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PROCEEDI NGS
(9:10 a. m)

CHAI RVAN WOOD: Good norning. This joint open
nmeeti ng of the Federal Energy Regul atory Comm ssion and the
Commodi ties Futures Trading Comm ssion will come to order to
consider the matter which has been posted in accordance with
t he governnent in the Sunshine Act for this tinme and pl ace.

Wul d you please join us in the pledge to the
flag.

(Pl edge recited.)

CHAI RVAN WOOD:  It's nice to turn around and see
a sister agency's flag up there with us, and we appreciate
the opportunity to have a technical conference with you al
and your good staff and with ours as well and with folks in
the industry to discuss this inportant topic that we don't
know a whol e | ot about, but we sure know we need to know
nore about it here at the FERC

| think because guests get to go first, | wll
invite ny colleague, Jim Newsone, to kick it off with a few
t hought s.

CHAI RVAN NEWSOVE: Thank you very nuch, Chairnman
Wod. On behalf of the CFTC, certainly | would like to
wel come our guests industry participants and the public to
this meeting. | think certainly it's a very tinely

conference with an extrenely inportant topic.



First, | would especially Iike to thank ny
col | eague and friend, Chairman Wod, for not only the idea
but the invitation for the two agencies to work together as
we have on a nunber of occasions over the | ast couple years.

The CFTC and FERC have certainly devel oped |
think a very good relationship that starts at the | evel of
the chairnmen and Pat and | have had the opportunity to work
t oget her on a nunber of issues and the | evel of cooperation
bet ween the two agencies is as it should be. And to that,
| "' m t hankful and proud.

| also want to thank FERC for the warm wel conme to
my fell ow Comm ssioners, Comm ssioner Barbara Hol man i s not
with is today, but Comm ssioner Walt Luken, Conm ssioner
Sharon Brown- Ruska, you have nade all of us feel at hone.

Since many of you are not this famliar with the
CFTC as you are with FERC, | thought | would take just a
nmonment to explain a little bit about what our agency is and
what we do, and then Jane Thorpe is going to go into nore
detail later in the program The CFTC s mssion is
relatively twofold. One to foster conpetitive and
financially sound futures markets and secondly to protect
mar ket users and the public against fraud, manipul ation, and
abusi ve practices within these markets.

The futures industry has grown very, very rapidly

and has changed quite a bit over the years. It used to



known strictly an agricultural industry. The CFTC was known
as an agricultural regulator. However, in the last 25
years, as | said, that has changed quite a bit. |In fact to
the point today that 80 percent of the futures contracts
traded financial products, roughly ten percent are
agricultural and the remaining ten percent are a m xture of
energy and netals. So we're nore recogni zed today as a
financi al regul ator than anything el se.

The industry has grown as well. In fact, this
year over one billion contracts, futures contracts were
traded on the regul ated exchanges. The CFTC strives to
protect the integrity of futures and options market really
in three respects. First is the economic integrity of the
mar kets so that they can operate free of manipul ati on and
serve a multiple role, and that is as a means of risk
managenent and al so as a neans of price discovery.

Second is the operational integrity of the
mar kets so that transactions are executed fairly and that
proper disclosures are made to custoners. And then third,
but certainly not least, is the financial integrity of the
mar kets so that the insolvency of a single market
partici pant does not becone a systemc problem And this is
the issue that | think brings us here today, Pat.

As we | ook at the futures business, on the front

line in defense agai nst such problens are the clearinghouses



and the clearing nmenbers of the futures exchanges. By
serving as a centralized counterparty, the clearinghouse
serves an invaluable role in mtigating credit risks for
mar ket parti ci pants.

The CFTC is in the mdst of inplenmenting a new
regul atory framework for the oversight of futures
cl eari nghouses pursuant to the Commodity Futures
Moder ni zati on Act. Anong ot her things, anong ot her changes
at least to traditional futures |laws, the Commodity Exchange
Act now permts a derivatives clearing organi zation or we
refer to themas DCOs to clear both exchange and over-the-
counter contracts.

This i nportant change foll ows a recommendati on,
and I mght add | ong before the collapse of Enron, by the
President's Wirking G oup on Financial Markets. The
President's Wirking G oup is made up of the Treasury
Secretary, the Chairman of the Fed, the Chairman of the SEC,
and the Chairman of the CFTC. And it was forned primarily
to neet in tinmes of economc or financial crisis. However,
t hat has been expanded to try and coordi nate financi al
activities anong the agenci es represent ed.

But the working group nade that recomrendation
that there should be the clearing of over-the-counter
derivatives, and the President's Wrking Goup noted at the

time that the clearing of over-the-counter derivatives had



the potential to reduce counter party risk through risk
managenent techni ques such as nutualizing risk, facilitating
of fsets and netting. The President's Wrking Goup al so
found that the over-the-counter clearing systenms could serve
a valuabl e function in reducing systemc risk by preventing
the failure of a single market participant from having a
di sproportionate effect on the overall marketpl ace.

W at the CFTC are keenly aware of the chall enges
facing those who desire to use OTC energy derivatives as a
ri sk managenent tool including the challenging issue of
counterparty risk. Therefore, M. Chairman, |'mvery
interested in what our panelists have to say today in terns
of tal king about the benefits and the chall enges of
clearing. And as part of our effort today, as | nentioned
earlier, Jane Thorpe will lead the first two panels and one
of Staff and very close industry participants to tal k about
how are clearing regulatory structure and the systemitself
is set up, and then nmarket participants that are involved in
the clearing of both exchange and over-the-counter products.

So again, thank you very nuch for the opportunity
to be here.

CHAI RMVAN WOOD:  Thank you, Jim for those
t houghts. Let's kind of make the two hal ves whole. CQur
half of the world at this agency at this tinme in our

evolution is to nake conpetitive energy nmarkets work for



custoners and our agency's really rate over three, an
acconpl i shnent of three major goals. Getting sufficient
energy infrastructure in place, which of course ties back to
having capital and credit to nake that happen which is at
the core of our nation's energy infrastructure. Making sure
that there are fair and bal anced rul es of the marketpl ace,
rules of the road, so that there's a real understood and
wor kabl e market structure for these entities that really for
nost of the last century have been regul ated by much nore of
a cost-of-service traditional regul atory nodel

And then thirdly to have vigilant market
oversight to make sure that it all works and we're kind of
in a phase right now where we've definitely hit sonme speed
bunps on the highway to pro-custoner energy narkets, but we
think the best solution for that is a good education and
good understanding at the on-set. So | view today as really
a good educational opportunity for us at this agency and the
i ndustries that we regulate to better understand the tools
that are being used with considerabl e success in other
i ndustries in our econony to nake sure that we understand
the inplications of those and perhaps the benefits of those
for energy traded comoditi es.

At the heart, energy business is weather
busi ness. And when | hear Jimtal k about the history of the

agriculture conmmodities, | probably think next to those, the



use of natural gas and electric power and oil are all really
tied back to what's the weather. So if you've got weat her
busi ness, that nmeans you need to have a ri sk managenent

busi ness.

In the past, risk managenent has been dealt with
very effectively by regulators by shifting all the risk onto
the regul ated captive customer. And through bipartisan
consensus in the late 70s and throughout the 80s that was
viewed to be sonething we needed to change. Put that risk
back on sonmebody who can nore effectively nmanage it.

And so here we are at probably the first time in
our history when there's been an econonm ¢ downturn and
utility rates have not just rocketed up to make up for the
reduction in |load, but instead the risk of weather, of
econony, of |ess usage of power and energy, has been put on
i ndustry players thensel ves and through the peopl e that
invest in and support those energy players. So we've had
certainly a dislocation as a result of that downturn

It's clear to us that risk managenent tools are
needed. A nunber have been used successfully in this
i ndustry over the past 20 years or so, but that certainly
for an industry that's a pervasive in our econony as it is,
it's becone clear to us fromour |ooking around that there's
a lot that is not being used here. So | view today as an

educati onal opportunity not only for the regulator but also



for the outside industry that has taken this issue very
seriously.

| was at the Bowers School at the University of
Houst on the day before |last when a | ot of these issues were
bei ng di scussed and clearly the industry has well had the
regul ator surprise in trying to better understand not only
clearing but a lot of broader credit issues that can be used
to rationalize the allocation of risk across this energy
industry that has a lot of risk init.

So I'"m hoping today to |l earn nore fromthese good
panelists. | appreciate the effort that Jane I know you and
your fol ks have gone through and it really put together sone
of the best fol ks around and without laying it on too thick,
on this panel and others, | do want to say we're your
students so teach well.

Jane and Bill Hederman and Lee-Ken Choo to
prepare for the day and our other staff fol ks working so
cl osely together to prepare today, so without a |ot of
further adieu, would |ike to again welcone the three of you
all to the FERC prem ses and turn it over to Jane and Bil
Heder man for any openi ng thoughts you all may have.

MR. HEDERMAN: Thanks, M. Chairman. W briefly
want to set the scene here. The energy markets are in
severe financial distress. | don't think that that is a new

observation. There's a |oss of confidence in the markets
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and this is feeding on itself. There is a significant
anount of debt coming mature in the next few years and this
makes for a strong need to nove forward quickly to address
the credit issues for the energy markets. A nunber of
credit solutions are enmerging and we | ook forward to not
only setting the context of how credit clearing and the
alternative solutions work, but hearing some specific
proposal s around what nmay work for the energy narket.

We've laid out briefly the fact that both | ong-
term debt and short-term debt exceeding $100 billion is
com ng due just in 2003. This will need to be refinanced,
and as well the rating of the conpanies continues to go in a
negative direction and the little bit of activity this year
2003 indicates nore of the sane rather than we've quite
reached the turnaround yet.

As we' ve nentioned, the counterparty risk
managenent, whet her through clearing or other solutions, is
a necessary part of rebuilding trust. W noved in
regulation I think, as you've noted, fromthe contrast of
t he begi nnings of regulation where it was about trust
busting to now where we need to do trust building. And a
bit part of what we want to conme out of that is in the
market liquidity which is essential to the conpetition the
Comm ssi on hopes to see.

| think in the offering of solutions that we' ve



seen so far, there is responsiveness to the needs of the
energy markets but nobody's quite hit the nail on the head
yet. We hope that we can accelerate the conversation so
that those offering solutions and those needi ng hel p can
comuni cate nore efficiently about the needs and how to
address them And so today's conference will review sone of
those solutions, try to help all of us understand the

advant ages and di sadvantages of the possibilities in the
context of the energy markets, and again help the industry
and the Comm ssion nove forward expeditiously.

And as well, to the extent that industry sees
other roles for either of our Conmissions to take to nove
this ball forward quickly, we hope to hear those suggestions
as wel | .

| would to our audience say that | know that many
counsel s and Washington reps listen to what we're tal king
about. One thing that |I've heard nore than once is that
this is not getting attention at the CEO | evel, that this is
viewed as a back office problem | would like to urge you
to bring it to the attention of your CEGCs because | think
that it's a matter that needs high level attention if it's
to nmove forward in a tinely way.

And with that, I'd like to turn the podi um over
to Jane Thorpe and ny col | eague who we have been wor ki ng

with closely to put this conference together and | am happy
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to say on the investigations enforcenent side al so working
cl oser each day as we go forward. So thank you. Jane?

M5. THORPE: Thank you, Bill and thank you
Chai rman Wbod and Chairman Newsone. 1'd like to start by
giving a brief outline of the first two panels on clearing
that the CFTC has organi zed for this conference today.

John Davi dson of Mrgan, Stanley will explain the
fundanmental s of the clearing process and why clearing is
beneficial and how you can evaluate the different clearing
or gani zati ons and some special considerations to think about
when | ooking at OTC cl eari ng organi zati ons.

Ananda Radhakri shnan, of the Division of Cearing
and Intermediary Oversight will talk about how the CFTC
regul ates cl earing houses and M ke Gorham who is the
Director of the Division of Market Oversight will tal k about
the CFTC regul ates ensures market integrity on the regul ated
futures exchanges.

After lunch, on panel two, we'll have
presentations fromfour regul ated futures exchanges and one
exenpt OTC mar ket that trades energy products, Merchants
Exchange, the New York Mercantil e Exchange and the
I ntercontinental Conmmodity Exchange, and fromall four CFTC
approved desi gnat ed cl eari nghouses that cl ear energy
products concerning their unique clearing nodels and the

potential benefits that are provided by each of those
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nodel s.

Before we start with panel one, since many of you
are cash market participants and may have varyi ng degrees of
insight into the CFTC and who we are and what we do, |

thought I'd start by giving a few slides on some CFTC

basi cs.

(Slide.)

The Conmmi ssion is an i ndependent agency of the
U.S. governnent. GCkay, | think we are one back, one slide

back. The Comm ssion is an i ndependent agency of the U S.
government that was created by Congress in 1974. W

regul ate futures markets and options markets in the U S. and
t he brokers who are intermedi ate on behal f of custonmers who
transact on those markets. Until the passage of the

Commodi ty Futures Mdernization Act that Chairman Newsone

di scussed, we had no authority to |icense exchanges that
provided facilities for the clearance and trades on over-

t he- count er markets.

The cl eari nghouses were linked in a one-to-one
relationship with futures exchanges for which they cleared
and we had only Iimted and indirect authority over the
cl eari nghouses. Next slide.

(Slide.)

W' re governed by five Conm ssioners appoi nted by

the President, confirned by the Senate. The President



desi gnat es one of these Commi ssioners as the Chairman of the
Agency. The CFTC was reorganized in July of 2000 to reflect
t he mandate of the CFMA which authorized flexibility in how
mar kets are structured, and establishing a separate

regi stration category for clearinghouses. The division of
mar ket oversi ght eval uates each market to ensure that
depending on the nature of the products traded and the

sophi stication of the participants trading those products,
that an appropriate level is applied.

The Division of Clearing and Internedi ate
Oversight has responsibility for ensuring the financial
integrity of the marketplace. W regul ate cl earinghouses,
we regulate firns for capital adequacy and conduct of
busi ness.

We have 530 staff in various regional offices and
headquarters in D.C., New York City, Chicago, Kansas City,
M nneapolis and Los Angeles. W regulate 65,000
registrants. Fifty thousand of those are sal es people
associated with the firns. W have approximately 21
exchanges, not all of which are currently in operation, and
we have 12 designated clearing organizations.

What is it that we regul ate, and perhaps 1']I
start with what we don't regulate. The CFTC does not
regul ate cash markets or the forward market. The markets

that we do regulate are ones that |ist and trade futures and
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options in their regulated environnent. And as | nentioned,
for those narkets, we have a fl exible paradigmthat no

| onger requires that all markets satisfy the traditional
exchange nodel to operate. And Mke will tal k about that
during his presentation.

We regul ate cl earinghouses that clear regul ated
and OIC mar ket transactions and under the CFMA
cl eari nghouses are no | onger sinply adjuncts to regul ated
futures exchanges. The statute de-linked the execution
function of a market fromthe cl earance function that the
cl eari nghouse provides. And it gave us the direct authority
over these clearinghouses and authorized us to regulate them
as direct clearing organizations that the Chairnman
nment i oned.

In Congress, in followng their recommendati ons
of the President's Wrking Goup authorized the DCOs to
clear OTC transactions. And finally, as | nentioned, the
CFTC regul ates market participants who act on behal f of
custonmers. These include futures comm ssion nmerchants or
essentially the brokers, floor brokers who execute on the
fl oor of exchanges. W have trading advisors that we
regul ate and we al so regul ate operators of pool ed i nvestnment
vehicles, entities that we call commobdity pool operators.

Again, all of those have sal es peopl e toget her

65, 000 registrants all together. | think that's the end of
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nmy slide.

(Slide.)

W have our e-mail address on the website. You
can certainly get nore information about the Conm ssion by
logging on. 1'd like to start with the panel. As |
nment i oned, John Davidson is going to give us a presentation
of the fundanentals of clearing, what we call "clearing 101"
but just before he starts, I'd |like to have all of you | ook
at the three speakers that we have on this first pane
because there's one thing that all of them have in conmon.
They're all alumi of the Chicago Mercantil e Exchange.

John Davi dson used to run the CME cl eari nghouse
di vi sion. Ananda Radhakri shnan joi ned the Conm ssion three
nmont hs ago fromthe CME cl eari nghouse, and M ke Gor ham used
to be in very senior positions within the exchange
environnment. This is not a plug for the CME but | thought
it was an interesting factoid to put out there.

John, pl ease.

MR. DAVI DSON: Thank you very much. Chairnman
Wbod, Chairman Newsone, Conmi ssioners, |adies and gentl eman,
nmy nane's John P. Davidson, |'ma managi ng director
responsi bl e as the gl obal co-head for sales and trading
infrastructure at Morgan Stanley. Wat I'd like to first
express is that any opinions that | express in this chat

today are ny own opinions, not necessarily those of Mrgan



St anl ey.

|"d like to take you through an overvi ew of sone
of the fundanentals of clearing, tal king reasonably
generical ly about how cl earing organi zati ons operate
particularly in the United States, tal king about sone of the
operational characteristics, some questions that one m ght
want to ask about a clearing organization, be it a futures
cl earing organi zation, a cash product clearing organization
or derivatives product clearing organization. Go over sone
particul ar characteristics of clearing over-the-counter
derivatives at a clearing organization and then sumrari ze
and would certainly be happy to entertain any questions at
any point in tinme.

(Slide.)

If we can turn to the first slide thank you.
think the key thing to keep in mnd about clearing is a
concept called novation. So what happens with clearing is
that there's a substitution of a central counterparty, that
is to say, the original contractual obligations that have
been entered into and agreed by the two counterparties to
the original transaction, those are extinguished and they
are replaced with obligations by and to the central
counterparty.

It doesn't matter the nature of the marketpl ace,

it doesn't matter whether the two counterparties knew each



1y
ot her when they struck the deal or operated in a so-called

blind trading systemthat they didn't know each others
identities. Regardless, the original obligations of the two
counterparties in the transaction to each other are novated

by obligations to the central counterparty sonetines

i nterchangeably called a clearing organization or a

cl eari nghouse.



So what are some of the characteristics of the
central counterparties or clearing organizations? What
gives themthe wherewithal to take this role in the
mar ket pl ace and have this central focus of being in the
m ddl e of all of the transactions involved in the particular
mar ket s which they clear?

There are several characteristics: First of all,
central counterparties or clearing organizations have
standard for adm ssion and standards for continuing
participation. So there is a hurdle, if you will, that you
have to neet certain typically financial, integrity
transparency of financial statenments, mninmum capital,
before you can becone a cl earing nmenber of one of these
central counterparties.

And then you have to assure that at all tines on
a continuous basis, you maintain at |east those m nimm
standards or you can no |onger be a clearing nenber of the
central counterparty.

So, in the first instance, they are selective.
Second, there's a standardization of product terms. You
can't just clear anything that two people happen to agree to
transact in.

There needs to be sone standardi zation, and that
standardi zation is usually inposed by the central

counterparty or by agreenent with the exchange for which it
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clears, and that product standardization and those product
terms are fundanental to those things which the centra
counterparty will clear.

W'll talk a little bit about why it is that you
need to have standardization in a clearing process a little
bit later.

The next characteristic is that central
counterparties have very robust transaction conpari son and
affirmation systenms. That is to say, it's abundantly clear
to all participants and to the central counterparty, who did
what transaction for how nmuch with what characteristics,
okay?

And as we | ook at some of the issues with sonme of
the cash markets fromtinme to tine, this is a very inportant
characteristic and really a contribution to the systemc
heal t hi ness of the market. The fact that there are rigid
rul es and procedures and al nost al ways automated systens for
obtaining these tinely agreenents and acknow edgenents anong
all the parties to exactly what it was that was transacted,
is an inportant characteristic of what centra
counterparties add to a market pl ace.

The next thing and fundanmental to the financial
integrity which Chairman Newsone tal ked about with respect
to central counterparties, is that they inpose collatera

requi renents on all participants. Central counterparties
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cl earing organi zati ons have one set of mninmmrules and
every single participant in that clearing organization has
to conmply with those m nimum rul es.

And that applies to collateralization as well as
ot her forms of business conduct. So, regardless of the
capitalization of the particular clearing nmenber, it still
has to typically collateralize every single obligation it
has with the cl earing organi zati on.

Fut ures exchanges at which Mdrgan Stanley is a
menber have cl earing nmenbers whose regulatory capital is in
the order of $2 million and it has Mdrgan Stanley, whose
regul atory capital is in the order of nmagnitude of $4
billion.

Both the $2 million capitalized entity and the $
billion capitalized entity have to collateralize their
obligations at the clearing organization.

That's in fairly stark contrast to sonme of the
nodel s in non-cl eared nmarkets, where there is sort of an as-
needed bil ateral agreenment for exchange of collateral anong
parti ci pants.

The next characteristic of clearing organi zations
is that there is frequent mark-to-market utilizing objective
val uations, so the mark-to-market, the exchange of cash
anong the clearing nenbers and the cl eari nghouse to bring

everybody up to the current level of price is done by



eval uati ons of the value of each of the contracts that the
cl earing organi zati on makes, utilizing sources of prices
that it feels have integrity, not prices that are
necessarily provided only by the participants in the

cl earing process.

The next characteristic is the clearing
organi zation has typically a variety of contingent
resources, so, above and beyond the collateral which each of
the participants has posted with respect to its own
obligations, the clearing organization itself has call on
resources, financial resources in the event that those
deposits of collateral are not sufficient to neet the
ongoi ng operation of the clearing organization, and we'l|
talk about that in a little bit nore detail, as well.

And, finally, clearing central counterparties,
cl eari nghouses, clearing organi zations, have an oversi ght
role in the marketplace itself with respect to their
cl earing menbers, and al so have sone sort of financial
regul ation inposed, typically by a governnmental agency. In
this case, obviously, it's the Cormodities Futures Tradi ng
Conmi ssi on.

(Slide.)

MR. DAVIDSON: We can turn to the next slide.
There are sone inportant considerations about the clearing

function that | think are very inportant to have an up front
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under st andi ng about, before we go into any of the specific
details of the operations.

The first question is to whom does the
cl eari nghouse guarantee extend? And | would say that there
is a fair anobunt of vagueness and confusion on this point,
even in reasonably experienced, know edgeabl e participants
in the futures market.

The key thing to keep in mind is that the
cl eari nghouse guarantee typically only extends to the direct
participants in the clearing process. That is to say, it
extends to cl earing nmenbers.

Typical ly, those clearing nenbers are
internediaries. They don't have to be internediaries; they
coul d be end users of the marketplace who agree to subject
t hensel ves to the rules of the clearing organization, but
they are typically internmediaries, so that if you | ook at
your obligations in a market which features clearing, and
there is some sort of intermediary between you and the
cl eari nghouse, then you are not entitled to the guarantee
provi ded by the clearinghouse, but only that internediary
t hrough which you deal is entitled to that protection.

Now, you can nake an argunent that individual
mar ket participants and end users, beneficial owners of
accounts, indirectly benefit because, typically, there is

| ess systemc risk in a cleared market than in an uncl eared
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mar ket, and that's a benefit to all market participants.

But the direct benefit and the credit internmediation is

provided to the clearing nenbers by the clearinghouse.

There are sone exanples, particularly outside of
the United States, where there is an extension of the
cl eari nghouse guarant ee beyond the cl earing nmenbers. For
exanpl e, the BM&F, which is a futures exchange in San Paul o,
Brazil, extends its guarantee beyond the i mediate cl earing
menbers for fully-disclosed accounts.

In the past in France, the Matif has extended its
guar ant ee beyond the i medi ate cl earing nmenbers of the Matif
cl earing organi zation to again fully disclosed benefici al
account holders in the process. But those two are very nuch
exceptions, and the general rule -- and obviously one shoul d
al ways check on what the specifics are before entering into
a transaction in a market -- the general rule is that
cl eari nghouse guarantee protects clearing nmenbers and the
mar ket pl ace does not necessarily, in the first instance,
protect end users of the nmarket.

The next inportant clearing consideration to have
a discussion of is this issue of risk nutualization. And
the question is: Is risk nmutualization fundanental to
cl earing?

It is fair to say, and particularly in the United

States, that risk nmutualization is a frequent characteristic



of clearing organizations. It is not an inherent
characteristic of clearing organizations. So, risk

mut ual i zation, that is to say, the joint sharing by the
clearing menbers of the risk of the clearinghouse itself, is
typically acconplished in a nunber of ways:

A clearing organi zation nmay have so-called
clearing funds. At our alumi association it calls them
security deposits. Cearing funds, guarantee funds,
security deposit pools, all of those things are very liquid
col |l ateral deposited by each clearing nmenber, that are
avai l able to the clearinghouse to neet its needs in the
event of a default, a failure of one of the clearing
menbers.

So, the direct participants have agreed that
their resources deposited in the clearing fund are at risk
in the event of a default of any one of the other clearing
menbers. That, indeed, is one of the reasons why not every
end user cares to participate directly as a cl earing nenber
of a clearing organization.

Because if you participate directly in a clearing
organi zation that uses risk nmutualization, you nay be called
upon to contribute your capital to the resolution of a
financial crisis at one of the other clearing nmenbers.

Capital and retained earnings of the entities

that are the central counterparty is also a fairly common
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means of nutualizing the risk in the marketpl ace.

And, finally, credit facilities, particularly
those that are repaid by transaction fees inposed on the
mar ket pl ace by the clearing organi zation, or repaid from
assessnments of the clearing nmenbers, can be thought of as a
formof risk nutualization

However, there are cases where the centra
counterparty can operate without risk nutualization, and you
can really think of that as instead of nutualizing the risk,
the central counterparty syndicates the risk. A very well
known exanple of that is the predecessor organization to the
London C eari nghouse called the International Conmodities
Cl eari nghouse, which was founded in London in 1888. It did
not nutualize risk.

It evol ved over tinme, obviously, but risk was
syndi cated anong the at the tinme, five clearing banks in the
United Kingdom It was not shared by the partici pant
cl earing menbers of the | CCH cl eari nghouse.

Vaul t insurance, which is frequently used in
cl earing organi zations as one of their clearing resources,

i s anot her exanple of a non-nutualized resource where an
i nsurance underwiter will syndicate out the risk of a
default to a variety of other insurance carriers.

So, those are two of the key considerations that

everyone sort of needs to keep in m nd when thinking about
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the clearing process. How far does the guarantee extend,
and is there risk nutualization that is a characteristic of
the particul ar clearinghouse that we're | ooking at?

(Slide.)

MR. DAVIDSON:. So |I'd next like to turn to sone
oper ati onal considerations about the clearing process and
the internediation function perfornmed by that central
counterparty.

And we'll talk briefly about several of these
operational processes, but | should note that the specifics
vary quite a bit anong different clearing organizations,
depending, in part, upon their history, depending on the
nature of the market that they are providing a guarantee
for, and sonetines even vary from product to product within
t he sane cl earing organi zation, again, depending upon
di fferent market characteristics.

So the first inportant issue with respect to
clearing operations is this process called transaction
conparison and registration. That is the subm ssion by the
direct participants in the clearing process, to the central
counterparty, of the key econom c determ nants of the
transaction, so, typically, whether a particular
counterparty is buying or selling, the nunber of contracts
or the quantity of the product which is being bought or

sold, the maturity of the obligation, the contract to buy or
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sell, and its understanding of who is on the other side of
t hat transacti on.

Qobviously, in a marketplace that features open
outcry as the primary nmeans of trading, there is a fair
anount of clerical work that goes into this process of
submitting these transactions. In an electronic
mar ket pl ace, all of that clerical work is elimnated.

The nmost common formof this sort of subm ssion
and transaction conparison is that both sides to the
transaction submt their information about the transaction,
however, one-sided conparisons are not unheard of.
Certainly, the New York Mercantil e Exchange, for many years
has had a one-sided conpari son process.

The over-the-counter credit default swaps market
enpl oys a one-sided confirmation convention, so both work.
The key thing is that the central counterparty acknow edges
that it has the identical transaction, knows the buyer and
seller, and agrees with all of the key ternms, and then it
accepts that particular contract as one which it is willing
to substitute itself for.

(Slide.)

MR. DAVI DSON: The next feature is netting and
novation. Netting is an inportant feature of a clearing
organi zation in that it has the ability to aggregate and

then arithnetically net obligations in identical products



that each of the participants in the clearing process has.

Netting is predom nantly and operati onal
ef ficiency which the clearing organization offers to the
mar ket pl ace. That is to say that if I, as Mrgan Stanley,
do 10,000 transactions in a particular day with different
people in the futures nmarket, in different products, all of
those are net-down into a single obligation to pay noney to
the clearing organi zation or receive noney fromthe clearing
or gani zati on.

| f those particular contracts that | traded
10,000 of in a particular -- 10,000 different transactions,
| had to exchange funds with a mark-to-narket process with
each counterparty, and that would be a fairly col ossa
operational risk.

Furthernore, naking sure that there is conplete
agreenent on what the net anobunts are and who owes whom how
much, as well as mnimzing the nunber of transactions that
have to go through the banking system is an inportant
contribution to the efficient and effective operation of the
mar ket pl ace.

So, the clearing organi zation does this netting
on behalf of clearing nmenbers. It determnes the portfolio
for each of the participants in the clearing process, and it
novates the contracts under its jurisdiction, which it has

regi stered, netted, and novated.
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Now, an inportant question to ask in any clearing
organi zation is what's the timng of that novation process?
When does the obligation between the two originally-
contracting parties cease, and when does it gets substituted
by the obligation to and fromthe clearing organi zati on, or,
if you will, when is the clearinghouse on the hook?

And this varies quite a bit between market pl aces
and between clearing organizations. A nunber of clearing
organi zations, particularly those that support electronic
mar ket pl aces, interpose thensel ves between buyer and seller
on a real-tinme basis, and as soon as the transaction is
agreed between the participants, the clearing organization
substitutes.

Even in open-outcry marketpl aces, many exchange
cl earing organi zations have a real -tinme substitution, that
is to say, as soon as the transaction is matched in their
el ectronic system any tine of day, they will substitute
t hensel ves.

O her clearing organi zations say, well, it's not
until the end of the trade registration and conpari son
process or at the end of the processing cycle or the
begi nning of the follow ng day or after all of the
settlenment obligations of the participants for a given day
have been made.

So this timng of novation is an inportant thing



to keep in mnd when exam ning different clearing

organi zations. Qobviously, the nore pronptly it occurs after
execution of the transaction, the nore valuable the service
that the clearing organization is providing to the

mar ket pl ace.

