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REVIEW OF THE FUTURES MARKET AND
GASOLINE PRICES

THURSDAY, APRIL 27, 2006

HOUSE OF REPRESENTATIVES,
COMMITTEE ON AGRICULTURE,
Washington, DC.

The committee met, pursuant to call, at 10:00 a.m., in room
1300, Longworth House Office Building, Hon. Bob Goodlatte (chair-
man of the committee) presiding.

Present: Representatives Lucas, Moran, Gutknecht, Johnson,
Osborne, Graves, Rogers, Neugebauer, Boustany, Schwarz, Kuhl,
Conaway, Fortenberry, Schmidt, Peterson, Holden, Etheridge,
Baca, Case, Cardoza, Scott, Marshall, Herseth, Butterfield, Cuellar,
Melancon, Costa, Salazar, Barrow, Pomeroy, Boswell, Larsen,
Davis and Chandler.

Staff present: William E. O’Conner, Jr., staff director; Ben An-
derson, Bryan Dierlam, Craig Jagger, Kevin Kramp, Josh Maxwell,
Tyler Wegmeyer, Callista Gingrich, clerk; Lindsey Correa, Rob
Larew, Clark Ogilvie, and John Riley.

OPENING STATEMENT OF HON. BOB GOODLATTE, A REP-
RESENTATIVE IN CONGRESS FROM THE COMMONWEALTH
OF VIRGINIA

The CHAIRMAN. Good morning. This hearing of the House Com-
mittee on Agriculture to review the futures market and gasoline
prices will come to order.

Before I give my opening statement, I would like to announce to
all the members that all opening statements will be made a part
of the record and only the statement of the chairman and the rank-
ing member will be given orally. Everybody will have an oppor-
tunity to voice their views and ask questions of these witnesses.

Let me begin by welcoming the distinguished witnesses who have
agreed to appear before our committee to offer their insight and
comments the futures markets and gasoline prices. Thank you for
your willingness to participate in today’s hearing.

The airwaves and print media are awash in stories about in-
creased gasoline prices. In fact, I think it is safe to say that this
is one of the primary topics of conversation in the Nation’s coffee
shops and places of business. People are concerned, and rightly so,
about the growing cost and availability of a commodity that is so
essential to the American way of life. This, of course, extends to
rural America, where long car trips are a part of the daily routine
and farmers and ranchers rely on large amounts of gasoline and
diesel fuel to run their equipment. Higher import costs do place a
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significant burden on our producers, and I want to ensure that no
one is bearing the burden unwarrantedly.

There are a number of factors contributing to the high price of
gasoline. Therefore, it is virtually impossible to point the blame at
any one factor, but it is important to recognize some of the primary
causes.

The increased energy consumption of the burgeoning economies
of countries such as China and India has increased global competi-
tion for the shrinking supplies of oil. Simple economics dictates
that an increase in demand without a change in supply leads to
higher prices.

Then there are geopolitical considerations such as the instability
in Nigeria, currently the fifth biggest source of oil for the U.S., the
overall instability in the Middle East and threat of an increasingly
militant Iran.

In the wake of Hurricane Katrina, many U.S. refineries are still
operating below pre-storm levels. Overall, increased refining capac-
ity has failed to keep up with demand for a product.

While several of these factors are well beyond our immediate
control, we must also look at the factors that we do have control
of, our own energy policy. While there are consequences for every
action, there are also consequences for inaction.

Over the years, Congress has considered multiple legislative
packages aimed at increasing domestic production and streamlin-
ing regulations. After many years of delay, a comprehensive energy
package encouraging an increased production of many conventional
and new sources of energy was passed by Congress. This energy
package included a bipartisan contribution from this committee
supporting increased production of energy from our Nation’s renew-
able agricultural resources. However, that delay is palpable today
as the needed increases in energy sources have not kept up with
demand.

Other practical, feasible plans have not garnered the bipartisan
support to needed to create a sound domestic energy plan. Many
proposals aimed at increasing domestic energy production have
been consistently stymied by environmental extremists and their
friends in Congress. The opportunities have been there, but we
have not been able to capitalize on them due to this lack of sup-
port.

For example, the Arctic National Wildlife Refuge holds the Na-
tion’s single largest deposit of untapped oil and if explored could
increase U.S. reserves by 50 percent. However, despite repeated at-
tempts, ANWR remains untapped; and we are forced to continue
our reliance to foreign oil.

Despite the growth of energy technology and innovation, we are
no closer to a reliable domestic energy source than we were 20
years ago. We are now realizing the severe consequences of inac-
tion: an insatiable dependence on unstable foreign oil sources and
insufficient progress on reliable, sustainable domestic energy.

Reports indicate that this problem is far from being over, and I
am sure it will continue to generate much discussion throughout
the Nation as well as the halls of Congress. Regardless of perspec-
tive, I am hopeful there will be a healthy and bipartisan debate on
what we as a Nation can do to limit our dependence on unstable
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foreign sources of energy, while increasing our options at home. It
goes without saying that energy is critical to fueling our industries,
heating our homes and facilitating travel and commerce in this
great land.

Today, we will look into the role of the futures market and what
it does in determining gasoline prices. As the committee has over-
sight responsibility over the futures market, I want to ensure that
activity on the futures market is not allowed in any way to unduly
influence the high price of gasoline. There have been many theories
generated about the causes of our current energy dilemma, includ-
ing the impact of the futures market and speculators on the gaso-
line market. The goal of today’s hearing is to determine if there is
indeed reason to believe there are problems in the futures market,
what type of surveillance is being conducted to prevent and detect
manipulation and if the regulators are equipped with the appro-
priate authority and enforcement mechanisms they need.

I would like to note that this committee passed bipartisan legis-
lation last year directing the Commodity Futures Trading Commis-
sion to find and stop manipulation in natural gas pricing and in-
crease transparency through the surveillance of natural gas trad-
ing. The reauthorization also included several other provisions that
clarified and/or strengthened the CFTC’s overall regulatory author-
ity. The House passed H.R. 4473, the Commodities Futures Trad-
ing Commission Reauthorization Act of 2005, in December.

There has been considerable debate and conjecture about the role
of the futures market with regard to the current prices we are pay-
ing for oil and gas, and I look forward to any light today’s wit-
nesses can shed on this timely subject.

It is now my pleasure to recognize the ranking minority member
of this committee, the gentleman from Minnesota, Mr. Peterson.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF MIN-
NESOTA

Mr. PETERSON. Thank you, Mr. Chairman; and thank you for
calling this hearing.

We are holding this hearing today because retail gasoline prices,
as you said, are out of control. While our hearing is meant to focus
on whether or not our futures markets are working properly, nei-
ther of our witnesses will suggest that the futures regulatory sys-
tem is a problem at this time; and that is a good thing. We will
work with you, Mr. Chairman, on continuing oversight of our Na-
tion’s derivative markets.

The real problem is that rising record-level gas prices are suck-
ing the disposable income out of family’s pocketbooks and
compounding the hardships of needy Americans and threatening to
put our farms and small businesses out of business.

With a lot of folks, you can make some adjustments. Some of the
industries are able to compensate for this by adding surcharges,
like the trucking industry and so forth, but in agriculture you real-
ly have no place to pass this additional cost to. And it is not just
the gasoline and diesel fuel, it is fertilizer that is impacted by these
prices. I am getting calls every day from farmers wanting to know
what they are going to do because they have all these extra costs,
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and there is in way for them to get compensated out of the market-
place. So I would suggest that farmers are probably impacted more
by these prices than anybody else and have less ability to deal with
it.

Now, with every problem comes an opportunity, usually; and the
one thing that is a positive thing out of all of this is that these high
prices are finally causing the alternative fuel situation to really
take off. The only farmers that are really dealing with this problem
with are the ones that bought equity in ethanol plants, because
they are making enough money to offset the extra costs they are
incurring on the other side and probably making more money than
it is costing them on the other side of things.

That is an area that we can have some influence on in this com-
mittee; I am hoping as we move ahead, looking into the farm bill,
that we will really examine the way that we can keep farmers en-
gaged in the equity ownership and control of this new industry that
is developing.

Out there in Minnesota, we have been a leader, we have had a
mandate, our plants are owned by farmers, and that is a good
thing.

But I just talked to one of the biggest ethanol plant builders in
the country Thursday, and out of the new plants that are being
considered in the U.S. right now, over 50 percent of those are being
financed by private money coming from outside of the rural area;
and I would suggest that is not in the best interests of rural Amer-
ica. We need to do whatever we can to try to make sure that those
ﬁquity ownerships are available to our rural residents and our pro-

ucers.

Mr. Chairman, while I appreciate your responsiveness to the
House leadership in holding this hearing, at the end of the day I
think the record is going to show that, while we have a big problem
in this country, the solution probably doesn’t have much to do with
what is going on in regulation of the futures market. At least that
is what our witnesses are telling us.

But I think that our Nation’s farmers, as I said, are centerpiece
to solving the long-term critical energy problem; and our committee
should and I think will have an important role to play in address-
ing our Nation’s long-term problems in this area.

So I am grateful today for the testimony of our witnesses, and
I especially look forward to the day when we can get to work and
get to the point where they are in Brazil where 60 percent of their
gasoline is produced by farmers. I look forward to the day when the
2 billion bushels of corn that we are now exporting at a loss can
be turned into ethanol and help reduce the prices of fuel for Ameri-
cans.

The CHAIRMAN. I thank the gentleman for his comments, which
are well taken. Any statements for the record will now be accepted.

[The prepared statements of Messrs. Graves and Sodrel follow:]

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

Thank you Mr. Chairman for giving me this opportunity to address the gas crisis
we are currently experiencing. This is a very important issue to me, my constitu-
ents, and this country, and I appreciate the time to look into this matter.
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Many factors affect the price of gasoline. Supply and demand, weather, inter-
national affairs and stability, speculation, taxes, environmental regulations, trans-
portation, refining capacity; the list goes on and on. All these factors are contribut-
ing to the high price of gas at this time, and we must do what we can to address
them. However, some of these factors are more controllable than others.

It gets my blood boiling when I hear that speculation raises the price of gasoline.
Speculation! What is that? Someone hears on the news that there are tensions be-
tween Iran and the United States so the price of gas goes up? That’s not right,
that’s not a factor in supply and demand. I think it’s greedy traders trying to make
a buck at the expense of you and me, the consumer.

Some of these other issues, like the weather, are uncontrollable factors; however,
speculation is something we can crack down on with increased oversight on the mar-
kets. These traders and speculators are artificially driving the price of gas up purely
to make a profit off the consumer and that is wrong!

I look forward to hearing from the panel today, and what they plan to do to keep
a closer eye on these speculative traders and ensure the consumers that they are
paying for the true cost of gasoline and not for some trader’s new Mercedes.

PREPARED STATEMENT OF HON. MICHAEL E. SODREL, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF INDIANA

Thank you, Mr. Chairman for holding this timely hearing to examine an impor-
tant issue in the debate on fuel prices.

There is no doubt the rise in gasoline prices are hurting America’s families, busi-
nesses and farmers. High prices for energy can reduce profit margins and increase
the cost of operations. No one understands that better than I do. I spent my career
in the transportation business. The current round of price hikes in both diesel and
gasoline have negatively impacted our family budgets; small business budgets; and
rippled through our entire economy.

Supply and demand are at a point where every drop will make a difference in sta-
bilizing prices. The President has taken some action to address the price increases
being experienced at the pump. The suspension of purchases of the oil to fill the
strategic petroleum reserve and relaxation of clean fuel requirements will help in
very modest ways. But these are only stop-gap measures.

The demand will continue to increase as our economy continues to grow. There-
fore, the United States needs to find more supply from domestic sources. I voted for
the energy bill last year but must tell my colleagues on this committee I was upset
it did not include provisions to allow oil and gas exploration in ANWR.

Ethanol, biodiesel and other renewable energy sources all have the potential to
contribute to the solution to our problem. I am happy to say I currently use biodiesel
in my personal vehicle back home in southern Indiana. Since I started using it, my
vehicle runs quieter, performs better, the exhaust is cleaner and it smells like
french fries.

But if we are going to use more renewable fuels we need to increase production.
The Energy Information Administration estimates the U.S. ethanol industry may
fall almost 130,000 barrels short this year in terms of meeting the demand set by
the renewable fuel standards. I look forward to hearing the NYMEX and CFTC
CEOs discuss how this potential shortfall will impact the supply of RBOB, how it
is affecting the marketplace and what we in Congress can do to address this issue.

There is no silver bullet to address rising gasoline prices. We cannot wave a magic
wand today and build more refineries, produce more oil and decrease demand to-
morrow. But we can begin to set the stage for a more strategic energy policy based
on the lessons learned from the past. I think Congress should address issues like
increasing refinery efficiency and increase research to promote cellulosic ethanol
produced from agriculture waste, switch grass, biomass. and wood chips. Congress
should create new incentives for renewable fuel vehicles and retool the biodiesel tax
credit to make it more effective.

We should also open ANWR and the Outer Continental Shelf to oil and gas explo-
ration to increase domestic supply. This is more than just an issue about energy pol-
icy but also an issue about national security. We can not continue our reliance on
energy from foreign countries.

Finally, we must pass legislation to reduce the proliferation of boutique fuels. The
fact we cannot sell the same type of fuel in southern Indiana as we do across the
Ohio River in Louisville, KY makes the least sense in terms of economic or environ-
mental policy. I plan to work with my colleagues this year to resolve this
issue.Again, I want to thank you, Mr. Chairman for holding this hearing and I look
forward to hearing from our panel of witnesses.
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The CHAIRMAN. I will introduce our panel of witnesses: the Hon-
orable Walter Lukken, Commissioner of the Commodity Futures
Trading Commission of Washington, DC; and Dr. James Newsome,
president and chief executive officer of the New York Mercantile
Exchange of New York, New York.

Gentlemen, welcome to both of you.

Commissioner Lukken, we will begin with you.

STATEMENT OF WALTER L. LUKKEN, COMMISSIONER, COM-
MODITY FUTURES TRADING COMMISSION, WASHINGTON, DC

Mr. LUKKEN. Mr. Chairman, Congressman Peterson and mem-
bers of the committee, I appreciate the opportunity to testify on be-
half of the Commodity Futures Trading Commission concerning our
oversight of the energies futures and options markets.

The CFTC has been paying particularly close attention to futures
trading in energy commodities because of the importance of energy
prices and supplies to our Nation’s consumers, producers and its
economy in general. Based on our surveillance efforts to date, we
believe that crude oil and gasoline futures markets have been accu-
rately reflecting the underlying fundamentals of these markets.

Futures markets play a significant risk management role in the
U.S. economy. They provide risk management tools to producers,
distributors and commercial users of commodities who use these
products to protect themselves from unpredictable price changes.
The futures market also play a price discovery role as participants
in related cash and over-the-counter markets look to futures mar-
kets to discover prices that accurately reflect information on sup-
ply, demand, and other factors. Both functions would be harmed by
the manipulation of our markets.

The CFTC’s primary mission under the Commodity Exchange
Act is to ensure that commodity and futures and options markets
operate in an open and competitive manner, free of price distor-
tions. The CFTC fulfills this obligation through a comprehensive,
multi-faceted program that is designed to identify and mitigate the
potential for manipulation and other market abuses and to ferret
out and punish illegal behavior.

The CFTC’s market oversight begins with a review of the terms
and conditions of the contract to determine it is not readily suscep-
tible to manipulation. Once listed, CFTC staff closely monitors on
a real-time basis trading on the exchanges to detect unusual activ-
ity or price aberrations that might indicate actual or attempted
manipulation.

The cornerstone of our market surveillance program is the Large
Trader Reporting System, which requires traders to file daily re-
ports concerning their own and their customer’s positions in a par-
ticular contract. Through the Large Trader Reports, the CFTC be-
comes aware of concentrated and coordinated positions that might
be used by one or more traders to attempt manipulations.

In addition, each futures exchange is required under the CEA to
supervise trader practices, prices and positions and must impose
trade position limits, when appropriate, to guard against manipula-
tion.

When the CFTC staff identifies a potentially problematic situa-
tion, the CFTC engages in an escalating series of communications
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to work to resolve the situation. Typically, the CFTC staff coordi-
nates activity with exchange regulatory staff. CFTC staff may con-
tact the longest longs and shorts in the markets to obtain informa-
tion on their delivery intentions and their capabilities to deliver
and their price objectives in liquidating trades.

The traders are advised of the CFTC’s concern regarding the or-
derly expiration of the futures contract and reminded that they are
expected to trade in a responsible manner. This regulatory over-
sight of the CFTC and its staff is usually quite effective in resolv-
ing most potential problems. Should more action be needed, how-
ever, the CFTC has broad authority to limit, liquidate or halt trad-
ing through its emergency authorities.

Fortunately, most issues are resolved without emergency action.
In fact, the CFTC has only taken emergency action four times in
its history. But this authority represents an important hammer in
our toolbox.

Should a violation of the Act occur, the CFTC aggressively pur-
sues any individual that intentionally seeks to disrupt or under-
mine the integrity of our markets. The CFTC’s Division of Enforce-
ment investigates and prosecutes individuals and entities for viola-
tions of our Act, including manipulation, false reporting, and trade
practice abuses.

Sanctions in prosecuted cases serve as a powerful deterrent for
would-be violators and send a clear message that improper conduct
will not be tolerated. These investigations may be conducted with
cooperation of the applicable exchanges, State and regulatory au-
thorities and other Federal regulators such as the Federal Energy
Regulatory Commission.

I would note that the CFTC and the FERC entered into a memo-
randum of understanding last October that coordinates our joint
activities in ensuring the price integrity of the energy markets.

Also, the CFTC is an active member of the President’s Corporate
Fraud Task Force. The Commission has referred and will continue
to refer criminal matters involving energy markets to the Depart-
ment of Justice for further investigation.

Our policing of the energy market reflects an approach to regu-
latory oversight that emphasizes tough enforcement against
malfeasants. Since December 2002, the CFTC has filed 32 enforce-
ment actions, charging 27 companies and 23 individuals for mis-
conduct in energy markets, resulting in nearly $300 million in pen-
alties; and the Commission continues to pursue potential violators
of our Act.

Currently, there are over one dozen open investigations involving
the energy markets. Real-time enforcement continues to serve as
an important complement to our surveillance of these markets.

