuring, Utilities arbitrage consists of buying one basket of utility stocks and
selling short another basket of utility stocks and hoping to profit from the changes in the price
differentials between the two baskets.

LA
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2003. In 2004, however, Amaranth found it increasingly difficult to
maintain these high returns through its existing arbitrage strategies.
Amaranth’s core strategy of convertible bond arbitrage had yielded no
return at all for the first seven months of 2004, and its overall net return
across all strategies was just over 3 percent, well below the fund’s
previous performance.”

During this period of low returns Amaranth decided to increase its
exposure to potentially higher-yielding markets, particularly energy. In
mid-2004, Amaranth hired Brian Hunter as a natural gas trader; in 2005,
Mr. Hunter was promoted to co-head of Amaranth’s commodities group.
As the convertible bond market continued to falter into 2005, Amaranth
shifted more capital into energy trading. Whereas in mid-2004 energy
trading was a negligible fraction of Amaranth’s portfolio, by mid-2005,
Amaranth had devoted approximately 30 percent of its capital to energy
arbitrage.

Amaranth employed a variety of energy trading strategies.
JPMorgan Chase described them as follows:

The Fund has hired a couple of former Enron energy traders
to build an Energy Arbitrage desk. Energy arbitrage
opportunities can also take a number of forms due to the
significant amount of available “Energy” products. A
generic geographical energy arbitrage can be trading the
difference of price in a given commodity either in the same
location or in [a] different geographical location. Other
arbitrage opportunities include Grade arbitrage which
encompasses trading the difference in price of two related
crude oil based commodities such as the spread between WTI
and Brent Crude. Generally these arbitrage opportunities are
created by fundamental news affecting production and
inventory. In addition trades may also be on the perceived
price volatility of crude oil and other crude products such as
gasoline, jet fuel and heating oil and or the correlation
between one another. These views have been expressed
through calendar spreads. In addition, deep out-of-the-
money call options are purchased as a cheap way to take
advantage of price shocks. Leverage ranges from 5-8x.%

7 Interview with Amaranth officials, Dec. 20, 2004; JPMorgan Chase, CP Leveraged Funds Due
Diligence, Annual Review 2004, Bates No. JPM-PSI 0007031,
80

1d.
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Amaranth’s purchase of inexpensive deep out-of-the-money call
options paid off handsomely when natural gas prices spiked after
Hurricanes Katrina and Rita. The purchase of these options allowed
Amaranth to buy very expensive natural gas futures contracts at a steep
discount.

The effect of these options and Amaranth’s other natural gas
positions on Amaranth’s overall performance in 2005 was dramatic. For
the first six months of 2005, Amaranth lost money; the net return was
negative one percent. In August and September, largely due to
Amaranth’s natural gas positions, Amaranth’s domestic portfolio gained
nearly 15 percent. By year-end, the portfolio had gained just over 21
percent.

JPMorgan Chase reported, “For [the domestic Amaranth funds] the
majority of the positive performance for 2005 came from profits in the
energy book, approximately 98 percent of the funds’ [year-to-date]
performance was related to energy trades. Energy trading profits/losses
are derived primarily from natural gas calendar swaps.”®" Reports
indicated that, in 2005, as a result of these trades, Mr. Hunter personally
made $75 million.*

Table 5 By 2006, in part due to its
Amaranth Returns energy trading successes,
2005 Amaranth had grown significantly,
Year- both in terms of the number of its

Monthly |, hate | employees and in net asset value.
Month Re:urn Return | It now had approximately $8
(%) (%) billion in assets under
Jun 05 3.03 -0.98 | management. It employed more
Jul 05 239 1.38 than 400 people in offices around
the world, including Greenwich,
Aug 05 519 6.69 Connecticut; London; Toronto;
Sep 05 749 14.63 Singapore; Calgary; and Houston.
Oct05 | -0.90 13.60 Its staff included a Chief Risk
Nov 05 3.48 17.53 Officer and 12 risk “lieutenants” to
Dec 05 313 21.21 monitor the risks in the various
trading books.®

8 JPMorgan Chase, CP Leveraged Funds Due Diligence, Annual Review 2005, Bates No. JPM-
PSI0007051.

82 Ann Davis et al., Hedge-Fund Hardball, Amid Amaranth’s Crisis, Other Players Profited,
Wall St. I, Jan. 30, 2007, at Al.

¥



D. January-April 2006: Amaranth Buys and Profits from
Large Spread Positions

“How are you going to buy a big block of a stock in a bull
market without putting up the price on yourself? That would

be the problem.”
--Reminiscences of a Stock Operator, p. 233.

According to Amaranth, in January 2006, as the warmer-than-usual
weather mitigated the post-hurricane concerns over the adequacy of
supplies, Amaranth’s traders believed that natural gas prices would
fall.** Over the course of Janary, Amaranth made a series of trades that
resulted in its acquisition of huge natural gas positions, selling nearly
30,000 natural gas contracts for March 2006, and ending the month with
a total short position for March of about 40,000 contracts. Amaranth
held about two-thirds of its positions on NYMEX and the other third on

ICE.

Figure 23
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Amaranth’s Positions in January 2006
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8 All of the data and information in this Report regarding Amaranth’s trading is derived from
trading data obtained from Amaranth, ICE, and NYMEX and Subcommittee interviews with

Amaranth officers and traders,
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Fig. 23. In January 2006, Amaranth built a short position of about
40,000 March 2006 contracts, about 2/3 of which were on NYMEX
and 1/3 on ICE. Positions beyond May 2007 are not displayed. Data
source for charts on Amaranth’s positions: NYMEX, ICE, and
Amaranth. ;

During February 2006, Amaranth shifted its short March positions
into April, maintaining its bet that natural gas prices would continue to
fall. By the middle of the month, as the relatively mild weather
continued, Amaranth concluded that the growing glut of gas would carry
through the summer and into the fall. Amaranth began selling futures
contracts for the fall months and buying futures contracts for the winter
months with the expectation that the price of winter gas would be at a
premium. In particular, Amaranth bought contracts for January 2007
and sold contracts for November 2006 (the “January/November
spread”), in effect betting that January prices would rise faster than
November prices. Amaranth invested heavily in its trading strategy,
finishing the month with a short position of more than 25,000 November
contracts and a long position of more than 25,000 January contracts.
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Figure 24

Amaranth’s Positions in February 2006
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Fig. 24. In mid-February, Amaranth began building a large spread
position between January 2007 and November 2006. Most of the
trading in these contracts occurred on NYMEX.

Amaranth pursued a similar strategy in March 2006; it maintained
a short position in the nearby spring months, shifting 30,000 short April
contracts into May. It also maintained its large spread position between
the upcoming fall and winter months. Although Amaranth began
building this spread by selling November 2006 contracts and buying
January 2007 contracts, in March, Amaranth shifted some of its short
positions from November 2006 contracts into October 2006 contracts.
To build these positions, Amaranth traded primarily on NYMEX, and to
a lesser amount on ICE.
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Fig. 25 During March Amaranth continued to hold a short spring
position and a spread between the fall months of October and
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Amaranth’s Positions in March 2006
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Amaranth continued the same strategies in April. It rolled its short

May 2006 contracts into short June 2006 contracts and increased its
January/November spread position by several thousand contracts. By

the end of April, Amaranth was short approximately 30,000 contracts for
November 2006, and long more than 34,000 contracts for January 2007.

Amaranth had also accumulated significant short positions in the
summer and fall months and significant long positions in the winter

months. All of these positions reflected Amaranth’s fundamental market

view that the price of natural gas during the winter would be very

expensive as compared to the summer.
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Figure 26
Amaranth’s Positions in April 2006
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Fig. 26. In April Amaranth maintained its short position in the nearby
spring and summer months and slightly increased its winter/fall
spread position.
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According to traders interviewed by the Subcommittee,
Amaranth’s fundamental market outlook in early 2006 was not
unreasonable under the circumstances. What was striking about
Amaranth’s positions, and unknown to other traders, was the size of
Amaranth’s natural gas holdings. By the end of February, Amaranth
held nearly 70 percent of the open interest in the NYMEX natural gas
futures contract for November 2006 (Figure 27), and nearly 60 percent
of the open interest in the NYMEX natural gas futures contract for
January 2007 (Figure 28). In other words, Amaranth’s long position in
the January contract accounted for about 60 percent of all of the futures
contracts for January that had been bought and had not yet been sold
back. Similarly, Amaranth’s short position in November accounted for
about 70 percent of the November contracts that had been sold but had
not yet been bought back. These were extremely large positions.

Figure 27
Amaranth Open Interest, NYMEX Natural Gas Contract for
November 2006
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Figure 28

Amaranth Open Interest, NYMEX Natural Gas Contract for
January 2007
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Figs. 27 and 28. Amaranth held extremely large shares of open
interest in the November 2006 and January 2007 NYMEX natural gas
futures contracts. Data source: Amaranth and NYMEX.



274

Table 6
NYMEX Natural Gas Futures:
Cost of Position Size

Number : Profit or

of Margl-n Lo'ss From

Contracts Requirement* | Price
Change of 1¢

1 $6,750 $100

10 $67,500 $1,000

100 $675,000 $10,000

1000 $6,750,000 $100,000

10,000 $67,500,000 $1,000,000

100,000 . - | $675,000,000 . | $10,000,000

*Initial Margin requirement for 15 month
natural gas futures contract for traders not a
Member of the Exchange. Margin
requirements will be less for spread
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Although Amaranth
traders and officers told
the Subcommittee that
they did not consider any
of Amaranth’s positions
or trades to be unusually
large or risky, very few,
if any, other traders
appeared to hold
positions as large as
Amaranth or to trade as
much volume as
Amaranth. Generally,
except for large energy
companies and multi-
billion dollar funds,
positions of a few
thousand contracts are

positions.

beyond the financial
capability and risk
tolerance of most traders.

All traders are required to post funds - called “margin” - with their
clearing firms to ensure that they have the financial resources to perform
under the contract and make up for any losses incurred in their positions.

Large holdings incur large
margin requirements. An
outright position of 10,000
contracts, for example, requires
the posting of a margin of over
$67 million. Assuming the price
of natural gas is about $7.50 per
MMBtu, an outright position of
10,000 NYMEX futures
contracts would be worth $750
million. A change of just one
cent in a position of 10,000
futures contracts, whether an
outright position or a spread
position, would change that
trader’s profit or loss by $1
million. At times, from late
April through mid-August 2006,
Amaranth held more than
100,000 natural gas futures

How big is 100,000 contracts?

From late April through mid-August,
Amaranth had a total open interest on
NYMEX of more than 100,000 natural gas
futures contracts — more than 40 percent of
the total open interest on NYMEX during
this period. By late summer, Amaranth
also had built total positions on NYMEX
and ICE of nearly 100,000 contracts in
individual months.

100,000 contracts represent an amount of
natural gas equivalent to:
o | trillion cubic feet of natural gas;
e 23 percent of the amount of natural
gas consumed by residential users in
2006;
* 5 percent of the total amount of
natural gas consumed in the United
States in 2006.
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contracts. Amaranth’s total margin requirements routinely exceeded $1
billion.

Amaranth’s short-term and long-term positions yielded good
returns in April 2006. The spread between the November 2006 contract
and the January 2007 contract widened from $1.59 to $2.22.
Amaranth’s short June position did very well in April too, as the price of
the June 2006 contract fell from $7.42 to $6.55 during the month of
April. The March/April spread in 2008 increased from $1.97 to $2.48,
and the March/April spread for 2010 increased from $1.99 to $2.40. In
total, Amaranth’s energy portfolio gained more than $1 billion in value
in April 2006, by far the largest contribution to Amaranth’s overall
return of more than 14 percent for the month and more than 30 percent
for the year-to-date.®

Amaranth explained its successful April in a monthly letter on the
fund’s perforinance sent to Amaranth’s investors:

Our energy and commodities portfolios generated
outsized returns due to unusual volatility across the crude oil,
natural gas, and metals businesses. Primary drivers of returns
included (1) natural gas spread trades, which benefited from
the significant increase in crude oil prices and the glut of
summer 2006 natural gas relative to storage capacity and
prospective summer demand, and (2) a profound increase in
base metals prices (copper in particular) with an associate
volatility spike. As volatility increased during the month, we
took the opportunity to reduce exposure in our natural gas
and metals portfolios and realized profits. *

Table 7
Amaranth Returns: January - April 2006
Month Month(lgk ;Return Ys::;t;-[();;e
Jan 6.45 6.45
Feb 4.30 11.03
Mar 2.91 14.26
Apr 14.42 30.73

8 Amaranth, Performance and Net Assct Value Report—September 2006 YTD, provided to
JPMorgan Chase, Bates No, JPM-PSI 00006995,

# Amaranth investor letter in April 2006 monthly update to JPMorgan Chase, Bates No, JPM-
PSI 00006978.
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Upon closer analysis, Amaranth itself appears to have been a
significant contributor to the “unusual volatility” in the natural gas
market that added so much to its “outsized returns” for April. Amaranth
purchased large numbers of January contracts, coupled with large sales
of the November contract, a trading strategy called “buying a spread
position.” By buying one contract and selling the other in linked
transactions, Amaranth helped to widen the difference in price between
these two contracts, Amaranth was the predominant buyer of the
January contract during this period; its long January position constituted
as much as 60 percent of the amount of open interest in that contract on
NYMEX. At the same time, Amaranth was the predominant seller of
the November 2006 contract; its short November position constituted as
much as 75 percent of the amount of open interest in that contract on
NYMEX. As Figure 29 shows, Amaranth’s large purchases of NYMEX
natural gas futures contracts for January 2007 are highly correlated with
movements in the price spread between the January 2007 and November
2006 contracts (the January/November price spread).

Figure 29a

Amaranth's Purchases of January 2007 Contracts
Are Highly Correlated with Spread Prices

45000 1 contracts $ per MMBiu — 2.40
40000 ER Amaranth ICE Positions /y 2.20
35000 | ¥ Amaranth NYMEX Positions /
‘ 2.00
== Jan 07-Nov 06 Price Spread uJ w
30000 - 1 N
il | - 1.80
25000 - \ f ™. l/l
N f
20000 il e
- 1.40
15000 -
10000 120
5000 - + 1.00
o AT NG : 4 0.80

3-Jan 18-Jan - 1-Feb 15-Feb -2-Mar 16-Mar 30-Mar 13-Apr 28-Apr

Fig. 29a. From mid-February through April, Amaranth’s large sales of
November 2006 futures contracts and purchases of roughly the same
number of January 2007 futures contracts increased the price spread
between the two contracts. Data source: NYMEX and ICE.
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Amaranth's Purchases of January 2007 Contracts and
January/November Spread Prices
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Fig. 29b. The size of Amaranth’s position in the January-November
spread (and the January/October spread) was highly correlated with
the January-November prices spread during the winter, spring, and

summer of 2006. Data sources: NYMEX and ICE.

Table 8
Correlations Between
Amaranth Positions in the Jan 07
Natural Gas Contract and the Jan
07-Nov 06 Price Spread

Correlation Between:

NYMEX ICE Total
Positions | Positions | Positions
and and and
Spread Spread | Spread
Price Price Price
13- oge 0.90 0.93
4/28 ) ’ )
n-1 078 0.75 0.87

8/31

Statistically, there is also

‘a high degree of correlation

between Amaranth’s spread
positions and the price of the
January/November spread.
For the time period from
January 3, 2006 through April
28, 2006, the correlation
coefficient between the
January/November price
spread and Amaranth’s net
long position in NYMEX
futures and ICE swaps for
January 2007 equals 0.93:
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A high degree of statistical correlation between two variables does
not, by itself, establish a causal relationship between the two. Two
highly correlated variables may each be caused or partially explained by
an independent third variable and thus bear no causal relationship to
each other.”’

Several factors, however, support the conclusion that Amaranth’s
trades were a major cause of the increase in these price spreads. First,
the nature of a commodity market dictates that the price is the dependent
variable. The interactions between buyers and sellers through bids and
offers immediately determine the price of the commodity. When there
are more buyers than sellers prices rise, and when there are more sellers
than buyers prices fall.

Because Amaranth was overwhelmingly the predominant buyer of
January contracts and the predominant seller of November contracts
during this period, meaning the predominant buyer of the
January/November spread, Amaranth’s actions must be considered to be
the predominant cause of the increase in the January/November price
spread. Amaranth’s predominant buying of the January contract is
reflected in the open interest percentages for that contract - Amaranth
held more than half of all outstanding contracts that had been bought.
Amaranth’s predominant selling of the November contract is reflected in
the open interest percentages for that contract - Amaranth had sold more
than half of all outstanding contracts that had been sold.*®

Other traders who bought or sold this spread position also would
have contributed to the price of the spread. However, since Amaranth
acquired and held the majority of long open interest in the January 2007
contract and the majority of short open interest in the November
contract, it follows that Amaranth alone contributed more to the increase
in the price of these spreads than all of the other buyers of this spread
combined.

¥7 For example, the day after Thanksgiving is usually the busiest shopping day of the year.
Although there is a high correlation between the consumption of turkey and consumer spending
in late November, it would be incorrect to conclude that eating lots of turkey in late November
causes people to buy gifts. Rather, there is a high correlation between the two variables because
another independent variable — the end-of-year holiday season — causes both results.