(Slide.)

MR. DAVI DSON: The next operational process is
collateralization and mark-to-market. Each clearing
or gani zati on enpl oys policies for determ ning coll ateral
requirenents. And it's very inportant that this is
di stingui shed fromthe nethodol ogy for cal cul ating those
requi renents, okay?

In the futures markets in the United States, as
well as to a growi ng extent, around the world, the
organi zati on which the three of us are aluns of, has
devel oped a cal cul ati on system call ed SPAN, which his a
portfolio margining systemwhich is w dely used.

That's an inportant characteristic, but that's
not a fundanmental characteristic. The fundanmental question
is how does the clearing organization determ ne how nmuch
collateral to take for each product that it guarantees?

SPAN cal cul ates the portfolio requirenments on the
basis of all of those individual product decisions, but
fundamental is, how do you deci de how much coverage to have?

And different methodol ogi es are enpl oyed by different
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cl earing organi zations, but fundanentally what they're
seeking to do is, with a high confidence interval, a high
degree of probability, cover the likely change in val ue of
each of their contracts between mark-to-nmarket periods.

So if, as is typical in the futures industry, we
mar k-t o- mar ket every day, the collateral requirenment is a
very hi gh probable one day's novenent in the price; that is
to say, the high probability of what the naxi num one day's
nmovenent in the price is.

Now, econom cs are reasonably unconstrai ned, so
there is no guarantee that what has historically been the
maxi mum change in price i a particular contract, will be
that change in price in the future. But they are seeking to
require a collateral level which is sufficient to cover the
maxi mum pr obabl e change in val uati on between mark-t o- nmar ket
peri ods.

| f, for exanple, they mark-to-nmarket once a week,
presumably they woul d need a nuch | arger anount of
col | ateral because the tines which everybody has set back to
zero, that is to say, have no obligations because they have
paid in full and extinguished their debt obligations for
these particular contracts, is a longer period of tine, and
a greater period of time neans nore probability of adverse
price novenent.

Again, they're requiring collateral novenents,



and, if you will, in a reasonably agnostic manner where al
of the people that are long contracts have to collaterali ze,
all of the people that are short contracts have to
collateralize. They have to collateralize the sanme m ni num
armount .

The cl eari nghouse doesn't pick market direction.
It assures that there are adequate resources on hand,
regardl ess of whether the price of, if you will, crude oil,
noves up or noves down. The clearinghouse has bal anced
obligations fromall of the counterparties. |It's just as
much at risk to an increase in price as it is to a decrease
in price.

This issue of prices is then the next thing. The
cl earing organi zation needs to find prices and performthis
mar k-t o- mar ket process. And it needs to have an
under standing, which is typically an understanding that's
formed inits rules, and, therefore, is a condition on
participation in the marketplace, on what its source of
prices are.

Now, in an exchange market, that's reasonably
straightforward. You go to the exchange with which you are
affiliated and obtain their closing prices for the various
products that you are guaranteeing.

One of the key characteristics of whether or not

you can have a clearing organization for non-exchange traded
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products is whether or not there is an agreeabl e source of
prices, agreeable and conti nuous source of prices about

t hose products. |If you can't price, you can't clear.
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Finally, the clearinghouse that has all this
collateral and needs to nove all of these mark to market
paynents in cash anong clearing participants needs to have
sonme nethod of interfacing with the banking system
Derivatives clearing organi zations are typically not direct
menbers of the banking systembut interface with the banking
systemt hrough settl enent banks. Certain of the cash
clearing organi zations in the securities markets are limted
pur pose trust conpanies and are direct participants.

(Slide.)

The next slide, a few nore of these
characteristics, exiting or offsetting positions. This is
one of the nost inportant econom c benefits that a clearing
organi zati on provi des the market pl ace.

By virtue of the fact that the clearinghouse has
substituted itself between the direct and origi nal
contracting parties to a particular contractual obligation,
when it comes tinme for a particular nmenber to exit his or
her position, you don't have to find the party with whom you
originally contracted. You can go to any of the clearing
menbers in the clearing process and negotiate a price at
which you are willing to unwi nd or offset your transaction.

(Slide.)

Now obvi ously, that negotiation in the exchange

context is done within the rules of the exchange, and in an
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over-the-counter market m ght be done within a different set
of rules. But the fundanental advantage is | don't have to
go back to that original counterparty, | have avail able any
willing clearing nenber with whom 1 can offset ny

obl i gation, assum ng that we can agree upon a price.

A second and very inportant feature, particularly
when you're |l ooking at in contrast to the w nd-down of sone
of the firnms that have experienced difficulties recently in
the energy markets, once an obligation is offset with a
cl earing organi zation, it's conpletely extinguished. 1[It no
| onger exists. I'mnot an attorney, but |'ve been assured
there's a ot of |egal precedents that these are not
econom cally offset obligations that, notw thstanding the
fact that the economics is offset, still continue to exist
into the future until their maturity.

These contractual obligations, when the
cl eari nghouse says you have offset your positions, are
extingui shed for all purposes. There is no ability for them
to be quote/unquote "cherry-picked" by a, for exanple,
trustee in bankruptcy or any other party. They're gone.
They're term nated. They're done. That again is very
important with respect to the ability of the marketplace to
continue to operate after the dem se of an inportant market
parti ci pant.

(Slide.)
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The next function which a clearing organization
perfornms is the oversight of the maturity of contracts, the
delivery, as we call it, against futures contracts, the
exerci se and assignnent of options, and the expiration of
options to the extent they're not exercised and assi gned.

| won't go into any of the details about exactly
how t hat process works, but | think the very inportant
guestion to ask when exam ning a particular clearing
organi zation is how does it treat these contract maturity
i Ssues.

So to the extent that the contract calls for
delivery of a particular underlying conmodity or a
particul ar financial product, does the clearinghouse's
guarantee extend to the performance of those delivery
obligations? And if it does, is it the specific performance
of those delivery obligations? In other words, do |
specifically get a barge full of heating oil in New York
Har bor, or do | get nade whol e for econom c danages
associated with the change in price on a nonperformng
delivery obligation?

There's a big difference in ternms of the inpact
on market participants in the unlikely event of sone sort of
issue with the ultimate fulfillment of the ternms of the
contract. And that's an inportant thing, and again,

practice varies fromclearing organization to clearing
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or gani zati on.

The | ast of the operational characteristics |I'd
like to talk about are the default procedures. Ooviously,
just as is the case with the CFTC in the oversight of
financial internediaries avoiding a default is the nunber
one m ssion both of the regulator and the self-regulatory
organi zations, including clearing organi zations.

So understandi ng the financial condition of those
cl earing menbers and taking appropriate action as their
financial condition deteriorates is the nost inportant
oversight function of a clearing organizati on.

But they are all prepared to deal with the
possibility that that process is not successful, and one of
the clearing nmenbers defaults on its obligations to the
cl eari nghouse.

The first thing that all default procedures
contain is the deploynent of liquidity facilities. Job
nunber one of a clearing organization is to neet all of its
obligations to the remaining participants in the clearing
process so that if there's sone reason why Party A doesn't
neet its obligations, the clearing organization mnust
i mredi ately step in and neet those obligations for Party A,
so that all of the people on the other side of the
transaction are made whol e and are nade whol e at the sane

time that they woul d be made whol e on any ot her business



day.

That means the clearing organization has to have
lines of credit, typically from banks or other financial
internediaries, that it can draw upon on a tenporary basis
to i mediately neet those financial obligations that it has.
If it doesn't do that, it doesn't have any integrity, then
it mght as well cease to exist as a clearing organi zati on.

| worked at the Chicago Mercantil e Exchange
during the stock market crash in 1987, and the runors about
the inability of the Chicago Mercantil e Exchange to honor
its contractual conmtnents were a very inportant source of
chaos in the marketplace on the early days of Cctober 19th
and Cctober 20th. It turns out no clearing nmenbers of the
Chi cago Mercantil e Exchange defaulted on obligations. But
nmerely the runors that financial resources were insufficient
caused di sruption in the nmarketpl ace.

So that's the nost inportant thing in a default
procedure is what other liquidity facilities? Can they be
drawn on quickly? Can it be very clear to the nmarketpl ace
that the clearing organization is playing its role?

Agent versus principal positions, particularly in
futures markets, are a very inportant distinction that
cl earing organi zati ons nake. To the extent that they detect
probl ens in advance of them actually comng to fruition, and

to the extent that the clearing nenber defaults with respect

4V



41
to its principal positions, the clearing organization wll
make every attenpt to transfer the obligations of custoners,
who may not be directly involved, to other financially whole
cl earing menbers, so as to mnimze the, if you will, knock-
on consequences.

The cl earing organi zation has the right, however,
to liquidate the custonmer positions as well as the principal
positions if there has been a default in the agency or, if
you will, the custonmer part of the positions held at the
cl earing organi zati on.

The next thing that happens is the |iquidation of
that defaulted clearing nmenber's portfolio by the central
counterparty. So maeking sure the counterparty has the
facilities to liquidate, has accounts open with various
cl earing menbers, understands how to get access to the
mar ket, that |iquidation has to happen quite pronptly.

The whole basis of the collateralization is
covering a one day's nove in the marketplace. That suggests
that |iquidation of that portfolio will happen on one day.
Because if it doesn't, fairly much by definition, the
collateral may not be sufficient.

So once liquidation is done, you then apply the
resources that are available to the central counterparty
fromthe defaulting nmenber. Those resources are typically

the margi n deposits or the collateral deposits that the



cl eari nghouse holds fromthat clearing nmenber, and those
col |l ateral deposits, assuming that the novenent in price has
been as anticipated by their collateral nanagenent policy,
shoul d be sufficient to cover all of those obligations.

There is, however, the possibility that the price
change will be greater than the anmount of collateral that
the clearing organi zation holds, and then it has to nove
down to those contingent resources, the clearing fund, the
capital retained earnings and surplus capital of the
clearing organi zation itself, the ability to assess clearing
menbers to nmake the clearing organi zati on whol e.

(Slide.)

We turn to the next slide. There's sone key
guestions which | suggest we ought to ask about any central
counterparty, either in an existing marketplace or sonmeone
who's proposing to be a central counterparty for a
mar ket pl ace that doesn't have one yet.

Most directly, what are the m ni mum nmenbership
standards? What are the mi ninumstandards it takes to
beconme a clearing organization, a clearing nenber of the
cl earing organi zation? Do those m ninmum standards have
credibility?

Second of all, how does the clearing organization
perform financial surveillance of its nenbers? How does it

know t hat each cl earing nmenber is continuously in conpliance
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with the mninumcapital requirenments? Wat's the process
that it goes through to do that? Does it specifically have
i nspection powers over the books and records of its clearing
menbers so that it can actually go in and see and i s not
reliant exclusively upon financial reports?

Do the clearing nmenber capital requirenents
increase in proportion to position risk? So that if I'ma
cl earing organi zation and | say that the m ni num standard
for being a clearing nenber is $2 nmillion in regulatory
capital, as ny positions increase as a clearing nenber, it
shoul d be the case that the anpunt of capital | have
avai l abl e to nmeet those obligations increases.

And nost typically, clearing organizations have
capital requirenents that are nore stringent than the
m ni mum regul atory capital requirenents that, for exanple,
the CFTC woul d i mpose upon financial internediaries, because
they're dealing with risk that is beyond the de mnims
anount of risk likely in the system

We tal ked briefly about how coll at eral
requi renents are determ ned, and one thing one mght do in
| ooki ng at coll ateral requirenent adequacy is do a
hi storical back test. Have the clearing organizations
collateral requirenents been sufficient in all cases to
cover historically observed novenents in price? If not, why

not ?
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How frequently is the adequacy of coll ateral
requi renents reviewed? If we set today collatera
requi renents for a bunch of futures and over-the-counter
contracts, do those stay in place for the next five years
regardl ess of volatility in the market, or is the clearing
organi zation pronptly seeing that volatility increases and
i ncreasing collateral requirenents in response to that, and
as volatility decreases, naking appropriate decisions about
whet her or not collateral requirenents should decrease?

Are there heightened coll ateral requirenments for
concentrated positions? So if Morgan Stanley just has a
wel |l diversified portfolio of positions, naybe the m nimm
collateral requirenents are fine. But if we have a very
| arge share of the open interest or the open un-offset
contracts in a particular product, we ought to have hi gher
col l ateral requirenent because of that concentration of
risk.

Li kewi se, are there heightened collatera
requirenents for illiquid positions? Even in an exchange
mar ket pl ace, which is anong the nore liquid marketplaces in
the world, there are deferred contract nonths. There are
away-fromt he- noney, deep-in or deep-out of the market
option, deep-in or deep-out of the noney options, that are
not very liquid. And so one m ght inpose higher collateral

requirenents on illiquid positions than on the front and
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nost actively traded positions.

Are collateral requirenents calculated on a
portfolio basis? Do you |look at the entire portfolio and
judge the risk of that portfolio?

What forns of collateral is accepted, and how is
that collateral valued? Are there appropriate haircuts
taken to the value of the collateral to offset the
possibility that the collateral value has an adverse narket
novenent ?

Go to the next slide.

(Slide.)

Sonme nore questions. How frequently is mark-to-
mar ket performed? Wth respect to clearing organi zations
and clearing nenbers in U S. Futures Exchange, that actually
happens twice a day. But as between the vast mpjority of
custoners and the clearing nmenbers, it only happens once a
day. But even once a day is significantly nore in many
cases than in a nunber of cash and over-the-counter markets.

What is the source of prices, and particularly
prices for inactive and less liquid contracts for mark-to-
market? Do we just take the |ast observed price in a
mar ket pl ace that isn't particularly liquid? |If the market
closes at 3:15 and the | ast observed price was at ten
o'clock in the norning, is that the price that we mark

everyone to? O do we have sone convention for |ooking at
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the bid offer in the marketplace, having a theoretical
pricing nodel, some other nmeans to, if you will, freshen up
the price of those deferred illiquid contracts?

How | arge are the conmtted credit facilities
that the central counterparty has, and how | arge are they in
particular relative to the nmagnitude of expected mark-to-
mar ket cashfl ows?

Now how | arge are the conmitted credit facilities
i s sonething that everybody can ask, right? So Morgan
Stanl ey goes on the Wb sites of the various clearing
organi zati ons and sees this one has $350 mllion in
committed credit, this one has $250 mllion.

Only the clearinghouse organi zation and its
regul ator can ask the second part of the question, which is
how | arge are those credit facilities relative to the mark-
to-mar ket cashflows fromthe |argest participants?

So if Morgan Stanley sees that on a really
chaotic day in the stock nmarket, we pay a billion dollars to
the clearing organization and the clearing organi zati on has
$350 million worth of liquidity, we can nake a judgment
about that.

But we really don't know that our billion dollars
is the biggest obligation to the clearing organization
because we don't know what Col dman Sachs has and what

Merrill Lynch has and what Sol onobn Smith Barney has. The
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cl earing organi zati on knows the answer to that question.

The regul ator of the clearing organizati on knows the answer

to that question, but the market participants thensel ves do

not .

Do the contingent resources of the clearing
organi zation i ncrease as the magnitude of centra
counterparty's risk increases? So if we just opened the
mar ket pl ace and it doesn't have a | ot of open contracts and
it isn'"t very large, it can have one | evel of contingent
resources. But as the obligations which it is guaranteeing
increase, it ought to automatically get a greater anount of
contingent resources. Qherwise, it's not likely to be able
to meet its obligations in the event of a default.

How subject to failure to mtigate defenses and
ot her delaying tactics are the non-possessory contingent
resources? So, for exanple, again in our forner
institution, there is the ability to assess clearing nenbers
for the funds needed to make the clearing organization
whol e. And that assessnent in the past was vi ewed as being,
wel |, the aggregate capital of all the clearing nenbers.

But if the clearing nenbers have sone ability to del ay
payi ng that assessnent, then the assessnment isn't nearly as
val uabl e as a possessorary formof collateral |ike cash or
treasury securities.

So what sort of delaying tactics -- if you have



default insurance but the insurance providers can wait nine
nmont hs before they decide do they really have to honor that
request for paynment, | would say that default insurance
isn't worth a whole lot. So that's a key thing to exam ne
with respect to contingent resources.

How knowl edgeabl e are the staff of the clearing
organi zation? Cbviously in the past it's been very
know edgeabl e.

(Laughter.)

MR. DAVI DSON: But who knows about today. And
finally, who regulates the central counterparty is a topic
whi ch ny col | eagues here to might right will address.

(Slide.)

|"d like to briefly touch on clearing for
nonexchange markets, over-the-counter markets, other fornmns.
The first question that cones is, well, are there really an
exanpl es that the energy narkets can look to for clearing of
non- exchange markets? And | think you'll hear sone speakers
who have very good exanpl es.

But in the United States, the | argest marketpl ace
in ternms of transaction volunme is actually not an exchange.
The NASDAQ is a dealer nmarket. It may becone an exchange
very soon, pending approval by the Securities and Exchange
Commi ssion, but it is in fact not an exchange today. And

it's been cleared by the National Securities Cearing
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Corporation since the early 1970s.

The product for various European repurchase
agreenents on sovereign obligations and the swap cl ear
mar ket s are bot h exanpl es of over-the-counter, non-exchange
mar ket s that the London C earinghouse currently provides
central counterparty clearing services for. So there are
i ndeed a nunber of exanpl es.

Sonme key considerations with respect to clearing
a non-exchange market. The first is, is there a
st andardi zed product being traded in the marketpl ace today,
or can a so-called plain vanilla product be effectively
standardi zed? Futures exchanges by definition offer
standardi zed products, so that isn't typically an issue.

But mar ket pl aces may have different ideas about
what the specifics of even a plain vanilla contract for
el ectricity congestion between two points is, for exanple.
So ny definition and the counterparty's definition nay not
be identical in every respect.

In order to be cleared, it needs to be identical
in every respect. So we need to nodify our trading
conventions in a way that can be standardi zed, or the
cl eari nghouse has no point, has no ability to easily
liquidate, and has no ability to net the obligations.

Is there a critical mass of commopn counterparties

in the marketplace? So the nost common exanple of that is a
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deal er marketplace. So swaps clear, for exanple, is an
agreenent anong the dealers in swaps in the London

mar ket pl ace to have the inposition of a centra

counterparty. |If they're not a conmon set of dealers with a
sufficient critical mass, then the clearing organization is
not likely to be greatly beneficial to the marketpl ace.

Are the counterparties allowed to participate in
ri sk mutualization systems? So if you for exanple had a
mar ket pl ace -- conpletely hypothetical exanple -- if you had
a mar ket pl ace that had nothing but ERI SA participants in it,
| would say that that marketpl ace cannot have a clearing
organi zation. ERISA plans cannot nutualize risk. It's just
not all owed by the Departnent of Labor and the current
regulations. | don't know of any markets |i ke that, but
that's an inportant question to ask.

Is the financial condition of the counterparties
readily surveillable? The issues that we've had here in the
United States with respect to the transparency and the
adequacy of our accounting standards is a very inportant
issue with respect to the intervention of a clearing
or gani zat i on.

A clearing organization is only as good as its
know edge about the books and records, the financial
condition of its clearing nenbers. And if those parties

don't have readily surveillable books and records, it's
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going to be very difficult to envision that a clearing
organi zation can do its job. A clearing organization isn't
a panacea. |It's just sinply a manner of disciplining a

mar ket pl ace.

Is there a mutual |y acceptabl e source of prices
for all maturities of the products being traded? Again, as
| noted before, you cannot clear what you cannot price.
There needs to be sonme source of prices, even if it's a
survey by a third party, that covers all of the products
that are to be cleared, or you have a situation where
there's a subset of the product where there are agreeabl e,
easily agreed upon prices, and there's a subset of nore
deferred contracts which there is no set of easily agreed
upon prices, we cannot clear the deferred products. W only
clear the close to maturity products.

Can the risk of the product be adequately nodel ed
in the systens for determning collateral requirenents?
There are a nunber of very exotic over-the-counter
derivative contracts which are extrenely difficult to nodel

They are not |ikely candidates for a clearing process.
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| hope this has been insightful with respect to
sone of the features of clearing organizations and clearing
systens. | think in conclusion, clearing is one of several
nmet hods avail able to provide credit enhancenent to inportant
mar kets. Anong the additional benefits that a clearing
organi zation or central counterparty bring to a market are
t hose enunerated by Chairman Newsonme at the outset. The
ease of offset fromexisting positions, the added
transparency of the credit internediation process, the
netting of obligations with respect to the operational
efficiency and in nost places in the United States the
neutralization of risk anmong the participants in the
cl earing process and the incentive that that provides for
themto self-police each others behavior.

Credit evaluation in a cleared market is
ultimately no different than in any other nmarket. The
guestions are the same. W is ny counterparty? Even if
it's the clearing organization, you still have to understand
the creditworthiness of the clearing organization. Not al
exi sting clearing organi zati ons have exactly the sane
creditworthiness. So you need to nake decisions about who's
your counterparty, what financial resources does your
counterparty have, what's the liquidity of those financi al
resources. It can have massive net worth but if it isn't

liquid, the clearinghouse can't do its function.
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What's the inmpact of systemic risk on that
counterparty. What other things is that counterparty in the
busi ness of clearing, are there particular system c risks
related to those other things that it nmay be clearing.

So that's an overview of sone of the fundanmental s
of clearing. Again, |I'd be happy to answer any questions
t hat anybody asks.

CHAI RVAN WOOD: If I'd thought to bring an appl e,
I"d put it in front of your desk, teacher. \What are non-
system c risks? What woul d sone exanpl es be?

MR. DAVIDSON: A non-systemic risk, | would argue
for exanple a non-systemc risk is a risk that does not have
consequences outside of the parties that directly interface
with the party that doesn't neet its obligations. So a
classic exanple is if you have a small financi al
internediary that fails to neet its obligations, I'd think
you woul d safely say that that's a non-system c risk.

Mar ket risk, as a general rule, is a non-systenic
risk. Qur expectation is that nost market risks in a well-
desi gned cl earing system can be easily handl ed by the
cl earing organi zation with a conbination of its collatera
and mark to market policies. So any risk that doesn't go
outside of the particular marketpl ace or the particul ar
contracting parties is a non-system c ri sk.

System c risks are risk that have a danger of
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going into the financial systemas a whole or the
mar ket pl ace as a whol e.

CHAI RVAN WOOD:  And in your experience, you nade
a statenent at the front end, one of the benefits of having
the guarantee in the clearinghouse itself were that it
produced -- the systemc risk in these cleared markets and
|"mjust trying to get a sense for what's the magnitude of
system c versus, | nean how nmuch of the total risk does a
cleared market in those institutions kind of take off the
t abl e?

MR. DAVIDSON: | think you could ask that
guestion of a raft of econom sts and get reasonably
different answers. The systemc risk is fairly difficult to
predict and quite difficult to quantify. | think you can
answer that question with respect to what is the benefit of
netting in a marketplace and again it varies from
mar ket pl ace to mar ket pl ace but in a nunber of the financial
mar ket s, we have seen that netting reduces the bil ateral
obligations in the marketplace by on the order of 90 to 95
percent. That's a slightly different answer than how ruch
system c risk has been reduced, but that at |east
denonstrates one of the inportant benefits of the clearing
organi zation. |I'mnot really qualified to answer the
guestion how nmuch systemic risk is reduced. It's in |large

part a function of how well the clearing organization is



desi gned and how well it's regul at ed.

A clearing organization which is poorly designed,
poorly regul ated, operates w thout know edgeabl e staff,
could be argued to increase system c risk by concentrating
all of the eggs in a single basket. W don't have a | ot of
exanples of that I'mhappy to say, but that it isn't a
necessary characteristic of a clearing organization that it
reduces systemc risk, it is a happy byproduct of a well
organi zed, well operated, well regulated clearing
or gani zati on.

CHAI RVAN WOOD: I n determ ni ng when you
menti oned, back on page 11, is there a critical mass of
common counterparties. That's certainly the nessage | heard
a couple of days ago in Houston. |Is there a rule of thunb?
| think | nentioned there was a dozen or two dozen DCOCs
total. | nean is the energy industry the kind that |ends
itself to a couple of clearing organi zations or just one?
What do we see if folks here got nore standardi zed products
to trade, for exanple, and nmet sone of the other key
consi derations here in the exchange or non-exchange market,
what is the critical mass that's needed?

MR. DAVIDSON: Well, | think certainly the
characteristics of the energy market is that there's a
sufficient concentration of counterparties that you can have

cleared markets there. It is certainly an area that |
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believe is, certain parts of it, that is rich for the
opportunity of introducing clearing into the process.

In contrast, | would suggest to you for exanpl e,
that the distribution of nutual funds, where there are
literally thousands of distributors of nutual funds, m ght
not be as good a marketplace to introduce clearing to. Mich
different risks so you probably don't need it, but there's
sufficient concentration in the energy market in terns of
t he nunber of participants even during the, if you wll,
pre- Enron days in the energy markets when there were quite a
few nore participants to introduce clearing and achi eve t hat
critical mass, assum ng that you could convince the | argest
and nost active participants in the nmarketplace to
participate in clearing.

As to how many clearing organi zations there ought
to be, that's an argunent, as Chairman Newsonme will| testify,
that is subject some substantial anpbunt of di sagreenent
anong market participants in the futures markets which have
been cl eared markets for essentially their entire history.

It's ny personal belief that there are
substantial efficiencies in having a single, conmon clearing
organi zati on across the futures exchanges in the United
States. | believe those are not market integrity sorts of
i ssues but those are marketpl ace efficiency and ease of

financial burden on market participants, particularly
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i nternedi aries kind of benefits. But certainly the
exchanges and the existing clearing organizations in the
United States do not all hold that there would be virtue to
having a single conmon clearing organi zation as there is
with the securities options narkets.

Certainly, there is benefit historically you can
observe to multiple clearing organi zations, sonme of the
i nnovations in the securities market clearing world have
been introduced by very small clearing organizations, the
so-cal l ed continuous net settlenment systemor CNS that's the
central feature of the U S. securities, equity securities
cl earing was established by the Pacific Stock Exchange
Cl earing Corporation out in San Franci sco.

| ndeed nost of the fundanental procedures used in
U.S. futures clearing organizations were established in
roughly 1872 at the M nneapolis G ain Exchange which is not
by any neans today the |argest of the exchanges in the
futures markets, but ny personal viewis that fewer is
better, but | wouldn't represent that that is a universally
hel d view shall we say.

CHAI RVAN WOOD:  Why woul d a pl ayer, energy or
ot herwi se, not participate in the clearing organization?
What woul d be the business reasons that would go through
such a deci sion?

MR. DAVIDSON: There are a couple of things that



go into that decision. | think one of them would be, and
again thisis alittle bit dependent on the rules of how the
mar ket operates, but if you have a view that as a market
participant, your ability to nake counterparty credit
decisions is materially better than the rest of the
participants in the nmarketplace, you may very well say that,
well | can protect nmyself well enough, | can avoid
transacting with these parties that are likely to fail, |
can see early warning signs soon enough that | don't need
the protection afforded by a clearing organization, | don't
want to risk ny capital in the nmutualization of the risk
that the clearing organization has because | think | do it
better than the staff of the clearing organization can do
it, soreally I"'mjust, you know, sacrificing ny
sharehol ders' capital for the generic betternment of the
mar ket, not necessarily for the betternent of ny
shar ehol ders.

It could also be the case that if you're a
financial participant that believes that you can nmake a
better return transacting in a nmarket which tends to have
relatively wi de spreads, the interposition of the clearing
organi zati on which may serve to narrow those spreads, isn't
necessarily a market feature that you would particularly be
thrilled about. It nmeans that your opportunity for profit

is dimnished and therefore your return on participating in
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t hose markets is dimnished.

So those are anong | think the decisions that go
intoit. You may decide that you don't want to directly
participate in clearing, you want to participate through
sonme internedi ary because you want to afford yourself sone
protection. | would suspect that the recent history in the
energy markets in particular, but in a nunber of financial
mar kets and the i ssues we have with accounting procedures in
the U S., has dimnished the nunber of market participants
that are quite that self-confident. And so the extent that
there is a quality neans to i nprove the operation of the

mar ket pl ace and the transparency of the credit

internediation, | suspect there are a | arger nunber of
people willing to do that today than there were say three
years ago.

But again that's a personal opinion and a
specul ati ve opinion on ny part.

CHAI RVAN WOOD:  Bil I ?

COWMM SSI ONER MASSEY: Woul d you characterize
effective clearing as an essential foundation of a well
functioning commodity market?

MR. DAVIDSON: | think clearing is a choice that
a mar ket pl ace can nake. | would not say that every single
mar ket that doesn't have a clearing organization is by

definition not necessarily a well-functioning market.



| think that marketpl aces deci de what they need
in ternms of how to make sure that counterparty credit risk
i s adequat ely managed and efficiency and effectiveness are
gai ned, and certainly there are a very |arge nunber of
mar ket s for cash products where there's fairly anmount of
substantial differentiation between geographic regi ons and
things like that in the characteristic of the cash product
that clearing doesn't necessarily make sense, and yet those
mar ket pl aces operate very effectively.

| think clearing is a benefit to the marketpl ace
when properly structured and with the proper characteristics
can take on and that inproves the operation of the
mar ket pl ace if it's properly nmanaged and properly done, but
| don't think you can go so far as to say, well, the forward
mar ket for wheat in the United States at the various county
el evators isn't an essentially cleared market and therefore
i s sonehow i nadequate. | think that would be a bit of
stretch.

COWMM SSI ONER MASSEY: Did | hear you say that
effective clearing dimnishes price volatility or did | just
want to hear that?

(Laughter.)

MR. DAVIDSON: | don't think there's any evidence
to suggest that it dimnishes price volatility. Price

volatility, in ny opinion, happens as a function of the
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econoni cs of the marketplace and the econom cs of the

envi ronnment in question. What a clearing organization
that's well organized and well regulated does is it

m nim zes the adverse and unantici pated i npact of that price
volatility, but | certainly think you cannot see any
system c difference between price volatility in markets that
are cleared and price volatility in markets that are not
cleared, and | don't think you can show historical cases,
certainly we tal ked about Swaps C ear fromthe London

Cl eari nghouse. There hasn't been any reduction in the
interest rate volatility since Swaps C ear was set up.

So | think price volatility and clearing are
i ndependent of each other but properly put together a
cl earing organi zation can di m ni sh the adverse and
unanti ci pated consequences of price volatility.

