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(1)

CFTC REGULATION AND OVERSIGHT OF
DERIVATIVES

WEDNESDAY, JULY 10, 2002

U.S. SENATE,
COMMITTEE ON AGRICULTURE, NUTRITION, AND FORESTRY,

Washington, DC.
The committee met, pursuant to notice, at 9:35 a.m., in room

SD–106, Dirksen Senate Office Building, Hon. Tom Harkin, [Chair-
man of the Committee], presiding.

Present or submitting a statement: Senators Harkin, Lincoln,
Miller, Nelson, Lugar, Fitzgerald, and Crapo.

The CHAIRMAN. Good morning. The Senate Committee on Agri-
culture, Nutrition, and Forestry will come to order.

This morning, I am pleased to welcome everyone to our commit-
tee for a hearing on regulation of markets in over-the-counter de-
rivatives and the CFTC’s oversight role. The main focus of this
hearing will be the regulatory treatment of derivatives, based on
‘‘exempt commodities,’’ such as energy and metals, following the
passage of the Commodity Futures Modernization Act of 2000. Dur-
ing this hearing, the committee intends to examine the scope of the
CFTC’s authority and its exercise of its authority to ensure market
transparency, to prevent and punish fraud and manipulation, and
to restore confidence in these markets.

The impact of OTC derivatives markets reaches well beyond the
immediate parties to the transactions. The integrity of these mar-
kets and the confidence in them are critically important to share-
holders, investors, consumers, and the broader economy.

The OTC derivatives markets have assumed an increasingly
large role in the U.S. economy. A recent conservative estimate put
the size of the global OTC derivatives markets at $111 trillion. The
U.S. share of that market is estimated to be at least two-thirds.
Derivatives based on exempt commodities, such as energy and met-
als, make up a very small percentage, probably no more than 2 per-
cent of the total OTC derivatives market. However, derivatives
play an increasingly important role in energy and metals markets,
which are, in turn, critical to our overall economy.

When the CFMA was enacted in December of 2000, one of its pri-
mary goals was to ensure the legal certainty for OTC derivatives.
For the most part, the CFMA was based on the recommendations
of the President’s Working Group on Financial Markets issued in
1999. The President’s Working Group recommended that certain
transactions involving financial derivatives be excluded from the
CFTC’s jurisdiction. The President’s Working Group did not rec-
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ommend a similar exclusion for transactions involving energy and
metals derivatives.

During development of legislation in the Senate, there was dis-
cussion of the issue of oversight of energy and metals derivatives
markets. Senator Lugar and I both supported in this committee a
version of the legislation that was consistent with the recommenda-
tions of the President’s Working Group and excluded only financial
derivatives, not energy and metals derivatives, from the CFTC’s ju-
risdiction. The bill codified an exemption with specific safeguards
for certain commodities, such as energy and metals.

The final version of the legislation included in the omnibus ap-
propriations bill differed from our committee bill regarding energy
and metals derivatives markets. I supported the CFMA, although
I had some concerns about its treatment of energy and metals
products. There is a statement I gave on the floor to which I would
refer you that is in the Congressional Record regarding that, be-
cause I thought at the time it had a number of very positive fea-
tures. On the whole, I thought it was a good bill, and I still think
it is. It is important that we do not undermine the legal certainty
that the legislation brought to the CFTC derivatives market. How-
ever, if there are unaddressed problems with some types of deriva-
tives that could give a black eye to all OTC derivatives, then we
are going to have to take a look at that.

Although the CFTC is currently investigating allegations of fraud
and manipulation in the Western energy markets, some have sug-
gested that the CFTC does not, because of the passage of the
CFMA, have sufficient authority to effectively and successfully in-
vestigate and punish fraud and manipulation in derivatives mar-
kets for exempt commodities, again, energy and metals. Questions
have also been raised about the CFTC’s ability to prevent fraud
and manipulation in the first place.

Today’s hearing will focus on these issues and I hope it will help
answer some of these questions. We hope also to discuss possible
legislative solutions to any problems identified in the existing regu-
latory framework for OTC derivatives based on exempt commod-
ities.

Our first witness, of course, Senator Feinstein, has proposed leg-
islation to increase transparency in the energy and metals deriva-
tives markets and to clarify and strengthen the CFTC’s authority
to investigate and punish fraud and manipulation in those mar-
kets.

In addition to the distinguished Senator from California, we have
two panels of witnesses here with us today. The first panel con-
sists, of course, of chairman Newsome and commissioner Erickson
of the CFTC, and we are pleased that they could be with us today.

Our second panel consists of witnesses Randall Dodd, Director of
the Derivatives Study Center; John Coffee, Professor of Law at Co-
lumbia; Neal Wolkoff, the Executive Vice President and COO of the
New York Mercantile Exchange; Mr. Patrikis representing the
International Swaps and Derivatives Association; and Richard
Green, Chairman of Aquila, Incorporated, an energy trading com-
pany. We welcome all the witnesses to the committee and look for-
ward to our hearing.
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With that, now I would turn to our distinguished ranking mem-
ber, Senator Lugar, who provided such great leadership and I was
pleased to work with him very closely in working out the CFMA
that was passed in the year 2000, which as I just stated in my
opening statement, I still think is a good bill and has a lot of good
things in it. Perhaps now we have to look at some of the other
things that are exempt and that is what the purpose of this hear-
ing is. Senator Lugar was one of the driving forces in the Mod-
ernization Act and I turn now to him for his statement.

[The prepared statement of Sen. Harkin can be found in the ap-
pendix on page 66.]

Senator LUGAR. I thank you very much, Mr. Chairman. I just ask
that my statement be placed in the record in full.

The CHAIRMAN. Without objection.
Senator LUGAR. I would just make the comment that I think your

recitation of the history of the Commodities Futures Act is accurate
and certainly reflects the gravity of the situation our committee
faced. We met regularly, and, in fact, a number of the hearings
were in this room, with Alan Greenspan, the Secretary of the
Treasury, and other people who felt after the long-term capital
management failure that the financial institutions of this country
could be jeopardized and that at least the laws that were on the
books might contribute to that jeopardy.

We took that seriously and proceeded really for the better part
of a year and a half, as you will recall, through seminars that in-
volved many people in all facets of the futures industries, as well
as experts from academia and governmental responsibility, and in
the final stages of that Congress, the Act finally came from con-
ference in the manner you suggested.

It is fully appropriate that this committee have an oversight of
how that has worked. We have been busy in other things, including
a comprehensive farm bill, and it is appropriate we return now to
some of our previous work. I welcome the hearing. I am delighted
that our colleague, Senator Feinstein, leads off this morning be-
cause she has given a great deal of thought and leadership in this
area. I thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Lugar, and again, I thank
you for your great leadership in this area.

The CHAIRMAN. Now, we welcome our distinguished fellow Sen-
ator from the State of California who has again taken up this issue
with great force and great intellect and has painted for the public
the picture of what has happened in California and why we need
to revisit this issue of whether or not they should be exempt or not.

I thank Senator Feinstein for being here. Your statement will be
made a part of the record in its entirety, and please proceed as you
so desire, Senator Feinstein.

STATEMENT OF HON. DIANNE FEINSTEIN, A U.S. SENATOR
FROM CALIFORNIA

Senator FEINSTEIN. Thank you very much, Mr. Chairman, and
thank you very much, Senator Lugar, Senator Miller, for being
here. Mr. Chairman, I particularly appreciate your keeping your
word. I have been pestering you for this hearing for a while and
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I thank you very much for holding it, and I want to thank both of
you for your work.

Mr. Chairman, you accurately quoted the record, and I appre-
ciate that very much. This committee did include CFTC oversight
over energy derivatives when the bill came out. The Senate bill did.
As you know, in conference, that was changed.

Mr. Chairman, last night, I was listening to some former CEOs
on television rather critical of the Congress for not taking steps to
really close loopholes and exert the kind of legislation that would
produce the kind of regulatory oversight over the markets. This is
one of those loopholes that happened in 2000 and I want to thank
you for holding this hearing on this legislation which would restore
oversight, transparency, and reporting to energy trading markets
and ensure that the CFTC has full anti-fraud and anti-manipula-
tion authority, including the authority to investigate wash trades.

This bill closes the loophole that you refer to. That loophole cre-
ated a kind of niche market so that derivatives traded online could
be traded without any anti-fraud, anti-manipulation oversight,
without transparency, without net capital requirements, with no
records and no audit trail. This was wrong, in my view, Mr. Chair-
man.

Let me speak for a moment about what we have learned about
the energy sector in the past couple of months and the operations
of some of the energy companies. First, CMS Energy admitted that
80 percent of its trades were round-trip or wash trades and were
made simply to increase volume. That is 80 percent.

Reliant admitted to $6.4 billion in wash trades from 1999 to
2001, which the company characterized as energy swaps.

Three, Duke confessed to $1.1 billion in wash trades and stated
that $650 million of these trades were executed on the Interconti-
nental Exchange, an electronic trading facility exempt from CFTC
oversight because of the Commodities Futures Modernization Act.

As I understand how the Intercontinental Exchange works, not
only does this exchange have no responsibility for trades or wash
trades executed on its exchange, it does not take any responsibility
for checking that a transaction has, in fact, even been executed.
Thus, a company could manipulate prices or game the market
without even executing a single trade.

Now, what is a wash trade? A company sells to another who sells
back at the same price at the same time. The result boosts revenue
without any trade actually having taken place. In my view, it is
flim-flam and it artificially inflates revenues and creates an illu-
sion of activity to raise stock prices, and that is what has been
going on and it goes on in secret. There is no audit trail. There is
no record kept. There is no anti-fraud, anti-manipulation oversight.

In the past year, 12 of the largest energy companies in the
United States have lost about $188 billion of capital. That is 71
percent of their market value. The credit ratings of several of those
energy companies have been severely downgraded. Some are at
junk bond or near junk bond status today.

In the past month, Dynegy and Aquila have both halted their en-
ergy trading operations. I understand that Williams is on the verge
of doing the same thing. Yet many of these energy companies con-
tinue to fight transparency, record keeping, and Federal oversight,
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the very components that are vital for markets to work and for in-
vestors to be confident of an upright and fair system.

I want to briefly explain my interest in all of this. In May 2000,
a severe energy crisis began in California. Electricity that had typi-
cally sold for $30 a megawatt hour all of a sudden started to sell
for ten times that. This led to the bankruptcy of California’s largest
investor-owned utility and the near-bankruptcy of California’s sec-
ond-largest investor-owned utility. It also resulted in overcharges of
billions of dollars to California rate payers and taxpayers.

In November, California encountered a natural gas crisis. Natu-
ral gas is the main cost component of electricity. At one point, what
came to my attention was that natural gas was selling at $12 a
decatherm in San Juan, New Mexico, and $59 a decatherm in
Southern California. Now, transportation cost to move that gas is
only a dollar and yet that gas solo for $59. What was happening?

Just about the time Congress passed the Commodities Futures
Modernization Act exempting electronic energy trading exchanges
from oversight, the crisis began spreading to other Western States.
For more than 6 months, Oregon, Washington, and the other West-
ern States experienced the same price spikes as California. The en-
tire crisis lasted for more than a year while energy companies like
Reliant, Enron, Duke, Williams, AES enjoyed record revenues and
profits.

Obviously, we are all a bit wiser today about energy’s markets
and the wash trades, in particular. Wash trades, or round-trip
trades, involve two or more companies plotting together to execute
offsetting trades. I cannot think, really, of a legitimate reason for
doing a wash trade, but wash trades can significantly enhance rev-
enues, as I have pointed out, if they are done on an exchange like
the Intercontinental Exchange and they can certainly influence
price. In my book, this is outright fraud, and these trades would
be illegal if they were done on the NYMEX, the Chicago Mer-
cantile, or the Pacific Exchange, and those exchanges would have
the responsibility to report it.

However, there is no such reporting or enforcement requirement
on electronic exchanges because of, as I have said before, the
CFMA created a big loophole. This legislation would ensure that
wash trades are subject to full CFTC oversight no matter where
they are done, by telephone or by electronic exchange.

Of course, there is Enron, which controlled a large share of the
energy market while they engaged in activities that were down-
right illegal. Many of these activities could have been prevented or
at least stopped if regulators had simply had the proper authority
and the will.

Now, as I understand it, if I were to trade, let us say, natural
gas to you, Senator Harkin, and deliver it to you, that trade is cov-
ered by the Federal Energy Regulatory Commission. A record is
kept and the Commission has jurisdiction. If I sell it to you and
you sell it to Senator Lugar, who sells it to Senator Miller, who
sells it to any other entity, none of those interim trades are cov-
ered. Or if you sell it back and forth, they are not covered, and
there is no record kept, there is no transparency, there is no anti-
fraud and anti-manipulation oversight. That is the loophole, and I
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believe companies stepped into this loophole and utilized this loop-
hole to game the market.

What I am asking here today, and I am joined with Senator Fitz-
gerald, Senator Corzine, Senator Durbin, Senator Wyden, Senator
Boxer in asking you to please close this loophole.

I am very pleased, and I would like to commend Aquila. Aquila
came in, talked to us about the legislation, recommended a couple
of changes. We did our due diligence on those changes and we
made those changes, and my understanding is that Aquila is going
to testify later this morning in support of this legislation.

All I can say is that the time really has come. We have seen the
game. We have seen the manipulation of the market. We see the
absence of transparency. The time has come to close this loophole.
Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Feinstein, thank you very much for a
very erudite statement, very clear, very concise, and that really
drives home what we should be looking at here.

The CHAIRMAN. As you know as well as I do, trying to translate
this into terms that the average person understands and how it af-
fects the average person is very difficult. I mean, you are talking
about OTC derivatives and derivatives markets and all of a sudden
eyes glaze over. How does that affect me? I just want to pay my
gas bill and get my gas and that is it, or my electric bill.

We need to be able to tell the average consumer out there in
California, in Iowa, in Indiana, how this affects them, how it really
affects the markets, how it affects their bottom line and how it af-
fects a lot of the investors in these companies. That is a real chal-
lenge we have to do. It is difficult, but we will try our best.

Senator FEINSTEIN. Mr. Chairman, may I say just one thing——
The CHAIRMAN. Sure.
Senator FEINSTEIN [continuing]. Because it is important that the

committee know. There was concern that this amendment might
cover financial derivatives. We have done our due diligence and we
have redrafted it earlier to see that it does not cover financial de-
rivatives. It strictly covers energy and metals. It does cover swaps,
wash trades, as you know.

The CHAIRMAN. Sure.
Senator FEINSTEIN. You are absolutely right, and, of course, the

way this affects the individual is that it prevents the kind of over-
sight that can see that the market is functioning in a straight-up,
straightforward way, so it allows gaming. Now, what does that
gaming do? That gaming raises prices for consumers, and if you do
not have the net capital in many of these trades, as apparently
Enron did not, the house of cards that is built can crumble and you
are left with companies that get into very deep financial trouble,
and that has happened and that also affects our constituent be-
cause it affects the stock and people lose their money when they
have invested in publicly controlled companies.

It is very important. I ran into an officer of the Pacific Coast
Stock Exchange when I was in California and he was adamant. He
did not understand why—if somebody trades over that exchange,
there is a record, there is transparency, there is oversight, there is
attribution—why we would allow the creation of these niche enti-
ties where none of this would exist, and, of course, they were origi-
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nally taken advantage of. Now, at least according to a Wall Street
Journal article yesterday which says, ‘‘Energy Woes Drain Online
Power Trading, Brokers Switch Back to Telephones,’’ which we
would cover, ‘‘Exchange Pits Admit Quick Fizzle of Once Booming
Business Niche.’’ It is very important that we do our due diligence
and provide that oversight.

The CHAIRMAN. Thank you Senator Feinstein.
Senator FEINSTEIN. Thank you.
The CHAIRMAN. Senator Lugar.
Senator LUGAR. Senator Feinstein, in your bill, and I know you

in the draft have given a lot of thought to this, but explain to me
why you make a distinction between trading on the platforms of,
say, telephones and Internet, involving what are described as less-
sophisticated retail customers—these people would be subject to
the anti-fraud, anti-manipulation provisions of the CFMA, as op-
posed to OTC trading of physical commodities, including energy
and metals, on bilateral electronic trading facilities, and these
would be the sophisticated persons, at least as defined, who would
now be subject to anti-fraud, anti-manipulation, but also reporting
and record keeping provisions, and that would include the capital
margin requirements, daily trade volume, large trader reports, and
so forth.

Essentially, my first question is why not apply the same ore rig-
orous standards to everybody?

Senator FEINSTEIN. What we have tried to do—and I am not
averse to doing that, but what we have tried to do is to apply it
where the most volume is, and to cover the phone transactions for
anti-fraud and anti-manipulation oversight to require that a record
be kept, as well as these electronic exchanges.

Senator LUGAR. I understand that, and, of course, the difficulty
of all of that record keeping with phone transactions and the so-
called less sophisticated involves a great deal more administration,
some critics would say a prodigious amount. I do not know. Experts
will have to——

Senator FEINSTEIN. That is correct. That is another reason why
we left it out.

Senator LUGAR [continuing]. Have to take a look at this. On the
other hand, it occurs to me as we are busy trying to close perceived
loopholes, the sophisticated might move to the telephone and be-
come unsophisticated. I do not know how precisely things move in
this particular area, and so this gave me some concern as I read
through, knowing that this has given you a lot of concern, likewise,
and others who have been working with you. I wanted to raise it
for your consideration and your thoughtfulness today.

Senator FEINSTEIN. Yes. The only way—because you are right.
We cover it for anti-fraud and anti-manipulation oversight, and you
are right about the paper. The other thing would be just to prohibit
anything that is not traded over one of these big exchanges and we
have not gone that route.

I certainly am going to watch very carefully. If there are signs
of gaming and manipulation, we at a later time may have to do
this, and that is just prohibit the use of the phone for these kinds
of trades. At this stage, we have tried to do just—in other words,
to limit it, to provide for anti-fraud, anti-manipulation, that a
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record be kept, et cetera. We also provide that with respect to cap-
ital requirements, that the CFTC would set those capital require-
ments based on risk.

Senator LUGAR. Well, that is helpful, and maybe some other tes-
timony today will be enlightening, too. By raising this early in the
hour, others may have some appraisal——

Senator FEINSTEIN. Right.
Senator LUGAR [continuing]. Because this is a critical part of it.
The other question I have is you have pinned down energy and

metals. Some will say there are additional commodities out there.
They have identified weather and broadband, for example, and
asked, while we are at it, why do we not tackle weather and
broadband. Maybe there are others in addition to that. Do you have
any response to the inclusiveness question?

Senator FEINSTEIN. Yes. We, and it is controversial with some of
our colleagues to include metals. I understand that the silver peo-
ple do not want to be included. However, if you look back into the
past, there has been fraud in the metals market and this is why—
and I am glad that my co-sponsor, Senator Fitzgerald, has ar-
rived—that is why we included it, because there have been in-
stances of fraud and they were rather large when they took place.
I do not quite see, if we are going to cover energy, why we should
create a loophole and allow metals out of it.

Senator LUGAR. No, I was not suggesting that. I was suggesting
that some would say beyond metals and energy——

Senator FEINSTEIN. In broadband?
Senator LUGAR [continuing]. How about broadband and weather?
Senator FEINSTEIN. We have not had any experience with that to

be able to go back and say there was fraud. I am not averse. I be-
lieve, and history is going to show this to be correct, that we should
not create any loopholes, that what we need to do to provide for
investor confidence is to have transparency. Transparency is good.
If people can examine a trade or the CFTC or the FERC or the
SEC, whatever the appropriate body is, can examine a trade and
say, this trade is forthright, it is straight-up, it stands the test of
scrutiny, that is fine.

To create an anonymity where all these things can take place
without records, without capital requirements, without audit trails,
without oversight, is a mistake and I think it creates the oppor-
tunity for the hot-shot young trader, bright but perhaps with not
the level of ethics that we want, to make a lot of money and to
game the system, and I do not want to see us do that and I do not
believe stockholders do, either.

Senator LUGAR. I thank you for your testimony. Let me just say
that I feel equally outraged, as you do, about the energy trading
business. We have to have reform. The purpose of my questions is
to see how broad the reform ought to be, and not to rebut the need.