Open interest reflects not just past activity - who has bought and held the most contracts, for
example - but also gives an indication of who must do most of the selling and buying in the
future, before the contract expires. A trader that acquires a large share of open interest not only
may have had a significant effect on the current price structure, but can have a significant effect
on future prices depending on how it reduces its open interest. For example, if a trader with a
large share of long open interest suddenly decides to sell its contracts, it likely will push down
the price of the contract. On the other hand, if a trader with a large share of open interest decides
to hold onto those contracts and wait for a higher price before selling, the price will move down
more slowly, if at all, because there will be much less selling pressure.
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Moreover, Amaranth did not confine its natural gas trading to just
November and January contracts. It also acquired a large share of the
open interest in the surrounding months. From mid-February through
mid-September, Amaranth always held at least 30 percent, and on
occasion as much as 45 percent, of the total open interest in the NYMEX
futures contracts for the 2006-07 heating season (October through
March). Until its September collapse, Amaranth had by far the largest
positions of any single trader in the 2006 U.S. natural gas financial
markets.

Figure 30

Amaranth Open Interest, NYMEX Natural Gas Contracts for
Winter, 2006-07

Compared to
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Fig. 30. Amaranth held nearly 40 percent of the total open interest in
NYMEX futures contracts for the winter of 2006-07 (October through
March). Data source: Amaranth and NYMEX.
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Table 9, which provides selected data from these figures, shows
how Amaranth’s open interest in natural gas contracts increased from
February to April 2006. The significant growth in Amaranth’s positions
in other winter and summer contracts during this period is further
evidence that Amaranth’s large buys of winter contracts and large sales
of summer contracts were the major cause of the widening difference in
price between the winter and summer contracts.

Table 9
Growth in Amaranth Positions in Early 2006

2/1/06

4/28/06 | 32 | 14| 27 | 18 | 3 | 61 | 16:| 45 | 40 | 38

Amaranth’s trades were not the sole cause of the increasing price
spreads between the summer and winter contracts; rather they were the
predominant cause. This analysis does not draw any conclusions
regarding whether the underlying market conditions provided a sound
rationale for investing in the January/November price spread; rather it
focuses on how large buys and sells of futures contracts by a single
trader, whatever the underlying market conditions and regardless of the
trader’s motivation, were responsible for producing most of the price
variation in that spread. The trading data show, in short, that the sheer
volume of Amaranth’s trades and size of its positions affected the
November and January contract prices and the resulting price spread.
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The trading data also indicate that Table 10
Amaranth’s effect on the Correlations Between
January/November price spread affected ~ January/October and
other key price spreads. For example, Janu_aryl November
because the fundamentals of natural gas Price Spreads
supply and demand for October are so Year Correlation
closely related to the supply and {(of Nov | Between
demand fundamentals for November, contract) | Spreads
the price of the October contract is 2002 0.97
typically closely related to the price of 2003 0.97
the November contract. Hence, the 2004 089

difference in price between the January
contract and the November contract is
closely related to the difference in price 2006 0.89
between the January contract and the

October contract. Because October is warmer than November, the
January/October spread will generally be larger than the
January/November spread, and changes in the January/October spread
will generally be larger than the corresponding changes in the
January/November spread.

2005 0.98

In early 2006, as the price spread between the November futures
contract and the January futures contract widened, the spread between
the January futures contract and the October futures contract also
widened. There is an extremely high correlation between the behavior
of these two price spreads in 2006, as reflected in Table 10.° As
Amaranth’s trades increased the January/November price spread, the
January/October price spread increased too. (Figure 31).

% Correlations are calculated for the time period preceding the October contract from the first
trading day in January through the date in August of expiry of the September contract.
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Figure 31
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Fig. 31. The large increases in the January/November price spread
contributed fo even larger increases in the January/October price
spread. Data source: NYMEX.

Moreover, a significant change in just one price spread can have a
cascading effect on a whole suite of price spreads. Indeed, the data
show that, as both the January/November and the January/October
spreads widened, a variety of other spreads involving the months close
to October, November, and January also widened.”® The increases
caused by Amaranth in the January/November price spread thus appear
to have contributed to increases in other related price spreads as well.

The behavior of the two price spreads in early 2006 differed
dramatically from previous years. Figure 32, which depicts the
historical behavior of January/November price spreads, and Figure 33,
which depicts the same information for the January/October price
spreads, show how the 2006 price spreads were significantly greater and
displayed more volatility than previous years.”! Many traders told the
Subcommittee they attributed the increased price spreads to heightened
concerns about the vulnerability of natural gas production to hurricanes
or other disruptions. Many traders interviewed by the Subcommittee

# Arbitrage trading between futures contracts for different months strengthens these
relationships.

°! Amaranth acquired the majority of the long open interest in the January 2007 contract as a
result of its purchases of the January/November spread. On several occasions, Amaranth
switched some of its short positions from the November 2006 contract to the October 2006
contract, For the purposes of this analysis, it does not make a difference whether the short leg of
the spread was in the October or November contract.
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also stated that they considered both spreads to be overpriced and that
they did not reflect a rational market response to the hurricane risk.

Figure 32
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Figs. 32 and 33. Amaranth’s trading in early 2006 caused extreme
volatility in the price spreads for natural gas for the winter of 2006-
2007. Data source: NYMEX.
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In sum, in early 2006, Amaranth accumulated tens of thousands of
natural gas contracts in multiple months, primarily on NYMEX but also
on ICE. In late spring, this strategy looked extremely successful;
Amaranth’s books showed that its energy trading gains in April alone
exceeded $1 billion.

E. May 2006: Liquidity Evaporates

“There is no sense in marking up the price to a very high
level if you cannot induce the public to take it off your hands
later.”

--Reminiscences of a Stock Operator, p. 245.

Amaranth’s natural gas trading strategy was highly profitable
in April 2006. In May, the market took all those profits back.

In May, Amaranth increased the size of its position in the
January/November price spread to nearly 60,000 contracts. Tt also
increased its total short position for the next few summer months to
nearly 70,000 contracts. (Figure 34).”> During this period, Amaranth
continued to hold between 60 and 70 percent of the open interest for the
NYMEX natural gas futures contract for November 2006, and between
50 and 60 percent of the open interest for the NYMEX natural gas
futures contract for January 2007. (Figures 27 and 28, supra).

Figure 34
Amaranth’s Positions in May 2006
May 4, 2006
60000
40000 Jan-07

20000 ;g Mar-07
- _&. . w,%,ﬁ%__,gﬂ»%_

mICE

Nov-06
#NYMEX

* Following its losses during the last week of May, Amaranth switched its positions on ICE to
NYMEX to reduce its margin requirements. E-mail from Damir Durkovic to Jim Glynn, David
Chasman, Jeff Baird, Brian Hunter, May 30, 2006, Bates No. AALC_REG0154959.
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Fig. 34. In May 2006, Amaranth increased the size of its position in
the January/November price spread while simultaneously increasing
its short position for the next few summer months.
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In mid-May Amaranth tried to reduce some of its positions and
realize some of the gains in the value of its holdings. Amaranth found it
difficult to find enough buyers willing to pay the prevailing market
prices for these positions. Additionally, toward the end of the month a
number of other large traders sold futures contracts while prices were
high. This pushed prices down, making it even harder for Amaranth to
find buyers at the prices it wanted to lock in its profits. Amaranth’s
traders debated whether to hold their positions and wait for buyers at
higher prices, or to begin selling its positions and give back some of
their previous gains.

During the last week of May the market turned sharply against
Amaranth. All of the winter/summer price spreads fell sharply. The
January/November price spread, for example, fell from $2.15 to $1.73, a
drop of about 20 percent. In total, Amaranth lost more than $1.16
billion in the value of its energy contracts during the last week of May,
Nevertheless, due to its large gains in the previous months, Amaranth
was able to teport to its investors a net return of more than 15 percent for
the first five months of the year.

In its monthly letter to investors Amaranth described May 2006 “as
the worst month since inception.” Amaranth’s officers explained that
after the successful month of April the fund had tried to reduce its
positions and capture some of its gains but was unable to do so:

Historically, the market has provided sufficient liquidity and
opportunity for us to tailor the portfolio as desired despite
rapidly changing market dynamics. This
“expansion/contraction” approach has enabled us to generate
more profits than if we had required the team to unwind
trades aggressively whenever markets moved in our favor. In
this case, as we endeavored to monetize gains (and reduce
risk) within the portfolio, liquidity in the market seized up
due to high volumes of producer hedging that oversaturated
market demand for forward natural gas. While this was a
humbling experience that has led us to recalibrate how we
assess risk in this business, we believe certain spread
relationships remained disconnected from their fundamental
value drivers.”

%% Amaranth letter to investors from JPMorgan Chase, May 2006 Update, Bates No. JPM-PSI
00006981, In interviews with the Subcommittee, Amaranth traders provided similar
explanations for their May losses.
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It is not surprising that Amaranth had difficulty finding buyers
when it tried to sell its high-priced spread positions. Generally, a buyer
will be able to build a large position if he or she is willing to pay
escalating prices to do so. As prices are rising, there will be plenty of
sellers. The presence of many sellers at high prices, however, does not
mean there will be many buyers at high prices. If a very few or only one
trader had been doing all the buying as prices were rising, there may be
even fewer or no buyers at all at the resulting high prices.

In addition, there is an inherent imbalance between buyers and
sellers in the natural gas futures market. Generally, the producers of
natural gas use the futures market to hedge their future sales and thus are
generally sellers of futures contracts. Many end users, such as
residential customers and even some LDCs, do not use the futures
market to hedge their future purchases. The end result is that the natural
gas market consists of more “natural” sellers than buyers.

Speculators in the natural gas market help balance out the buyers
and sellers. By purchasing futures when they believe them to be under-
priced, speculators help make up for the structural shortage of buyers
and help producers hedge their future sales. °* Amaranth had no
difficulty finding sellers when it was buying contracts for the winter
months while spread prices were high. In this instance, the presence of
more sellers than buyers worked to Amaranth’s advantage. When
Amaranth decided to try to sell those high-priced positions, however, it
could not find nearly enough buyers who were willing to pay even
higher prices to take those positions from Amaranth. In this instance,
the natural shortage of buyers worked against Amaranth.

Amaranth’s inability to find buyers at the prevailing prices is
additional evidence that most traders considered the market to be
overpriced. Winter/summer spread prices were at unusually high levels
compared to past years. Although Amaranth may have believed that its
positions reflected fundamental values, few other traders appear to have
shared that view. One hedge fund trader told the Subcommittee that the
level of the January/October spread at that point in time was “totally out-
of-whack;” another trader said that it was “ridiculous.”

The sheer size of Amaranth’s positions made it difficult to find
enough buyers to purchase its holdings. On 18 of 21 trading days in
May, Amaranth’s positions accounted for more than 50 percent of the
open interest in the January 2007 NYMEX natural gas futures contract.
On all trading days in May, Amaranth accounted for at least 55 percent
of the open interest in the November 2006 contract. Amaranth’s open

* For a more detailed discussion of the financial strategies of producers and speculators, see also
Hillary Till, EDHEC Comments on the Amaranth Case: Early Lessons from the Debacle (2006).
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interest in the November contract was greater than the total open interest
in each of the NYMEX November contracts during the month of May in
each of the preceding three years. (Figure 35a). Similarly, in May 2006,
Amaranth held as much or more open interest in the NYMEX January
contract than all NYMEX traders combined in the month of May in each
of the prior three years. (Figure 35b). In other words, in 2006,
Amaranth’s positions in each of these two contracts was about as large
as the entire NYMEX market for these contracts over a similar time
period in each of the three previous years. Put simply, Amaranth was
too big for the market it had created.

Figure 35a

NYMEX Futures Contracts for Ndvember:
Open Interest from January-May
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Figure 35b

NYMEX Futures Contracts for January:
Open Interest from January-May
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Figs. 35a and 35b. From March through May 2006, Amaranth held
more opern interest in the November NYMEX futures contract than
was held by all other traders combined in the November contract in a
similar time period in previous years. Amaranth also held as much or
more open interest in the January contract than all other traders
combined in previous years. Data source: NYMEX.

The box that Amaranth built and found itself inside of - buying up
the market, bidding up the prices, and then finding a lack of other
persons to whom to sell those positions - had detrimental consequences
for many other market participants. The prevailing price levels,
especially the extraordinary price spreads that arose in the spring of
2006, did not arise from the interaction of many buyers and sellers or
reflect the “consensus” market view of the fundamentals of supply and
demand. Rather, the market largely reflected the actions of a single
trader whose steady buying and accumulation of very large positions
exerted a continuing upward push on prices over this time period.

On the last trading day in‘April before the May futures contract
expired, Amaranth made a sizeable last-minute sale that caught the
attention of the NYMEX market surveillance program. The last day of
trading for the May 2006 NYMEX futures contract was on April 26,
2006. On that day, Amaranth sold just over 3,000 May futures
contracts, 2,527 of which were sold during the final 30 minutes of
regular trading, the period in which the final settlement price for the
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expiring May contract was determined. According to NYMEX, “Of
these 2,527 contracts, Amaranth sold 99%, or 2,517 contracts, during the
final four minutes of regular trading hours. Of these 2,517 contracts,
Amaranth sold 75%, or 1,897 contracts, during the final minute of
regular trading hours. . Amaranth further sold 517 contracts during the
‘post-close’ trading session.””

Amaranth was the largest seller of contracts during the final
minutes of the settlement period, accounting for about 15 percent of the
trading volume during the last eight minutes of trading. During that
period, the price of the May contract fell significantly. At2 p.m., the
start of the settlement period for the May contract, the price of the May
contract was around $7.15 per MMBtu. Over the next 10 minutes the
price rose about 12 cents to around $7.27. The price remained at that
level for about 12 minutes. During the last eight minutes of trading, the
price fell 17 cents to around $7.10. The final settlement price for the
May contract, which is calculated to be the volume-weighted average of
the prices during the 30-minute settlement period, was fixed at $7.198.

After noting Amaranth’s large volume of trading near the close of
this contract, NYMEX asked Amaranth to “provide a written
explanation of the commercial need and justification for their trading.
In its response, Amaranth stated that in early 2006 its “primary natural
gas trading strategy was to hold long winter month positions and short
summer month positions (which consisted of NG, ICE OTC Cleared,
OTC and ClearPort Contracts).””’ After its gains in April, Amaranth
wrote, it began to develop strategies to reduce these positions. *®

2 96

Amaranth told NYMEX that on the date of the expiration of the
May 2006 contract it was waiting to see how many long winter contracts
it could sell before deciding how to dispose of its summer 2006
contracts. “Amaranth monitored the winter natural gas market on April
26 hoping to sell winter, and roll the long May NG to June on a spread.
Towards the end of the trading day it became apparent that Amaranth
would not be able to sell the winter contracts at attractive prices. Thus,
Amaranth decided (to the best of its recollection), at some time between

%% Letter from Anthony V. Densieski, Senior Director, Market Surveillance, NYMEX, to Mike
Carrieiri, Chief Compliance Officer, Amaranth, August 2, 2006, Bates No. NX-USSEN-00096.
Post-close trading refers to a two-minute period of trading that occurs after natural gas trading
has ended for the day. NYMEX reopens the markets to trading during this time, but does not
count trading during this period toward that day’s settlement price. See NYMEX Rule 6.57,
“Post-Close Trading Session.”

% 1d.

97 Letter from Mike Carrieiri, Chief Compliance Officer, Amaranth, to Anthony V. Densieski,
Senior Director, Market Surveillance, NYMEX, August 15, 2006, Bates No. Amaranth_Senate
012551-3.

%8 Amaranth wrote that “One effective strategy had been to sell winter positions and cover short
summer positions by allowing financially settled swaps to expire and by either selling or rolling
futures prior to their expiration.” Jd.
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approximately 2:17-2:23 p.in., to sell the May NG contracts outright,””

Amaranth explained that its trading of May 2006 contracts during the
settlement period “was motivated by the desire to achieve an aggregate
reduction in the risk of its portfolio.” The CFTC has an ongoing
investigation into Amaranth’s trading activities on that date.

Amaranth’s energy portfolio showed a loss of $1 billion during the
month of May. Reports of Amaranth’s large losses spread through the
natural gas market. One trader told the Subcommittee: “Bad news
travels fast in this industry. You can’t lose a billion dollars and not have
a lot of people find out about it.” The size of the losses also alerted the
market to the potential size of Amaranth’s natural gas holdings. “A big
hedge fund that shows big losses must have big positions that were
losing money,” a trader told the Subcommittee. “It didn’t take rocket
science to figure out there was one player in the market, and who that
player was. No one else could have taken positions of this size.”

This same trader told the Subcommittee that, based on the size of
the losses and the volume of trading activity, it was not difficult to
discern what Amaranth’s positions were. He guessed that Amaranth was
behind the unprecedented price spread between the October and January
contracts. He observed that, “The October-January spread had never
done anything like this.” This trader also concluded that Amaranth was
long on the March 2007/April 2007 price spread, and long on the
November/January spread, since both those price spreads were out of
proportion to historical norms. “It was naive to think that they could get
out of the market with a size of 100,000 positions,” the trader added. “I
knew Amaranth would eventually implode. It was just a question of
when.”

% Letter from Amaranth to NYMEX, Aﬁgust 15,2006, The term “NG” rofers to natural gas.
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F. June and July 2006: Amaranth Increases its Positions

“Who cares about the fundamentals?”’
--James J. Cramer, 2007'%

“It is not wise to disregard the message of the tape, no matter
what your opinion of crop conditions or of the probable
demand may be.”

--Reminiscences of a Stock Operator, p. 124.

By the end of May, at least some of Amaranth’s traders and
officers were aware of the firm’s predicament — that it had accumulated
larger natural gas positions than it could sell profitably. According to
Amaranth traders interviewed by the Subcommittee, the firm decided to
wait and see if more liquidity would develop for Amaranth to be able to
reduce the size of its winter/summer spread positions at favorable prices.
The alternative would have been to unwind some of its positions and
take the loss that would result from selling those positions in a falling
market. “We thought about pulling the trigger and taking the loss,” an
Amaranth trader said. “We had many discussions about it. We figured
we could get out for maybe a billion dollars. But we decided to ride it
out and see if the market would come around,” he explained.