M5. THORPE: And Comm ssioner, just to add a
little bit nore information fromour Commodity Futures
Moder ni zati on Act, respective to what John Davi dson was
saying, the OIC narkets are not required to clear their
transactions in designated clearing organi zations. They may
but they are not required to do so.

The reason why the statute requires that
transactions that take place in a regulated centralized
futures markets for every contract that is standardi zed and

is fungible is because those are the kinds of markets that
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permt retail participation. Retail custoners are not able
to make the credit assessnents that sophisticated
counterparties who participate in the OIC markets are
permtted to, so that's why the statute is saying that

cl earing must be provided for a regul ated futures exchange;
it is optional for the OTC narkets.

COWMM SSI ONER MASSEY: | had a question of
clarification. D d you say that the product being traded
must be exquisitely standardi zed or just sort of
st andar di zed?

MR. DAVI DSON: The product being traded that is
going to be subject to clearing needs to be exactly
standardi zed. That is to say there needs to be absolutely
no uncertainty as to what the product is and what the terns
and conditions of the product is. So there has to be a
decision as to, for exanple, what the specification of the
underline is.

There has to be a well-established neans of
nmeasuri ng those specifications and agreed upon, there has to
be an understandi ng about how the contract will operate in
the event of various contingencies, there has to be an
agreed on maturity framework and agreed on term nation
process, an agreed on process by which people either
exchange val ue or exchange the underlying product and where

t hey can exchange that underlying product at the maturity of
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t he contract.

There even has to be agreenent on sonet hi ng
| awyers love to disagree on in witing a contract which is
choice of law. It has to be under a particular
jurisdiction. There can't be di sagreenents about whet her
we're going to use New York law in this case or Texas | aw,
California law. All those things have to be agreed in
advance.

COWMM SSI ONER MASSEY:  Well | was thinking in
particul ar you nmentioned congestion, right? And | was
t hi nki ng about those and what the role of this agency would
be in defining the terns of a congestion right. Wo would
determ ne the particulars? Wuld that be the regulators or
woul d it be the exchange or a conbi nation?

MR. DAVI DSON: Congestion rights actually m ght
be an exanple of sonething that doesn't imediately |end
itself to clearing and that there can be changes over tine
into which particular parts of the grid have congestion and
whi ch don't, and you' d have to have agreenent in advance
that particular point A and particular point B are the two
points that we're going to trade the congestion rights
anong. It's not going to be C sonmewhere in the mddle or D
somewher e beyond. And you' d have to have agreenent on how
much power was going to be noved frompoint Ato point B

over what period of time and how you're going to neasure
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t hat power and how you're going to make sure performance
occurs.

In the over-the-counter nmarketplace, those are
agreed anong the contracting parties. |If there is the
imposition of a clearing organization in an over-the-counter
mar ket pl ace, then the clearing organi zati on standardi zes
those agreenents. |If it's a regul ated marketpl ace, then
there is sonme requirenent for oversight in that process by
the regul ator but the exact context of that oversight has
changed quite a bit with the passage of the Commodity
Fut ures Modernization Act in that there used to be very
specific review of each and every single termof the
contract, and now there's a conparison of the terns of that
contract to sone, if you will, general principles about how
a mar ket pl ace ought to act, and if it is consistent with
t hose general principles, then there's a presunption that it
is okay for those exchanges to trade that product and for
t he cl eari nghouse to clear that product. And for sone
reason it violates one or nore of those principles and of
course the contract can't be approved.

| woul d suggest that's the best nodel for
oversi ght of those sorts of things. The parties in a
cl earing organi zati on are capabl e of standardi zing the
obl i gations and agreeing on what it is that will be traded.

The question is what sort of unintended consequences may



fall out of the way the clearinghouse operates, not
necessarily the specific construction of the contracts. The
cl eari nghouse will be successful or not successful in
clearing particular transactions on the basis of how well it
defines those products. |If it gets point A and point B
right, well then it'll have quite a bit of congestion rights
to trade conceivably, and if it gets point A and point B
wrong, there isn't any congestion observed out there, and
there's no need to transact in that particular contract, no
need to clear revenue available to the cl earinghouse for
interposing itself.

CHAI RVAN NEWSOVE: Before | ask ny fell ow
Comm ssioners if they have any questions, | just wanted to
say to our friends at FERC, when you invite John Davidson to
a panel, you get your noney's worth.

(Laughter.)

MR. DAVI DSON: Thank you very much

CHAI RVAN NEWSOVE: John, | very much appreciate
your willingness to take tinme away from Morgan Stanley to
conme here today and share your thoughts with us. John is
the kind of market participant that every tinme we gather, we
would i ke to have himthere to share his thoughts with us,
but we try to remain cognizant of the fact that he doesn't
work for us, he works for sonebody el se, but we do very much

appreci ate your being here.
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Comm ssi oner Lukken, any questions?

COWM SSI ONER LUKKEN: | just had one question for
John. | have to be careful in using this termsince I'm
sitting next to a professor of economcs, but it seens to ne
the clearing process has sort of a classical noral hazard
where, especially in the energy field where entities of
| esser credit may want to rush in. And of course today
we're trying to not only get those conpanies, but also
potentially conpanies with better credit ratings to cone
into the systemas well. You tal ked about the nutualization
of risk.

For sonmebody of lesser credit, it's a good deal
to come into that system because they're passing off that
risk to other fol ks, but sonebody with a higher credit
rating they may actually lose in that transaction. They may
be taking on nore risk in a nutualized systemthan they're
getting in return.

So ny question to you is are there other benefits
you haven't tal ked about today of joining a clearing
organi zation? |s there a sharing of profits for these
organi zations? | know readi ng sone of the profit statenents
of the exchanges, it's sort of a cash cow for them and so
are there ways for people who are | ooking at the bottomine
here today, they m ght be encouraged to cone in, even though

this mght not be the best systemfor themif they're
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| ooking to alleviate their risks?

MR. DAVIDSON: Ckay. | probably need to disclose
that Morgan Stanley was the | ead underwiter for the | PO of
t he Chicago Mercantil e Exchange, so again |'mgoing to
express ny personal opinion but we don't exactly have a
fully objective view potentially.

There indeed is noral hazard as a potential in
clearing. | think that's one of the primary argunents for
havi ng sone sort of regulatory oversight of the clearing
process to nake sure that that noral hazard is appropriately
mtigated and is dealt with. | think that the existing
clearing structures do not inpose unnecessary noral hazard
on the marketplace. To the extent that participation is
vol untary, you can, even in nmarkets where clearing is
mandat ed, al ways deal through an internediary to access that
mar ket pl ace. You mitigate sone of the system c danger of
that noral hazard. But fundanentally it's up to the design
of the clearing organization to nake sure that noral hazard
is mnimzed.

The ot her benefits we did touch upon include the
efficiency of the, if you will, post-execution operation of
the marketplace. That is to say we tal ked about the benefit
of netting, we tal ked about the benefit of having very
ri gorous procedures and in alnost all cases electronic

procedures for registering contacts and acknow edgi ng t he



obl i gati ons anong the different counterparties.
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One of the things that consunmes the | argest
nunber of resources in our case with respect to dealing with
over-the-counter markets, is just chasing down confirmations
of transactions and meki ng sure that they have all been
execut ed and maki ng sure that our version of the contract is
identical to the counterparty's version of the contract, and
making sure if there hasn't been an internedi ate paynent
for, you know, 12 or 18 nonths, that when it comes tine for
that reset or when it conmes tine for the maturity of that
contract, the counterparty really renenbers the contract
with the same terns that we have.

So those are sort of efficiency and effectiveness
benefits. And depending on the volune of transactions going
t hrough the nmarketpl ace, those are benefits that even the
nost creditworthy counterparty is going to derive froma
cl earing environment.

Now obvi ously you can have systens short of
clearing that do a nunber of those steps, and indeed there
are providers of services, even clearinghouse-rel ated
provi ders of services, that don't go all the way to clearing
but performa nunber of the steps short of clearing that
increase the efficiency. So it's not like it is conpletely
an either/or choice.

Wth respect to the profitability of clearing and

the distribution of those profits, that is really a question
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of how the cl earing organi zation and the market participants
choose to organi ze thensel ves.

Many cl eari ng organi zati ons begi n as mnut ual
organi zations; that is to say, they -- and nonprofit mnutual
organi zations. They are organi zations that are owned by
their clearing nenbers, by the participants in the
mar ket pl ace, and they essentially try to have revenue and
expense sufficiently equal so that absent investnent in
| ong-terminprovenents in the system there is no excess
profit, if you will to distribute.

But other clearing organizations are privately
hel d, and peopl e choose to participate in them
notw t hstanding the fact that there is not an identical
i nterest anong the sharehol ders of the clearing organization
and the participants in the clearing process.

One doesn't necessarily work any better or |ess
well than the other, and | don't think you can say that
noral hazard is avoided by one to the extent that it isn't
avoi ded by the other. But certainly, noral hazard and one
of the key issues of extending that clearinghouse guarantee
beyond the direct participants in the clearing process is
the issue of noral hazard, all right?

If I can gain those benefits but | don't have to
observe the discipline that the clearing nenber has to

observe, and | don't have to have ny capital on the line,
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that certainly would be a case of noral hazard, and, from ny
particul ar view, not a good thing.

CHAI RVAN NEWSOVE:  Commi ssi oner Brown- Hruska, any
guesti ons.

COWM SSI ONER BROWN- HRUSKA:  Thank you, Chairman
Newsome, for your questions, and also it's good to see ny
fell ow comm ssioners here and finally get to neet you.

The key point that | kind of kept ringing in ny
head during your presentation, John, was this issue of
standardi zation. It seens to ne that over-the-counter
mar kets, that's the point, they're not very well
standardi zed, and we don't want to, by choosing a clearing
nodel , necessarily force markets that are not conducive to
standardi zati on, to accept that nodel.

But in thinking about the clearing nodels and
many of themthat | have seen, they are very -- there are
different versions, different types that allow for different
degrees of standardi zation. There are, for exanple, when we
see in futures markets, we see discount factors that we can
build into contracts, or factors that allow us to adjust the
prices to account for differences in contract terns, for exanple.

e.

So | can see nodels in which over-the-counter
mar ket s can be cleared without rigid standardi zati on ki nds
of features. | think it's certainty of contract terns,

agreenent anong the counterparties that's very nuch --
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that's very inportant, and that we not confuse that with
st andar di zat i on.

Sonmewher e enbedded is a question. That is, do
you think that standardization, for exanple if we have -- in
a sense that if you view a clearing sort of exchange
cl earing nodel as a nost standard type of sort of nodel, and
then you could go to the other type of nodel which allows --

which integrates a sort of transparency of counterparties
where, for exanple, you can see, for exanple

I ntercontinental Exchange has the | evels of counterparty
sort of based on their credit quality and where you can

i dentify.

So you can kind of choose the |evel of
counterparty risk that you are willing to accept. So there
are sonme |levels of the clearing nodel that we're talking
about, the exchange nodel, which really tries to elimnate
counterparty ri sk.

On the other extreme, there's the possibility of
assessing counterparty risk and taking some of that on,
knowi ng that that will |ower your cost of mitigating
counterparty ri sk.

Do you see sort of a continuum of possibility of
different types of clearing nodels that could adapt well to
t he over-the-counter markets, the |ikes of which we're

tal ki ng about here?
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MR. DAVIDSON: That's a very conpl ex questi on,
actually. It is certainly the case that even the exchanges
who are best known for highly standardi zed products are
nmoving in the direction of |ess standardi zed products, and
still having those products be cl eared.

So, in the securities world, the nost common
cases are the so-called LEAPs contracts, the |ong-duration
options contracts where there's a certain anount of
custom zation avail abl e, and a nunber of the futures
exchanges have simlar innovations.

| would argue that in the world of over-the-
counter derivative products, there are a fair size subset
that are essentially standardized or plain vanilla. The
plain vanilla interest rate swap market for nost of the
| arge provides of sovereign debt in the world is a pretty
standardi zed market, notw thstanding the fact that it's not
universally cleared yet.

On the other hand, there are certainly sonme very
conplex interest rate derivative products that would not
| end thensel ves to cl earing.

| agree with you that the certainty of
contracting ternms is the nost inportant characteristic of
the ability to inpose clearing or interpose, perhaps is the
nore polite word, clearing in any market pl ace. There is,

however, a risk associated with sinply having clarified



terms of trade. Again, it's nore a function of how you have
designed the clearing organization, than it is inherent.

Those products that are highly standardi zed are
typically -- it's easiest to understand how they are going
to be particularly liquid. And that nmeans that the clearing
organi zation has the ability to liquidate a defaul ted
menber's obligations in a short period of time with a high
certainty as to what price is going to be obtained.

Those products which are | ess standardi zed, but
which there is still contractual certainty as to what the
particulars being transacted are, are less likely to be
exceptionally liquid, and consequently, there is nore risk
in price novenent associated with the clearing
organi zation's liquidation of those contracts in the event
of a failure of a clearing nenber.

That's not an inherent problem as long as the
cl earing organi zation recognizes it up front, and sets
collateral valuation, collateral haircuts, mark-to-market
policies, and finds agreed-upon prices that actually reflect
t he probable |iquidation points.

But there is a greater anopunt of uncertainty with
respect to their ability to do that than there is with a
hi ghl y- st andar di zed, activel y-traded product.

Can | conceive of a product which is not

particul arly standardi zed, but there is certainty in terns
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of trade, that is, notwi thstanding all of those things,

still easily liquid in the clearing organization going to be
able to close out in a stressful market condition? Yeah, |
can conceive of that, so | don't think it's an inherent
[imtation, but I think on has to be very, very careful in
the design of a clearing organization for |ess standardized
products, and how the operation of what that guarantee is,
and what the default procedures and default resources are.

And so you may want to, for exanple, nake
participation in the risk nmutualization for those products
different than participation in the risk nutualization for
t he nore standardi zed products.

People may be less willing to put their capital
at risk to the expertise of a clearing organization in those
situations than for nore standardi ze products. | hope
that's responsive.

COWM SSI ONER BROWN- HRUSKA:  Yes, thank you.

M5. THORPE: Thank you very much

| was going to refer to you as Dr. Davidson after
your excellent presentation, but | gather now you nust feel
i ke a doctoral candi date defending your dissertation, after
t he questi oni ng.

(Laughter.)

MR. DAVIDSON: Both ny parents are Ph.D.s, but

that is not a distinction | can claim |'m afraid.
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M5. THORPE: Ckay, well, we are now left with
hal f an hour, unfortunately, to get through tw nore
presenters. Ananda Radhakrishnan is a Special Counsel in
the Division of Clearing and Internediary Oversight at the
CFTC. He joined us recently fromthe CME C eari nghouse
Division and he will talk about the CFTC s oversight of
cl eari nghouses. Thank you.

Ananda.

MR. RADHAKRI SHNAN: Thank you, Jane.

Chai rman Wod, Chairman Newsone, Conm ssSioners,
| adi es and gentlenmen, what I'd like to do this norning is to
provi de you with a broad overview of how the CFTC regul ates
derivatives clearing organi zations or clearinghouses. And |
do have a slide show here.

(Slide.)

MR. RADHAKRI SHNAN:  As Chai rman and Newsone and
Jane alluded to in the opening remarks, the CFTC now has
direct authority to regulate derivatives clearing
organi zations and this was a result of the passage of the
Commodi ti es Futures Moderni zati on Act of 2000.

The cl eari nghouses that have to register with the
CFTC are those that seek to provide clearing services with
respect to futures contracts and options on such futures
contracts and options on such futures contracts. And they

have to register before they can begin to provide clearing
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services to those markets.

This is a newrequirenent, and it is inposed by
Section 5(b)(a) of the Conmodities Exchange Act. DCOs that
are not required to register may neverthel ess voluntarily
register with the CFTC

There are certain exceptions to the registration
requi renent. Specifically, if a clearing house was
grandfathered into DCO status at the tinme of the passage of
the Commodities Futures Mderni zation Act of 2000, then they
are not required to specifically register; they are deened
to be registered, and there are eight DCOs which were
gr andf at hered i nto DCO st at us.

Secondly, if the futures contract or options
contract that the clearinghouse seeks to clear is either
excluded fromthe Commodities Exchange Act or is exenpted by
the provisions of the Act, then the DCO that seeks to clear
those sorts of contracts are not required to register as
DCCs. They may do so, but they are not required to
regi ster.

And then, finally, if the futures contract or
option contract that the clearinghouse seeks to clear is a
securities futures product or single stock futures product,
and the clearinghouse is a clearing agency that is
registered with the Securities Exchange Conm ssion under the

Securities Exchange Act, then it is not required to register
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as a DCOw th the CFTC

Let's go to the next slide.

(Slide.)

MR. RADHAKRI SHNAN: As Jane Thorpe and Chairnman
Newsone al luded to, to obtain registration and to naintain
registration as DCOs, they are obliged to conply with 13
core principles that were laid dowmn by the CFMA and are part
of the Commodities Exchange Act. |1'mgoing to quickly run
t hrough the basic el enents of these core requirenents:

First of all, they must have adequate financial,
operational, and manageri al resources.

They must have appropriate standards for
partici pant and product eligibility.

They must have adequate and appropriate risk
managenent capabilities. They nust be able to conplete
noney settlenments on a tinely basis.

They must have standards and procedures to
protect nmenber and participant funds, and they nmust have
efficient and fair default rules and procedures.

They must have adequate rul e enforcenent and
di spute resol uti on procedures.

They must have adequate systens saf eguards,
energency procedures, and a plan for disaster recovery.

They have the obligation to provide necessary

reports to allow the CFTC to oversee their activities.



They must nmaintain all business records for five
years in a formthat is acceptable to the CFTC

They must publicize their rules and operating
pr ocedur es.

They must participate in appropriate and
appl i cabl e donmestic and international information sharing
arrangenents.

And they nmust avoid any action that is deened to
be an unreasonable restraint of trade, or that m ght inpose
an anticonpetitive burden on trading.

The CFTC has the responsibility to oversee DCOs
to ensure continued conpliance with these principles, and
also with the relevant provisions of the Commodity Exchange
Act and the regul ations of the Comm ssion.

And as part of the CFTC s efforts to provide
gui dance to DCOs, to ensure conpliance with Conmm ssion
regul ations, in Novenber of |ast year, the Division of
Clearing and Internediary Oversight issued an advisory
concerning the efforts of DCOs to publicize the benefits of
clearing, in general, and through specific benefits, in
particul ar.

The advi sory pointed out that any marketing or
simlar statenments that materially m srepresents the credit
enhancenment that is provided in connection with the clearing

of a transaction or by a DCO including the nature of the
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cl earing guarantee provided, or the financial resources that
support that guarantee, could raise issues under CFTC
regul ati ons.

The advi sory further pointed out that any
statenent that asserts that any DCO or any clearing service
provi ded by the DCO has in any way been sponsored, endorsed,
or otherw se recomended by the CFTC, nay al so raise issues
under CFTC regul ations. Next slide.

(Slide.)

MR. RADHAKRI SHNAN: Who can clear? First of all
|"d like to talk to you about the organi zational structure
of clearing houses. A clearinghouse can either be an
operating division of an exchange, and there are sone
exanples of that; it could be a subsidiary of an exchange,
or it could be an independent entity that provides clearing
services for a particular market.

There are currently 13 DCOs registered with the
CFTC, and these are, in al phabetical order, the Board of
Trade C earing Corporation; Brokertech O earing Conpany; CME
Cl eari nghouse; the EnergyCd ear Corporation; the Guarantee
Clearing Corporation; the Intermarket C earing Corporation;
the Kansas City Board of Trade C earing Corporation; the
London C eari nghouse; the M nneapolis G ain Exchange
Cl eari nghouse; the New York C earing Corporation; NYMEX

Cl eari nghouse; the Exchange C earing Corporation; and the
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Options O earing Corporation.

And you will be hearing from sone of these DCOs
in the next panel. And that concludes ny remarks. Thank
you.

COWM SSI ONER BROANELL: Wio is exenpt? You talk
about exenptions, and | think you m ght have even said that
there are six categories of exenptions? |'mnot sure if |
heard you say that.

MR. RADHAKRI SHNAN: From regi stration?

COW SSI ONER BROMNELL:  Yes.

MR. RADHAKRI SHNAN: Ckay. First of all, they
wer e grandfathered. They do not have to register; they are
deened to be registered.

Secondly, if the contract that they are seeking
to clear is either excluded fromthe Act or exenpted by the
provi sions of the Act and all they are doing is clearing
those contracts, then they're not required to register.

COW SSI ONER BROWNELL: What kind of contracts
woul d those be? Could you just be a little nore specific?

MR. RADHAKRI SHNAN: | believe, if | am not
m st aken, contracts that have an infinite supply, if |I'mnot
m st aken, or sone of the energy contracts, if |I'm not
m st aken.

There is a whole list of contracts that is

mentioned in the Act, but these are two exanples. |If they
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seek to clear those contracts, then they are not required to
regi ster.

And then, finally, if all they are clearing is
securities futures products, and they al so happen to be
registered with the SEC, then they don't have to register
wi th us.

M5. THORPE: Ckay, then why don't we go next to
M ke Gorham who is the Director of the Division of Market
Oversight. M ke?

MR. GORHAM  Good norning, M. Chairmn, esteened
Comm ssioners. M job at the CFTC is to oversee the group
that has maj or oversight over the exchanges in the U S W
actual ly have, at last count, 11 exchanges that we oversee,
and sonmething |ike 288 different products.

And that 288 actually does not include the new
wave of the newest innovation in futures, which is futures
contracts on single stocks. There are probably about a
hundred of those, at |east, that have now cone into our
bailiw ck, as well.

In terns of market oversight, we have three basic
functions that we carry out at the Comm ssion.

(Slide.)

MR. GORHAM The first, as you can see on this
slide, is a group of econom sts and | awyers that we call the

Mar ket and Product Review Section. These are really the
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gat ekeepers in terns of market oversight.

New exchanges that conme in have to have their
rul es approved by this group. New Exchanges bringi ng new
products or existing exchanges bringing new products or
exi sting exchanges nodifying their old products, have to get
through this gate comng in.

It's nmuch easier than it used to be under the new
Commodi ties Futures Modernization Act, and in many cases the
exchanges can sinply self-certify that their products are in
conpliance with the relevant core principles, wthout having
to come in with huge docunentation at the tine.

This group, this gatekeeper group, really asks
two questions of the exchanges: First, is the market
properly designed? 1In other words, are the rules in place
to comply with the -- have the market conply with our core
principles? Secondly, are the products properly designed,

the sane thing, in conpliance with core principles?



The other two functions you see on the chart,
mar ket supply and market surveillance. This is ongoing
oversight that we do on markets that have al ready gotten
t hrough t he gate.

The question that's asked by our market
conpliance group is, are the exchanges enforcing their
rules? The question that's asked by the market surveill ance
group is, are there signs of an inpending mani pul ati on or
congestion? And in just a second I'll get into the
di fference between those two.

So et me go through each one of these very
qui ckly. The question of whether the nmarket is properly
designed. The issue there is, have the exchanges adopted
rules in order to ensure that the core principles are net?

There are nore core principles than I have on
this slide. | just wanted to sort of get this to a
reasonabl e nunber. But there are things |like do they have
regul ations to protect market participants? That's one of
our maj or concerns, to protect market participants from
fraud and ot her kinds of abuse.

Wth respect to the trading systemitself, is the
trading systemfair and equitable? 1In other words, are
there systenms in place that ensure that everybody has access
to the best and fair price? For exanple, in electronic

tradi ng systens, the typical protocol is to give price and
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time priority to traders that cone in. |f an exchange has
any other algorithm besides that, they have to conme in and
explain how that -- why that still is a fair algorithm

The core principles require that the exchanges
must on a daily basis dissem nate market information. |It's
a pretty mld requirenent actually, because it really sinply
says that you have to produce end-of-day information on
vol une, on open interest, on prices. 1In fact, all of the
traditional exchanges go far beyond that. They essentially
produce real time information as they go through the day.

And then there's a set of adm nistrative issues
that we | ook at when we | ook at the design of the
mar ket pl ace. |Is there financial integrity in the
transactions? And this really speaks to a |ot of the
clearing stuff that you'll be dealing with today: M ninmm
financi al standards, proper margining systens, et cetera.

Are there effective conpliance and disciplinary
prograns? In other words, are the exchanges able to find
peopl e who are violating the rules, and are they able to
di scipline themin an adequate way?

Governance. Has the exchange set up a board of
directors in a way that has appropriate fitness standards so
that you don't have soneone sitting on the board who has a
record of serious violations? 1Is there a systemin place to

prevent conflict of interest when boards or commttees are
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maki ng deci si ons?

And finally, is there adequate recordkeepi ng at
t he exchange so that the exchange itself or the comm ssion
can go back and audit and | ook at a good audit trail to
figure out what was goi ng on?

When we nove to products, we have general
oversi ght over the products, fromthe point of view of
ensuring that these contracts that are traded serve the
basi ¢ econom ¢ functions of managi ng and assum ng price risk
and creating price discovery.

But when you | ook at the core principles, it's
interesting that there are really only two core principles
that speak to our overview of these contracts, not that you
care that it's Core Principle 3 and 5, but Core Principle 3
essentially says contracts cannot be readily susceptible to
mani pul ation. Core Principle 5 says that the exchange nust
use position limts or position accountability in order to
reduce the potential threat of manipul ation.

So both of those core principles speak to
mani pul ation. So that tells you sonethi ng about how
i mportant the issue of manipulation was to Congress in this
i ssue.

Turning to conpliance, how the exchanges are
enforcing their rules, there are two basic prograns that we

have in our conpliance section. The first one is what we
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call rule enforcenment reviews. These are just done on a
routine basis. W go into the exchanges, into our 11
exchanges, oftentines several tines a year, for various --
to audit themor review themto nake sure that the exchange
is enforcing its rules. For exanple, do they have narket
surveillance systens in place and are they utilizing them
properly so that they can detect and deter rmanipul ati on?

Are the governance rules being conplied with? Do
t hey have representative governance? Do they have
sufficient conflict of interest protocols?

Wth respect to trade practice investigations, we
actually go a bit farther. The exchanges on a routine basis
give us all the data fromtheir trading days, all of the
transactions data. W |look at that data to ensure that
there are not violations of our regulations and of the
exchange rul es. For exanple, a broker cannot trade ahead of
its custoner.

|f a broker has a big order, it mght be
attractive for themto take a small position thenselves in
the sane direction before they execute the custoner order
t hat woul d cause the price to nove up or down, that's a
vi ol ati on of our regul ations and exchange rules. And by
| ooking at the data itself, you can | ook for cases of that
occurring. The exchanges do this, but we also do this as

wel | .
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Turning finally to manipulation -- sorry, to
mar ket surveillance, which is al nost synonynous with
mani pul ati on. The goal of the surveillance group is
essentially to detect and deter mani pul ati on and nar ket
congestion. And let ne just clarify the difference between
t hose two.

Mar ket mani pul ation is a case where you have one
or nore large traders, generally on the |ong side of the
mar ket, holding a position that's larger than the short side
can find deliverable supply to honor the commtnents. The
di fference between that and congestion is, congestion is
sort of an unintentional manipul ation.

You could have a case where there are a nunber of
traders on the long side of the nmarket, each with their own
| egiti mate and i ndependent reasons for standing for
delivery, but the anmpbunt of supply available to honor those
positions is not adequate. | nean, probably one of the best
exanples of this in the traditional nmarkets are pork
bellies. Pork belly supplies can drop to very small |evels
at various tinmes, and you' ve got to be very careful to make
sure that there are not nore positions on the |Iong side of
the market than can really be satisfied.

Ei t her one of these, market mani pul ati on or
congestion, create what we call an artificial price. In

ot her words, it noves the price away from what the actua
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mar ket would be. And in those cases, there are a | ot of
peopl e that are danmaged in the process.

So our own chai rman has often pointed -- has
urged me to make sure that we do the best possible job we
can in ternms of market surveillance, because it's so
i nportant to our role.

Finally, with respect to market surveillance, how
do we do it? Well, I'll just give you a couple of quick
details. W basically have a market nonitoring process, and
then we have a process for dealing with the problens that do
ari se. Under market nonitoring, we have ongoi ng narket
intelligence gathering. W have a nunber of -- | think we
have 47 econom sts and ot hers and support people who are
wor ki ng on this who are constantly talking to people in the
mar ket pl ace, review ng market publications, et cetera, to
have a good grasp of what's going on in the market.

Then with that background, they use three basic
tools. The first one is actually the envy to regul ators
wor |l dwi de, and that is our large trader reporting system
Large traders who have positions above a certain target
| evel have to report on a daily basis what the size of their
positions are. So we're able to | ook at these positions,
and we're especially concerned as you nove into the delivery
period. W know when we | ook at these traders, are they

able to take delivery or to make delivery. Wat have these
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particular entities done in the past. There are a |ot of
t hings that we know about them

The size of the positions may be troubling or may
not be, dependi ng upon what the deliverable supply is at the
time. The deliverable supply in any comodity is influenced
by weat her and a nunber of other seasonal and cycli cal
factors. So you could have a situation where you had a
nunber of traders with very large positions, but it's really
not a concern because the deliverable supply is quite |arge.
In other cases, it's just the opposite. You may have serous
concerns.

So we look at that relationship and at the sane
time we | ook very closely at the price of the expiring
futures, and we conpare that price to other relevant prices,
prices of the other nonths of that same contract, and to
vari ous cash prices. So if we see a potential problemwth
respect to deliverable supply in the positions, and at the
sanme tinme, we see that price noving out of line fromits
traditional relationships, that tells us that we have a
probl em

So what do we do? Well, there are set of things,
a set of actions that we or the exchanges can take. And
|"ve actually been speaking as if we're doing all this
oursel ves. The exchanges are sel f-regul atory organi zati ons,

and they' re doing the exact thing. And in fact, when it
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conmes to dealing with problens, it's often the exchanges
that are taking these actions.

(Slide.)

The first thing that we do, it's called jawboning
on the slide. That may or nmay not be a popular term but
essentially what it means is informal discussions and oral
war ni ngs.

If that fails, the next step for us is actually
sending a warning letter -- | should say the jawboning
generally deals with alnost all the problens that energe.
| f you have to go to a warning letter, and it's not very
often that we do that, then essentially what we're doing is
instructing the trader that they need to get out of the
mar ket .