Senator FEINSTEIN. Right. I understand that.
Senator LUGAR. It seems to me there is a glaring problem here

that really demands public attention, and so I appreciate the hear-
ing and I thank you for your work.

Senator FEINSTEIN. Thank you very much.
The CHAIRMAN. Thank you, Senator. I know that you have a

schedule conflict, Senator Feinstein. I would ask other members if
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they would be so kind as to permit Senator Feinstein to leave, if
that is all right, and then we can move on to our panel.

Senator FITZGERALD. If I could just thank Senator Feinstein for
appearing before our committee. I co-sponsored the legislation with
Senator Feinstein when we offered it as an amendment. I am sup-
portive of this legislation as we try to bring forward a full bill.

I would point out that the President’s Working Group specifically
recommended, unanimously, that the exclusion that is available for
financial commodities with infinite supply not be extended to non-
financial commodities with a finite supply. Somehow, while we
tried to craft a bill that met the recommendations of the Presi-
dent’s Working Group, somehow, somewhere in the process, some-
body slipped in this mysterious exemption for energy and metals
trading and they are being treated differently than all other non-
financial commodities that have a finite supply.

We have to close the loophole and I thank Senator Feinstein and
compliment her for her tenacity on this issue. I will be with you
every step of the way on this. I was much chagrined that we could
not pass that very simple reform on the Senate floor.

Senator FEINSTEIN. I want to thank you, Senator. You have been
with me all the way. You were there when we tried to settle prob-
lems with Senator Gramm, were not able to do so, and I really ap-
preciate your work on this, as well. Thank you.

Senator FITZGERALD. Thank you.
The CHAIRMAN. Senator Lincoln or Senator Miller.
Senator CRAPO. Mr. Chairman, I just had a question that I was

going to ask with regard to what happened back with the CFMA,
but I could ask that of the chairman, since you were there at the
time, and we could let Senator Feinstein leave.

Senator FEINSTEIN. Thank you. Thank you, Mr. Chairman, and
thank you, Mr. Crapo.

The CHAIRMAN. Thank you, Senator Feinstein, very much.
Now we would like to bring to the witness table Mr. James

Newsome, the Chairman of the Commodity Futures Trading Com-
mission, and Mr. Tom Erickson, a commissioner of the CFTC.

Senator CRAPO. Mr. Chairman, while they are taking their
seats——

The CHAIRMAN. Senator Crapo, yes. You had something you
wanted to ask.

Senator CRAPO. Yes. In your opening statement, you indicated
that when the Senate was dealing with the CFMA a few years ago,
that the bill that the Senate voted on was changed in conference
in a specific way that you had concern about. Could you tell me
what that—I did not quite understand what that change was that
you were describing there.

The CHAIRMAN. What happened was when Mr. Ranier, at that
time, had testified—there was a President’s Working Group that
had made recommendations to this committee under the leadership
of Senator Lugar, and perhaps he could best answer that question
rather than me because he was chairman at the time, but we agree
that we worked very closely on this. When we passed it, we kept
the distinction between the financial derivatives—and help me out
here, Dick—the financial derivatives and those other derivatives
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that covered things that were in limited supply, like energy and
metals.

We felt at the time, that because of the—the amount of interest
rate trading and things like that in financial markets, that you
could make that distinction, and so we left it that way, and that
is how it passed the committee. We never got it on the floor and
it was wrapped into the omnibus appropriations bill. When it was
wrapped in the omnibus appropriations bill all of a sudden, that
distinction disappeared. Therefore, the exemption that we had had
for the financial derivatives was then applied to the metals and en-
ergy derivatives.

We were confronted at that time with a vote on whether to pass
the CFMA as a part of the omnibus appropriations bill or to let the
whole thing fall. Well, it was part of it. I made a statement on the
floor at the time saying that there were a lot of good things in the
Act. This committee, under Senator Lugar’s guidance, had done
great work, I think, in modernizing the Act. I said at the time I
did not agree with erasing this distinction between financial de-
rivatives and energy and metals, but in the overall interest of get-
ting the bill passed, we would do it and get it passed, and that is
exactly what happened.

Senator CRAPO. Just so I understand, as I understand the bill
that passed, it had an exclusion for financial transactions——

The CHAIRMAN. That is right.
Senator CRAPO [continuing]. An exemption for energy and metals

and some other transactions——
The CHAIRMAN. Right.
Senator CRAPO [continuing]. Then complete coverage for other,

like farm commodities and other types of transactions. It created
three categories, and I am just trying to understand whether this
change that you are talking about was the establishment of the
middle category or whether that exemption category was in the
original proposal.

The CHAIRMAN. Say that again.
Senator CRAPO. Interestingly, this Act created, as I understand

it, and I was not here when that happened in the Senate, but as
I understand it, what happened was it created three categories, ba-
sically, excluded transactions, which were totally not covered——

The CHAIRMAN. That is right.
Senator CRAPO [continuing]. Exempted transactions, which were

subject to anti-fraud and price manipulation and other protections,
and then totally covered transactions, which would be subject to
over-the-counter trading requirements and so forth. Were those
three categories in what the Senate originally considered or was
the situation you are talking about where it was changed some-
thing that created one of those three categories?

The CHAIRMAN. Mr. Erickson is going to testify to that, but
again, as I understand it, the Senate bill fully and clearly main-
tained CFTC’s anti-fraud and anti-manipulation authority over ex-
empt commodities, such as energy and metals. Now, there seems
to be an ambiguity as to their authority to do this and that is real-
ly what we are trying to clear up, that ambiguity, and to make
sure that they do have that authority.

Senator CRAPO. All right.
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The CHAIRMAN. Senator Lugar.
Senator LUGAR. Let me just add one thought, and others may

have more, but essentially, the bill that came out of this committee
had no exemptions for metals and energy. Somewhere in the con-
ference procedure, and I do not really remember when because we
were at the end of the session. This bill had been given up for dead
a long while back, that is, the totality of it, despite Alan Green-
span, the Secretary of the Treasury, the President’s Working
Group, and almost everybody who was worried about the financial
condition of the country centered upon this as a salvation.

Somebody in the process of that conference talked about exemp-
tion of bilateral trade on electronic platforms, precisely the sort of
thing that Enron was to be involved in.

Senator CRAPO. All right. Just so——
Senator LUGAR. We all should have been brighter, perhaps, in

reading the type, but nevertheless, that is one that already oc-
curred and that is why it is there.

Senator CRAPO. For the benefit of the chairman and the ranking
member and the witnesses, I guess the question I am getting at is
it seems to me that complete coverage under the Act requires basi-
cally that the transactions be handled on the Chicago and New
York Exchanges and a very major change in terms of how they are
handled from today. The Act created a middle category that had
the protections for transparency and price manipulation and anti-
fraud provisions and so forth but did not require a certain category
to be subjected to being traded on the exchanges.

The question I am trying to get at, and I guess maybe the wit-
nesses can help answer this, is whether the original approach of
the President’s Commission contemplated that everything would be
traded on the exchanges except financial transactions, or whether
this middle category was initially there and somehow there is now
a question as to whether there is complete transparency.

The CHAIRMAN. Mr. Crapo, I think that is the question, and I
hope that Mr. Newsome and Mr. Erickson are going to address that
in their testimony.

Senator CRAPO. Thank you, Mr. Chairman.
The CHAIRMAN. If not, we will get into it. Thank you very much.
Now we welcome James Newsome, chairman, and Tom Erickson,

commissioner. Both of your testimonies will be made a part of the
record in their entirety and we welcome you here. Please proceed,
Mr. Newsome.

STATEMENTS OF JAMES E. NEWSOME, CHAIRMAN,
COMMODITY FUTURES TRADING COMMISSION,
WASHINGTON, DC

Mr. NEWSOME. Thank you very much, Mr. Chairman, Senator
Lugar, and members of the committee. I am honored to have the
opportunity to testify before you today along with my colleague,
commissioner Erickson from the CFTC.

In my written submission, I have provided an update on a num-
ber of important issues that the Commission is addressing, issues
that I think you are interested in. Certainly, the Commission has
been very busy since the passage of CFMA. However, this morning,
I will focus directly on energy markets.
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The CFTC is an independent Federal regulatory agency whose
mission is to oversee the futures and options markets in the United
States. We take very seriously our mission to ensure that these
platforms provide safe, sound, and transparent markets for risk
management and price discovery for a variety of commodities, in-
cluding agricultural, financial, metals, and energy products.

The energy markets are among the largest and most dynamic in
the United States. Hundreds of billions of dollars in energy prod-
ucts, which would include electricity, natural gas, crude oil, and
gasoline, are traded each year in the United States, both on ex-
change and in over-the-counter or the OTC markets.

The CFTC regulates the on-exchange futures and options energy
markets, which provide significant risk management and price dis-
covery functions for both the retail and institutional investors. En-
ergy products are primarily traded on the New York Mercantile Ex-
change, which is CFTC registered and regulated.

There is also significant trading in energy products in the OTC
markets. As a general matter, the CFMA provided legal certainty
for OTC trading in exempt commodities, such as energy products.
In addition, the CFMA promoted the growth of electronic trading
systems for these commodities. The level of CFTC jurisdiction re-
garding the OTC market is tailored to the nature of the participant
and the commodity. The OTC markets in energy products are gen-
erally restricted to large institutional investors that do not need
the same protections as retail investors.

The CFMA provided the CFTC with the ability to investigate and
prosecute fraud and manipulation in the exempt commodity mar-
kets, with some limited exceptions. Enron Online operated an elec-
tronic trading platform which accounted for a sizable percentage of
the OTC energy product market. It was not registered with the
CFTC.

We are all aware of the tragedies that occurred last fall sur-
rounding the collapse of Enron. There have been numerous stories
in the press regarding allegations of manipulations in energy mar-
kets. Currently, we are conducting a comprehensive, detailed inves-
tigation of allegations raised by the Enron collapse and we will con-
tinue such investigative efforts to detect and to deter illegal contact
in the markets we oversee.

Albert Einstein once said, if you have 7 days to solve a problem,
spend the first 6 days defining it. From the beginning of the discus-
sions on these energy issues, my position has been that we need
to find the facts first before proposing a solution. My position has
not changed.

As to allegations made earlier this year about Enron’s role in cer-
tain energy market problems, let me assure you that this matter
is my highest priority. We are deep into a comprehensive investiga-
tion of both the public allegations and other allegations we have
uncovered which may involve violations of the Commodity Ex-
change Act. During the course of our investigation, the Commission
has closely coordinated its efforts with the SEC, the FERC, and the
Justice Department so that all relevant information is shared and
so that investigations continue to proceed without delay.

If violations of the Commodity Exchange Act are uncovered, we
will aggressively prosecute those responsible to the fullest extent of

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00016 Fmt 6633 Sfmt 6633 86213.TXT SAG1 PsN: SAG1



13

the law. The markets for commodity futures and options serve an
important role in our economy and I am committed to protect their
safety and their integrity.

As I have said before, the CFMA, in my opinion, created a proper
regulatory balance regarding exempt OTC markets to protect the
public interest by providing the CFTC with appropriate authority
to require transparency when needed for price discovery, to de-
mand records for viewing, and the ability to prosecute fraud and
manipulation, at the same time while creating legal certainty and
allowing the flexibility needed for market innovation and growth to
occur within our jurisdictional boundaries, and it provided market
participants with a choice based upon their business needs.

However, Mr. Chairman, if after or even during our investigation
it becomes apparent to me that CFMA changes are needed in order
for the CFTC to fulfill its mission, I will immediately relay those
needs to the committees of our jurisdiction.

Mr. Chairman, I continue to offer a detailed briefing of our inves-
tigation at your convenience, and certainly I look forward to an-
swering any questions that you might have.

The CHAIRMAN. Thank you, Mr. Newsome.
[The prepared statement of Mr. Newsome can be found in the ap-

pendix on page 69.]
The CHAIRMAN. Before beginning questions, the chairman will

now turn to Mr. Erickson, a commissioner of the Commodity Fu-
tures Trading Commission. Mr. Erickson.

STATEMENT OF THOMAS J. ERICKSON, COMMISSIONER,
COMMODITY FUTURES TRADING COMMISSION,
WASHINGTON, DC

Mr. ERICKSON. Thank you. Chairman Harkin, Senator Lugar,
distinguished members of the committee, thank you for this oppor-
tunity to appear before you this morning.

I have been asked to comment on three things: First, the scope
of the Commission’s existing regulatory authority over OTC deriva-
tive markets; second, the need for increased Commission authority
to prevent fraud and manipulation; and third, the legislative pro-
posals pending before the Senate that would address any defi-
ciencies.

Passage of the CFMA in December of 2000, as you have indi-
cated, brought sweeping change to the regulation of derivatives in
the United States, both on- and off-exchange. Nowhere was the
change in law more dramatic than its effect on over-the-counter de-
rivatives, more commonly referred to as swaps.

Many of the CFMA’s changes to the Act were based on the rec-
ommendations of the President’s Working Group on Financial Mar-
kets. Although the PWG report recommended that bilateral swap
transactions in financial commodities be excluded from the CFTC’s
jurisdiction, it concluded the same case could not be made for phys-
ical commodities. The PWG was unanimous in its agreement that
the exclusions should not extend beyond financial products.

The CFMA adopted a variant of the PWG recommendations and
created three tiers or categories or commodities. Each category de-
fines the CFTC’s regulatory interest in derivative instruments, in-
cluding swaps. Generally, financial commodities are excluded from
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the CFTC’s jurisdiction. Agricultural commodities are included. All
other commodities, including energy and metals, are exempted
from the CFTC’s jurisdiction.

What this means in application is not so simple. In part, the
complexity stems from the fact that the regulatory framework
hangs on the distinction between excluded and exempted. An ex-
cluded commodity transaction or market indicates that the Com-
mission has no jurisdictional interest. An exempted commodity
transaction or market, meanwhile, means that the Commission re-
tains its jurisdictional interest, but that the law limits its applica-
tion.

Ostensibly, under the CFMA, the CFTC retains its anti-fraud
and anti-manipulation authorities over exempt commodities. How-
ever, through other provisions in the law, the vast majority of swap
transactions in energy and metals commodities markets become ex-
cluded. As a result, they are not subject to the Commission’s fraud
or manipulation authorities.

Thus, we have a gap in the oversight of the regulation of exempt
commodity transactions. On the one hand, the Act expects full
prosecution of manipulations in exempt commodities in regulated
exchange markets. On the other hand, the regulatory regime turns
a blind eye to the manipulation of these very same commodities if
effected through over-the-counter derivative transactions. I cannot
believe this was the intended effect of the CFMA.

From a practical perspective, the Commission’s own experience
has yielded some significant results in these areas, results that
would be difficult, if not impossible, to replicate under the current
law. For example, the Commission in 1998 reached a settlement
with Sumitomo Corporation for the manipulation of global copper
prices. The Commission found that the manipulation imposed enor-
mous costs on traders, manufacturers, and ultimately consumers of
copper. More recently, the Commission settled with Avista Energy,
Incorporated, for the manipulation of electricity futures.

I am skeptical the Commission could replicate these cases in to-
day’s market environment. As the Avista settlement underscores,
commodity markets, cash, futures and options, and over-the-
counter swap transactions, are increasingly linked. We now know
that wash trades and transactions in unregulated swap markets
occur, and in certain cases send price signals that raise manipula-
tion concerns. Thus, if we are serious about detecting and deterring
fraud and manipulation, these authorities must apply to all deriva-
tive transactions on those commodities.

Derivatives markets bring unquestionable efficiencies to the cash
markets. The consequent benefits extend not only to market par-
ticipants, but also to consumers. Thus, I believe if Congress were
to restore to the Commission its fraud and manipulation authori-
ties, it must also provide the Commission with the tools to enforce
these authorities.

Derivatives marketplaces, like electronic swap exchanges, should
adhere to certain minimal regulatory obligations, among them,
transparency, disclosure, and some reporting. Our experience with
the futures markets has shown us that measures designed to in-
crease market transparency instill confidence in markets, attract
speculative liquidity, and increase market integrity by providing
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regulators with the means to monitor for fraud and/or manipula-
tion. I believe application of these principles to derivatives markets
more broadly is sound public policy, prudent business practice, and
common sense.

Unfortunately, we are presently witnessing some of the best ar-
guments in favor of reinstating these principles into our markets.
U.S. energy markets are suffering a crisis in confidence. Six
months ago, we could define that crisis by the tens of millions of
energy consumers in Western States who believed the markets had
been manipulated. Today, none of our Federal regulators has been
able to assure them that this was or was not the case, and it is
not even clear which regulators should be answering the question.

More recent revelations of wash sales by numerous commercial
markets have expanded the scope of this crisis, eroding the trust
and confidence firms have in each other. In this environment, li-
quidity dries up and the market efficiencies created by all deriva-
tives are put at risk. Modest legislation is a good first step toward
restoring the lost confidence and returning to the energy industry
the ability to grow those markets and make them efficient.

The only legislation I am aware of currently that is pending is
that introduced by Senator Feinstein, and she was here to testify
this morning about that. I will limit my comments to that bill.

Generally the legislation would address the essential concerns I
have outlined in my testimony today. Moreover, the bill hues more
closely to the recommendations of the President’s Working Group,
as well as to many of the expressed concerns of this committee dur-
ing the debate over the Commodities Futures Modernization Act.
Could it do more? Certainly. Is it the right thing to do? In my opin-
ion, yes.

Ultimately, Senator Feinstein’s bill is pragmatic. It recognizes
the benefits of market innovation by preserving the long-sought
legal certainty for swaps. They remain, for the most part, exempt
from the CFTC’s jurisdiction. At the same time, however, the bill
ensures that all transactions in those commodities are fully subject
to the Commission’s anti-fraud and anti-manipulation authority.

It would not require registration of swap counterparties, but it
would require they maintain books and records, something that is
probably a routine practice in the industry.

Finally, the legislation recognizes that all exchange markets
serve price discovery and hedging purposes and imposes modest
transparency disclosure and reporting requirements.

I would be remiss if I did not mention one other aspect of Sen-
ator Feinstein’s bill that I think is absolutely critical for the Com-
mission. An issue that we have struggled with for some years is the
current extent of our fraud authority. Just prior to passage of the
CFMA, the Seventh Circuit Court of Appeals indicated that our
fraud authority extended only to agency relationships, which
means that it would apply only to transactions where there is an
intermediary or a broker doing the business on behalf of a cus-
tomer. Thanks to clarification in the CFMA, we now have some au-
thority over dealer markets in foreign currencies, but our fraud au-
thority continue to be limited in that respect. Certainly it would be
similarly limited on the bilateral dealer markets in energy markets
for the same reason. Senator Feinstein’s bill addresses that prob-
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lem in the existing legislation and would fix our fraud authority so
that it would apply to non-intermediated markets.

Consumers are the ultimate beneficiaries of properly functioning
derivatives markets, whether they are private, like Enron Online,
or public, like the NYMEX. By the same token, consumers are the
ultimate victims when markets are manipulated or otherwise af-
fected by unlawful behavior. Whether there is anything found in
the current investigations of energy markets is really irrelevant.
We have a hole in the regulatory regime that allows for fraud and
manipulation to operate free from sanction. We have markets expe-
riencing a crisis in confidence. Modest legislation amending the
commodities laws is appropriate, in my view, to restore confidence
and build integrity.

Thanks very much for your indulgence. I look forward to your
questions.

The CHAIRMAN. Thank you very much, Mr. Erickson.
[The prepared statement of Mr. Erickson can be found in the ap-

pendix on page 74.]
The CHAIRMAN. I will start with you, commissioner Erickson. Mr.

Newsome in his testimony emphasized that the CFTC is proceeding
with an investigation of energy trading companies under its anti-
fraud and anti-manipulation authority. Your interpretation of
CFMA’s exemptions and exclusions, however, is that, in fact, it is
unclear that the CFTC has anti-fraud and anti-manipulation au-
thority over certain transactions in exempt commodities. How do
you explain this?

Mr. ERICKSON. I am fully supportive of any enforcement endeav-
ors that we might undertake. I would just point out that, yes, I am
certain and convinced and confident that we do have a gap in what
actually is covered by those fraud and manipulation authorities.

I know that you have all been provided with some slides that I
have used for some other presentations, and I think that this will
also get to Senator Crapo’s initial question.

