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EXCESSIVE SPECULATION IN THE NATURAL
GAS MARKET

MONDAY, JUNE 25, 2007

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

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

Present: Senators Levin, McCaskill, and Coleman.

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

OPENING STATEMENT OF SENATOR LEVIN

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Mr. Chairman.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Thank you, Mr. Chairman.

Senator LEVIN. Thank you very much, Senator Coleman.

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

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

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

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

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

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

Mr. CorBIN. I do.

Mr. Cicro. I do.

Mr. CorA. I do.

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

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

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

ASSOCIATION

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

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

Natural gas is a lifeblood of our economy and millions of con-
sumers depend on natural gas every day to meet their daily needs.
It is critical that the market for natural gas be fair, orderly, and
transparent so that the price consumers pay for natural gas re-
flects the fundamental forces of supply and demand and are not the
result of manipulative or abusive conduct.

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

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

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

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

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

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

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

arm.

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

ave.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Thank you very much.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Thank you all for very valuable testimony.

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

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

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

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

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

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

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

Senator LEVIN. Thank you. Mr. Cicio.

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

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

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

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

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

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

Mr. Cicio. For the United States.

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

Mr. Cicro. It is an estimate.

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

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

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

Mr. Cic1o. Yes, sir.

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

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

Senator LEVIN. Thank you. Mr. Cota.

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

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

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

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

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

ay.

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

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

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

Mr. CORBIN. Yes.

Senator LEVIN. Are they interrelated?

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

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

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

Senator LEVIN. Mr. Cota.

Mr. CoTA. It is a very close correlation.

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

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

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

Mr. CORBIN. Yes.

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

Senator LEVIN. Mr. Cota.

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

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

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

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

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

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

Senator LEVIN. The NYMEX.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. CORBIN. Yes.

Senator COLEMAN. Mr. Cicio.

Mr. Cicro. Yes, it would be helpful.

Senator COLEMAN. Thank you, Mr. Chairman.

Senator LEVIN. Thank you. Senator McCaskill.

OPENING STATEMENT OF SENATOR MCCASKILL

Senator MCCASKILL. Thank you.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator MCCASKILL. Right.

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

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

Senator MCCASKILL. So gamblers?

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

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

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

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

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

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

Senator MCCASKILL. No question about it.

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

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

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

Senator MCCASKILL. There is more diversity of interest.

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

Senator MCCASKILL. Thank god for pork bellies.

Mr. CoTA. Exactly.

Senator MCCASKILL. Thank you, Mr. Chairman.

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Another exchange.

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

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

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

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

Mr. CorBIN. If you change the law?

Senator LEVIN. Yes.

Mr. CORBIN. Yes.

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

Mr. CORBIN. Yes.

Senator LEVIN. Mr. Cicio.

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

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

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

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

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

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

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

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

Can we do that, Mr. Corbin?

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

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

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

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

Mr. CORBIN. Yes.

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

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

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

Mr. CORBIN. Yes.

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. OK. Senator Coleman.

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

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

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

Mr. CORBIN. Yes.

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

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

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

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

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

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

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

Senator COLEMAN. What about the offshores?

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

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

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

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

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

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

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

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

Mr. COTA. Yes.

Senator COLEMAN. Absolutely. Mr. Cicio.

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

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

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

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

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

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

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

Thank you, Mr. Chairman.

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Thank you.

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

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

Mr. CORBIN. Yes, sir.

Mr. Cicio. Yes, sir.

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

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

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

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

You are all nodding your heads yes.

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

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

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

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

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

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

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

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

Mr. KAmMINSKI. I do.

Mr. GREENBERGER. I do.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Thank you very much, Professor Kaminski.

Professor Greenberger.

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

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

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

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

Senator MCCASKILL. McCaskill, but that is OK.

Senator LEVIN. McCaskill.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

This can be stopped in a flash.

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

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

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

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

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

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

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

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

Mr. KAMINSKI. Yes.

Senator LEVIN. You agree with that, Professor Greenberger?

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

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

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

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

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

Professor Kaminski.

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

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

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

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

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

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

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

Senator LEVIN. Can ICE do it?

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

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

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

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

Mr. KAMINSKI. Yes, I do.

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

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

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

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

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

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

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

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

Mr. GREENBERGER. I have.

Senator LEVIN. Have you Mr. Kaminski?

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

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

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

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

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

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

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

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

Mr. GREENBERGER. Absolutely.

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

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

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

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

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

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

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

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

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

Mr. GREENBERGER. Yes.

Mr. KAMINSKI. I do.

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

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

Mr. GREENBERGER. Exactly.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman.

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

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

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

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

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

Senator COLEMAN. Professor Greenberger.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator COLEMAN. Professor Kaminski, you have talked about a
globalized market. You have raised concerns about balkanized reg-
ulatory infrastructure. Can you talk a little bit about the offshore
markets, about the bilaterals and something that we should be con-
cerned about as we move forward?