We explain the situation. W say they have to
get out of the market, and if in fact a manipulation is
deened to have occurred, they could be inplicated in this.
Al nost al ways, that does the job.

Finally, there's energency action that can be
taken either by the exchange or by the Conm ssion. W can
do things like increase margins. |In fact, there was a case
just two years ago when pall adi um margi ns were increased by
t he exchange to over 100 percent of the cash value of the
comuodity.

We or the exchange can change delivery ternmns.



There was a case in coffee a few years ago where we extended
the delivery period because there was a problemin getting
all the deliveries done.

We can have forced |liquidation. W can
essentially tell everyone to reduce their positions down to
| oner levels. We can have trading for liquidation only,
whi ch neans no one can put on new positions. Any trade
anybody engages in is only for the liquidation of an
exi sting contract.

And finally, either the exchange or we can cl ose
trading, and |"'mnot sure if this is the case, but | think
t hat John probably was head of the clearinghouse back in
1985 or so when the Mexican governnment put on capital
controls that essentially prevented funds fl owi ng across
borders for anything other than nmerchandi se trade. And what
that meant is that anybody hol ding a Mexi can peso position
coul d neither take nor nake delivery, and the exchange
essentially had to cease trading. |Is that true, John?

(M. Davidson nods in the affirmative.)

MR GORHAM And | told Jane that | could do this
in 12 mnutes if necessary. OCh, the bottomline. Sorry.
Just to summari ze.

(Laughter.)

MR. GORHAM  What nmarket oversight at CFTC is

about is basically making sure that we have properly
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desi gned markets, properly designed products, that we nmake
sure that the exchanges enforce their rules, and essentially
that we do everything we can to stop any potenti al
mani pul ation in its tracks.

Thank you.

M5. THORPE: | would like to el aborate on
sonmet hing M ke has been tal king about and relate it back to
sonmething that | said during my opening remarks.

The entire construct that M ke Gor ham was
speaki ng about is one that applies to a regul ated futures
exchange. And there is a price to being a regulated futures
exchange. Congress determ ned that regul ated futures
exchange serve a national econom c purpose. They are
important for price discovery. They are inportant because
retail participants can participate on those markets.

The CFMA basically nade a decision that,
depending on the nature of the participant and the nature of
t he product, the product being that it is a deep liquid
mar ket, not readily susceptible to mani pulation, that you
coul d have markets that are participated in by sophisticated
counterparties that do not need the construct that M ke was
tal ki ng about.

And one of the markets that will be speaking this
afternoon is the InterContinental Commodity Exchange. So

all of the rules and regul ati ons and the oversight the CFTC
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applies to the Chicago Mercantil e Exchange, to the Chicago
Board of Trade, for exanple, is one that Congress has
determ ned need not apply to a marketplace that is
participated in by sophisticated counterparti es.

CHAI RVAN NEWSOVE: (Ckay. Thank you, Jane. M ke,
Ananda, | thank you very nmuch. Pat had to step out for a
few nonents, so do conmi ssioners of either agency have
guestions of any of the panelists?

COWM SSI ONER MASSEY: | have a coupl e of
guestions. On your slide, the house slide dealing with
probl ens, jawboning, warning |letters, enmergency action, how
transparent or public are your processes? For exanple, if
you send a warning letter, is that in the public domain or
is that done privately?

MR GORHAM I'Il tell you what | believe and
then 1'mgoing to | ook at ny surveillance deputy director
who is sitting behind ne. The jawboning absolutely is not
public. The warning letters |I don't believe are public
ei t her.

VO CE: No, they're not public.

MR. GORHAM They are not public.

COWM SSI ONER MASSEY: The energency action is
definitely public?

MR GORHAM It's hard to miss.

(Laughter.)
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COWM SSI ONER MASSEY: Yes. I'mreally quick in
that respect. | pick up on this.

(Laughter.)

COWM SSI ONER MASSEY: Now when you say one of the
i ssues is whether there are any limtations on the
deliverable supply in the market, are you saying in the
actual physical narket?

MR GORHAM  Correct.

COWM SSI ONER MASSEY: So you, in |ooking at
whet her the derivative market is functioning well, you would
| ook at whet her the physical market is functioning well too?

MR GORHAM It's really a conbination. 1'1l
give you a quick exanple that we've just dealt with
recently. There's been a cattle contract for probably 30
years traded at the Chicago Mercantil e Exchange. That
contract specified a particular weight of cattle. Over
time, the weight of cattle going to narket have been getting
heavi er and heavier. The contract was not changed quickly
enough to reflect those increases in weight, and so what
that really neant is that when it came tine to satisfy the
terms of delivery and the shorts would | ook around -- they
woul d | ook at their own cattle in their own feed yards to
try and nake delivery -- a snmaller and smaller proportion
woul d be fit for delivery because nost of themwere too

heavy.
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That's a case where you started to get a
shrinking deliverable supply because of a bad design of a
contract. So it doesn't necessarily nmean that there were
fewer cattle in the market. It just neant that there was a
m smat ch between the contract ternms and the commercially
avai |l abl e supply.

Because of that, the exchange did what we believe
was exactly the right thing. They reduced the specul ative
position imt in sort of a quick fashion, and then cane
back | ater and changed the contract so it was much nore
reflective of what was actually traded in the market.

COW SSI ONER BROMNELL:  You tal ked about the
exchanges being self-policing. So are the majority of
problens that are identified, identified by the exchanges
t hensel ves?

MR. GORHAM  Absol utely.

COWM SSI ONER BROANELL: Okay. And so your audits
-- they know you're comng, so they tend to audit thensel ves
before you get there?

MR. GORHAM They do that. And we al so work very
cooperatively with them so if they perceive a problemthat
they're dealing with, we're on the phone continually
regarding this problem So the exchanges don't keep
anyt hing from us.

M5. THORPE: The requirenent is not at a point in
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time requirenent. It is an ongoing, continuous requirenment
t hat our exchanges have to be in conpliance with our rules
and regul ati ons.

CHAI RVAN NEWSOVE: Commi ssi oners, any questions
or conmments you'd |like to make?

(No response.)

CHAI RVAN NEWSOVE:  Ckay.

MR. HEDERMAN: | have one questi on.

CHAI RVAN NEWSOVE: | 'msorry, Bill.

MR. HEDERMAN: If a solution provider represents
that it is a clearing nmenber or represents it has sone ot her
guarantees, what is the best way for a potential custonmer to
verify what he's hearing?

MR. DAVIDSON: Well, all of the clearing
organi zations, at least I'lIl say all that |I'm aware of,
publish largely on the Internet the list of their clearing
menbers. So that's a relatively straightforward process to
go and validate that they're a clearing nmenber.

| think fundanentally that a customer or an end
user needs to satisfy itself with the financial condition of
soneone it's choosing as an internediary, and if it can't,
it ought to go sonmewhere else. So |ooking at reports from
credit rating agencies is one thing that m ght be done.
Requiring a copy of audited financial statements is

sonmet hing that m ght be done. Asking for specific financial
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information. Al of those things are very inportant in
choosi ng anong i nternedi ari es.

And certainly if you find soneone that's
m srepresenting those things, then as a regulated entity,
you ought to let that be known to the regul ator of that
entity. And if it's not a regulated entity, you probably
ought to be let it known to other participants in the
mar ket pl ace that that entity did that thing.

M5. THORPE: And indeed, it was for the very
i ssue that you raise that the CFTC i ssued the advisory that
Ananda referred to during his presentation, which basically
was the first tinme that this agency had ever issued any
gui del i nes regardi ng advertising or marketing by clearing
organi zations. W have never had the situation because of
what | had said before, the one-to-one relationship between
t he exchange and the clearing.

Now we have essentially the de-linking. Markets
are separate fromclearing. W now have clearing
organi zations that are out there conpeting for the business
of the various OTIC participants. And as a result, there is
a great perhaps desire to exaggerate sonewhat sonme of the
protections that may be avail able. Not necessarily that
t hat was what was happening, but we believed it was very
important that any information that is put out there by

cl earing providers be accurate, be not m sl eading, and be
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not m srepresentative of their status as being regul ated by
t he CFTC

COWM SSI ONER MASSEY:  Chai rman Newsone, | have
one nore question. The concept of a clearing organization,
did that arise because of a hue and cry in the industry
itself, or a hue and cry anong the regulators? O both? 1In
ot her words, do you know that a particular industry or
mar ket is appropriate for a clearing organizati on when the
mar ket participants thenselves begin to desire it and form
it? O how do you |l ook at that?

MR. DAVIDSON: That actually -- | think the best
case is the one you just described. That is to say, the key
participants in the nmarketpl ace get together and organize
t hensel ves and create a clearing organi zation, or a provider
of clearing services cones to a marketplace and convinces a
substantial nunber of the participants in the marketpl ace
that they can add sonething in the way of integrity and
efficiency to the marketpl ace.

Hi storically, there certainly have been hues and
cries related to the creation of clearing organizations. |If
you go back in history well before the creation of the
Commodity Futures Tradi ng Commission to the 1920s, you can
read in the Congressional Record quite a bit of hue and cry
about the clearing situation at the Chicago Board of Trade

with respect to the grain nmarkets, and that very hue and



cry, which got to the halls of Congress, resulted in the
creation of the Board of Trade C earing Corporation in 1925
as an i ndependent clearing organi zation for those very

i mportant markets.

So hues and cries have occurred, but | would say
it's voluntary action by market participants that's the
optimal way that you can have a clearing organization ari se.

CHAI RVAN NEWSOVE: (kay. Before we recess for
lunch, I wanted to thank this first panel. Your
responsibility and job was to lay the groundwork both from
a regulatory and a structural standpoint for the panels this
afternoon, and | think you certainly have done that. And
agai n, thank you very much

Comm ssi oner, do you have an announcenent ?

COWM SSI ONER BROANELL: Thank you. W need to go
back and study | think a little bit nore. W really
appreciate your contribution. The speakers and our
col | eagues at the CFTC are invited to the 11th floor in the
Comm ssioners' library for lunch. The rest of you nmay enjoy
the culinary masterpieces at the Sunrise Cafe.

CHAI RVAN NEWSOVE:  And we wil |l reconvene in one
hour .

(Wher eupon, at 11:41 a.m on Wednesday, February
5, 2003, the Technical Conference recessed, to reconvene at

12:50 p.m the sane day.)
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AFTERNOON SESSI ON
(12: 50 p.m)

CHAI RVAN WOOD: Wl cone back and Jane, we'll give
her back to you again. Thanks.

M5. THORPE: Thank you very much, Chairman. 1've
been advi sed that unless the speakers speak directly into
the m crophones, that it's very hard for the people in the
audi ence, especially those sitting in the back, to hear. |

do have ny m crophone on. Can you not hear? Can you hear

now?

VA CES: No.

M5. THORPE: No. GCkay. How about now?

VO CES:  Yes.

M5. THORPE: So for all of the panelists speaking
t oday, please make sure that your mcrophone is on. It can

be all on at the sanme time | understand without interfering
with each other, and try to speak as directly into it as
possi bl e so that everyone in the room can hear you.

As | said this norning, panel two, organized by
the CFTC, consists of markets and cl eari nghouses and what
we've done is to organize it in such a way that we go from
presentations froman OIC market to a regulated market to a
mar ket that is both an OTC narket and a regul ated market,
and then tal k about various clearing services provided in

varyi ng degrees of purity, and as they conplete the
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presentations you'll understand what | nmean about the purity
bit of it. But I'd like to start with David Goone who is
Senior Vice President of the Intercontinental Commodity
Exchange. Davi d?

MR. GOONE: Thank you Chairman Wod, Chairnman
Newsome and Commi ssioners for having us here today. M
nanme's David Goone. |'ma senior vice president at
I ntercontinental Exchange and I'min charge of product
devel opnent, one of which is comng up with our clearing
alternative, | shall say.

| thought what woul d be productive for us today
is to give you a quick outline what | want to try and get
done in a very short period of time. A brief overview of
what the Intercontinental Exchange is for many of the people
here, to give a quick overview of what we do now, an
overview of how we facilitate OTC clearing, kind of just
where we stand with it and a quick sunmary and questi ons.

I ntercontinental Exchange is an el ectronic
trading system W are what was referred to a little bit
earlier in the norning session as a professional nmarket,
what's call ed an exenpt conmercial market under the CFMA
where it is a principal to principal nmarket for -- |lots of
acronynms -- for ECEs, which are eligible comrercial
entities, and it's a principal to principal marketplace

whi ch has been very successful. | will show you the system
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shortly. W provide OTC clearing conduits, we clear OIC
products as defined by us through two clearing organizations
at this point in time, which are making presentations |ater.

W al so own a futures market, a fully regul ated
mar ket, though not in the United States. W own it in
London. It's called the IPE or International Petroleum
Exchange, and it trades oil and gas primarily in the U K
and t hroughout Europe.

We al so have another group called Econfirns.
That' s automated post trade processing. M. Davidson
referred to a little bit of the things we can do up to but
not clear, and these are sone of the things we do with
Econfirmwhich is true straight through processing from
trade to legal confirmation. A process that in the past
coul d take one to several days, up to a week at tines, is
done now automatically for the participants in there.

W al so own a market data information wholly-
owned cal |l ed Tanex. W have over 650 conpani es, about 6,000
what we call active participants. W trade 600 plus
commodities and derivative contract types, primarily crude
oil and products, natural gas, power, precious netals,
weat her derivatives, om ssion allowances and even call.

| say 600 plus. |It's hard to keep track on the
| CE system as we're a digital platformand we can add

products literally on a overnight basis. One thing we are



not, we are not a clearinghouse, we are a conduit. W
define the products in conjunction with a clearinghouse but
we do not guarantee the trades nor provide any of the
services that M. Davidson referred to in his overview of
the clearing of markets.

We are al so not an exchange in the traditional
sense of many of the DCMs or regul ated exchanges. W don't
have nenbership dues or so-called "seats" as they call them
We sinply charge a transaction fee for the participants
comng to our screen. W're an el ectronic marketplace and

we get remunerated for the transacti ons conducted on the

exchange.

It's hard to see -- | know | was sitting in the
audi ence -- but | thought I'd show you just a screen shot of
| CE, and as | saw the screens here, | kind of rued the
inclusion of this. | know | have a black and white copy to

it's hard to see for the Comm ssioners.

VWhat 1'd like to just point out here is that this
is what an I CE screen looks like. 1t's broken down into
sinple products. Each line in the top left hand corner is
the products that we clear or that we trade on ICE. There's
a sell quantity on the bid offer and a quantity on the offer
as you go across into the mddle section.

Wat | really wanted to show in this slide is

that we are about market transparency. W show every price
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in the market, not the best bid, not the best offer, but
every price that is submtted into the marketplace. So if
it's a $31. bid in crude oil, and there's a $30.90 bid
behind it, we show all of those bids and offers in the

mar ket pl ace. And you can expand the marketplace to see al
bi ds and offers.

As I'Il explain later, you will also see not only
bilateral but all the cleared markets we do as well.

Just a quick overview of the marketplace. At the
bottom you see a ticker. Everything' s real time. W even
cal cul ate, hover the nobuse on our |ast price, we show the
high and | ow calculated real tinme with a volune wei ghted
average price which is used in many nmarketpl aces, which is
also calculated real time as the trades occur.

Just an overview of why we got into OIC cl earing
and I won't spend very nuch time onit. Miltilateral
netting was gone over fairly well this norning. It also
saves a |lot of |egal docunentation. W have found, and I'm
sure people in this industry see it as well, is just setting
up counterparties, even with good credit, takes a | ot of
legal tinme and costs. As we get into a cleared market,
there's a standard contract typically, as discussed earlier,
that everyone has to agree to or not abide by. There's no
back and forth, well | don't like this provision or | don't

like that provision. |It's one docunent, it's a universal
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docunent typically; everyone signs and it greatly reduces
l egal tinme and costs therefor.

We believe it greatly reduces risks as a four or
five-year position has now becone a series of one-day nmark
to markets, so while | mght not extend sonebody five years
of credit, and we can see this on ICE quite readily, you
m ght be very confortable extending them 30 days or six
nmont hs of credit.

And what clearing does just in general is shorten
a five-year or a two-year position down to one day's risk
because you're squaring up everyday with respective
cl earinghouses in terns of what you're dealing with your
counterparty increases liquidity. W have found
traditionally -- | shouldn't say in all cases -- but

traditionally when clearing has been added to the markets --

and | also ama fornmer CME alum -- and the markets we added
clearing to also greatly reduced -- increased the liquidity
of the market in general. Can't say it happens all the tine

but in nost cases it does.

It does bring in new players and that gets back
to the issues of the clearing firms now are guaranteeing in
the nodel s we use the custonmers, and they can bring in a |ot
of new players. Just recently, the CFTC expanded who was
eligible under the eligible comrercial entities to trade on

ICE to include all registered with the CFTC, floor brokers
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and traders as well who also have direct access to the
respective U S. futures exchanges. It standardizes daily
mar ks.

A lot of times we see in some of the esoteric
products traded on | CE, people bickering after the trade's
done about what the mark was for that date.

In the over-the-counter markets, especially when
you get to | ess standardi zed products, plain vanilla
products, people don't always agree on the val ue of that
product at the end of the day. When clearing is introduced,
there's a daily mark set by the clearinghouse which
elimnates that problem It also |evels the playing field.

The lower credit rating has the sane in a cleared
mar ket and you'll see on our screen the sane chance of
getting traded as a higher credit rating.

It levels the playing field and it also, in our
opinion, adds liquidity to the marketplace. Wat we say is
it adds nore white prices. On ICE we show all prices, even
t hose you cannot transact with. And I'mgoing to show you
the credit screen which is really the heart or the engine of
the I CE systemor the Intercontinental Exchange System

(Slide.)

More white prices neans tradeable prices. W
show every price on the screen so whether | have good credit

with a counterparty or not in the bilateral world wll



depend on what the color of the price is. |If that $31 bid |
referred to earlier was with sonebody our credit people have
set up on the ICE systemis open with, and they've set us

wi th open, so we have open credit with each other, that
price will appear as a white price, and therefore that is a
price | could actually trade on. Technology-wise it lets ne
trade it.

If it is sonebody who does not have credit with
me or | don't have credit with them that price is a red
price. W still are all about nmarket transparencies so
everyone sees all the prices. |It's just certain prices you
can transact on. Wen we had clearing, we get what you cal
nore white prices, nore transactable prices.

What ' s uni que about our nodel is we use existing
products, typically liquid ones, and offer the option of
clearing on top of the normal matrix of credit relationships
you define in the ICE system W call it being done in the
sanme price stream So with clearing, | can have one
counterparty who | have a bilateral relationship with, wll
see that $31 bid as a white price. Another counterparty who

| may not even know, who has a clearing relationship and |

have a clearing relationship, and they will see that $31 bid
as a cleared price. They will see that $31 print as a white
price. Wen they transact it, we'll show you a couple quick

di fferences but they can transact on that price. That's
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what we believe is unique in the ICE systemis the sane
price stream So we've taken a liquid market and just added

one further |ayer of credit enhancenent which is that of

cl eari ng.

As nmentioned on the slides, if they have a
clearing relationship, they'|Il be able to trade it. If not,
they'Il just see the price and will not be able to trade on
the price.

(Slide.)

In the next slide | talk about our nodel was to
partner with an existing clearinghouse. W didn't have the
time nor the wherewithal to do or chose to do all the steps
involved in all the norning presentations. W decided to be
a conduit with existing clearinghouses who have very | arge
menber shi ps and that woul d be the London C eari nghouse, and
the GCC, which is a wholly-owned subsidiary of the Board of
Trade C eari nghouse, both of which will be giving
present ati ons.

W use FCMs or Futures Conmi ssion Merchants, as
i nternedi ari es, and John explained that very well. The
counterparties of participants on ICE is their clearing
firm so x, y, z clearing firm when | transact a trade is
who will be my counterparty on that trade in fact, not ABC
ener gy conpany, because that is a straight through process

to the cl earinghouse.
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How do we deci de which markets are cleared. |
actually wanted to just pause on this and spend a little bit
of ny time on this. W have chosen what | |like to call the
80/20 rule. We tried to clear markets where 80 percent of
the volune and therefore risks usually lie and it's usually
about 20 percent of the product. | would actually say as we
| ook at the over-the-counter nmarket, it m ght even be nore
like a 90/10 rule. And that's how we choose the markets.

It gets over sone of the issues tal ked about when
| ooking at a clearing. You have to have a market that is
able to cone up with market prices on a standardi zed basis
at the end of the day that there's enough liquidity. |
t hi nk John Davidson's point earlier was well taken. The
hardest thing is to clear a market that trades once a nonth

And actually from a busi ness perspective, running
a business, that's also a difficult business perspective for
us or the clearinghouses to work on that. W of course have
t he gat ekeepers of the risk teans at the respective
cl eari nghouses working with us in the product devel opnent,
but we usually pick products that are the nbst actively
traded and add those for clearing.

And | can answer sone questions |ater on about a
little nore detail on that.

We don't charge any differential fee for whether

trade is cleared or bilateral. The clearinghouses do charge
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a fee and typically the clearing firns charge sone type of
processing fee as well but from our standpoint, whether a
trade is done cleared or bilateral is irrelevant to us. W
believe in clearing. If all we did was take one narket and
if there were a hundred trades in that market and it went
just to becone a cl eared marketplace, we haven't nade any
noney, nore noneys than that. So our belief is that
clearing actually grows a marketplace. By transferring it
to clearing, we will get nore transactions and one of the
reasons we did it, and like | said before, we noticed in
ot her market pl aces that seens to be the case.

It can be utilized in two ways in ICE. On the
| CE screen in the sanme price streamas | nentioned before,
or you can do it as what we call block trade, but really
it's a trade done off the ICE electronic system |n other
words, | have a trade that has been done with a
counterparty, and I want to process it through clearing
either to the LCH or GCC. They can call that in or shortly
do it electronically on ICE and it'll process right through.

So there are two ways to do it. The first point
is the one that | believe is only done on ICE. The second
one is the way nost -- us and the others are doing it.

| just thought I would show you the real heart of
the ICE systemwith its credit settings. Wen you get onto

the I CE system the first thing that happens, you get to



see, if I'"m Test Conpany One, which is what it shows on this
slide is my conpany name, | see everyone else in that

mar ket pl ace how they set ne up for clearing. And this
usually is accessed only by the credit manager of the
institution.

So in the first case, the first conpany on the
|l eft hand side, it's a green light | call it, they have ne
open for bilateral credit, but I have themclosed. | can
ei ther choose to open themor close themand set daily
limts and how nuch, you know, $10 million is what | want to
trade with themon the day and get sone warning lights, for
exanpl e, when | reach $80 nmillion, | can hit a warning
light.

And then | al so have clearing. W can prefer
bilateral or cleared for each other. So in the case of the
first instance, they don't have clearing so the only way |
can't actually trade with that counterparty.

In the second instance, and this is all done by
our credit people and how they want to set up credit with

each counterparty, you can set up bilateral is actually

closed for nme, open for them and we both have clearing. 1In
that instance | will see their prices as white prices and
they will see mne as white prices and can transact.

| should notify everyone that ICE is a post-trade

systemin ternms of understandi ng who your counterparty is.

1l1Z



It's anonynous until after the trade has been done, and then
you find out who your counterparty is. [It's an inportant
aspect we think of the marketpl ace.

(Slide.)

On top of that, we've also built a unique other
credit filter which is done by the clearing firns. So as we
stated earlier this norning, the risk to the clearinghouse
is the clearing firmor FCMthat is guaranteeing the trade
to the cl earinghouse. They have a live on-line systemthat
they can get to and per product they set up what | call a
fat finger limt in case the zero key sticks, and there's
been several instances of this in the early onset of
el ectronic trading in futures, several of which |I'm aware of
in ny prior enployer, where a zero key actually stuck and
soneone gets a trade done in an el ectronic world.

W have what we call fat finger Iimts so you can
set, you know, they can't do nore than 250 or whatever the
guantity, and in the net daily long or short limt. So they
can only have a net position one way or another. This
overrides everything that's done in the system so when
send a trade out to the marketplace, not only is it checking
what ny credit nanager has told nme how everyone shoul d see
the market cleared or bilateral, if it's cleared it then
goes one step further and checks what the clearing firmis

allowing nme to do.
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The clearing firmis accessed, and these are al
safety and procedures we put on above and beyond probably
the call of duty in a lot of ways, but this is a way that
the clearing firnms can cone in and di sabl e sonebody ri ght
away with the click of a button. They have 24-hour access
whi ch is unprecedented and they can al so see the trades as
t hey happen live, and all they need is access to a conputer

and the I nternet.
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The bl ock trading, quickly, it's done between the

two counterparties and posted directly to the cl earinghouse

t hrough an FCM through us. It can be for creating new
trades or noving existing positions to clearing. It can
come fromany source. It can cone fromwhether it be a

voi ce broker, direct, or even vis-a-vis |ICE

Currently, we don't charge anything for block
tradi ng, no fees.

(Slide.)

This is just a quick description of the ICE
system And |I'mactually not going to get too nuch into
this. 1'mgoing to nove on to the next slide for sake of
time.

(Slide.)

We have been doing this successfully. W started
net gas and oil trading in March of 2002. W've added WK
net gas, and | haven't been tal king about the European
mar ket pl ace, but that was added in Septenber of 2002 where
we see on many days about 50 percent of our trade being done
cleared. And we've added, at the end of the year, we added
U S. Power, PJM West, and into Synergy, our two npbst active
hubs.

We have about 70-plus conpanies right now, not
partici pants, but 70-plus conpanies clearing products on

| CE, and we seemto be adding people on a daily if not
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weekly basis. W seemto be seeing conpani es adding. So
the word is certainly getting out there.

| would just like to close by saying one thing,
which is, we don't believe there's a real silver bullet to
all the issues addressing the energy industry. W think
clearing is a very good tool, and one we whol eheartedly
endorse and believe strong in and it can greatly mtigate
many problens. But we don't believe is, | think stated
earlier, that you can clear all products. You can only

clear a subset. But | think you can greatly, greatly

enhance the marketplace with it. But it isn't the panacea.

It's not going to solve all the ills of this nmarketpl ace.
But we urge you to explore it, ask lots of
guestions, and | think there's tons of know edge.

(Slide.)

| think ny last slide is just if you have further
information, there's so much information out there, not just

on us, but on all the solutions. Qur Wb site is out there

at the ICE.comand e-mail's out there.

So anyway, thank you very much for your
attention, and | |look forward to your questions.

M5. THORPE: David, it mght be a little hel pful
if you just explain your status as an exenpt market.
Because it is a very different status that the market

envi ronnment that M ke Gorham described in the first panel.
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MR GOONE: Ckay. | call it regulation rea
lite.

(Laughter.)

MR. GOONE: We are an exenpt conmercial market,
so really where we fall under CFTC jurisdiction is really on
the price manipul ation and fraud i ssues. Qher than that,
it's what | call a growup nmarket as defined by the CFMA,
whi ch neans eligible cormercial entities, principals either
i nvol ved in the business, in the conmercial business of
t hese mar ket pl aces, or even hedge funds at certain huge
t hreshol ds of capital.

So the professional marketplace is who can trade
onit. But froma regulatory standpoint, we only are
subj ect to price manipulation and fraud. Saying that, we do
provide |lots of safeties and best practices to our system
but none of those are required fromthe regulatory
envi ronment .

M5. THORPE: And indeed, all of the reporting
obligations that Mke tal ked about earlier that regul ated
exchanges nust do on an ongoi ng basis, the surveillance
function that the CFTC applies to regul ated exchanges on an
ongoi ng basis does not apply to a market |ike |ICE

So | think it's very inportant to keep that in
mnd as you listen to these presentations that there is a

regul ated market, it's got the full panoply of market
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participants and is subject to all of the regulations that

M ke tal ked about, including all of the rules that ny

division is responsible for in terns of who can trade on

behal f of custoners who trade on those markets.

The type of market that David is tal king about is
a professionals nmarket, subject to | ess regul ati on because
of the nature of the products and the nature of the
participants that are being traded on that facility.

So | think as we go along -- and | think actually
in sone ways, Bob Stewart, who is next, he's the President
of Merchants' Exchange, will be able to shed a little bit
nore |ight on what he's subject to as a regul at ed exchange.

MR. STEWART: Chai rman Wod, the other CFTC and
FERC Conmmi ssioners, colleagues and guests, | guess I'd |ike
to start off by making a few prelimnary remarks to set a
context for ny coments.

Most everyone here seens to be in accord that the
benefits of clearing, at least for that part of the market
that can be standardi zed, can alleviate to sone degree the
credit gridlock that currently exists in the energy
i ndustry.

One of the fundanental s that has not been
thoroughly reviewed is the fact that today the only avenue
into those clearinghouses is through an exchange, sone of

whi ch are regul ated, some of which are not regul ated.



11Y

(Slide.)
In my conments, | will stress sone of the
i nportance and benefits of clearing, but 1'Il also highlight

sonme of the fundanmental differences in exchange structures,
since it's the nmeans by which one access the clearing
system and it does inpact how effective that clearing
systemw || be for the users of the system

You'll have to forgive nme if in identifying what
| consider to be sone of the optimal characteristics for
exchanges | end up beating the druma little bit for ny
exchange, the Merchants' Exchange.

(Slide.)

Going to Slide 2. The benefits of clearing --
and | may be a little bit redundant here, but | think sone
of this bears repeating -- of course, the reduction of
counterparty credit risk through novation, the clearinghouse
beconmes a buyer to every seller and a seller to every buyer,
and the netting of obligations of buyers and sellers across
t he mar ket pl ace.

In addition, | think the variation margin is a
very inportant aspect of managing that credit across the
i ndustry and for individual users. And through that system
the reliability of trading and the confidence in the trading
systens can be restored to the industry.

(Slide.)



Slide 3. The advantages of trading on an
el ectronic cl eared, regul ated exchange are nunerous. An

el ectroni c exchange in particular can protect against

tradi ng abuses and mani pul ation. 1t does provide a very
transparent marketplace. It provides an excellent audit
trail, and none of the kinds of abuses that can sonetines

t ake pl ace between hunman bei ngs are done very easily through
an el ectroni ¢ exchange.

The market transparency. O course, in an
el ectronic market, one can see all the bids, all the offers,
so long as the systemis designed that way, and see what the
entire market |ooks |iKke.