Mr. ERICKSON. On the surface, Section 2(h) of the Act affirma-
tively does retain and apply our anti-fraud and anti-manipulation
authorities to certain transactions. Section 2(g) of the Act is an ex-
clusion for swap transactions, and that provision says that in all
commodities except agricultural commodities, swap transactions
are completely excluded from the Commission’s jurisdiction. That
takes them out of the jurisdiction for all purposes, including fraud
and manipulation.

The California activity certainly occurred prior to implementa-
tion of the Commodity Futures Modernization Act, so I would ex-
pect that we will have some activities that are currently under in-
vestigation that would be activities that occurred prior to imple-
mentation of the Commodity Futures Modernization Act. For those
that occurred after, the Commission will have to assess what kind
of case we have to move forward on either side of that line.

The CHAIRMAN. Let me see if I understand this. Part of the Act
exempts them, and there is another part of the Act that excludes
them.

Mr. ERICKSON. Right.
The CHAIRMAN. Which trumps which?
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Mr. ERICKSON. Well, that the exclusion trumps and nothing ap-
plies. The Section 2(g) transactions are swap transactions that are
among sophisticated counterparties.

The CHAIRMAN. Right.
Mr. ERICKSON. They are subject to individual negotiation, and

they are also conducted in these commodity markets. There are
limitations. The swaps market largely is a market of these kinds
of transactions between sophisticated counterparties. They are
done with some opportunity for negotiation and they have individ-
ual creditworthiness that applies.

The CHAIRMAN. Mr. Newsome, what is your authority, then, to
obtain information and oversee the markets and investigate and
punish fraud and manipulation if they are excluded? What is your
authority?

Mr. NEWSOME. Thank you, Mr. Chairman. There are two points,
if allowed, that I would like to try and make, both brought up by
Senator Crapo and discussed earlier.

The first point is what was the intent of the President’s Working
Group toward exemptions or exclusions. We need to point out that
the CFMA had the unanimous support of the President’s Working
Group, so it is very difficult to say that the CFMA did not follow
their intent when they unanimously supported the legislation.

The President’s Working Group also did specifically address the
energy exemption. Some of the discussion we have heard today,
certainly while it is very accurate, I do not think told the whole
story, and I will quote from the President’s Working Group report,
which said, ‘‘The CFTC should, however, retain its current author-
ity to grant exemptions from derivatives involving non-financial
commodities as it did in 1993 for energy products, where exemp-
tions are in the public interest and otherwise consistent with the
CEA.’’ The PWG went on to say that, ‘‘Nothing in this report
should be construed to affect the scope of exemptions that are cur-
rently in effect.’’

The reality was that, administratively, in 1993, the Commission,
following the advice of Congress, exempted—had the energy exemp-
tion which removed them from Commission oversight. The CFMA
codified that exemption.

As we look at the difference between exemption and exclusions,
it is very technical and it is very legalistic and at times, I think
it is difficult to understand. Obviously, people that are very sincere
in fulfilling the mission of the Commission do not agree in all as-
pects of that. Wise people today have shown that we do not agree
in exactly what the language says. I would like to try to address
now most specifically your question, what I consider a misunder-
standing of the CFMA regarding the Act’s exclusions versus its ex-
emptions.

Some have said, and some very sincerely feel that, in effect, the
exclusions trump the exemptions, thereby undermining the fraud
and manipulation authority of the Commission. In my opinion, this
is a misreading of the statute. The intent and effect of the CFMA
was clearly not to undermine the CFTC’s authority, but to provide
legal certainty to markets and tailor regulation to the nature of the
participants and to the commodities traded. Simply stated again,
swaps transactions were excluded from our jurisdiction prior to the
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CFMA by administrative action of the CFTC and they were ex-
cluded after the CFMA by codification of Congress. Whether the
swaps are in T-bills or in natural gas, the analysis is the same.

However, as Senator Crapo pointed out, the CFMA did provide
another level of regulation, that of regulation for exempt commod-
ity transactions that are not determined to be swaps. At this level
of regulation, it provides certain fraud and manipulation authori-
ties and, indeed, transparency requirements, as determined by the
CFTC. This provision is not related to swaps transactions, nor do
I believe that it is trumped by the swap’s exclusion for transactions
in energy products that are not deemed to be swaps transactions.

The CHAIRMAN. I have some followup questions I will ask, but
my time is obviously up now. I turn to Senator Lugar.

Senator LUGAR. Thank you, Mr. Chairman.
Let me just ask each one of you, I appreciate the informed dis-

cussion as to exclusion and exemption, what the President’s Work-
ing Group wanted and what was always there. It seems to me that
everybody was operating in a way, as you say, to enhance the
CFTC’s authority, and likewise, to save the financial system of the
country at the time. However, something went wrong.

Clearly, the Enron circumstances—and that is not the only situa-
tion, perhaps, but that is pretty evident—was a disaster for a lot
of people in America. Leaving aside all the rights and privileges of
the traders, as Mr. Erickson has said, the consumers, ordinary peo-
ple finally have to enter into this situation. We may have worked
very hard to make certain that everybody who is a professional in
the business, who has a stake and so forth, is accommodated, but
we have worked very hard, say, prior to long-term capital manage-
ment, and that was a disaster of unbelievable dimensions, so com-
plex that most Americans do not realize what might have hit them,
but at the same time, we ought to, somebody, regulators, legisla-
tors. We got busy and we tried to get our arms around this thing.

I remember going to a meeting involving not only Wall Street
people, but Federal Reserve people, and others in the aftermath of
long-term capital management. There was an extraordinary gloom
about all of our exchanges all over the world among people who
were the largest players, leaving aside the public, that only was
mildly interested in what seemed to be a debacle of some very
bright people who thought they had finally, with Nobel Prize win-
ners, beat the system.

In this situation, the thing I am wondering is Senator Feinstein
has come forward with a piece of legislation, but at this point, I
would have hoped that CFTC would have come forward with a
piece of legislation. In other words, you are the most informed peo-
ple. You understand the requirements that you have to meet. You
are struggling, as you pointed out, trying to go through all the cir-
cumstances of Enron or others trying to see whether you have ju-
risdiction. Whether somebody did something and should be pros-
ecuted, all of that is important, although we are talking today
about whether we have jurisdiction at all, quite apart from whether
anybody did anything wrong. Clearly, something has to change
here.

Now, Senator Feinstein has offered a bill. I have not been one
of the original co-sponsors because I hoped that there would be
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something forthcoming from those who are responsible and who
were informed. Nothing is forthcoming. Essentially, they are saying
they need more time. They are still working their way through all
the circumstances of this situation.

Maybe because of the discouragement of this, as you pointed out,
energy trading is so far down that we temporarily do not have to
worry about it, but I doubt whether that will be the case for long.

In my own view, I suppose we will be, in absence of a better al-
ternative, to co-sponsor the Feinstein legislation and try to get it
passed. We are going to have testimony today why that is good or
bad or indifferent, but there is no doubt in my mind something has
got to happen and it is very important it happen quickly rather
than in the hereafter, given an egregious failure, and it is every bit
of that.

Now, is it possible that the two of you or your colleagues or any-
body in the CFTC is going to come forward, really, with some rem-
edy that you think makes sense in terms of the public, not just the
traders, not just the pros, but the general public of this country
that is looking to you, that is looking to us for somebody to get a
handle on something that egregiously is wrong? What do you have
to say to that?

Mr. NEWSOME. Thank you very much, Senator Lugar. You raise
very legitimate issues and points, and certainly, I am not here to
say that absolutely nothing should be done. It is very prudent for
we as regulators and you as the Congress to continually look at all
legislation to see if it continues to serve the purpose that was in-
tended.

My thoughts simply are this. As Chairman Harkin commented
earlier, we spent almost 2 years in the drafting of the CFMA.
There were very deliberate discussions and debate leading up to
the passage of the CFMA and there was very broad acceptance of
what Congress passed.

There are discussions of wide, sweeping changes to the Act that
will totally change the regulatory direction that was taken just a
short time ago. Certainly, that in order to make such broad, sweep-
ing changes, there needs to be more deliberate debate over whether
or not that is the direction that needs to go, what potential impact
that could have on markets.

With regulation comes a cost, and in this area, I think very sub-
stantial regulatory cost, both in terms of taxpayer dollars to the
Commission to fulfill what its new mission potentially might be,
and huge costs to market participants. I do not feel comfortable
recommending that cost to producers or to market participants
until we have spent our time making sure that whatever legislation
passes does, indeed, solve the problems that have been created by
the Enron collapse and the energy situation.

Senator LUGAR. Mr. Erickson, what is your view?
Mr. ERICKSON. I personally would be pleased to work toward a

solution. We absolutely should. It seems that there is general ac-
ceptance of the idea that fraud and manipulation ought to apply to
these physical commodity markets. Perhaps there are other ways
to just cement that in the law. Currently, there is, at best, an argu-
ment about whether the law applies in certain situations. That cer-
tainty will really build confidence in this market and I would be
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pleased to pursue legislative avenues. The unfortunate reality is, it
is a legislative solution in this case and I think it is necessary.

Senator LUGAR. The legislative solution Senator Feinstein and
others have proposed is that clearly sophisticated traders be sub-
ject to reporting, the transparency, the rest of it. The question I
raised of her is what about the risks, people dealing over the tele-
phone without records and so forth. Once again, I admit probably
a much broader cost, as Chairman Newsome has said, getting into
all of that. At this point, my suspicion of the ability of people to
create fraud knows almost no bounds when it comes to this energy
thing.

We really have to get a handle on it, and this is why, ideally,
Chairman Newsome, the perfect would be great and we would have
endless meeting of this committee and get the President’s Working
Group revved up again and so forth. After all of that, let me just
simply say, legislatively, it was very hard to get that Act passed.
It occurred almost in the dead of night, at the end of a Congress,
in the middle of an appropriations hassle. That was not the ideal
circumstance. That is the legislative reality of these situations.

I am just saying the Feinstein bill, as you have said, Mr.
Erickson, is a modest attempt. I hope while we are doing any at-
tempt, because we do not have very many opportunities, we try to
get it as right as we can, but we really need help.

Here, we have Senator Feinstein. She is working from her con-
stituency in California in which people feel badly aggrieved, under-
standably, given all the public testimony about the manipulation
that occurred. This is no longer speculative. People were doing
wrong.

What do we do about it, aside from wait for the best solution to
come along, and not unintended consequences and all the rest of
that? That is not good enough. It just seems to me that we need
some help technically from CFTC as opposed to at least rationaliza-
tions that the jury is still out. Well, it will be out, I think, for a
long while. We have to act, I believe.

Are you about to make another comment?
Mr. ERICKSON. If I might, one of the things that strikes me is

that the Feinstein bill really does put these commodities back
where they were 18 months ago. To the extent that there was a
cost associated with monitoring for manipulation in swaps, it is the
same cost. We had electronic trading systems in existence prior to
the CFMA.

The difference between before and after, under our regulatory ex-
emptions, is that the agency previously retained its authority. It
had the ability to do the investigation where it saw the potential
for wrongdoing. The Feinstein bill simply applies fraud and manip-
ulation back to those transactions. I am sympathetic with your con-
cerns about the phone trade, but that has been around. We have
had some experience with those transactions for 10 or 12 years.

What she tried to do was pretty pragmatic and just makes sure
that fraud and manipulation affirmatively applies to the bilateral
marketplace, those transactions that might occur between the two
of us. Once you have some kind of a marketplace, whether it is
electronic or physical, you have additional transparency obligations
that attach because that is where I see, that you run the greatest
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risk of price signals being sent, and uneconomic price signals being
sent into these markets that can have a manipulative effect. That
is why I called the solution that she brought forward to be prag-
matic. Thank you, Senator.

The CHAIRMAN. I will proceed in order that Senators arrived to
the committee. It will be Senator Miller, Senator Crapo, Senator
Fitzgerald, Senator Lincoln, and Senator Nelson. Senator Miller.

Senator MILLER. Thank you, Mr. Chairman, and thank you for
holding this hearing.

Perhaps—well, not perhaps, I know that this is oversimplifying
a very, very complex issue and problem, but is not what we are try-
ing to get at, all of us, a way to protect the American consumer,
not disrupt the success of honest companies, not cripple the entire
energy trading market, but protect, as I said in the very beginning,
the American consumer?

I want to ask this of each one of you, and if you want, you can
just answer it yes or no or you can elaborate as much as you want
to. Do you believe that the Feinstein amendment would have pre-
vented the fall of Enron or the California energy crisis?

Mr. NEWSOME. Thank you, Senator Miller.
Senator MILLER. That is, by the way, why I liked your Einstein

quotation, of 6 days of looking at what we are trying to get at, the
goal, before we do anything else. Excuse me.

Mr. NEWSOME. That is fine. In regard to your specific question,
my answer today would have to be no, I do not think it would. If
we look at what we know about that situation, we know that en-
ergy prices were very high and volatile in the West. We know that
there was round-tripping that was confirmed by the companies
themselves, and I might add that wash trades are illegal in futures
markets. They are wrong, they are fraudulent, and they should be
considered such in all markets.

At the end of the day when we look at what created the Enron
situation, I think at least it appears that the majority of their prob-
lems had to do with accounting fraud, as are a lot of the other com-
panies that we are looking at. Now, that said, that does not mean
that we should not take another look at where we are with the
CFMA and what is going on.

Certainly, as Senator Lugar suggested, the CFTC is more than
happy to provide whatever thoughts, technical assistance to this
committee in terms of looking at Senator Feinstein’s legislation or
any other legislation that could have an impact on the CFMA. As
you indicated, Senator Miller, the majority of the people in this
business, like any other business, are good people. We all want to
make sure, even though we have differing opinions of how to do it,
we all want to make sure that the bad players in these markets
are removed from the markets and that they are justly punished.

In my opinion, as we look at this situation, it is more appropriate
to make sure that we have strong, swift enforcement to serve as
the deterrent to wrongdoers, and I would add that as this commit-
tee looks at what should be done to the CFMA, my suggestion
would be that we need to make sure that we strengthen the Com-
mission’s authority in fraud and manipulation and that we
strengthen our enforcement actions, and I think that can have as
strong a deterrent as anything that we may talk about today.

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00025 Fmt 6633 Sfmt 6633 86213.TXT SAG1 PsN: SAG1



22

Senator MILLER. commissioner Erickson, do you think that the
Feinstein amendment, if it had been in effect, would have pre-
vented the California energy crisis?

Mr. ERICKSON. Regulation is never a panacea. It does not answer
every question. Part of it is the willingness of the independent reg-
ulators to exercise their authority. You cannot give any guarantees
that the Enron bankruptcy would not have occurred if we had some
authority over its trading environment.

Now, there are a couple of points that I would like to expand
upon. What we have is a situation where we know that there are
parts of this market where fraud and manipulation can take place
and it is outside our ability to sanction. That is the hole that needs
to be filled. The Feinstein bill does that. It gives us the tools that
would be necessary to surveil and have a chance at detecting some
kind of risk exposure that Enron had taken on through Enron On-
line that was otherwise not apparent.

If we had had capital requirements attached to Enron Online, as
any banking regulator would have required, we may have had in-
formation. I cannot promise a result. It would have given us a
chance, a better chance, at detecting any kind of overexposure that
they had financially.

Dynegy gave us a real breather during those 3 weeks of Novem-
ber. They came in and held an offer on the table for the merger
and acquisition of Enron, and it allowed all these swap
counterparties to Enron, either individually or through Enron On-
line, to reassess their credit exposure to Enron and try and exit
those positions. Now, I understand some people were not as suc-
cessful as others and they still had a day of reckoning where they
lost several millions of dollars because of their Enron exposures.

If Dynegy had not been there to allow people to reassess their
exposure, we may have seen a little bit more systemic risk in the
market and a much more hurtful effect of the Enron winding down,
because what we know is the day Enron went bankrupt, Enron On-
line went dark. If you had been in that marketplace at that point,
you would have had naked exposures.

The CHAIRMAN. Thank you, Senator Miller.
Senator Crapo.
Senator CRAPO. Thank you very much, Mr. Chairman.
Mr. Erickson, as I understand your testimony, your concern—tell

me if I am correct about this—your concern is essentially that Sec-
tion 2(g) of the Act excludes from the fraud, manipulation and
transparency provisions the jurisdiction of the Commission over de-
rivatives transactions or swap transactions, is that correct?

Mr. ERICKSON. In all commodities except agriculture.
Senator CRAPO. Correct, in all commodities except agriculture.
Mr. ERICKSON. Yes, that applies to the energy and metals mar-

kets.
Senator CRAPO. If I understand Mr. Newsome’s testimony, he

does not read the Act that way, but if we were to make it clear that
Section 2(g) did not exclude these transactions from the fraud,
price manipulation, and transparency provisions, would that ad-
dress your concern, Mr. Erickson?
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Mr. ERICKSON. Yes, and it does get to the heart of what the Fein-
stein bill does. It says transactions, even those conducted pursuant
to 2(g), would be subject to our fraud and manipulation authority.

Senator CRAPO. Well, let me get into that, then, because I am
reading a summary of the bill—I have not got the bill itself before
me, but the summary that I am reading seems to be much, much
broader than that. Let me first just ask you a question. Do you be-
lieve that all of these other transactions that we are talking about,
other than the agriculture transactions and the financial trans-
actions, do you believe that they should all be subject to full cov-
erage, full trading on the commodities exchanges and so forth?

Mr. ERICKSON. Absolutely not. Our history over the last two dec-
ades has really demonstrated the absolute need for all of these
kinds of derivatives, whether they occur on- or off-exchange. They
are integrally linked. They are global markets. They add incredible
efficiencies to all commodity markets. I just think in this area of
exempt commodities, most of these commodities are of limited sup-
ply. Many of them are physical commodities, and our experience
with those kinds of commodities is that they are more susceptible
to manipulation.

Senator CRAPO. Let me just say, my reading of the act that is
being proposed, of the Feinstein bill that is being proposed, is that
it literally repeals the definition of exempt commodities, and if I
read that correctly, it leaves us with a situation where you are ei-
ther excluded totally or you are covered totally. Am I wrong in
that?

Mr. ERICKSON. I believe the first bill that was introduced, S.
1951, would have eliminated 2(g) completely and would have start-
ed out with a new exempt commodities section that would just af-
firmatively have applied fraud and manipulation authority.

What is in place now is there is no change to the framework,
and, in fact, the exempt status of all the exempt commodities is re-
tained. This is absolutely critical for the legal certainty of the
transactions so that we do not run into the problem that you pre-
viously identified that would potentially force them all onto an ex-
change environment. That is something that nobody, I think, would
make an argument for.

Senator CRAPO. Then we can agree, though, that with regard to
the issue that we need to address, as I see it, from your testimony,
it is rather specific. We need to address the concern that you have
identified with what Section, in your opinion, Section 2(g) has done
to the rest of the Act.

Mr. ERICKSON. Yes, and I can maybe provide a little bit more.
The definitions of exempt commodity transactions and the swap
transactions are slightly different, and that is why I believe 2(g)
trumps, because the definition of swap transaction in 2(g) is com-
posed of three parts and the definition of transactions exempt com-
modities is only composed of two parts. They are nearly identical.
In 2(g), if you have the opportunity for individual negotiation, they
are excluded. That is why I think it trumps for that broad swath
of the swap market, which is 80, 90 percent of all derivatives trad-
ing.

Senator CRAPO. It seems to me that whether you are right or
wrong about that, at least the issue, as I see it, from your perspec-
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tive, is that interpretation of Section 2(g) and the resolution of the
issue would be simply clarifying that your interpretation is cor-
rected and that the application is thorough with regard to the
fraud, price manipulation, and transparency provisions.

Mr. ERICKSON. That is the heart of the issue. Everything else is
providing the obligation for markets to have some level of trans-
parency in their marketplaces.

Senator CRAPO. I assume that you are aware of the testimony
that came in before the Banking Committee and in other contexts
about the value of derivative transactions to our economy, Alan
Greenspan having said that they may have provided the stability
that kept us from going deeper into the trough during this last
troubled time. Do you agree with that?

Mr. ERICKSON. Absolutely. There is no question about the value
of these transactions, and my concern about this market, in par-
ticular with energy, is the market is fading away. By attaching
some key elements of market integrity to the regulatory regime you
would really let the marketplace itself take off again. The partici-
pants in energy markets do not have the confidence to trade with
one another. Most of the energy platforms that are sanctioned
under the law are not in operation today.