In recent years, with increased economic growth in China and
elsewhere, demand for petroleum products has risen faster than
has supplies of these commodities, supplies which have been im-
pacted by geopolitical instability among oil-producing nations, lim-
ited refinery capacities due to Hurricanes Rita and Katrina, and
the transition from MTBE to ethanol as a component to reformu-
lated gasoline. This has created very tight demand/supply balances
in these markets. Both supply and demand for crude oil and un-
leaded gasoline are “price inelastic” in the short run. As a result,
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near-term changes in supply or demand can have disproportion-
ately large effects on price.

Although U.S. energy prices have been volatile in recent months,
it is precisely during these volatile times when the risk manage-
ment and price discovery features of futures markets are needed
most by commercial users of energy products. All the evidence that
we have seen is consistent with the notion that futures markets for
crude oil, unleaded gas and natural gas and other energy products
have been properly performing their risk management and price
discovery roles. The staff of the Commission will continue to con-
duct very close surveillance of these markets to ensure that they
remain functioning properly. Improper conduct will not be toler-
ated, and CFTC will continue to pursue aggressive enforcement ac-
tions against those who break the rules.

Mr. Chairman, some have said that blaming the futures markets
for high commodity prices is like blaming a thermometer for it
being hot outside. The CFTC’s role is to ensure that no one is hold-
ing a match under this thermometer; and, in my view, we are
doing a very effective job.

Thank you, Mr. Chairman. I look forward to your questions.

[The prepared statement of Mr. Lukken appears at the conclu-
sion of the hearing.]

The CHAIRMAN. Thank you, Commissioner Lukken.

Dr. Newsome, welcome.

STATEMENT OF JAMES E. NEWSOME, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, NEW YORK MERCANTILE EXCHANGE,
NEW YORK, NY

Mr. NEWSOME. Thank you, Mr. Chairman. Let me say it is an
honor to share the table with my former colleague, Commissioner
Lukken; and I know that the CFTC is working hard and doing a
great job.

NYMEX is the world’s largest forum for trading and clearing
physical-commodity-based futures contracts, including energy and
metals. We are a federally chartered marketplace, fully regulated
by the CFTC both as a contract market and as a clearing organiza-
tion.

NYMEX provides an important economic benefit to the public by
facilitating competitive price discovery and hedging. As the bench-
mark for energy prices around the world, trading on NYMEX is
transparent, open and competitive and heavily regulated. Contrary
to some beliefs, NYMEX does not set prices for commodities trading
on the exchange. NYMEX does not trade in the market and does
not influence price movement. Instead, NYMEX provides trading
forums for market participants to come together and execute trades
at competitively determined prices that best reflect what they
think prices will be in the future, given today’s information.

Gasoline is the largest refined energy product by volume sold in
the United States and accounts for almost half of the national oil
consumption. It is a highly diverse market, with hundreds of
wholesale distributors and thousands of retail outlets, often making
it subject to intense competition and price volatility.

NYMEX trades, among other things, New York Harbor unleaded
gasoline futures contracts, which is a wholesale contract. Average
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daily trading volume in these contracts has set record levels in re-
cent months, and prices have been volatile.

NYMEX closely monitors the gasoline futures market and in-
creases surveillance during periods of price volatility. We have seen
no evidence to date to suggest that recent price rises in gasoline
futures being traded on our markets are attributable to volatile ac-
tivity.

Our analysis of the gasoline market has identified three key fac-
tors that are contributing to higher gasoline prices in both the cash
and futures markets: one, high crude oil prices; second, the MTBE
phase-out; and, three, reduced refinery capacity.

Crude oil is the main feedstock for gasoline production. Last
week, crude oil prices reached all-time highs of over $75 due to con-
tinued concerns about Middle Eastern and South American secu-
rity and rising global oil demand.

The gasoline market is currently in a difficult transition period
between the phaseout of MTBE and the related transition to etha-
nol. Ethanol, which is chemically different from MTBE, contains
more volatile compounds than does MTBE and, therefore, is harder
to use in reformulated gasoline in the summertime. In addition,
ethanol cannot be carried in the Nation’s pipeline system and must
be segregated from the wholesale distribution system until its addi-
tion at the truck rack. Finally, ethanol presents new demand and
supply implications, which must be factored into the pricing of gas-
oline.

Even though no new gasoline refineries have been built in the
United State in decades, this imbalance has been mitigated some-
what by higher efficiencies from existing plants, which have gen-
erally operated at a high rate of utilization in recent years. How-
ever, such a high utilization rate also means that when utilization
rates are reduced for any reason, there will be an immediate im-
pact on the availability of new supplies.

This year, the gasoline supplies have been constrained by lower
refinery utilization rates due to heavy refinery maintenance. Some
refineries reportedly had delayed maintenance work in the after-
math of Hurricane Katrina to ensure adequate gasoline supplies at
the end of last year and early this year. Furthermore, additional
refinery work is needed this year to comply with the new low-sul-
fur requirements in both diesel and gasoline. The end result is
tighter gasoline supplies in the short term until the higher refinery
utilization rates can be restored.

NYMEX has numerous surveillance tools, which are used rou-
tinely to ensure fair and orderly trading on our markets. NYMEX
consistently has been deemed by the CFTC to maintain adequate
regulatory programs and oversight, in compliance with its regu-
latory obligations under the Commodity Exchange Act.

Mr. Chairman, it is widely, yet inaccurately, theorized that spec-
ulators can drive prices up. With hundreds of commercial partici-
pants and instantaneous dissemination, any speculative price
would be met with an equally strong commercial reaction. If mar-
kets move in a direction inconsistent with actual market fun-
damentals, a vast number of market participants, including energy
producers, wholesalers and retailers, will respond to ensure that
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prices rapidly return to where the industry consensus believes they
should be.

Speculators do exist and they play a valuable even necessary role
in the marketplace. They add liquidity to the market and enable
commercial traders to get in and out of the market when necessary.
By nature of their roles, speculative traders seek to participate in
price trends that are already under way, but because the lack the
capacity to either make or take delivery, they will never be in a po-
sition to be able to hold a market position through the delivery
process. Thus, speculators create virtually no impact on daily set-
tlement prices, which are the primary benchmark used by the mar-
ketplace.

The NYMEX marketplace continues to perform its responsibility
to provide regulated forums that ensure open, competitive and
transparent pricing. We can only imagine the market uncertainty
and further devastation to consumers if NYMEX were unable to
perform its responsibilities.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Newsome appears at the conclu-
sion of the hearing.]

The CHAIRMAN. Thank you, Dr. Newsome.

Both of you have testified that the CFTC and the New York Mer-
cantile Exchange do continual oversight of market conduct. We
would like to ask both of you if you and your organizations have
stepped up your oversight and surveillance of efforts in response to
the recent increases in gasoline prices.

Commissioner Lukken.

Mr. LUKKEN. Certainly we have. One statistic I will throw out to
you is, over the last year, 75 percent of our surveillance briefings
that we hold weekly at our Commission deal with energy issues.
This is despite the fact in part they represent less than 10 percent
of the marketplace; and that is because of the fears that you talked
about, manipulation and other concerns that Congress has pro-
vided us in our mission. So we certainly pay particularly close at-
tention to energy markets, particularly in times of volatility.

The times that we do focus our surveillance efforts are during ex-
piration months, as Dr. Newsome mentioned. So we, during those
times, that is when there is a heightened concern on surveillance
over speculative positions we watch where these markets may be
going. But our surveillance staff does an appropriate job of ensur-
ing that manipulation is not occurring.

The CHAIRMAN. Dr. Newsome.

Mr. NEWSOME. Mr. Chairman, we absolutely increase our surveil-
lance activity when the markets are volatile, which has been quite
often as of late; and NYMEX takes very seriously its role as a self-
regulatory organization and as the front-line defense against anti-
manipulation, anti-fraud type activity.

Just to point out how seriously we do this not only because of
my former role at the CFTC but because of NYMEX’s opinion in
general, since the markets have become larger, more volatile, we
have greatly increased staff presence through our compliance divi-
sion. We have added compliance staff to the floor that are in the
pit every day, monitoring activity of the traders. We have added
surveillance cameras to the floor so that we can tape the activities
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and use that tape with compliance activities. We have taken nu-
merous steps to make sure that the markets operate in an orderly
manner and that trading remains fair and competitive.

The CHAIRMAN. What type of a market anomaly would trigger
greater oversight attention?

Mr. NEwSOME. Typically, we look at volatility in the marketplace
and how much the price moves. Obviously, we have got lots of tools
at hand with regard to increasing margins, position limits, price
limits. We have used those tools. In fact, during Hurricane Katrina,
when we had some of the biggest price moves in the history of en-
ergy markets, we used every tool available to us to make sure that
the markets maintained an orderly fashion and we are proud to
say that they did.

So, typically, our increased surveillance is based upon volatility
or major movements in price.

The CHAIRMAN. Have either of you found any evidence of manip-
ulation in the trading of gasoline or oil contracts?

Mr. NEWSOME. No, sir, we have not.

Mr. LUKKEN. We have not either, sir.

The CHAIRMAN. And, Dr. Newsome, what type of enforcement ac-
tivity is available to you when you do find such?

Mr. NEWSOME. We have a broad array of enforcement actions. I
think probably the strongest tools that we have are the ability to
fine, and we have no limitations on our ability to fine market par-
ticipants. I think probably even beyond the fines, our ability to re-
move the trading privileges of those on the floor is the strongest
tool that we have; and we have used both of those tools. Fortu-
nately, not with regard to manipulation, because we haven’t found
manipulation, but those are the tools we have available.

We are in constant communication with the CFTC with regard
to any type of enforcement activity and actually work very closely
with the enforcement staff of the CFTC.

The CHAIRMAN. Mr. Lukken, what tools are available to you and
how do you utilize them with regard to the futures trading organi-
zations like NYMEX?

Mr. LUKKEN. Well, we certainly have similar tools to what
NYMEX has but enhanced tools as well. Our enforcement authori-
ties allow us to revoke or suspend licenses of traders, to halt pro-
hibited activity, to order restitution, impose civil monetary pen-
alties, and to refer matters to the criminal authorities at the De-
partment of Justice, should it be appropriate. So we, over the
years, have a pretty strong track record in this. As I mentioned,
we brought 50 cases against individuals and companies levying
over $300 million in civil monetary penalties against those entities.

We have 12 open investigations currently in energy, so we are
not sitting idly on our hands in these areas and continue to probe
especially during these volatile energy times.

The CHAIRMAN. Finally, let me ask both of you, when was the
last time you had to take enforcement action against the possible
manipulation of gasoline prices?

Mr. NEwSOME. Mr. Chairman, I will have to look into that. I
don’t recall us having done so certainly in my tenure. Our compli-
ance group is very active, but we have so many steps in place to
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prevent it from ever happening to begin with. I don’t recall having
to bring an action against actual manipulation.

Mr. LUKKEN. I have just been informed by our head of enforce-
ment that we have not taken any sort of actions of late, but we do
have open investigations in which we are studying some of these
issues.

The CHAIRMAN. Thank you very much.

The Chair recognizes the gentleman from Minnesota, Mr. Peter-
son.

Mr. PETERSON. Thank you, Mr. Chairman.

This chart here that is in your testimony—it is figure 3, Delivery
Notices, I think. What is this big spike there in November, Decem-
ber 2004 and again in June 2005 on the deliveries there? They are
way up. What is going on there that causes there to be such a
spike in those months?

Mr. LUKKEN. I think there were certain economic situations at
thektime. We can get back to you with further details on why the
spike is.

But I would note that, overall, compared to open interest, even
though these deliveries were high at the time, compared to actual
open interests and deliverable supply, this was not an exceedingly
large proportion of possible deliveries in this area.

So even though there is a spike there—and we will get you more
information as to why this did occur—this did not raise concerns
with our economic staff because there were enough supplies avail-
able at that time to provide those deliveries.

Mr. PETERSON. So this was a small part of the market, what you
have identified here.

Mr. LUKKEN. I think that is correct.

As I noted in my written testimony, deliveries normally occur
less than 1 percent across the board in the futures markets; and
we are constantly, constantly looking at the amount of deliverable
supply compared to those who are seeking delivery and making
sure that, as people come down in spec limits in the spot month,
that they are able to make and take delivery properly and that the
futures markets are properly functioning.

Mr. PETERSON. If you would get back to me and let me know
what is going on there.

Mr. LUKKEN. We certainly will.

Mr. PETERSON. The other thing that is coming up at home more
and more, we have a good share of the E-85 pumps in the country
in my State. A couple of years ago, you could buy E-85 for 70 cents
a gallon less than gasoline; and now it is 20, 30 cents. Is that what
it is in your area?

So we have people asking questions about what is going on. Be-
cause the cost of production of ethanol has actually gone down in
those 2 years, not up; and the renewable fuels people tell me that
there is no shortage in terms of the amount of ethanol that is avail-
able. There might be some distribution issues. As far as I know,
there is—I guess there is—Boston, New York, Philadelphia, Wash-
ington are going to start substituting ethanol for MTBE, is going
on right now, might be an issue.

What is going on there, apparently, about a year ago or maybe
a little more, ethanol started to follow gasoline prices where it
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didn’t necessarily do that before. Is there something going on that
fundamentally changed the situation? And was the fact that the fu-
tures contract was established on the Board of Trade, did that have
something to do with this? I am getting questions from people at
home; and I can’t really answer why this is occurring. Do you
know? Mr. Lukken?

Mr. LUKKEN. The Chicago Board of Trade, as you noted, began
listing an ethanol contract last April; and in some ways this is the
silver lining. As you talked about earlier, encouraging more ethanol
production in the United States and listing a benchmark in this
area is going to help resources and capital being devoted to build-
ing more ethanol plants and people utilizing ethanol more.

In regard to your question, it is really a retail pump ethanol
question. From my understanding of the ethanol markets and our
economists who study these markets, there are some difficulties in
the transition from MTBE to ethanol that is taking away some sup-
plies in that area.

Also, there is obviously some transportation issues. Ethanol can-
not be transported through pipelines, compared to the petroleum-
based MTBE that we have utilized over the last few years; and, in
addition, ethanol, because of localities, where the plants are located
and where it is a lot of the consumers of ethanol may be, that also
has been impacting the price of ethanol around the country.

But I will try to drill down with my economic staff to see if we
can find more concrete information for you and maybe some of the
more fundamentals of why the price differences at the pump.

Mr. PETERSON. Are you following the futures contracts on the
Board of Trade? Are you investigating those and studying them the
way you are the gasoline?

Mr. LUKKEN. We do. We do. We have an economic staff devoted
to that that looks at all participants, receives all the end-user infor-
mation of who is trading in those markets, what their positions
might be, what their positions might be in other energy markets
that might affect those markets. So we follow that very closely, and
to date we have not found a problem in the ethanol contract.

Mr. PETERSON. Well, if you could look into that and give me a
report back on what you think and what you find out, it would be
appreciated.

Mr. LUKKEN. We will do that.

Mr. PETERSON. Thank you.

The CHAIRMAN. I thank the gentleman.

The gentleman from Oklahoma, Mr. Lucas, is recognized.

Mr. Lucas. Thank you, Mr. Chairman.

Commissioner and Doctor, obviously, both of you with your over-
sight responsibility to monitor all these things closely, whether it
is explaining those charts or just for the sake of discussion, would
you describe for me how the level of futures contract activities has
gone on in recent months? Has there been ups, downs, spikes? Are
we seeing substantially more trading of both crude oil contracts
and unleaded gasoline contracts than we would have seen in the
same, say, 6-month period 2 years ago, 5 years ago, 10 years ago?
I assume that part of your oversight is to watch the level of activity
in particular areas.
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Mr. NEWSOME. Absolutely. And the good bottom line answer is,
yes, volumes have increased. We see more activity in the market-
place by both commercials and noncommercials as well; and, as I
stated in testimony, those prices have been volatile. We have seen
major market moves earlier—or late last year based upon weather-
related events. More recently, it has been based upon insecurity in
major oil-producing regions; and we are at a point with regard to
supply and demand there is no margin to play with.

In the past, if we got into a fundamental crunch, we had Middle
Eastern countries who had the capability of pumping more oil. We
don’t have that luxury now. So because we don’t have that luxury,
any impact around the globe—and these markets have truly be-
come global markets now—any kind of—whether it is a refinery in
Venezuela, political activity in Iran or Iraq, they all have an impact
on the market. And because prices have been more volatile, more
and more people are coming into the marketplace to try and hedge
that price risk.

But, yes, we monitor that every day.

Mr. Lucas. So are we to the point of what would be described
as a frenzy?

A lot of us think back to the early 1980’s in the metals markets
when there got to be a total frenzy point when the number of con-
tracts in silver and gold went totally ballistic and the volume then
of participants drove the market in such a way that it pulled the
real commodity prices with it, as opposed to the futures reflecting
hard delivery commodity prices was the other way around. Have
we seen that level of activity in the futures contracts in crude oil
or gasoline yet? Has this volume increased to the point that it has
taken a life of its own?

Mr. NEWSOME. I wouldn’t characterize it as frenzied activity, but
certainly it has been very active activity in the marketplace.

But if you look at the global markets, whether it is North Sea
Brent that is traded in Europe versus WTI that is traded at
NYMEX, the same pricing patterns continue in all the global mar-
kets. So it is not just a U.S. issue. It is a global issue.

In terms of the volume of contracts traded, we see no issues or
no problems with the current volume of futures contracts being
traded in energy.

Mr. Lucas. Do we have a record number of crude oil and un-
leaded gasoline contracts out at this particular moment?

Mr. NEWSOME. Open interest is at the highest levels in recorded
history.

Mr. Lucas. And comparing the next most recent level of activi-
ties 2 years ago, 5 years ago, 20 years ago, a factor of a few per-
centage points more or twice as many? Or give me a guesstimate,
gentlemen.

Mr. LUKKEN. I can just note on futures contracts in general—I
am not sure about energy contracts, but futures contracts since
2002 have doubled, from a billion contracts traded to 2 billion con-
tracts traded. So some of this is just growth in the industry in gen-
eral.

Specifically to the futures markets in energy, we certainly have
seen a lot of activity, a lot of growth. But our surveillance efforts
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havg shown that there is enough deliverable supply to meet that
need.