There is of course trade anonymty, but at the
sanme time that the individual traders are anonynous, the
mar ket as a whole is transparent to all users and al
interested parties.

O der fills are instantaneous. That tine
characteristic for an el ectronic exchange is very inportant.
For many, many users, there's not an opportunity for a user
who puts in a nmarket order at a particular time to not know
whet her or not they got their fill for some extended period
of time, or in the worst case, even be informed half an hour
or an hour later that the market has noved through them and
they just didn't get their fill.

Also in electronic systens, the reliability and
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security can be very high

(Slide.)

Going to the next slide. Sonme of the unique
aspects of the Merchants' Exchange vis-a-vis other exchanges
in the United States. First, Merchants' Exchange i s what
|'d describe as unbiased and i ndependent -- unbiased in the
sense that our owners and our ownership and governance
structure is not one in which our owners are either traders
on the exchange, particularly traders of a particular ilKk,
who want things to be organi zed and governed in a particul ar
manner, nor are there significant trading participants who
own significant pieces of the exchange and have an interest
in having it organi zed and governed in a particular way.

The tineliness of the fills, as | said before, is
very inportant. It mnimzes the slippage, slippage being
t he novenent of price between the tinme a nmarket partici pant
pl aces an order and tries to get their fill, and when they
actually get that fill

There often can be dramatic novenents in price
and very costly for the users. That can be reduced but not
el i m nat ed.

The systens are secure, very easy to use, and
flexi ble, and nost inportantly, nmarket participants and al
constituents of the market can count on the marketpl ace

being a fair marketpl ace.



(Slide.)

MR. STEWART: As | nmentioned, the independent
owner shi p and unbi ased governance, nost exchanges in the
United States are nutual exchanges. They are owned by, by
and large, the trading conmunity, and in nost instances, the
majority is the group of floor traders.

Even those who have recently de-nutualized, stil
have their ownership concentrated anong floor traders, for
the nost part. And the other exchanges can -- often are
ori ginated and conducted by consortia of significant market
partici pants who, of course, have an interest in seeing the
exchanges established and governed in a particul ar nmanner.

The governance in a particul ar manner sonetinmes
can lead to an edge being created for a particular market
partici pant or type of market participant, and, of course,
Merchants' Exchanges are set up with the intention to be a
| evel playing field for all comers. Next slide.

(Slide.)

MR. STEWART: W believe an el ectroni c exchange
makes use of nodern technology to its fullest, and provides
the nost fair, transparent systens for traders on the
exchanges.

There are, as | said before -- it's a perfect
audit trail or excellent audit trail, and the opportunities

for market mani pul ation are greatly reduced. Next slide.
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(Slide.)

MR. STEWART: W believe the foundation for open
and conpetitive nmarkets is in the rul e book. W have
established a rul e book purposefully with the idea of
creating a level playing field, again for all participants,
not to preserve advantages for selected traders.

We believe that that, of course, in turn leads to
mar ket integrity, so that all users can rely on the system
and know that they have the sanme opportunity as every other
trader with respect to the trading.

Again, we also then have the flexibility to
adj ust to changes in the nmarketplace and how t hi ngs work, as
|l ong as those things are appropriate within the rules of the
regul at ors.

Qur clearing relationships are arm s-length. W
do not have a clearinghouse that is part of the exchange, as
many of our coll eague exchanges do. And we are able then to
have, without any ulterior notives, to have the clearing
solution be the solution that's optinmal for the traders.

For commerci al energy conpanies that use the
cl eari nghouse, of course, mtigates the problem of the
limted credit that's currently possible, but it also free
up sone of their bal ance sheet internally.

And novation by the clearinghouses will reduce

the counterparty credit risk exposure, as has been di scussed
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pretty substantially already today.

(Slide.)

In summary, Merchants' Exchange brings relief
fromthe bilateral counterparty credit risk problem The
strong recordkeeping and reporting is, of course, inherent
in the electronic systens. The imediate order-fills,
financial credibility, reliability, security, and
transparency, all of these characteristics |ead to inproved
liquidity in the markets, which, of course, is to the
benefit of all market constituents.

| thank you for your time today, and | ook forward
to responding to any questions.

M5. THORPE: Thank you very nuch, Bob. You've
heard from | CE, and you' ve heard from Merchants' Exchange,
and we' Il go next to Neal Wl koff, who is Chief Operating
O ficer and Executive Vice President of the New York
Mercantil e Exchange. NYMEX is both a regul ated exchange
that provides a forumfor trading OIC products, and NYMEX
al so clears both types of transactions. Neal?

MR. WOLKOFF: Thank you, Jane. Thank you,

Chai rman Wbod and Conmi ssioners. M nanme is Neal Wl koff.

| started with NYMEX in 1981. | have basically a | ot of
experience, fairly well limted to netals and energy. |
m ssed out on the CME sonmehow. | don't know how t hat

happened in ny | ong career.
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It's a pleasure being here. Prior to that, |
should add, | was an attorney with the CFTC. That's how I
started ny career.

(Slide.)

MR. WOLKOFF: W're on Slide 2. A short
di sclaimer, and all the disclainmer nmeans is that as of
today, to the best of our know edge, this is accurate. |If
you see ny nose growi ng and turning into wood, you know t hat
| have said sonething fal se.

On page 3, | think it's inportant that when we're
tal ki ng about clearing in the energy sector, to have a
little bit of background. | know some of this may be
obvi ous, but when you put sonme of these pieces together, it
real ly explains why this has beconme such a product of
i nterest across the energy conmunity.

Starting really with the collapse of Enron, prior
to that, the nost inportant, significant factor in any
energy trade was price. Counterparty credit was, wthout
guestion, a second itemof interest, and a far distant item
of interest.

The Enron Online platformbecane an extrenely
i nportant part of pricing in natural gas and power, but that
was because there was really little or no regard to
counterparty credit.

There was an incredible regard to price



transparency, which, of course, is inportant. Wat we've
seen since Enron has gone under and the Enron Online system
has gone under, is that the focus of energy traders has
turned, really, fromthe transparency or conveni ence of
transactions to the counterparty credit issues.

As a result and because of the | oss of
confidence, certainly across the nmerchant sector, there's
been a loss of liquidity, a reduction in transactions, and |
woul d posit that a reduction in transactions for the
mar ket pl ace is not ultimtely good for conpetition and is

not ultimately good for the interests of the consumer, which

is what we're certainly all looking for on a public policy
basi s. Sl i de, please.
(Slide.)

MR. WOLKOFF: Thank you. W see that, starting a
few nonths ago, the various rating agencies have officially
recogni zed the need for the energy merchant sector to becone
much nore cogni zant of credit risk and to begin using
avai l abl e cl earing nechanisns to the extent possible.

Now, a great part of this is not really the
interest of the consuner, but, of course, the interest of
the investor, and | ooking out for the capital markets. Now,
of course, capital markets are extrenely inportant in the
energy industry because power and natural gas are capital

i ntensive. The construction of a generation plant is not
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i nexpensi ve.

| f the merchant comunity cannot borrow and
cannot reestablish sufficient credit, that beconmes a
significant issue for the availability of conpetitively-
priced power nationally. Slide 5, please.

(Slide.)

MR. WOLKOFF: G ven the focus on credit, you
know, | have tal ked about the freeze, really, in conmrercial
activity in the underlying derivative and cash nmarkets, and
| think just statistically, M. Hedernman had a slide which
was very good, and I'mnot sure that |I'm saying exactly what
his slide says, but fromtheir peak, the top ten energy
nmerchants have | ost about $300 billion in market
capitalization.

The | ast available information that was published
surveying the creditworthiness of the nerchant sector sees
that of the top ten natural gas nmarketers, five have been
rel egated to junk bond status. Now, these are the conpanies
that are responsible, by and large, for seeing to it that
gas, and, of course, power for other energy nerchants, is
delivered efficiently and as conpetitively and cheaply as
possi bl e.

(Slide.)

MR. WOLKOFF: There are a couple of issues

relating to the credit squeeze. W saw in the Enron



bankruptcy that one reason that counterparty risk has becone
so significant is that parties that have had exposures
opposite Enron on both sides of the nmarket see that the
nmoney that they had owing to themfrom Enron is not
forthcom ng, and yet the noney they have owing to Enron is

due and payabl e i medi ately.
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That put a real financial cost as far as your
counterparty, and a fear of repetition of that has really
created what | have begun to call the six/bid-at-four
market. And what does that nean?

That in the bilateral market, you have
participants that are so ill suited to transact business
wi th each other that you get marketpl aces where you actually
have the price that soneone is willing to pay over and above
the price that soneone else is willing to sell for.

And that's not because of a | ack of transparency,
but because of a lack of credit and a |lack of trust. | do
think, right now, while | don't believe in silver bullets,
do think right now that credit is such a significant issue
that the idea of OIC-called credit for clearing OIC
transactions or OTC-like transactions, is, wthout question
t he nunber one issue in transactions in the power and gas
markets, as | see it.

| would very briefly like to give a response to
Comm ssi oner Massey's question before. | mght answer just
alittle differently from John, who taught ne, after ny 21
years, a fewlessons in his earlier presentation. It is
very comendabl e that he was able to do that.

But | would say that by elimnating credit risks
in markets that are not otherwise liquid -- when credit risk

becomes such an issue that it affects liquidity, markets do
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beconme nore vol atile, because liquidity provides a snoot hing
of the edges.

You can have a cash market that is extrenely
liquid, without a clearing nechanism you can attach a
cl earing mechanismto that, as John nentioned, in London,
and not notice the difference. But when you have contrary-
wi se, a commodity market, a physical nmarket that |oses
liquidity and begins to have participants begin to have
difficulty in transacting business, straightening that out
and taking a six/bid-at-four market and turning it back to a
four/bid-at-six market, can definitely enhance liquidity,
can enhance transactions, and can limt the anmount of near-
termvolatility in any marketplace. And | think it's shown
that that's part of the success of clearing in energy
mar ket s.

Now, | would |ike to probably have ny own hour
and a half to talk about clearing these transactions, but at
the risk of literally nauseating everyone, | will limt it a
bit, but I think it's inportant.

John did nmake the correct comment, that fromthe
perspective of a custoner in the nmarket, assum ng the
custoner is not also a clearing nenber, fromthe perspective
of a custoner, he does not have the benefit of the guarantee
fund or the right to receive assessnments, but the clearing

mechani smis designed to ensure that that custoner can and



131
shoul d have trust in how t he mechani sm oper ates.

There are so many processes and steps to that
mechanism David nentioned before, risk is translated into
a single day, perhaps |less than a single day when mark-to-
mar ket is done.

The fact that margins are collected and held as
collateral means that even a default by a custoner to a
cl earing menber doesn't necessarily nean that the clearing
menber will default, because he has collateral on deposit to
make good on that custoner's default.

There are a nunber of factors; position limts
are generally at nost clearinghouses and certainly at ours,
associated with the capital of the clearing nmenber. Firm
can't carry positions; the minimally capitalized firm does
not have the same opportunity to clear business as the
billion-dollar or nore firm

And at the end of the day, when you | ook at the
bilateral market, if a default occurs between bil ateral
counterparties, not only is the deal dead, but as | said, in
t he Enron exanple, you' d probably wish that it were only
dead, as opposed to your half of it living on and their half
of it being dead. That's the worst.

In this exanple, if you see a clearing nenber
goi ng under, albeit, not your own clearing nenber, your

transaction lives on. The exchange continues; there's
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busi ness continuity, and that's sonething that's very
important to nost participants in the market.

So there is within the structure of the clearing
mechani sm which | would add also, is highly regul ated by
the CFTC, and it really doesn't nmatter what |evel of whether
you're a DTEF or a DCM At the clearing level, if you are a
regi stered DCO you have to neet pretty stringent standards;
you have to follow the rules of the Comm ssion, or, if you
are a foreign entity, rules that are deened by the
Commi ssion to be simlarly effective for the protection of
t he mar ket pl ace.

|"mjust going to nove on, if it's okay -- |
mean, this is in witing and it's posted on our website, so
i f anybody wants to go to the pages |'m goi ng through, on
page 10, if we can switch to that, please --

(Slide.)

MR. WOLKOFF: It's very inportant with the
managenent of clearing to understand what the experience of
the marketplace is. Here's one of the places that | think
we get to pat ourselves on the head a little bit.

W' ve been doi ng energy since 1978, and with
respect to the physical delivery against contracts, we have
overseen thousands and, indeed, tens of thousands, and if |
went back to count them I'msure | could get that up to

hundreds of thousands of physical deliveries during the term



of expiration of futures contracts. Next page, page 11

pl ease.

(Slide.)

MR. WOLKOFF: Busi ness has generally been pretty
good. W cleared 130 mllion contracts |ast year. Now,

nost of those, of course, were floor-traded contracts. They
were contracts that were executed on NYMEX and cl eared by
NYMEX.

However -- and | will say now that we have had
good and growi ng experience with clearing transactions that
wer e execut ed el sewhere. W have begun the C earport brand
that we've used, which stands for a system of clearing
transacti ons executed el sewhere, or allow ng an execution
facility for those transactions as literally as futures
trades and regul ated as such.

And so since this began on May 31st of 2002, al
of those non-floor-traded contracts, we have cl eared 940, 000
of them and the daily average of business, interestingly,
has been going up conpletely consistently, and of greatest
interest is that we have now seen that whereas when we
initially did this, the clearing of Henry Hub | ook-alikes,
the nost plain vanilla of plain vanillas, probably accounted
for 90 to 95 percent of what we cleared. And now that
nunber is down in the 60s and we're clearing New York | SG

we're clearing basis markets, and, of course, we're clearing
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a lot of Henry Hub | ook-alikes.

But it's broadened out the nunber of participants
whi ch has grown, and the nunber of FCMs acting as
internediaries, wlling doing so, has increased. So we're
seeing a much greater confort level with this.

|"mgoing to skip the regulatory history, and go
to page 16, please.

(Slide.)

MR. WOLKOFF: We do accept transactions that are
executed of f the exchange. W don't discrimnate where they
are executed. W do hope to develop a liquidity facility
and provide the kind of transparency that the Enron Online
system provided. |1CE certain provides transparency in a
nunber of markets, and we would like to be in that place.

W do, on a daily basis, settle these markets. |
t hink John raised the point that when you're clearing
transactions that weren't executed on the exchange, you need
to develop a level of confidence in the reality of that
pri ce.

We have generally been relying upon the voice
broker conmunity, which, of course, represents both the
buyer and the seller, and has every incentive to represent
both sides of that fairly. W take the very scientific --
sonmeone described it as the Aynpic nethod of taking out the

hi gh and taking out the I ow, and excluding the French judge.
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(Laughter.)

MR. WOLKOFF: And we do establish, for those
contracts that we have open interests for, we establish a
forward price. W do not price contracts that we have no
open interest in. W're just not in that business of
guessi ng what the price should be.

(Slide.)

MR. WOLKOFF: Page 18, the last slide, has a
couple of things: Wth respect to the platform whether the
transacti on was executed on-exchange or off-exchange, risk
managenent is extrenely inportant, and we have devel oped
ri sk managenent capabilities for the FCMto control and to
know exactly what's comng into the systemat any given tine
at the present -- whatever |imts the FCM deens appropri ate.

The limts get in the way and then that becones
sonet hing that the FCM can change, but it's conpletely up to
their owm use of credit. W have nothing to say about them
having to take a particular transaction, if it wasn't
execut ed on NYMEX.

It's beconme nmuch nore automated than it was when
we first introduced it in May. W thought it was critically
inmportant to get it out there. It wasn't bl eeding-edge
technol ogy; it was bl eedi ng-edge product. Fortunately, we
have avoi ded the bl ood and we have now gotten to expanded

hours where essentially the product is available al nost al
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week long. There is a little bit of a break on the

weekends.

And, with that, thank you very much for the
invitation. | would just say in closing that I would
recommend to anyone interested in this subject -- | just
read this last night. It helped me get to sleep, | wll

say, but it was actually excellent. This is sonething that
M. Hederman's staff put together, The Natural Gas Market
Assessnent, and it's really an outstanding summary, one of
the best things |I've read on this subject so far, so | would
definitely recormend it to anyone interested in this. Thank
you.

M5. THORPE: Neal, before you finish, could you
take about two mnutes to run through sonme of the financi al
protections that are provided by NYMEX cl earing, addressing
sonme of the key considerations that John Davidson identified
as being rel evant?

MR. WOLKOFF: Okay, |'m happy you asked. | think
you woul d have to start with the concept of segregation of
funds, meaning that when a custoner deposits noney or puts
per f ormance bond, original margin, up with the clearing
firm that customer's funds are kept separate and apart from
the clearing firms

Under U.S. law for U S. regulated-entities, there

is no exception to that; there is no opt-out as there can be
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in the UK And what that nmeans is, if the clearing nenber
ultimately can't pay the light bill -- and I'Il just hark
back to Drexel Burnhamin the UK

They couldn't pay the light bill or any other
bill, and so the bankruptcy trustee grabbed a hold of all of
t he non-segregated custoner funds, and they were tied up for
years, whereas in the U S, because that bankruptcy occurred
on their house side of trading, custonmers all got their
nmoney back i mredi ately and busi ness was all owed to go on.

Secondl y, performance bond, sonetines called
original margin, a good-faith deposit, collateral, is
exactly that; it's a risk-based anount of noney intended to
nmeet a custoner's obligations, should the custoner fail to
separately neet them

It generally is designed to protect against --
our standard is a 99-percent |ikelihood of default over one
day. For the ClearPort products, we add an additional
prem um of 20 to 40 percent on top of that nodel
Cenerally, for floor-traded transactions, or any other
transaction where there is an option market available, we'll
use an option volatility nodel and base our margin
requi renents on inplied volatility, otherw se historica
volatility.

| think that in nmy career, | can renenber -- and

this doesn't nean it's the only tinmes it happened -- but |



can only renmenber twi ce that our original margin did not
cover the price nove that day. And that includes the Gulf
War and Hurricane Andrew.

Additionally, with respect to the performance
bond, the fact that NYMEX is a gross margi ni ng exchange,
meani ng we collect the margin fromthe cl earing nmenbers,
fromboth the I ongs and the shorts, so if you're a clearing
menber, you have a |lot of incentive to collect the noney
fromthe customers you' re required to, because you have to
post it with the exchange.

| f you start | oaning noney, which you' re not
allowed to do, you're going to run out of capital. And so
the benefit of being on gross nmargin over a net nmargin
exchange where it's netted at the clearing nenber level, is
that the noney that's supposed to be there is there, and if
a custonmer defaults to the clearing nenber, there is the
protection of that good-faith deposit that is readily
avai | abl e.

Just a couple of other things: Mark-to-market
occurs daily or twi ce daily, depending on the marketpl ace,
and that assures that since you're using objective price
references, that when you mark a contract against prevailing
price and you col |l ect noney or pay noney agai nst that and
get to the zero point every day, you're elimnating problens

of risks staying open for a week or a nonth or three nonths
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or a quarter or whatever. You're getting a current val ue
every day, and you're forcing people to pay the difference
bet ween a | osing position and that current val ue.

I f a custonmer defaults to a clearing nenber, then
what shoul d happen is that the default should be no greater
than the risk that occurred on that previous day, which, of
course, also should be covered by the collateral performance
bond on deposit.

And the last couple of things that are still
important: Capital-based position limts, nunbers of
contracts that can be carried overnight are heavily
restricted at the nore mninmally-capitalized firnms. Firns
like John's are allowed to clear everything they want to
clear, and really are relatively unrestricted in that
regard.

Smal |l firms that sinply clear |locals, and
intraday risk is what they're doing, don't have that nuch of
a capital requirenment and they are not carrying positions
overnight, and it's easy for themto liquidate a local's
position intraday.

And | astly, fromus, of course, every clearing
organi zation has its risk nonitoring procedures. W have a
special risk commttee; we naintain a watch list, and what
that watch list generally neans is that margins, exchange

m ni muns that apply narketw de, are enhanced for a specific
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custoner or group of custonmers, and that we make very

regular calls and require clearing nmenbers to provide us
specific information on a daily or intraday basis so that we
know that not only are we tracking the custoner, but the
clearing firmis tracking the custonmer. And it's just a way

of protecting ourselves.

| probably left out quite a few things, but thank
you for the opportunity to get that in, because | think it's
all there to build investor trust.

M5. THORPE: Ckay, thank you, Neal. Now, we're
going frommarket to now transition to clearing
institutions. That's all they do, and our first presenter
on this issue is Charles MEl henie who is in charge of
busi ness devel opnent at the Guaranty C earing Corporation.
Charl es?

MR. McELHENI E:  Thank you, Jane. Good afternoon
Chai rman Wbod and Conmi ssioners. M nane is Charles
McEl henie and |1' m head of Business Devel opnent for the
Guaranty C earing Corporation.

(Slide.)

MR. McELHENIE: | had the opportunity to
participate in a nunber of events related to today's topic,

i ncluding two recent sem nars sponsored by the d obal Energy
Managenent Institute at the University of Houston, as well

as nunerous discussions with energy nerchant conpani es and



ot her market participants over the |last several nonths.

And | would say that while nmuch work remains to
be done to devel op clear and effective solutions to the
i ssues that we're discussing today, it is obvious that the
entire industry understands the inportance of establishing a
uni fi ed approach to the credit and liquidity issues facing
t he energy markets.

For nmy topics today, | will begin by providing a
bri ef overview of the Guaranty C earing Corporation for
t hose of you who may not be familiar with us, and then |I'd
like to focus the rest of my presentation on the services we
provi de, or approach to risk nmanagenent, and the protections
we provide to the markets we cl ear.

| will attenpt to answer as nmany of the questions
rai sed this nmorning by John Davidson as possible, however, |
will readily admit that GCC doesn't have all the answers,
whi ch i s why dial ogues such as this are so inportant.

Slide, please.

(Slide.)

MR. McELHENIE: To give you a little bit of
background on our conpany, we are a wholly-owned subsidiary
of the Board of Trade O earing Corporation, also known as
BOTC. BOTIC has been in business since 1925, as it was
nmenti oned earlier today.

GCC was formed in April of l|ast year. W do have

141



a dedi cat ed busi ness devel opnent staff that is focused on
devel oping a clearing nodel that will be appropriate to the
OTC markets with an initial focus on the energy markets.

However, a good deal of our other staffing, as
wel | as the actual services that we provide is subcontracted
t hrough the Board of Trade C earing Corporation.

We are a registered derivatives clearing
organi zation with the CFTC, which neans we are capabl e of
cl eari ng on-exchange, as well as OIC products.

It's inportant to note that as Jane said, we are
not owned by an exchange; we are owned by our clearing
menbers. W do not |ist products; we do not provide trading
platforns. Qur focus is sinply on efficient, cost-effective
cl earing services.

As | nentioned, we do utilize the BOTC
infrastructure and processes. |In effect, we purchase our
processing fromour parent, to ensure that we have well
tested and proven clearing solutions for the markets we

serve.
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Anong our current custoners, two are here today,
whi ch are the InterContinental Exchange and Merchants
Exchange, our present focus is on organi zed narket pl aces
with marketing platforns that are already in place.

Qur intent is to extent to other kinds of match
trades as we find the solutions that are appropriate for
t hose markets.

In terns of clearing participants, our clearing
participation is open to anyone who qualifies, that includes
FCMs and ot her nmarket participants. Right now our clearing
menbers are made up primarily of FCMs who are al so clearing
menbers of the Board of Trade Clearing Corporation. This is
si nply because we know they can pass the background check.

We do not restrict our menbership to anyone
that's in an exchange or other clearing organization. W
are open to any conpani es that have adequate capital,
appropriate infrastructure capabilities, and can satisfy the
regul atory requirenents and its standards as descri bed by
John Davidson this norning. And we do provide ongoi ng
surveillance of our menbers to ensure that they continue to
neet these standards.

Page 4, pl ease.

(Slide.)

When you take a | ook at our clearing nodel, I'd

like to sinplify clearing and say that from ny perspective,
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the two nost inportant parts of clearing are transaction
processi ng and ri sk nanagenent.

From a standpoint of transaction processing, we
do very nmuch the sane at GCC as what we do at BOTCC. W
provide nmultilateral netting as described this norning. W
conpare and regi ster trades, we aggregate obligations and
i dentical products and net them down to a single open
position.

We do collection and managenent of ori gi nal
margin or collateral. The key here is establishing a good
policy as to how much margin nust be collected, and this is
based on extensive statistical analysis and it varies by
product and mar ket pl ace.

We do nmark-to-market twi ce a day, and we coll ect
variation margi ns and do pay-coll ect processes tw ce a day.
We use the sane banking and settl enment procedures as we do
at BOTCC, which neans we're using the sane banking --
settl ement banks and processes and infrastructure that is
already famliar to our clearing nmenbers.

The nost inportant thing about GCC is that we
establish GCC with flexibility to neet the emerging
requi renents of the OIC markets. First, we are able to
provide a unified settlement process across nultiple
mar kets. So, for exanple, if an FCMis clearing trades for

the ICE and for the Merchants' Exchange, we can still handle
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the settlenents through common accounts.

(Slide.)

We do not have cross-default between our separate
mar ket guarantee funds. This is an inportant and al so
somewhat conplex point, so I'll try to describe it as sinply
as | can.

We have set up separate nutualized risk pools for
each market that we serve. To the extent that clearing
participants are asked to contribute to these risk pools,
they are only asked to contribute to the markets they
participate in. And as long as a participant is not in
default, then their contributions to the markets that are
not in default will not be used to cure default in another
mar ket .

So essentially, the risk pools from one market
cannot be used to cure default in another market. This
provi des sone separation of risk between markets. | wll
talk a little bit nore about this in one of ny foll ow ng
sl i des.

Most inportantly, we have set up GCC to give us
the flexibility to tailor the rules as required on a market -
by- mar ket basis. W do have a standard set of rules that
are published on our Wb site that we abide by, but we also
have variations as appropriate by individual market.

Essentially, if you take a | ook at the two



busi ness partners that we have here today, with ICE and the
Merchants' Exchange, | think it's safe to say that we
provide themw th identical capabilities, but we do not
provide themw th identical solutions, because in fact the
needs of their markets are different.

| thought it was very appropriate the slide that
M . Hederman showed this norning that showed all the
intersecting circles indicating fromhis view that while
there are pieces of each clearing solution they' ve | ooked at
that of fer some benefits, we are still, through the joint
commi ssions, trying to find a solution for this industry
that is a better fit than what we currently have avail abl e.

Next slide, please.

(Slide.)

Wen we | ook at the risk policies, we believe
that the true value of what we provide is the risk
managenent and not the transaction processing. These risk
policies are typically determned in conjunction with the
mar kets that we serve to nmake sure that they are appropriate
to the users of those markets and to the protection of those
mar ket s.

There are two basic types of risk policies that
we enforce. The first are margins. And the whol e idea
behind a margin fromour point of viewis that we're trying

to create a bal ance between adequate market protection and
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efficient use of capital. If we raise the margin too high,

there's very little risk and nobody wants to trade because

all their capital is tied up. If we set the margin too | ow,
capital flows freely. Unfortunately, the risk is there.

So it is a balancing act, and it's based upon
extensive statistical analysis of historical price noves.

It was nentioned earlier today that a typical
margin is set to cover the price nove that is expected
bet ween mar k-to-nmarket variations. W nmark-to-market tw ce
a day, but in sone cases for nore volatile products, we set
our margins at what we expect to be two or even four-day
price novenents. This is again to provi de adequate
protection to the nmarkets, and has been done in conjunction
with those markets to nmake sure that we are maintaining the
bal ance between risk and capital.

W margin two ways: On a gross and a net basis.
Essentially, as was explained earlier, when a narket
participant puts a position with a clearing nmenber, they are
asked to post margin with that clearing nmenber to cover
their position.

In some narkets that are not highly volatile, we
coll ect what we call a net margin, which neans we allow the
cl earing menber to net the positions of the individual
accounts they are clearing and post nargi n based upon the

netted positions. |In effect, what this does is says that
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the clearing nmenber is holding part of the margin that's
been deposited and we are holding part of the margin that's
been deposited. There is no difference to the nmarket
parti ci pant.

In nore vol atile markets, we use what we cal
gross margining. Under gross margining, we do not net the
positions across account, so we collect all of the margin
that has been given to the clearing participants and hold
that ourselves to provide extra protection to the nmarkets.
Again, this is a way for us to balance off the use of
capital and try to treat each market as we see best serves
its needs.

We al so apply what we call variable margins,
whi ch are extra or super margins that can be invoked when
the price noves are large in conparison to the margin that's
al ready on deposit. This applies to an entire nmarket. So
if there is a large price nove in a single day, for exanple,
a price nove that is 50 to 100 percent of the margin on
deposit, we can collect additional margin to hold us and
provi de additional risk protection through the period of
volatility until the market stabili zes.

We have what we call concentration margins. This
is applied to individual clearing participants who are
hol ding |l arge or concentrated positions within the market.

And again, this protects against a concentration of risk by
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coll ecting additional capital when the risk is not spread
equally. Effectively what this does, if you think about it,
sooner or |later you can't post the margin. Therefore, you

cannot take a larger position in that part of the market.



We also in the energy markets apply what we call
a "Spot Month Margin." This applies during the contract
expiration nonth leading up to the day of contract
expiration. W gradually increase the margin.

What this effectively does is take people who are
hedgi ng, or people who do not intend to actually nake or
t ake physical delivery, and it gives themincentive to cone
out of the market as the nmargin increases.

So what we have done there is give other
participants a chance to join the market and increase the
liquidity but still provide sonme protection agai nst having
people go to contract expiration and then not being able to
take or nake delivery.

This al so provides a ranp up to a delivery escrow
process that we provide, which I wll describe later.

In addition to the margins as | have descri bed
them we do take into account the overall portfolio of our
menber firms. We |look for correlation between their
positions and, when possible, try to provide offsets in the
mar gi n requi red when they have related but not identical
products that have offsetting positions. W also take a
| ook at cal endar spreads and adjust accordingly for those as
wel | .

From a standpoint of limts, this applies at

various levels within the market. The sinplest is the
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trading systemlimt which establishes on a custoner-by-
custoner basis the Ordered Quantity and Net Position Limts
by custoner.

Agai n, this keeps peopl e who have snmall anmounts
of capital relegated to small amounts of trading vol unes
relative to the larger firnmns.