Senator CRAPO. Thank you. Mr. Newsome, I understand that you
disagree with Mr. Erickson in terms of the interpretation as to
whether 2(g) does what he believes it does, but do you agree that
energy and minerals transactions should not be subject to full cov-
erage and to required trading on commodities exchanges?

Mr. NEWSOME. It depends upon the trading system and the na-
ture of the participants that are doing the trading, and I think
there underlies the premise of the whole CFMA, because the regu-
latory structure was based upon the product, the type of trading
system, and the participant involved in the trade of the product. I
would still agree that the criterion in which we should move for-
ward with still should be based upon those different criteria.

Senator CRAPO. Thank you. Mr. Erickson, one last question. Are
you aware of any evidence at this point in time that would indicate
that a cause of the Enron situation was related to transactions in
derivatives?

Mr. ERICKSON. No, I am not aware of any direct evidence. I am
concerned, though, that when we have a corporate bankruptcy, a
marketplace evaporates.

Senator CRAPO. Thank you.
The CHAIRMAN. Thank you, Senator Crapo.
Senator Fitzgerald.
Senator FITZGERALD. Thank you very much, Mr. Chairman, and

at the outset, I would say that I guess we have invited the Inter-
national Swaps Dealers Association to testify later. I would actu-
ally like to hear testimony from ICE, the Intercontinental Ex-
change, that is lobbying so heavily against closing this loophole be-
cause I really think the bill concerns them more specifically than
swaps dealers in general. I would hope we could get to hear from
ICE specifically, as their owners are a number of large banks that
are heavily lobbying Congress not to close this exemption and I
would like to hear from them publicly.
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I have some questions for both the members, and thank you both
for being here. I guess under the old Act and under the new Act,
we have the Section 4(c) exemption authority where the Commis-
sion can grant a no-action letter. Would it not be better, Mr.
Newsome, to go back to the old laws where we had some authority
over these now totally excluded energy and metals online trading
facilities, and if the Commission wanted to exempt the Interconti-
nental Exchange or Enron Online, there could be a vote and you
guys could send Enron Online a letter exempting them?

Mr. NEWSOME. The 4(c) exemptive authority of the Commission
is extremely important, I think, because it gives the Commission
some flexibility, and I think flexibility is key in terms of how we
move forward from a regulatory standpoint.

Senator FITZGERALD. Even if we closed off this 2(g) exemption,
you would still have the flexibility to exempt Enron Online if the
Commission wanted to do that. You could have hearings on it. You
could take a vote, and if the Commission voted to send a no-action
letter to Enron Online or the Intercontinental Exchange, you could
do that. You would still have the flexibility, would you not?

Mr. NEWSOME. That may be the case. That is not something that
I have looked at specifically. I know that the flexibility of the
CFMA, the flexibility of the Commission to utilize 4(c) is extremely
important because there is no way we can sit here and look at how
the markets might move or what problems we might face in the fu-
ture, so——

Senator FITZGERALD. Right now, you do not have the flexibility
because Enron Online and Intercontinental Exchange are just ex-
empt by statute here with Section 2(g).

Mr. NEWSOME. Exactly. Exactly.
Senator FITZGERALD. You do not have flexibility.
Mr. NEWSOME. Flexibility is a good thing.
Senator FITZGERALD. By closing off 2(g), you would still have the

flexibility provided by 4(c). OK. You said that wash trades are ille-
gal in all markets at all times, and I would assume you would
mean in energy and metals trading online. Is that the case? Is it
illegal to make a wash trade on one of these exempted online en-
ergy trading facilities?

Mr. NEWSOME. My Southern slang is difficult to understand, Sen-
ator. I said in our markets.

Senator FITZGERALD. In the ones you regulate?
Mr. NEWSOME. In the ones we regulate, there is——
Senator FITZGERALD. You do not have authority to pursue a wash

trade in an online energy trading facility, do you?
Mr. NEWSOME. No, I would not say that. To me, when you look

at round-tripping or the activity that is taking place, and that is
something that we are very aggressively investigating, but when
we look at that, I think it brings up two points. One, it appears
to me to be fraudulent. Two, we are looking at whether or not that
was used to manipulate the market. In either of those cases, it
would be illegal and we would have the authority to bring charges.

Senator FITZGERALD. Do you not have the authority to the extent
it occurred under the old Act under the authority you had 18
months ago? If the new Act were in effect the whole time these
transactions were occurring, is it not true that under the current
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Act, you could not go after a wash trade occurring on one of these
online energy or metals facilities?

Mr. NEWSOME. I think——
Senator FITZGERALD. Could you point to the section of the Act

that would give the ability to go after that wash trade?
Mr. NEWSOME. Unfortunately, I could not point to that section

this morning. The new Act took out the specific language regarding
the Commission’s ability to prosecute wash sales in the type of
markets that you are talking about, the exempt markets. However,
I still believe that through our anti-fraud, anti-manipulation au-
thority, the Commission has the ability to prosecute in this in-
stance. We are agreeing that we can do it. It may not be quite as
simple now as it was 18 months ago because of the removal of the
specific wash sale language.

Senator FITZGERALD. Mr. Erickson, would you have a response to
that? Do you think you have the authority to go after wash trades
in Enron Online under the current Act?

Mr. ERICKSON. No, I do not. I do not think the Commission re-
tains its direct authority to pursue wash sales as a violation.

Senator FITZGERALD. Everybody agrees that wash trades are bad.
Do we not want to give the Commission that authority to go after
and prevent wash trades? It is an outrage. It was an enormous out-
rage, what was going on in the energy trading market. Do you both
not agree, we want to be able to clear your authority to pursue
wash trades?

Mr. NEWSOME. There is no question that they are bad. They are
wrong. They are illegal. Given our anti-fraud, anti-manipulation
authority, we do have the ability to go after them for that and we
are currently investing that.

Senator FITZGERALD. Are these online energy trading facilities
not exempt under Section 2(g) from you going after them for fraud?
Mr. Erickson thinks they are exempt. You do not think they are
exempt.

Mr. ERICKSON. Not only exempt, but excluded.
Mr. NEWSOME. They are exempt. The question is whether or not

they are excluded and I continue to believe that we have the au-
thority to go after them for these instances.

Senator FITZGERALD. Are you going to pursue action for trades
at Enron Online for wash trades?

Mr. NEWSOME. Sir?
Senator FITZGERALD. Are you going to pursue action against

Enron Online for wash trades?
Mr. NEWSOME. We are currently investigating that matter now.
Senator FITZGERALD. OK. Have you encountered any arguments

from Enron Online’s lawyers that you do not have the authority to
do that?

Mr. NEWSOME. I have not spoken personally to Enron Online’s
lawyers, but I will be glad to followup on that and give you a more
specific briefing, Senator, of exactly what we have.

Senator FITZGERALD. Thanks, Jim. Thank you both. I appreciate
the time.

The CHAIRMAN. Thank you, Senator Fitzgerald.
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I have to leave. My bill is up in another committee and I have
to go work that, because it is my bill. Senator Lugar is going to
take over and finish chairing the hearing.

I just have to say again that I have been, as I am sure Senator
Lugar has been, involved in the CFTC since its beginning in 1975,
when I first came on the Agriculture Committee in the House, and
I have talked with my staff and I am trying to remember through
all those years why it is that we need this exemption. Why is it
that we carved out a certain exemption? I know why we did exclu-
sions. That is clear, why we have exclusions, covered by other enti-
ties, that type of thing. Why we have an exemption, I do not know.
Maybe it is just something we wrote in there to give lawyers a lot
of work. I do not know.

I guess I am of the position now that I am thinking that, sort
of along the lines of Mr. Fitzgerald, I do not know and I do not
want to put words in his mouth, maybe we really ought to reexam-
ine whether or not we need an exempt category. Maybe there ought
to be exclusions or not exclusions. If they are excluded, fine. If they
are not, you ought to have jurisdiction.

The questions on Enron and stuff, maybe not. Maybe having
them regulated and not exempt may not have stopped Enron, but
it may have at least precluded whatever part or whatever role the
derivatives played in the collapse of Enron. That might have
helped to do that. It might have served as an early warning signal
to others as to what Enron might have been up to.

I leave the committee and I am going to turn it over to Senator
Lugar, but I just ask the question. Maybe we ought to really take
a look again at 2(g) and why it is even there in the first place.
Thank you very much.

I guess Senator Nelson is next. Thank you, Senator Lugar.
Senator NELSON. Thank you, Mr. Chairman.
First of all, I want to thank the gentlemen for being here and

to commend Senator Feinstein for working so diligently with so
many stakeholders to come up with legislation that at least ad-
dresses the question about structure and transparency, and so I
truly appreciate that.

I also would like to note that Mr. Einstein seemed to presume
that things might happen in 7 days, 6 days of study, 1 day of deci-
sion. I notice more than 6 days have gone by studying and we have
not come to the seventh day for a decision about how to fully inves-
tigate or get an investigation accomplished.

From my particular perspective, having had Enron located in Ne-
braska before it suddenly uprooted and went to Houston, with hun-
dreds of people affected with their retirement accounts riddled by
the Enron collapse and numbers of people in Nebraska and related
to Nebraskans left out of work, it is going to be very difficult for
me to go back and tell them that what we have here is a problem
of exclusion versus exemption. You can appreciate they are not in-
terested in hearing that. What they are interested in finding out
is whether the derivatives issue contributed in any significant way,
and if it did at least in part in some way to the collapse of Enron
and their complete demise in terms of their financial security, they
want to know that, first of all, it has been studied, investigated,
and that some appropriate action has been taken.
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I have some questions I would like to ask you. First of all, I
think I understand, Mr. Erickson, you are suggesting that the
Feinstein legislation would, first of all, do no harm, and second,
though, the question is, will this grant you the authority to inves-
tigate and continue the process that seems to be ongoing right now,
to come up with some conclusions about what, in fact, happened,
and then second, is it sufficient to protect the public as you move
forward.

Mr. Newsome, since you brought up the question of—I will leave
Feinstein to Mr. Erickson and I will leave Einstein to you. How
much time do we need to take to study before we come to that day
when we now decide this is, in fact, the answer?

Mr. Erickson.
Mr. ERICKSON. Are you sure we cannot swap those?
Senator NELSON. No, no.
[Laughter.]
Mr. ERICKSON. You are right on the timing issue. Markets are

funny. The next event may be in 1 day, it may be 1 week, it may
be 1 year. We cannot really define the time.

With respect to Senator Feinstein’s legislation, I continue to look
at it as a pragmatic and modest approach. It affirmatively confers
to this Commission fraud and manipulation authority, which is es-
sential. The reinstatement of those authorities clearly over the de-
rivatives in these markets would have a prophylactic effect on what
people are willing to do.

There is a Governor in place and if people understand that the
transactions are subject to some regime, they may temper the ques-
tionable kinds of transactions they are entering and the purposes
for which they are entering those transactions. They also, may tem-
per the leverage, because I think that is something we really do not
remember all the time, that these are leveraged transactions and
they operate pursuant to agreements where, if you are concerned
about credit, you can ask for a bigger pot of money to be held in
basically a deposit account.

I am generally pleased with the Feinstein bill. Yes, it could do
more. We could say that if you are running a marketplace where
price discovery occurs, it ought to take place in a registered mar-
ketplace.

Senator NELSON. A framework.
Mr. ERICKSON. Yes.
Senator NELSON. Transparency.
Mr. ERICKSON. Yes, within our two categories of marketplaces.

We have the most highly regulated market, the designated contract
market, which is for retail customers. That is what most futures
and option markets are today. We also have what currently is an
unused part of the framework, which I think is really innovative,
and that is the derivative transaction execution facility, which is
designed for markets like ICE to find a place in the regulatory re-
gime and yet have a much lighter regulatory treatment.

That is something that is not in the Feinstein bill, but if you
really wanted to cement down what kind of transparency you are
expecting out of a marketplace, that is something you could look
at and just require marketplaces to have some category of registra-
tion.

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00032 Fmt 6633 Sfmt 6633 86213.TXT SAG1 PsN: SAG1



29

Senator NELSON. Now the question, of course, chairman
Newsome, is how much time does it take to conclude the investiga-
tion to come up with some conclusion?

Mr. NEWSOME. If you will allow me, I would like to expand be-
yond that time just to——

Senator NELSON. Sure.
Mr. NEWSOME. It is very difficult to say. We are investigating nu-

merous allegations, of which manipulation is one. Manipulation
cases are very complex. They take a lot of time. For example, the
two manipulation cases that commissioner Erickson brought up,
Sumitomo and Avista, those occurred on our most regulated mar-
kets. It is impossible to prevent manipulation. They occurred on
the very regulated markets and they were very time consuming.
Sumitomo, in fact, took almost 5 years with access to all of the in-
formation.

I do not mean to say that Enron is going to take that long be-
cause we are very aggressively pursuing that and we have assist-
ance from other agencies and we are going to move as quickly as
possible. I cannot give you a specific timeframe because as we go
forward, we have uncovered additional information which we have
to move on.

I suspect that it is not an all or nothing situation, that there are
going to be stages. We are going to finish parts of the investigation.
If there are violations, we will bring charges and then we will move
forward with the additional parts of the investigation.

Back to your initial comment about constituents, I could not
agree more. We want real solutions. If there are problems there,
we want to address them. In order for us to look at real solutions,
we have to first determine what the real problems are, and there-
fore, I think the importance of our investigation is we move for-
ward in trying to find out what we have learned.

Clarification and commissioner Erickson and I are in full agree-
ment that clarification of anti-fraud and anti-manipulation author-
ity is a good thing. I mean, if there are players who are not operat-
ing by the guidelines, we want to make sure that we have the abil-
ity to go out and prosecute those people. I do not think there is any
question about that by anyone.

The real discussion goes back to the front-end regulation, when
we start looking at market surveillance and transparency. I do not
think the debate has been held that what is the real cost to the
front-end regulation? What does it mean?

I want to take, for example, transparency. Transparency is like
motherhood and apple pie. Transparency is a good thing and we all
want very transparent marketplaces, and in markets which we
oversee that serve a price discovery function, those markets are
transparent and the CFMA gives the authority to the Commission
in exempt marketplaces to require transparency if that market
comes to serve a price discovery function.

To say that across the board, all of these markets should be
transparent is something that deserves a closer look. Transparency
in small, illiquid, or very specialized markets could actually have
a negative impact. They could distort market prices more than they
could help. I do not know that, but we need to look at it, because
when you have the non-standard contracts that we are talking
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about in many instances in these exempt markets, they are differ-
ing in size, they are differing in terms, they are differing in condi-
tions, they are different because of differences in counterparty risk.

What does all of that mean in terms of making this transparent?
What kind of distortion could that have on our very standard mar-
kets which we utilize for price discovery? It simply needs to be
looked at.

Senator NELSON. I thank you for your answers.
Mr. Chairman, if I might just conclude, I agree with trans-

parency and it would seem to me that even though you might have
some distortion to the market by transparency in certain cases,
that the market would adjust to that over some period of time, that
it would recognize and take that into account.

Let me conclude by saying that understanding leverage, only
from the standpoint of the insurance industry, it does not matter
how much surplus you have against the risks you have taken if you
do not have any losses. The reason you compare surplus to the li-
abilities and exposure of the insurance business is because there
are going to be losses and the question is what will those losses be.

I suspect in the case of transparency and in the case of under-
standing these transactions, you want to know what the potential
exposure is if everything goes wrong. Can they withstand that kind
of exposure? Hopefully, this legislation would help you be in a posi-
tion, and/or others looking at the transparency of the transactions,
to make that kind of conclusion, not the average person on the
street, but those who are sophisticated in this market, in this kind
of business.

I thank you. Thank you, Mr. Chairman.
Senator LUGAR [presiding]. Thank you very much, Senator Nel-

son.
Senator Crapo, do you have additional questions?
Senator CRAPO. Yes. Thank you, Mr. Chairman.
I know we have gone over this before, but I want to be sure that

I have it right. As I listened to the testimony of both of you, it
seems to me that there is actually a lot more agreement than dis-
agreement with regard to what we ought to be doing and where we
ought to be. The disagreement, as I understand it, is over whether
2(g) excludes from the fraud and manipulation provisions swaps
transactions. Am I correct about that? Would the two of you agree
that that is the core of the disagreement between your testimony?

Mr. NEWSOME. 2(g) certainly does exclude swap transactions. I
do not think there is——

Senator CRAPO. It excludes them from fraud and manipulation
protections?

Mr. NEWSOME. Two-g excludes them from jurisdiction of the
CFTC, period.

Senator CRAPO. All right. Then I guess I am misunderstanding
what the difference is. How would you characterize the difference
of your testimony, then, Mr. Newsome, between you and Mr.
Erickson?

Mr. NEWSOME. In a nutshell, you have the exclusions. You have
the exemptions. Under the exemptive category, we have appro-
priate anti-fraud, anti-manipulation authority. We have appro-
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priate authority to require transparency if that market comes to
serve a price discovery function.

Senator CRAPO. Regardless of Section 2(g)?
Mr. NEWSOME. Well, they are obviously separate. There are cri-

teria for exclusions under 2(g) and there are criteria for exemptions
under 2(h). Another thought process is that 2(g), the exclusion of
2(g) trumps the exemption of 2(h) and I do not think that is correct.

Senator CRAPO. All right. That is what I was trying to say. Mr.
Erickson, do you agree with that as the characterization of the dif-
ference between you in your opinions today?

Mr. ERICKSON. Yes, I would concur with what the Chairman has
said. It is just a matter of how you look at the way these markets
are structured, as well. You have the exclusion that attaches just
to swaps and swaps are defined by 2(g). My view is that anything
that fits in 2(g), is out. It is out as a bilateral transaction, but it
is also out if it is done on an electronic exchange marketplace be-
cause of another section 2(e) of the Act, which excludes electronic
trading facilities.

Senator CRAPO. As I see it, both of you agree that Section 2(g),
in the way the Act should be drafted, the Section 2(g) should not
exclude these transactions from the fraud and manipulation provi-
sions. Your disagreement is whether it does or not, am I correct in
that?

Mr. NEWSOME. Yes. Certainly, when we look at exempt markets,
I believe that we should have—I think that we do have the proper
anti-fraud, anti-manipulation authority. If there is question about
that, then clarification, I think, would be helpful.

Senator CRAPO. Mr. Erickson.
Mr. ERICKSON. Senator, I would just add that I think it would

be important to just cement the idea that fraud and manipulation
authority apply and attach to the exempt commodity transactions.
What you raise may be a distinction that I previously had not seen.
For transactions energy products, by dint of being an energy prod-
uct and exempt, fraud and manipulation authority ought to attach,
no matter if you are trading a swap or some other kind of over-
the-counter product.

Senator CRAPO. All right. Mr. Erickson, I apparently do not have,
or maybe we just got a copy of the latest version that you have
been working on of Senator Feinstein’s proposal, but I have not
read it yet. The latest copy that I read does actually repeal the ex-
empt commodity provisions, and if I understand it correctly, it
would then subject all of these transactions to full coverage by the
CFTC and trading on the commodities exchanges. That is not what
you are suggesting we should do, is it?

Mr. ERICKSON. No. That, I think, is a debate that is taking place
a little bit at the hearing today about whether one, two, or three
classifications of commodity are appropriate. I am comfortable with
the idea of the three categories. The idea of the exempt category
was really to make sure that fraud and manipulation attached
across the board. That is not the case. I have not seen this legisla-
tion. I would be surprised if it completely took out any references
to exempted categories, but I will be happy to take a look at it.

Senator CRAPO. All right. Thank you very much.
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Senator LUGAR. Thank you. Do you have further questions, Sen-
ator Miller?

Senator MILLER. No.
Senator LUGAR. Senator Fitzgerald, do you have further ques-

tions of these witnesses?
Senator FITZGERALD. I do. I was wondering about record keeping,

whether under current law the online energy and metals trading
platforms are required to keep records and are those records avail-
able to the CFTC, either of you?