As I mentioned in my testimony, volatility brings hedgers to the
market, because they want to get rid of the risk that they might
see in those markets. So even though there is volatility, even
though there are greater volumes, this is a time we need the fu-
tures markets the most.

Mr. Lucas. Thank you, gentlemen.

I yield back, Mr. Chairman.

The CHAIRMAN. Thank the gentleman.

Gentleman from Pennsylvania, Mr. Holden, is recognized.

Mr. HOLDEN. Thank you, Mr. Chairman.

I have a question for both of our witnesses.

What do you regard are the most significant threats to the integ-
rity of the energy derivative markets and what strategies do you
use to ward off these threats? And, finally, do you feel that the
Commodity Exchange Act is sufficient to ensure the integrity of our
Nation’s market?

Mr. LUKKEN. I will begin. I think the biggest threat to our mar-
kets is the protection of the markets. That is stated in our mission.
The integrity of the markets, preventing manipulation, preventing
trading abuses and our whole regulatory regime is structured to
look for that activity, find it, prevent it, and if it does occur to pun-
ish violators that may be involved in that type of activity.

So I think the Commodity Exchange Act has worked exceedingly
well, particularly under the guidance that this committee gave us
in 2000 with the passage of the Commodity Futures Modernization
Act.

Before that Act, as you remember, our laws were very prescrip-
tive, very static. The flexibility provided in that Act allows us, as
a regulator, to be more flexible as the markets change, to be able
to look around the corners for different trends that might be com-
ing, globalization, the growth of the markets in general, all the
things we are seeing in the economy.

So, yes, I think the Act is working well, and it is our job to pro-
tect it, and that is its biggest threat.

Mr. NEWSOME. I think when we look at threats to the market-
place I would address it two ways.

One, I think the threat to market integrity that is largest is ma-
nipulation; and that is why both the Commission and NYMEX
spend millions of dollars to try and prevent that. Can we sit here
today and assure you that will never take place? No. But, obvi-
ously, we spend lots of time and effort trying to make sure that
that is not the case.

I think financial risk is the other greatest threat. The risk that
in volatile times the demise of one market participant could have
negative impact on other market participants is something that we
manage every day, particularly with this volatility through mar-
gins.

But I think there is a very, very good system in place, both by
the exchanges and by the CFTC. You look at back at the collapse
of Enron, which was one of the largest market collapses in history,
and the fact that the financial integrity of the exchange stayed in
place through the rules and regulations of the CFTC and NYMEX.
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Those are the two areas we concentrate on.

Mr. HOLDEN. You believe you have sufficient tools? Is there
something else this committee can do to help you?

Mr. NEwWsOME. Certainly we believe that we have very sufficient
broad tools available to us, and we are not coming before this com-
mittee today to ask for anything further. We think it is sufficient.

Mr. LUKKEN. I agree. In regard to these markets, we have pro-
vided this committee our recommendations for reauthorization as
a Commission; and those were incorporated in your bill. But, be-
yond that, as far as in particular for the energy markets, we feel
we have adequate tools.

Mr. HOLDEN. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Mr. Nebraska, Mr. Osborne, is recognized.

Mr. OSBORNE. Thank you, Mr. Chairman; and thank you for
being here this morning.

I would like to pursue Mr. Peterson’s line of questioning a little
bit further in that we see quite a bit of E-85 production in Ne-
braska. About the time of the Katrina dislocations, I made a few
phone calls to some of our ethanol production facilities and I said
I don’t understand this. Because gasoline is $2.80, and we are see-
ing E-85 at $3, $3.25 a gallon, and certainly our ethanol plants
were not affected by Katrina. And we don’t understand this. I can
understand if it if a refinery were shut down on the gulf coast
somewhere. And I had trouble getting real clear answers. There
was some talk about terminals and having to send it some place
to have it blended and those kinds of things. So I wonder if you
would be willing to comment on your thoughts on this.

Also, maybe a question that goes a little further, I think in Brazil
they burn 100 percent ethanol, which would mean that you might
not have to go to a national. You might not have to do blending.
Is there really a necessity that we have E-85 instead of E-100? Be-
cause then you could really isolate this is what it costs to make a
gallon of ethanol and why not go ahead and sell it as it costs. Be-
cause, as Mr. Peterson mentioned, E-85 should be 40 to 60 cents
a gallon cheaper if you do the math; and here we are seeing it
sometimes as high or higher than regular gasoline.

So this may be out of your area of expertise. I would be inter-
ested in your comments; and if you can’t answer that, I will ask
you another question.

Mr. LUKKEN. I would just note that our jurisdiction at the Com-
mission is really overseeing the marketplace and the futures mar-
kets and the ethanol contract that is trading at the Board of Trade;
and, to date, we have not seen any manipulation problems in re-
gard to that contract in general.

I know that the Federal Trade Commission has been looking at
price gouging at the pumps, broadly speaking, for gasoline as well
as for ethanol; and we will, as an agency, through our cooperative
enforcement efforts try to work with them and if we might have in-
formation that might be derived from the futures markets, to have
them look at those cases of potential price gouging and help that
investigation.

So, unfortunately, it is a little bit outside of my expertise.
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We have been closely studying what has been happening in
Brazil as a model potentially for the United States. I think it is
very exciting what they have done and certainly a model we should
study closely as we go forward on ethanol production.

Mr. NEWSOME. Congressman, we don’t trade in ethanol contracts
at the NYMEX, so my knowledge is limited there.

Mr. OsBORNE. What you guys are saying, it is a bad question.
Probably was.

So one other question that may be equally bad is refinery capac-
ity. I am just trying to get at solutions here because, in most manu-
facturing, they are operating at 80, 85 percent of capacity; and we
find refineries are at about 95 percent of capacity. As you men-
tioned, all it takes is a little hiccup someplace and all of a sudden
you are over the top.

We have seen pretty good profits by the oil companies, but it
seems like they are very reluctant to reinvest a whole lot of money
to remove that deficit of refinery capacity. From your seat, would
you say that maybe there should be something done to force some
reinvestment to create greater refinery capacity? Because, obvi-
ously, it is a problem.

So, again, a very difficult question for you to answer, but I would
appreciate if you would take a shot at it.

Mr. NEWSOME. The question is difficult, and I think we can
spend a lot of time here today just talking about refinery capacity
and why we are in the situation we are in. Obviously, that is some-
what outside of our expertise.

I would just comment by saying that we are in constant contact
with refineries because of their activity in the marketplace; and I
think some of the difficulty with regard to the refineries has been
environmental rules, the difficulty in getting the permits to simply
build one, the expense to build new refineries. So I think the effort
by the industry in more recent years has been to try to take old
refineries, upgrade them and make them more efficient, which is
both good and bad, given our situation today.

I know that there is interest by refineries in building more, and
I say that simply because they have contacted us to see if the
NYMEX would be interested—we currently list our crude oil con-
tracts out 7 years. They are asking if we could extend that time
period so that they could actually hedge prices—if they build new
refineries and they are in the market, that they could actually
he(li{ge out a longer period of time to protect their financial price
risk.

From our standpoint, if there is a commercial need to extend the
number of contracts that we list, we are more than happy to do so.

Mr. OSBORNE. Thank you, Mr. Chairman. I think my time is up.

The CHAIRMAN. I thank the gentleman.

The gentleman from Georgia, Mr. Marshall, is recognized.

Mr. MARSHALL. Thank you, Mr. Chairman. I am a bit surprised
to be called on now with all these senior Members to my left.

Gentlemen, could each of you give your opinions concerning why
we are seeing such high gasoline prices and with regard to matters
that you supervise or are involved in or other matters, what we as
a Congress ought to be doing right now to try to address this prob-
lem and whether there is something that we as a Congress could
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be doing right now in order to address this problem, or is there no
real short-term fix, that it is going to take some time and there are
some things we should do but we are not going to have short-term
relief?

Could you address that? I am sure you have thought about it.

Mr. LUKKEN. Congressman, obviously, there are a lot of factors
that go into what the price of gasoline is at the pump. We dot not
have jurisdiction over any sort of retail production or oversight over
retail gas prices.

I think Jim’s testimony provided a pretty good breakout of where
the problems lie. A large component of the price of gas, as EIA will
tell you, is 45 percent of it is crude oil, and there are a variety of
factors why crude oil prices are high: political instability in oil-pro-
ducing nations and supply-and-demand issues in China and other-
wise.

The other reasons that were mentioned by Congressman
Osborne, refinery capacity, I think we are currently at 88 percent
currently post Katrina and Rita hurricane events, and so we are—
EIA is predicting us to be close to 95, 96 percent by June. So I
think that is good news that we are going to be up and running
almost full capacity, 95, 96 percent. We are never at 100 percent,
so that is basically full capacity of refinery by June. So that is also
good news and hopefully may help at the pump.

The last issue is, dealing with MTBE ethanol, some of the things
are structural, that you are not able to transport ethanol through
pipelines, that you have to truck it or ship it or rail it to places;
and that provides logistics difficulties we are trying to work
through now that may be contributing to the high price of gasoline
and ethanol in particular.

Mr. MARSHALL. That does summarize what you described in your
written testimony, Mr. Newsome.

Let me ask you this, and again it is a question for both of you,
but, Dr. Newsome, perhaps we will start with you.

GAO recently gave testimony before the Senate, and in that tes-
timony identified the exact same things that you just mentioned.
And they are kind of long-term problems that we have here. There
is not going to be an immediate fix like the ones you just described.

But, in addition, you talked about mergers that occurred in the
industry that supplies us gasoline, from the production and all the
way through transportation, to wholesale, to delivery, and said that
in the 1990’s until today there have been about 2,300 mergers, that
GAO had studied only 8, and under their econometric models, the
majority of those mergers led to 1 to 7 cents per gallon increase in
wholesale prices, suggesting that, in fact, mergers have had maybe
an anti-competitive effect and maybe an effect that has caused an
increase in the overall cost to all of us.

When you see these enormous profits that some of the companies
are making right now, ordinary Americans, anyway, and folks like
me who don’t have a tremendous amount of expertise kind of won-
der whether or not there is some price fixing that is going on here,
some anti-competitive pressures. Perhaps the FTC has approved
too many mergers.
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I would like your comment. I understand this is outside your
lane, but this is something you have thought about. I would like
your comment and perhaps Mr. Lukken as well.

Mr. NEwWSOME. Congressman, I think specifically to your second
point, the only way that I could comment would be to look at the
makeup of the traders in our marketplace; and I would respond
that that has changed very little over the last number of years. In
fact, today, still 75 percent of the volume held in our gasoline con-
tract is made up of commercial participants. I think that has
maybe decreased 1 percent over the last several years. So the com-
mercial component still makes up the vast majority of the open in-
terest in our markets.

We looked specifically last year at the role of hedge funds be-
cause it had become a big issue, and less than 3 percent of the vol-
ume in crude oil was held by hedge funds.

Mr. MARSHALL. My question is, and it is piggybacking on what
GAO has already suggested. It doesn’t have to do with whether or
not the futures market and futures trading and speculators, et
cetera, are causing the problem. It is, do you perceive there is per-
haps a problem as a result of these mergers that are occurring, pro-
ducing an anti-competitive environment that the futures market,
frankly, can’t solve? Are you suggesting that the futures markets
can solve that and it ensures competition that——

Mr. NEWSOME. No, sir. I am not suggesting that we can solve
that at all. Nor have I looked at that report and have anything
really to add to the comment.

I think I agree there is no short-term solution to higher energy
prices. In fact, I would argue that we may be in for a more difficult
road ahead. Certainly high prices tend to be the biggest economic
driver of responses, and I think conservation is probably our most
immediate response with regard to high prices.

My concern is, when you look at the increased usage in China
and India, it has been primarily industrial; and that industrial
usage has put severe upward pressure on prices. My concern is, as
both of those countries develop more of a middle class and that
middle class demands cars and air conditioners and the things that
we enjoy here, that it is going to put even more upward pressure
on global energy prices.

The CHAIRMAN. I thank the gentleman.

The gentleman from Texas, Mr. Conaway, is recognized.

Mr. CoNAWAY. Dr. Newsome, you mentioned hedge funds. Could
you flush that out a little bit in terms of there has been some spec-
ulation that hedge funds had an inordinate impact on certainly the
price of crude oil. Do hedge funds trade exclusively on your ex-
change? Are there other exchanges in which they have availability
to trade that happen outside of your jurisdiction? What is your role
on hedge funds?

Mr. NEwWsOME. The first component, yes, we have active hedge
fund participation in our marketplace. As I said, when we looked
at it last year, it made up about 3 percent of the volume in our
crude oil contracts, a slightly higher percentage in natural gas.

We did not find that they had any impact on price volatility or
upward pressure in prices, one, because of their small level of ac-
tivity in our marketplace.
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Secondly, we found, surprisingly, that the hedge funds tended to
hold on to their positions longer than normal market participants
which argues against adding to volatility.

The second component of the question is NYMEX is but one piece
of the pie, that whether you are a hedge fund speculator or a com-
mercial participant, we are but one piece of the pie, that the mar-
ketplace has to try and hedge price risk or trade. NYMEX happens
to be the only regulated transparent component, and that is a re-
sponsibility that we take very seriously.

I think there is the traditional over-the-counter marketplace
which the contracts are bilateral, individually negotiated between
major commercial participants or banks. The trade in the over-the-
counter market is huge. It dwarfs the amount of volume traded at
NYMEX.

Then, from an exchange standpoint, there is the Intercontinental
Exchange based in Atlanta that trades somewhat in a bilateral
marketplace or the over-the-counter marketplace and than also
lists futures contracts that are directly competitive to those listed
on NYMEX.

The futures contracts are regulated by the U.K. regulator, the
FSA, where we are regulated by the CFTC. There is a difference
in the regulatory structure of the two organizations, even though
they are considered in general to be comparable in nature.

Mr. CoNAWAY. You talk about the private market bilateral
dwarfing your volumes. Can you tell that those prices, how does
that influence or impact prices on your market?

Mr. NEWSOME. You have a lot of the same market participants
that are involved in the over-the-counter activity, activity on ICE
and activity on NYMEX. But those prices are not transparent, so
we do not see that.

Mr. CoNAWAY. You just have got the same players?

Mr. NEWSOME. Right.

Mr. CoNnawAY. Commissioner, do you have any comments on
hedge funds?

Mr. LUKKEN. Just that we follow hedge fund categories very
closely. We are able to see them as a class and what they are doing
from time to time throughout expiration of a market, and should
any type of unusual activity occur by hedge funds we are quick to
get on the phone and talk to them about it. Why are they doing
it? What is their position? What is the economic justification for it?
And then bring enforcement actions against hedge funds and oth-
ers should they violate our Act. We brought, I think, over 10 cases
a year over the last 12 years against hedge funds, so we are very
active in overseeing those participants.

Mr. CONAWAY. Speaking to your comments earlier where you
said you do not recall either specific actions in relation to gasoline
prices or gasoline contracts, you are not seeing hedge funds as
being a driver on that that is inappropriate?

Mr. LUKKEN. I think our view so far of the gasoline market as
traded on NYMEX is it is kind of an appropriate balance of specu-
lators, hedgers, commercials, noncommercials, hedge funds and
others that does not bring any sort of concern for us. Again, we
really focus in on the expiration month. But normally hedge funds,
as Jim says, act to bring liquidity to the marketplace; and we cer-
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tainly encourage those trading activities as long as it is not excess
speculation during expiration.

Mr. CoNAwAY. Thank you. I yield back.

The CHAIRMAN. Thank you.

T}:le gentleman from North Carolina, Mr. Etheridge, is recog-
nized.

Mr. ETHERIDGE. Mr. Chairman, thank you.

You know, as I sit here this morning listening to our two capable
witnesses, I sort of find myself struck by a profound sense of deja
vu. We have been here before.

First, here we are a month after another summer season is get-
ting ready to start, yet again hearing from my constituents in agri-
cultural and rural areas of this country, I have had telephone calls
and e-mails for the last several days wrapping me up.

Since 2000, when the President took office, we have seen spike
after spike after spike in gas prices. They come down, but they
never come back to where they were, and they just keep going up.
They keep spiking. And while it may be good news for the oil com-
panies, I can promise you one thing, the billfolds and pocketbooks
of consumers are getting lighter and lighter, while some other folks
are getting heavier and heavier. And today and tomorrow we will
have record profits by the oil companies, and I promise you they
will be bigger and record profits all over again. They continue to
get rich, and consumers tend to get poorer.

They have a tough time even getting gasoline to go to work. I
stopped by to get gas the other morning before I came to Washing-
ton. A lady stopped in front of me and put in $5 worth, less than
2 gallons of gas, just enough to get to work.

There is a problem out there, and it is a big problem. As a farm-
er and a small businessman I strongly support a free enterprise
system. But the American people deserve to be protected against
abuses in this market economy. That is the role of the Federal Gov-
ernment.

I am glad, Mr. Chairman, we are having this hearing today; and
I want to thank you for it, because we need to know how the regu-
lators are performing and if they are performing at a level.

The other reason I am experience deja vu is because whenever
we experience these spikes in gasoline prices or oil prices or natu-
ral gas, we never really hear that the fault lies with the people ma-
nipulating the futures market to drive the prices up. Now one of
the missions of the CFTC is to seek out and stop the market ma-
nipulation. These exchanges are likewise charged with maintaining
open and competitive markets.

It is hard to imagine there is someone or some group who for the
past 6 years have been able to successfully manipulate energy mar-
kets, reap tremendous profits and escape detection. But the charge
continues to be made, and it is our responsibility to respond and
to investigate. So we have the regulators who are here again today.

So I have two questions. I would like to ask, in the interest of
time, both of them.

Commissioner Lukken, the figure you cited regarding non-
commercial participation in gasoline and oil futures market are
limited to those traders falling under the large trader reporting re-
quirements, correct?
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Mr. LUKKEN. Correct.

Mr. ETHERIDGE. What mechanisms are in place to protect the
consumer or customer from hiding a large position by purchasing
contracts with different merchants and remaining below the large
trader reporter levels with each merchant, and what prevents peo-
ple from gaming the system in this way?

My second question is more of a regulatory question. I have been
hearing about ICE futures and its chain owned by U.S. companies
but regulated under foreign jurisdictions. I have long been con-
cerned about foreign exchange regulations and the competitive ad-
vantages that they may have as it relates over our U.S. exchanges.