We have what we call Exposure Limts. Wen the
anount of positions that you have open becones very large in
proportion to the capital you have to back it, we again
begin to escalate the margin required fromyou and apply a
supernmargin to keep things in line so that you do not exceed
t he amount of capital that you' ve got to back you

We also in some of the markets that we clear
apply what we call "Daily Price Limts" so that if the price
nove exceeds a certain limt for a given day, we effectively
stop accepting trades for clearance until the prices cone
back into line.

Once again | would like to enphasize the point of
these risk policies. There is flexibility there, and it is
determ ned on a market-by-market basis. Slide six, please.

(Slide.)

From a standpoint of how we actually run the
margi n collection process, it is quite sinple. If you
establish a position today, we need to collect your margin

before you are allowed to trade tonorrow.
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We take the price feeds at the end of the day.

We mark your positions to market. W collect your margin
the next norning. |If your margin is not on deposit when the
mar ket opens, you are not allowed to trade.

W al so do a m d-day mark-to-market and pay-
coll ect process. | think the mark-to-nmarket has been
expl ained. Again, the idea here is to keep trace on an
ongoi ng basis and nake sure that the margins and the
positions are nonitored closely and not allowed to get too
far out of whack.

The treatnment of the special margins, the
vari abl e margin, the concentration margin, the exposure
limts are all collected the next day based upon the
previ ous day's activities.

The tim ng and type of the paynents, we nake al
our margin calls in cash. However, you are able to
substitute acceptable securities once the cash call has been
made. Typical securities are governnent debt, governnent
agency debt, noney market funds; we are constantly working
to expand our listing of acceptable collateral.

Agai n, we woul d be happy to provide nore detai
on what we accept--haircut rates, et cetera--through offline
conversations or through a visit to our web site.

In situations where your positions have

decreased, excess margin is available at 9:00 a.m the next



busi ness day if you need to withdraw sonme of it. Next
slide, please.

(Slide.)

A l ot of questions have been asked about
delivery, especially in the energy markets and especially
when it comes to power so we wanted to address this
specifically.

We do not provide guarantees on physi cal
delivery. In fact, in our viewit is unrealistic. There
are too many issues with transm ssion and storage in the
energy markets to guarantee physical delivery.

However, we do recogni ze the need to nanage and
mtigate those risks. So we have several policies and
offerings in place to help with those.

First, as | nentioned, we do the Spot Mnth
Margin to try to nove people out of the market that are not
qualified to make or take delivery. And in fact we do have
rules in place that will force |iquidation of those
positions as we cone to the contract expiration.

This hel ps reduce volatility in the markets as
the contracts near expiration, as well as avoiding delivery
scenarios that are inpossible to fulfill

We have a flexible matching process that is
coordinated with the individual markets to maxim ze the

efficiency of delivery. Essentially what we are trying to
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do t hrough matching, instead of just doing it on a random
basis, we are trying to match according to quantities,
geographi es, and other |ogical considerations that the
parti es woul d observe thenselves if they were trading
bilaterally. W are not trying to put together a buy and a
sell that don't match

Further, we offer an optional delivery collateral
managenment process that hel ps reduce the risk of delivery
default. Basically what we do there is we coll ect
collateral and hold it fromboth the buying and the selling
party.

At that point intime, the seller knows that if
they deliver they will be paid because the collateral is on
deposit. The buyer does not have quite such a strong
assurance because the seller could default on their delivery
m dnonth and we woul d be forced to go out on a spot market
and attenpt to cure that situation.

What we do to help reduce that risk is continue
t hrough the nonth to neasure how nuch of the contract
remai ns to be delivered versus the current spot prices and
coll ect additional collateral along the way so that, as well
as we can tell, the tanks is "topped off" in case we need to
refill it.

It is not a guarantee that physical delivery wll

occur. However, it is a collection of funds that will help
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if a default occurs md-delivery to provide the buyer with
sonme cure for that default. Next slide, please.
(Slide.)
The last thing | would like to talk about is our
default structure. For the purposes of this illustration,

we have shown three separate markets.



In the event that there is a default in any
si ngl e market, what woul d happen to cure that default is we
begin by taking the nmargin deposits of the defaulting nenber
and applying themto the situation. |If those are not
sufficient, we look at the funds payable to the defaulting
menber. |If those are not sufficient, we will |ook at other
funds that may be available to us fromthe defaulting
menber .

We have nmade special provisions for how we deal
with clearing nenbers who are in default in a nmarket. They
give us sone rights to treat themas if they were in default
in other markets.

Once we have exhausted the availability of funds
fromthe defaulting nenber, we then go to the Market
Guarantee Fund. The Market Guarantee Fund is made up of
contributions fromthe participants in that market. W wll
not go to the funds in other narkets, other Market Guarantee
Funds that are not in default. W wll stay with the Market
Quarantee Fund that is in default.

We al so have provisions to nmake additional calls
for funds fromthe clearing nenbers to replenish the Mrket
Guarantee Fund if that should run dry, and that is the
addi tional collateral on call.

Finally, we go to the general guarantee fund,

whi ch is backed by GCC, and other assessable assets that we
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may have. So we have chosen a default nodel that is a

conbi nati on of nutualized risk, as well as non-nutualized.

We back some; sone is backed by the clearing participants

t hensel ves.

(Slide.)

In summary, | would like to first of all thank
the Joint Conmm ssion for sponsoring this conference and for
providing GCC with the opportunity to participate on this
panel .

| would also like to thank the other panelists
and attendees for their participation as | believe events
such as these are critical if we are to devel op sol utions
that effectively address the issues facing today' s energy
mar ket s.

| f anyone has any questions, | would be happy to
answer them here. W also have sone panphlets in the back
of the room Thank you.

M5. THORPE: Thank you very much, Charl es.

Now we go to the clearing provider who has
certainly cone the farthest to join us today. Andrew Lanb
is Deputy Chief Executive and Managing Director of Risk at
t he London C earing House. Andrew -- and thank you all very
much for keeping to your allotted tine.

MR. LAMB. It's a pleasure and quite an

experience to be here. |I'mthe one with the funny accent.
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" mone of the few who didn't work for the Chicago
Mercanti|l e Exchange.

(Laughter.)

MR. LAMB. Before | started working for the
London C earing House, | worked for the Bank of Engl and.

And | think there are in fact a |l arge nunber of simlarities
bet ween central banks and cl eari nghouses. Both types have
got a pretty good track record.

| feel rather angry with John Davi dson who said
practically everything | wanted to say, including even down
tomy first slide, where he actually said that the London
Clearing House with a different name was established in
1888.

I nterestingly enough, | think in the context of
this sem nar conference, in 1888 the Econom st Magazine in
London witing about this newconer, this clearinghouse,
deci ded that the experinent was |likely to be short-lived and
that it was a very bad idea introducing a clearinghouse for
the commodity markets because, and | quote, "there would be
a leveling down of credit."”

(Laughter.)

MR. LAMB:. Well, you know, nore than a hundred
years on, what's happening around the world I think is the
central counterparty clearinghouse nodel, | tend to use the

whol e description, the central counterparty clearinghouse



nodel has been spreading fromthe original agricultural
commodity markets across exchange traded futures and options
into real OTC markets, differently traded narkets.

(Slide.)

As nost people here won't be famliar with the
London O earing House, ny first slide just traces our
history. | nentioned the origins in the 19th century. W
began our experience with energy with clearing with gas and
oil when we started to clear for the International Petrol eum
Exchange in '81. CQur nodel, we are an independent
cl eari nghouse owned, for the nost part, by the clearing
menbers, the users, and in a mnority way by three futures
exchanges in London, but the npbst inportant part of our
nodel is that we are independent of exclusive ownership by
any one marketplace. Qur clearing then expanded across
exchange markets in London as those separate exchanges
decided not to reinvent the wheel, not to establish their
own cl earing organi zation but to ask us to do it.

We expanded to take on board the clearing of the
London Metal Exchange in '87. That exchange had been around
for a very long tinme. It predated the London O earing
House. But it was only in 1987, after the difficulties of
the tin crisis, which some people here may have heard of,
that they decided to introduce central counterparty clearing

in order to strengthen the integrity of the nmarketpl ace.
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We then noved in the 90s to clearing cash
equities, sonething that had been done fromthe m d-70s,
believe in the States with the National Securities Cearing
Corporation, but it only took over in Europe several decades
| ater.

We then noved fromthe clearing of exchange
traded products of all kinds including gas and oil to the
clearing of OIC or bilaterally traded markets. | think one
point 1'd like to nake, having |istened to many excel |l ent
presentations here, is there isn't actually a standard
definition of OIC or over-the-counter trades. As it
happens, nmany of those trades nowadays, well as David Goone
has expl ai ned, are not negotiated bilaterally interoffice or
over the tel ephone between banks or brokers. Many so-called
OrC trades are in fact negotiated on automated trading
systens with anonymty and therefore the boundary |ines
bet ween conventi onal exchange traded tradi ng and over-the-
counter trading. Those boundary lines are increasingly
bl urred.

The general conclusion of the London O earing
House in ternms of risk exposures and the work of a
cl earinghouse is entirely about risk managenent, Charles was
right, but our conclusion is that it is perfectly possible
to clear over-the-counter markets. |In many respects they

can be nore |liquid than exchange markets. | think that's
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true of the plain vanilla interest rate swaps.

But a cl earinghouse as a risk manager nust above
all be aware of the distinctions between products and
mar ket pl aces and nmust tailor its risk managenent
accordingly.

The final stage of our product scope and narket
expansi on has been to begin to clear for the
I ntercontinental Exchange, and we've also started to clear
for European, mainland European power products, a
mar ket pl ace cal | ed | ndex.

(Slide.)

Let nme just continue this with the second slide,
the institutional history, by talking a little bit about
regul ati on and Jane Thorpe asked ne in passing to tal k about
the oversight regulation of LCH in the UK

On the UK side, LCH is a recognized cl earinghouse
which is a special category of designation. The |egislation
took a long time to catch up with LCH, because as you see,
the first legislation didn't conme along for 100 years after
we were up and runni ng.

Qur designation or recognition now and the
oversight of what we do is carried out by the Financial
Services Authority. The Financial Services Authority is, if
| can call it this, a conglonerate financial services

regulator. It conbines the CFTC, the SEC, the Fed, the OCC
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They're all there in one building. In terns of their
supervisory regul atory oversight of clearing organizations
and particularly of the London O earing House, then | think
their approach is very simlar in fact to that that has
recently been devel oped by the CFTC.

They have a set of guidances, they don't cal
them princi pl es but they're gui dances whi ch expand on the
| egal recognition requirenents laid out in the financial
| egi sl ation and the gui dances offered by the FSA cover al
the territory covered in the 13 principles that were
mentioned earlier in the CFTCs.

One thing | would say about the oversight
regul ati on of clearinghouses across the world is that there
has been no attenpt, so far, to lay down financial and
capi tal adequacy standards that are anywhere near as precise
or detailed as is the case with the four financial banks and
ot her financial intermediaries.

As yet the oversight regul ators have built
st andards and gui dances around the current practices and
wel | established practices of clearing organi zations.
Whether the time will cone that the regulators to becone
nore prescriptive, | don't have ny crystal ball but | make
t he coment anyway that the regul atory gui dances and
principles are relatively general as things stand.

(Slide.)
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Finally on this the second slide, LCH is one of
the 13 DCOs. | believe that we're the only one based
outside the United States. Qur designation only relates to
OTC business. It does not extend to designated contract
mar ket busi ness, and there of course the designation and
oversight is fromthe CFTC

(Slide.)

On the third slide | begin to get into John
Davi dson territory, but I want to talk specifically about
how LCH organi zes its clearing. So although ny slides are
general, I wll fill themin.

My third slide, which just nmentions at a very
high |l evel the central counterparty nodel was nuch better
covered by John, but | think the basic point to enphasize
really is that you don't notice Central Counterparty
Cl eari ng House nost of the tine because things just happen.
The nenbers neet their obligations often in the case of
physi cal delivery. The menbers or even their custoners
actual ly make paynent and deliver, and you don't notice that
there's a central counterparty there at all

However, and this is the point about the novation
and the legal responsibilities, the essence of a central
counterparty is that where there are problens, he nmust live
up to his nanme because he is the buyer to the seller and the

seller to the buyer, and he nmust perform |If the central
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counterparty does not perform then arguably, no definitely
it has been bad news having a central counterparty in the
first place. If the central counterparty cannot perform
you woul d be better off having stayed with bil ateral
obl i gati ons because that way you're dispersing the risk.

There's no doubt about the fact that you do
concentrate the risk with a clearinghouse. They have a
great track record but they can't rely on that, they have to
continue with nanagenent vigil ance.

(Slide.)

| begin to get a bit nore specific here. | nean
how can a cl eari nghouse ensure that it is that when needed
and it has the funds and the procedures to discharge its
obligations to ensure that there is not system c risk?
Well, the first thing of course is the nenbership
requirenents. It is inportant that the nenbers neet tough
requi renents because in practically all cases -- no al
cases actual central party clearinghouses actually call upon
the financial resources of their participants the nenbers to
underpin the financial integrity of the system

In LCH s case, we think it inportant that the
standards shoul d be different across the markets that we
clear. John nmentioned interest rate swaps. This session is
about energy products, but if | nention interest rate swaps,

it makes the point. A mni num nenbership requirenent there
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is for net capital of $5 billion. Because we're dealing

with an inter-bank market, we do not want banks' custoners
clearing. It's an inter-bank facility, and if there are

probl enms, we have to rely for default nanagenent on the
surviving banks. W want very big bal ance sheets, we want

very big swap books and the ability to hel p us.

In the case of the energy nmarkets, we don't feel
that the standards, mninmum capital standards need to be
that high. Qur mninumstandard is about $8 million, |'m
translating rapidly fromsterling, but we do obey the
Davi dson rul e, one of his many rules for clearinghouses,
|"ve noted themall, we do obey the Davidson rule of
havi ng hi gher requirenents relative to position and exposure
si ze.

| think one aspect of our arrangenents, and |
know it's the sane Charles nentioned it, is that the
clearing firns that our direct nmenber exposures, and our
guarantee in performance only extends to the nenbers and not
to non-clearing participants. But we are open to those
menbers being either financial internediaries or trading
compani es.

We have |l ong had, since the early days of
clearing the International Petrol eum Exchange, Shell and BP
have been nenbers, we have other tradi ng conpani es, Hydro

Al um num of the State Al um num Conpany of Norway is a
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cl earing menber for the netal exchange busi ness.

The point | think that I woul d make about the
direct participation by a trading conpany, a nerchant
conpany | think, the point |I'd make about that direct
participation in a central counterparty clearing system is
that central counterparty clearing houses are extrenely
greedy, necessarily so in terns of collateral and access to
noney, so that if a nmerchant joins directly, he mnust
establish the banking facilities that ensure that the
variation margi n paynents cone through to the clearinghouse,
so a nerchant is going to need to establish banking
facilities in any event, and to supply his own coll ateral,
which is one of the reasons why in many cases the decision
has obviously been that it is better to indirectly access
clearing through a financial internediary.

(Slide.)

Lots of people have spoken about nargi ning and
revaluation. | think I'd make a coupl e of additional
points. The margin, which has been nentioned, is actually
the core nmeasure of the market risk that a centra
counterparty cl earinghouse nust nmanage effectively if there
is a nenber default. So the initial or original margin or
the | think it's called a perfornmance bond by the Chicago
Mercantil e Exchange -- | didn't work there but | know sone

of their termnology -- the margin requirenment is the core



guantity and there's certainly a difference in practice at
he cl eari nghouse with the standard that John nentioned
because we do not regard one day's cover as sufficient. Qur
m ni mum standard is two days cover and it's three standard
devi ations, although it's not an entirely statistical
exercise. | think Charles and | are at one there.

Just because you are revaluing at least daily
does not mean when you've got a default that you can be
certain to close out the positions in a day. But the core
mar ket risk protections | think of any clearinghouse and
certainly ours are the margining, the estimation of the
mar ket risk, the daily or many tines a day reval uation. W
vary on the nunber of reval uations but one point |I'd make.
Several speakers have called that revaluation marking to
market. | think it's very inportant to enphasize that for
the nost part in the cleared markets, it isn't just marking
to market. A lot of OIC banks will say they have nmarked
their positions to market which sinply neans they' ve entered
themin their books at what appears to be a reasonabl e
mar ket pri ce.

But we refer the marking to market as a
settlenent to market because it is linked to the actual
novation of contracts. So we are actually producing a new
contract each day which is based on the | atest nmarket price,

and through the collection of profits and | osses, we are
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narrowi ng the price w ndow.

One other extrenely inportant point, which is the
| ast point on this slide, is the legal franmework. |[|'ve got
nore on that later, but I think it is incredibly inportant
that a central counterparty clearinghouse, if it has to
manage a default, it is incredibly inportant that it cannot
be picked off by insolvency practitioners or anyone el se.
Its procedures and what it does to handle a default nust not
only be quick, but it nmust be as legally protected as

possi bl e.
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Because that | egal exposure of course can undo
all your cal cul ati ons about how much you need in the bank to
handl e t he defaul t.

(Slide.)

The ri sk managenent nodel nenbership partici pant
standards | think | probably covered that already. The
mar ket risk protection, perhaps | could just make two points
about that slide.

|"ve made the one about the initial margin and
the way we calculate it. The requirenents inevitably vary
bet ween contracts. There should also be a distinction nade
between maturities in particular contracts. And a |ot has
been said about the nutualization of risk. | don't know of
a clearinghouse in which initial or original margin or
per formance bonds are nutualized. C earinghouses can only
in a default apply the initial margin or original margin of
the defaulter. The contingent resources sit below the
initial margin. | think that's so the nutualization of risk
is not entire.

(Slide.)

The contingent financial resources. The quality
and liquidity of the contingent resources is inportant, and
not just their size. Qur default fund, which is what we
woul d use if the initial margin of a defaulter were

insufficient to cover the market | osses of our restoring

loY



equi li brium and di schargi ng our responsibilities, our
default fund is half a billion dollars. [|'ve done ny
conversion again. W have sitting behind that default

i nsurance from financial security assurance, the Mno Line
assurer of $300 mllion, and then we have our own capital of
$100 mllion. Those quantities are pretty substantial. As
| said, the default fund is in cash, held in our nane, so it
is imediately avail abl e.

The nost inportant point | think about the
contingent resources is that their continued adequacy shoul d
be tested with a rigorous stress testing nodel that takes a
very serious and hard | ook at whether the price assunptions
built into the margin cal culations are correct. So on the
basis of that stress testing, our fund has risen over the
past three years. It has doubled in size.

There's one difference in our arrangenents. |If
there's a default, no matter what narketplace, we can use
the entire default fund. W would consider it very strange
were a nenber to be active across several markets, we woul d
consider it very strange that we couldn't use all his funds
if he had defaulted in one. |In fact, they either default or
they don't default, as far as we're concerned.

|"mtaking up too nmuch time. |'mgetting near.
My only excuse is that | traveled a | ong way.

(Laughter.)



MR LAMB:. [I'mon ny final slide now

(Slide.)

| think that probably the |egal franmework and the
| egal certainty hasn't quite cone out as nuch as it mght so
far. It is extrenely inportant that everyone knows who the
cl eari nghouse stands behind, who is the clearinghouse
directly guaranteeing or underwiting. |In our case, there's
no doubt about it. It's the clearing nenbers. There is a
principal -to-principal relationship there.

There are significant client protections in the
exchange markets, but those are indirect. |It's very
i nportant that the assunptions about netting and offsetting
that are built into the calculation of the risk quantities.
It's clearly of the essence that those assunptions actually
come to pass in a default and that everything isn't unpicked
by soneone effective challenging the netting and offsetting
or bl ocking access to collateral.

It is inmportant that central counterparty
cl eari nghouses and certainly in the States and certainly in
the UK and increasing across Europe, central counterparty
cl eari nghouses are specifically protected under insolvency
| aw regi mes and bankruptcy codes. There's a quid pro quo
there. Typically there is in the UK and that is that we
have to have established default rules and default

procedures so that people know nore ore | ess how we are



going to handle a default.

| don't think inthe time |I've got anything nore
to say other than a wap-up conment, which is that | firnmy
bel i eve, and my conpany does, that central counterparty
cl eari nghouses can offer a great deal in terns of financial
stability, operational sinplification, transparency, trading
liquidity. They can offer a great deal to a whol e range of
mar ket pl aces.

But there are several prerequisites. One of
those is that the marketplace actually wants a centra
counterparty. | think it's no use forcing the nodel on a
reluctant marketplace or a marketplace it doesn't fit.

And the other thing is that there needs to be,
there typically needs to be in the case of contracts that
are cleared which go through to physical delivery or
settlenment, that aren't just cash settled by the exchange of
one net paynent, there needs to be a very, very clear, solid
delivery framework and settlenment framework into which a
central counterparty clearinghouse can fit.

I f that delivery or settlenent framework is not
wel | constructed, or if it's uncertain, then it's likely in
its risk evaluation that the central counterparty
cl eari nghouse is going to decide that it cannot manage the
delivery risks. And | think that it is actually preferable

that a central counterparty clearinghouse hangs on in there



t hrough the delivery process if it can, because | think if
it cuts out before, it's not really offering the full value
added.

But unless the delivery nechanismis of that
kind, then the risk analysis would suggest that you have to
draw the I|ine.

|"msorry to have overrun ny allotted tine.

M5. THORPE: Thank you very much, Andrew. W're
actually at the end here of this event, but |I'm hoping that
since we started |late and we have one nore speaker to go
that you will indulge us and |l et Dennis Earle have his 15
m nutes. Thank you, Dennis.

Dennis is the President and Chief Executive
O ficer of Energyd ear Corporation.

MR. EARLE: Thank you, Jane. Thank you, M.

Chai rman, Commi ssioners. It's a pleasure to be here this
afternoon. Being from Texas neans you're never last, so |I'm
not worried about that.

|"d like to go back to what John said this
norni ng since | guess we're sort of wapping up the CFTC
panel sandw ched between the two of us. |'ve spent a |ot of
time over the years thinking about what a cl earinghouse
really is.

| nmean, we operate a | ot of heterogeneous

entities. W don't |ook the same. But when you get down to



the real basics, it's a group of firms that cone together
that agree to abide by a set of rules and procedures and to
put up noney to protect thenselves against the failure of
one of their own.

And t he operation, the conpany that adm nisters
these rul es and procedures, at least in the United States,
is protected under the Bankruptcy Code and FDI ClI A, which
means under FDICIA, any netting that we do sticks in a
bankruptcy, to ensure that these systens work. Waiting for
Andrew to finish, | sort of |ost ny voice.

(Laughter.)

MR. EARLE: It seens to ne that we have to step
back and ask what the value of these clearing systens are by
exanple. If direct menbership in a clearing systemwas not
i nportant, we'd have one cl earinghouse in the U S. Because
if it didn't matter whether you were a direct participant or
an indirect participant, we'd have had common clearing in
futures 15 years ago.

There is a premumthat nmenbers pay for that
direct protection, to be a nenber of that association. And
al t hough the way we approve futures contracts in the United
States has traditionally neant that npbst of our contracts
have been liquid, we forget that on the other side of the
regul atory fence over on 5th Street, the Securities and

Exchange Conmission in the last 20, 25 years approved a



cl eari nghouse for the pink sheet market, which we now cal
NASDAQ, for the municipal securities nmarket, for the
nort gage back market, for the Brady bond market, and
eventually for the forward and when-issued market in U S.
government securities. And in each of those clearinghouses,
the nenbers put a very high premumon the direct protection
of a clearing system

s the OTC market in energy a market in its own
right? And if it is a market inits ow right, is it any
| ess vested with the national interest than the nmuni bond
market? And if the answer to that is no, that it's just as
i mportant or nore inportant, then we need to seriously step
back and ask oursel ves what kind of a clearing systemwe are

buil ding for the energy industry.



The second chart on ny presentation is a
conparison of two triangles which you have in front of you.
Qur so-called traditional nodel and an OTC nodel

In a traditional nodel, a participant in a system
can either be a direct nenber of the clearing systemor an
i ndirect nenber. You know, as | | ook at the table here
t oday, mnmy esteened col |l eagues, and they are, these are
excel l ent organi zations, there's a mssing chair up here at
t he table.

We tal k about the FCVs that nerchant energy
conpani es have to clear through to get to the
cl eari nghouses, but they're not sitting here. And in not
sitting here, we tend to not visualize the fact that they
are the ones that are putting their bal ance sheet at risk
for the nerchant energy conpanies that clear through them
not the cl earinghouse on the other side of the FCM

EnergyClear is the nodel on the right side of the
page. W were established under and pursuant to the CFTC
and the CFMA to take nerchant energy conpani es as direct
menbers. W are owned and operated by merchant energy
conpani es for nerchant energy conpanies. And | would submt
for your consideration, if you |l ooked at NASDQ which we
used to call the pink sheet market, you would find that this
nodel is exactly the sane as what the NASDQ nenbers set up

when they were trying to establish their own market with
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their own independence and their own stability.

(Slide.)

| f you would be kind enough to turn the page to
the OTC risk phil osophy. EnergyC ear operates with industry
devel oped ri sk procedures, we do real time collateral checks
on those participants, which you'll see in a page or so, we
feel have greater exposures to the system W run at a 99.5
percent VaR rate daily.

(Slide.)

If you turn the page to margin rates. In trying
to answer sone of the questions that John posed this
nor ni ng, we conpute our initial margins based upon Mnte-
Carl o sinmulations and SPAN Scenario Analysis at the 99.5
percent level. W collect variation margin once a day. W
do not use settlenment banks, we do use direct nmenmbers of Fed
Wre. The genesis of settlenent banks in the U S. futures
cl earance and settlenment systemwas tied to the floor
trading conmunity and the desire to be able to rule off a
book before the fl oor opened.

The OTC market never closes. There's no need to
rule off the book before the floor opens, so we were able to
take a different perspective on how the banking
rel ati onshi ps were established.

(Slide.)

Again, if you would turn to nenbership



categories, I'mgoing to try to both keep us on tine and get
to the nore interesting stuff which is the real policy
guestions that have energed fromthis intersection of our

i ndustries. EnergyCd ear, because it clears for merchant
energy conpani es had to recogni ze that they are also not a
honmogenous industry. Many of themare rating-stressed. And
we accept, as direct menbers, both those firns that are in
excel lent financial condition and well rated, and those
firms that we call in recovered class, and we are operating
with a recovered class nenber.

A recovered class nenber is a merchant energy
conpany who is not otherw se qualified for nenbership but is
allowed to state in the clearing corporation and naintain
the benefits of netting as |Iong as they maintain a bal anced
book and a higher |evel financial protections. Wy is that
i mportant?

We tal ked about netting this nmorning and the
benefit it brings to market liquidity. | think that's self
evident. W also forget that a group noted in the early
1990s that netting makes it harder for a firmto fail. By
the netting of liquidity requirenents we nake it less |ikely
that any given firmw Il face a liquidity crunch in the
settlement process and therefore make it less likely that
firmse will fail during times of nmarket stress.

(Slide.)



In terns of product and position limts, the next
page, we all have product limts. Product limts are
designed to protect the clearing corporation and to ensure
that we actually have a cap on what the exposure is. This
identifies the way EnergyC ear determnes its product limts
and its position limts. And as you can see and reflect on
this in your own tine, they're basically credit indexed.
They're indexed to the credit rating of the individual firm

(Slide.)

On the next page as to our financial default
resources, noting that we clear only OIC gas and power. W
obviously collect variation margin |ike everyone el se does,
initial margin like everyone el se does. Qur guaranty fund

which is put up by the merchant energy conmpanies is a

m nimum of $2.5 million per firm W require a m ni mum of
$20 million parent guarantee by the parent operating
conpany, and we have $100 million commtted line of credit,

sanme day line of credit fromthe banks.

As of this norning, we were running with $120
million in liquid collateral followed by the parent
guar ant ees whi ch al so accunul ated for another $100 mllion.

(Slide.)

On the next page, we have a list of the products.
Products are products. Any clearinghouse can add any

product quickly for which it can find a reliable price or
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i ndex. Addi ng products and the scope of the products is not

a nmeasure of the viability or the efficiency of the clearing
system W can all add or subtract at will. Let's go to

t he next page if you woul d.

(Slide.)

Clearing in the United States was an interesting
but boring business until OTC energy cane al ong. The nost
exciting conferences | ever went to were the FI A where we
had the annual debate about whether or not the MERC and the
Chi cago Board of Trade would do common clearing. And we had
that debate every year, so it was very predictable.

Then OTC energy showed up because you represent
different delivery characteristics than the traditional
commodities that we have handled, different liquidity in
your market. If there's no generation, there's no
generation. And you've raised many policy issues that we
sinply haven't thought of in a long tine.

If we | ook at the accunul ated wi sdom around this
tabl e, which goes beyond the Chicago Mercantile once in a
while, the fact is our systens are evol utionary, not
revol utionary.

W' ve taken systens and over a period of tine
evol ved themin gradual, well thought out, well neasured
steps but they were not designed on the futures side of the

cl earance and settlement systemfor nmarkets that were | ess



than Iiquid.

And while our counterparts in the securities
busi ness have built clearinghouses for |less-than-1liquid
i nstrunments, because surely one can define the nunicipal
securities market at the end of the 1980s as being | ess than
liquid when it was there on a given day. W have not had,
on this side, the experience of having to deal with the
i ndustry that FERC brings to this table.

The Bank for International Settlenents has had a
rather interesting view of futures and securities
cl eari nghouses for the last ten years. W sonetines use the
word guarantee. And they take exception to that. They say
that a cl earinghouse protects trades up to the limt of its
financi al saf eguards because in the end, if you can't
liquidate a trade at a price you can afford, you can't
liquidate the trade. And | think Andrew correctly points
out cl earinghouses have to be able to act in a predictable
manner .

Wel | what happens if a cl earinghouse knows t hat
there is the possibility that it mght not be able to
liquidate a trade at a price that he can afford within the
financi al safeguard systen? That is not an issue that we
have faced in the futures clearinghouses. That is an issue
that securities clearinghouses have faced such as a nuni and

nort gage- backed securities. Wat we have not done is to
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bring that expedi ence and that know edge for how to deal

with less than |iquid markets fromthat section of our

i ndustry over to this section of our industry.

And if a position can't be liquidated at a
rati ngs agency reaches a point of view that a clearinghouse
m ght be unratabl e because it mght not be able to |iquidate
positions, what confort can they possibly give the
participants in that systemas to the ability of the
cl eari nghouse to represent a useful and rateable clearing
solution for the industry?