(1) Increasing Summer and Winter Positions

In June and July 2006, Amaranth did not, however, pare down its
spread positions; it enlarged them. At the beginning of June, Amaranth
held around 53,000 January 2007 contracts, virtually all of which were
on NYMEX. Over the course of the month, Amaranth increased its
January 2007 position by about 13,000 contracts, mostly by trading on
ICE. By the end of June, Amaranth held short positions of about 44,000
contracts for August 2006, 46,000 contracts for September 2006, and
51,000 contracts for November 2006. It was long about 26,000
contracts for October 2006, and 60,000 contracts for January 2007.
These positions were the largest Amaranth had held to date.

100 Interview from TheStreet.com, December 2006.
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Amaranth Positions in June 2006
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Fig. 36. In June 2006, Amaranth continued to increase the size
of its position, mostly by trading on ICE.

Amaranth continued to build these positions throughout July. By
the end of July, for example, Amaranth had increased its long position
for January 2007 to nearly 80,000 contracts. The amount of natural gas
represented by a position size of 80,000 natural gas contracts for January
2007 is nearly equal to the entire amount of natural gas that was actually
used by U.S. residential consumers nationwide during January 2007. It
was an extraordinary large position in a single futures month,
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Amaranth Positions in July 2006
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Fig. 37. Amaranth continued to increased the size of its position
during July 2006, ending the month with 80,000 contracts for January
2007, approximately the amount of natural gas that was eventually
used by U.S. residential consumers nationwide in January 2007.

In-addition to building its long position for the winter months,
Amaranth added to its short position for the upcoming summer and fall
months. For example, Amaranth rolled short positions in the August
contract that was expiring into the contract for the following month of
September.'”! By the end of July, Amaranth held a short position for
September of about 63,000 contracts.

1 «Rolling” a position consists of shifting a position from one month to the next. Rolling a
short position requires purchasing futures contracts for the first month and then selling an
equivalent number of contracts for the second month, thereby finishing with no net position for
the first month and a net short position in the second month. Rolling a long position requires
selling futures contracts for the first month and then buying an equivalent number of contracts
for the second month, effectively shifting the long position from the first month to the second
month.
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(2) March/April Price Spread

Throughout June and July, Amaranth added to another spread
position as well, this time between two consecutive months, March 2007
and April 2007. By the end of July, Amaranth was long approximately
59,000 contracts for March, and short about 80,000 contracts for April.
By any measure, both positions were substantial.

Natural gas futures prices for two consecutive months are normally
similar, since the two months are likely to share similar weather and be
subject to similar supply and demand trends. The months of March and
April, however, are an exception. March is the last month of the winter
heating season, when natural gas supplies are low but gas is still being
withdrawn from storage, and April is considered the first month of the
summer season, when gas storage facilities begin to be refilled. The
price difference between March and April contracts, therefore, is one of
the most volatile natural gas price spreads. As a result of this
unpredictability, taking a position in the March/April spread is
sometimes referred to as “the widowmaker” bet.'”

Amaranth’s pattern of trading with respect to the March and April
contracts differed from its trading pattern with respect to the January and
November contracts. Amaranth steadily built its positions in the
January/November spread over the course of a number of weeks, and the
price spread steadily rose over a similar period of time. (Figure 29b), In
contrast, the March/April spread already was at a relatively high level
when Amaranth began taking positions in those contracts. On several
specific dates, Amaranth increased its positions in both contracts by
huge amounts, which significantly boosted the price spread on those
dates. These spikes not only resulted in higher prices on the specific
dates on which Amaranth made large purchases, but also resulted in
higher prices than otherwise would have been the case in the days
following those spikes. These price spikes, which all traders could see
had been driven by large scale trading, deterred some traders from
pursuing their view that prices should fall. Traders feared that additional
price spikes resulting from this large-scale trading would prevent prices
from falling, despite market fundamentals.

Trading data show that Amaranth’s purchases of the March/April
2007 spread significantly affected the price of the spread. On two dates
in particular, May 26 and July 31, Amaranth purchased very large
amounts of this spread. On these dates, the price spread increased
significantly as a direct result of Amaranth’s trading.

192 Davis, Hedge Fund Hardball, supra note 83.
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of March/April 2007 Spread

Positions
on May 26, 2006

5,423

Total volume 4,816
Amaranth

volume +2,599 | -2,605
Amaranth

volume (% of | 48% 54%
total)

Amaranth

openinterest | 27% 14%

% of total

| Total volume

Amaranth

volume +4,900 | -4,900
Amaranth

volume (% of | 90% 80%
total)

Amaranth

open interest 4% 21%

% of total

Total volume

Amaranth

volume +8,347 | -8,284
Amaranth
volume (% of | 59% 71%

total

Amaranth
. volume

98

On May 26,
Amaranth’s purchases of the
March 2007 NYMEX natural
gas futures contract
accounted for nearly 50
percent of the total volume of
the March 2007 contract on
that date. On the same date,
Amaranth’s sales of the April
2007 futures contract
accounted for just over 50
percent of the volume of the
NYMEX April contract. As
Table 11 indicates, Amaranth
also accounted for the vast
majority of trading in natural
gas swap contracts for March
2007 and April 2007 on ICE
and on NYMEX Clearport.

Amaranth’s large trades
were a major factor in the 25-
cent increase in the price
spread that occurred on that
date. As reflected in Figure
39, this was the third-largest
increase in this price spread
during 2006.
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Figure 38
March/April 2007 Price Spread
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Fig. 38. From January through August, the March/April spread for
2007 ranged between $1.50 and $2.50. The price curve of this
spread was punctuated by several price spikes. Data source:
NYMEX.

Figure 39

March/April 2007 Price Spread
Daily Change
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Fig.-39. Three of the four largest spikes in the March/April 2007 price

spread occurred on days of large-scale trading by Amaranth. Data
sources: Amaranth, NYMEX, and ICE.
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As Figure 39 shows, another spike in the price spread between the
March and April contracts occurred on June 14 and 15. Over the course
of these two dates, the price spread between these contracts increased by
51 cents. This increase is also, in large part, attributable to Amaranth’s
large trading on these dates.

Table 12
Amaranth Purchases of
March/April 2007 Spread Positions
on June 14 and 15, 2006

Amaranth open
interest (% of

| Amaranth
volume (% of
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Amaranth’s trades on July 31 had a significant effect upon the
March/April spread price. These purchases followed a record-setting
heat wave in July that caused the first-ever summertime withdrawal of
natural gas from storage. From mid- through late-July, intense heat
waves in the West, Midwest, and East led to a large spike in the demand
for electricity for air conditioning, prompting a surge in demand for
natural gas. “Conditions seen last week were the most extreme in many
years, shattering previous records for U.S. electricity production and
power sector consumption of natural gas,” one analyst noted.'” “For the
first time in the weekly data for the warmer months of May through
September from 1994 to the present,” DOE’s EIA reported, “[last
week’s data] showed a net withdrawal of 7 Bef [Billion cubic feet] for
the week, contrasting sharply with the 5-year average net injection of 65
Bef and last year’s net injection of 41 Bef. This week’s net withdrawal
was driven largely by higher temperatures and price incentives
prevailing during much of the week.”'*

Amaranth’s purchases of the March/April contracts on July 31
dominated the trading of both natural gas contracts on NYMEX and ICE
for that date. On July 31, the difference in the prices of the March and
April contracts increased by 72 cents, an extraordinarily large jump in
the price spread between these two contracts. ' Figure 40 shows the
change in Amaranth’s positions on July 31; Table 13 shows how large
these trades were relative to the market.

103 Energy Trader, “Cooling demand prompts first-ever drawdown of gas in storage during
summer months: EIA,” July 28, 2006.

104 E1A, Natural Gas Weekly Update, July 27, 2006.

195 Statistically, the 72-cent increase on July 31 was a seven-standard deviation event, in relation
to the changes in the price of this spread between January 3 and August 31, 2006. If the market
were truly an efficient market, in which price movements were random and no single trader had
the ability to move the price, a daily price change of seven-standard deviations would be
expected once every several hundred million years. Several market experts told the
Subcommittee, however, that the natural gas market does not conform to any simple statistical
model. One trader said, “Seven-standard deviations events happen all the time in this market.”
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Figure 40

Amaranth’s Purchases of the March/April 2007 Spread
on July 31, 2007
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Fig. 40. On July 31, Amaranth bought nearly 26,000 natural
gas contracts for March 2007 and sold about 24,000 contracts
for April 2007,
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Table 13
Amaranth Purchases
of March/April 2007
Spread Positions
on July 31, 2006

Total volume
Amaranth
volume
Amaranth
volume 68% 68%
(% of total)
Amaranth
open interest 58% 47%
% of total

Total volume
Amaranth

volume +541 478
Amaranth

volume 19% 25%
(% of total)

Amaranth

open interest 16% 52%

% of total

Total volume

Amaranth
volume

Amaranth
volume 59% 51%
% of total

22,087
+13,000 | -10,931

Amaranth
volume

Figure 41 shows how Amaranth’s purchases of the March contract
increased its share of the open interest in that contract to about 60
percent. Figure 42 shows how Amaranth’s sales of the April contract
increased its share of the short open interest in that contract to nearly 50
percent of the open interest in the April contract.
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Figure 41

Amaranth Open Interest
NYMEX Natural Gas Futures Contract for March 2007

Compared to Total NYMEX Open
Interest
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Fig. 41. By July 31, Amaranth held around 60 percent of the
open interest in the March 2007 contract. Data source:
NYMEX.
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Figure 42

Amaranth Open Interest
NYMEX Natural Gas Futures Contract for April 2007
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Fig. 42. By July 31, Amaranth held nearly 50 percent of the
open interest in the April 2007 contract. Data source: NYMEX.
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The clearest explanation for the extreme magnitude of the price
spread increase on July 31 is Amaranth’s large volume of trading in the
March and April contracts. Amaranth was the largest trader on both
NYMEX and ICE.'" Figure 43 shows the relationship between
Amaranth’s long positions in March 2007 natural gas futures contracts
on NYMEX and corresponding ICE natural gas swaps. Figure 43 shows
how the large increases in the March/April price spread during the
summer of 2006 tracks the changes in Amaranth’s position in that
spread.

Figure 43

Amaranth's Purchases of March 2007 Contracts
and March/April Spread Prices
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Fig. 43. Amaranth’s large purchases of the March and April 2007 contracts
on May 26, June 14-15, and July 31, 2006, were a major cause of the price
spread increases on those dates. Data Sources: NYMEX and ICE.

1% In instant message obtained by the Subcommittee, a trader wrote Brian Hunter on the
afternoon of July 31, 2006 “Brian, u busy...what the hell is going on out there, rumour is you
are getting even more rich!!! ...I heard March April swap spd [spread?] you made a killing... so

Subcommittee from Amaranth, Bates No. AALLC_0627973.
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The trade publication /nside FERC interviewed several traders who
explained the price rise at the end of July as being driven by speculation
rather than market fundamentals. One analyst was quoted: “You don’t
move $1 in a day without the hedge funds in it. You just don’t. No
change in weather can take credit for a $1 change in pricing.”107

By the end of July, Amaranth was short nearly 60,000 contracts for
September, 42,000 contracts for October, and 80,000 contracts for April
2007; it was long 80,000 contracts for January 2007, 60,000 contracts
for March 2007, and 29,000 contracts for December 2007. Amaranth
held about 40 percent of the total open interest in the NYMEX natural
gas market for all of the winter months (October 2006 through March
2007).

G. Early August 2006: NYMEX Limits Amaranth;
Amaranth Moves to ICE

“It is obviously better in every way for a stock to be held by a
thousand people than by one man - better for the market in
it

--Reminiscences of a Stock Operator, p. 2435.

During 2006, NYMEX repeatedly reviewed Amaranth’s natural
gas holdings to determine whether they exceeded NYMEXs established
position limits or accountability levels. On several occasions, Amaranth
traded large numbers of contracts near their expiration date, triggering
NYMEX notices that the firm had violated NYMEX position limits; a
CFTC investigation of one of these instances is still ongoing.

In August 2006, NYMEX took more forceful action to limit
Amaranth’s trading, directing Amaranth to reduce its positions in the
NYMEX futures contracts not just for the September contracts that were
about to expire, but also for its contracts in the following month of
October. In response, Amaranth reduced its positions in those contracts
on NYMEX, but at the same time increased its positions in the
corresponding contracts on ICE. The end result was that Amaranth
maintained and even increased its positions in contracts for September
and October and preserved its ability to engage in large-scale trading as
the September contract neared expiration. In fact, Amaranth’s move
enhanced its ability to conduct large-scale trading near the contract
expiration, because, under current law, no market surveillance or
position limits apply to trading on ICE.

7 Inside FERC, Hedge fund headed by ex-NYMEX chief folds amid sizeable gas market losses,
Gas Market Report, August 11, 2006.
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1. Position Limits and Accountability Levels

As explained earlier, NYMEX officials are responsible for
conducting day-to-day oversight of the exchange to ensure orderly
trading and prevent fraud, manipulation, and excessive speculation. The
CFTC is also responsible for reviewing the trading on regulated
exchanges to prevent trading abuses, but it relies on the exchanges
themselves to be the first line of defense against misconduct and to alert
them to any concerns.

As part of its monitoring efforts, NYMEX compliance officials
routinely review the positions of NYMEX traders to ensure they fall
within NYMEX position limits and accountability levels. With respect
to energy commodities, NYMEX has established a fixed position limit
that applies during the last three days of trading of a futures contract.
The NYMEX rule states: “No person may own or control a net long
position or a net short position in the einration or current delivery
month in excess of [1,000 contracts].”'

For all months other than the expiration month, neither the CFTC
nor NYMEX has chosen to establish any fixed position limits. Instead,
for energy commodities, the CFTC has directed approved exchanges to
establish “accountability levels” which, when exceeded, require a trader,
upon request of the exchange, to provide information about its positions
and, if ordered by the exchange, to reduce those positions. NYMEX has
established three accountability levels for positions held by natural gas
traders: (1) a net position of 12,000 natural gas contracts in a single
month (called the “Any One Month Accountability” level);'® (2) a net
position of 12,000 natural gas contracts across all months (called the
“All Month Accountability” level);!' and (3) a net position of 1,000
NYMEX natural gas swaps within the last three trading days of the
related physically settled futures contract (called the “Expiration
Position Accountability” level).'!!

Traders are not prohibited from exceeding the NYMEX
accountability levels, but NYMEX has the authority to require traders
who exceed the levels to reduce those positions. Alternatively,
NYMEX can temporarily increase the accountability levels for a
particular trader if NYMEX concludes the trader’s overall position in the

1% NYMEX Exchange Rulebook, 9.27 and Chapter 9, Appendix A.
1% N'YMEX Exchange Rulebook, 9.26 and Chapter 9, Appendix A.
110
1d
"' NYMEX Exchange Rulebook, 9.27A and Chapter 9, Appendix A. The trader’s net position is
determined by adding up all the long positions and subtracting all the short positions.
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market is not excessively concentrated in a particular commodity or
contract. In making the determination of whether a trader’s position is
excessively concentrated, NYMEX considers only the trader’s positions
on the NYMEX exchange. NYMEX has no legal authority to place
trading limits on another exchange, particularly an exempt commercial
market like [CE.'"?

NYMEZX surveillance officials routinely review the positions of
NYMEX traders in relation to the accountability levels. Once a trader’s
futures contracts exceed an accountability level, NYMEX will review
the trader’s positions in relation to the overall open interest in the
contract to determine whether to allow the trader to maintain or increase
its position, or whether to direct the trader to reduce its position.

Evaluating a trader’s positions in relation to the NYMEX
accountability levels may entail a detailed analysis of the trader’s
positions and the size of the market in a variety of related contracts.
CFTC and NYMEX rules provide, for example, that, in addition to
reviewing a trader’s long and short futures contracts, NYMEX may
consider the trader’s positions in related NYMEX options and swaps.
For example, if a trader has more than 12,000 futures contracts in one
month, but also holds an offsetting position in NYMEX options for the
same month, NYMEX may, and probably will, permit that trader to
continue to hold that number of futures contracts, since the trader’s
overall position in the market is neutral.

Another key factor in the NYMEX analysis is the trader’s position
relative to the whole market. A position of 12,000 contracts may be of
extreme concern if the contract is near expiration and the total open
interest in the contract is fewer than 20,000 contracts—in that instance,
the trader’s position is dominant relative to the rest of the market. On
the other hand, a position of 12,000 contracts when expiration is several
months away and the total open interest is over 100,000 contracts will be
of much less concern. It is also not unusual for futures contracts that
will not expire for several years to have contracts held by only a handful
of traders, and therefore some will hold a high percentage of the open
interest. In many cases, NYMEX will determine that these traders’
holdings do not constitute excessive market concentration.

After conducting this market analysis, NYMEX has frequently
permitted individual traders to trade in excess of the Any and All
position accountability levels set forth in its rules. In doing so, NYMEX

12 Section 2(h)(3) of the CEA specificaily states that “nothing in this Act shall apply to an
agreement, contract, or transaction in an exempt commodity” entered into on an electronic
trading facility, other than specifically provided in the following paragraph. Section 2(h)(4) does
not confer any authority, or authorize the CFTC to delegate any authority, to a designated
contract market over trading on an exempt commercial market.



310

110

has concluded, in effect, that these traders’ holdings do not pose a
sufficient risk of excessive speculation to harm the market. NYMEX
accountability levels thus function, not as bright lines that no one may
cross, but as triggers for further review.