In the battle for markets and liquidity, I fear exchanges could re-
sort to forum shopping, choosing to operate in a less regulated re-
gime than our own in order to secure a competitive advantage and
the consequences of this that it would have on the Commission’s
ability to seek out and prevent fraud and manipulation. So could
one or both of you tell us about the differences in the regulatory
regime that the New York Mercantile faces and what ICE report-
ing requirements are as well in the contract positions limits and
also discuss generally whether there is a level of regulatory fee or
whether it is level; and if not, why, and what we need to do to fix
it?

Mr. LUKKEN. Your first question dealt with how we capture po-
tential people using multiple brokers in order to hide large posi-
tions. Our Large Trader Reporting system captures that by aggre-
gation of certain control numbers that goes to the end user. You
cannot hide behind a broker or FCM in this situation in order to
trade large positions, even though individually they might be
small. So we capture that, and we are confident we see all of these
positions in the aggregate.

In regard to your second question on ICE futures, as you stated,
ICE futures is an exchange located in Britain with a separate
board located over there. They are owned by ICE in Atlanta, but
under FSA law they are under the highest regulation there, with
a separate board of directors running that corporation.

It has been subject to our no-action process since 1999. This was
developed to allow foreign boards of trade with comparable regu-
latory structures to get access to U.S. customers. As long as we did
some type of analysis to ensure that we had information-sharing
arrangements in place, there was some kind of general comparabil-
ity between these markets. And this type of arrangement obviously
helps our marketplaces, too, that are seeking to go overseas to lo-
cate customers that might be interested in trading on the Chicago
Board of Trade, the CME or NYMEX, for instance. So we put this
no-action process in place in 1999.

Recently, it has been brought to our attention because of the list-
ing of WTI contract in direct competition with NYMEX. I think
what has brought concern to us as regulators on this issue is the
fact that it is based on the closing price of NYMEX.

As far as whether it is in compliance with the no-action process
that we did in 1999, yes, it is. But we still want to make sure that,
because of this unique situation, we have the right surveillance and
information-sharing arrangements in place, and we have been
working over the last several weeks since this occurred to ensure
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with FSA that we are getting the right information so that both of
us are properly surveilling the entire marketplace in this area. I
am confident we are.

Over the long run, however, our chairman has noted publicly
that we plan to look at this process to make sure that it is address-
ing the public interest as it should be. As you mention, there may
be differences between regulatory structures. I think we need to
make sure that the end game that we are after—preventing manip-
ulation, ensuring market integrity—is really the goals that we are
after.

I think if you compare the two side by side there are always
going to be differences. They do some things differently. It was de-
veloped differently than ours. Ours has a long history behind it as
well. We want to make sure there is no regulatory arbitrage be-
tween the two. There is some comparability, as you mentioned, but
also that there is not a race to the bottom among regulators, that
markets are able to pick and choose the best of both situations to
their advantage. So over the long term this is what we are going
to be studying, and hopefully we can address that and report back
to Congress on our findings.

Mr. NEWSOME. Congressman, with regard to that same issue,
NYMEX has asked the CFDC to review the regulatory structure of
ICE, ICE futures, because we believe that there is an unlevel play-
ing field. I was at the CFTC when the no-action letters were cre-
ated and used, and we believe that those no-action letters remain
totally appropriate today. It gives access to U.S. customers, prod-
ucts traded on foreign exchanges.

We believe that the way ICE has evolved, that there is a ques-
tion as to whether or not they actually remain a foreign exchange.
When ICE purchased the International Petroleum Exchange, there
obviously was an exchange in London; and it was under that ex-
change that they asked for the no-action request that was appro-
priately granted by the CFTC.

The markets evolved, and ICE has evolved. They have since
closed that facility in London, and all their trades are conducted
electronically through the home headquarters in Atlanta. They
trade competing products to the New York Mercantile Exchange.
They do so without the same hard-position limits that are required
at the New York Mercantile Exchange, and they do so without the
regulatory requirement to submit daily large trade reports, as does
the New York Mercantile Exchange.

So I think that NYMEX and the Commission are having a very
good dialog with regard to what that regulatory role might be, but
certainly as the markets have evolved they have changed. Dif-
ferences in regulation have created a competitive disadvantage in
some instances to U.S. exchanges, and it is something that we are
concerned about.

The CHAIRMAN. I thank the gentleman.

The gentleman from Michigan, Mr. Schwarz, is recognized.

Mr. ScCHWARZ. Dr. Newsome, I am going to ask you to give about
a 4% minute Futures 101, if you do not mind, to initiate the
uninitiated, one of those people who was always warned you never
get into the commodities market, the futures market, the deriva-
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tives market, because it is so arcane and so nuanced beyond appre-
hension and impenetrable that you just do not want to go there.

So let’s say I am a trader, and I have got a few million bucks.
Walk me through how I get into the, say, the crude futures market,
buy a contract on NYMEX, and how I might either profit from this
experience or lose money from this experience.

Mr. NEWSOME. I do not know that I can do that in 4%2 minutes,
but I will try.

Mr. SCHWARZ. I am not sure you can either, but let’s give it a
shot.

Mr. NEWSOME. First of all, to participate in the marketplace, to
become an actual trader is a rather lengthy process. It is highly
regulated. There are a number of registrations both with the
CFTC, the National Futures Association, that you have to go
through.

A typical customer would enter orders through a banker or bro-
kerage firm who has memberships on the exchange versus trying
to become a trader themselves.

It is very different whether you are entering the marketplace
from a speculative standpoint or whether or not you have the un-
derlying commodity and you are using the marketplace to hedge or
set a floor on that risk. There is no question that, from a hedger’s
standpoint, the markets do a wonderful job of managing price risk,
allowing market participants to protect themselves against risk
and price.

The speculators, it is a completely different animal with regard
to the hedgers. Typically, speculators will trade a trend. Once they
see that a trend has developed, they will start taking positions
along that trend line. But it is speculative. And sometimes they
guess right, sometimes they guess wrong.

But I think the one thing about futures markets that we have
to remember is that, at the end of the day, it is a zero sum game.
For every one that wins or guesses right, there is an equal and off-
setting loser. So very different from the equity markets where ev-
eryone can win or everyone can lose depending upon what is going
on in the marketplace.

But from the hedging standpoint, whether a hedger wants to
hedge that risk in the open outcry pits that are on the facility in
New York, whether they want to use our electronic trading system
to manage that risk, they have got multiple opportunities to do so.
The function of the exchange I think remains virtually the same as
it did when it was created 135 years ago in terms of supplying a
very good mechanism and opportunity to manage price risk.

Mr. ScHWARZ. This question has been asked before, but this is
for my edification—people still trying to get in and manipulate the
market, manipulate prices, windfall profits sort of thing, and is
that affecting in any way the price of petroleum or gasoline now?
Do you feel basically the market is now on the up and up and what
we are seeing literally is the basic economic principle of supply and
demand?

Mr. NEWSOME. While, as consumers of energy products, we do
not necessarily like the message, but we are confident that the
market is operating as intended, that it is following the fundamen-
tals of supply and demand.
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Mr. ScHWARZ. Thank you.

Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. I thank the gentleman.

The gentleman from North Dakota, Mr. Pomeroy, is recognized.

Mr. POMEROY. I thank the Chair; and I want to join comments
made by both sides of the aisle, Mr. Chairman, congratulating you
for having this hearing.

I believe it is a good start, but I hope that we commit ourselves
to much further work on this whole issue of pricing of fuel and
then the consequences of higher gasoline and higher input costs to
our farmers.

We are involved in a fairly arcane exercise here of trying to un-
derstand futures markets. There is something much less arcane
that we have to understand, the threat to our farmers posed by
higher gas prices. I would like to have a hearing that just focuses
on that and what we might do about that. We are looking for
whether or not there is some boogey man driving prices in these
futures trading areas, all well and good, but let’s look at what we
can do right now to help farmers facing the most expensive spring
planting in the history of U.S. agriculture.

The Senate Committee on Appropriations took action on a bipar-
tisan basis that I find extremely interesting. They put into the sup-
plemental appropriations bill a response for agriculture. It includes
assistance for farmers who have had disaster losses in 2005 pro-
duction. I believe that step should have been taken last year. Bet-
ter late than never. We ought to do that.

It also acknowledges that, in the face of potentially ruinous costs,
they have not been able to get their business plans to pencil out
as they sit down with bankers on operating loan negotiations, and
there is a 30 percent bump in AMTA payments to assist in dealing
with the near term with these high energy prices.

Mr. Chairman, I would really like to have a discussion on the
merit of this concept in this committee. I think it could be ex-
tremely helpful for producers. It is just not enough for us to go
back to our farmers facing the catastrophe of these high gas prices
and say, well, we are studying how the future markets work. There
is something concrete we can do now, and we need to attend to it.

Now as to the matter of this hearing, Dr. Newsome, it is great
to see you again. You have a new hat on since the last time that
I believe I have had a chance to inquire of you in this hearing. Is
it fair to say that hedgers add liquidity to the markets and specu-
lators add volatility to markets?

Mr. NEWSOME. No, I do not think so. In fact, speculators add the
opportunity for the commercials to get in and out of positions when
they need to hedge risk. I think the vast amount of liquidity comes
from the noncommercial side, the speculative side of the equation,
not vice versa.

Mr. POMEROY. The vast amount of liquidity in futures markets
is speculative driven? Short-term traders trying to game the timing
just right?

Mr. NEWSOME. No. The vast majority of open interests, positions
held by the marketplace is held by commercials.

Mr. POMEROY. I heard you exactly wrong then. Most of it specu-
lating money, and some of it is hedging money.
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Mr. NEWSOME. Seventy-five percent of the positions in, say, the
gasoline market is held by commercial producers, only 25 percent
by noncommercials. But I think we were talking about two dif-
ferent things.

The open interests, those who have the contracts, is the 75-25
breakdown that I just commented on. But when you look at the li-
quidity, the ability to get in and out of a trade everyday in the pit,
it is the speculators that help provide that liquidity so that the
commercials can take the positions that they want to take. If a
commercial participant wants to take a position, whether it is going
up or down, someone has to be willing to take the opposite side of
that position, and the speculators are the ones willing to do so.

Mr. POMEROY. But is that putting us on a roller coaster that
would otherwise be more of a level and predictable pricing environ-
ment?

Mr. NEwWSOME. No. Because the market is going to move based
upon the fundamentals of the marketplace. We do not see that that
type of activity adds volatility to the marketplace at all.

Mr. POMEROY. I am hearing with grain futures trading, for exam-
ple, a volatility now that we have not seen before reflecting the fact
that there is more speculative money in. Given your background on
CFTC, is it your position that grain markets have not been more
volatile?

Mr. NEWSOME. I haven’t studied grain markets recently, so I do
not know what is happened in volatility, Congressman. But my
general perception would be that volatility is not created by addi-
tional speculators coming into the marketplace.

Mr. POMEROY. Thank you very much. I yield back my time.

The CHAIRMAN. Thank you.

The gentleman from Kansas, the chairman of the subcommittee,
Mr. Moran, is recognized.

Mr. MORAN. Thank you, Mr. Chairman, for your and Mr. Peter-
son’s interest in this topic.

I believe that our subcommittee and its members have reviewed
and paid attention, monitored both the activities at the Exchanges
as well as the CFTC’s regulatory abilities, and we look forward to
continuing that as we continue the process of trying to reauthorize
the Commodities Futures Trading Commission Act and keep Com-
missioner Lukken’s paycheck continuing.

I appreciate the conversation we have had this morning. This has
been interesting and enlightening. I want to ask just a couple of
questions. One is very specific, and one is more broad for my un-
derstanding.

The specific one is about MTBE and the change to ethanol. Dr.
Newsome, you testified—I guess both of you really testified—that
there is upward pressure on the price of fuel as a result of that
transition; and you put that number, Dr. Newsome, at about 15
cents. Is there any analysis that would predict when the pricing of
gasoline futures contracts will no longer include that premium that
is there because of the uncertainty of the transition?

Mr. NEwWSOME. We have not done that analysis to date, so it
would be very difficult for me to give you a specific answer. But we
do base that difference on hard numbers.
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In October 2005, we started listing a contract that included etha-
nol to phase out of the MTBE contract that we currently trade to-
ward the ethanol contract. So, currently, we are listing both con-
tracts for trading at NYMEX. We have roughly 125,000 contracts
of open interest in the old unleaded contract; and we have roughly
45,000 contracts open interest in the new MTBE contract.

The New York Harbor, where our delivery point is, has pretty
much finalized their transition from MTBE to ethanol. So we cer-
tainly think that is going to start the process of seeing the two
prices come together. But currently in the trading of both we see
between that 12 and 15 cents differential at this time.

Mr. MORAN. Would either of you have an opinion as to the sug-
gestion that there is a significant shortage of ethanol? Obviously,
your testimony is that so much of what we are dealing with here
is related to supply and demand. It is the market forces at work.
Ethanol has become in some quarters the scapegoat for high energy
priges because of lack of ethanol. Does that allegation have valid-
ity?

Mr. NEwWsSOME. That is not something that I have looked at or
could comment specifically about. What we have looked at is how
the current supplies are utilized and the differences in transpor-
tation and blending and that added cost from that component that
the industry is bearing at this point. The fact is there are real dif-
ferences in how it has to be transported, how it has to be blended.
Those methods are more costly than the current methods with
MTBE.

Mr. MORAN. Your 15 cent number is based upon those factors,
not upon an issue of whether there is adequate supplies of ethanol
based upon pricing.

Mr. NEWSOME. That would be my assumption, yes, sir.

Mr. MORAN. Commissioner, anything?

Mr. LUKKEN. We agree with Jim’s assessment. The difference be-
tween the two futures contracts, the current gasoline product and
what is expected after this transition is about 15 cents. As you
noted, the futures markets really provide us no information beyond
the fall price that you mentioned; and we will be closely following
that. But, as these transitional issues resolve themselves, hopefully
the expectations of the markets will bring that premium down.

Mr. MoORAN. Thank you.

Let me ask a broader question for my edification. A trader is a
speculator unless they have a commercial need for underlying prod-
uct; is that correct?

Mr. NEWSOME. Correct.

Mr. MORAN. My understanding is that if you are not a commer-
cial trader—in other words, you are a speculator—then you will
have a spec limit imposed upon your trading activity. And I want
you to describe for me how that spec limit is established, what au-
thority there is for that, how that spec limit is arrived at. Are they
changed on a regular basis? Would you describe for me the nature
of a spec limit?

Mr. LURKEN. I will start.

The Act, as provided by Congress, says that an exchange shall
impose speculative or accountability limits as they deem necessary
in order to prevent congestion or manipulation. That is one of the
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core principles that each exchange has to abide by. In doing so,
most exchanges do on physically delivered products have spec lim-
its that they, based on historical statistical data, find out what the
proper levels might be in order to ensure convergence during the
time when cash and the spot futures price converge. Again, we
work with the exchanges on this, but this is something that our Act
delegates to the exchanges to set in the particular amounts.

Mr. NEWSOME. It is an ongoing dialog with the Commission with
regard to what those appropriate levels might be.

First of all, there are position limits across the board whether
you are a commercial or whether you are a speculator. The specu-
lator position limits are tighter. The commercial participants have
the opportunity to get exemptions on those limits if they can prove
that they have the ability to either take or make delivery of the
underlying commodity. So there is much more flexibility on that
side of the equation.

With regard to the speculators, they have general position limits
that regard to their positions throughout the curve or the contract.
As we start coming toward an expiration the last few days of an
expiration, pushing the speculators to get out of the market be-
cause they have no ability to take delivery or make delivery, those
limits get smaller and smaller and smaller as we move towards ex-
piration.

Mr. MoRAN. Dr. Newsome, it is nice to have you have back here
in front of our committee in 1300. Commissioner Lukken, we have
always appreciated the relationship that our subcommittee and
this full committee has had with you and your willingness to come
and testify and provide us with information. Thank you both.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The Chair now recognizes the gentleman from Washington, Mr.
Larsen.

Mr. LARSEN. Thank you, Mr. Chairman.

I want to thank you, Mr. Chairman, for this hearing. I have a
couple of comments and a couple of questions.

Dr. Newsome, you say a more difficult road lies ahead for us pre-
sumably about gas prices; and you mention a couple of outstanding
factors in your testimony and just a quick note on China in track-
ing a lot of what takes place there. China’s plan is to increase their
per capita income from $1,700 a year per person to $3,400 per year.
That means more folks with China with more money to spend on
a variety of things, including the 30,000 or so cars manufactured
each month in China as well. So the increase in demand for gas
and oil is going to be there as well as in India.

You mention reduced refining capacity. As representative of a
district with the four refineries north of California on the west
coast, the only four, I can speak to the fact of what happens when
they go into maintenance mode and shut down or slow down, as
well as their current transition to low sulfur diesel. Those are criti-
cal factors. I would agree with your general assessment. There is
a more difficult road ahead for us.

Both of you have mentioned that, in your opinion, there is no
sign of manipulation in the market. I would agree with you. I
would also, though, like to not just necessarily let you off the hook.
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I would like for you to describe to us what manipulation looks like.
What do you look for when you look for it, so we can be assured
when we go back and tell folks, well, they told us there is no ma-
nipulation. They will say, how do you know? And we can say, this
is what they look for and they are not finding it.

Commissioner Lukken, can you tell us what manipulation pre-
sumably would look like, what are you are looking for?

Mr. LUKKEN. Typically, corners or congestions or the typical ma-
nipulation case we see involve somebody holding onto a large posi-
tion at expiration of the contract, when their position is larger than
the rest of the marketplace and they are able to exert influence on
the prices as those positions have to be potentially delivered upon.

So we have closely followed—and again we talked about spec lim-
its and other ways that we sort of step down as these contracts ex-
pire to ensure that the prices with cash and futures converge. So
we are constantly—it is mainly a control issue of large traders and
expiration month that we look for.

But there are a variety of other ways that we have in the over-
the-counter markets looked at false reporting are different indexes
around and taken aggressive enforcement actions against that type
of manipulation that might be broadcast out into the public mar-
ketplace outside of the futures market but that influence the fu-
tures markets. So those are the cases that we closely follow.

Mr. NEWSOME. I would just add to that. I think certainly Walt
is correct. We look at historical trends, price differences between
different products. We look at that every day to make sure that
stays at least at a historical or traditional balance.