Mr. NEWSOME. I will start. No, there are no record keeping re-
quirements to the section that you are referring to. Do companies
keep records? Obviously, they do. As we look at clarifying anti-
fraud, anti-manipulation authority, I think we need to look at all
activities that could make sure that the Commission has a strong
enforcement program and approach to dealing with fraud and ma-
nipulation. To my knowledge, I do not believe——

Senator FITZGERALD. They are not required to keep the records,
so we could see a bunch of wash trades between these online en-
ergy or metals trading firms, and they are not required to keep any
records, so even if there was a lawsuit by somebody, there is no
statute that requires them to keep records. They could just shred
any written records they have and destroy computer records. Do
you think that is the case? Mr. Erickson, would you care to com-
ment?

Mr. ERICKSON. It is the case, and it is something that is not re-
quired under our Act. Presumably, depending on how you are oth-
erwise—regulated, if you are a publicly held company, there may
be some prohibitions on that.

My concern with the wash trading is that there are a lot of dif-
ferent aspects to wash trading. You have the accounting issue. You
have the fraud on investors that the SEC would be looking at. With
wash trading on these electronic exchanges, it gives people the abil-
ity to send false price signals. A lot of these markets are being
viewed by thousands of market participants and these transactions
are going across these lines potentially and sending a false price,
and that is not precluded under the Act as it is written and there
are no reporting requirements or other paperwork requirements to
require their keeping those. Yes, the answer is they——

Senator FITZGERALD. I grew up and still live outside the Chicago
area. Every day, I can open my papers and I can find out the price
of a September corn contract or a September pork bellies contract
or soybean contract and I can find out the volume of trades on our
exchanges in Chicago. Is there anyplace that I can find the same
volume price and open interest information for online energy and
metal trading firms? Would either of you care to answer that?

Mr. NEWSOME. That information is not widely available, and cur-
rently, it is not required to be made transparent. As you know, the
Commission has the authority if it makes the determination that
these markets serve a price discovery function to require trans-
parency and there are several markets that we are looking at now
to make that determination.

We had some of this discussion a few moments ago and I would
like to go back, if I may, Senator Lugar, and discuss this with Sen-
ator Fitzgerald about transparency. There is no question that gen-
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eral transparency in marketplaces is a good thing. This goes to-
ward some of the front-end regulation that is being talked about,
and whether or not in these markets, is required transparency a
good thing.

I am not going to argue either side of that today, but simply
point out that these markets are very different than the standard-
ized markets that you just referred to from Chicago. Some are
small, some are illiquid, certainly many are non-standardized. You
are talking about a completely different set of, or a different type
of information than you would receive on the standard markets in
either Chicago or New York, and what kind of impact will that
have?

The fact that it is non-standardized, that there are differences in
size, differences in terms, differences in condition, differences in
counterparty risk, could even the release of that information lead
to distortion to some of our standardized markets because of the
differences in standards? I do not know that, but I think it is some-
thing that we need to look at and something that I think we need
to realize when we just talk about transparency in general.

Senator FITZGERALD. Is there any self-regulatory function that
these excluded energy and metals trading online platforms have?
I mean, what SRO function does the Intercontinental Exchange
provide? Does anybody know?

Mr. NEWSOME. To my knowledge, none.
Mr. ERICKSON. None that I am aware of.
Senator FITZGERALD. OK. Now just finally, I guess, if we were to

eliminate the exclusion for online trading of energy and metals de-
rivatives contracts or swap contracts, that does not mean that we
would be regulating these online platforms in the same way we
regulate a facility like the Board of Trade in Chicago or the
NYMEX in New York. They could become DTEFs, right, which
would be subject to a mid-tier level of regulation, is that not cor-
rect?

Mr. NEWSOME. Yes, sir. Still, through the CFMA and as we move
forward, I still think it is as important now as it has been to look
at the nature of the product, the type of facility, and who is trading
the product in order to determine the proper regulatory scheme,
and you are correct, they could move into a lesser-regulated——

Senator FITZGERALD. Right now, they are excluded from any cat-
egory. They do not have heavy. They do not have middle. They do
not have light. They do not have any.

With that, thank you both very much.
Senator LUGAR. Thank you very much, Senator Fitzgerald.
I just have a final question. I am intrigued. Mr. Erickson, you

pointed out that the lights really went out in the Enron market.
Describe what that means. Who was still left in the market and
who won and lost in that situation? In other words, most of us have
not had an experience in which a market that had considerable vol-
ume and a lot of money, the lights just went out, as you suggested.
What happened, and describe at least the final day of that.

Mr. ERICKSON. I really think for a lot of this, Senator Lugar,
time will fill in many of the gaps in the details that we have. I just
personally think it is striking and shocking, really, that you could
have an event like that where a marketplace is just gone. That is
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why I look at this from the perspective that we really dodged the
bullet. We had this period of 3 weeks where the operations were
able to continue.

Senator LUGAR. In other words, the Dynegy situation you de-
scribed that allowed traders who were in this market to
disengage——

Mr. ERICKSON. Exactly.
Senator LUGAR [continuing]. That is, to close their positions,

sometimes at losses or whatever, but to get out. They were not
there when the lights went out.

Mr. ERICKSON. Exactly.
Senator LUGAR. But, now, somebody was. Who was there when

the lights went out?
Mr. ERICKSON. I have made a couple of unfortunate statements

in various public places and I think that we are all under the im-
pression that virtually everyone did have the opportunity to exit.
I made that statement to a group of pretty good-sized energy com-
panies in Texas about a month ago and was quickly taken to task
for making that statement with a few folks saying that they were
not so successful as I might otherwise have presumed and that
they had just delayed taking several million dollars in losses for a
period of months.

I do not know the scope of it, but I think that we were able to
dodge a bullet. It was just luck in this case. To the extent some-
thing like this happened again and we did not have some willing
buyer out there, people may have just been left in that market and
unable, really, to trade out, and that concerns me.

Senator LUGAR. I will not argue the transparency thing. Mr.
Newsome has made a very good case that we need to take a look
at all the source of that issue.

This Enron market strikes me as something that was not very
transparent. As a matter of fact, even though some of us knew that
such a thing existed, what was going on in there concerning not
very transparent—now, some would argue, no need to be. You have
sophisticated people. They were aware of their risks and so, there-
fore, back in the back room if people are being clobbered, that is
their tough luck.

The dilemma is, of course, when huge sums of money are taking
place like this, some of the people had other stockholders, had some
public consumers that were behind them, why, there are some im-
plications for people other than these sophisticated persons. They
were not operating as individuals, I suspect, most of them, with
their own net worth in these markets. This is what I am worried
about, is the fallout. Something that was meant for people who
were very sophisticated but in their operations, others are caught
in the wake of this.

I have no idea who was there, and that is why I was just simply
curious. You say most, somehow, given the Dynegy, scrambled and
got free of it and reported their losses, hopefully by this time, do
not have bookkeeping problems of their own, describing what they
were doing back there in the markets. This is something that, it
seems to me, between the Commission and the committee, we have
to grapple with, not that that was the end of Enron. Lots of other
things happened before. Our particular piece of the situation we
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take seriously, derivatives, commodities regulation. We really want
to make certain we perfect as much as possible the Act that we
were all involved in a while back, and so that is the purpose of my
querying this.

We thank both of you very much for your testimony. Both Chair-
man Harkin and I have allowed members of the committee as
much time as they needed, and likewise you, because it was very
important that this be a part of our record as we are literally con-
sulting together in the midst of a public hearing. We thank you for
coming.

Mr. ERICKSON. Thank you, Senator.
Mr. NEWSOME. Thank you, Senator.
Senator LUGAR. The chair would like to call now our second

panel that will include Mr. Randall Dodd, Director of the Deriva-
tives Study Center; Mr. John Coffee, Professor of Columbia Law
School; Mr. Neal Wolkoff, Executive Vice President of the New
York Mercantile Exchange; Mr. Ernest T. Patrikis, Senior Vice
President and General Counsel from American International
Group, Incorporated, International Swaps and Derivatives Associa-
tion, ISDA; and Mr. Richard Green, Chairman of Aquila, Incor-
porated, of Kansas City, Missouri.

Gentlemen, unlike the more permissive regime that has operated
in this committee this morning thus far, let me ask each one of
you, if you can, to summarize your testimony in 5 minutes. We will
not be rigid on that because in some cases, that may be impossible.
Given the hour and, likewise, retaining the attention of members,
we would like to hear from each one of you ad seriatim and then
have opportunities for rounds of questions as committee members
might desire.

Mr. Dodd.

STATEMENT OF RANDALL DODD, DIRECTOR, DERIVATIVES
STUDY CENTER, WASHINGTON, DC

Mr. DODD. Thank you very much. I wanted to start by saying I
am very honored to be here today and I want to be able to provide
my insight into the nature of derivatives markets and to also offer
an economic analysis that will probably help us better understand
what should be the proper level of regulation in these markets.

Now, unfortunately, though, we are being brought together today
by a large number of problems that have cast a pall over our finan-
cial markets. Some of these are sort of bad apples—executives, ac-
countants, auditors, financial analysts, people reporting in the
media, but there are also a lot of bad non-apples, failures in our
accounting rules, our financial reporting rules, but also failures in
the way we have used derivatives.

I would like to focus on the role of derivatives today because I
think that we need to solve the problem of the way we treat over-
the-counter derivatives in order to solve the problems with these
accounting rules. In fact, I do not think it is going to be possible
to solve accounting, auditing, and financial reporting problems
without more transparent derivatives markets, and I believe we
cannot expect to maintain safe and sound and orderly trading mar-
kets for commodities and for other financial instruments until we
have the same basic rules applying to over-the-counter derivatives
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markets as we have with banking, security, and insurance. Let me
elaborate on those points in order to justify them.

The over-the-counter derivatives markets, as we know, have
grown rapidly in the last 20 years. Chairman Harkin mentioned
that they are now $111 trillion worldwide, quite a bit of that here
in the U.S. It is now multiple times the size of our GDP.

If you compare these markets to the size of our securities mar-
kets or banking markets or insurance markets, they certainly rival,
if they do not exceed, them. Today, derivatives are very much the
fourth leg of the table that might be thought of as comprising our
financial system. However, unlike the other legs of the table, bank-
ing, securities, and insurance, there are no regulations substan-
tially regarding these over-the-counter derivatives markets, aside
from some semantic difficulties we have seen in trying to define
that subset of them known as exempt commodities.

The reason derivatives have grown so much is because they pro-
vide two very important economic functions, that is, price discovery
and risk shifting or hedging or risk management. They have also
grown because they provide some unproductive uses, some down-
right nefarious uses, and we have had those highlighted to us due
to the failure of Enron. We have seen that they can be used to hide
debt, hide losses, fabricate income, conduct wash trades, to manip-
ulate markets. They also can be used to avoid taxes. They can also
be used to avoid or outflank the regulations that apply to banking,
securities, and insurance. We have seen how they can fabricate a
loan by using, for example, offsetting forward contracts in natural
gas. Also, prepaid swaps have done the same thing.

We need a regulatory framework that encourages their use for
risk shifting and for price discovery while prohibiting their use for
these unproductive, if downright nefarious, activities. That is the
goal here today and I am hoping to help in doing that.

Given that these derivatives markets are large, they are an im-
portant part of the economy, and might I add also they are an espe-
cially important part of the energy industry. Our $600 billion use
of energy every year involves a large number of derivatives con-
tracts. We do not know exactly, of course, because there are no re-
porting requirements and so there is no hard data on the amount
of derivatives, over-the-counter derivatives in energy products or
metal products.

However, I did take the opportunity a few months ago to esti-
mate the size of Enron’s derivatives book. Enron alone had at the
end of 2000, the last year they reported, $758 billion worth of de-
rivatives in energy products on their books. Now, you add to that
Duke, Dynegy, Williams, El Paso, Aquila, the others, and you have
the size of an energy derivatives market in the U.S. that is multi-
fold the size of this $600 billion use of our energy, so those markets
are very important.

Because they are important, it is important that they work effi-
ciently. The conditions for these markets working efficiently are
that, one, the prices are transparent, that everyone can see them.
Everyone can also see market volume, open interest, and the like.
Also, that large traders’ reporting data is given to the government
authority so that we can detect and deter manipulation.
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Transactions in these derivatives instruments should also be con-
ducted in a way that is orderly, where markets do not just freeze
up, they do not just suddenly stop trading, where there are not ex-
cessive price movements. After all, that is the way we treat the
New York Stock Exchange and that is the way we treat our other
exchange-traded instruments.

Last, derivatives instruments should have proper credit manage-
ment practices. Derivatives dealers should have capital. Derivative
instruments should have collateral attached to them that is ade-
quate for the risks that are involved in those transactions.

Now, those are what is needed for an efficient working market
that is tied to this key energy and metal and other financial mar-
kets in our economy. Yet, we do not see that actually occurring in
the market today. The private sector has not produced market
practices that are consistent with those needs for an efficient mar-
ket, and that why I think it is so good that we can come here today
to talk about what might be the remedies for this problem, and I
would like to propose in the brief time I have remaining three basic
remedies to this problem.

The first one is to establish registration and reporting require-
ments for over-the-counter derivatives. Anyone dealing, selling,
participating in the transaction should be registered. They should
have a background check to make sure they have not been con-
victed of fraud or embezzlement. If you get convicted of securities
fraud, you are barred from that industry for life as a securities
broker, but tomorrow, you can go get a job working for Dynegy, El
Paso, or Williams, and that is a tragedy. Also, the institutions
should be registered so we know who they are.

Finally, they should also have reporting requirements. Enron
and the like had no reporting requirements as a derivatives dealer.
We know very little about them. We can only infer a little bit, what
we get from their quarterly and annual statements. They should
also report their large trader positions to the government so that
we can detect and deter manipulation and other market problems.

In addition to registration and reporting, the second thing we
need is collateral and capital requirements. Enron had no capital
requirement as a derivatives dealer, even though they were a large
financial institution. Similarly, for that matter, GE and some of
these other near-financial institutions also have no capital require-
ments. It also would apply to the El Paso, Williams, and the others.
As a result, when Enron fails, the effect is not buffered and instead
is felt immediately by other participants in the industry and, in
fact, other firms throughout the economy, and today we have this
pall over our entire financial market.

In addition to capital is collateral requirements. The organized
futures exchanges, such as NYMEX, have margin and their clear-
inghouse has capital and that is why when Enron failed and this
market started to melt down, there was a flight to quality, and
where did they flee to? They flew to the high-capitalized, well-mar-
gined markets in the NYMEX and they were able in some cases to
get out of Enron and into that market to protect themselves from
credit failure or performance failure on their derivatives contracts.
If it were not for that flight to quality, for having a safe harbor of
where to go, surely the consequences would have been much more
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difficult. To avoid the deeper problems in the future, we need to
start thinking and establish today about how to adequately
collateralize these contracts.

In addition to reporting and registration requirements, capital
and collateral requirements, last would come what I would consider
orderly market rules, and these would require the derivatives deal-
ers to act as dealers do in other markets, which is to maintain li-
quidity by posting bid and ask prices throughout the trading day.
It is used in the over-the-counter market for U.S. Government se-
curities. It is even required there. It is used on the stock exchange
as the specialists maintain bid/ask prices. It should also be the case
for over-the-counter derivatives dealers in order to maintain an or-
derly market and market liquidity.

We should also have spec limits and we should also have exces-
sive price movement limits, again, just as we do in the New York
Stock Exchange and the other futures exchanges. This will help
make these markets more efficient. It will help prohibit the unsa-
vory, nefarious, unproductive uses that we are witnessing today,
and I think it will go a long way to try to solve the problems that
have been highlighted by the failure of Enron and the subsequent
calamities that we have seen in our financial markets. Thank you.

Senator LUGAR. Thank you very much, Mr. Dodd.
[The prepared statement of Mr. Dodd can be found in the appen-

dix on page 90.]
Senator LUGAR. Mr. Coffee.

STATEMENT OF JOHN C. COFFEE, JR., PROFESSOR, COLUMBIA
LAW SCHOOL, NEW YORK, NEW YORK

Mr. COFFEE. Thank you again for inviting me. I want to briefly
address three questions. First, will the Feinstein amendment
produce undesirable uncertainty, and my answer will be no. Second
question, do we need greater transparency in the energy deriva-
tives market, and my answer will be yes.

Third, the question I think we really should be focusing on in
most detail, are there any aspects of the Feinstein amendment that
might produce undesirable or unnecessary restraint on future com-
petition within this industry, and my answer here is yes, there
might be. The amendment is a good answer, a workable answer,
but probably not the optimal answer. There is some over-regulation
in it that is not necessary for its basic core purpose.

Now, let me remind you of something you already know, but I
think the record should set this forth clearly, the 2000 Act was pre-
cipitated by a turf war between the SEC and the CFTC, and as a
result of that, there was suddenly a serious question about the
legal status of swaps and the possibility that the longstanding 1993
swaps exemption might be repealed suddenly. That sent a friction
of fear across Wall Street and the President’s Working Group un-
derstandably recommended that financial derivatives be deregu-
lated to the extent they traded over-the-counter.

Now, the President’s Working Group, as you all know, did not ex-
tend that recommendation beyond financial derivatives, and in a
very simple sentence, we ought to state the rationale for that,
which Senator Fitzgerald has stated and you have also repeated,
but it should be fully in the record. The position of the President’s
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Working Group is that financial derivatives are not vulnerable to
manipulation, corners, or swaps because they have infinite supply,
whereas physical commodities are vulnerable to corners and swaps
because there is finite supply, and that has always got to be your
polestar when you come back to exempt commodities.

If there is a physical commodity or there is something that is in
finite supply, there is a potential for manipulation, and the most
important thing to take from Senator Feinstein’s very succinct tes-
timony this morning was that there has been a wave of wash
transactions and they raise the strong inference, the strong smell
that there is a manipulative intent in someone’s mind. Investiga-
tions will tell us later who did it, and I raise no charges, point no
fingers, but if you get those many wash transactions, someone has
improper purposes someplace and you have to respond to that.

Now, let me go back to the three questions that I raised. First,
is there going to be undesirable legal uncertainty if the Feinstein
amendment were passed? Well, I think not because the SEC is now
out of the picture. There is no possibility again that we will have
a swap being alternatively characterized as a future by one agency
and an option by the other agency because the SEC’s jurisdiction
has been taken away.

The issue that comes up in this area is whether or not the ex-
change traded facility, ETFs, deserves to be regulated on a totally
different basis than the futures exchange. Now, as a generalize, I
would start out this analysis by looking at the status of Nasdaq
and the New York Stock Exchange. They differ in the same way
that the electronic traded facility, the ETF, differs from the futures
exchange. One has open outcry, one is electronic. They are different
in the same way that our current energy market is different with
two kinds of trading institutions. Both Nasdaq and the New York
Stock Exchange are regulated the same way when it comes to
transparency, reporting, and disclosure, and I think that, again,
should be the polestar. There are relevant differences. Nasdaq is
not yet an exchange. They have the same obligations when it comes
to fraud disclosure reporting obligation.

There has been an issue raised about whether the overlap of the
FERC and the CFTC will also give rise to undesirable competition
or undesirable uncertainty, and I would have to point out that the
FERC and the CFTC are very different agencies with very different
regulatory missions. Thus, they should overlap. The CFTC is basi-
cally an investor protection agency and the FERC is basically con-
cerned with consumer protection. It is not safe to cut one agency
back when the other agency’s jurisdiction begins because they are
trying to protect different constituencies and they have different
priorities.

The second question, is there a need for greater transparency?
Again, I think that the Feinstein testimony this morning pointed
out that there is a huge volume of wash transactions, and what is
the motive for a wash transaction, the dominant motive? Maybe
not the exclusive motive, but the dominant motive is to send a false
price signal, a false price signal that signals either that there is de-
mand at a particular price level or that there is market depth and
liquidity at that particular price level, and that is a signal that can
distort not only the market that the signal is entered into but the
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other market. The fundamental question is, why do we have to reg-
ulate a market full of only sophisticated participants, and the an-
swer is because false signals can be sent from that market that
have an externality, that create an externality, because they affect
other markets.

Again, as a generalist, let me take you back very quickly to 1987
and the Brady Commission, which was one of the most authori-
tative studies after the 1987 stock crash of how markets operate,
and they developed the one market concept. There was an issue
about whether certain transactions in stock index futures in Chi-
cago destabilized the New York Stock Exchange and what they con-
cluded was that there was a realistic scenario that when informa-
tion was suddenly suspended from Chicago and you no longer knew
what was happening in the stock index future market, that that
could send a wave of fear and change trading behavior on the floor
of the New York Stock Exchange.