Given the importance of the individualized market analysis that
NYMEZX performs in deciding how to apply its accountability limits to a
particular trader, it is important to note that, when evaluating that
trader’s positions, NYMEX compliance personnel cannot obtain a
complete view of the market and are forced to act with incomplete
information. In particular, NYMEX personnel have no routine access to
trading data on ICE, the other leading U.S. commodities market whose
swaps and options have a direct impact on NYMEX prices.'" This lack
of access means that NYMEX personnel have no information on the
trader’s positions on ICE and no information on how those positions
relate to the rest of the natural gas financial market. Despite the fact that
many energy traders use both NYMEX and ICE, current law places
NYMEX and the CFTC in the untenable position of having to evaluate
traders’ positions based upon their holdings on NYMEX, while blind to
their holdings on ICE. Furthermore, even if the CFTC were to obtain
information about a trader’s positions on both exchanges showing that
the trader’s aggregate positions were excessive, under current law the
CFTC has no authority to limit that trader’s positions on ICE.

2. NYMEX Reviews of Amaranth’s Positions

In 2006, Amaranth exceeded the NYMEX position limit for natural
gas contracts on several occasions and repeatedly exceeded its natural
gas accountability limits. During the year, NYMEX sent two warning
letters to Amaranth regarding specific position limit violations, and
repeatedly considered whether to require Amaranth to reduce its
positions. As a result of information produced from NYMEX
surveillance, the CFTC initiated an investigation into one incident
involving Amaranth’s trading near the expiration of the May 2006

'3 Recently, in an effort to strengthen the enforceability of its position limit during the contract
cxpiration month, NYMEX issued a new policy that requires any trader seeking an exemption
from the position limit to disclose all of its positions over 1,000 contracts, including on other
exchanges. NYMEX Compliance Advisory #01-07 — Policy Statement Related to Exemptions
from Position Limits in NYMEX Natural Gas (NG) Futures Contracts, Notice No. 07-91,
February 16, 2007. This policy, however, does not apply to any of NYMEX’s accountability
levels and so will not provide NYMEX with the information about a trader’s positions that are
not on NYMEX when evaluating whether to increase a trader’s accountability levels. As of June
19, 2006, NYMEX has received only two applications for a position limit exemption in which a
trader has disclosed positions outside of NYMEX. NYMEX’s experience to date with its new
policy suggests that absent a legal obligation upon a trader to disclose all of its positions to an
exchange or to the CFTC, an exchange like NYMEX may, in fact, have no practical ability to
obtain such information. Moreover, it is possible that additional NYMEX disclosure
requirements may simply lead traders to increase their trading on other venues where such
disclosure is not requested.
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contract. Apart from attempting to limit Amaranth’s positions in
contracts that were about to expire, however, NYMEX did not attempt to
limit Amaranth’s overall speculative size.

Amaranth first attracted the attention of NYMEX compliance
personnel in 2005, when it exceeded the NYMEX accountability levels
several times. Each time NYMEX became aware of Amaranth’s large
holdings in a particular contract, it reviewed Amaranth’s positions and
determined that the size of the positions in relation to the overall open
interest on the contract were acceptable. NYMEX accordingly
temporarily increased the firm’s accountability levels on several
occasions.

This pattern continued into 2006. Virtually every month Amaranth
exceeded the NYMEX accountability levels, triggering a NYMEX
review of its positions. NYMEX records indicate that Amaranth was
one of many traders who exceeded the NYMEX accountability levels
during this period. During the first few months of 2006, NYMEX did
not take any action to limit Amaranth. By the end of the spring,
however, following several violations of the expiration position limits,
and as Amaranth’s size kept growing larger, NYMEX began to
scrutinize Amaranth’s positions more closely.

Amaranth’s first position limit violation occurred at the end of
February 2006. On March 13, NYMEX cited Amaranth for violating the
expiration position limit on trading near the expiration of the March
contract. In a letter of violation sent to Amaranth, NYMEX wrote: “At
the close of business on February 23, 2006, Amaranth maintained an
open commitment of 3,646 short contracts, 1,146 contracts over its spot
month hedge exempt position limit. . . . Owing to your firm’s violation
of the spot month NG position limit, and in accordance with the
provisions of Exchange Rule 9.36, this letter shall constitute a warning
to your firm.”'™*

Several weeks later, on April 7, 2006, NYMEX personnel
reviewed Amaranth’s short position of about 32,000 May contracts,
which exceeded the elevated accountability level of 25,000 contracts
that NYMEX had previously granted to Amaranth. The NYMEX
compliance officer determined that Amaranth should not be allowed to
increase its position in the expiring May contract. “I do not think that
Amaranth ANY month level should be increased any further in this case
because May06 is the front month contract,” the NYMEX compliance
officer wrote,""® He recommended contacting Amaranth or its clearing

14 L etter from Nancy M. Minett, Vice President, Compliance Division, NYMEX, to Mike
Carrieri, Chief Compliance Officer, Amaranth LLC, March 13, 2006, Bates NX-USSEN 081909,
'S Memo from Corey Traub to Anthony Densieski, April 7, 2006, Bates NX-USSEN 081782.
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firm to reduce Amaranth’s position. Trading records indicate that
Amaranth began reducing its position in the May futures contract after
the NYMEX review.

On April 26, the last day of trading on the May futures contract,
Amaranth sold more than 3,000 contracts in the final minutes of trading.
As described earlier, this last-minute sale eventually triggered not only a
NYMEX letter asking Amaranth to explain its trading, but also an
investigation by the CFTC. 16

In May, NYMEX sought to limit Amaranth’s trading at the
expiration of the June contract. In this instance, after reviewing
Amaranth’s positions in the June contract, NYMEX contacted
Amaranth’s clearing firm, JPMorgan Chase, to remind it that Amaranth
needed to comply with its expiration position limits. After receiving this
message from NYMEX, one JPMorgan Chase official wrote to another,
“Would you please remind Amaranth that they need to be at/below their
NYMEX Nat Gas exempt level COB May 23.”'"

Amaranth did not heed these instructions. On May 31, following
the expiration of the June contract, NYMEX sent a second warmning letter
to Amaranth. NYMEX wrote:

The records of the Exchange show that Amaranth, LLC
(“Amaranth”) exceeded its current delivery month (“spot
month”) hedge exempt position limit of 2,500 contracts on
two trade dates. At the close of business of May 23 and May
26, 2006, Amaranth maintained open commitments of 8,488
short and 3,363 long contracts, respectively. These open
commitments exceeded your firm’s spot month hedge exempt
position limit by 5,988 and 863 contracts, respectively.

Owing to your firm’s violations of the spot month NG
position limit, and in accordance with the provisions of
Exchange Rule 9.36, this letter shall constitute a warning to
your firm. Please note that a previous violation of this rule
was addressed in a warning letter issued to your firm on
March 13, 2006. Any further violation of the Exchange’s
position limit rules will be handled pursuant to Rule 9.36 and
may ultimatelgy result in extraordinary sanctions as specified
by this rule."

118 prom NYMEX records, it is unclear when NYMEX first observed Amaranth’s violation of
the expiration limits on April 26.

Y7 E_mail from Vincent J. Leale to Aldo J, Solares, May 19, 2006, Bates NX-USSEN 028552.
Y81 etter from Nancy M. Minett, Vice President, Compliance Division, NYMEX, to Mike
Carrieri, Chief Compliance Officer, Amaranth LLC, May 31, 2006, Bates NX-USSEN 081734,
In issuing these two warning letters, NYMEX was acting pursuant to the procedures specified in



313

113

The next day, June 1, Amaranth yet again appeared on the list of
traders exceeding NYMEX accountability levels. On this occasion, the
reviewing official recommended increasing Amaranth’s All Month
Accountability levels which, at this time were fixed at 23,000 long
contracts and 35,000 short contracts. Specifically, the reviewing official
recommended that Amaranth’s accountability level be increased from
23,000 to 40,000 for long contracts, while maintaining the limit on short
positions at 35,000 contracts. At the time, Amaranth had a net long
position of about 34,000 contracts.

The NYMEX official also recommended increasing Amaranth’s
Any Month Accountability levels to 40,000 contracts, both for long and
short positions. In making this determination, the official reviewed
Amaranth’s large positions in the July 2006, November 2006, January
2007, March 2007, and March 2008 contracts, and compared
Amaranth’s total positions in NYMEX futures, options, and swap
contracts to the overall open interest in futures, options, and swaps in
those contracts. Although the official recommended a temporary
increase for Amaranth in the accountability levels, he also noted:
“***This customer holds a very large percentage of open interest in
floor traded NG futures (Not FEQ) in outer months.*** Please let me
know if you want more (Non-FEQ) figures.”'"

A couple weeks later, the NYMEX compliance officer provided
senior NYMEX compliance officials with the futures-only data
mentioned in his previous e-mail. This data indicated that Amaranth
held 46 percent of the open interest in the August 2006 NYMEX natural
gas futures contract, and high percentages of open interest in other

the rules of the exchange for violations of position limits. NYMEX Rule 9.36(B) provides that a
first violation “will not be deemed a rule violation, however, it will result in a warning letter
being issued by the Compliance Staff to the customer.” NYMEX Rule 9.36(C) states “The
occurrence of a second speculative position limit by a customer will subject the customer to a
warning letter issued by the Compliance Staff stating that any future violation by the customer of
the speculative position limits rules may result in extraordinary sanctions, including, but not
limited to, conditioning, limiting, or denying access of such customer to the market.” On July
11, 2006, NYMEX rescinded the violation pertaining to trading on May 23, but retained the
violation and warning regarding Amaranth’s positions on May 26. Letter from Anthony V.
Densieski, Senior Director, Market Surveillance, NYMEX, to Mike Carrieri, Chief Compliance
Officer, Amaranth LLC, July 11, 2006. Bates NX-USSEN 081736. See also instant message,
Bates AALLC_REGO0595133 (Brian Hunter sends a message to another trader. “thanks for the
Nymex/ICE... we were kind of hung...[Amaranth trader Matt] Donohoe messed up.” Other
trader responds, “what is that about.., ar [are] they not the same thing?” Hunter says, “we have
exachnge [exchange] limits.” Trader: “u got me very confused.” Hunter: “on Nymex not on
ICE... for June expiry... they settle the same... but Nymex sends out warmning letter... which is
bad for fund.”).

19 Memo from Corey Traub to Anthony Densieski, June 1, 2006. Bates NX-USSEN 081586.
NG is an abbreviation for natural gas. FEQ is an abbreviation for “Futures Equivalent.”
Positions in options and swaps can be represented by an “equivalent” number of futures
positions, so these positions can be measured against each other.
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futures contracts, ranging from 41 percent to 79 percent.'” (Table 14).
However, when NYMEX again compared all of Amaranth’s natural gas
positions, including NYMEX options and swaps, to the entire market
open interest in those contracts, Amaranth’s share of the market
appeared less. NYMEX therefore did not take any action to require
Amaranth to reduce its positions.

Table 14
NYMEX Review of
Amaranth Market Concentration
June 13, 2006

Amaranth’s
Amaranth’s Total NYMEX Position
NYMEX Future Contracts | (Futures, Options, Swaps)

. . as % of NYMEX Open as % of NYMEX Open
Contract Interest, NYMEX Futures Interest, All NYMEX
Month Contracts Only Contracts
Aug 2006 46% 22%
Nov 2006 57% 23%
Jan 2007 52% 26%
Mar 2007 41% 16%
Mar 2008 79% 39%

In mid-July, Amaranth’s increasing size triggered still another
NYMEX review. NYMEX compliance officials conducted another
analysis of Amaranth’s share of the open interest in several NYMEX
futures contracts and another analysis of Amaranth’s share of the total
open interest in all NYMEX futures, options, and swaps for that contract
month. The results of this analysis are shown in Table 15.

2 Memo from Corey Traub to Anthony Densieski, June 14, 2006, Bates No. NX-USSEN
081583. This memo does not indicate, other than for August 2006, to which futures months the
open interest data applies. Comparing this data to the Subcommittee’s data, it appears that the
months are the same months that are referenced in the previous memo-—November 2006,
January 2007, March 2007, and March 2008.
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Table 15
NYMEX Review of
Amaranth Market Concentration
July 24, 2006

Amaranth’s
Amaranth’s Total NYMEX Position
NYMEX Future Contracts | (Futures, Options, Swaps)
as % of NYMEX Open as % of NYMEX Open
Contract Interest, NYMEX Futures Interest, All NYMEX
Month Contracts Only Contracts
Sep 2006 41% 15%
Oct 2006 22% ‘ 7%
Jan 2007 50% 21%
Mar 2007 48% 16%
Apr 2007 41% 30%
Dec 2007 81% 41%

When NYMEX performed its market analysis of Amaranth’s
positions in June and July, however, it did not have a complete view of
Amaranth’s positions in the natural gas financial market. NYMEX
officials reviewed and addressed only Amaranth’s positions on
NYMEX. As shown in Table 16 and Figure 44, Amaranth also had
extensive positions on ICE, which were significant components of
Amaranth’s total positions in the contract months addressed by
NYMEX, but NYMEX officials did not have access to this data.
NYMEX’s analysis and determinations were based upon incomplete
information.

Table 16
Amaranth Positions
NYMEX, ICE, and Total
on July 24, 2006

Amaranth Positions
contract | NymEx ICE Total
Sep 2006 -54074 -16879 -70953
Oct 2006 24136 -21881 2255
Jan 2007 48692 25605 74297
Mar 2007 32549 2459 35008
Apr 2007 -46210 -4047 -48893
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Figure 44

Amaranth's Positions
on July 24, 2006
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Table 16 and Figure 44. On July 24, when NYMEX reviewed
Amaranth’s positions, it did not have a complete view of
Amaranth’s market size. Data sources: NYMEX and ICE.

About ten days later, on August 4, NYMEX examined Amaranth’s
positions once again, and calculated that Amaranth then held about 51
percent of the open interest in the September natural gas futures
contract, which would expire at the end of the month. (See Figure 45).
NYMEX determined that this level of open interest in an expiring
contract was too large and decided to tell Amaranth to reduce its
positions.

Table 17
NYMEX Review of Amaranth Market Concentration
August 4, 2006

Amaranth's
Amaranth’s Total NYMEX Position
NYMEX Futures Contracts | (Futures, Options, Swaps)
as % of NYMEX Open as % of NYMEX Open

Contract Interest, Futures Contracts Interest, All NYMEX
Month Only Contracis

Sep 2006 51% 18%

Dec 2006 16% 18%

Jan 2007 48% 21%

Mar 2007 64% 19%

Apr 2007 49% 29%
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Figure 45

Amaranth Open Interest, NYMEX Natural Gas Futures Contract
for September 2006

Compared to Total NYMEX Open
interest
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Fig. 45. On August 9, Amaranth had a short paosition of more
than 60,000 futures contacts in the expiration month. This
represented nearly 60 percent of the expiring contract. As a
result, NYMEX directed Amaranth to reduce these positions.
Data source: NYMEX.



318

118

On August 8, NYMEX compliance officials told Amaranth “of the
Exchange’s concern with their % of September open interest and
outright Natural Gas futures positions of -49,616, specifically its
potential weight in the marketplace based on 44.95% of open
interest.”'”’ A NYMEX official wrote a contemporaneous account of
this telephone conversation with Amaranth’s compliance officer, Mr.
Carrieri. According to this account:

[NYMEX] accentuated the fact that we expect him to begin
bringing the position down in a commercially reasonable
manner to a more comfortable figure below his current
percentage. Told him that we are generally comfortable with
a customer not exceeding about 1/3 of the market, and expect
trading to be orderly.'”

The next day, August 9, NYMEX held two conference calls with
Amaranth. During the first call, at 9:15 a.m., Tom LaSala, NYMEX’s
Chief Regulatory Officer told Michael Carrieri, Amaranth’s Chief Risk
Officer, he was “extremely uncomfortable with September position of -
44,285 Natural Gas futures and current 44.34% of open interest . . .
Tom accentuated his extreme concern with the percentage portion of the
front month position, specifically in the natural gas futures, and
informed Amaranth of our general comfort levels between the 30-40%
of open interest range.” NYMEX directed Amaranth to be “mindful that
it is carrying weight in the marketplace and to trade in an orderly
fashion.”

During a second call on August 9, NYMEX cautioned Amaranth
that it should not reduce its September position simply by shifting those
positions into October contracts. It told Amaranth that their October
position “represented 51.87% of open interest in that natural gas futures,
was too large, and we were concerned that as he brought down the
September position, Amaranth would further increase the October
position.”

2! Memo to Files From Bonnie Yerga, Re: Amaranth LLC September 2006 and October 2006
Natural Gas Open Positions, Bates No. NX-USSEN 081835-37.
122

ld
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Figure 46

Amaranth Open Interest
NYMEX Natura! Gas Futures Contract for October 2006
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Fig. 46. In early August 2006, Amaranth held 40-60 percent of
the open interest (short) in the October 2006 NYMEX futures
caontract. 'As a result, NYMEX directed Amaranth to reduce
these positions. Data source: NYMEX.