The reality is if a price attempts to get out of line, we hear it
from the marketplace and we hear very, very quickly that some-
thing is awry. You guys need to look or you need to talk to specific
market participants.

Mr. LARSEN. I am sorry, when you say you hear from the mar-
ketplace, does that mean you are monitoring a price or literally
somebody tells you?

Mr. NEWSOME. Somebody tells us. Snitching. We hear loud and
clear.

The reality of the way the markets work itself protects against
manipulation because a number of you have been to exchanges and
you have seen the pit and they are very competitive. You have got
several hundred people in the pit doing business either with each
other or against each other. And if somebody tries to take a price
in a direction that the fundamentals do not support, there is some-
body standing next to them or across the ring ready to take advan-
tage of them at great economic detriment to the person trying to
move in an unnormal manner. So I would say that the structure
of the marketplace itself is the first offense.

And then, second, we have a number of ways that we monitor
both humans—the cameras that I talked about. But I think, more
importantly, we have very sophisticated computer systems that
look at trading patterns, who they are doing business with, and we
monitor those every day to study for anomalies and look for any-
thing out of the ordinary.
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So, like I said earlier, I cannot give you 100 percent assurance,
other than to say that we do everything we can to make sure that
the market operates fairly.

Mr. LARSEN. Specifically to your market and your role at CFTC
that helps me then say more than “I know because they told me.”
it helps me understand exactly what you are looking for and helps
me to explain to folks. I appreciate that.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Minnesota, Mr. Gutknecht, is recognized.

Mr. GUTKNECHT. Thank you, Mr. Chairman.

Let me, first of all, say that I am a believer in markets. I am
an auctioneer, and what you do every day is really an ongoing auc-
tion. I have described this to my constituents before that here in
Washington we change laws and we amend laws but there is one
law that is really hard for us to change and that is called the law
of supply and demand. So I do understand that and I admire much
of what you have said and I think you do the best you can every
day to make sure there is not a manipulation of markets, at least
that falls under your purview.

Let me clarify a couple of things. First of all, I know that was
not your intent and it is a follow-up to what my colleague from
Kansas talked about, and that is there has been a tendency by
some of the people in the oil industry to blame ethanol for what
is happening today. I just want to make it very clear that we have
doubled the production of ethanol in the last 5 years. If we had not
done that, I do not believe that oil prices would be cheaper. I hon-
estly believe they would be higher. We have doubled the produc-
tion, and we will double it again.

Then we hear from the oil companies, well, the problem is refin-
ing capacity. Let me remind everyone here that in the last 5 years
we have built 53 new refineries. They are called ethanol plants. We
are currently building 39 more, and there are 40 of them on the
planning stages. So I really believe that renewable fuel long term
is actually helping.

Right now, I will admit—and, frankly, we probably should have
had someone from the Energy Information Office who could give
better information about right now what is the bottleneck and
what is the problem relative to ethanol. But I think we have to be
careful to say that ethanol is the problem. I think ethanol long
term is part of the solution. It is part of the solution today.

I want to clarify something else, because we are hearing this
from the oil industry, that you cannot put ethanol in the pipelines.
That is simply not true. They pipe ethanol in Brazil, and Brazilians
are not smarter than we are. The problem is the technology they
use to plug one commodity to the next. In other words, if they have
been shipping diesel fuel, they use a water plug to differentiate be-
tween the diesel and the gasoline. Well, that water plug does not
work with ethanol because it will mix with the alcohol. But that,
it seems to me, is a relatively simple technological problem if the
oil industry wants to solve that problem. I do not think they do.

I think there is a difference of opinion in terms of the oil indus-
try. I just want to be very careful, though, because we hear this
from some of the folks on the Intelligence Committee. It is a simple
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statement, but I think it applies to what we are talking about here
today. They say that absence of evidence does not necessarily prove
evidence of absence, and what that means is just because you do
not have evidence that there is manipulation of markets does not
necessarily mean that it is not happening.

I think there are three terms we should be concerned with in this
committee and what you do every day. One of them is speculation.
And I think one of you said something to the effect, and I don’t
want to misquote you, but you said that speculators play an impor-
tant role. Well, that is a little hard for a lot of our folks back home
to really understand and perhaps even to swallow, but I do under-
stand speculation. It happens every day in all kind of markets, and
I think we can deal with a certain amount of that. But the second
term is manipulation, and that is what we are really concerned
about. But the third term we have not talked about today that I
think is extremely important, and that is concentration.

Let me ask you, you said that 75 percent of the contracts at
NYMEX, for example, are contracts that are initiated by producers.
How many producers are there?

Mr. NEWSOME. Hundreds, and they represent all the segments of
the business, from production companies to refineries to whole-
salers, groups of retailers. It is numerous.

Mr. GUTKNECHT. Let me go back one step. How many big oil
companies are there today?

One of the things we seen—and I must admit I am more of a
Teddy Roosevelt Republican and we have allowed too much con-
centration in my opinion. You took two great big companies, Exxon
and Mobil, and put them together. What the consumer got out of
that transaction I do not know. But we now have a very small
handful of megacompanies who control the production. They are
not interested in lower prices in oil. They have a vested interest
in driving oil prices higher. Would you not agree?

Mr. NEWSOME. I certainly cannot speak for the oil companies,
but, yes, there is no doubt that there has been a decrease in the
number of the major oil companies. All of those except ExxonMobil
trade on our exchange. ExxonMobil does not trade in the futures
market to hedge risk.

Then there are numerous middle-tier energy companies around
the world that use the markets as well.

Mr. GUTKNECHT. I want to make it clear to the members that I
believe that renewable energy is not part of the problem. I think
it is part of the answer.

I also believe that we need to be very careful when we look at
concentration right now, when you have very large companies that
control large amounts of the overall production; and it strikes me
that they have shown little interest in expanding their production
or their refining capacity. While we see in the renewable fuel in-
dustry we are building hundreds of plants and they are all inde-
pendent and they all compete with each other. So we do not have
the concentration problem in renewable fuel. So I think, particu-
larly for benefit of this committee and the folks who sit on this
committee, we ought to make it very clear that we think that re-
newable fuel, while it may in the short term be causing some prob-
lems out there, in the long term, if the oil companies will work
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with us, they will be a very important part in keeping our energy
prices down.

I yield back.

The CHAIRMAN. I thank the gentleman for his observations.

The gentleman from Tennessee, Mr. Davis, is recognized.

Mr. Davis. Mr. Chairman and Mr. Peterson, I too, appreciate the
opportunity to be here today in the hearing that is being held.

So often, a lot of the folks that I represent really feel that there
has been a lack of oversight on many of the issues in this Congress.
I tend to have to agree with them. Sometimes, as a sophomore in
my second term, I, too, am disappointed in the lack of oversight.
And, quite frankly hearings, not investigations and not special
prosecutors but actually a hearing such as this on many of the
issues that obviously we are talking now, about the markets and
whether they are being manipulated by those who have deep pock-
ets, and there obviously must be that concern.

I have traveled through my district, 19 of the 24 counties. When
I look at the automobiles that many of the folks are driving and
the factories that pay $7 an hour or $7.50 an hour and I see one
or two really pretty cars, I realize who owns those; and I also real-
ize those who are driving the other automobiles that they are lucky
to spend $7 or $8 that morning to buy the gasoline that is required
for them to go to work. For some reason, I just have a conscience
that really makes grieve as a result of that.

But I also know that in this country we are capable of solving
any problem, and I believe we will solve this one. It probably will
be painful. It probably will continue to be painful for many of the
workers who have low earnings in much of rural or urban or met-
ropolitan America, and those folks we really need to have some
concern for and certainly hope that this Congress will address the
issue.

Perhaps if we go back to the mid to late 1970’s after the wars
in the Middle East and the battling of the OPEC nations that had
some control of the amount of production that we have had—I can
recall in the 1970’s that a service station would open at 8 o’clock
and close at 4 o’clock and their allocation had already been sold.
I also know there were times that, even though I may have needed
more than the 10 gallons of gasoline, that is all that the service
station, even though he was my dear friend, would allow me to
purchase.

So I realize back in those days, even though it may have been
created, there was a shortage of gasoline for automobile consump-
tion and for workers to use to get to and from work. I know today
that the only thing there is a shortage in is the hip lettuce, that
is, money in the pockets of working people, the green cash that is
used to pay for gasoline.

Because when you drive up to a service station, it is open 24
hours a day now, in many cases, and there are several pumps and
people waiting in line to buy the expensive gasoline to get to and
from work. I know without the markets we might be paying more.
Quite frankly, I applaud the opportunity for us to have markets
that we cannot necessarily invest in but certainly the dollars that
are made available to where it will continue to keep energy avail-
able for working men and women.
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But I want to mention several things.

I watch the debate on the floor, and I hear Democrats blame Re-
publicans, and Republicans blame Democrats, and that seems to be
a good thing to do. My folks back home are saying, I do not care
whose fault it is. Can’t you all get together and do like the folks
in Brazil? Aren’t we any smarter than the folk that live in Brazil?
What is wrong with America?

I remember Jimmy Carter during those days in the 1970’s pro-
pose a comprehensive energy price. And because gasoline or oil
prices dropped back to about 7 or $8 a barrel, which means about
20 or 25 cents a gallon for raw crude, now it is costing us a dollar
and a half plus. I realize that we probably converted back to buying
fossil fuels because it was cheaper on us. We have reached a new
level in this country where we have got to use our ingenuity, where
we have got to use our intellect and the technology we have in con-
servation, alternatives and other areas.

I defy those who say that the environmentalists are causing this
because it is the lack of refineries in this country. We have passed
all kinds and joined all kinds of trade agreements that I think in
many cases are unfair, and there is not a level playing field for
American producers and workers. But if in fact we are able to do
production with corporate America in other areas of the world, I
am dumbfounded as to why we are not able to build a refinery
where there will be no environmental issues in Mexico just south
of us. Because over 50 percent of what we use in crude oil today
comes from this hemisphere. And it boggles my mind to think that
there is anyone, Democrat or Republican, that would say the refin-
eries capacity is what is creating the situation or environmentalists
are.

I know you can go just south of the Padre Island in Mexico, labor
is cheap, no environmental issues. You go just south of San Diego
and Tijuana, labor is cheap, no environmental issues. I just believe
that there is a larger problem that we are facing today than just
trying to pick out one or two issues and blame someone else for it.

For me, to the oil companies who had a hundred some billion dol-
lars in profit last year, just please invest $4 billion in about four
different refineries in Mexico where some folks maybe can go back
and get a good-paying job that they are getting here in this coun-
try, and that will cost you $6 billion of the $113 billion that you
earned last year, and America could be happy again. That is the
real problem. Then we solve that problem.

The question I want to ask you—but I guess I do not have time
because that light is flashing red at me. When I stop someplace
and ask for directions, I want a destination, I know the destination
I am going to and I ask for the way because I am lost and I am
looking to get there. I guess what I am asking you, Commissioner,
are there any areas of enforcement or regulations that you feel
could help reduce the cost of fuels for the average working families
in this country?

Mr. LUKKEN. Well, again, we closely supervise one of the factors
that are involved in the price of gasoline, so our efforts to prevent
any type of manipulation through our surveillance, deterrence ef-
forts, speculative limits, in my view, make sure that the markets
work properly; and if they were not working properly there may be
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artificial prices that may contribute to the price of gas. So I do be-
lieve our efforts have helped make sure that markets are working
legitimately.

Those forces of supply and demand, as you mentioned, are there
to bring price discovery to that marketplace. Certainly if all else
fails we have our enforcement arm ready to police those actions
and bring civil penalties against anyone who wants to manipulate
the wholesale price of gasoline, and we are ready to take action.

Mr. Davis. I thank the gentleman.

The CHAIRMAN. The gentleman from Louisiana, Mr. Boustany, is
recognized.

Mr. BoustaNy. Thank you, Mr. Chairman.

Gentlemen, thank you for your testimony. I really appreciate it.
It has been very informative.

Coming from Louisiana, I have some understanding of the com-
plexity of the energy markets. I have somewhat of a specific ques-
tion that I want to address. We have sort of talked around it some
today. Commissioner Lukken, for instance, in your written testi-
mony I read, managed money traders, including hedge funds, are
treated as noncommercial traders. And you state, as a group, they
are a significant but a minority portion of the noncommercial posi-
tions in both gasoline and also crude oil futures.

Is there sufficient transparency in this arena for you to ascertain
that there is no commercial interest and do you need some addi-
tionalr)tools here? What challenges do you face as you approach this
group?

Mr. LUKKEN. Well, when somebody comes into our marketplace
as a trader, they have to fill out a series of forms to let us know
more information, more transparency about what the trader is try-
ing to do.

Again, we can categorize these folks as commercials, those that
are in the business or they are trying to hedge their positions, non-
commercials, those that are involved with speculating. We have
some that are swap dealers that are doing some of this business
over the counter and then bringing their net risk positions to the
market. So we learn as these participants come to the markets
1(iuite a bit of information about who is participating in these mar-

ets.

As you said, the largest participants in our markets are the com-
mercials. Those that are actually involved in production agriculture
in the grain markets or maybe in the supply chain of energy mar-
kets, in the energy futures markets, that is the biggest percentage;
and these are the folks that normally are the ones hedging their
position. They have risk and price exposure and have price fluctua-
tions in the market, and they want to hedge that.

So everybody else goes into this sort of miscellaneous speculation
category. But we as an agency are able to refine that even further
into hedge funds very specific data so that we can closely follow
that type of information.

Mr. BousTANY. So you have historical data, you have statistical
data, and, of course, all the information technology at your disposal
to monitor this group.

Mr. LUKKEN. When I say transparent, it is transparent to us as
a regulator. It is not transparent necessarily to the markets. Too
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much transparency could allow traders to discover other traders’
positions, and then they would be fleeing these price discovery
markets, and we do not want that. As regulators, we want to be
able to see the entire marketplace, who the participants are; and
I think NYMEX in its SRO function does the same thing.

Mr. BousTANY. That was the point of my question, was to deter-
mine what is that balance. Because certainly these are the tools
you need to look for market manipulation.

Dr. Newsome, do you have anything you want to add to that
question?

Mr. NEWSOME. I think Commissioner Lukken did a good job of
explaining it. Certainly when you look at the regulated markets
such as NYMEX, they are completely transparent. Prices are trans-
parent on a real-time basis for the whole world to see what is going
on in the market. Obviously, those who are behind those positions
are transparent to us, transparent to the CFTC so that they can
monitor and protect against anti-manipulation.

But, as I said earlier, we are but one piece of the whole pie. We
are the regulate-transparent component of that pie, and there are
other segments of the trading community of which we do not have
that same kind of transparency. So I think those are some issues
that the committee may wish to take a closer look at as time goes
on.

Mr. BousTANy. I appreciate your answer.

I yield back, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Hawaii, Mr. Case, is recognized.

Mr. CASE. Thank you, Mr. Chairman.

Obviously, what we are trying to do is to figure out why prices
have spiked up again and again. There is no hurricane this time.
Oil refineries have had this perceived shortage for a long time. The
Middle East has been insecure for a long time. The question of eth-
anol is uncertain in my mind, using the reasons that you raised,
Dr. Newsome.

I think, focusing on what we are trying to accomplish right in
this hearing, one of the potential suspects that we are trying to get
to the bottom of here is the question of whether the energy futures
and options markets are reflecting market conditions or causing
market conditions. We want it to reflect market conditions, not
cause them. That is the issue of manipulation in which you, Mr.
Commissioner, have said is essentially where we are. We are focus-
ing on manipulation. You have testified not that you do not believe
that manipulation is taking place but that the mechanisms that
you have for controlling manipulation are effective for keeping it to
a dull roar, if I can put it that way.

One of the things in your testimony that I was just curious about
was that you testified since December 2002 you had filed 32 en-
forcement actions charging 27 companies and 23 individuals in
cases involving natural gas and assessed $300 million in fines. But
did I hear correctly that, in terms of cases that involved crude oil
or unleaded gas, what would be the comparable record in that
area? Did you testify there has been no enforcement action then?
I guess the question is, OK, you talked about natural gas, but let’s
talk about oil.
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Mr. LUKKEN. In the natural gas markets, a lot of the activity was
over the counter and a lot of those cases that we brought in the
3 years since then have been us using our anti-manipulation au-
thority which extends to over-the-counter transactions. Those cases
in particular were dealing with false reporting where transactions
were being done over the counter and they were reported to a price
index for publication to the public. So our section 9 anti-manipula-
tion authority applies those transactions.

With crude oil, we are obviously exploring its volatility. I men-
tioned in my testimony that we have 12 open cases currently in-
volving energy cases. Some of those are crude oil. Some of those are
gasoline. So we are constantly trying to find out whether there has
been any type of price aberrations or anti-manipulation activity in
this area.

Mr. CASE. Have there been actual fines imposed for manipulation
in the crude oil, unleaded gas markets during that same period.

Mr. LUKKEN. There may have been fines imposed by the futures
markets because that is where the primary market is, and I will
defer to Dr. Newsome on this, but as far as what we have seen in
the over-the-counter space that we typically use our anti-manipula-
tion authority over, we have not seen anything to date. However,
as I said, we certainly are investigating those areas right now.

Mr. CASE. I guess what I am trying to figure out from a layman’s
perspective is what is so different about the natural gas market
that lends itself apparently to a little bit more potential manipula-
tion or enforcement versus the market that we are trying to get
into right now? Am I missing something there? Is there a ready ex-
planation?

Mr. LUKKEN. I think the natural gas markets had certain index
pricing mechanisms that Platts and other organizations had orga-
nized for the over-the-counter products that were outside the fu-
tures space. I think crude oil and the gasoline are more of central-
ized futures markets. There is some over-the-counter business obvi-
ously that we can talk about, but primarily, I think that is what
brought our attention in 2000. And one investigation lead to an-
other, lead to another, but certainly we are not closing our eyes to
crude oil or to gasoline and will continue to police those areas.

Mr. CaSE. Now one of the areas that somebody that is not famil-
iar with what you do, believes, judging from my layman’s e-mails
and my layman’s communications is information manipulation. You
talked about congestion and corners and that kind of stuff. But
most people that are concerned in this area believe that there is
the purposeful introduction into the markets of false information
designed to cause a market response that they can be prepared for
and take advantage of. Have you seen that in terms of the inves-
tigations that you are conducting.