This concept from the Brady Commission carries over today.
There is one market and we have two functional substitutes. We
have futures exchanges and we have electronic trading facilities,
and while I think both should survive, both should be encouraged,
they should be allowed to compete fairly, we have to recognize that
signals from one market will affect both markets. We have to have
integrated functional regulation that treats them similarly to the
extent there is a danger of deception and a danger of lack of trans-
parency, because transparency affects the other market, as well.

Last question, is there a danger of over-regulation? I heartily en-
dorse the transparency, the disclosure, the reporting requirements.
The burdens of that kind of regulation are small, the benefits are
great, and the injury to other participants is enormous because the
lack of transparency affects other markets. There is always that ex-
ternality.

I am more concerned about some other areas that I think are
necessarily adopted. For example, the net capital rules, I do not
think that the net capital rules should be imposed on the electronic
trading facilities. I do not think that serves anything like the same
purpose of ensuring disclosure. The net capital rules are basically
there from the broker-dealer history to protect retail customers
against the danger of broker insolvency because brokers hold
money and property.

I am not sure we have the same need to protect paternalistically
the users of electronic trading facilities. Now, I have used that just
as an illustration. There is a certain amount of over-breadth in the
proposals and I think the core idea of ensuring that there be great-
er transparency, greater disclosure and regulation is necessary,
vital, and fairly low-cost, but I think there is some excess regu-
latory baggage that at least should not require a priority and it
could deserve some further examination.

At this point, I will stop and take any questions that you later
want.

Senator LUGAR. Thank you very much, Mr. Coffee.
[The prepared statement of Mr. Coffee can be found in the ap-

pendix on page 130.]
Senator LUGAR. Mr. Patrikis.
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STATEMENT OF ERNEST T. PATRIKIS, SENIOR VICE
PRESIDENT AND GENERAL COUNSEL, AMERICAN
INTERNATIONAL GROUP, INC., INTERNATIONAL SWAPS AND
DERIVATIVES ASSOCIATION (ISDA), NEW YORK, NEW YORK
Mr. PATRIKIS. Thank you, Senator Lugar. I would like to start off

by saying that every morning when I get up, I wonder what dis-
gusting new story will surface from the deeds of certain members
of corporate America. I joined AIG 4 years ago after a 30-year ca-
reer at the Federal Reserve Bank of New York. I was the No. 2 offi-
cer of the bank. In moving to the private sector, I asked myself,
how would it stand up compared to working at the Fed as far as
ethical matters were concerned, and to date have not found that a
problem, but I find all of us tainted by what is going on in the mar-
ketplace today.

That is much of the theme of the statement that we have submit-
ted to you this morning. The horrendous activities generated by a
few represent a failure of corporate governance and ethics. It would
not be accurate or fair to blame Enron or any of the lapses of busi-
ness morality on the over-the-counter derivatives. A better question
is, what is wrong with business school curriculums?

Your inquiry is timely. You should be asking the questions you
are asking. We appreciate Senator Feinstein’s concerns about what
happened with electricity and natural gas trading in California. At
ISDA, we believe the case has yet to be made that regulation of
OTC swaps in privately negotiated derivatives as futures is war-
ranted. While I am not an expert in derivatives or in energy trad-
ing—perhaps I know enough to get myself into trouble—I have
read accounts of energy trading activities in the press but have
learned over the years not to believe all that I read.

I understand that the FERC and the CFTC, which, in our opin-
ion, has ample authority to address fraud and market manipula-
tion with respect to non-financial derivatives, has several investiga-
tions underway. I hope that the committee awaits the results of
those investigations before deciding on a legislative course.

Of course, there are many questions surrounding energy trading.
Some of these relate to California’s electricity and natural gas de-
regulation regime and how it may well have invited traders to take
advantage of it through proper and improper means. One key issue
here is whether improper activities involved any use of over-the-
counter derivatives as opposed to cash-settled spot trades.

In any event, the major issue you have posed is whether the
CFTC has the authority to deal with fraud and market manipula-
tion that might involve OTC non-financial derivatives. That ques-
tion has been best answered by the Chair of the CFTC this morn-
ing. At ISDA, we share that view. We believe the CFTC has that
authority. However, if it is ultimately determined that it does not,
then we will work with you on legislation to provide the appro-
priate agency with that authority.

You are probably asking yourselves, why does ISDA oppose legis-
lation that would regulate OTC derivatives as futures? The answer
is that it would result in less liquidity in the marketplace and
would create new uncertainties. As the members of the President’s
Working Group on Financial Markets have pointed out, OTC de-
rivatives are a valuable risk management tool used all over the
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world. They are a form of financial insurance, spreading risk or
loss to those who can best bear it.

Businesses that are now carrying on activities that would in the
future subject it to regulation may well stay away from markets
that they now use to hedge risks, or they might shift risk manage-
ment activities offshore. These non-financial derivative markets are
not public retail markets similar to those of the futures exchanges,
where futures style regulation is needed. These markets are com-
posed of sophisticated participants. If there is a lack of liquidity in
some of the energy markets today, it probably does not result from
the lack of regulation but is a market, including rating agency, re-
sponse to the fact that trading profits do not make up for lack of
capital or that more capital is needed to cover trading risks. We
need more, not fewer, participants in these markets.

It is not clear to me that the legislation proposed would address
the alleged electricity and natural gas trading abuses. Futures reg-
ulation for these OTC derivatives will not stop fraud. Indeed, as I
recall it, several past infamous cases of market manipulation in-
volved significant use of futures exchanges.

In closing, the Commodities Futures Modernization Act is about
18 months old. It has brought needed certainty to the OTC deriva-
tives market, not through deregulation but codification. This has
made it possible for businesses and other OTC derivative users, in-
cluding governments, to better manage their risks.

It assisted in the Enron situation. Enron counterparties did not
walk away from their trades. Your work on the Commodities Fu-
tures Modernization Act and support of bankruptcy legislation
aided the markets to work as well as they could in a difficult situa-
tion. In addition, even though Enron was the largest bankruptcy to
date, it did not lead to systemic failure in the markets.

Let us give the FERC and the CFTC the opportunity to finish
their work before we conclude that legislation is the answer. Thank
you.

Senator LUGAR. Thank you very much, sir.
[The prepared statement of Mr. Patrikis can be found in the ap-

pendix on page 138.]
Senator LUGAR. Mr. Wolkoff.

STATEMENT OF NEAL L. WOLKOFF, EXECUTIVE VICE
PRESIDENT, NEW YORK MERCANTILE EXCHANGE,
WASHINGTON, DC

Mr. WOLKOFF. Mr. Chairman, thank you for allowing me to be
here today. Thank you for holding the hearing. My name is Neal
Wolkoff. I am the Executive Vice President and Chief Operating
Officer of the New York Mercantile Exchange. The NYMEX has the
world’s largest regulated energy marketplace, and as far as pre-
cious metals, I can say the same thing.

For myself, my career in commodities regulation and market op-
erations goes back 22 years, initially as a trial attorney with the
CFTC’s Division of Enforcement, and for the last 20 years specifi-
cally working in the areas of energy and metals marketplaces. I
will do my best to distill that 20 years into the 5-minutes permitted
to me. If I go over, feel free to cut me off.
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A little bit of context is very helpful because there has been an
awful lot said today, all of it obviously well meaning, but much of
it incompatible.

To start with, swap transactions or unregulated over-the-counter
derivative transactions are their own instrument. Nobody is saying
that they should be treated like futures transactions. Nobody is
looking for them to be put into the same box as regulated futures
transactions.

A little bit of history, prior to the CFMA being adopted, in the
early 1990’s, I believe it was 1991, as a result of a case involving
a Brent transaction which threw legal uncertainty into the energy
cash marketplace, the CFTC adopted the energy swap exemption,
which the NYMEX supported and we are big believers in liquid
and competitive cash markets, and that includes over-the-counter
swap transactions.

In 1993, to provide legal certainty to all swaps, including finan-
cial swaps, the CFTC adopted what was called Part 35, and Part
35 set forward standards for what participants could appropriately
participate and also established that swap transactions could not
be standardized and, likewise, could not be cleared, which were two
distinctions that were made with the exchange traded world.

The CFMA then effectively overrode Part 35, and I think Profes-
sor Coffee established perfectly sound reasons why that took place.
It excluded financial swaps from CFTC oversight, which was con-
sistent with the President’s Working Group. It allowed for stand-
ardization in energy and metals contracts, which was consistent
with what the marketplace had been evolving to, and it permitted
the clearing of energy and metals derivative transactions because
following Long Term Capital and various other near misses, there
was a belief that perhaps clearing was not something that should
be withheld from the over-the-counter market but encouraged.

Those were generally pretty good things. Part 35 applied prohibi-
tions against wash trading. It made fraud impermissible as far as
swaps, and it outlawed manipulation if conducted via swap trans-
actions, all very straightforward and simple. There was no confu-
sion until the jurisdictional dispute came into effect, none of that
having anything to do with energy and metals.

The CFMA with respect to energy and metals swaps removed the
prohibition on wash trading and, in fact, it created regulatory un-
certainty, as we heard the two commissioners, the chairman and
commissioner Erickson before with respect to the application of the
anti-fraud and anti-manipulation rules on those over-the-counter
markets.

Much about the CFMA has been beneficial and forward-looking
in a number of respects, but it is important to note that by permit-
ting metals and energy swaps to become standardized and traded
on electronic trading systems, the law enhanced the roles of those
over-the-counter markets in price determination of very important
strategic commodities, which metals and energy clearly are. Trans-
actions previously had been individually negotiated and tailored to
the needs of the two parties. The resulting price was both hard to
compare, as suggested before, because the transactions themselves
were so different, and there was no vehicle to publicize the trans-
action price to the wider marketplace.
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Electronic transactions provided that vehicle and standardization
allowed the comparison of transactions so that parties could easily
see what a particular standardized instrument was trading for. It
was not dissimilar in particular from the price dissemination func-
tion that a regulated exchange has.

In doing some very good things, however, there were some regu-
latory black holes that were created, and I will not get into the his-
tory of how the law was adopted. It was recognized that there was
some particular perhaps carelessness. It would not be the lesson in
civics that I would want my small children following.

Under the CFMA, certain markets, including, for example, the
Enron Online system—which is still in business, the assets of that
system are now used by USB Warburg and many of the same trad-
ers and management is now working for USB—falls outside of the
definition of a trading facility and it is clearly outside the CFTC’s
regulatory powers.

Other markets that operate in the new regulatory tier called ex-
empt commercial markets, they do not have transparency to the
broader marketplace. You need to actually be a member or an ac-
tive participant in order to have the screen. Yet, they serve a vital
price discovery function because the participants are generally the
larger users, producers and merchants of the particular commodity
and they are using these systems to determine what their price
should be. The CFTC, without doubt, does not have effective tools
to conduct oversight of these markets or to deter wrongdoing or
punish wrongdoing once it is uncovered.

The CFMA, finally, removed the prohibition on wash trading,
which previously under Part 35 applied to all of these transactions,
and it is hard to imagine what public benefit would accrue for com-
panies freely being allowed to wash trade under commodities law.
I have scratched my head on that quite a few times and it is still
not apparent.

How can Congress fix these problems? Clearly, I am here sup-
porting the Feinstein amendment. Perhaps there may be some
tweaking on capital provisions, but I think that is a very small
item. The Feinstein-Fitzgerald amendment is pragmatic, it is mod-
erate, and it is narrowly tailored. It preserves legal certainty for
swaps. It still exempts transactions from prescriptive regulation. It
does not tell companies what to do and how to do it. It tells them
that if you do things in a fraudulent or manipulative way, you can
be punished for that. That is not saying, do it this way but not an-
other way. It is not prescriptive regulation. That is very important.
Importantly, as well, it provides the CFTC tools to ensure account-
ability and transparency and to deter misconduct.

It seems difficult to understand why we would want to have edu-
cated people and attorneys argue, and eventually argue in front of
a judge, an argument similar to how many angels are on the head
of a pin. Does the CFTC, in fact, have jurisdiction over this trans-
action but not over that transaction, not really depending on the
nature of the trade but where the trade occurred? Those are the
kinds of technicalities that I think people find outrageous when
there is wrongdoing but there is no clear avenue of investigation
or punishment. That is not good deterrence and that is not effective
for an appropriate market.
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With the Feinstein amendment, it provides for an application
clearly across the board of anti-fraud and anti-manipulation rules
and the prohibition against wash trading is clearly and evenly ap-
plied across the over-the-counter market that remains regulated.

In fact, we believe that the Feinstein-Fitzgerald amendment
should be enhanced and improved in one regard, and that is that
the CFTC should have discretionary authority to create certain
self-regulatory obligations on the part certainly of the larger cen-
tralized electronic systems that are playing a key and important
role in price determination. Otherwise, the burden to surveil the
market and enforce rules would fall entirely on the CFTC, which
is a resource drain to government regulators.

The commercial platforms, in our view, should stand behind not
just the technology of their systems, but the integrity, as well, and
we have provided specific language to Senator Feinstein’s office in
this regard.

Last, I would just like to conclude, why does NYMEX care about
this issue? As stated before, we have been unambiguously support-
ive of the various swap exemptions since the early 1990’s. A liquid
over-the-counter market gives business to NYMEX. It is good for
us. It is good for competition. It is a pro-competitive move. What
these markets have lately done to themselves, unfortunately, is not
pro-competitive. It is not good for the marketplace. It is not good
to NYMEX.

It is a bit scary, in fact, when you consider that under recent
electricity deregulation, the generation has been taken away from
the utilities and provided to the merchant class, which, as said be-
fore, has now lost $188 billion of market capital during the last
year. They are controlling power generation. This is a bit of a
frightening world here at this point.

Does this bill solve everything? No, it does not solve everything.
Is it a good step forward to what it intends to solve? Yes, it is, and
we heartily support it. Thank you, Senator.

Senator LUGAR. Thank you very much.
[The prepared statement of Mr. Wolkoff can be found in the ap-

pendix on page 152.]
Senator LUGAR. Mr. Green.

STATEMENT OF RICHARD C. GREEN, CHAIRMAN, AQUILA, INC.,
KANSAS CITY, MISSOURI

Mr. GREEN. Thank you, Chairman Lugar and members of the
committee. As Chairman of Aquila, I appreciate the opportunity to
testify today and want to emphasize that I am speaking for Aquila
today and not anyone else in our industry. You should understand
that Aquila is an integrated energy and risk management company
based in Kansas City, Missouri, with customers and operations
across the United States, Canada, Europe, New Zealand, and Aus-
tralia. We own traditional investor-owned utilities in Missouri and
Kansas, Colorado, Nebraska, Iowa, Michigan, and Minnesota. We
also own and operate generation, transmission, distribution, and
gas storage facilities.

Until recently, we were very active in the energy trading busi-
ness, both in electricity and natural gas. In fact, we were in that
business from its inception 17 years ago, rising to be consistently
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the nation’s No. 2 or No. 3 trader in natural gas or electricity. Re-
cently, we initiated a restructuring that included a significant
downsizing of our trading operations for both electricity and gas
due to the tightening credit and capital requirements for energy
traders.

I have three main points that I want to make today. First, it is
clear that the Enron collapse has had an enormous impact on
shareholders and employees of energy trading companies, irrespec-
tive of the company’s track record or its soundness. A crisis of con-
fidence exists, especially from rating agencies and capital markets.

Second, I need not tell this committee how valuable derivatives
have been for agriculture. Derivatives are no less important in the
energy industry. The loss of a substantial portion of energy traders
will ultimately have an adverse effect on energy supply and prices
as competition diminishes.

The third point that I want to make is that it is critical for bod-
ies such as this committee to work quickly to remove uncertainty
from the markets, to make corrective remedies where warranted,
and to allow the energy industry to get back to the business of
building critically needed infrastructure. The entire energy sector
has experienced a state of upheaval since the California energy cri-
sis and the Enron bankruptcy. The troubling effects of these events
have expanded to affect all energy traders, even those who had
nothing to do with either the California market or Enron’s inappro-
priate practices.

My company withdrew temporarily, but significantly, from the
California markets in the fourth quarter of 2000. We saw instabil-
ity in the market, which made the level of risk to participate too
high. Moreover, we did not engage in the kinds of improper ac-
counting or trading practices for which Enron has become notori-
ous. We played by the rules. Yet, we as well as many others were
swept up in the same wave of uncertainty and lack of confidence
that has resulted in credit downgrades and investor flight. Con-
sequently, a substantial portion of the trading industry has re-
duced their trading activities or withdrawn altogether.

The Commodities Futures Modernization Act of 2000 was a sig-
nificant step forward for financial market development. Its primary
act was to provide legal certainty for the over-the-counter or off-ex-
change derivatives markets. Congress provided the legislation nec-
essary to enable companies to actively engage in transactions with
derivative products, to manage their price risks, and provide stabil-
ity in their business.

We at Aquila do not believe that the current CFMA led to the
crisis in the industry. We are not sure that one can put the respon-
sibility on the wording of any specific Federal law. Today, we be-
lieve that the Act gave ample authority to address fraud and mar-
ket manipulation. However, we are here to decide whether the cur-
rent law should be modified, given the current situation.

We believe that restoration of public confidence in this industry
does require revision in the current law. The current business cli-
mate, not just in energy, is, frankly, perilous. The difficulties are
both structural and psychological. The country as a whole has been
distrustful about business ethics, financial reporting, accounting
practices, and the use of financial instruments, such as derivatives.
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Companies have gone out of their way in annual reports to say that
they do not use derivatives. Credit agencies, in response to the
Enron collapse, are exercising heightened scrutiny of energy com-
panies using business practices that were perfectly acceptable only
3 months ago.

You have a right, and perhaps an obligation, to ask, does the ac-
tivity of energy traders add value to the marketplace and do energy
initiatives matter? The answer is, yes. Derivatives have been
shown to be a critical factor in investment and growth of the econ-
omy. By utilizing futures, options, swaps, Aquila and companies
like it are able to take price risks from someone who does not want
it and distribute it to someone who will accept it. The use and
value of derivatives in the energy industry is no different than the
more mature industries like agriculture and banking.

Chairman Harkin earlier asked about how these derivatives af-
fect people. Well, here are a couple of examples. Aquila has a cus-
tom derivative product called the guaranteed bill that a Mid-
western regulated utility offers to its residential customers that
provides for a fixed monthly bill on natural gas with no surprise
adjustment at the end of the period.

Another example of the benefits of customized derivatives is our
contract with the Sacramento Municipal Utility, which provides
them power or cash when there is insufficient rainfall for their hy-
droelectric generation to operate. This allows the Sacramento util-
ity to protect its customers from rate increases to cover the costs
of purchasing last-minute power at high prices on the open market
during periods of drought. These benefits need and should con-
tinue.

We urge this committee to take action to quickly put remedies
and safeguards in place to help restore the confidence in the bene-
ficial reliance on energy derivatives. To that end, we at Aquila es-
pecially appreciate Senator Feinstein’s willingness to listen to in-
dustry concerns as she moved forward with her proposal. S. 1951
ensures that information necessary for review and oversight by the
CFTC to do its job is provided on a timely basis. We support Sen-
ator Feinstein’s latest version of her bill as it provides the nec-
essary safety nets to restore public trust while not impeding the
dynamics of the marketplace.

These proposed changes in the current law will increase trans-
parency through better and more detailed reporting of transaction
data, give the appropriate regulatory agencies abundant and unam-
biguous authority to investigate anti-fraud and anti-manipulation
tactics that have been so critical in destroying investor confidence,
and require for bilateral dealer markets the use of value-at-risk
models, or in very limited circumstances and where the Commis-
sion determines the risk demands it, the application of minimal
capital requirements. These measures will provide the openness
and accountability so that we start the task of rebuilding con-
fidence in the energy trading industry.

I have talked a great deal about public trust, the importance of
instilling it. I know that this committee will do what it can to re-
store certainty in the marketplace and provide protection for con-
sumers. However, it will be up to corporate America to behave in
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a way that earns the public trust. Thank you for the opportunity
to appear before this committee.

Senator LUGAR. Thank you very much.
[The prepared statement of Mr. Green can be found in the appen-

dix on page 164.]
Senator LUGAR. I want to thank each one of you for extraor-

dinary testimony, and by unanimous consent, all of the testimony
you have offered in prepared form will be made a part of the
record, in addition to comments that you made this morning. This
abbreviated testimony was a desire to make sure all could be
heard.