Amaranth told NYMEX it had “understood [NYMEX’s] concern
to be the spot month only,” and so had “brought its September 2006
position down through rolls into the October [contract], so that its
October position is higher at this point.” Amaranth also told NYMEX
that it was “almost net-flat insofar as risk.” Mr. LaSala “informed [Mr.
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Carrieri] that the outright natural gas future position of -51,615 was a
concern in addition to the earlier stated September position.”'*

Table 18 On August 10, Mr. LaSala told Mr.
Amaranth: NYMEX  Carrieri of his “alarm at Amaranth’s position
Natural Gas Futures  of-66,837 natural gas futures in the October

Sep 06| Oct 06| 2006 contract, 63.47% of open interest. Mike

was informed that this percentage was
8/7 | -53,979 ) -47,995| uynacceptable and that it must begin bringing

8/8 | -48,600 | -55650 the position down immediately. Once again,

Tom stressed commercially reasonable
8/9 | -24,290| -73,210| trading manner.” Mr. Carrieri replied that

Amaranth would comply with NYMEX’s

810 -24,277| 63,994 directives, noting that “the increase in the

October position was due to traders rolling
the September position to bring the percentage of September positions
into line and that those trades occurred prior to our midday conversation
on August 9.”'%

On August 11, Mr. LaSala and Mr. Carrieri again spoke. Based on
Amaranth’s reduction to a short position of about 22,000 natural gas
futures contracts for September 2006, which represented about 29
percent of the NYMEX open interest, and an overall short position on
NYMEX of about 14,000 contracts, NYMEX told Amaranth its revised
position “was a comfortable percentage of open interest.” Mr. LaSala
cautioned Amaranth “to be mindful of his open interest percentage as the
spot open interest begins dropping and to manage his position
accordingly in line with the figures of 30-40% of open interest as
discussed with Tom”'?*

Amaranth complied with NYMEX’s directions and reduced its
positions on NYMEX in the September and October futures contracts.
At the same time, however, Amaranth increased its positions in the
corresponding September and October swaps on ICE. Although
NYMEX succeeded in reducing Amaranth’s positions in the expiring
natural gas futures contract, Amaranth maintained a comparable number
of positions in the expiring ICE swaps. Soon afterwards, Amaranth even
increased those positions on ICE. By switching its positions to ICE,
Amaranth preserved its ability to trade large volumes of an expiring
contract near the expiration of that contract.

123 Id
124 I
IZSId’
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Figure 47
Amaranth Positions
Before and After NYMEX Directed Amaranth to Reduce Positions
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Fig. 47. On August 8, NYMEX instructed Amaranth to reduce
its NYMEX positions in the September and October futures
contracts. Amaranth complied with the NYMEX order but
increased its positions in the related ICE swap contracts,
thereby maintaining - and even increasing - its position and risk
profile for those months. Data sources: NYMEX and ICE.
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Indeed, it is clear from Amaranth’s records that Mr. Hunter viewed
the absence of position limits as a major reason to trade on ICE rather
than on NYMEX. In an instant message conversation on April 25, 2006
- the day prior to the expiration of the May contract - another trader
wrote to Mr. Hunter, “everyone is high on ICE these days. You think its
had its day or more to go?” Mr. Hunter replied: “one thing that’s nice is
there are no expiration limits like Nymex clearing.”'?®

Looking back upon the series of NYMEX reviews of Amaranth’s
positions, it is possible to conclude, with hindsight, that NYMEX should
have acted sooner to reduce Amaranth’s huge natural gas positions.
Certainly, by the end of May, NYMEX officials recognized that
Amaranth had very large concentrations in multiple natural gas futures
contracts, holding tens of thousands of contracts and controlling up to 40
percent of the open interest in a variety of months, These concentration
levels alone provided sufficient justification for NYMEX to require
Amaranth to reduce its positions. Instead, after reviewing Amaranth’s
positions on NYMEX, NYMEX repeatedly raised Amaranth’s
accountability levels and chose not to limit Amaranth’s overall
speculative position except in contracts nearing expiration. It is
important to acknowledge, however, that, in making these decisions,
NYMEX never had an accurate view of Amaranth’s overall positions
and, due to the limitations in the law, never had the legal authority to
obtain the information necessary to acquire a complete view of the
market and of Amaranth’s holdings. NYMEX was required to make
significant decisions based upon incomplete information.

The Amaranth case history demonstrates that, for regulators to
make informed decisions to protect energy markets against trading
abuses and unfair pricing, they need comprehensive information about
trader positions. It is not reasonable to expect NYMEX or the CFTC to
make sound regulatory judgments based upon incomplete and
potentially misleading information about a trader’s positions. Unless
comprehensive data on trader positions is made available, the regulated
exchanges and the CFTC will continue to be unable to prevent excessive
speculation from causing unreasonable changes in the price of energy
commodities.

126 Tnstant Message between Brian Hunter and another trader, April 25, 2006, Bates No.
AALLC_REG0592988.
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H. Late August 2006: The Market Turns Against Amaranth

“OCTOBER. This is one of the peculiarly dangerous months
to speculate in stocks in. The others are July, January,
September, April, November, May, March, June, December,
August, and February.”

--Mark Twain, Pudd nhead Wilson’s Calendar (1893).

By late August, the resolution of Amaranth’s dilemma - how to
trade out of its large, high-priced spread positions without causing the
price of those spreads to fall - could not be postponed for much longer.
In previous months, Amaranth had rolled its short positions into the next
month, hoping that market conditions would change and enable it to
unload its positions. There were no more summer months into which it
could roll these positions. By late August, with hurricane season almost
over and natural gas supplies plentiful, it appeared likely there would be
adequate supplies for the winter. The market fundamentals were
strongly indicating that the winter/summer price spreads should fall.
This would be particularly disastrous for Amaranth, which was still
holding large positions that it had obtained when these spread prices
were high.

Another problem for Amaranth was its increasing margin
requirements. In mid-August, Amaranth’s margin requirements reached
$2 billion. This huge sum caused Amaranth’s clearing firm, JPMorgan
Chase, to become alarmed about the size of Amaranth’s positions, the
attendant risks to Amaranth’s solvency, and JPMorgan Chase’s own
potential obligations, if the market turned against Amaranth. The
clearing firm concluded, on August 23, that “a more senior level
discussion with Amaranth about their energy risk position is needed.”?’

Amaranth’s traders told the Subcommittee that, as the last day for
trading on the September contract approached, Amaranth’s trading
strategy was to: (1) let some of its September contracts, which were
now all ICE swaps, expire; and (2) use ICE to sell more September
contracts, while buying more October contracts to offset its short
position in that month. By selling September contracts and buying
October contracts, Amaranth was in effect betting that the September
contract price would fall faster than the price of the October contract.

27 Time line summarizing JPMorgan Chase’s interactions with Amaranth through September 21,
2006; Bates No. JPM-PSI 00006031.
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Amaranth’s overall positions in the week leading up to the
expiration of the September 2006 contract are shown in Figure 48.
During this week Amaranth increased its short position in the SePtember
contract and decreased its short position in the October contract, **

Figure 48
Amaranth’s Positions on August 24-29, 2006
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128 Amaranth also had sold a large number of put options on the October 2006 futures coniract
which, upon their expiration on August 28, 2006, substantially reduced Amaranth’s short
position in the October contract. A put option gives the option holder the option to sell the
underlying futures contract to the seller, at the strike price specified in the option. Because this
option to sell, when exercised by the buyer of the option, in effect results in the seller of the
option receiving a futures contract, for risk management purposes selling a put option is akin to
the holding of a long position in the underlying futures contract, and is calculated as such in
determining a trader’s overall position.
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Fig. 48. In late August, Amaranth increased its short position in
the September contract and decreased its short position in the
October contract. Data source: NYMEX and ICE.

As can be seen in Table 19, the volume of Amaranth’s trading in
the September contract was a significant share of the overall volume of
trading on ICE during the last week in August. In particular, on August
28, the day before the September contract expired, Amaranth sold over
37,000 September contracts on the ICE electronic exchange, accounting
for over 40 percent of the total exchange-traded volume on ICE on that
date, and over 25 percent of the entire volume of exchange traded
futures and swaps on NYMEX and on ICE on that date. Amaranth also
traded large amounts of the October contract (Table 20). Figure 49
presents the total volumes on NYMEX and ICE traded on these dates.
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Table 19
Amaranth Trading Volumes on August 21-29
Natural Gas Contract for September 2006

ICE oTC OTC

Electronic | NYMEX ICE NYMEX | NYMEX +

Exchange | Futures | Cleared | Cleared ICE
8/21 -8,580 3,870 - -2,500 -56,423
8/22 -5,940 -450 - - -60,573
8/23 -7,260 2,300 2,500 13,750 -55,394
8/24 -2,048 670 1,830 -2,620 -56,487
8/25 -6,458 2,350 3,470 -600 -60,992
8/27 -3,825 - - - 64,817
8/28 -37,275 4,989 12,711 -7,564 -96,403
8/29 -15,893 6,721 - -4,008 | -104,707

Table 20

Amaranth Trading Volumes on August 21-29
Natural Gas Contract for October 2006

ICE oTC oTC

Electronic | NYMEX ICE NYMEX | NYMEX +

Exchange | Futures | Cleared | Cleared ICE
8/21 -3,317 | -13,548 11,650 -9,050| -113,451
8/22 4,348 1,025 200 -200 -111,639
8/23 2,666 -4,609 15,000 -17,200] -112,991
8/24 -628 539 250 -850 -116,105
8/25 1,402 53 7,000 -2,000; -111,651
8/27 2,689 - - -1 -114,340
8/28 -10,680 -423 100 650 -82,164
8/29 -11,317 -9,055 - -4,008| -90,232

126
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Figure 49
NYMEX and ICE Trading Volumes
Natural Gas Contract, September 2006
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Fig. 49. During the last week in trading of the September contract, daily
volumes for the September and October ICE swaps were greater than the
daily volumes in the corresponding NYMEX futures contracts. Data
sources: NYMEX and ICE.
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In the last week of August, the price of the September contract fell
from nearly $8 per MMBtu to less than $7, a substantial drop. The
precise extent to which Amaranth’s large-scale selling of the September
contract contributed to the decline in the contract’s price cannot be
determined because the price in the physical market for natural gas for
September delivery was also declining during this period. At the very
least, because Amaranth’s large-scale selling represented a significant
share of the overall volume on ICE and NYMEX during this period, it
would have been a significant contributing factor to the price’s decline.

Figure 50

Price of NYMEX Futures Contract for
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Fig. 50. Due to an abundance of natural gas in storage and
diminishing concem regarding potential hurricanes, the price of
the September futures contract fell during August 2006, Data
source: NYMEX.

The decline in the price of the September contract during the very
last trading days of the month was particularly striking when compared
to the price of the October contract. Typically, these contracts trade
within 7 or 8 cents of each other.'” Throughout the summer of 2006,
however, this spread had been much more volatile than in previous
years, widening to about 50 cents on several occasions. During the last
week of August, the price spread had returned to a level in accordance

129 NYMEX data. In 2003, the price of the September contract rose 20 cents above the price of
the October contract at the expiration of the September contract; in 2004, the spread widened to
about 15 cents on a couple of trading dates. Jd.
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with the norm of prior years. But on August 28 - the date when
Amaranth’s September contract sales represented a major portion of the
trading volume in that coniract - the spread dramatically widened again
to about 34 cents.

Traders interviewed by the Subcommittee stated they did not know
why the spread in price between the October and September contracts
widened so suddenly at the end of August. These traders said that they
believed the widening of the spread to such a large degree was not in
accordance with market fundamentals, and they believed the spread had
to narrow as the contract neared expira’tion.130 Several of these traders
took positions in accordance with this belief. . These positions were
directly opposite to the positions taken by Amaranth.

Figure 51
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Fig. 51. The price of the October/September spread spiked to
about 34 cents on August 28, the date before expiration of the
September contract. Data source: NYMEX.

139 I addition to the 35-cent spread between the October and September contracts, traders stated
there were significant yet inexplicable increases in the price of an ICE-traded contract called the
“Hub combo,” and a significant yet inexplicable increase in the price of over-the-counter
exchanges of futures for swaps. According to these traders, these anomalies indicated that
natural gas futures were under-priced, and arbitrage trades between the under-priced futures
market and the physical market would cause the price of the futures contract to rise prior to
expiration. This explanation offers yet another example of how the price of contracts traded on
ICE can have a material effect upon the trading of the related NYMEX futures contract.
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On the last day of trading in the September 2006 contract, August
29, Amaranth sold nearly 16,000 contracts on ICE. Most of these
September contracts were linked to purchases of ICE swaps for October
2006; in other words Amaranth was buying the price spread between the
October and September contracts and betting that the October price
would be higher. Amaranth dominated the buying of this spread on ICE
on August 29, accounting for about 45 percent of the volume of the
trading on that date.

The largest of the traders that took a position opposite Amaranth
was Centaurus, another hedge fund. Centaurus sold nearly 12,000
October/September spreads on the last day of trading, August 29.
According to Centaurus traders interviewed by the Subcommittee,
Centaurus believed the October/September price spread was overpriced,
that the September contract was out of line with prices in the physical
market, and that the difference in price between the September contract
and the October contract would narrow.

Both Amaranth and Centaurus traded primarily on ICE, though
both also traded some contracts on NYMEX. For most of the day on
August 29, the total volume of trading in September natural gas
contracts on ICE was greater than for the corresponding September
contract on NYMEX. In fact, the volume of trading on ICE exceeded
the volume on NYMEX until the final twenty minutes.

As the final day of trading approached for the September contract,
NYMEX officials had become concerned that Amaranth might conduct
a large volume of trading during the last half hour of trading, in the same
manner it had on several occasions in the spring. The last half hour of
trading is called the final settlement period because, as explained earlier,
NYMEX uses the prices paid during that final half hour to calculate the
expiring contract’s final price. At approximately 11 a.m. on August 29,
NYMEX compliance officials telephoned Amaranth’s compliance
officer, Mr. Carrieri, and informed him that Amaranth should trade in an
orderly manner throughout the trading session, especially during the
final half hour. According to NYMEX officials, they informed
Amaranth that they did not want Amaranth to conduct a large volume of
trading within the final settlement period in order to avoid distortions in
the final settlement price. Mr. Carrieri relayed these instructions to the
Amaranth traders.
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Trading Volumes on NYMEX and ICE

Natural Gas Contracts for Sept. 2006
at 10-Minute Intervais on August 29, 2006
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Fig. 52. Prior to the last twenty minutes of trading, the majority of trading
on the final settlement day for the September futures contract occurred on
ICE. Data sources: NYMEX and ICE.

Figure 53
Trading Volumes on NYMEX and ICE
Natural Gas Contracts for Sept. 2006
Last Hour of Trading, August 29, 2006
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Fig. 53. From 1:30 to 2:05 pm on August 29 - which is the half hour before
the settlement period - the volume of trading of ICE swaps was significantly
greater than the volume of trading of NYMEX futures contracts. Data
sources; NYMEX and ICE.
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In accordance with NYMEX s instructions, Amaranth concluded
its trading on NYMEX around 1:15 p.m. Shortly afterwards, Amaranth
concluded its trading on ICE. Amaranth traders explained to the
Subcommittee that it considers its positions on NYMEX and ICE as
components of an overall position, and hence, to keep its overall
portfolio balanced, it needed to conclude the bulk of its trading on ICE
at the same time as it concluded its trading on NYMEX. Amaranth
explained that when it exited trading on NYMEX, it had largely
achieved the risk profile it had sought for the day, and did not
contemplate additional trading on ICE. As the September contract price
and the September-October price spread had remained within
satisfactory parameters from Amaranth’s perspective during the trading
prior to 1:15 p.m., it did not believe it was at significant risk by
completing its trading at that time.

Shortly after Amaranth exited the market - around 1:40 p.m - the
price of the September contract began to rise, and the price difference
between the September and October contracts began to narrow. During
this period, most of the trading was still taking place on ICE. ICE
trading records indicate that for most of the day, there was one very
large seller (Amaranth) and one very large buyer (Centaurus) of
September contracts. Amaranth believed the price of the September
contract would fall; Centaurus believed the price would rise. For most
of the day, the buying pressure from Centaurus had been matched up
against the selling pressure from Amaranth, and vice versa. The price of
the September contract stayed relatively flat during this period.
Centaurus intended to keep on buying as long as the difference in price
between the October contract and the September contract was unusually
wide. This could not happen while Amaranth was selling, as
Amaranth’s selling helped keep the spread wide. After Amaranth
finished its selling, however, Centaurus’s bidding for more September
contracts was no longer matched by Amaranth’s selling, and the price of
the September contract began to rise. The rising price of the September
contract narrowed the spread between the October and September
contract.

In the last 45 minutes of trading on August 29, Centaurus bought
nearly 10,000 September contracts on ICE and about 3,000 on NYMEX,
including approximately 9,000 contracts between 1:40 and 2:10 p.m.
Centaurus’s buys represented a significant share of the total volume
traded on both exchanges during that period for the September contract,
including nearly 50 percent of the trading volume in the last hour of
trading on ICE. As Figure 55 shows, just prior to the final half hour of
trading, Centaurus’s volume of buying was approximately equal to the
total volume generated by all of the other buyers on NYMEX and ICE
combined.
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Figure 54

Amaranth and Centaurus: Trading Volumes
ICE Natural Gas Swap for September 2006
on August 29, 2006
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Fig. 54. Amaranth and Centaurus trading volumes in the September 2006
ICE natural gas swap, by 10-minute intervals, on the date of expiration of
the contract. Data source: ICE.

Figure 55
Centaurus Trading Volume
‘ on ICE and NYMEX
Natural Gas Contracts for September 2006
Last Hour of Trading on August 29, 2006
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Fig. 55. From about 1:30 p.m. until about 2:00 p.m., the volume of trading
on ICE in the expiring September 2006 contract due to Centaurus
exceeded the volume generated by all of the other traders on ICE. Data
source: ICE and NYMEX.
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Fig. 56. The price of the ICE natural gas swap contract for September rose
sharply around 1:45 p.m. on August 29. Times are expressed in
Greenwich Mean Time (GMT) due to the manner in which trade times are
recorded in the ICE database. In August, Daylight Savings Time (DST) is
four hours earlier than GMT. Data source: ICE.
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Fig. 57. The price of the October/September spread fell sharply at the
same time the price of the September contract rose sharply. Data source:

ICE.
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The price data underlying Figure 57 indicates that the price
of the October/September spread opened at 36 cents, and fifteen
minutes later began to rise. In just about an hour, from about
10:10 a.m. to 11:23 a.m., the price of the spread jumped from
about 37 cents to 50 cents. This period, in which the price of the
spread rose significantly, was the same time period in which
Amaranth’s buying of the spread was most heavily concentrated.
At the end of the day, after Amaranth’s buying had stopped, the
price of the spread fell dramatically — about 40 cents in one hour.
Similarly, during the final hour of trading, the price of the
September contract jumped by about 60 cents — an increase of
nearly 10 percent.