When we tal k about OTC delivery, and | think ny
col | eagues at the other end of the table correctly pointed
it out, the delivery of energy products is significantly
different not just in terns of time frame but also the fact
that if it's sinply not there, it's sinply not there. None
of us guarantee delivery. W would all like to think that
in sone manner, shape, or form we protect during delivery.
The traditional mechani sm by which futures clearinghouses
have protected during delivery has been through a
conbi nation of delivery margins and occasionally sone
comm t ment of the bal ance sheet of the clearinghouse of the
exchange.

But what if they are not fundanmentally adequate
to provide liquidation danages to the energy participants

who are | ooking to use the clearing systen? | nmean in a



way, if we had been doing this conference in a pre-Enron,
pre- CFA environnment, we'd have had one cl earinghouse sitting
here with a lot of rich energy conpanies and it woul d have
been a very sinple discussion.

But your side of the table represents conpanies
that are, at best, rating stress, representing fundanental
concerns about the underlying of those conpanies, while our
side of the table we have a collection of very fine clearing
corporations who are trying to figure out how to conpete
with each other. And the intersection of those two neans
that there is no one single answer, and in fact we may al
or may none of us have the right answer.

| think Charles correctly pointed out it is
i nportant that the dial ogue between the agencies and between
the industries continue so that we can figure out what the
right answer is. For exanple, when Participants Trust
Conmpany was created to serve the nunicipal securities
i ndustry, it did not provide a benefit of the bargain trade
guarantee. It did not neutralize the risk anmong the
participants, but it did stabilize the municipal securities
market. As a matter of fact, we haven't heard a peep out of
it inthe last 15 years; it's worked rather well.

The truth is that sonetinmes taking a classi cal
clearing solution and trying to apply it to a non-cl assi cal

mar ket is not the best answer. Sonetines you have tail or
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the solution to the target market to get the solution that
the target market really requires.

Because in the end, who are we trying to protect?
The FCM or the nerchant energy conpany? | thought it was
t he nerchant energy conpany. And if that's true, then we
have to come up with solutions that absolutely provide the
best possible but predictable protection for those nerchant
ener gy conpani es.

Turning to the next page, structured deals as
John correctly points out this norning have al ways been the
problem | guess of the traditional clearinghouse. W have
not handled them W have not handled themwell. And in
general we have tried to pretend that they don't exist.

But in fact in the merchant energy conpanies,
there is an enornmous portfolio of structured deals. And in
talking with them as you do at the Barrens Bower Institute
and going out and visiting nerchant energy conpanies, it is
not clear that they should go away.

In many cases, they reflect custom zed
transacti ons which reflect either unique production or
uni que consunption requirenments. W have to find a way for
this table to, using the words of the Bank for International
Settlenments, protect them Maybe we can't guarantee them
but maybe we can protect themin an attenpt to help

stabilize the nerchant energy conpany over-the-counter
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tradi ng conmunity.

What |evel of protection is required by the
nmer chant energy conpani es and how a traditional clearing
systemcan provide it in a way that is satisfactory to the
rating agencies | think is going to prove an interesting
chal | enge.

Now we' ve informed the CFTC that we are
fundamental ly altering energy clearance rules. Despite al
t he noney that we have, we're not convinced that's enough.
W are filing rules with the Comm ssion that we will de-
neutralize the risk on the nerchant energy conpanies and in
addition to that, we will in a separate risk pool,
accomodat e those FCMs who want to clear OTC energy but at
an OIC energy clearinghouse.

Now | et me take off ny energy clear hat for a
m nute and tal k about the energy conferences that | attend,
havi ng now t al ked about my CFTC obli gati ons.

| think in the end it doesn't matter if there's
four clearinghouses and 100 percent of the nerchant energy
conpani es use them Maybe not an ideal solution but kind of
works. What would it nean if there's only one cl earinghouse
but only five percent of the nerchant energy conpani es use
then? | don't think that's nmuch of an answer.

And | think that's sort of the paradox that's

sitting in the mddle of this table today in this holl ow
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square, unanswered. Have the nerchant energy conpanies
agreed that this is a viable solution to help address their
credit problens and given the history of clearance and
settlement reformin the last twenty years, is it likely
that the nmerchant energy conpani es, any nore than the
br oker/deal ers or the FCMs will ever achieve consensus on
their own anong thensel ves w thout sone incentive fromthe
public sector.

| would rem nd you that the G oup of 30 Refornms,
of which I was executive director in the early 1990s, were
probably the best exanple of the private sector comng to
the table with an initiative to inprove the system of
cl earance and settlenment in the United States. But as you
know, we failed. W as the private sector were never able
to achi eve consensus on reform The way those forns were
i npl enented was the private sector brought the agenda to the
public sector and the public sector adopted that agenda as
t heir own.

So perhaps the question isn't how nany good
cl eari nghouses you have -- you have three of them-- we do
different things, we protect in different ways; perhaps the
guestion at the end of the day is in the intersection
bet ween our two industries, will the merchant energy
conpanies be willing to adopt clearing, and if they're not

willing to adopt clearing, is the market of sufficient



public inport that there is a public policy issue that
shoul d consi der recommendi ng clearing to the nerchant energy
conpanies. And with that, 1'd like to conclude ny remarks.

M5. THORPE: Thank you. Thank you very nuch,
Dennis. | think all of us have a better appreciation of the
cl earing process and the range of the options and nodel s
that are avail abl e and how perhaps one-size-fits-al
approach is not necessary or even desirable when it cones to
cl eari nghouses.

|"d like to thank all of you for com ng today. |
hope that the Conm ssioners may have sone questions,
obviously tine permtting, to any of the presenters here or
to the nmenbers of the first panel.

CHAI RVAN WOCD: | feel like I'm back in school
again. Back in school but they give you power points with
all the stuff witten out, you can actually listen to what
peopl e are saying. |'ve got a nunber of questions but |
t hi nk Denni s probably kind of hooked on it there at the end.

Based on those of you who are doi ng energy, and
that's my own selfish interest here, but it's our forum so,
what is the answer to Dennis' question fromthe other folks
her e?

Does energy, gas and power, oil maybe put that
asi de, does energy lend itself to the use of a standard

clearing type process that we discussed fromyou all and if
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so, does it need a nudge, or is there kind of a first nover
di sadvantage or for lack of a first nover, incentive to get
the critical mass necessary, as M. Davidson descri bed.
It's kind of the sane question | asked him but you all are
out there trying to peddle your wares. | guess |'m
wonderi ng where are the buyers. Wiy aren't they junping up

and down. Davi d?

MR GOONE: | think I'lIl, I would certainly say
we're getting it in the gas markets. | think NYMX Nei
mentioned it as well, we're certainly seeing activity and

pl ayers coming in. W have 70 conpanies. That's a fair
anount of conpanies clearing. | think that market is noving
along. | think electricity has its own peculiar issues that
make it a little nore difficult, the delivery process for
all of us. Charles explained howit works viz a viz the
I ntercontinental Exchange System and what happens is it's
just a |l ong education process.

| would say fromny standpoint, | do think the
bul k of the risk can be mtigated through the standard
nodel. | mean that's the one that we adhered to and nost of
us | think are adhering to for the bulk of the risks. W're
not going to be hedging the tails, you know the five or ten
percent that gets nore difficult. And | would suggest that
even if that weren't the final solution for the industry, it

is certainly the first step regardl ess because you do need
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to take these in steps.



| think the harder part is--

CHAI RVAN WOOD:  Sorry, David, "that" meani ng?

MR. GOONE: Sorry. Starting with the nore
traditional clearing nodels. The issue we see, at |east
fromour side, and |I think the clearinghouses that we're
working with, is focus anong the organi zations. There's no
real chanpi on when we see it when we talk to an organi zation
to get themto go to clearing. So it takes a trenmendous
anount of effort and tine for all of up here.

Because not only do you have to talk to the | egal
staffs of all the conmpanies and explain everything, and in
the case of our power going through EEI 2.1 and the
anendnents that you go to into physical delivery and the
length of time that it takes to explain that to the
attorneys, and then you have to go get the traders engaged,
and then you have to go talk to the credit nmanagers. And
then sonetimes you have to talk to seni or managenent.

The issues we're talking to themin separate
pools. There's no one at those conpani es who's responsible
for carrying the water through all of those separate pools
within that conpany. So to sone extent, it's alnost like a
smling and dialing we're doing within these conpanies to
the various areas. You have great neetings, and then it
just -- unless you have a chanpion who's willing to cross

into the other areas within those conpanies, it doesn't
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happen without a lot, a lot of work and a |ot of |egwork and
time.

Now we' ve been doi ng power and certainly others
have for under a year now, and |I think just the anount of
time and effort, you know, we're just starting to see
fruition. So I think education and the nudge that could

happen i s sonehow getting the focus within these conpanies

woul d certainly be helpful to all of us. | don't quite know
how that works. And it's not just that. | would add one
other area. It also is technology. Sonetines there's sone

technol ogy that needs to be done.

Well, | can speak for -- talk to any nmjor bank
or any mgj or conpany and say you have to get on their
technol ogy priority checklist, you know, go talk to their
t echnol ogy departnent and to sonme extent it's either who
screans the | oudest or, you know, you have a |ist a thousand
long, all critical issues technology-wi se. And clearing and
OTC, unless there's sonmeone screamng in that guy's ear
every day, may stay 50 on the list for a long tine.

CHAI RVAN WOOD: Even if you've got up to 20 tines
t he amount of collateral in sonebody el se's hands than you
really need to have? That doesn't scream | oud enough to get
in the top ten?

MR, GOONE: | would just say once again, focus

wi thin the organi zati ons, depending on who you talk to,
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there's certainly people screanming |like that, but you don't
see it uniformthroughout the organizations. At |east
that's our experience.
CHAI RVAN WOOD: Quite frankly, it's our hope of

getting all you guys starring roles on FERC TV that at | east

sonebody will start to ask questions at the top.
MR. STEWART: | endorse what David said, but
there's also an issue of dividing liquidity. | think John

Davi dson this norning nentioned that if liquidity gets
di vi ded across a nunber of different clearing solutions,
that could be a bad thing.

So there are several viable clearing solutions.
| think at the Bauer School on Monday it was nentioned that
peopl e think optimally, maybe not only one sol ution but
perhaps two at nost would be the optimal nunber of solutions
so that liquidity doesn't get divided too much. But | think
there are a lot of FCMs that will be sitting on the fence
until they see which solution will be the one that it goes
to. And maybe that's where a nudge coul d be used.

CHAI RMAN WOOD: | just hate seeing -- just a
natural reluctance to see folks on our side of the fence
pi ck the winner. Sonebody back there thought Beta was a
good way to do videocassettes.

(Laughter.)

CHAl RMAN WOCOD:  Yes sir?



MR. WOLKOFF: | think that it would be a m stake
to require markets that have to go to clearing. | think
there's sone inpedinents to that. | think one is that the

cl earing mechani sms that have been effective with respect to
energy are using an internedi ated nodel, and internediation
is not appropriate for everyone.

So | think that clearing could, or mandatory
clearing, could, one, raise costs above what they need to
do, and two, bring unwanted risk into the systemthat
per haps couldn't be appropriately managed.

| think with respect to power, there are
significantly greater issues than just the credit issues.
And | think that that market really does need to devel op
nore conpetitiveness and a nore robust cash and derivative
market. And | think at the end of the day, comnpanies that
use ri sk nmanagenent tools appropriately will thrive and
survive, and conpanies that don't won't. And we think
that's generally been a pretty good nodel over tinme for the
way this should really be self-enforced. So we would not be
at all supportive.

Certainly I think the types of recommendati ons
where the natural gas assessnent report that the FERC Staff
canme out with, which does recommend that the efforts of the
various clearing organi zati ons be encouraged, | think that's

all good. | think conpanies can be encouraged to | ook at
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| think on the point you raise, well, why
woul dn't a conpany want to cut its collateral cost? Part of
the reason is that the traders making the trades don't have
those collateral costs charged to their P& in many
i nstances. And so the way the conpanies are set up is not
encouragi ng the actual trader to | ook at collateral, and the
CFGCs are perhaps not sufficiently sophisticated to
understand that the trader has a perverse notivation as to
how and where he does a transaction.

| think things like that are inportant issues.
And | think we've been to the sanme neetings, because there
is a certain anount of head-bangi ng where you wal k in and
you can't understand why this isn't inmediately enbraced.
And we've been fortunate, as David has, in that our nodels
have worked pretty well.

They coul d be better. But there's not
necessarily the built in conpetitiveness and power where if
just have utility trading with utility, credit may not be
such an issue. And with respect to other types of risk, the
chi ef executive types, the CFO the office that's
responsi bl e for the conpany overall, is perhaps not as aware
of those issues as they could be.

MR. McELHENI E:  Chairman Wod, I'd just like to

add, first of all, | don't have nearly the experience as ny
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col | eagues up here. So while | agree with a lot of their
points, | couldn't rmake them on ny own.

However, | have had the opportunity in my career
to devel op a nunber of successful businesses, and that has
forced me to take a | ook at the chall enge here by goi ng back
and taking a |l ook at what's been done historically and why
it's been done and what | call the val ue proposition.

And as near as | can tell, one of the things
that's come up a lot today is the issue of liquidity --
sonmething that this market would like to have a | ot nore of.
And fromwhat |'ve been able to research, the reason that
the markets that are existing in the United States are so
robust right now is because of central counterparties,
because you could not have nearly the volune of trading
occurring in these markets without nultilateral netting.

And certainly the volunme of trading adds to the liquidity.

| would al so echo what Neal just said, that there
are certain rules and regul ations that are standard across
all participants that are inposed by cl earing organi zati ons.
Si npl e exanple: Mark-to-market. \Wether you agree with the
price or not, it's the sane benchmark for everybody.
Everybody's getting marked to the sanme point. And that does
add credibility to the marketplace as well as reduce risk in
t he mar ket pl ace.

VWhat | see as the fundamental issue is this. The
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val ue proposition at this point is not clear to the people

that need to participate in this. W've tal ked about

vari ous pockets within organizati ons where a trader m ght

know this is good for me because I know how I make noney or

get a benefit.

But to the organizations as a whole, to the
energy nmerchants and to the FCVMs or whoever else is going to
serve as a clearing participant, they're not clear right now
on what benefit, specific benefit, business benefit they're
goi ng to get.

W' ve tal ked about it conceptually, but they
haven't been able to turn it into an objective or a bottom
line yet relative to the costs. Because we did tal k about
sonme costs today that would be incurred.

| do believe the benefits are there. | believe
that nore exploration needs to be done to solidify this
val ue proposition.

In terns of what's the role of governnent versus

the role of private industry, | believe conpetition is good,
and | believe that the ultimte solution will cone out of
conpetition, because ny colleagues and | will be forced to

put a value proposition in front of the people that are
bei ng asked to participate that justifies itself.
However, we've al so tal ked about the need for

sonme degree of standardi zati on or honobgeni zati on of the



requirenents. That's where | think that the Comm ssions can
hel p, because they can help guide the industry to sone
standard set of rules or policies by which they see they
shoul d govern their markets, which can then in turn be
turned into solutions by the people that are sitting at this
tabl e that have val ue.

And | quite frankly think that although we'd like
to have a very quick resolution to this as you yourself
poi nted out, we have sonme very aggressive tinefranes. You
were tal king about this on Monday. W need to be commtted
for the long haul. Because, you know, this will die a
t housand deat hs, and we just need to keep resurrecting it,
keep overcom ng the obstacles.

But fundanentally, to get this industry to accept
the clearing proposition, the clearing proposition has to
have value, and | think all of us in this roomare trying to

figure out exactly what that value is.

19/



CHAI RVAN WOOD: Neal , while |I've got you here, in
NYMEX, | know you've got some power contracts. Wat
happened and what is happening with regard to that as far as
on the exchange side of NYMEX?

MR. WOLKOFF: We mght need a couple of days for
this expl anati on.

(Laughter.)

MR. WOLKOFF: But the long and the short of it is
that in 1996, we | aunched two successful power contracts
that were actively traded, and we oversaw hundreds, if not
t housands of power deliveries. One was Palo Verde and one
was California-Oegon Border, and when the California Pool
was i nplenmented, the ultimte conpetitiveness of the market,
we believe, evaporated. The forward nature of the market
was, in nost instances, outlawed.

Since it was a day-ahead or an hourly nmarket,
participants weren't permtted to buy and sell on a forward
basis for a reason |'mnot quite clear on to this day.

(Laughter.)

MR. WOLKOFF: |'msure there was a good reason at
some poi nt.

CHAI RVAN WOOD: MWy, ny, ny.

(Laughter.)

MR. WOLKOFF: It's conforting to know that one of

the principal proponents of that mechani sm previously was a
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star and producer in the Killer Tomato novie, which has
beconme a Thanksgi ving stapl e around ny house.

(Laughter.)

MR. WOLKOFF: A piece of good news, however:
NYMEX has been working closely with PJIM the market
over si ght people, who have established a very well| regarded
pricing nmechanismthat's independent of the market. It
permts us to have a cash settlenment contract which avoids
the various delivery issues that sonetines bog down these
di scussi ons of whet her sonething should be cleared or not.

And within the near-term | believe there may
wel | be an announcenent within the next day or so, but |I'm
not free to give a tinme schedule, but in the near-term
NYMEX pl ans to reintroduce PIJIMas a cash-settled contract on
the trading floor, which is as open and conpetitive and
transparent as you can get.

W're putting a lot behind it, and we are, of
course, hoping that that is successful. W're introducing a
monthly contract, a weekly contract, and several daily
contracts at once, trading nonthly and weekly on the floor,
daily on an electronic trading platform

O course this, right now, is subject to CFTC
final review and approval. Part of it has been submtted,
and | believe whatever is left is going to go through a

formal review and eval uati on process, as opposed to putting
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it in place and doing that w thout a regul atory oversight.

CHAI RVAN WOOD:  Thank you.

COWM SSI ONER LUKKEN: 1 just had one questi on,
and it sort of is derived fromthe question that Chairnman
Whod asked, tal king about nmandating cl eari ng.

It seens to nme that part of the problemfor the
over-the-counter market is it's such a broadly-defined term
that deals with very individually-negotiated swaps or plain
vani | |l a standardi zed products. So | think it's difficult
for policynakers to try to mandate for clearing, sinply
because it's a square peg in a round hole sort of idea.

But | do think there is a subset of the over-the-
counter market that lends itself to the clearing nodel, and
|I'd like to dive a little nore into that area, as to what
types of characteristics do you think you |look at as far as
t he over-the-counter products that you think fit that nodel
better?

You sort of have touched upon them today,
liquidity being one of them standardization of terns being
anot her; maybe delivery, how frequent these products
deliver. Also you tal ked about being able, statistically,
to be able to nmonitor how sort of price novenents in these
nodels -- so is age a consideration, of how | ong these
products have been trading, so you are able to statistically

| ook at that.
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So, if you wouldn't mnd, Neal, | know you guys
have |isted several products. 1'Il specifically pick on
you, but others can join in if you have thoughts on what
types of characteristics there are, and maybe we can narrow
down the subsets sone.

MR. WOLKOFF: Yes, we have listed 57 in power,
natural gas, crude oil, and products. And generally what
we're | ooking for is something that has a relatively high
level of liquidity in the cash nmarket or over-the-counter
market. There is really no point in clearing something that
no one is trading.

So, while you have all kinds of issues as far as
pricing it, at the end of the day, if nobody is using it,

t hose issues tend to go away, so why do it in the first
pl ace?

You also look -- if it's a physically delivered
contract, that it's a reliable and efficient delivery
mechani sm that it's gained the trust of the market
participants, and that the information flow is avail abl e.

If it's not physically delivered and you're going to price
it against the cash reference, you need to have a readily-
avai |l abl e cash price that also has gained the integrity that
it's accepted by sufficiently |large nunbers of the narket
that you' re replicating what's al ready trusted.

The mar ket needs to have a certai n anpunt of
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volatility init, otherwi se, protection on credit risk

doesn't really nmake as nuch sense, and, of course, it does

need to be highly standardi zed, and there needs to be a

wi |l lingness on the part of the marketplace, as they submt

their contracts, which nay be privately negotiated, to agree

to have standardi zed terns and conditions as to what is

cl eari ng.

It happens in energy that the structured type of
contract, the contract that m ght have four enbedded options
-- 1"l sell you the power, but if |I want some of it back on
the third week on non-peak hours, then | can get it back at
this price, they've tended to go away.

Most conpanies now are not really that interested
i n expl ai ni ng non-expl ai nabl e trades to nanagenent and the
board of directors, and so what we' ve seen, even post-Enron,
i s an expansion of standardi zation in the over-the-counter
mar ket. And that woul d include both purchase and sal e of
the cash commobdity and derivative transactions occurring,

swap transactions occurring over the counter.



Those woul d be ny major criteria. | amsure that
if one of our econom sts was here, they would probably be
ki cking me for |eaving sonething out, but that's basically
what | would think of as nost inportant of all.

COWM SSI ONER LUKKEN:  And could you go into a
little bit on the standardi ze question? It seens to ne that
you have nmechanisns in place to convert |ess standardized
products to nore standardi zed products, the exchange for
physi cal s and exchange for swaps. Can you talk a little bit
about that and how --

| don't understand the mechanics of it, but at
| east explain how there is a nechanismin place.

MR, WOLKOFF: Well, what we're saying is that you
may have -- two parties may have done a transaction, and it
may be a relatively standardi zed transaction, but there may
be segnments of it that are highly negotiated. GCenerally, in
energy, those highly-negotiated pieces of the transaction
relate nore to paynent than they do to anything el se.

However, they can relate to certain types of
grade differentials that m ght be above and beyond what we
woul d consider to be standard. They nmay have | ocati onal
choi ces that we would not necessarily ook for in a
standardi zed contract.

And what we say is, if you want to clear that

contract on the exchange, then you must convert it and agree
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bet ween each other that those terns are extingui shed and new
terms that nmeet our standard terns and conditions are going
to be the terns between the parties, because that's what
we're going to clear.

We need to be able -- as John said before, the
risk has to be neasured. You can't neasure the risk of each
contract differently, and in the event that a participant
needs to have a contract |iquidated, a clearing nenber needs
to liquidate the position, it's tricky enough liquidating an
OTC position. It's even trickier if you' re saying go out
and |iquidate a non-standardi zed structured instrunment where
you have to find a particular counterparty that would be
willing to take that off your hands at an unneasurabl e
mar ket val ue.

So, it's not that participants are necessarily
doing things that are far out or really away from standard,
it's just that it nay be slightly different. And we're
sayi ng that you can do whatever you want, but if you' ve done
it that way and you want it cleared, you need to agree to
t hese new terns.

What we're seeing is that there are participants
now that are doing transactions precisely on NYMEX termns.
Many cash market transactions, anyway, are done on NYMEX
terms and conditions. Even in contracts that we barely do

any business in, like coal, has becone a standard of the
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i ndustry, NYMEX terns. Before we listed it for trading,
they were tradi ng NYMEX ternms outside of the market.

So parties m ght be doi ng business or are doing
busi ness now at NYMEX terns and conditions, and wanting to
submt it for clearing, and they agree that they're doing it
and they want it to be cleared; they don't negotiate all of
t hose various pieces; they are content with the idea that,
you know, this is an industry standard.

So it has brought even nore standardi zati on,
think, to various market points. Some points we're doing
nothing in, and, therefore, we've had no effect, | presune,
but some points we're doing quite a bit in, and | think it's
af fected market behavior to some extent.

MR GOONE: | would just add, just quickly on the
product side, also the issue is, which was alluded to
earlier, is it's kind of like insurance. A lot of the
cl eari nghouses will clear a product; it's just a matter of
at what price. So certain products nay be so volatile that
clearing won't suit because it will be nore than 100 percent
of the value of the contract, for exanple. And | have seen
i nstances of that in the past where you're putting up nore
than the value of the contract on a daily basis and it
doesn't seemlike it -- you know, yes, one of the
cl eari nghouses will clear it, but it doesn't seemto be of

much economni ¢ benefit.



The other thing I would say in regards to the
nore structured products, I'Il just kind of give you ny
overvi ew and how we approach things at times. The
cl eari nghouse can clear what | call bricks, and we at
I ntercontinental Exchange or in the over-the-counter markets
can build houses out of the bricks, and as |ong as they
break down at the clearinghouse level into the bricks to
cl ear and those bricks are fairly liquid, you can devel op
products in that manner.

And that's the kind of approach we have done
before, and we can continue to do. So | wouldn't say that
we can't do structured products; the trick is for us to
break them down into basic building blocks or bricks when it
hits the clearinghouse, and have those bricks be subject to
be available to be liquidated in a manner.

So we kind of do things that way w thout getting
into too specifics, so you can build a |lot nore conplicated
structures than one would think at first blush on how you do
it, whether we do it electronically as howwe list it on ICE

and break it down in the clearing system or whether it's
done structured between two parties, either a voice broker
or directly.

MR. McELHENIE: | would add one other thing to
what Neal has said, and while we certainly don't have the

experience that NYMEX does in OTC narkets, we are |ooking at
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a lot of themright now One of the things we believe is
inmportant is | ooking for markets that have sonme degree of
correl ation.

As an exanple, | would give you energy and
chemcals. And to the extent that people are active in both
mar kets, a clearing solution can then start to provide rea
benefits to the extent that offsetting positions can get
sonme relief on margin because they are correl ated, whereas
if those narkets are not being cleared, you' re putting up
margin for both positions, and not meking the nost efficient
use of your capital, so |I'd say that's also a consideration

MR. EARLE: | think we have to be careful. |
think that if we assune that standardi zation is the goal,

t hen probably we're commtting nmerchant energy conpanies to,
as ny col |l eagues correctly point out, clearing for
i ntermedi ati on.

Today, they basically have a nonstandard market,
and | don't think the act envisions that they have to
standardi ze to get the protections of clearing corporations
under the CFMA. So | think that to be consistent with what
the Act's intent was, ny understanding is that if a clearing
corporation can be constructed according to the generic
principles that afford the nerchant energy conpany the
protections that are acceptable to them for the market the

way they want it organi zed, there's nothing in that that
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requires standardi zation or internediation, and any attenpt
to do that, | think, is actually making a public policy
decision that is somewhat different than what the Act

envi sioned was the role of the clearing corporation.

So, | think, you know, if the market decides they
want to be standardi zed and want to be internedi ated, they
can do that. | think if they opt not to be standardi zed --
and the next panel can answer this better than we can,
because they are the market -- that if they want not to be
standardi zed and they want the ability at the sanme tine, the
protections of a federally-registered clearing corporations,
then the CFMA envisions that without any alteration to their
mar ket structure, which, quite frankly, works, because if
you flip the switch, the lights conme on

So, sonmething in their market today seens to be
working well. Do we have to solve the credit problem by
altering their market structure? And | would contend that a)
they'Il tell you now, and b) | don't think the CFMA requires
us to.

So, | think that we need to go back and be very
careful about how we envision we will apply clearing under
the Act, that market, the way they want to trade.

COWM SSI ONER BROWN- HRUSKA:  Actual |y, Denni s,
was | ooking for a question to ask you to elicit that

response, exactly. | agree with you conpletely.
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| think that that's probably what Pat is after,

and | think that we have to be very flexible in our

appr oach.

MR. EARLE: | think that what we did, in a way,
was that we canme to the party with a classic solution, and
said to the nerchant energy conpani es, how | ucky you are
that we are here to clear for you. 1 think they have their
own market, and it operates really well.

They had a problem and that problem Enron,
resulted in a death spiral of ratings and they have a credit
problem W can solve their credit problemw thout changing
their market structure, and I don't think we should inpose
upon them a different market structure, just because we
think it facilitates internediational clearing.

They don't need that to solve their credit
problem | think we're not here to solve the problem of the
FCVs; we're here to solve the problens of the nmerchant
ener gy conpani es.

COW SSI ONER BROWN- HRUSKA:  \What features of a
cl earing market or a clearing nodel do you think would
attract the nerchant energy conpani es?

MR. EARLE: Since we have done significant
research on their buying factors, | think we now know a | ot
nore about it than we did nine nonths ago.

| think we were very slowto react to the post-
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Enron environnent. | think Enron and all the layoffs and
cuts changed their buying factors over tine, and | think
that today, they still in many cases remain anor phous.

| think that in many cases -- and we were at this
Bauer Institute neeting of Monday of CEGCs. There were 35
CEGs and when they were asked how many conpani es thought
cl earing woul d help their conpany, five hands went up and
three of them were cl earinghouses.

(Laughter.)

MR EARLE: The Chairman did not vote.

(Laughter.)

MR EARLE: So, | think that there is still --
it's like deer stuck in the headlights of a car. There's a
paral ysis of action and it is not to them a self-evident
answer .

| think we do know and | think your sister
Comm ssion, the SEC, did significant work with this, with
Partici pants Trust Conpany, that we can benefit by.

CHAI RVAN WOOD:  Nunber one was good, nunber two
was good. You can just take a bow. | hope we can match it.
Any ot her thoughts or questions?

(No response.)

CHAI RVAN WOCD:  Wbnderful . We'll take a short
break before the |ast panel.

(Recess.)
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CHAI RVAN WOOD: We'Il go on the record and start
wi th our final panel of the day, and turn it over to Bil
Heder man.

MR. HEDERMAN: Thank you, M. Chairman. Qur
third panel today is drawing a broader net in terns of
credits solutions and how they m ght be inplenented. And we
have a variety of participants, both persons fromthe energy
i ndustry and al so from associ ated areas that we hope can
hel p work through this credit problem

l"d like to begin with PIM and if Hal Loom s
you coul d share you remarks?

MR LOOM S: Good afternoon, Chairnman Wod,
Comm ssi oners, and | adies and gentlenen; thank you for
inviting ne here to speak with this panel.

(Slide.)

MR LOOMS: | address credit issues from an
RTO s perspective, using PJMas an exanple. The role of an
RTOis different fromthat of other nmenbers of the energy
comunity, so | expect you'll see sone differences in ny
presentation fromthose in other presentations today.

PIMis an RTO that operates a full set of
mar kets. The markets are operated wi thout profit for the
benefit of the nenbers.

Qur nmenbership is conprised primarily of market

partici pants of varying types that have been pre-qualified



to participate in the markets, as well as other interested
parties that are not active in the markets.