Let me just at this point defer to my colleagues. We are going
to have a roll call vote on the Senate floor, I understand, in about
3 minutes’ time, and that will probably effectively bring to a con-
clusion the hearing this morning. Before that occurs, let me call
first of all on Senator Fitzgerald.

Senator FITZGERALD. Thank you. Mr. Patrikis, I gather you are
from the International Swaps and Derivatives Association.

Mr. PATRIKIS. I am a Director of the Association, yes.
Senator FITZGERALD. I have been reading the prepared testimony

during the course of this hearing and I wanted to ask you some
questions about it. You state in the prepared testimony a very good
case for legal certainty in the financial derivatives industry, but I
do not think anybody is arguing about the need for legal certainty.
Everybody agrees that there is that need and nobody wants to un-
dermine that. However, in non-financial commodities, such as en-
ergy or metals trading online, do you not think it is reasonable to
have a prohibition in the Act against wash trades?

Mr. PATRIKIS. What we heard today was that the CFTC believes
that it already has jurisdiction to deal with that. If that is the case,
as the Chairman of the CFTC said, I agree with him. Wash trades
are bad——

Senator FITZGERALD. Well, we had, I would say, substantial con-
flict on that. Mr. Erickson said he did not believe they do and Mr.
Newsome was not quite so sure.

Mr. Coffee, you are a law professor. Do you think the CFTC right
now could pursue an online energy exchange for wash trades? Is
there that——

Mr. COFFEE. There is a regulatory hole. If 2(g) is read with a
plain meaning analysis, it says there is no authority over someone
who falls in 2(g). There could be issues about whether Enron online
truly qualified as an electronic trading facility. I am not saying liti-
gation could not try to fight at the edges as to whether you fell
within 2(g). If you fall within 2(g), the plain meaning says there is
no authority.

I understand Mr. Erickson’s position. Commissioner and chair-
man Newsome was a little bit more equivocal, and I am not sure
I fully understand the basis for his position.

Senator FITZGERALD. Mr. Patrikis, you agree wash trades should
be banned, that they should not be legal.

Mr. PATRIKIS. Correct.
Senator FITZGERALD. You think they should be banned?
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Mr. PATRIKIS. No, I think they are banned. If the issue is—we
get back to the same question again. If they already are subject to
the authority——

Senator FITZGERALD. They are banned on the NYMEX or the
Chicago Board of Trade. Everybody agrees with that. I have been
looking through the Act, trying to find someplace where the CFTC
would have authority to go after a wash trade on Enron Online,
now owned by USB Warburg, or on the Intercontinental Exchange.
I do not find it. You just had a distinguished law professor say he
does not see it. Mr. Wolkoff, do you believe that the CFTC has that
authority right now?

Mr. WOLKOFF. No. It is unambiguous. Under the rules prevent-
ing wash trading, specifically state that they apply to futures
transactions, the Part 35 prohibition, which was explicit in apply-
ing wash trading prohibitions to swaps. That language has been re-
moved in 2(g) and 2(h). Regardless of which section you believe
Enron Online or any of these other facilities falls under, the wash
trading provision is conspicuously not there. It is simply not there
and you cannot imply a statutory prohibition when the statute ex-
pressly excludes the prohibition.

Senator FITZGERALD. Now, given that confusion, Mr. Patrikis,
what is the problem with making it clear that the CFTC, for exam-
ple, could go after and pursue enforcement actions against people
engaging in wash trades on these online energy and metals ex-
changes?

Mr. PATRIKIS. I said in my statement this morning that if the
CFTC does not have authority to go after these trades, it should
have the authority. The difference is, does it have the authority?
I go with the Chairman. I work for a chairman. I like to follow that
chairman. We have heard the Chairman of the CFTC speak. I as-
sume he has a general counsel who is helping him. He thinks he
has the authority.

I say, first, let us wait and see what the abuses are. Has it in-
volved swaps or does it involve cash spot trades, and then see if
he has the authority he has. He says he has the authority. We
think he does. I am not an expert in this area of the law, but he
speaks for the Commission.

Senator FITZGERALD. I have an article from the Chicago Tribune
right here talking about wash trades and saying that they have oc-
curred in the online energy industry. It seems clear enough for the
Chicago Tribune, which is a very careful newspaper. They say that
wash trades are used to inflate numbers on both sides. They serve
no other economic purpose. They have a chart here, one company
selling a power contract to the other company at a certain price
and that other company selling it right back to the first seller at
the same price, returning the power. Also, both sides are recording
revenue from these sales.

The Tribune asks, why do it? They say companies could use
these sales to inflate their numbers, making the companies appear
bigger than they really are. Then they ask, is it legal? They say,
because the wholesale energy market is not regulated, such trans-
actions appear to be legal. Similar sales, however, are prohibited
in regulated financial markets. Now, according to the Chicago Trib-
une, I am saying that this is the Chicago Tribune saying this—I
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have not independently verified it—but they say CMS Energy Cor-
poration, Dynegy, Inc., and Reliant Resources took part in wash
sales.

It seems to me we have a lot of people saying this is going on.
Why not let us just make it crystal clear that the CFTC has the
authority to ban these wash trades? Is there any public benefit to
wash trades? Does anybody want to defend wash trades?

[No response.]
Senator FITZGERALD. Nobody wants to defend it. It seems to me

that one of the reasons I understand the NYMEX’s volume has
been going way up is that people are migrating away from these
unregulated companies, companies that have no regulation at all.
People do not want to participate in that now after all the disclo-
sures have come out about abuses in wash trades in the energy
market, and I do not even think it is in the long-term best interest
of companies such as the Intercontinental Exchange to fight some
simple level of regulation that would bring some transparency and
some ability to ban practices that everybody seems to agree should
be illegal, like wash trades.

I wonder if Mr. Wolkoff could address what has happened to the
NYMEX’s volume recently.

Mr. WOLKOFF. For the first 6 months of this year, our energy vol-
ume is up about 30 percent, and due to a number of factors, but
one of which clearly has been the loss of market confidence in over-
the-counter markets. Notwithstanding that, I think that for the
long-term health and well-being of the market, it is not a positive
that there is a loss of confidence in the over-the-counter markets
and I do not think it is a positive going forward for market com-
petition and I do not see it as an ongoing positive for the NYMEX
to have this situation.

Senator FITZGERALD. I could actually argue that you should
maybe be arguing on the other side, let us not close this loophole,
because you are benefiting from it. All this business is migrating
from the wild West over to where customers have some confidence
that there is some ability on the part of regulators to ban fraudu-
lent practices and to have some price discovery.

Senator LUGAR. Senator Fitzgerald, let me just interrupt for a
moment, if I may, to recognize our colleague, and then we will
come back.

Senator Crapo.
Senator CRAPO. Thank you very much. I would like to just get

into a couple of quick issues. One of the allegations that is very
regularly thrown around here is that the Enron collapse is some-
how attributable to the failure to properly regulate derivatives, and
I have asked most witnesses we have had before us on this issue
if they are aware of any evidence of that fact. Is anybody on the
panel aware of any evidence, and I am not talking about this argu-
ment about impact on prices in the market in general of improper
uses of swaps or whatever, but is anybody on the panel aware of
any evidence that shows that the Enron collapse is attributable to
the derivatives market?

Mr. DODD. I can offer an explanation. If you look at, first, the
role that derivatives were used to hide the debt, hide the losses and
fabricate income, and generally distort their balance sheet and fi-
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nancial reports in a way that caused the larger market to lose con-
fidence in Enron, I think in the first act, they played a very critical
role in undermining that market confidence and sending Enron
into deep trouble.

Now, when that happened and people ceased to trade with Enron
Online because no one wanted as a counterparty an entity whose
credit rating was in a great deal of doubt because their past report-
ing was not what they thought it was, and when people——

Senator CRAPO. So——
Mr. DODD. Just one last point, please, sir. I am sorry. When peo-

ple ceased trading with Enron Online, then they lost liquidity.
They no longer made their income as a dealer. They no longer
earned their bid-ask spread. That was the remaining profitable
part of the corporation, and then they no longer had a profit source.

Then when their credit rating did drop and they were hit as sort
of being super-margined, by having to come up with more collateral
for their derivatives contracts, that was, in fact, the day they de-
clared bankruptcy because that is when they could no longer fea-
sibly operate and the lights went out on the trading platform.

Senator CRAPO. You are testifying that Enron’s use of derivatives
contracts is what allowed Enron to distort its financial picture?

Mr. DODD. Yes. They used them in conjunction with the special
purpose entities to hide debt. They moved it into these special pur-
pose entities, as you recall, right, and showed that they sold the
products for an exaggerated price, and then they used the swaps
to then pay back the Enron parent a profit from the transaction,
so they reported that as income. They also borrowed money, as we
saw in this case with the insurance companies, from J.P. Morgan
Chase——

Senator CRAPO. Now were those, what we are seeing here, called
the illegal swap transactions or the wash transactions?

Mr. DODD. They were legal, and I think that is one of the prob-
lems, that it is not just a matter of bad apples but we have some
bad rules.

Senator CRAPO. Legal or not, were they wash transactions that
you are talking about?

Mr. DODD. Some of them were, some of them were not. It goes
beyond wash transactions because it was not even with another en-
tity. It was just, if you will, within Enron, between the parent and
the——

Senator CRAPO. Well, that is my point. If you are saying that a
derivatives transaction was used in one of these other relationships
that you are talking about, I mean, a regular contract that we all
learn about in contract law in law school could have been used, as
well. Does the fact that you can find a totally legal derivatives
transaction involved in the Enron circumstance, does that mean
that the derivatives transaction itself was suspect?

Mr. DODD. I do think it was an unproductive use of the deriva-
tives contract to avoid financial reporting rules to disclose their
debt from their investors, and in that regard, I do think the deriva-
tives were critical——

Senator CRAPO. I am having a hard time seeing how a deriva-
tives contract could be used to avoid financial reporting rules.
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Mr. DODD. They used them not to avoid the rule. They used them
to outflank the rule, if you will, because they moved their debt into
the special purpose entities. They disclosed some of the losses by
moving those into the special purpose entities through these de-
rivatives trades. Then to cap it all off, they sold their stock to some
of these special purpose entities to enable the special purpose en-
tity to pay off a profitable swap they did back to the parent Enron
and they reported that as income.

Senator CRAPO. Mr. Patrikis has been trying to get in here. Let
us let him——

Mr. PATRIKIS. It is a little difficult to conclude that swaps caused
Enron’s collapse.

Mr. DODD. I did not say caused.
Mr. PATRIKIS. Well, are a major contribution.
Mr. DODD. I said they were used——
Mr. PATRIKIS. I would like to continue testifying.
Senator CRAPO. Certainly. Go ahead.
Mr. PATRIKIS. That the firm lacked profit. It had losses. It made

acquisitions. It could not afford it. It had debt. It could not cover
its debt. It did everything it could to hide the debt. It used a vari-
ety of sources to do it. I do not think swaps was a major contribu-
tion to that. The company had a good name. It was able to sell off
these SPEs to parties who were dealing with a good name. That
is the source of it.

As to the Enron dealing subsidiary, we heard today, well, Dynegy
saved everybody. As Enron’s trading subsidiary got into trouble, it
was willing to close out trades with counterparties, as is typical in
the case. If we want to know who was hurt by Enron, want the
trading subsidiary, we can go to the bankruptcy court and see that
there were companies who were in the money, who owed Enron
money, they had trades that were favorable to Enron that were not
closed out and they are debtors of the estate. They will be paying
money into the estate. The swap agreement provides for this.

The fact that people were able to close out trades was not due
to Dynegy, it was due to this legislation that this committee has
fostered, including the bankruptcy legislation, that allowed orderly
close-out of trades. That is something ISDA and this committee
have worked on very hard. That the work this committee did
helped facilitate Enron not being a systemic situation.

Now, the companies dealing with Enron were much better off
than we go to long-term capital management because of risk man-
agement. The companies in this business have market risk and
credit risk people working. We at AIG do it through our profit cen-
ters where there is market risk and credit risk and we do it at the
holding company overlooking it. Those firms manage their risk
well. We had losses from Enron. The losses were containable. The
losses were not material. Why? Because we managed risk.

That is a better part of the Enron story, is how can you have the
largest bankruptcy in the history of the United States and not have
dominoes. It shows, yes, people will make mistakes, people can be
misled, shareholders can be hurt, employees can be hurt, but it was
managed. We can contain it.

Senator CRAPO. Mr. Coffee, you are the law professor here and
so you have been approached several times in questions on that
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issue. Let me just go to you on this. I realize that there is an inves-
tigation underway and we may find more, but based on what you
are aware of at this point, is there any evidence that you can see
that the use of derivatives or swaps by Enron caused its collapse?

Mr. COFFEE. In my judgment, on the available evidence, Enron’s
failure was caused by accounting irregularities and corporate gov-
ernance failures. There may be some, what I will call spurious
hedging, in which Enron moved assets from its left pocket to its 97-
percent-owned right pocket, but I do not think that that reflects on
the market as a whole. That was self-deception by which Enron
convinced itself and its shareholders that it did not have liabilities
that it really did have, and I consider that to be fundamentally a
corporate governance failure and an accounting failure.

Senator CRAPO. Thank you. I realize my time is running out, as
well. Thank you, Mr. Chairman.

Senator LUGAR. Thank you, Senator Crapo.
Gentlemen, Senator Fitzgerald has indicated that he wishes to

return and ask some more questions. I hesitate to ask you to stay
indefinitely, and I will not do that. We do have a roll call vote un-
derway, so I am going to declare a recess of the hearing pending
the reemergence of my colleague, Senator Fitzgerald. At that point,
he will preside over the meeting as he completes his questioning.

I want to take this occasion again to thank each one of you for
your extraordinary patience. This has been a hearing now of well
over 3 hours, but one that I believe has been productive for our un-
derstanding and for that of the public. We will proceed at least as
constructively as we can on the basis of the wisdom you have given
to us.

For the moment, the hearing is recessed, and I will ask the staff
to at least be referees in terms of a reasonable time. I presume my
staff will be back soon. He left that impression as he departed. At
a reasonable time, in the event he does not return, then the recess
should be concluded and the hearing adjourned. I thank each one
of you.

[Recess.]
Senator FITZGERALD [presiding]. Thank you for sticking around.

I just have a few remaining remarks and I think the other Sen-
ators are probably headed to the lunch now following our vote, but
I do want to give each of you the opportunity to wrap up your
thoughts on the issue.

I do want to call to everybody’s attention, on July 6, just a few
days ago, in the Washington Post, they reported, ‘‘Energy Firm Re-
states by $7.8 Billion,’’ and if I could read you this paragraph, ‘‘Re-
liant Resources restated its results for a 3-year period during
which the company said it engaged in trades that artificially in-
flated its revenue by more than $7.8 billion. It said cash-flows, op-
erating income, and net income were not affected. In its filing with
the Securities and Exchange Commission, Reliant said, ’round-trip
trades’ the company engaged in during 1999, 2000, and 2001
should not have been reflected in its revenues or expenses. The
trades added $6.4 billion to the company’s revenue during that pe-
riod. The company’s revenue also was inflated by nearly $1.5 bil-
lion because of how it accounted for four other energy contracts.
Reliant described those deals as swaps.’’
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Professor Coffee, would you care to comment on what I just read
to you, what implications that has for our discussion here this
morning?

Mr. COFFEE. I would say that the obvious implication of that ar-
ticle is that that company, a publicly held company, must have be-
lieved that the CFTC lacked jurisdiction over these kinds of trans-
actions. Now, they could have been right or they could have been
wrong, and I understand that there is a sincere, good faith belief
of some in the CFTC leadership that they do have jurisdiction. The
industry does not agree with them and we once again have legal
uncertainty, and I think the simplest way to resolve that is for
Congress to speak. They could resolve this question much quicker
than would be the process of litigation if the CFTC found an appro-
priate case to bring.

Senator FITZGERALD. Now, you are a securities law professor, cor-
rect? In fact, did I have a textbook of yours? Did you write a——

Mr. COFFEE. There may be. I am co-author of the best-selling se-
curities regulation textbook.

Senator FITZGERALD. How long has it been out?
Mr. COFFEE. It was the first one. It is in the ninth edition now.

It came out in about 1980.
Senator FITZGERALD. Well, I graduated from law school in 1986,

and so that may have been your casebook. I guess you might be
responsible if I do not know enough about securities laws. You
might be partly responsible.

Mr. COFFEE. I am responsible for thousands, then.
Senator FITZGERALD. Clearly, Reliant could have a securities law

problem, possibly——
Mr. COFFEE. Oh, certainly. There is no question that they have

overstated their revenue. They may not have overstated their net
income because this is a wash transaction.

Senator FITZGERALD. Right, but the SEC might take the position
that the revenue and the expenses from those wash trades should
not have been included in their statements, their financial state-
ments.

Mr. COFFEE. Certainly, that is a point that the SEC could raise,
but I thought for purposes of this hearing it seems to me strongly
apparent that the company must have felt that it was not illegal
to engage in wash trades, which is the critical question for this
body.

Senator FITZGERALD. For CFTC purposes. Now, Mr. Patrikis, you
seem vastly outnumbered, I think, based on——

Mr. PATRIKIS. That is OK.
[Laughter.]
Mr. PATRIKIS. My first question really is, is the Washington Post

better than the Chicago Tribune in terms of the accuracy of the re-
porting? I do not know what ‘‘swaps’’ means in this instance. I do
not know if it is two spot trades back and forth. It sounded like
there were two simultaneous trades the same day. I do not know
enough. I will go to the Financial Times, February 19 of this year,
the need for better financial reporting, the SEC and proposals for
accounting regulatory board will deal with that. It seems to me the
issue like this wash trades also, but the accounting side, public
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companies doing things like that to puff up the balance sheets. It
is just a despicable practice all around.

Senator FITZGERALD. Do you think this problem could be ad-
dressed just by the SEC making clear that wash trades should not
be accounted for on the income statements, and then, therefore,
there would be no reason for a company to engage in wash trades
because you would not get the inflated revenue from the wash
trades?

Mr. PATRIKIS. No, I do not say that. I say that is one reason why
it is bad, and wash trades are bad and the CFTC says it has juris-
diction over wash trades. It is doubly bad.

Senator FITZGERALD. Now, do you think there are any banks, for
example, that engage in interest rate swaps, for example, that
amount to wash trades? Do you think that is going on? That is
really not the subject of the Feinstein bill——

Mr. PATRIKIS. I have never heard of it. I do not know what they
would accomplish. The interest rate in our markets is set in the
Federal funds market. It is the largest free market, outside the
government securities market, in the world, and the only person
who manipulates that market that I know of is the Fed, which pre-
sumably does it legally.

Senator FITZGERALD. Would anybody care to comment on that?
Does anybody think wash trades would be going on with
financial——

Mr. COFFEE. It would not be going on with the purpose of trying
to create a short-term spike in the market price. It might occur in
the energy market, but the real motive was not to overstate your
revenue but to create a short-term spike in the market price to af-
fect consumer prices.

Senator FITZGERALD. To establish a price. There would be two
reasons for a wash trade, one to goose your revenues, but two, also
to set a fictitious price.

Mr. DODD. Senator, I think, also, it raises the next question. We
focused a whole lot of our time here just on ascertaining whether
or not the Commission has authority over wash trades. Even once
we have clarified that and established it once and for all, you are
still left with the critical problem of how are they going to enforce
that, and without reporting requirements, they are going to have
a very hard time actually enforcing that prohibition in any effective
way, and I think it is worthwhile pointing out at this juncture,
then, how easy reporting requirements and how costless reporting
requirements are because people that trade derivatives nearly all
through the instant master agreement, they all confirm the trades
through electronic messages between the counterparties.

All that is required to report this vast world of over-the-counter
derivatives transactions is to ‘‘cc’’ the government on the electronic
confirmation messages, and that would give an extraordinarily
cheap and standardized audit trail and paper trail for any super-
visor to use to try to detect this activity. You could, if it was prop-
erly standardized, just do a computer algorithm to run through the
data to catch trades that occur between counterparties on the same
day at the same price. Those are things that could be made avail-
able to regulators for practically nothing.
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Senator FITZGERALD. Would there be another possibility, and I
will get to Senator Crapo and certainly give him plenty of time.
There are a lot of motivations that people could be opposed to Sen-
ator Feinstein and my amendment, but one of the concerns I have
is that with a lack of transparency on online energy trading plat-
forms and metals trading platforms, is it not possible for the cus-
tomer of that facility to not be getting the best price?