Mr. LUKKEN. Historically, we have seen people who have brought
false information into the marketplace and taken action against
them. A lot of the information comes from the public. USDA, Fed-
eral Reserve, BLS and other organizations that provide information
to the public have certain regulations administered by those orga-
nizations that regulate when that information is released to the
public. And we have certainly investigated potential leaks of those
cases in the past.
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Mr. CASE. But that would be manipulation from your perspective
in terms of investigation.

Mr. LUKKEN. If it brought an artificial price, certainly.

Mr. CAsE. Final question, one of my colleagues, our colleagues,
is circulating a Dear Colleague for some proposed legislation. The
point that he makes is that the problem is not what we are regu-
lating, but what we are not regulating. The specific point he makes
is that 75 percent of the futures markets in energy is in fact occur-
ring off-market unregulated. And he believes we should expand
your authority to incorporate the regulation of off-market trading.

11V\;hat is your reaction to that? First of all, is he accurate factu-
ally?

Mr. LUKKEN. I believe that may be an accurate number. I will
have to check on that. Our authority primarily is focused on this
centralized marketplace where price discovery is happening. A lot
of the markets that he was referring to are bilateral transactions
that are happening off the marketplace. No one in the public is
really relying on the pricing that coming from those transactions.

If we see a situation that arises in the futures markets that we
may want to discover more information from the over-the-counter
space, we have the ability through special call and other mecha-
nisms to get to that information—to find out what the positions
may be in the over-the-counter market that might be effecting posi-
tions on the futures exchanges.

So we currently, we do look at that, and certainly on the enforce-
ment front, our powers are not limited to the futures markets. But
anything that may effect interstate commerce.

So we have used that authority as it effects futures markets to
ensure that prices are not being manipulated.

Mr. CASE. But there are clearly transactions occurring outside of
the normal markets that are not specifically regulated by your ju-
risdiction; is that correct?

Mr. LUKKEN. That is correct.

Mr. CASE. Do you think that is a problem that could be leading
to some offline manipulation, if I could put it that way?

Mr. LUKKEN. Well, we certainly have the ability to go after it if
we find it. I think, in 2000, when Congress passed the Commodity
Futures Modernization Act, it made the determination that most of
these markets were institutional financial markets not deserving of
the CFTC’s attention and regulation.

A lot of them, a lot of those products also are being run through
regulated companies, through banks, through SEC-registered enti-
ties. So I think that the thinking of the President’s Working Group
in 1999 when they made that determination was that those were
sufficiently regulated for their views.

Mr. CASE. Thank you.

The CHAIRMAN. I thank the gentleman. The gentleman from
Texas, Mr. Cuellar is recognized.

Mr. CUELLAR. Mr. Chairman, thank you very much, and thank
you, Mr. Chairman, for having this important meeting and of
course, Dr. Newsome, and Commissioner, thank you very much for
being here with us.

I represent several rural counties in Texas. And as you know,
since 2002, the farm field prices have more than doubled up to 113
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percent. Since 2002, fertilizer prices are up about 70 percent. That
is a price increase of 10 to 20 percent each year.

Fuel and fertilizer prices and cost for corn run an estimated $124
per acre, for cotton about $70 per acre, the rice about 99 percent
per acre. The impact of rapidly rising energy costs for Texas pro-
ducers is bad right now. I think this impact will be worse in the
fall when many of these producers use up the fertilizer and fuel
that they locked in last year.

Of course, I am concerned about high energy costs not only for
the urban areas but for the rural areas, like members of this com-
mittee, especially when the impact it will have on the productivity
of our farmers and ranchers as they continue to provide America,
Americans with a safe, abundant and affordable food supply.

Yesterday in the Washington Post, the business writer, Steve
Pearlstein asserted that at least $15 of a barrel of crude oil was
due to increased speculation by pension funds and other non-indus-
try investors, as one of the other Members was mentioning a few
minutes ago.

Pearlstein said that, 2 years ago, this group had about $20 bil-
lion in the market. Today they have about $150 billion in the mar-
ket.

Yet, Dr. Newsome, in your testimony, I think your quote was, “It
was widely yet inaccurate to theorize that speculators can drive up
the market.” And I will be the first one to say I believe in the law
of demand and supply.

But still, how would you square your statement, Dr. Newsome,
given our knowledge, and speculative bubbles do occur—let’s wit-
ness the crash of the dot coms, and I guess my question to you,
and, commissioner if you want to just add upon this, how are we
going to make sure that we are not seeing any unusual speculative
activity in crude oil and gasoline prices?

And I know what your testimony was a few minutes ago that the
rules are there. The policies are there. You are doing everything
possible. The transparency on behalf of the speculators. But again,
there are certain facts out there, how do we square that together,
and how do we know that there is not something unusual, believ-
ing like we all do, in the law of supply and demand? But how do
we know that there is not some unusual activity going on at this
time?

Mr. NEWSOME. I would say a couple of things, Congressman.
One, I don’t know where that $15 comes from. I would like to look
at an analysis of how they come up with that, because personally,
with my experience in the markets, I would find that certainly not
to be the case.

Secondly, with regard to blaming that on speculators, because
speculators to do not have the ability to make or take delivery,
they don’t trade to the settlement price. And the settlement price
is what is used by the marketplace as the pricing benchmark. And
speculators are not active in the market at that point.

So it is impossible for the speculators to have the kind of impact
on a price that this article would seem to indicate.

Mr. CUELLAR. So, how do we get to that point? If the speculators
are not at that point, is it like Congressman Case said a few min-
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utes ago, that we need to expand a little bit more? Or what do we
do?

Mr. NEWSOME. I think, again, when you look at NYMEX, the
markets that the CFTC oversees, I have a great comfort in not only
the current levels of regulation but in terms of the oversight capa-
bilities of both the exchanges and the commission.

But that is but one piece of the overall energy component. You
have multiple components, the cash market of which is the 800
pound gorilla; the volatility in markets actually occurs in the cash
market. The futures market makes that volatility transparent for
everyone to see through benchmark pricing.

A huge component of the market is the over-the-counter market.
And there have been various arguments since I was at the commis-
sion over whether or not that should be regulated.

I continue to believe now as I did then, that that component of
the market does not need direct oversight regulation because you
have got bilateral activity between very large commercial compa-
nies, between commercial companies and banks, the price is indi-
vidually negotiated between the two that shift risks from one to an-
other. That system works very, very well.

And but then, as the markets evolve, you see other things that
come up. The ICE, the intercontinental exchange was mentioned
earlier. That is an area that we have asked the commission to take
a closer look at in terms of that regulatory structure, whether it
should be regulated as a futures market because of the activity
that they are involved in.

So I think the Congress and the commission made the right
choices in the year 2000, but we do have to admit to ourselves that
this market is changing and evolving, and because of that, the
work of this committee and the commission is very, very important.

Mr. CUELLAR. And I know I think every Member has said, every
time we go back to our districts, besides immigration reform, this
is the other issue that has come up. And I know sometimes people
want a simple answer. They want a magical, this is the cause. But
there are so many factors involved from the supply of crude oil to
distribution and everything, so, any suggestions that both of you all
can give the committee, we would really appreciate it. Because we
know there is no magical solution out there, but anything you could
give us we would people it. We thank you.

Mr. MORAN [presiding]. The gentleman’s time has expired.

The gentleman from Georgia.

Mr. ScorT. Thank you very much, Mr. Chairman. I want to ask
my question relative to a direction which I believe we need to go
which much emphasize has not been placed upon and that is this:
2 years ago, John Thompson of ExxonMobil made the statement
that we are dealing with a very serious resource of diminishing re-
turns.

He said 3 years ago that, each year, we are losing 6 percent of
our capacity of producing oil. With that, knowing that, we are los-
ing that capacity, knowing that we are dealing with a diminishing
resource. He also said that, within 15 years, two-thirds of the
known oil reserves would be in the Middle East, a very volatile,
very dangerous section.
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My point is this, that given the fact that we are dealing with a
diminishing resource, given the fact that everything on the horizon
where we can look says the wrong thing for us to continue to do
is to base our future energy needs on oil—and a recent report on
CNN reported that Brazil is moving in more of the right direction
with ethanol, that in fact, they are very successful and fueling their
economy, fueling their automobiles, with a very renewable product
that they can continue to grow and grow, and that is sugarcane.
But yet here in the United States, there is this tug of war; there
is this schizophrenic attitude towards what we can do.

And T just want to hear from you two gentlemen because all the
other questions I wanted to ask have already been asked. So I
would like to get from you, why are we in this schizophrenic atti-
tude involving ethanol, and particularly given the fact that our
plentiful production of corn, which could be the most basic element
of it, especially in light of what Brazil is doing?

Why can’t we do what they are doing? And why are we not put-
ting more emphasis on getting alternative fuel needs as opposed to
continuing down this road of pursuit of oil which is a diminishing
resource at best?

Mr. NEWsSOME. Congressman, I would simply say that prices are
the best drivers of economic direction. And I think the prices that
we are currently experiencing are going to push us exactly in the
direction that you are suggesting.

Alternative fuels, as you can tell, my accent didn’t come from liv-
ing in New York very long. So I am sensitive to the issues raised
by this committee, because my Dad is a farmer and is experiencing
the difficulties that all of us have talked about.

But I think the price pressure that we currently see is going to
move us exactly in the direction you suggest with regard to more
conservation, alternative fuels and the utilization of new tech-
nology.

For example, one of the largest known but relatively untapped
crude supplies in the world is in Canada with the capability of pro-
ducing 10 million barrels a day, which is as much as we get cur-
rently from Saudi Arabia. But it is intertwined in sand and min-
erals, and it is very difficult to refine and to get the usable crude
out. The cost of doing so today is 20 bucks a barrel just to refine
it to a component that is useful.

So without prices today, nobody had the pressure or the desire
to try and develop that technology. But that technology is currently
being worked on. So I think we are going to see a number of areas
pushed by the current economics.

Mr. ScotT. Do you see, either you or your regulatory agency, but
do you see where more regulation will be or can be a factor in re-
ducing the price of 0il?

Mr. LUKKEN. I think as far as regulators, we have to be tailored
in our approach. The appropriate amount of regulation, smart regu-
lation, if we see a problem that needs to be addressed, we need to
try to administer the right amount of medicine for that problem.
And that has really been the approach that we have adopted since
the CFMA'’s passage in this committee in 2000.
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So I couldn’t say, as a general rule, regulation will drive down
gas prices. But we are certainly there when needed, when the risks
to the public occur.

Mr. ScotT. Could over-regulation drive it up as well? For exam-
ple, one immediate issue is the Intercontinental Exchange.

That is being bandied about now. There is some concern that it
needs to be regulated by United States regulation.

My feeling is that might be a particular case where we ought not
to regulate, intercontinental, that it is being regulated enough al-
ready by the European regulation. I think the British are regulat-
ing it.

Where do you come down on that, particularly in view of the fact
that there appears to be some sentiment in the Senate to regulate
ICE?

Mr. NEWSOME. Let me say up front that my viewpoint is prob-
ably a little bit biased towards that answer.

The way we look at it, the reason we have asked the CFTC to
review this is that when ICE took advantage of the foreign no-ac-
tion letter, we thought it was completely legitimate and there
was—the argument is, are they still foreign exchange? And, closing
the floor, moving all the trading mechanisms to Atlanta and oper-
ating them under a different regulatory scheme does create com-
petitive issues.

For example, we have hard position limits required by the CFTC,
ICE doesn’t have those hard position limits. So in terms of the
speculative trade, we have numerous market participants who
bump up against those limits on NYMEX and then are forced to
quit trading or to move to the Intercontinental Exchange which has
no hard limits.

So it creates competitive issues. We are simply asking the com-
mission—and they are responding—to look at whether or not ICE
is, in fact, a foreign exchange or a domestic exchange. And I think
the answer to that question will then drive the appropriate regu-
latory response.

Mr. ScOTT. But don’t you think it would place a tremendous un-
necessary burden on ICE?

Mr. NEWSOME. I think if they are trading futures contracts that
are the same contracts that we trade at the New York Mercantile
exchange, for all the reasons that we are regulated to protect the
marketplace and customers, I think it seems they should operate
on a level playing field with us.

Mr. MORAN. The gentleman’s time has expired. The very anxious
gentleman from California is recognized.

Mr. BACA. Yes, I have been anxious, and I think there are 30
other people who asked the question, but I still think it is very im-
portant. First of all, I want to thank the chairman for having this
and our ranking minority member, Collin Peterson, for having this
important hearing, especially as it pertains to alternative fuels as
well as many of our constituents in other areas are very much con-
cerned with where it is going, and they are asking us, what is it
you are doing about the gas prices? It has escalated to a point
where they feel that Congress has got to do something. And it has
impacted all of us.
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So I thank the chairman, and of course, the minority member for
having this hearing.

My first question pertains to Mr. Lukken. In your testimony, you
described that 3 million-some penalties have been imposed, but yet
when we look at these penalties that have been imposed on many
of these companies right now, my question is, when you look at,
and this is what the consumers and others are very much con-
cerned, when you look at the report by the Washington Post, it has
ExxonMobil reporting $8.8 billion in profit this quarter. That is the
fifth highest quarterly profit reported in the history. And it is very
appalling to consumers and others to say, how is it that our gas
prices are going up? How is it that these reports of quarterly re-
ports such as Exxon has made $8.8 billion? Yet when you look at
the penalties of only $3 million in penalties towards everyone? It
seems it is a small amount of dollars.

What can be done in reference to these particular fines? Can we
increase the fines to have equal value of the profit? Maybe that is
something we have to do to really get these individuals to enforce
what needs to be done and really address the problem.

Mr. LUKKEN. Well, our penalties, as you reference, are set by
statute, where we have some limitations. I think it is actually
#130,000 per violation currently. And so we are somewhat limited
by statute of what we can do.

Mr. BACA. Does that mean we have to change the statute?

Mr. LUKKEN. I think there has been some discussion in Congress
about amending our penalties.

Mr. BAcA. Maybe that is the direction we have to do. Our con-
sumers are saying, do something, so if we change the statute then
maybe some of these companies will look at what they are doing
right now, and how they are gouging a lot of our consumers.

Mr. LUKKEN. I think that has been, in order to recognize the
weight of manipulation and how harmful that might be to the pub-
lic there have been some discussions among this committee and
others about changing penalties.

Mr. BACA. You have indicated you have 12 open cases right now
especially as it pertains to crude oil or gasoline.

When do you think these cases are going to be closed? Because
that has an impact in terms of any action in terms of what is going
on right now and what our consumers are asking for is immediate
action so this way we don’t continue to escalate the gas prices, and
can we do it if they are being investigated?

Is there a possibility of putting a freeze in terms of increasing
the prices until thee cases are even heard?

Mr. LUKKEN. Again, this is dealing not at the retail pump level
of gasoline but those involved in the futures markets’ trading of
gasoline or similar derivatives.

I can commit to you that we are working as fast as we can to
bring these cases to fruition, to bring them to court or to settle if
that is appropriate. So we will try to keep this committee apprised
of the investigations and how those are going.

Mr. BAcA. It would be nice if we had a freeze on them, so this
way at least our consumers wouldn’t be effected.

Mr. Newsome, what would happen if NYMEX were to suspect
any improper activities in the market?
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Mr. NEWSOME. Well, if we suspect it we would immediately start
an investigation. Based upon the results of that investigation, we
could fine, remove the person from the marketplace, any level of
numerous sanctions against either the company or the individual.

Mr. BacA. That is why, again, I asked the questions some of
them don’t mind the fines because the fines are smaller than the
profit margin. So I think we have to look at the statute of increas-
ing it to make it equivalent to where it would be painful so this
way our consumers aren’t effected.

Mr. BACA. How rare is it to find market manipulation in this set-
ting?

Mr. NEWSOME. I think it is very rare because of the protections
we have in place, it typically doesn’t get to the point that the mar-
ket actually becomes manipulated. We have surveillance mecha-
nisms, both physical and electronic that are utilized, and at the
earliest sense of any aberration in the market, it becomes detected
and stopped at that point.

Mr. BacA. Mr. Lukken,does over-the-counter gasoline markets
operate in a similar manner to natural gas market, question No.
1? And has CFTC brought similar enforcement actions against
OTC gasoline markets?

Mr. LUKKEN. I can’t speak to the particulars of the over-the-
counter gasoline markets, and structurally, how it is in comparison
to natural gas. However, I would say that we continue to look at
the situation that we learned from the natural gas market and ap-
plying to these other energy over-the-counter transactions. If we
see similar types of false reporting or manipulation, we will bring
action and the penalties will be severe.

Mr. BAcA. Regarding the special call for position data, do you
generally limit them to participants who show up in the large trad-
er reports, which is question No. 1 and what signs would trigger
a special call on a participant who is not a large trader?

Mr. LUKKEN. Normally, the special call authority is focused on
participants in the futures markets, the positions that we see them,
that may cause concern, and our surveillance economists may need
more information. So we are able to, through the special call au-
thority, ask for other positions in the cash market or over-the-
counter positions that may be the motive of why they may be try-
ing to manipulate the futures markets. And it has proven success-
ful in the past.

Mr. BacA. When CFTC staff contacts large long- and short-sight-
ed traders to obtain information about their intentions, delivery ca-
pabilities and et cetera, what ensures that traders are honest and
upfront about their answers? And are there penalties for lying or
providing misleading information to CFTC market surveillance
staff in this manner, as well?

Mr. LUKKEN. I think most of the people that we contact are
known entities in the markets. Certainly, we have close relation-
ships with the exchange’s SRO functions, and they know their mar-
ket participants as well and who has the ability to receive and pro-
vide delivery.

So it is a dialog that we have not only with the exchanges but
also the end users to determine, and if we need to, we will send
people out to see the facilities that they claim to have. But nor-
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mally, these are known entities, and we work with exchanges on
making sure that that occurs.

Mr. BAcA. I know that my time has run out, but since I am the
last one here, I guess I can keep asking the questions until I get
the gavel hit.

Mr. MORAN. Briefly you can.

Mr. BACA. You mentioned that, as required in the energy bill, the
CFTC and the Federal Energy Regulation Commission has exe-
cuted a memorandum of understanding with regard to information
on special market participants.