41

Mr. KAMINSKI. I do not believe that any responsible corporate en-
tity will move to migrate to trading on an exchange established in
a banana republic. The U.S. market is too big and too important
and too sophisticated to really lose the business to other trading
platforms.

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

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

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

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

Senator LEVIN. Thank you. Senator McCaskill.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator MCCASKILL. They could.

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

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

Senator MCCASKILL. Put them all one place.

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

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

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

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

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

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

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

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

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

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

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

Mr. KAMINSKI. Absolutely.

Senator LEVIN. Professor Greenberger.

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

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

Mr. GREENBERGER. Absolutely.

Mr. KAMINSKI. Yes, it did.

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

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

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

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

Senator LEVIN. Do you agree with that Professor Kaminski?

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

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

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

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Nothing. Thank you.

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

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

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

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

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

Mr. LEE. I do.

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

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

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

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

esk.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. The head gas trader was Brian Hunter?

Mr. LEE. Yes, it was.

Senator LEVIN. Did you work with him?

Mr. LEE. Yes.

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

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

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

Mr. LEE. Yes.

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

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

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

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

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

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

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

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

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

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

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

Mr. LEE. Yes.

Senator LEVIN. Where was that?

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

Senator LEVIN. What year would that have been?

Mr. LEE. That would have been 2005.

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

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

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

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

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

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

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

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

Mr. LEE. Yes.

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

Mr. LEE. Yes, I did.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. LEE. No.

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

Mr. LEE. Correct.

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

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

Senator LEVIN. Did they have any control over ICE?

Mr. LEE. Any control?

Senator LEVIN. NYMEX? Could they order——

Mr. LEE. No, they are separate companies.

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

Mr. LEE. Yes.

Senator LEVIN. Were you involved in that discussion?

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. LEE. In the immediate. Yes, immediately. That is a liquidity
issue.



52

N Se(zinz;tor LEVIN. What is the problem with risks being in 30 other
ands?

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

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

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

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

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

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

What did you mean by the word “catalyst?”

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Did you believe that?

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

Senator LEVIN. Senator Coleman.

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

Mr. LEE. I do not.

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

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

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

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

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

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

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

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

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

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

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

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

Mr. LEE. I will momentarily. OK.

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

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

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

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

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

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

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

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

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

Mr. LEE. That is true.

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

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

Senator COLEMAN. Thank you, Mr. Chairman.

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

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

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

Senator LEVIN. Did Hunter want to take that offer?

Mr. LEE. Yes, he did.

Senator LEVIN. Even though Arnold was posturing?

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

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

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

Mr. LEE. I would agree.

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

Mr. LEE. Yes, I do.

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

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

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

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

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

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

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

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

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

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

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

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

Mr. LEE. No.

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

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

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

Mr. LEE. If you had it?

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

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

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

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

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

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

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

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

Mr. LEE. Both are unregulated, yes.

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

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

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

Mr. LEE. Yes, it is.

Senator LEVIN. Did I pronounce that correctly?

Mr. LEE. Yes, you did.

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

Mr. LEE. Yes, it does.

Senator LEVIN. In natural gas and oil?

Mr. LEE. Yes, it does.

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

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

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

Mr. LEE. No, there will not.

Senator LEVIN. Will there be significantly smaller trades?

Mr. LEE. Yes, there will.3

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

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

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

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

Mr. LEE. That is my understanding.

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

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

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

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

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

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

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

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

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

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

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

We will stand adjourned.

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

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

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

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

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

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

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

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

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

ackup.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator Coleman.

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. Thank you, Senator Levin.

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Thank you very much, Senator Coleman.

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

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

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

Mr. NEwSOME. I do.

Mr. SPRECHER. I do.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Thank you very much.

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

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

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

Senator LEVIN. Mr. Sprecher.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator LEVIN. Mr. Sprecher.

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

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

Mr. NEwWSOME. That is correct.

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

Mr. NEwsOME. That is correct.

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

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

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

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

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

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

Senator LEVIN. Does that mean also a strong competitor?

Mr. NEWSOME. Yes, absolutely.

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

Mr. NEWSOME. I do so.

Senator LEVIN. Why?

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

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

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

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

Mr. SPRECHER. We did not.

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

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

Senator LEVIN. Nor do you want it.

Mr. SPRECHER. No, that is not——

Senator LEVIN. Do you want legislative authority?

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

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

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

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

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

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

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

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

Mr. SPRECHER. No.

Senator LEVIN. Senator Coleman.

Senator COLEMAN. Thank you, Mr. Chairman.

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

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

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

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

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

Mr. NEWSOME. Correct.

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

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

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

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

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