Could I call Enron Online, or USB Warburg Online now, ask
them to pick up a natural gas contract for me at, say, 265? Could
they then go online, and maybe they could buy it at 263 but sell
it to me at 265? I would really never know that I got shaved, would
I, because I have no ability to—there is no transparency in this
market. Would Mr. Wolkoff want to address that?

Mr. WOLKOFF. I do not actually think there is anything illegal
about that. Many participants in the market would simply say that
that is good trading unless there was some sort of a brokerage, a
fiduciary duty between them and you.

It becomes very hypothetical and I think that there are many
possibilities, and part of the problem right now is that without
knowing the realities, people are free to have imagination run wild,
because there are some pretty bad stories that have been con-
firmed, including the ones you have read, out in the——

Senator FITZGERALD. A retail investor could not go online——
Mr. WOLKOFF. No. The retail investor is prohibited unless they

meet certain asset requirements which bring them into a sophisti-
cated investor category, like $10 million of net worth type of thing.

Senator FITZGERALD. Then could that sophisticated investor call
Enron Online and ask them to buy a natural gas contact for them?

Mr. WOLKOFF. I am not as familiar with exactly how that system
works now, but my understanding of it is that they are not operat-
ing in a brokerage capacity. They are operating as a principal in
a market, and so that when you do business on that platform
against UBS, UBS is a buyer or a seller and you, as the
counterparty, are the reverse of that. If UBS is able to sell to you
at a higher price than they have been able to buy from somebody
else, they owed you no obligation to lose money on your behalf.
They are not a fiduciary in that regard. If it were a system where
they are operating as a broker, essentially, where they are taking
orders and then taking obligations——

Senator FITZGERALD. Who is trading on those online energy plat-
forms?

Mr. WOLKOFF. Nowadays?
Senator FITZGERALD. Yes.
Mr. WOLKOFF. Very few. In the past, it was——
Senator FITZGERALD. Well, who would be some of the examples?
Mr. WOLKOFF. Many of the merchant companies. You have the

large——
Senator FITZGERALD. Could you give some examples?
Mr. WOLKOFF. AEP, Aquila, whether on that particular system

or not, you certainly had Enron, you had J. Aaron, you had Morgan
Stanley. These are large participants in the energy world, Dynegy.
I am sure Mr. Green would be more adept at reeling these names
off.
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Senator FITZGERALD. Mr. Green, you are a part owner of the
Intercontinental Exchange, correct?

Mr. GREEN. Yes.
Senator FITZGERALD. You also trade on that exchange?
Mr. GREEN. To a lot lesser extent today, since we are shutting

down the business, our selling business.
Senator FITZGERALD. You do favor some, even though you are an

owner of the Intercontinental Exchange, you do favor some greater
regulatory oversight?

Mr. GREEN. Oh, no question about it. What we have seen happen
in this marketplace and the colossal breach of trust by corporate
America, we have to start building it back and you do not build it
back by saying, let us wait and see. You start taking steps, and
that is why we are in favor of your amendment.

Senator FITZGERALD. The other owners of the company do not
agree with you, is that correct, and that is why they have Mr.
Patrikis——

Mr. PATRIKIS. No, we do not participate. To the best of my knowl-
edge, my company does not participate in it.

During the break, I talked with someone about it since I did not
understand it, and I will try to give you how I think it works, but
maybe Mr. Green can correct me. Instead of a telephone, we have
a computer facility that allows parties to be introduced to each
other. It replaces the telephone. There is no broker. There is no
intermediary. There are a standard contract similar to the foreign
exchange market or the interest rate swap market. There are some
basic terms that are standardized in it.

In order to go into business, ICE has to file notice of its existence
with the CFTC. It has to tell the CFTC that its owners are not
criminals. It has to make its rules available to the CFTC. The
CFTC has online connection. It has access to the trading platform
for information.

Two counterparties in the marketplace, two of these sophisti-
cated investors are introduced to each other and say, let us do a
deal. Then they go offline and they negotiate the credit terms. Do
I want collateral?

I also think the system has built into it that——
Senator FITZGERALD. They go offline?
Mr. PATRIKIS. They have to then negotiate the credit terms. In

other words, I may require collateral of you. I may require collat-
eral of you if my exposure to you is more than $10 million or $25
million. The credit risk is managed bilaterally, or I think the sys-
tem has built into it that I just may not do business with a certain
party. I do not like Goldman Sachs. I can say I will not do any
trade with Goldman Sachs because I already have too much credit
risk to Goldman Sachs.

We finish negotiating the terms of the swap agreement. It is the
terms that are the financial terms of the transaction are standard-
ized, but then we go offline. This just replaced the telephone. That
is all it has done, is replaced the telephone and through these
standard terms makes it easier to do business.

My understanding from what we heard from the Chairman of the
CFTC today, if this system, which does not have retail, does not
do clearing, and may not do price discovery, if it becomes a price
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discovery vehicle, then the CFTC has jurisdiction under the exist-
ing rules. I do not know what he was—when he was referring to
what they were looking into, but——

Senator FITZGERALD. What section of the law gives——
Mr. PATRIKIS. I am not an expert on this statute.
Senator FITZGERALD. Now, if two sophisticated principals like

you just described were trading agricultural commodities in an on-
line platform like that, that would be regulated by the CFTC. They
could ban wash trades. What is the public policy rationale for pick-
ing out energy contracts, which are also in finite supply, just like
agricultural commodities and other non-financial commodities, and
metals contracts, which metals also have a finite supply, what is
the public policy rationale for this special carve-out for energy and
metals? Why do they get this special treatment?

Mr. PATRIKIS. I, frankly, do not know, and we heard this morning
from earlier witnesses, I do not think there is anyone around that
does, who did the deal. The people who did that transaction had
a motivation. I do not know what it was.

Senator FITZGERALD. Who put the bill together?
Mr. PATRIKIS. Right, in conference.
Senator FITZGERALD. As we had it in Senate committee, it did

not have that special carve-out and somehow, this——
Mr. PATRIKIS. In conference.
Senator FITZGERALD [continuing]. Special carve-out came and it

does not seem to have a father. No one can figure out who did it.
Back to Mr. Green. Have you talked to the other owners of ICE

about this issue, and how many owners of ICE are there? Is there
publicly available information? I know I have seen some reports of
who the owners are.

Mr. GREEN. I would think so. I am not sure. There are maybe
15. I am not really sure.

Senator FITZGERALD. Some banks, some energy companies, right?
Mr. GREEN. Yes, and certainly, and that is why I said in my tes-

timony very clearly I was speaking for Aquila and not beyond that,
because there is not unanimous agreement on how we approach
this situation.

Part of it is an effort to keep the good, positive effect of deriva-
tives going on in the market like what we have done in Sacramento
and what we do with homeowners in the Midwest and their gas
bills, you need an over-the-counter off-exchange market to be able
to put together those derivatives.

Take the Sacramento derivative that we have with that munici-
pal utility. When you talk about putting a package together that
starts to take away rainfall risk and power price risk and a list of
other risks, you need to be able to go over and put all those risks
somewhere else and that takes a complex kind of conversation with
sophisticated players. It is not a simple, standard commodity that
you could do on the NYMEX. There is a need for that.

Now, at the same time, we need transparency and make it open
so you cannot have other things happen, but there is a need for
that, in general.

Senator FITZGERALD. Senator Crapo, you have been waiting pa-
tiently, so please, take your time here.

Senator CRAPO. Thank you very much, Mr. Chairman.
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Actually, you asked the question that was going to be my first
question, although I was going to ask it a little differently, and I
will ask it differently to see if it evokes a different piece of the re-
sponse.

As I read the Act, and I am trying to learn just what happened
myself when the CFMA was passed, it creates three categories, one
called excluded transactions, which are financial derivatives; one
called everything else, which are exempted derivatives—one is
called everything else but agriculture transactions, and that is
called exempted transactions as opposed to excluded transactions;
and then there is agriculture.

My question is, why was agriculture carved out? Does anybody
know? I mean, agriculture is all by itself——

Mr. DODD. Farmers would not prohibit the bill from passing.
Senator CRAPO. Is that what it was?
Mr. DODD. Yes, sir, I think that is a very succinct answer.
Senator CRAPO. Basically, the agriculture community wanted to

be an exchange-traded market, and had it not been for the agri-
culture position there, they would have been in the exempted cat-
egory.

Senator FITZGERALD. Can I clarify that a little bit?
Senator CRAPO. Sure. If anybody can clarify it, I would appre-

ciate knowing.
Senator FITZGERALD. There are three levels. I mean, there is full

regulation like you have at the Boards of Trade in New York and
Chicago. Then there is a middle-tier category for online trading fa-
cilities. Then there is no regulation for, like, financial derivatives.
Even if you were to trade agriculture commodities, I think it would
be possible, if you were to trade them online, you would get this
middle-tier regulation.

Senator CRAPO. That is not how I read the Act. Is that correct?
Senator FITZGERALD. All agricultural commodities have to be

traded on—it would be impossible to set them up—Mr. Wolkoff?
Mr. WOLKOFF. My understanding, and it may not be a perfect

understanding, is that agricultural——
Senator FITZGERALD. You could not have the DTEF, in other

words, that——
Mr. WOLKOFF. Agricultural commodities could be traded on a

DTEF but could not be traded on an exempt transaction facility.
The three levels are contract market, which is a regulated change;
a DTEF, which is a hybrid of an unregulated market and a regu-
lated market; and an exempt transaction facility, which is where,
say, the Enron Online and the Intercontinental Exchange fall out.
As an exempt transaction facility, you are not permitted to have
under that exemption agricultural commodities trading. It does not
obligate——

Senator FITZGERALD. OK, but you could trade them on a DTEF,
right?

Mr. WOLKOFF. I believe that is correct, only with certain partici-
pants.

Senator FITZGERALD. You could trade them on a contract market,
like the Board of Trade——

Mr. WOLKOFF. I did not hear you. I am sorry.
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Senator FITZGERALD. You could trade agricultural commodities
on a contract market or on a DTEF but not on an exempt——

Mr. WOLKOFF. That is my understanding.
Senator CRAPO. That would be my understanding. The definition

is really clear for exempt commodities. It is everything that is not
excluded and not agriculture.

Mr. PATRIKIS. One of the reasons is there was no over-the-
counter market for agriculture at the time.

Senator CRAPO. They did not want one to become.
Mr. PATRIKIS. The committee did not want one to become.
Senator CRAPO. OK. I guess——
Mr. PATRIKIS. I would like to go back to what Senator Fitzger-

ald—I have been handed a cite for you, Section 2(h)(4)(D), which
provides for anti-fraud, anti-manipulation, and does give the CFTC
the price discovery authority on——

Senator FITZGERALD. Section 2(h)(4)——
Mr. PATRIKIS. Section 2(h)(4)(D).
Senator CRAPO. That is the one I was looking for earlier today.

Mr. Erickson referred to Section 2(h). I assume that is what he was
referring to.

Let me go on then. I guess the answer to why agriculture is
treated differently is basically that there never was a different
treatment of agriculture and the committee just decided to keep it
that way and the agriculture community wanted it kept that way.
What I am understanding here is that agriculture was treated as
it is now in what I would call the fully regulated category. Then
we created the other two categories, which is financial transactions,
which are commodities which were excluded, and everything else
which was exempted. Am I in the ballpark?

Mr. WOLKOFF. At the risk of further muddying the waters, there
are also a category called forward contracts——

Senator CRAPO. Great.
Mr. WOLKOFF [continuing]. Which are unregulated cash, physical

delivery contracts in which—a very common transaction for agricul-
tural contracts to be traded forward from the planting through the
harvest season, of course——

Senator CRAPO. That would be in the agriculture arena?
Mr. WOLKOFF. Well, it is not a derivative. It is a forward con-

tract, so that is really a physically delivered marketplace that is
unregulated but not covered by either the Feinstein amendment or
the 2(h) section.

Senator CRAPO. All right. From there, then, I am assuming from
what I have heard from every witness today that there is nobody
who is suggesting that we should treat the exempt category or ev-
erything but financial transactions and agriculture, that we should
treat that category like agriculture. Does anybody here believe we
should just move the exempt category into the agriculture cat-
egory?

Senator FITZGERALD. Nobody is for requiring them to be traded
on a board of trade like the Chicago Board of Trade and subjecting
them to the full-blown regulations.

Senator CRAPO. That is what I understand. That is what I want-
ed to get clarified. OK. We have all these categories, and it is
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agreed by everybody that the exempt category is a legitimate cat-
egory that needs to be maintained and we may need to revise——

Mr. COFFEE. I would want to clarify that I think what is really
driving these distinctions is not the nature of the category but the
nature of the trading market. Many of these commodities trade
among very sophisticated parties. Agriculture has classically traded
among farmers who are retail players in these markets, and for
that reason, we wanted to protect and have the highest level of reg-
ulation where we know the large percentage of the users of deriva-
tives are people who cannot be called sophisticated financial play-
ers.

Senator CRAPO. That is a good explanation. That helps me under-
stand a little better why the agriculture was so distinct. Nobody is
proposing that we move the rest of it into the agriculture-type
treatment.

From there, as I am understanding the testimony today, there
seems to be some pretty solid consistency on the notion that wash
transactions should be prohibited. There is disagreement about
whether there are prohibited or not, but there is really no disagree-
ment about the fact that they should be. Is there any disagreement
about that?

[No response.]
Senator CRAPO. OK. The same thing could be said about the

question as to whether transactions in the exempt category should
be subject to the fraud and price manipulation provisions of the
Act. Any disagreement of that, with regard to that?

[No response.]
Senator CRAPO. Again, there is disagreement as to whether they

already are or are not, but not disagreement as to whether they
should be.

From there, it seems to me that we start to break down. I mean,
there are some other collateral issues that have been raised about
different types of collateralization requirements or reporting and
that kind of thing which may result in debate, but it seems to me
that there is quite a bit of consensus on those basic points. Does
anybody disagree with that?

[No response.]
Senator CRAPO. Now, I have not had a chance to thoroughly re-

view the Act that is being proposed now. The one we debated in
March was distinctly different than the one we are talking about
today, is it not, Senator Fitzgerald?

Senator FITZGERALD. I do not think so. I have not done a side-
by-side comparison—it is? It is completely different?

Senator CRAPO. Yes and no.
Senator FITZGERALD. Depending on which side you are on——
Senator CRAPO. The answers are yes and no. Well, it is different

than what I thought it was, and maybe I did not understand it in
March as well as I should have, but I understood in March that
it was different than what I am hearing today it is, and I guess
what I am getting at is if the Act that we are talking about does
nothing other than what I have just talked about, namely make it
clear that wash trades are not legal and make it clear that the
fraud and manipulation provisions are applicable to the exempt
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category, then I think we may have the ability to come together on
some type of a consensus as to what needs to be done.

I would just say, I am going to have to leave, but Senator
Fitzgerald——

Senator FITZGERALD. I guess I think it is also important to have
some transparency on these markets, in addition to just banning
wash trades, so that people can see the volume and the open inter-
est and just disclosure requirement. It is helpful for the public to
know what the prices are. I do not know if anybody else would
want to comment on that.

Mr. COFFEE. I would suggest that you cannot define fraud as just
boiling down to wash trades. There are other kinds of manipula-
tions, bucket orders. There is a history of various kinds of manipu-
lative games and I think the best prophylactic reform is disclosure,
as you were saying.

Mr. PATRIKIS. Price discovery, if you want transparency, depends
on the market, the standardization, the volume, that you do not
want it to be misleading, you do not want it to destroy the market.
That is the issue. It is not clear with these markets that having
price discovery mechanism in, if they are not at that point——

Senator CRAPO. Is the question——
Mr. PATRIKIS [continuing]. That that will help the market grow.
Senator CRAPO. Is the question then—is this really the conflict?
Mr. PATRIKIS. I think so.
Senator CRAPO. The conflict, then, is whether the disclosure re-

quirements, the price discovery requirements——
Mr. PATRIKIS. Capital.
Senator CRAPO [continuing]. Capitalization requirements or

whatever.
Mr. PATRIKIS. It is the other futures-style regulation raises——
Senator CRAPO. Whether that will impact the market in a nega-

tive way and take away the benefit that derivatives now provide
to us.

Mr. PATRIKIS. That we will not have an ICE for some other prod-
uct, that no one will go to the effort and the expense of starting
that market up. That is the risk. To me, we want to bring more
capital into the market, not set up barriers to bringing more capital
into the market.

Senator CRAPO. Mr. Chairman, I apologize. I am going to have
to leave, but I am very interested in seeing where we can go from
here. At least, if I do not find out that I understand it wrong again
as I leave the room, it seems to me that we have found some areas
where there is not disagreement and I think maybe I am starting
to focus on where the conflict is. Hopefully, from there, we can re-
solve some of these issues.

Senator FITZGERALD. Thank you. We are going to probably want
to wrap this up. I want to thank Senator Crapo for working hard
to get his arms around this big issue and I am glad not just people
representing Chicago are interested in the commodities futures
issues.

I would like to close with one final thought, that I think that the
opposition to Senator Feinstein and my bill is wrong-headed, that
it is not in the best interest of the people who are opposing it, be-
cause I think confidence in the online energy and metals trading
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platforms might be restored by allowing for some minimal govern-
ment regulation. In the last few months, business has been migrat-
ing away from this completely unregulated area back to the fully
regulated exchanges, and I do not think that Intercontinental Ex-
change has thought through its best interest on this. I do not think
it is in their long-term interest.

This online industry could dry up in the absence of regulations,
and I would point out that many people were fearful when we
adopted the Securities Act in the 1930’s that it would kill capital
markets. But, in fact, it gave us the greatest capital formation mar-
kets in the world, and that the right level of regulation that pro-
vides for, largely, disclosure, can be a great source of reassurance
for people who potentially may want to participate in the market.

I would agree that you can suffocate a market by over-regulating
it, but I do not think that the Feinstein-Fitzgerald bill comes close
to doing that. It would actually help the interest of the online en-
ergy trading industry.

With that, I want to thank all of you for your time. It has been
a very good discussion. You have all been very patient, waiting
through votes and so forth. Thank you all very much for coming.

This meeting is now adjourned.
[Whereupon, at 1:27 p.m., the committee was adjourned.]
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VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00130 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



127

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00131 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



128

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00132 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



129

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00133 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



130

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00134 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



131

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00135 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



132

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00136 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



133

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00137 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



134

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00138 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



135

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00139 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



136

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00140 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



137

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00141 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



138

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00142 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



139

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00143 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



140

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00144 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



141

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00145 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



142

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00146 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



143

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00147 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



144

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00148 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



145

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00149 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



146

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00150 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



147

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00151 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



148

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00152 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



149

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00153 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



150

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00154 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



151

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00155 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



152

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00156 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



153

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00157 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



154

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00158 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



155

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00159 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



156

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00160 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



157

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00161 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



158

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00162 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



159

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00163 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



160

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00164 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



161

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00165 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



162

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00166 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



163

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00167 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



164

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00168 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



165

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00169 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



166

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00170 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



167

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00171 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



168

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00172 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



169

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00173 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



170

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00174 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



(171)

DOCUMENTS SUBMITTED FOR THE RECORD

JULY 10, 2002

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00175 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



172

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00176 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



173

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00177 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



174

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00178 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



175

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00179 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



176

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00180 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



177

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00181 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



178

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00182 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



179

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00183 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



180

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00184 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



181

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00185 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



182

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00186 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



183

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00187 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



184

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00188 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



185

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00189 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



186

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00190 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



187

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00191 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



188

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00192 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



189

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00193 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



190

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00194 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



191

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00195 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



192

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00196 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



193

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00197 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



194

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00198 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



195

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00199 Fmt 6601 Sfmt 6601 86213.TXT SAG1 PsN: SAG1



196

Æ

VerDate 11-MAY-2000 09:28 Apr 10, 2003 Jkt 086213 PO 00000 Frm 00200 Fmt 6601 Sfmt 6011 86213.TXT SAG1 PsN: SAG1
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