Are the CFTC at first cooperating at this time regarding your
prospective activities in the energy markets?

Mr. LUKKEN. Yes, we are. And not only on the enforcement side,
but also on the surveillance side, they often come to our surveil-
lance briefings on Fridays to get an update on what we are doing
in the futures markets and provide us an update on what is hap-
pening in the cash markets.

Mr. BACA. Thank you very much.

Mr. MORAN. You are very welcome. Let me ask just a follow up
question. One of the things that happened in the 2000 Moderniza-
tion Act was to give legal certainty to transactions in exempt com-
modities which include energy contracts traded between eligible
contract participants, and I think it was Mr. Case and maybe you,
Mr. Lukken, had a discussion about those contracts.

Mr. Newsome, has NYMEX analysis shown any artificial in-
crease in price, in oil contract trading since that legal certainty was
granted in these off-exchange contracts?

Mr. NEWSOME. We don’t have an ability to monitor the off-ex-
change contracts. So it would be very difficult for me to answer
that, Mr. Chairman.

Mr. MORAN. Mr. Lukken?

Mr. LUKKEN. We have not seen any type of problem from the
2(h)(3) markets, the exempt market. And let me just be clear be-
cause I think there has been some confusion. The exempt market-
place, which is based in Atlanta, also owns as a subsidiary the ICE
Futures regulated market space, which is based in London and sep-
arately run by a board of directors, compliance staff based in Lon-
don as well.

That is where the crude oil is being traded currently.

The exempt market is primarily natural gas and has no gasoline
and very limited crude oil if at all. So as far as our topic of today,
really the 2(h)(3) markets don’t have any direct impact on crude oil
prices or gasoline prices.

Mr. MoORAN. Thank you for that clarification.

Let me ask either one of you, Commissioner Lukken or Dr.
Newsome, do you have anything that you would like to add on the
testimony you previously made, particularly in response to any
questions? Let me give you that opportunity.

Mr. LUKKEN. I think what I said speaks for itself, thank you.

Mr. MORAN. Doctor Newsome?

Mr. NEWSOME. Just appreciate the opportunity to be here, Mr.
Chairman, and to continue our productive dialog.
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Mr. MORAN. You are very kind. I appreciate the opportunity to
hear what you have to say. And this committee will then conclude
its work for the morning.

Without objection, the record of today’s hearing will remain open
for 10 days to receive additional testimony and supplementary
written responses in regard to any witness for any question pro-
posed by any member of this panel.

Mr. MORAN. This hearing of the Committee on Agriculture is now
adjourned.

[Whereupon, at 12:30 p.m., the committee was adjourned.]

[Material submitted for the record follows:]
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Testimony of Walter L Lukken
Commissioner
U. S. Commodity Futures Trading Commission
before the
Committee on Agriculture
United States House of Representatives
April 27, 2006

Chairman Goodlatte, Ranking Member Peterson and Members of the Committee, I
appreciate the opportunity to testify on behalf of the Commodity Futures Trading Commission

(CFTC) concerning the CFTC’s oversight of energy futures and options markets.

The CFTC has been paying particularly close attention to futures trading in energy
commuodities because of the importance of energy prices and supplies to the U.S. economy and to
every U.S. citizen. Both the level and the volatility of prices will react to new information. If
such reactions are based on accurately reported information about market fundamentals, such as
short- or long-term changes in supply or demand, then the futures markets are performing their
proper price discovery function. Based on our surveillance so far, we believe that crude oil and
gasoline futures markets have been accurately reflecting the underlying fandamentals of these
markets.

In my testimony today, 1 will describe the CFTC’s oversight of the energy futures
markets. I will also share my observations on the current state of the futures markets for crude
oil and gasoline.

A. The Commodity Futures Trading Commission’s Core Mission

Futures markets play a critically important role in the U.S. economy. They provide risk
management tools that producers, distributors, and commercial users of commodities (such as
crude oil and unleaded gasoline) utilize to protect themselves from unpredictable price changes.

The futures markets also play a price discovery role as participants in related cash and over-the-
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counter (OTC) markets look to futures markets to discover prices that accurately reflect
information on supply, demand, and other factors. Both functions would be harmed by
manipulation of prices.

The CFTC’s primary mission under the Commodity Exchange Act (CEA) is to ensure
that the commodity futures and options markets operate in an open and competitive manner, free
of price distortions. The CFTC fulfills this obligation through a comprehensive, multi-faceted
program that is designed to identify and mitigate the potential for manipulation and other market
abuses, and to ferret out and punish illegal behavior.

B The CFTC’s Market Oversight Program

To the full extent of our congressionally conferred legal authority, the CFTC attempts to
proactively identify and mitigate the potential for price manipulation. When any new futures or
options contract is listed for trading on a futures exchange, the CFTC staff reviews the terms and
conditions of the contract to determine if it is readily susceptible to manipulation. For example,
although most futures contracts are ultimately financially-settled (meaning participants offset
their positions through the exchange by paying or receiving money rather than by making or
taking delivery of the actual commodity), the CFTC carefully examines those contracts that
permit physical delivery (as do key energy contracts on the New York Mercantile Exchange, or
NYMEX) to ensure that the deliverable supply of the commodity is sufficient to facilitate orderly
deliveries and liquidations at contract expiration dates, and to prevent any would-be manipulator

from cornering or squeezing the market.

Every trading day, CFTC staff closely monitors trading activities on the exchanges to
detect unusual activity or price aberrations that may indicate actual or attempted manipulation.

The comerstone of the CFTC’s market surveillance program is the Large Trader Reporting
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System. The Large Trader Reporting System requires clearing members, futures commission
merchants, and foreign brokers to file daily reports with the CFTC concerning their own and
their customers’ positions in a particular contract. This reporting requirement is triggered when
a trader holds a position at an exchange that is at or above specific reporting levels set by
CFTC’s regulations. Through Large Trader Reports, the CFTC becomes aware of concentrated

and coordinated positions that might be used by one or more traders to attempt manipulation.

In addition to the daily Large Trader Reports, the CFTC may issue a “special call” to a
reportable trader or firm. Through these special calls, the CFTC can obtain more detailed
information on a participant’s trading and delivery activity, and on the trader’s positions and
transactions in the underlying commodity.

Market surveillance is not conducted exclusively by the CFTC. Each futures exchange is
required under the CEA to affirmatively and effectively supervise trading, prices, and positions.
The CFTC examines the exchanges to ensure that they have devoted appropriate resources and
attention to fulfilling this important responsibility. The CFTC staff’s findings from these rule
enforcement reviews are reported to the Commission, and are publicly posted on the CFTC Web
site (www.cftc.gov). Furthermore, exchanges must impose position limits, where appropriate, to
guard against manipulation. For example, NYMEX imposes spot month speculative limits on its
energy futures contracts.

When the CFTC’s surveillance staff identifies a potentially prob'lematic situation, the
CFTC engages in an escalating series of communications to work to resolve the situation.
Typically, the CFTC’s staff consults and coordinates its activities with exchange staff. CFTC
staff contacts the largest long- and short-side traders to obtain information on, among other

things, their delivery intentions and capability, and their price objectives in liquidating trades.
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The traders are advised of the CFTC’s concern regarding the orderly expiration of the futures
contract, and reminded that they are expected to trade in a responsible manner. This targeted
regulatory oversight by CFTC staff and the exchanges is quite effective in resolving most
potential problems. When, however, staff is not satisfied that it has been successful, a more
formal written warning will be issued to notify the trader of the CFTC’s concern about the
possibility of manipulation.

Given the CFTC’s statutory role as an oversight regulator, and the exchanges’ statutory
responsibility to monitor trading to prevent manipulation, the law requires that the exchanges
take the lead in resolving problems in their markets, either informally or through emergency
action. If an exchange fails to take actions that the CFTC deems necessary, the CFTC has broad
emergency powers to direct the exchange to take such action, which, in the CFTC’s judgment, is
necessary to maintain or restore orderly trading in, or liquidation of, any futures contract. Such
actions could include limiting trading to liquidating transactions, imposing or reducing limits on
positions, requiring the liquidation of positions, extending a delivery period, or in extraordinary
circumstances, closing a market. Fortunately, most issues are resolved without the need for the
CFTC’s emergency powers. The fact that the CFTC has had to take emergency action only four
times in its history demonstrates its commitment not to intervene directly in markets unless all
other efforts have been unsuccessful.

C The CFTC’s Enforcement Program

The CFTC aggressively pursues any individual or entity that intentionally seeks to disrupt
or undermine the integrity of markets for trading commodity futures and options contracts. The
CFTC’s Division of Enforcement investigates and, as appropriate, prosecutes individuals and

entities for violations of the CEA or CFTC regulations, including manipulation and false
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reporting, as well as trade practice abuses (e.g., wash sales and accommodation trading)
involving trading on markets subject to CFTC oversight. The proposed sanctions sought in the
CFTC’s enforcement actions serve the dual purposes of obtaining redress for the charged
violations and acting as a deterrent for would-be violators by sending a clear message that
improper conduct will not be tolerated.

The CFTC’s Division of Enforcement may receive referrals from several sources: the
CFTC’s own market surveillance staff; the Division’s interaction with compliance staff at the
relevant exchange; market participants and complaints from members of the public; and other
State, Federal, and international regulatory authorities. Upon determining that further inquiry
concerning the referral is warranted, Enforcement staff immediately gathers information
internally available within the CFTC and from the exchanges, and conducts relevant interviews.
The CFTC may grant formal administrative subpoena authority, which enables its Division of
Enforcement to obtain documents (e.g., audio recordings, e-mail and trade data), and testimony
from third parties.

The investigation may be conducted in cooperatior} with the applicable exchange and
other regulators such as the Federal Energy Regulatory Commission (FERC). On October 12,
2005, the CFTC and FERC executed a Memorandum of Understanding, pursuant to provisions
of the Energy Policy Act of 2005, to ensure that information requests to markets within the
respective jurisdiction of each agency are properly coordinated to minimize duplicative
information requests, and to address the confidential treatment of proprietary energy trading data.
It will enable both the CFTC and FERC to work actively to assure the price integrity of the

energy markets.
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If warranted at the conclusion of its investigation, the Division of Enforcement will
recommend that the CFTC initiate a civil injunctive action in Federal district court or an
administrative proceeding. The CFTC may seek temporary statutory restraining orders and
preliminary and permanent injunctions in federal courts to halt ongoing violations, as well as
civil monetary penalties, appointment of a receiver, the freezing of assets, restitution to
customers, and disgorgement of unlawfully acquired benefits. Administrative sanctions may
include orders suspending, denying, revoking, or restricting registration; prohibiting trading; and
imposing civil monetary penalties, cease and desist orders, and orders of restitution.

The CFTC is a member of the President’s Corporate Fraud Task Force, which is chaired
by the Department of Justice. The CFTC may refer an enforcement matter to the Department of
Justice and criminal activity involving commodity-related instruments can result in prosecution
for criminal violations of the CEA and for violations of federal criminal statutes, such as mail
fraud or wire fraud.

In recent years, the CFTC’s Enforcement program has conducted an extensive
investigation of alleged abuses in energy-related markets. This investigation has focused on
energy trading firms that allegedly have engaged in: 1) reporting false, misleading or knowingly
inaccurate market information (including price and volume information) to natural gas reporting
firms which affects or tends to affect the market price of energy commodities, including futures
prices as traded on NYMEX; and 2) manipulation or attempted manipulation which could affect
prices of NYMEX energy futures contracts. The CFTC’s enforcement actions in the energy
sector reflect an approach to market oversight that emphasizes tough enforcement actions against
proven wrongdoers. As a result of its efforts in investigating wrongdoing in the energy markets,

the CFTC has filed 32 enforcement actions charging 27 companies and 23 individuals in cases
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involving natural gas since December 2002. These enforcement actions have thus far resulted in
civil monetary penalties totaling nearly $300 million, among other sanctions.
b Current State of Futures Markets for Crude Oil & Unleaded Gasoline

Having described the process the CFTC uses to ensure that futures markets are operating
in an open and competitive manner, I will now describe what CFTC staff has recently observed
in the futures markets for crude oil and unleaded gasoline. These observations are directed at the
following: 1) participation rates of non-commercial traders, the so-called “speculators™; 2)
current futures market prices for contracts with delivery dates during the upcoming summer
season; 3) recent delivery experience; and 4) the relationship between crude oil futures prices
and unleaded gasoline futures prices.

L Participation Rates of Non-Commercial Traders

Data from the CFTC’s Large Trader Reporting System help answer questions about the
role of non-commercial traders in futures markets for crude oil and unleaded gasoline. A weekly
summary, called the Commitments of Traders (COT) Report, is based on information gathered
through the Large Trader Reporting System. The CFTC publicly releases the COT Report every
Friday afternoon via its Web site (www.cfic.gov).

A snapshot of positions in the futures markets for crude oil and unleaded gasoline,
current as of April 18, 2006, shows that as a group, non-commercial traders — that is, those who
are commonly labeled as speculators — have most recently held net long positions in both
markets. In other words, non-commercial traders have held positions that will gain in value if
prices for crude oil and unleaded gasoline rise. In the crude oil futures market, non-commercial

traders hold approximately 18.3 percent of the open long positions and 11.6 percent of the open
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short positions. In unleaded gasoline, non-commercial traders hold approximately 21.8 percent
of the open long positions and 7.0 percent of the open short positions.

Positions in both crude oil and unleaded gasoline futures markets are held predominately
by commercial traders — that is, producers, refiners, and retailers, who are commonly known as
hedgers. In the crude oil futures market, approximately 55.6 percent of outright long positions
(i.e., positions that will gain value if prices rise) are held by commercial traders compared to 18.3
percent for non-commercial traders. In the unleaded gasoline futures market, approximately 56.6
percent of outright long positions are held by commercial traders compared to 21.8 percent for
non-commercial traders.’

Managed money traders, including those called “hedge funds,” fall into the category of
non-commercial traders because they do not have a commercial interest in the product upon
which the futures contract is written. As a group, managed money traders represent a significant
— but minority ~ portion of the relatively small percentage of non-commercial positions in both
crude oil and unleaded gasoline futures markets. On average, managed money traders make up
approximately 47 percent of the non-commercial long positions and 26 percent of the non-
commercial short positions in the unleaded gasoline futures markets. In the crude oil futures
market, managed money traders make up 44 percent of the non-commercial long positions and

36 percent of the non-commercial short positions.

! A large percentage of the remaining long positions are held by traders whose positions

are too small to meet the reporting size threshold for inclusion in the Commission’s Large Trader
Report. The remaining long positions are held as part of so-called “spread” positions across
contract months. A spread position is established by simultaneously taking a long position in
one futures contract and a short position in a related contract. Although spread positions are
generally regarded as speculative, the speculation is based on relative price differences between
contracts. Spread strategies do not depend on, and are therefore unrelated to, the overall level or
direction of the market.
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Figures 1 and 2 below provide a snapshot of participation by managed money traders in
the crude oil and unleaded gasoline futures contracts traded at NYMEX. The net positions of
managed money traders as a group are displayed by the vertical columns. These positions are
reported, in thousands of contracts, for all futures and options combined (defined as “AFOC” in
Figures 1 and 2 below). Each crude oil contract is written on 1,000 barrels (equivalent to 42,000
gallons) of crude oil. Each unleaded gasoline contract is written on 42,000 U.S. gallons (1,000
barrels). The continuous line on each chart shows the end-of-day price for the nearby futures
contract. Both charts show that managed money traders have held mainly long positions in both
markets but do offset long positions (or “go short™) frequently, and so they would benefit from
falling — not rising — futures prices in these instances. The charts also show that while the
positions of managed money traders and prices generally move together, there are several
instances where prices move independently from the positions of managed money traders. A
conclusion that can be drawn from this chart is that managed money traders, and speculators in
general, do not have perfect foresight. And as noted above, while these managed money traders
are currently long, and comprise a sizeable proportion of the non-commercial category, the

commercial traders in these markets are more numerous and hold larger, long positions.
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Crude Oil, Light Sweet: AFOC Delta Adjusted Net Managed Money Positions

and Nearby Futures Price
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Unleaded Gasoline: AFOC Delta Adjusted Net Managed Money Positions
and Nearby Futures Price
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The role of non-commercial traders in futures markets has been studied extensively, both
by the CFTC’s economists and others. One lesson from these studies is that non-commercial
traders are necessary in order for futures markets to fulfill the needs of hedgers. An “all
hedgers” market simply can not work. In order for hedgers to reduce the risk that they face in
their day-to-day commercial activities, they need to trade with someone willing to accept the risk
the hedger is trying to shed. Therefore, both hedgers and speculators are necessary for the
futures markets to perform their vital role of transferring risk to those who are willing to accept it
for a price.

A recent study by the CFTC’s economists demonstrates the relationship between
speculators and hedgers. The study shows that when a commercial trader sells, it will often be a

managed money trader who takes the other side of the transaction; when a commercial trader

11
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buys, it will often be a managed money trader who is the seller. This observation is consistent
with the notion that managed money traders provide liquidity in our energy markets.

2. A Snapshot of Current Futures Market Prices

As I mentioned earlier, the futures markets serve an important price discovery function.
As a general policy, the CFTC refrains from predicting prices. However, futures market prices
can be viewed as reflecting the markets’ aggregate expectation of future spot market prices.
Each table below displays current (as of April 25, 2006) futures prices for contracts expiring
during the upcoming months. These futures prices show, based on current information, that the
futures markets expect spot market prices to remain close to current levels. These prices and

expectations are revised continuously by the market as new information becomes available,

Crude Oil Futures Prices
Futures Price as of 04/25/2006
Delivery Date U.S. dollars and cents per barrel
June 2006 72.88
July 2006 74.35
Dec 2006 76.33
Jan 2007 76.34

Unleaded Gasoline Futures Prices

Futures Price as of 04/25/2006

12
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Delvery Date - U.S. dollars and cents per galion
June 2006 2.1270
July 2006 2.1140
Dec 2006 1.9305
Jan 2007 1.9350

In recent years, with increased economic growth in China and elsewhere, demand for
petroleum products has risen faster than have supplies of these commodities. This has created
very tight demand/supply balances in these markets. In economists’ jargon, both supply and
demand for crude oil and unleaded gasoline are price inelastic in the short run. Therefore,
changes in supply or demand can, in the short run, have disproportionately large effects on price.
In addition, futures markets are by their nature anticipatory; they incorporate into prices a
probabilistic estimate of possible future changes in supply and demand.