The day after trading concluded on the September contract,
Amaranth charged that it had been the victim of apparent price
manipulation and requested an investigation by market regulators.
In a letter sent to NYMEX dated August 30, 2006, Amaranth
wrote:

As you are no doubt aware, during the last 60 minutes of
trading in the September NG [natural gas] contract, the price
of the September NG contract spiked up by approximately
10%. We believe that such price movements did not reflect
bona fide supply and demand market forces. . . . We also
believe that the trading that caused the price movements
during the closing range of the September NG contract was

motivated by the desire by one or more market participants to

affect the settlement price of the September NG contract,
which the public relies on as a key price benchmark for
physical and financial contracts involving natural gas."*!

Amaranth noted that “as a responsible market participant we
abided by your request” not to execute any large orders during the
last half hour of trading, and had “completely liquidated our
September NG position by approximately 1:15 pm.” “It is
apparent to us,” Amaranth contended, “that certain market
participants are not trading in a responsible manner.” Amaranth

requested that NYMEX “immediately initiate an investigation into
the trades and traders that caused yesterday’s artificial price spike.”

135

P ] etter from Michael Carrieri, Compliance Director, Amaranth, LLC, to Anthony Densieski,

Senior Director, Market Surveillance, NYMEX, August 30, 2006, Bates No. NX-USSEN-

000969.
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The Subcommiittee interviewed NYMEX officials and
numerous traders who were active in the natural gas market on
August 29 about the events of that date and the reasons for the
price spike. Based on these interviews, Amaranth’s perception that
the price spike towards the end of trading was “artificial” appears
to be correct. There were no changes in the underlying
fundamentals of supply and demand that suddenly emerged in the
last hour of trading to precipitate the price spike. Rather, this
volatility appears to have been caused in large part by the pattern
of trading between the two largest traders in the natural gas market
Amaranth’s complaint that the September price spike in the final
hour reflected the effects of large-scale trading rather than market
forces is an observation that could equally be applied to its own
trading earlier in the day.

In an instant message conversation with another trader right
after the close of trading on August 29, Amaranth’s top energy
trader, Brian Hunter, complained about the trading activity during
settlement:

Brian Hunter:  classic pump and dump boy I bet you see
some CFTC inquiries for the last two days

crummertd: until they monitor swaps  no big deal
its all swaps now

Brian Hunter:  any time there is a 70 cent rally in 40
minutes on no fundamental event ... it will
get investigated ... for sure'**

Although Mr. Hunter expressed certainty about a CFTC inquiry
into the trading on August 29, the other trader seemed to dismiss
any CFTC investigation as “no big deal,” because the CFTC had
no authority to monitor trading on ICE, where most of the trades
had taken place. His observation underscores the reality that
exempting ICE from CFTC oversight harms not only that
unregulated market, but also NYMEX, a fully regulated market, by
making both more vulnerable to market manipulation, excessive
speculation, and unfair pricing.

132 Amaranth Instant Message, Bates No. AALLC_REG0650031.
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I. September 2006: Amaranth Collapses

“The combination of precise formulas with highly imprecise
assumptions can be used to establish, or rather to justify,
practically any value one wishes ... Calculus . . . [gives]
speculation the deceptive guise of investment.”

--Benjamin Graham, 1949’

The 60-cent increase in the price of the September contract and the
associated drop in the price of the October/September spread caused a
huge loss for Amaranth. On August 29, its daily profit and loss
statements recorded a loss in the value of its natural gas holdings of
nearly $600 million. Despite this enormous one-day loss, Amaranth still
finished August with a net gain of $631 million for the month.

More ominous for Amaranth’s long-term survival, however, were
the margin calls that accompanied the deterioration in its positions.
Because its natural gas holdings had lost value, on August 30,
Amaranth’s margin requirements increased by $944 million. According
to an internal memorandum from JPMorgan Chase, Amaranth’s clearing
firm, this margin call “resulted from Amaranth’s activity on the ICE
yesterday.”** On August 31, Amaranth’s margin requirements on ICE
and NYMEX exceeded $2.5 billion; by September 8 they had surpassed
$3 billion.

During the first week of September, from Amaranth’s perspective,
more bad news arrived. Other natural gas prices began falling. Two
spreads of particular concern to Amaranth were the March/April 2007
price spread and the January2007/October 2006 price spread. The
March/April spread had begun a free fall, dropping nearly 25 percent,
from $2.49 on August 25 to $2.05 on September 1. The falling
March/April spread increased Amaranth’s margin woes. During the first
two weeks in September, the January/October spread also went into a
steep decline, falling from $4.68 on September 1 to $4.15 on September
11, to $3.52 on September 15.

During the summer, Amaranth had viewed falling prices as an
opportunity to increase its positions in those contracts. Its large-scale
buying had the effect of propping up the prices - either preventing them
from falling further or actually boosting them higher. A number of
traders told the Subcommittee that they believe the winter/summer price
spreads remained overpriced during the summer for so long for two
major reasons: (1) traders were aware that someone had taken a very

1% Benjamin Graham, The Intelligent Investor, 4th ed. (New York, 1973), at pp. 315-321.
3% Time line summarizing JPMorgan Chase’s interactions with Amaranth through September 21,
2006; Bates No. JPM-PSI 00006032.
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large position in the spreads — some suspected it was Amaranth — and, in
their view, that person had kept making large purchases to keep the
prices up; and (2) traders were concerned that one or more hurricanes
could increase prices as well, as had happened after Hurricanes Katrina
and Rita the previous year. In light of Amaranth’s demonstrated ability
to push up the spread prices, and the possibility of supply disruptions,
many traders were reluctant to take the opposite position, even if they
viewed the spreads as overpriced from the standpoint of market
fundamentals."”

In early September, however, faced with margin requirements of
several billion dollars, Amaranth no longer had the capital to add to any
of its positions, as it had done several times during the spring and
summer. As prices fell, it could only stand by and watch. In an attempt
to reduce its market risk, in early September Amaranth bought
MotherRock’s positions from ABN Amro, MotherRock’s clearing firm,
which had assumed MotherRock’s portfolio. MotherRock’s offsetting
positions helped to reduce Amaranth’s risk.

As hurricane season neared an end, however, and natural gas
supplies remained plentiful, more and more traders viewed the
winter/summer price spreads as overpriced. This analysis precipitated
more selling, and prices began to collapse. Amaranth’s positions went
into free fall.

1% An increase in the price of the spread would be harmfitl to a trader who had taken the
opposite position because it would result in an inerease in margin requirements.
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Figure 58
NYMEX Natural Gas Futures Prices
All Months
August 29 - September 21, 2006
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Fig. 58. From August 29 through September 21, the forward curve
for natural gas futures contracts fell significantly. Although market
fundamentals were largely unchanged between the end of August
and the latter part of September, absolute price levels fell by 25
percent or more and winter/summer price spreads fell by as much as
75 percent. Data source: NYMEX.

By September 15, as Amaranth’s natural gas positions continued to
deteriorate and its cash position weakened considerably, Amaranth
began to seek a counterparty to buy its energy book. One of the
counterparties Amaranth approached was Centaurus. Late on Saturday,
September 16, Amaranth’s senior energy trader Brian Hunter asked John
Arnold, Centaurus CEO, whether the hedge fund would like to make a
bid for some of Amaranth’s positions. Early the next morning, Mr.
Arnold offered a bid after making the following observations:

I was not in the office on Friday but I understand you were
selling h/j [March/April]. The market is now loaded up on
recent, bad purchases that they will probably try to be spitting
out on Monday if there is a lower opening given that spread
has been in free fall. Irn my opinion, fundamentally, that
spread is still a long way from fundamental value,

Over the past couple years the market has put a big risk
premium into that spread yet it has paid out on expiry once in
ten years. We’ll be at all time high storage levels with
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mediocre s/d [supply and demand] and an el nino. Even
though that spread has collapsed over the past 2 weeks, the
only reason it’s still $1 is because of your position.
Historically, that spread would be well below $1 at this point
given the scenario.”

Mr. Amold gave Mr. Hunter two price quotes for the March/April
spread: 45-60 cents for the March/April 2007 spread which had closed
the previous trading day at $1.15; and $1.00-$1.20 for the March/April
spread in 2008 and beyond, which had closed the previous day at
between $2.10 and $2.20. Mr. Hunter declined Mr. Amold’s offer. Mr.
Arnold’s prediction of the behavior of these spreads, however, turned
out to be remarkably accurate. On September 21, the last day of
Amaranth’s trading in the natural gas market, the March/April 2007
spread stood at 58 cents, and the March/April spreads for 2008 and
beyond ranged from $1.18 to $1.25.

After several days of frantic negotiations with several brokerages
and banks, on September 20, Amaranth formally sold its energy book to
its clearing firm, JPMorgan Chase, and Citadel, another hedge fund. To
meet its margin calls and satisfy client requests, Amaranth liquidated the
remainder of its $8 billion portfolio.

J. Amaranth’s Market Impact

Until its September collapse, Amaranth dominated trading in the
2006 U.S. natural gas market. [t bought and sold thousands of natural
gas contracts on a daily basis. It frequently held 40 percent or more of
the open interest in natural gas futures in a particular contract month. At
some points during the year, it held more than 100,000 natural gas
contracts. Its trading moved prices and increased price volatility.

Amaranth’s trading did not take place in a vacuum; its largely
unregulated trading and price distortions harmed other market
participants. Some natural gas end users were forced to purchase natural
gas at inflated prices. Others were unable to hedge their natural gas
expenses due to the unpredictability and volatility of the market. Still
others suffered Iarge losses.

Inflated Natural Gas Prices. Some natural gas distributors and
end users told the Subcommittee that, due to the higher than normal
price spreads during the spring and summer of 2006, they were forced to
purchase contracts to deliver natural gas in the winter months at prices

PEmail from John Arnold to Brian Hunter, Sept. 17, 2006, Bates No. AALLC_REG0251227-28
{Emphasis added).
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that were disproportionately high when compared to the plentiful
supplies in the market.

The American Public Gas Association told the Subcommittee, for
example, that many local gas distributors were forced to pass on high
natural gas prices to their customers, including residents, schools,
hospitals, small businesses, and local electrical plants powered by
natural gas. One of its members, the Minnesota Municipal Utilities
Association, complained of being locked into unfairly high prices in a
2007 letter to the House Committee on Agriculture: “Many natural gas
distributors locked in prices prior to and during the period Amaranth
collapsed that in hindsight were distorted due to Amaranth’s
accumulation of an extremely large position. The lack of transparency
in the over-the counter (OTC) market for natural gas and the extreme
price swings surrounding the fallout of Amaranth have, in their wake,
left bona fide hedgers reluctant to partici?ate in the markets for fear of
locking in prices that may be artificial.”"’

The Municipal Gas Authority of Georgia (MGAG) told the
Subcommittee that to reduce volatility and mitigate additional price
spikes on supplies of natural gas for the 2006-07 winter, its hedging
procedures required it to hedge part of its winter natural gas in the spring
and summer of 2006. MGAG officials explained that they knew natural
gas prices were still extremely high, but they could not “roll the dice”
and hope prices would eventually drop, so they hedged half of their
winter gas prior to September 2006. By hedging earlier in 2006 when
natural gas prices were high, MGAG told the Subcommittee that its
customers incurred hedging losses of $18 million over the actual market
prices during the winter of 2006-07. MGAG officials characterized the
extra $18 million, which resulted in higher natural gas bills for their
customers, as a “premium” forced on them by excess speculation in the
market by Amaranth and others. MGAG officials also told the
Subcommittee that, due to unexplained price swings and price spikes in
natural gas prices during the year, their members had lost confidence
that the market would fairly reflect natural gas costs. MGAG member
and industrial customer hedge volumes to date during 2007 are down
sharply from 2006, which they believe is attributable to the lack of
confidence in the forward market. MGAG’s risk manager indicated that
last winter’s hedging was very expensive, but now the lack of hedging
by its members leaves its customers exposed to price spikes in the
future. MGAG concluded by telling the Subcommittee that, contrary to
reports that no one was hurt by Amaranth’s trading practices, their

37 Letter from the Minnesota Municipal Utilities Association to U.S. House of Representatives
Committee on Agriculture, March 22, 2007,
http://www.apga.org/Peterson%20CFTC%20Letter_3.22.07.pdf.



342

142

customers were forced to pay millions of dollars in extra natural gas
costs unrelated to fundamental supply and demand.

The New England Fuel Institute framed the issue this way:
“Unnecessary volatility in the energy markets leads to unexpectedly high
heating costs. . . When gas and diesel prices are driven up by adverse
market forces, people will simply drive less. But when the prices of
heating fuels are set by market players looking for a quick buck, people
are left out in the cold.”"**

American industry was also affected. The Industrial Energy
Consumers of America, a nonprofit association that represents
manufacturers powered by natural gas, wrote: “Wall Street type trading
companies are making enormous profits trading energy. While we have
nothing against generating an honest profit, those profits must be 3paid
for by someone through higher prices or more volatile markets.”” Ata
2007 business conference on natural gas issues, panelists condemned
high natural gas prices and price volatility in the United States."*® For
example, the natural gas manager for steel giant Arcelor Mittal noted
that, in 2006 alone, his company spent $1 billion on natural gas. “Our
biggest concern as an end user is price,” the panelist said. “Our second
concern is price and our third concern is price.” A panelist from Tyson
Foods stated: “Natural gas at $4 may not have a big impact on earnings,
but $15 gas has an impact.” A panelist from chemical manufacturer
FMC Corporation added: “The pricing impact of natural gas impacts
our global competitiveness.”

Unpredictable Prices. Other natural gas distributors and users
told the Subcommittee that the wide price spreads and extreme price
volatility in the 2006 natural gas market made it difficult for them to
hedge risks and protect against adverse price changes. Some told the
Subcommittee that the influx of speculative trading from hedge funds
had exacerbated market volatility to the extent that small players felt
uncomfortable entering the market. One public utility expressed to the
Subcommittee a lack of confidence in its ability to effectively hedge
against large and unpredictable swings in natural gas prices.

At the same 2007 business conference on natural gas issues, a
seminar was held on “Managing Price Risk in a $5 - $10/MMbtu
World,” with panelists offering a variety of trading strategies to try to

¥ Sean Cota, President, New England Fuel Institute, statement before the Senate Democratic
Policy Committee, May 8, 2006.

1% Industrial Energy Consumers of America letter to U.S. Senate Committee on Agriculture,
Agril 5, 2006.

0 «Natural gas price a concern for US business — panel,” Reuters, May 11, 2007. All panelist
quotations are taken from this article reporting on the conference panel.
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deal with the extreme price volatility in the market."*! One energy trader
from Cargill Risk Management, after presenting a chart showing volatile
natural gas prices in 2006, asked the audience “Did you watch in
disbelief trying to decide when to enter the market?”'* He also offered
this warning from John Keynes: “Markets can remain irrational longer
than you can remain solvent.”

Industrial Energy Consumers of America has stated: “[O]ver the
last five years U.S. natural gas prices have been the most volatile
commodity in the world.”'* A group of four Attorneys General from
the Midwest issued a lengthy 2006 report that described U.S. natural gas
prices as “whacky,” unrelated to supply and demand, and subject to
“irrational swings.” The report noted a “striking correlation between
large increases in trading and increases in the volatility and level of
natural gas prices.” The American Public Gas Association has
concluded that the problem worsened in 2006: “The unwinding of
Amaranth’s excessively large natural gas positions in the OTC led to
even greater price volatility in an already volatile regulated market.
Because of the lack of transparency of the OTC market, the full effect of
Amaranth’s trading on natural gas prices may never be fully determined,
and the American public likely will continue to feel the effects of
Amaranth’s trading for a substantial period of time.”'*

Trading Losses. It was not just local gas distributors,
municipalities, industry, and small businesses that expressed concern
about the 2006 natural gas market, the Subcommittee also heard from
traders angry at the ability of a single hedge fund to distort market
prices. One trader told the Subcommittee that many traders were
reluctant to take positions opposite Amaranth, regardless of their view
on market fundamentals, due to Amaranth’s demonstrated ability to
affect natural gas prices through large trades.

Other traders told of large losses incurred in response to sudden
price movements attributed to Amaranth’s trading. One dramatic
example involves MotherRock LP, a $300 million hedge fund that was
headed by the former NYMEX chairman Bo Collins and was heavily
invested in natural gas futures. Part of MotherRock’s trading strategy
was based upon its view that natural gas prices and spreads for the
upcoming winter were overvalued in light of plentiful supplies and
moderate demand. It bet that futures prices for winter contracts would

1! “Managing Price Risk in a $5-$10/MMbtu World.” GasMart 2007 conference. Chicago, IL:
May 10, 2007.

12 Jerry Afdahl, Cargill, “Managing Price Risk in a $5-$10/MMbtu World.” GasMart 2007
conference. Chicago, IL: May 10, 2007.

'3 Industrial Energy Consumers of America letter to U.S. Senate Committee on Agriculture,
April 5, 2006.

!4 American Public Gas Association letter to the Federal Reserve Board of Governors, February
22, 2007.
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fall in relation to the summer prices; it sold a significant number of
futures contracts for March 2007 and bought contracts for April 2007.
This position was directly opposite Amaranth’s position.