3. Recent Delivery Experience

Figures 3 and 4 below show deliveries for crude oil and unleaded gasoline contracts since
January 2004. The vertical columns depict the number of contracts delivered. The number of
contracts corresponds with numbers displayed on the left-hand axis of the figures. The
continuous line, corresponding to the right-hand axis, shows the size of the deliveries as a
percentage of the maximum number of open positions established for each contract month. For
example, if the maximum number of open positions over a contract’s life was 100,000 contracts,
and 4,000 positions were settled by delivery, the continuous line would represent 4 percent. The
remaining open positions are settled by offset, that is, by taking an equal and opposite futures

position that brings the trader’s net position to zero.
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Since futures contracts are primarily risk management contracts, positions are almost
always settled by offset. Across all futures markets, less than one percent of open futures
positions are settled by delivery. In physically settled futures contracts, such as crude oil and
unleaded gasoline futures, close scrutiny of the delivery process is vitally important for
preventing corners or squeezes. The CFTC and the exchanges surveille these commodities with
special scrutiny. We focus particularly on a trader holding a large long position into the delivery
process. The CFTC surveillance staff looks at many sources of information in addition to actual
deliveries. The actual delivery experience in crude oil and unleaded gasoline does not yet
display any unusual patterns consistent with a corner or squeeze during this period, but we will
not tolerate any irregularity in these important areas and are being especially vigilant, (Note:
Each crude oil contract is written on 1,000 barrels equivalent to 42,000 gallons, which is also

equal to the size of the gasoline contract).

14
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Figure 3. Delivery Notices - NYMEX Crude Oil, Light Sweet Futures
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Figure 4. Delivery Notices - NYMEX Unleaded Gasoline Futures

5.00

juadtod

Jan. 04 - April 06

2,500

2,000
1,500

SjpeRuel

904y

0-1e i
90-994

7 so-uer
50-09g

S0-A0N
S0-P0

i So-deg

so-finy
so-1ap
so-unp

| So-fen
A S0udy

G028
G0-q9d
So-uer

$0-980

Y0-NON
%000

vo-dag
$0-Bny

4 vone

yo-unp
vo-Aen
oy

0-EN
0-094

= pet, Of Max Open Interest

Delivery Notices

15



61

4. The Relationship between Crude Qil Futures Prices and Unleaded Gasoline
Futures Prices

A common trading strategy is to simultaneously establish offsetting positions between
crude oil futures contracts and futures contracts for the products refined from crude oil, such as
unleaded gasoline. Traders commonly call this trading strategy the “crack spread,” referring to
the “cracking” process of turning crude oil into refined products. The chart below (Figure 5)
displays the unleaded gasoline spread, using nearest-to-delivery futures contracts, over the past
year. This chart shows that the value of the crack spread increased significantly following the
switch in the unleaded gasoline contract specifications to reflect the phase-out of methy! tertiary
butyl ether (MTBE) as an oxygenate in “reformulated” gasoline. In other words, even though
prices for unleaded gasoline and crude oil have moved much higher (as one is an output of the
other, there is a positive correlation between them), on a percentage basis, unleaded gasoline has
risen more than prices for crude oil. We infer from the behavior of the unleaded gasoline crack
spread that the increase in unleaded gasoline prices has been driven not only by increases in the
level of crude oil prices, but also by complications associated with the transition of the futures

contract from gasoline containing MTBE to so-called reformulated blendstock for oxygen

16
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blending, or “RBOB,” to which ethanol will be added.

Figure 5. Unleaded Gasoline - Crude Oil Crack Spread
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E. Conclusion

Although U.S. energy prices have been \?olatile in recent months, it is precisely during
such volatile times that the risk-maﬁagement and price-discovery features of futures markets are
needed most by commercial users of energy products. The evidence we have seen indicates that
futures markets for crude oil and unleaded gasoline and other energy products have been
properly pefforming their ﬁsk managemenf‘ and price discovery roles. Nevertheless, we are on
alert. ‘The staff of the Commission will continue to conduct very cios‘e surveillance of these
markets to enisure fhat they continue functioning properly. -Any improper conduct will not be
tolemtéd, and the CFTC will éontinue pursuing éggrt;ssive eniforcement actions against those
who break the rules. k

This concludes my remarks. I look forward to your questions.

17
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STATEMENT OF JAMES E. NEWSOME

Mr. Chairman and members of the committee, my name is Jim Newsome and I
am the CEO of the New York Mercantile Exchange (NYMEX or Exchange). NYMEX
is the world’s largest forum for trading and clearing physical-commodity based fu-
tures contracts, including energy and metals products. We have been in the business
for 135 years and are a federally chartered marketplace, fully regulated by the Com-
modity Futures Trading Commission (CFTC) both as a contract market and as a
clearing organization. On behalf of the Exchange, its Board of Directors and share-
holders, I thank you and the members of the Committee for the opportunity to par-
ticipate in today’s hearing on the futures market and gasoline prices.

NYMEX provides an important economic benefit to the public by facilitating com-
petitive price discovery and hedging. As the benchmark for energy prices around the
world, trading on NYMEX is transparent, open and competitive and heavily regu-
lated. Contrary to some beliefs, NYMEX does not set prices for commodities trading
on the exchange. NYMEX does not trade in the market or otherwise hold any mar-
ket positions in any of its listed contracts and, being price neutral, does not influ-
ence price movement. Instead, NYMEX provides trading forums that are structured
as pure auction markets for traders to come together and execute trades at competi-
tively determined prices that best reflect what market participants think prices will
be in the future, given today’s information.

There is a strong beneficial and interdependent relationship between the futures
and the underlying physical commodity or “cash” markets. The primary motivation
for using the futures market is to hedge against price risk in the cash market. Price
volatility drives many into the futures markets. Many prudent business managers
rely 1;)n the futures market to protect their business against price swings in the cash
market.

Futures markets provide a reference point for use in executing off-exchange trades
at competitively determined prices. An understanding of the NYMEX market, its
pricing mechanism and the relationship between the futures price and the cash
price will provide useful instruction and clarity to what is often perceived as an eso-
teric area of the broader financial marketplace.

OVERVIEW

Futures markets fulfill two primary functions: (1) they permit hedging, giving
market participants the ability to shift price risk to others who have inverse risk
profiles or who are willing to assume that risk for potential profit; and (2) they fa-
cilitate price discovery and market transparency. Transparency involves many fac-
tors, including: (1) continuous price reporting during the trading session that is dis-
seminated on a real-time basis worldwide by various market data vendors; (2) daily
reporting of trading volume and open interest; and (3) monthly reporting of deliv-
eries against the futures contract.

Currently, NYMEX’s core energy futures contracts trade by open outcry on the
Exchange floor during the day and during the evening on NYMEX ACCESS’, our
after-hours electronic trading platform. Soon, NYMEX will offer side-by-side floor
trading and electronic trading so that market participants will have the choice dur-
ing the trading day between executing their orders on the trading floor or on the
electronic screen. Open outcry transactions are executed in a transparent and com-
petitive environment between NYMEX members who are registered futures industry
professionals.

NYMEX’s futures and options contracts are listed and traded by calendar month.
For energy contracts, trading terminates in the month preceding the month of ac-
tual delivery of the underlying commodity (if positions are not offset and held
through the termination of trading for that contract month). Consequently, the front
or spot month listed for much of this month has been the May 2006 contract month.
The daily settlement price for each contract month of a listed contract is calculated
pursuant to Exchange rules. The rules governing the calculation of our settlement
price reflect the business judgments exercised by Exchange officials.

By listing contracts that are traded in contract months listed out into the future,
a common convention in the futures industry, our prices at all times reflect the col-
lective consensus of the marketplace as to the future direction of commodity prices.
By contrast, many cash markets of the underlying commodities for our products,
such as for gasoline, are quoted and traded in the cash market as day-ahead prod-
ucts. Consequently, there can be at times significant differences between prices in
our markets and prices in the day-ahead cash market.

NYMEX energy futures markets are highly liquid and transparent, representing
the views and expectations of a wide variety of participants from every sector of the
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energy marketplace. Customers from around the globe can place buy and sell orders
through brokers on the NYMEX trading floor. On behalf of the customers, buyers
announce their bids and sellers announce offers. The price agreed upon for sale of
any futures contract trade is immediately transmitted to the Exchange’s electronic
price reporting system and to the news wires and information vendors who inform
the world of accurate futures prices.

Price signals are the most efficient transmitters of economic information, telling
us when supplies are short or in surplus, when demand is robust or wanting, or
when we should take notice of longer-term trends. NYMEX futures markets are the
messengers carrying this information from the energy industry to the public. The
wide dissemination of futures prices generates competition in the establishment of
current cash values for commodities.

GASOLINE

Gasoline is the largest refined product by volume sold in the United States and
accounts for almost half of the national oil consumption. It is a highly diverse mar-
ket, with hundreds of wholesale distributors and thousands of retail outlets, often
making it subject to intense competition and price volatility.

NYMEX trades, among other things, New York Harbor leaded and unleaded regu-
lar gasoline futures contracts. The New York Harbor gasoline futures contract
trades in units of 42,000 gallons (1,000 barrels). It is based on delivery of petroleum
products to terminals in the New York harbor, the major east coast trading center
for imports and domestic shipments, from refineries in the New York Harbor area
or from the Gulf Coast refining centers.

Average daily trading volume in these contracts has hit record levels in recent
months and prices have been volatile. These market conditions reflect the basic
market fundamentals where there is an imbalance of supply and demand. Tight gas-
oline supplies due to lack of refinery capacity, compounded by the lingering impact
of Hurricane Katrina, concerns about Middle East insecurity, and more recently the
transition from methyl tertiary butyl ether (MTBE) to ethanol have driven prices
upward dramatically in the cash and futures market.

NYMEX closely monitors the gasoline futures market and increases surveillance
during periods of price volatility. To date, we have found that our markets are be-
having rationally and that the market participants acted responsibly in their fu-
tures and options trading. More specifically, we have seen no evidence to date to
suggest that the recent price rises in gasoline futures being traded on our markets
are attributable to violative activity.

MARKET ANALYSIS

NYMEX staff monitors the supply and demand fundamentals in the underlying
cash market to ensure that NYMEX futures prices are consistent with broad, ongo-
ing, cash market price movements and that there are no price distortions. Our anal-
ysis of the gasoline market has identified three key factors that are contributing to
higher gasoline prices in the cash and futures market: (1) high crude oil prices; (2)
MTBE phase-out; and (3) reduced refinery capacity.

HicH CRUDE OIL PRICES

Crude oil is the main feedstock for gasoline production. Indeed, according to the
Energy Information Administration, 59 percent of the price of the gasoline is attrib-
utable to the price of crude. Consequently, the strength in crude oil prices has led
to higher gasoline prices. Last week, crude oil futures prices reached an all-time
high of over $75.00 due to continued concerns about Middle East security and rising
global oil demand. Chart A (attached) reflects global crude oil prices using the front
month NYMEX Light Sweet Crude Oil (WTI) futures and Brent Crude Oil futures
prices.

MTBE PHASE-OUT

The gasoline market is currently in a difficult transition period due to the phase-
out of MTBE, and the related transition to ethanol. As companies eliminate the use
of MTBE and replace it with ethanol, gasoline refiners and importers must adjust
their practices and systems. Ethanol, which is chemically different than MTBE, con-
tains more volatile compounds than MTBE and, therefore, is harder to use in refor-
mulated gasoline in the summertime. In addition, ethanol cannot be carried in the
Nation’s pipeline system, and must be segregated from the wholesale distribution
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system until its addition at the truck rack. Finally, ethanol presents new demand
and supply implications, which must be factored into the pricing of gasoline.

There is a level of uncertainty involved in this transition process as the market-
place adjusts to the new supply situation. This uncertainty typically leads to higher
gasoline prices in the short term. Buyers and sellers have concerns about demand
and supply fundamentals, and the higher costs are then passed on to consumers.

This transition process is now well underway but not yet completed, as the gaso-
line market begins to phase out MTBE-blended gasoline. Commencing after May 5,
refiners will no longer be required by law to add oxygen to gasoline products.— In
addition, one price survey service, which collects and distributes surveys of prices
of transactions in cash markets, will begin on May 1 to use Reformulated Gasoline
blendstock (RBOB) as the anchor or reference point for gasoline transactions involv-
ing a delivery point other than the New York Harbor. Consequently, most energy
firms likely will continue to draw down and use up their reformulated gasoline in-
ventory during the remainder of the month of May. Most market observers continue
to believe that sometime this summer the RBOB product will largely replace refor-
mulated gasoline as the predominant gasoline product in the cash market.

Chart B (attached) shows the wholesale price of ethanol and MTBE in the New
York Harbor area. As you can see, ethanol prices are currently $1 per gallon higher
than MTBE. This large price differential indicates the strength of ethanol demand
as compared to MTBE. The ethanol is then added to RBOB, to make finished gaso-
line. NYMEX first listed RBOB gasoline futures for trading last October in anticipa-
tion of the phase-out of MTBE from the gasoline pool. Chart C (attached) shows
prices for finished RFG (with MTBE included) and RBOB (before the addition of
ethanol). The RBOB price is about 10 cents per gallon higher than finished RFG
(with MTBE), and when the ethanol is added (at a 10 percent blend by volume) the
finished ethanol-blended gasoline is priced even higher, at 15 cents higher than
RFG with MTBE. This accounts for some of the recent price rise in gasoline.

REDUCED REFINERY CAPACITY

Even though no new gasoline refineries have been built in the US in several dec-
ades, this imbalance has been mitigated to some extent by higher efficiencies from
existing plants, which have generally operated at a high rate of utilization in recent
years. However, such a high utilization rate also means that when utilization rates
are reduced for any reason, there will be an immediate impact on the availability
of new supplies.

This year, the gasoline supplies have been constrained by lower refinery utiliza-
tion rates due to heavy refinery maintenance. Some refineries reportedly had de-
layed maintenance work in the aftermath of Hurricane Katrina to ensure adequate
gasoline supplies. Furthermore, additional refinery work is needed this year to com-
ply with new low-sulfur requirements in diesel and gasoline. The end result is tight-
er gasoline supplies in the short-term until the higher refinery utilization rates can
be restored.

In the face of these market factors, the NYMEX system continues to work accord-
ing to design. As intended, NYMEX’s highly transparent, open and competitive mar-
ket place adds a level of economic stability to the situation by providing a reliable
and well-regulated price discovery and risk management forum.

SURVEILLANCE

NYMEX has numerous surveillance tools, which are used routinely to ensure fair
and orderly trading on our markets. The NYMEX Market Surveillance staff rou-
tinely reviews price activity in both futures and cash markets, focusing on whether
the futures markets are converging with the spot physical market as the NYMEX
contract nears expiration. Large trader data are reviewed daily to monitor customer
positions in the market. At the end of every trading day, NYMEX collects the identi-
ties of all participants who maintain open positions that exceed set reporting levels.
These data, among other things, are used to identify position concentrations requir-
ing further review and focus by Exchange staff. Any questionable market activity
results in an inquiry or formal investigation. By rule, NYMEX also maintains and
enforces limits on the size of positions that any one market participant may hold
in a listed contract. These limits are set at a level that greatly restricts the oppor-
tunity to engage in possible manipulative activity on our markets.

NYMEX maintains a comprehensive audit trail of all transactions executed on the
Exchange. The audit trail includes such data as trade time, executing broker, and
the account number for the beneficial owner of the trade and other data, which can
be used to reconstruct trading activity for investigative purposes.
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In addition to the Exchange’s self-regulatory program, the CFTC conducts ongoing
surveillance of our markets, including monitoring positions of large traders, deliver-
able supplies and contract expirations. The CFTC also conducts routine rule enforce-
ment reviews of our regulatory programs. NYMEX consistently has been deemed by
the CFTC to maintain adequate regulatory programs and oversight, in compliance
with its self-regulatory obligations under the Commodity Exchange Act.

SPECULATORS

It is widely, yet inaccurately, theorized that speculators can drive prices up. Plac-
ing blame on speculators may grab the attention of the media, but does not accu-
rately reflect the realities of how markets work. With hundreds of commercial par-
ticipants and instantaneous price dissemination, any “speculative” price would be
met with an equally strong “commercial” reaction. If markets move in a direction
inconsistent with actual market factors, a vast number of participants including en-
ergy producers, wholesalers, retailers, and government agencies have comparable
access to information. These participants will respond to ensure that prices rapidly
return to where the industry consensus believes they should be.

Speculators do exist and they actually play a valuable, even necessary role in the
market. They add liquidity to the market and enable commercial traders to get in
and out of the market when necessary. By the nature of their role, speculative trad-
ers seek to participate in price trends that are already underway, but because they
lack the capacity to make or take delivery, they will never be in a position to hold
a market position through to the delivery process. They create virtually no impact
on daily settlement prices, the primary benchmark used by the marketplace.

The speculative participation in the NYMEX New York Harbor Gasoline Futures
Contract continues to be relatively modest and essentially unchanged from levels ob-
served a year ago. Our latest data from year-end 2005 (see chart D, attached) show
that speculators held 24 percent of the total open futures positions, up from 22 per-
cent in the previous year. Meanwhile, commercial companies, which are actively
hedging their physical gasoline transactions, account for the majority of the futures
market participation with 76 percent of the total open interest. Open interest rep-
resents the total number of futures contracts that are currently held by buyers and
sellers, and this measure of market participation is monitored by the Exchange and
reported to the CFTC on a daily basis.

CONCLUSION

At all times during periods of extreme uncertainty in the market, NYMEX has
been the source for transparent prices in the energy markets. Our price reporting
systems, which provide information to the world’s vendors, have worked flawlessly
and without delay.

The NYMEX marketplace continues to perform its responsibility to provide regu-
lated forums that ensure open, competitive and transparent energy pricing. We can
only imagine the market uncertainty and further devastation to consumers if
1(;1'YMEX were unable to perform its duty and prices were determined behind closed

00rs.

I thank you for the opportunity to share the viewpoint of the New York Mer-
cantile Exchange with you today. I will be happy to answer any questions members
of the committee may have.
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