As Amaranth’s large positions and trades continued to push up
winter contract prices, MotherRock’s positions lost value, especially its
position in the March/April price spread. On July 31, 2006, when
Amaranth’s trading caused a sudden 72 cent jump in the March/April
price spread, a number of MotherRock’s positions were directly
affected, and MotherRock was unable to meet its margin call. Shortly
afterwards, MotherRock announced that, due to losses it had suffered in
the natural gas market over the summer, it no longer had sufficient funds
to continue operations. The hedge fund folded soon after.

At the time, a number of traders and analysts stated publicly that
market conditions did not justify the extreme price movements on July
31. “What’s distressing is that this move in natural gas prices that took
MotherRock out, and will ultimately wind up taking others out as well,
wasn’t really the effect of record-breaking heat or hurricanes,” one
natural gas trader said. The trader explained:

This move was less about the real fundamental drivers, and more
about other funds triggering a massive short covering rally, which
inflicted big financial pain on all of those traders who were
positioned for more of a downside move. Because let’s face it,
even with record breaking heat, there’s not one real rational reason
why we should see nearly $9 gas, when we all know we’re going
to encllléhe refill season with more gas than we know what to do
with.

When asked by the Subcommittee, another trader described
Amaranth’s effect on MotherRock as follows: “Bo [Collins, CEO of
MotherRock] opposed Brian [Hunter, Amaranth’s senior energy trader]
on March/April and on October/January. Bo thought March/April was
overpriced. Brian came in with another tranche [of buying March and
selling April contracts at the end of July] and killed Bo.”

This trader described Amaranth’s senior energy trader, Mr. Hunter,
as “doing so much action [trading] on the exchange that he was a one-
man industry.” This trader said it was “a lopsided game,” in which it
was nearly impossible to take a position opposite Amaranth, regardless
of market fundamentals. “You could take either of two positions,” the
trader said. “You could either jump on the bandwagon and go with the

5 Alan Lammey, Spike in Gas Futures Prices Collapses ‘Short’ Hedge Fund, Possibly More,
Natural Gas Week, August 7, 2006. See also Gerelyn Terzo, MotherRock Wont Be Nat Gas'’
Last Victim; The volatility that undermined this hedge fund shows no sign of slowing, Investment
Dealers Digest, August 14, 2006.
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strong hand or oppose that position and endure months and months of
pain for a moment of instantaneous gratification when Amaranth
imploded. There are only a few people in this market who can endure
that kind of pain.”

In an email obtained by the Subcommittee, a hedge fund analyst
wrote the following to a colleague in early August:

Bo [Collins] is done, Monday [July 31] blew them up. ... Market
going nuts with Amaranth the featured FU player, they took it to
Mother Rock on Monday in the h/j [March/April] spread.”**¢

Still another trader told the Subcommittee that “everyone in the market
knew Amaranth killed MotherRock.”'"’

16 E-mail dated August 4, 2006, Re: Collins, Bates No. xxx-PS1-009788. NYMEX futures
contracts are generally designated by a two-letter symbol signifying the commodity, followed by
the two-digit designation for the year, and a one-letter designation for the month. The letters
used to designate months are F, G, H, J, K, M, N, Q, U, V, X, and Z. Thus, NGO7F is the
NYMEZX designation for the natural gas contract for January 2007, whereas a simple
combination of letters, such as W/j, refers to the March/April spread.

Y7 Interview with Subcommittee staff, May 16, 2006.
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VI. PROTECTING U.S. ENERGY AND ECONOMIC SECURITY

The health of the U.S. economy depends in part upon well-
functioning capital markets, including the commodity markets that now
play such a large part in determining U.S. energy prices. Since the
1930s, federal law has prohibited market fraud, manipulation, and
excessive speculation to protect the vibrancy and efficiency of U.S.
capital markets.*® Federal agencies like the SEC, CFTC, and FERC
have built a system of checks and balances, including market
surveillance capabilities, trade analysis, regulatory actions, and criminal
prosecutions, to detect, prevent, and punish persons who attempt to
interfere with the free and fair functioning of U.S. capital markets. But
those systems are inadequate when it comes to energy trading.

In 2006, Amaranth’s massive trading distorted natural gas prices
and increased price volatility. Other market participants have
complained of unfair market practices and unfair prices. Some have lost
confidence in the ability of the futures market to provide a fair price, and
are therefore reluctant to invest in the natural gas market, hedge their
price risks in these markets, and participate in the trading that produces a
market consensus on correct pricing. Discredited markets, reluctant
market participants, and ineffective pricing do nothing but harm U.S.
economic and energy security interests.

Three key steps would help protect our energy markets, reduce
trading abuses, and better ensure fair pricing. First, Congress should
make energy exchanges that are currently exempt from the CFTC’s
regulatory system, such as ICE, subject to the same statutory and
regulatory requirements as the regulated exchanges, such as NYMEX.
Second, the CFTC and the exchanges should reinvigorate the statutory
prohibition against excessive speculation. Third, the Congress should
increase funding for the CFTC and authorize it to collect user fees from
the commodity markets.

A. Close the Enron Loophole.

The key law establishing government oversight and regulation of
U.S. commodity markets is the CEA. Right now, the CEA is burdened
with complex exemptions, exclusions, and limitations that make it
extremely difficult to ensure U.S. energy markets operate in a fair,
transparent, and efficient manner.

1% Gee, e.g., Securities and Exchange Act of 1934, 15 U.S.C. § 78a et seq.; Grain Futures Act of
1922, later amended to become part of the Commuodity Exchange Act, 7U.S.C. § 1 et seq.
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The primary problem is Section 2(h)(3) of the CEA, which
exempts energy commodities traded on electronic energy exchanges by
large traders from routine government oversight. Section 2(g) also
excludes energy swaps from the law. Both provisions were added to the
CEA in 2000, at the request of Enron and others, creating the “Enron
loophole,” that exempts key energy commodities from government
oversight. These provisions have resulted in the irrational situation in
which one key U.S. energy exchange, the NYMEX| is subject to
extensive regulatory oversight and obligations to ensure fair and orderly
trading and to prevent excessive speculation, while another key energy
exchange, ICE, operates with no regulatory oversight, no obligation to
ensure its products are traded in a fair and orderly manner, and no
obligation to prevent excessive speculation. The Amaranth case history
demonstrates that trading in both markets affects energy prices, that
trading in each market affects prices in the other market, and that traders
view futures contracts and swaps to be equivalent financial instruments
for risk-management and speculation. The existing provisions in the law
that exempt energy contracts traded on ICE from regulatory oversight
make no economic sense.

The Amaranth case history also shows that when a regulated
market such as NYMEX takes steps to prevent price manipulation or
excessive speculation, a trader can still trade without limitation simply
by replacing its futures contracts on NYMEX with swaps on ICE. After
NYMEX directed Amaranth to reduce its natural gas positions in August
2006, Amaranth moved those positions to ICE. The net result was that
the action by the regulated exchange, pursuant to the CFTC’s
requirements, did nothing to reduce Amaranth’s size in the marketplace;
it simply caused trading to move from a regulated market to an
unregulated market. Natural gas prices were not protected from
Amaranth’s subsequent large-scale trading,.

The Amaranth case history also illustrates the stumbling blocks
thrown up by the current system that impede market regulators from
making informed decisions. Right now, energy market regulators have
direct, routine access only to trading data from regulated exchanges and
not from the unregulated exchanges. In the Amaranth case, for example,
NYMEX officials reviewing Amaranth’s trading positions were able to
examine only Amaranth’s trades on NYMEX, missing highly relevant
information about equivalent trades on ICE. The result was that
NYMEX officials were forced to make significant regulatory decisions
regarding market manipulation and excessive speculation based upon
incomplete and possibly misleading trading data. A regulator denied
critical trading information cannot make informed decisions to protect
the integrity of U.S. energy markets.
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Eliminating the Enron loophole would level the regulatory playing
field between the NYMEX and ICE exchanges, increase energy price
transparency, and strengthen the ability of the CFTC to analyze market
transactions and police U.S. energy commodity markets. It is time to put
the cop back on the beat in all U.S. energy markets.

B. Reinvigorate the Prohibition Against Excessive Speculation

In addition to closing the Enron loophole, the CFTC and energy
exchanges need to reinvigorate the CEA’s prohibition against excessive
speculation. Amaranth’s trading demonstrates that excessive
speculation can distort futures prices not only in the next month or two,
but for many months into the future. Currently, the major focus of the
CFTC and the exchanges is to prevent excessive speculation from
disrupting orderly trading of a contract near the expiration of that
contract. The CFTC and the exchanges need to be vigilant to ensure
that traders’ speculative positions in futures contracts several seasons, or
even several years, in advance are not distorting prices. Regulators
should obtain and analyze aggregate position and trading data for large
traders and develop flexible criteria for when to require reductions in
large positions. Presently, the only factor that is identified for
consideration in whether a trader’s position is excessive is the aggregate
position size. Other factors could include, for example, market
concentration relative to total open interest, relationships between
positions in different months such as spread positions, and past trading
patterns.

Again, however, these tasks cannot be accomplished unless the
CFTC and the exchanges have more comprehensive information about
traders’ positions. It is unreasonable to expect the CFTC to prevent
excessive speculation if the CFTC cannot see all of the market or lacks
the authority to limit a trader’s positions on the unregulated exchanges.

Amaranth’s positions and trades in futures contracts expiring
months or even years later had a real-time affect on energy prices, forced
some natural gas distributors and users to lock in future delivery
contracts at high prices, and drove at least one competitor out of
business. Yet NYMEX regulators monitoring Amaranth’s trades
weighed in only when Amaranth’s positions appeared likely to affect the
prices of futures contracts that were about to expire. Our energy
regulators need to have a longer time horizon than the next 60 days.
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C. Increase CFTC Resources

Congress should also provide adequate resources to the CFTC so
that it can effectively perform its oversight function, a recommendation
discussed in the final section of this Report.

VII. CFTC RESOURCES TO MONITOR NATURAL GAS
MARKETS

Another obstacle to the CFTC’s ability to detect or prevent price
distortions and excessive speculative trading is the agency’s inability to
obtain adequate staff, technology, and budget resources.

Opver the last ten years, commodities trading has exploded in U.S,
markets. Trading volumes have quintupled to 3 billion contracts per
year.'*® The number of different futures contracts and options being
actively traded has increased nearly sevenfold, from 179 in 1995, to an
estimated 970 in 2006, to a projected total of 1,120 in 2008."*° An entire
new energy commodities exchange, ICE, has been established and is
now trading hundreds of thousands of contracts daily. Investments in
futures commission merchant accounts have quadrupled, increasing
from $33 billion to $137 billion."" Investments in major U.S.
commodity indices have grown more than tenfold, climbing from a
combined total of less than $10 billion in investments in 2000 to an
estimated $145 billion in early 2007.'** Commodity traders have
become featured in financial publications as the new market stars pulling
in tens or hundreds of millions of dollars in compensation each year.'>

:23 CFTC FY2008 budget request and briefing documents supplied to the Subcommittee.

151 z

'2 These figures are based primarily on the Goldman Sachs Commodity Index (GSCI) and Dow
Jones-AIG Commodity Index (DJ-AIGCI). See “Strong Asset Momentum Underpins Metals
Markets,” Commodities Now (March 2006) for commodity investment level in 2000; Goldman
Sachs press release stating that the GSCI had $110 billion in investments in January 2007,
available at http://www2.goldmansachs.com/gsci/articles/ gsci_061106125458 html; and Dow
Jones-AlG press release stating that the DJ-AIGCI had an estimated $35 billion in investments in
February 2007, available at http://www.djindexes.com/mdsidx/index.cfm?event=showAigNews.
153 See, e.g., Rich Blake and Andrew Barber with Robert LaFranco, The Trader Monthly 100;
Earn, Baby, Earn, Trader Monthly, April/May 2006.
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Spiral, at p. 11, March 20086.

Despite the overwhelming explosion in commodity trading, the
CFTC has experienced declining staff numbers, aging technology
systems, and flat budgets. One key problem is that, unlike its sister
organizations, the SEC and FERC, the CFTC is not funded through user
fees, and is instead required to compete against all other governmental
functions to secure appropriated funds. Its fiscal year 2007 budget of
$98 million is one-eighth the size of the SEC budget of $881 million; its
current staff of 450 is one-eighth the size of the SEC staff of 3,500. For
fiscal year 2008, the CFTC requested a budget increase of $17.9 million
for hiring new staff and technology upgrades.

Without a significant upgrade in staff, technology, and budget
resources, the CFTC will continue to be unable to effectively monitor
the energy markets, prevent manipulation and excessive speculation, and
punish misconduct.
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A. CFTC Market Surveillance and Enforcement

The CFTC is an independent regulatory agency created in 1974.
Its mission 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.”"**

The CFTC oversees 13 regulated commodity exchanges that meet
the requirements for Designated Contract Markets, and 11 registered
Derivative Clearing Organizations that meet the requirements for
clearing trades on the regulated exchanges. Examples include NYMEX,
Chicago Board of Trade, and Chicago Mercantile Exchange. Additional
commodity trades take place on 17 Exempt Commercial Markets that
operate largely outside of CFTC oversight, but which may affect trading
on the regulated exchanges. ICE is the most prominent example of an
Exempt Commercial Market.

1. CFTC Organization

To accomplish its mission, CFTC has seven major operating
divisions or offices. The Division of Market Oversight and the Division
of Clearing and Intermediary Oversight provide market trading and
clearing surveillance. The Division of Enforcement investigates and
prosecutes violations of the CEA and CFTC regulations. The Office of
Chief Economist provides economic analysis; the Office of the General
Counsel provides legal advice; the Office of Proceedings handles
customer complaints; and the Office of Executive Direction and Support
develops and administers CFTC policies and regulations. Figure 60
shows the relative budget allocations among the CFTC operating units.

Three divisions play key roles in preventing fraud, manipulation,
and excessive speculation in the commodities markets. They are the
Division of Market Oversight, the Division of Clearing and Intermediary
Oversight, and the Division of Enforcement.

The Division of Market Oversight is primarily responsible for
conducting the CFTC’s market surveillance program. Its analysts
review trading data to detect suspect price movements and determine
whether traders’ positions are significant enough to affect commodity
prices. This division also reviews actions taken by regulated exchanges
to enforce trading rules, such as limits on speculative positions, The
Division of Clearing and Intermediary Oversight reviews clearing

154 Source: CFTC website, at www.cfic.gov. For more information on the history of the CFTC,
please see the Subcommittee’s prior report, U.S. Strategic Petroleum Reserve: Recent Policy Has
Increased Costs to Consumers but Not Overall U.S. Energy Security, U.S. Senate Permanent
Subcommittee on Investigations, Washington, DC: March 5, 2003, pp.159-162.



352

152

practices, management of margin accounts, and the settling of accounts
between trading parties.

Figure 60

CFTC FY2007 Budget By Program Division
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Fig. 60. Resource allocation among CFTC program divisions.
Data source: FY2007 Budget and Performance Estimate.

Although investigations into potential misconduct may be initiated
by the Market Oversight Division, CFTC’s Enforcement Division is
responsible for pursuing any such investigations and prosecuting any
instances of fraud, manipulation, abusive trading practices, or other
violations of the Commodities Exchange Act or CFTC regulations. If
the Enforcement Division determines that a violation has occurred and
the CFTC Commissioners concur, the CFTC can file civil or
administrative injunctions, seek suspensions or revocations of trading
registrations, and impose civil monetary penalties.'*’

The CFTC has devoted a sizeable portion, roughly 40 percent, of
its Enforcement staff resources to its New York City office, where
CFTC staff confer regularly with NYMEX staff. If NYMEX provides
the CFTC with evidence of potential wrongdoing, the CFTC can either
pursue the case on its own or return the case to NYMEX for further
action.”® In addition, pursuant to FERC’s new responsibility under the
Energy Policy Act of 2005 to conduct market oversight to prevent

155 For criminal cases, the Enforcement program works with the Department of Justice to file and
prosecute cases. The CFTC has also filed actions against false or misleading advertising for
illegal futures and options.

156 NYMEX interview, January 23, 2007.
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manipulation of energy prices, the CFTC and FERC have entered into
information sharing agreements to discuss energy-related cases.’’

2. CFTC Market Surveillance Program

CFTC’s market surveillance program is designed to prevent
misconduct in the U.S. commodity markets. The CFTC states on its
website, “The primary mission of the market surveillance program is to
identify situations that could pose a threat of manipulation and to initiate
appropriate preventive actions.”"*®

CFTC’s primary tool for identifying suspect conduct is its “large
trader reporting system.”*** Under this system, clearing members of
regulated exchanges must submit to the CFTC daily reports with end-of-
day positions, including buy or sell volumes and trading activity, for
traders holding positions above a certain threshold.'® These thresholds
are set by the CFTC after considering the total open positions in that
market, the size of positions held by traders in the market, and CFTC’s
surveillance history of the market.'®" The reporting threshold in the
natural gas market, for example, is any trader that holds 200 or more
natural gas contracts. CFTC calls the large trader reporting system the
“backbone” of its market surveillance program, and estimates that large
trader reports provide it with data on 70-90 percent of the total open
interest in any given market.'®

In addition to large trader reports, the CFTC requires each
regulated exchange to provide it with a daily report containing overall
trading information, including such data as the total gross open
contracts, trading volumes, and prices (including the lowest and highest
price of sales or bids) for each futures and option product by contract.'®
This exchange report must also include open long and short positions,

!5 See CFTC Press Release No. 5127-05, “CFTC Chairman Jeffrey and FERC Chairman
Kelliher sign MOU on Information Sharing, Confidentiality,” October 12, 2005.

158 Backgrounder: The CFTC Market Surveillance Program; July 2001.

% See CFTC Report: “Backgrounder: The CFTC’s Large-Trader Reporting System,” available
at www.cftc.gov/opa/backgrounder/opa-ltrs.htm (hereinafter “CFTC Backgrounder: Large-
Trader Reporting System™). Data from large trader reports are made available to the public in
CFTC’s “Commitment of Traders” reports. NYMEX told the Subcommittee that it also reviews
the large trader reports filed with the CFTC. NYMEX interview, January 23, 2007.

1% CFTC reccives large trader reports from members of clearing organizations, futures
commission merchants, and foreign brokers. As described earlier in this report, the buyers and
sellers on an exchange do not actually transact with each other directly, but trade through
members of the exchange’s clearing organization. An individual trader may also use a clearing
broker.

'8! For physical-delivery markets, the threshold would also depend upon the volume of
deliverable supplies. See CFTC Backgrounder: Large-Trader Reporting System; Commission
Reg. 15.03(b).

12 Testimony of Reuben Jeffrey III, CFTC Chairman, before the U.S. Senate Committee on
Banking, Housing, and Urban Affairs, July 25, 2006.

183 See 17 CFR 16.01.
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purchases and sales, exchanges of futures for cash, and futures delivery
notices. This data enables the CFTC to compare overall exchange data
with the large trader reports to identify any discrepancies.'® It also
enables the CFTC to review individual traders’ activities across multiple
exchanges. In addition, the data helps the CFTC monitor the
enforcement of margin requirements and evaluate whether clearing
members have sufficient capital on hand to cover their clients’ trading
positions.

Besides routine large trader and exchange reports, the Market
Oversight Division has the authority to request trading data directly from
traders or non-regulated exchanges through issuance of a “special
call”' A special call may request additional information about a
participant’s trading and delivery activities, including related over-the-
counter (I%TC) transactions. The CFTC has used this authority in energy
markets.

In addition to collecting and analyzing trading data, the Oversight
Market Division conducts market oversight by engaging in discussions
with market participants to better understand their trading positions and
strategies. In a process CFTC calls “jawboning,” CFTC market
surveillance staff meets with regulated exchanges like NYMEX and with
individual companies and traders to clarify or discuss positions that
could potentially distupt the futures and options markets.'®’” The Market
Oversight staff presents any issues of concern to CFTC Commissioners
on a weekly or more frequent basis.'®®

3. Limitations in CFTC Market Surveillance Program

The CFTC’s market surveillance system has a number of
limitations that prevent the agency from obtaining a comprehensive view
of commodity markets and hinder its ability to detect and prevent fraud,
manipulation, and excessive speculation.

1% According to CFTC, a comparison is made if “a) the sum of clearing members’ large-trader
positions exceeds the members’ open cleared positions, or b) a clearing member has a cleared
position many times the reporting level for a given market, but reports little or no large trader
?ositions.” CFTC Backgrounder: Large-Trader Reporting System.

$7U.8.C. § 6g(d).

1% Starting in October 2006, for example, in response to a special call, ICE began supplying the
CFTC with clearing member position data for contracts that are cash-settled, based upon
NYMEX natural gas contract prices. The CFTC emphasizes, however, that “consistent with the
regulatory framework goverming ECMs set forth in the CEA, [the special call was not] issued in
order to conduct regular market surveillance of the ICE contracts themselves.” See CFTC letter
to Senator Jeff Bingaman, February 22, 2007, pp. 3, 7.

%7 For a more detailed discussion of jawboning, see the Subcommittee’s prior report, “U.S.
Strategic Petroleum Reserve: Recent Policy Has Increased Costs to Consumers but Not Overall
U.S. Energy Security,” Washington, DC: March 5, 2003, p. 139.

168 Testimony of James E. Newsome, CFTC Chairman, at Senate Hearing before the Committee
on Energy and Natural Resources, “Enron Corporation’s Collapse,” Senate Hrg. 107-458;
January 29, 2002, p. 27.
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First, no market data is obtained on a routine basis from key
commodity markets, such as ICE, which are exempt from CFTC
authority. The absence of this data means that CFTC is unable to obtain
a complete picture of these markets. Second, CFTC has limited
capability to process and review daily transactional trading data. Third,
CFTC has limited capability to integrate trading data across exchanges.

CFTC analyses have typically focused on reviewing end-of-day
reports on large trader positions. However, reports on the trader’s end-
of-day net position - the difference between their open long contracts
and open short contracts in any one commodity - do not contain any
information about that trader’s activity during the trading session. If a
trader ends the day with no net position or change in position, that trader
would not appear in an end-of-day report, even if the trader had made
numerous intraday trades.

Recently, however, both ICE and NYMEX have voluntarily
provided CFTC daily trading data about each transaction taking place on
the exchange. Largely as a result of the lessons learned from
Amaranth’s trading practices, since early this year ICE has been
providing daily transactional data to CFTC on a voluntary basis.
Similarly, earlier this year NYMEX began providing to CFTC daily
transactional reports, which include key data on all transactions, not just
the large trader positions. These are much-needed improvements and
efforts by both exchanges that will enhance CETC’s oversight
capabilities.

CFTC has not yet developed the technological systems to be able
to integrate this voluminous amount of incoming data to provide
meaningful market analyses without significant effort. Unlike SEC,
whose systems integrate trading data from multiple exchanges, a team of
CFTC staffers must manually integrate this exchange data each day. '®
Without an automated, consolidated view of trades that can be
frequently updated in real-time across exchanges, it will continue to be
difficult for CFTC to respond to changing trading patterns and strategies
in a timely manner.'”

19 Since the 1970s, the securities markets have been consolidating all trades from alf exchanges,
including those conducted over-the-counter, onto an electronic tape, through a process
supervised by the exchanges and monitored by SEC. The electronic tape allows SEC and the
exchanges to review real-time prices and trading volume on all trades, which are reported by
exchange members or broker dealers. SEC interview, April 12, 2007.

10 SEC reviews small short-term significant changes in prices, and when surveillance staff
suspect manipulation of prices or insider trading, they pull out the tape and make a issue an
electronic “blue sheet” to the registered broker find out who the beneficial owner, or actual
customer is. As SEC staff described it, the process can take place relatively quickly, allowing a
smooth review of trading and highlighting any particular insider trading developments as they
occur, SEC interview, April 12, 2007.
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A fourth problem is that, unlike SEC’s electronic information
recall system,'”’ CFTC is currently unable to readily match trades to the
traders behind them for all exchanges.'”* In order for CFTC to assess
how much volume and open interest a trader has in related products, it
needs to be able to identify and calculate that trader’s aggregate
positions across exchanges and with respect to related products.'” Since
traders may use more than one clearing firm, trade on multiple
exchanges, and use multiple related products, CFTC analysts currently
have to compare multiple reports by hand, identify anomalies, and
request trader identification information from each of the relevant
clearing members or exchanges. This slow and cumbersome process
stands in stark contrast to the technological capabilities of the SEC.

CFTC’s current market surveillance systems were developed
during an era when trading involved mostly physical commodities and
occurred on an exchange floor. Its surveillance tools have not matched
the subsequent growth in commodity trading, commodity traders,
electronic trading, and speculative trading, especially for energy
products. Its systems have become antiquated and are in dire need of
upgrading if CFTC is to fulfill its mission of detecting and preventing
fraud, manipulation, and excessive speculation.

B. Limited CFTC Resources
1. Limited Funds and Personnel

Since its inception in 1974, CFTC has operated with a modest
budget and a relatively small staff, especially compared to the SEC and
Federal Energy Regulatory Commission (FERC). In recent years,
Congress has dramatically increased the resources of both SEC and
FERC which have used their larger budgets to hire more staff and
upgrade electronic surveillance of the markets they oversee. In contrast,
Congress has failed to provide CFTC with the resources needed to
monitor the explosion in commodities trading that has taken place over
the past few years.

17! The SEC uses an electronic blue sheets system which allows its staff to quickly find out from
the registered broker who the beneficial owners or customer is behind a particular trade. The
SEC staff said the system allows a smooth review of trading and highlighting any particular
insider trading developments as they occur. SEC interview, April 12, 2007,

12 The [CE trading data clearly identifies each trade both by clearing firm and by customer.
Traders on ICE, however, are not permitted to trade through brokers; this prohibition eliminates
the difficulty of identifying the ultimate purchaser in brokered trades that other exchanges face
when generating this data.

' For example, in natural gas, NYMEX staff told the Subcommittee that there are up to seven
trading products which “net out” for a trader’s complete natural gas position, such as options
linked to futures prices. NYMEX interview, April 12, 2007.
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Budgets for CFTC, FERC, and SEC: 2002-2007
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Fig. 61. CFTC operates with less than half the budget of FERC
and about one-eighth of the budget of SEC. Data source: SEC,

FERC, and CFTC Budget Estimates, 2002-2007.

Figure 62

Staff Levels (Full-Time Equivalents) at
CFTC, FERC, and SEC: 2002-2007
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Fig. 62. Since 2002, staff levels at CFTC have decreased while
staff levels at SEC and FERC have risen. Data source. SEC,

FERC, and CFTC Budget Estimates, 2002-2007.
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SEC Resources. In 2002, the General Accounting Office (GAO)
reported that SEC staff resources were not commensurate with its
workload."™ At the time, the securities markets had undergone
enormous change, with more participants and increased complexity in
market transactions. GAQ pointed out that SEC’s limited resources did
not allow SEC to “adequately deal with new and emerging issues” in
securities trading, including technology-related changes. In an interview
with Subcommittee staff, SEC said that accounting scandals such as
those at Enron and Worldcom drew attention to its inability to keep up
with increased activity in the securities market.'”

In response, Congress more than doubled the SEC’s funding, from
$377 million in 2000 to $881.6 million in 2007. SEC staff told the
Subcommittee that the additional funding has been used to increase
staffing levels, increase staff pay (implementing pay parity), and
upgrade and implement new technology systems. The total number of
full time SEC staff increased from 2,936 in 2001, to 3,623 in 2007, with
significant increases in staff for the enforcement and examinations
programs. Additional funding for staff resources was devoted to pay
parity, as employees had cited low pay as a primary reason for leaving
SEC. SEC staff told Subcommittee staff that the high staff attrition rates
of the mid to late 1990s have dropped to 6 percent today. Similarly,
increases for information technology have improved existing
technological systems, such as for filing reports electronically, and new
systems used for increased surveillance. For example, SEC has
streamlined its monitoring of securities markets so that it receives real-
time data from all exchanges as well as OTC markets on a continuous
feed. SEC has also made the process by which it identifies the owners
of securities entirely electronic, moving from paper “blue sheets” to an
electronic blue sheet system.

FERC Resources. FERC has also received recent funding
increases to strengthen its oversight capabilities. In the Energy Policy
Act of 2005, Congress increased FERC’s budget authorization and
expanded its authority to conduct market surveillance and oversight to
prevent energy price manipulation,'”® FERC’s budget for its market
oversight and investigations office, for example, was increased from $12
million in 2003 to $18 million in 2007, with an addition of 40 full-time
personnel. With additional funding, FERC has also transformed its
electronic surveillance of the energy markets, obtaining real-time data
from multiple markets. Among other innovations, FERC created
automatic alerts based upon the raw data it collects on natural gas and

174 U.S. General Accounting Office: SEC Operations: Increased Workload Creates Challenges
(GA0-02-302) Washington, DC: March 2, 2002.

173 SEC interview, April 12, 2007.

17 Energy Policy Act of 2005, P.L. 109-58,
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electricity prices to draw analysts’ attention to potential concentrations
of market power as they develop.'”’

NASD Resources. The National Association of Securities Dealers
(NASD) is a private self-regulatory body that, among other duties,
monitors over-the-counter securities trading.'”® NASD spends over
$100 million a year on its computer systems, a technology budget that is
larger than the CFTC’s entire FY2007 budget of $98 million.'” NASD
uses its surveillance systems to conduct market oversight. 18 Among
other systems, NASD compiles and publicly disseminates corporate
bond transactions in real time “in a ticker-like fashion” through its
Trader Reporting and Compliance Engine (TRACE).181 This system
averages 22,000 transactions each day, representing more than $18
million in trading volume. In the OTC securities markets, NASD has
worked through several generations of its Securities Observation News
Analysis and Regulation (SONAR) program, which allows surveillance
staff to electronically recreate the OTC market second by second, using
news, market information and data mining to track down possible
instances of fraud or insider trading. SONAR stores companies’
financial and news information so that NASD surveillance staff can
quickly review a firm’s market share, volume concentrations, and other
event scenarios. NASD’s system is considered state-of-the-art in the
market surveillance field.

CFTC Resources. In contrast to SEC, FERC and NASD, CFTC
budgets have not seen dramatic increases commensurate with the
increased complexity and volumes of commodity trading. CFTC budget
levels have grown slowly, while staffing levels have actually declined
over time, When the CFTC was first established in 1974, it began with
about 450 full time staffers, gradually reached a peak of about 560
personnel in 1998, and fell back to about 450 staffers in 2007. Figure 63
depicts CFTC budget and staffing levels over the last decade.

'77 See discussion of Market Monitoring Center, Federal Energy Regulatory Commission,
Congressional Performance Budget Request, FY2007, February 2006, p. 67.

'78 NASD is recognized by SEC as a self-regulator for broker dealers that are not registered with
a securities exchange, particularly those who trade in the over-the-counter (OTC) market.

17 NASD interview; NASD 2005 Annual Financial Report, p. 32. NASD also spends $172
million a year in compensation and benefits for its 2,492 employees, as of December 31, 2005.
'8 I its 2005 annual report, NASD cites its oversight statistics: it oversaw more than 655,000
individual brokers and 5,100 brokerage firms, conducted 6,200 reviews based on its surveillance
of market activity covering more than 3,300 issues listed on NASDAQ, 8,200 OTC securities,
resulting in 1,400 enforcement actions filed by its 115 enforcement attorneys. The NASD report
states: “Since we don’t live in a perfect world, there has to be an NASD to keep the rest of the
financial marketplace honest.” Id., p. 16.

181 NJASD 2005 Year in Review, p. 8.
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Figure 63
CFTC Budget and Personnel: 1995-2007
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Fig. 63. CFTC staffing levels have declined since reaching
their peak in 1998. Data source: President’s Budget Requests,
1995-2008.

CFTC officials told the Subcommittee that its current budget level
severely constrains its ability to attract and retain key staff, upgrade
existing computer systems, and modernize its electronic market
surveillallglzce and enforcement tools to adapt to changes in commodities
trading.

Staffing Constraints. CFTC officials told the Subcommittee that
it has had difficulty hiring and retaining staff in part because of limited
funding for staff salaries. Although CFTC received the authority to
compensate its employees to a similar extent as other federal financial
regulators under “pay parity” rules enacted in 2002, CFTC officials told
Subcommittee staff that the Commission has not received enough
funding to fully implement the pay parity authorization, and CFTC
employees currently earn 20 percent less than other federal financial
regulators."® CFTC told the Subcommittee that it lost 58 experienced
hires in FY2006, and their budget document states that over 30 percent
of their senior managers may retire in the next three years. In addition,
CFTC staff told the Subcommittee that the agency instituted a hiring
freeze in October 2005, further hindering efforts to improve staffing.

182 CFTC staff interview, March 26, 2007. i
'83 Under the Farm Security and Rural Investment Act of 2002, § 10702, the CFTC was
authorized to pay its staff “pay parity” with the banking regulators and SEC.
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Information Technology. In addition to a staffing crisis, CFTC
recognizes its current market surveillance systems are “woefully out of
date.”™® Currently, CFTC has two major information systems to monitor
transactions on commodities. Data from clearing members and the
exchanges are entered into the Integrated Surveillance System (ISS) and
used in the Large Trader Reporting System.'®> CFTC staff told the
Subcommittee that because they do not have a standard means of
compiling data from clearing members and brokers, a team of 12 staff
has to assemble position and financial information into one platform
each day for analysis.

CFTC’s second information system is the Exchange Database
System (EDBS), which handles clearing member data from CFTC
regulated exchanges, to monitor trading abuses such as trading ahead of
customers. It was designed for analyzing data traded on the floor, or
“pit,” when cards were flung across the trading floor. However, today’s
commodities markets have shifted away from pit trading to electronic
trading. According to the CFTC, trading volume on NYMEX, Chicago
Board of Trade, and Chicago Mercantile exchanges is now about 70-75
percent screen-based and 25-30 percent floor-based,'* with electronic
trading at NYMEX having increased over 200 percent in 2006 alone.'’

CFTC'’s strategic plan calls for a new system called the Trade
Surveillance System (TSS), which would allow CFTC staff to integrate
data from across exchanges, including floor and electronic trading, to
determine inter-exchange violations or price manipulations, all of which
the current systems currently cannot process.”™ As a CFTC official
described it, to go from EDBS to TSS would be “like going from the
faucet tap to a fire hose” of data."® CFTC’s strategic plan for 2004-2009
estimates that TSS would cost $3.5 to $4.5 million and take two-and-
one-half years to fully implement. CFTC staff told the Subcommittee
that its FY2008 budget request includes no funding to start work on the
TSS system.

CFTC staff also explained that, in recent years, the agency has had
to divert funding from information technology needs to personnel costs.
CFTC staff noted that its 2008 request for a budget increase for
information technology is simply to bring its existing systems into
compliance with general federal government information technology

18 CFTC, FY2004-2009 Strategic Plan, p. 12. In its strategic plan, CFTC lists several priorities
related to the development of new trade surveillance systems that will remain “effective and
robust” as trading becomes increasingly screen based.

183 CFTC interview, March 26, 2007.
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