Cost of credit within PIMis borne by each nenber
i ndi vidual ly, whereas any default is passed to all the
menbers collectively, using a predetermned fornula. PJM
does not own the energy, but is nerely a conduit for the
energy in the markets.

Qur diverse nenbership with conpeting interests,
makes consensus agreenent on credit policy issues very
difficult. PIMbills nmonthly and settles on the 20th of the
foll owi ng nonth, so credit exposure in PIJMcan reach up to
60 days of activity.

It could even be nore than 60 days al so, because
soneti mes we have activity fromproviders of |ast resort and
it's difficult to termnate a nenber that physically
wi t hdraws energy fromthe grid.

In order to deal with our credit issues, PIM
relies on our credit policy, which was devel oped through a
st akehol der process. Because PIJMcredit exposure is
primarily fromthe spot market and not from forward
positions, PIJMI|ooks at historical activity to determne a
menber's credit requirenment, which is two nonths of
historical activity at this tine.

PJM perforns a financial evaluation on each

menber, and establishes unsecured credit or establishes
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collateral requirenments, if needed. And, of course, PIJM
continually nonitors nenber activity to assure that no
menber exceeds it credit limt.

There are four key issues that PIMwould |ike to
raise for this conference: The first is the issue of
preci pitous credit downgrades. |f any unsecured credit is
granted to the nmenbership, it is difficult to then protect
agai nst the nenber that undergoes rapid credit
deterioration. This is due to the preference periods and
bankruptcy | aw.

The second issue is the cost/risk tradeoff for
our nmenbers. Qur nmenbers and nost likely participants in
ot her markets have two conpeting interests: One is the
desire to mninmze the cost of providing collateral, whereas
the other is the desire to mnimze the probability of
incurring a cost due to having to cover a default.

In conjunction with the risk of rapid downgrades,
that leads to the issue debated within PIJM of whether or not
some mnimal |evel of collateral should be required of al
menbers.

MR. HEDERMAN: Excuse ne, Hal. 1In light of our
visitors fromthe CFTC, could you take a nonment to explain
your menbership, just so they understand which conpanies
you' re tal ki ng about ?

MR LOOMS: Ckay, the nmenbership in PIMis --



there are many different sectors. W have providers of | ast
resort and | oad-serving entities. They are the ones
actually delivering power to the customners.

We have power marketers. W al so have sone
interested parties like large industrial users that are not
active in the markets. W al so have state comm ssion
representatives and other interested parties as well.

I"mtrying to think if I left out anybody, but
it's a diverse nenbership. |If you want to or if you're
going to deliver energy in the territory or in PIMs
footprint, you need to be a nenber of PIMin order to do so.

And so it's a requirement for conpanies to be
menbers of PIJIMin order to do certain types of business.

But to be nmenbers of PJM they also have to conply with the
PIJM credit policies.

(Slide.)

MR LOOMS: The third issue is the issue of
provi ders of last resort. A provider of last resort is the
conpany that is responsible for delivering energy if other
means of delivery have failed such as a | oad-serving entity
has gone bankrupt or sonmething. W can term nate a | oad-
serving entity that has credit problens, as long as there is
a provider of l|ast resort to backstop that.

We cannot, however, term nate a provider of |ast

resort without FERC review and approval. Because PJM cannot
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take unil ateral action against the provider of |ast resort,
our exposure period with themis much |onger than with a
typi cal nenber.

And our last issue as to do with the nultiple
markets within PJIM  Actually, this applies to markets
out si de of PJM al so.

Each market design requires a credit design that
fits it properly. It is not necessarily a one-design-fits-
all solution for all markets.

There's no solution that provides zero risk at
zero cost for our nmenbership, but PIJM has taken certain
actions: First, through an 18-nonth stakehol der process,
PIJM i npl enented nore stringent unsecured credit criteria.

PJM has al so engaged Del oitte and Touche and
Standard and Poor's to review our credit policy and
procedures. Deloitte and Touche's engagenent was part of
t he stakehol der process that devel oped our current credit
policy.

St andard and Poor's recent engagenment was to
review our policy and practices as a whole, and is conmng to
an end and the findings should soon be reported to our
Boar d.

PIM still has a set of open issues, however, to
be vetted through our stakehol der processes. Those include

consideration of a shorter settlenment period, insurance as a
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possibility, and the possibility of m ninmum coll ateral
requi renents fromall menbers.

Conpetitive whol esal e markets are now
successfully operating within PIM and el sewhere, but with
the creation of these markets cane increasing credit risk.
Government and industry need to work together to address the
credit issues that face us today.

Toget her, we need to fornul ate sol utions that
will reduce the risk of open market defaults, that wll
stabilize or reduce costs of providing collateral, and that
will solidify confidence in providers of |ast resort.

PJMis open to any initiative that will reduce
risk and increase liquidity in all markets, including
bil ateral and ot her energy marketpl aces.

Thank you, and | | ook forward to answering any
guestions you nay have.

MR. HEDERMAN: Thank you. Qur next speaker is Ed
Coner from Edison Electric Institute, and | understand that
we'll be getting sonme of the details of the problens of
creating standardi zation in your industry.

MR. COMER: Thanks, Bill. |'mEd Comer, Vice
President and General Counsel of Edison Electric Institute.
For our CFTC friends, we're a trade associ ation representing
shar ehol der-owned el ectric utilities, affiliated and

i ndependent power producers, as well as their trading,



mar keti ng, and ri sk nanagenment activities.

At first, I'd like to conmrend both Conmm ssi ons,
FERC and CFTC, for jointly addressing this very critical
issue of credit and the need to alleviate the current
liquidity problem | think this has been a great technical
conference and appreciate your holding it.

| would Iike to comment on a remark that was nade
this morning. | think, frommny famliarity with the CEGs in
our industry, they are very, very concerned about credit
issues, and it has their personal and direct attention.

| think that in comenting on the remarks of the
| ast panel about sonme of the reasons for possibly the |ack
of responsiveness they think they have gotten from sone of
the utilities involved, | think it's inportant to recognize
t hat nost conpani es, nobst nmajor tradi ng conpani es are
clearly reassessing their business nodels right now.

They are in a time of retrenchnent, and | think,
particularly in response to FERC s standard nar ket design
activities, to shape the nature of the markets is also in a
time of retrenchment and refocusing, and both of those will
have a direct inpact on what activities conpanies are
willing to undertake right now, particularly in |onger-term
transactions, since there is sonme uncertainty as to what
t hose transactions wll be.

VWat |1'd like to do first is address the
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i nportance of standardizing contracts in this business, and
go on to tal k about what these Conmm ssions can do to assi st
the credit issues, and tal k about and support further

necessity of coordination between FERC and the CFTC.



The need for standardi zation of contracts only
became obvious in the late 1990s in the electricity industry
wi th the whol esal e market disruptions caused by the city of
Springfield default in the M dwest.

When conpanies trying to unwind their
transactions discovered that their contracts, which they
purported to sell the same product, were really different in
very critical terns. This was just four years ago.

To address this problem EElI began work on a
standard formcontract for whol esale electric transactions
in early 1999. W convened a working group of
representatives fromour nenbers, independent power
provi ders, traders, nmarketers and nenbers of the Nationa
Energy Marketers Association. W nmade a special outreach to
publ i c power and cooperatives as well. Public power in
particul ar has very unique credit issues often due to
restrictions on governnent entities and what they can do
about credit issues.

The process was open to all interested
participants, it was conducted very publicly, with many
nmeeti ngs in Washi ngton and Houston. The process was
consensus-driven.

The EEI NEMA master contract standardizes the
confirmation process, defines obligations and delivery. It

provi des consistency in key terns. It defines different
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el ectric products. It defines renmedies and articul ates
credit protection practices.

One of the issues that we had particul ar
difficulty with was reachi ng consensus between those with a
physi cal and a financial perspective on their business
activities. And | think that was represented in today's
di scussi ons about all of the concerns people raised about
delivery issues. Physical delivery issues are extrenely
inmportant to utilities that have | oad-serving obligations.
And the financial folks who approach this effort with
primarily a financial perspective |learned a | ot about the
physi cal delivery issues.

The process was difficult. W addressed the
di fferences between physical and financial, |argely by
devel oping different products with different degrees of
firmess and different treatnent of transm ssion issues, who
was responsi ble for transm ssion issues, delivery, and who
was responsi ble for constraints.

The definition of force majeure was hotly debated
as well to address these issues. You know, a question the
FERC folks will be famliar with is was a NERC required TLR
a force majeure or not, and who woul d be responsi bl e?

The master agreenent includes six precisely
drafted --

CHAl RMAN WOCOD: What's the answer ?
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MR. COMER:. Well the answer was we gave the
parties the option to negotiate that, all right, and that
could well affect the price and everything el se. But we at
| east tried to define the ternms for them

Li ke any form agreenent, however, the parties are
free to customze this to neet their particularized business
objectives. By the way, | should say we agreed on New York
for choice of | aw as opposed to Texas, largely in deference
to the financial conmmunity, because that's what they' re used
to.

EElI's rol e throughout the process was that of a
neutral facilitator. W were helped by the fact that every
conpany coul d use the agreenent either as a buyer or a
seller. And so there was an incentive to develop a neutral,
fair standard agreenent.

The first master contract was rel eased in the
spring of 2000, less than three years ago. It's readily
avail able for free on our Wb site as well as NEMA's, and
it's published in the Energy Law Journal.

We are pleased that the contract has been wi dely
accepted throughout the industry, including by nmany of the
conpani es speaking here today. But to be quite honest, when
we initiated the process, we had no way of knowi ng who woul d
use it or whether it would gain w despread acceptance. And

the only way it did so was because peopl e recogni zed that it
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was fair and neutral and it net their business needs.
Following that effort, we devel oped a coll ateral
annex as well as an agreenent to transition froman "Into-
Ci nergy" product to a Mdwest product in response to the
formati on of the Mdwest |SQO
Now | et me comment on that, because that rel ates
to SMD. Prior to the Mdwest I1SO the liquid market in the
M dwest was "Into-C nergy". It was defined by a product
that was sold into Cinergy's borders, and we had it defined
as a specific product in the contract.
When the M dwest | SO was fornmed, that "Into-
Ci nergy" product no | onger worked because the |1SO used a
di fferent physical area for what it worked with. W pulled
t oget her a consensus group of folks fromthe M dwest |SO and
fromthe parties that traded that product to define a way to
transition fromA to B, and | think we did so successfully.
Last spring we sponsored the devel opnment of a
Master Netting Agreenent in response to the current credit
i ssues. The Master Netting Agreenment was issued | ast
Cctober. W used the sanme open and public process, and we
gai ned expanded representation for many financi al
institutions, which have nore recently becone active in
el ectricity trading.
Carol St. Cair, ny fellow panelist, was an

active participant in this process, and she'll explain
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netting and the agreenent in nore detail.

Briefly the Master Netting Agreenment is a
standardi zed bilateral contract. It enables trading
counterparties to agree to net collateral requirenments and
in a closeout situation, settlenment anounts related to
underlying Master Trading Contracts for different
commodities. In this business, it basically enables
conpanies to net electricity, natural gas, and rel ated
financial transactions.

In other words, the netting agreenent offsets
positive bal ances of one transaction with negative bal ances
of anot her.

Agai n, we conducted a very expansive education
and outreach process, providing background in particular on
sonme of the critical legal issues to consider. And there
are sonme critical legal uncertainties related to bankruptcy
"1l talk about in a mnute that | think were alluded to in
the earlier panel but do increase the riskiness of netting
when bankruptcy is a potential alternative.

Let ne say, during this process when we started
the process, NAESB didn't exist. It was GSB. 1In the
meanti me, through other efforts the FERC folks are famliar
with, NAESB has established a Wwol esale El ectric Quadrant,
and they have established a Contract Standardization

Subcommi tt ee.



W have had several discussions with NAESB and
that Subconmittee, and EEl will continue facilitating the
standardi zation effort under the auspices of the NAESB
Subconmittee. Just |ast week they appointed a Master
Servi ce Agreenent Task Force, which an EEI |awer will help
co-chair, to continue the standardi zati on process.

One of NAESB' s top priorities is to further
standardi ze the EEl agreenent with the Western Systens Power
Pool Agreenment. The Western Systens Power Pool Agreenent is
afiled FERC tariff. It is used by nmany parties in the
West. Many parties in the West al so use the EEl agreenent.
And one of their priorities is to standardi ze the two and
come up with a single agreenent.

| f that happens, that will be our top priority.
| f that does not happen, and there are negotiations with the
Western Systens Power Pool people right now, we wll
probably go on and refine the EElI contract. [It's been three
years. It's tine to do a nunber of refinenents.

But we would do that refinenment process in the
context of working with WSPP if they agree to this effort.

In addition, and Steve Bunkin will tal k about
briefly, I1SDA is al so devel oping a Power Annex, and the EE
contract group has been working with | SDA to nake sure that
there is full consistency between their Power Annex and our

standard contract. 1'll leave that to Steve to explain in
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nore detail what the Power Annex will do.

Among t he questions you asked is what can the
Comm ssion do? There are two things | would recomrend t hat
you can do, one of which you're already doing. The SMD
process, and in particular the two aspects of the SVD
process that EElI has al ways been very supportive of, which
centralized real tinme dispatch on a regional basis, and the
financial resolution of congestion issues, will go a |long
way to hel ping standardi ze the business both on the real
time basis and | believe on the longer-termbasis. It wll
solve a lot of the delivery and settlenent issues that were
di scussed here.

And | commend the Comm ssion for proceeding on
t hose aspects of SMD. |I'msure you're famliar with all our
250 pages of comments, but those two aspects are critical to
nmovi ng the markets forward and nmaking them nore |iquid.

The ot her place where you could be hel pful is
support for bankruptcy law clarification by Congress. |
have attached in ny statenent and provided to you a Legal
Landscape which we published to acconpany the Master Netting
Agr eenent .

There are | oopholes in the bankruptcy situation
that make the protections of netting anmbi guous at best if a
counterparty goes bankrupt. Last year in Congress, House

and Senate negotiators reached an agreenent on a bill to
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over haul the bankruptcy |laws, and there was bipartisan
support for that bill, including provisions that woul d have
addressed the netting concerns. The bill was HR 333.

Those provi sions were never enact ed,
unfortunately, because of conpletely unrelated issues that
had to do with sonme consuner issues. However, enactnent of
t hese bankruptcy | aw provisions is still very inportant.

And anything that both the CFTC and FERC can do to support
enact nent of those |laws would be very hel pful to protect the
val ue of cross-conmmodity netting.

In conclusion, again, | would Iike to comrend the
menbers of both Conmi ssions for jointly scheduling this
nmeeting. | think it has been very useful and very fruitful,
and we would like to encourage continued coordi nation
bet ween bot h Conmi ssi ons.

Thank you.

COWM SSI ONER BROANELL: May | just ask a quick
guestion so we're all on the sanme page? Several people have
referred to physical delivery problens. Wuld you just
el aborate on that? Because |'msure ny coll eagues at the
CFTC read all of this every night, but just to el aborate.
Are we tal king congestion, or are we tal king access? Wat
are we tal king about?

MR COMER: | think in physical delivery problens

we're tal king, one, availability of the product in the first
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pl ace, what happens if the generator you' re dependi ng upon
to provide electricity is not there for sonme reason, and is
there an alternative. You would certainly |ook both to
alternative sources of generation. You would also | ook to
transm ssion access. Either or both could be a problemin
assuring physical delivery.

The ot her aspect of physical delivery that |
think is unique in our industry is the i mediacy of the
delivery need, all right. And if you re dealing with stock
or other commodities, you may not have that inmmediacy of
delivery need that you have in electricity. And when you
put that on top of the transm ssion constraints, think of
what happens if you have a TLR and how t hat affects
delivery. They beconme very conplicated probl ens.

A lot of the financial players in various markets
will be satisfied with noney if they can't get delivery. In
fact, they maybe in those nmarkets because they' re hedging
and their interest is primarily financial. There are
pl ayers in the markets, and again, the |oad-serving entities
t hat depend on physical delivery.

It's all those problens you' ve dealt with in
transm ssion and everywhere el se.

MR. HEDERVMAN: Ckay. Carol St. dair, | think
you' ve gotten your introduction. W |ook forward to your

remar ks.
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M5. ST. CLAIR  Thank you. Chairnman Wod,
Comm ssi oners, good afternoon. M name is Carol St. Cair.
|"mcurrently a Director and Senior Counsel wi th UBS Warburg
Ener gy, whose busi ness involves physical and financial gas
and power trading.

|"ve been a |l egal practitioner for over 15 years
and have been handling energy trading natters for the past
four years. As Ed nentioned, | have participated with the
EElI drafting groups in drafting the EEl form of Coll ateral
Annex and the EEI form of Master Netting Agreenent, which
will talk about briefly in a few m nutes.

| also had a role in formulating the proposed
Master Netting legislation to the bankruptcy reformbill
that Ed nentioned. And again, | will elaborate on that and
the need to pass that bill and just echo what Ed said in a
few m nutes.

During the next few mnutes | plan to address the
following topics. And | hope that I'"mnot too basic in sone
of the terns that | go through, but I think in order to w nd
up a discussion of understanding why the Master Netting
Agreenent is inportant, | think it's helpful just to go
t hrough sone of the basic collateral concepts that exist in
the energy trading market just so we're all talking the sane
| anguage at the end.

| just want to briefly discuss the role of credit
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in the energy trading markets, the mechanics for posting
collateral, the role of the Master Netting Agreenment in
managi ng credit risk, and what needs to be done hopefully in
the near future to encourage nore w despread use of the
Master Netting Agreenent.

In terns of the role of credit in the energy
trading markets, it really has drastically changed over the
past few years. Prior to the upheaval caused by in part the
Enron bankruptcy and ot her events that happened in sone of
t he physical trading nmarkets, it wasn't uncommon to trade on
a conpl etely unmargi ned or uncoll ateralized basis.

It was just at the tinme the way parties dealt
wi th each other through course of dealing their financial
strength and overall creditworthiness was satisfactory. And
so credit was not a focal point. | think that was nmentioned
on one of the earlier panels, that people -- it was not in
the forefront of considerations between trading
counterparties.

As Ed Conmer nmentioned, it was only recently that
the EEI drafting group saw the need to expand the coll ateral
provi sions of the EEl Master Agreenent by coming out with a
separate and conprehensive Coll ateral Annex, which is very
simlar and was sonmewhat taken fromthe Credit Support Annex
t hat acconpani es the | SDA Master Agreenent for financial

tradi ng.



23V

This effort canme about as the result of the
recognition that posting margin is one of the primary ways
that trading counterparties can nanage credit in this
market, and it facilitates the execution of nultiple trades
bet ween counterparties.

Thus, margining relationships are part of the
cost of doing business, both in the physical and the
financi al energy tradi ng market.

For nost if not all counterparties in today's
mar ket, being capable of posting collateral is a
prerequisite to being able to trade in such narkets. And
the credit docunentation that now exists between

counterparties is very conprehensive and conpl ex.
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In terns of posting collateral, just sone basic
term nology that is used in sone formor fashion in nost of
t he physical and financial trading agreenents. The primry
types of collateral that are used in the energy trading
markets are cash and letters of credit. Sonetines
securities are also used but primarily it's cash and letters
of credit.

In the trading world, there is a concept of
exposure which nmeasures, which is simlar to neasuring the
principle and accrued interest on a |loan. Exposure in
sinplest terns is just the net anobunt that woul d be payabl e
to a party that is in the noney on a net basis after taking
into account and assigning a value to all trades that are
done between two parties.

Exposure really can have two conponents to it.
One is the current receivable that m ght be due under a
trade, and then the second conmponent is establishing sone
type of future value for the duration of the trade. |Its
trade valuation is a very conplex process. | think in the
prior panel it was discussed sonewhat how trades are val ued
but suffice it to say that for credit purposes all trades
have to be valued on a net aggregate basis in order to cone
up with a net exposure.

The second concept for posting collateral is a

collateral threshold which is basically the anount of



unsecured credit that a party is willing to extend to its
counterparty based on such counterparty's financial strength
and creditworthiness. This is basically the anmount of
exposure that a party is willing to have to its counterparty
on an unsecured basis.

A higher threshold results in | ess collatera
bei ng posted and at tinmes, and in nost agreenments now, a
threshold will nove up and down dependi ng upon the
credi tworthi ness of the counterparty.

For counterparties that have a credit rating, the
collateral threshold is tied to the credit rating of the
counterparty and downward changes in a party's credit rating
woul d cause the collateral threshold to go down which woul d
mean that the party would need to post nore collateral.

This is one of the reasons why there's a
l[iquidity crunch when a party's credit rating begins to
fall. First you have a credit rating drop, then that
results in increased collateral calls fromcounterparties,
nore cash collateral is needed to send to counterparti es,
and then you have | ess cash to conduct your business which
you need in order to restore the credit rating.

Thus a party's ability to post collateral is
real ly dependent upon the anount of cash liquidity that a
party has, either through selling assets or through |ines of

credit fromits | enders.
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In the traditional financial and physical trading
mar kets, posting collateral is usually done on a master-
agr eenent - by- mast er agreenent basis. For exanple if gas
trades are done under a NAESB, power trades are done under
an EEl master agreenent, and financial trades are done under
an | SDA, in the traditional nodel posting collateral will be
done separately under each of those agreenents.

So if a party would trade physical power,
physi cal gas and financial derivatives, that party and its
counterparty would be subject to three separate margining
provi si ons under three separate naster agreenents.

(Slide.)

In the exanpl e under the traditional way, where
we have an | SDA, an EElI, and a gas naster, you can see that
under the traditional nodel under the | SDA, party B would
post $50 to party A.  Under the gas master, party A woul d
post $20 to party B. And under the EEl master, party B
posts $100 to party A

As Ed nentioned, in the spring of 2002, the EE
drafting group undertook an effort to put together a nmaster
netting agreenment which is available on EEI's website for
free. Acconpanying the master netting agreenent is a very
conprehensi ve users guide simlar to the users guide that
acconpanies the I1SDA as well as a | egal |andscape nmeno which

addresses certain inportant |egal issues that parties may



need to consider in entering into a master netting
agr eenent .

The master netting agreenent serves a number of
di fferent purposes but its primry purpose was to facilitate
the posting of collateral on an aggregate net exposure basis
based on all the trading relationships that a counter party
m ght have.

I f you |l ook at ny exanple, under a master netting
agreenent, if you were to aggregate all the exposures and
assuming a collateral threshold of $50, if party A and party
B entered into a master netting agreenment, and they put the
| SDA, the gas master, and the EEl master under the master
netting agreenment, the end result would be that party B
woul d post $150 in the aggregate to party A Oh, |'msorry,
it would post $130 to party A

Thus by using a master netting agreenent, each
party woul d save twenty dollars. Again, this comes out as a
result of being able to aggregate both across physi cal
trades as well as financial trades the exposure and being
able to cone down to one net aggregate exposure and based on
t hat net aggregate exposure, that is how you post
col | ateral

Now it all sounds a little bit too good to be
true. And to a certain extent it is. One of the areas that

any credit manager is going to be concerned about is making
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sure that it is clear what happens when its counterparty
decl ares bankruptcy. The good news is that currently the
Bankr upt cy Code does have very favorabl e safe harbor
provi sions for trading contracts which generally allow a
party to a trading contract that it has entered into with a
party that has gone bankrupt, to term nate that trading
contract, to enforce its rights with respect to coll ateral
all without having to get perm ssion fromthe bankruptcy
court. And this is something that can be done right after
t he bankruptcy filing or within a time period shortly
t hereafter.

The issue that Ed nmentioned with the Bankruptcy
Code as currently drafted is that because the safe harbor
provi sions are dealt with separately. Physical contracts,
what we call forward contracts have their own set of safe
har bor provisions. Financial contracts, swaps, and the |ike
have their own set of safe harbor provisions. [It's unclear
at best as to whether or not you can what we call cross
product net and that is net physical transactions agai nst
financial transactions.

|"msaying it's uncl ear because there are good
argunents to support that you can, for those counterparties
i ke the UBS Warburg. That is very conservative and reads
t he Bankruptcy Code literally. They just don't want to take

t he chance. The chance, the risk of posting collateral

239



based on a net aggregate exposure and bei ng wong about that
when your counterparty declares bankruptcy is a risk that no
credit manager wants to take.

That is why the Bankruptcy Reform Act and
particularly the master netting legislation that is part of
that is very inportant. Wat this legislation did basically
was to create a new defined termin the safe harbor
provisions called a naster netting agreenent. And basically
if you satisfy the criteria for a master netting agreenent
and as set forth in the code, then basically you have al
the sane protections with respect to that agreenent that
swaps and forward contracts currently enjoy as the
Bankruptcy Code is currently witten.

So clearly once this legislation is passed,
people will feel a hundred percent confident that they could
net physical and financial transactions under a master
netti ng agreenment because the very thing that we' ve created
woul d now be a defined termin the Bankruptcy Code.

As Ed nentioned, unfortunately the Bankruptcy
Reform Act | think as nost people are aware has been bogged
down over the past two years by unrel ated consuner issues
and it is really ny hope that both the FERC and the CFTC and
their staffs can do sonething to encourage and enhance the
i kelihood that at |east the nmaster netting legislation wll

be passed in the near future.
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| really appreciate the opportunity to speak in

front of you today. | think these issues are all very

i mportant issues, but I think we're al so nmaki ng very good

progress and as, you know, Ed nentioned the drafting groups

by the EEl and the NAESB is really a joint effort. It's not

just one participant |leading the way, it's really a

consensus effort to produce quality docunment which | think

the master netting agreenent is. Thank you.

MR. HEDERMAN: Thank you. M. Bunkin, could you
give us | SDA' s perspective on the power annex and rel ated
matters?

MR. BUNKIN: Sure, sure. Thank you. Good
af ternoon Chai rman Whod, Conm ssioners everyone. M nane is
Steve Bunkin. | am an associ ate general counsel at Gol dman
Sachs/J. Aron Gol dman Sachs is anbng ot her things a
registered SCM and J.Aron is a certified power marketer, so
we are famliar with both markets.

|"mdelighted to be here today to tal k about
issues relating to OTC trading in the energy markets. |'m
going to kind of anmplify on sone of the things that Ed and
Carol discussed this afternoon.

| "' m appearing on this panel in ny capacity as co-
chair of ISDA's North Anerican Energy and Devel opi ng
Products Conmittee. |SDA, as many of you know, is the

I nternati onal Swaps and Derivatives Association. It was



formed back in the |ate 80s by swap market participants in
order to standardize trading terns in the swap narkets.

Since its inception, it has grown both in the
size of its nenbership and its m ssion to devel op standards
across various markets. O particular interest to this
group is the fact that anong | SDA's nenbership are a nunber
of different energy market participants including producers,
| PPs, energy nerchant firms, utilities and so on.

And t he Energy and Devel opi ng Products Conmittee
has been focused on a number of issues of inportance to
mar ket participants in the OICtrading realm W heard this
nmorning and this afternoon a fair bit about devel oping
standardi zed contracts and cl earing nechanisns as a way to
alleviate the credit concerns that are facing the markets
ri ght now.

|"mgoing to focus on bilateral OIC trading, and
sonme of the issues that are currently confronting market
participants in that area.

| think that it's going to be inportant to
address these concerns as they relate to the bilateral OIC
mar ket because this narket is going to continue to be
i nportant insofar as people are going to require custom zed
products of greater size and duration than may be offered in
t he cl eared context.

It is still the case that utilities will put out
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RFPs to merchant energy conpanies to serve | oad, and that
is, by definition, a custom zed vari abl e quantity product
that is not readily reduced to a standardi zed form So |
think focusing on the OTC markets and the issues that are
confronting the OTC markets uniquely is very inportant and
that's why | think this conference is very hel pful

| want to spend a nonment to kind of describe the
chal l enges that we're facing in the OIC markets in relation
to what I'lIl call the products that are traded with respect
to various comodities. And what | mean by products are
financially settled, fixed or floating swaps, physically
settled forward contracts, financially or physically settled
option contracts, spot contracts. These different products
are traded on a range of commodities including power,
natural gas, crude oil, crude derivatives and so on

And al t hough you can call these transactions
products, as being distinct fromeach other, the fact of the
matter is they all have the comon characteristic of
generating credit exposures that are based on market forces,
volatility and price. And by the sanme token, even though
they share this common characteristic of generating these
types of credit exposures, for historical reasons they have
kind of grown up in silos and have been traded under
i ndustry sector specific docunentation, sone of which we've

al ready di scussed.
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And for many years, this really didn't nmake a
di fference because there wasn't an overlap of the people who
were trading product A with product B, or the firns
t hensel ves who woul d be tradi ng these products. But as the
mar ket s have devel oped, there is an increasing overlap of
firms that are tradi ng physical natural gas and physi cal
power and financially settled versions of both of those
types of products.

And | think that's a trend that is going to
continue, particularly in light of the SMD initiatives where
financially settled power transactions are going to becone
nore and nore inportant.

And the result of that trend is that we have a
proliferation of different types of nmaster agreenents that
don't interrelate with each other in any coherent way so
that there is unintended risk that the counterparties to
t hese sane credit generating transactions face to each other
that coul d have otherwi se been mtigated if only those
docunents were speaking to each ot her.

And I'lIl use a termthat sonebody in another
market with a simlar situation used to describe this
phenonenon. He described it as multiple agreenment disorder
or MAD. Because what we have is an al phabet soup of | SDA
EEI, A SB, NAESB, WSPP. If | went to Europe | could add to

t he al phabet soup, but |I'mnot going to do that.



And so what we're facing is just a proliferation
of agreenents that are inhibiting the ability of parties to
net the exposures that they have to each other that are
creating a drain on resources to docunment transactions
because if you're adding a new flavor of product to the
range that's within the franework of an existing trading
relati onship, you have to conme up with a new naster
agreenent to do that. And it's just becom ng an untenabl e
situation.

(Slide.)

Fortunately, | think market participants are
begi nning to recognize this and a nunber of initiatives have
been undertaken through various industry organizations to
deal with it. And | think the fact that we're discussing
these issues at this conference is going to give greater
nmomentumto these initiatives which is a great thing.

So what needs to be done? | think what we need
to do is come up with solutions that reduce the strain on
resources in getting these docunents in place to nake sure
that we have the credit framework to enable OTC trading to
go on while at the sane tinme pronoting greater efficiency in
t he usage of what are nore precious credit lines for
bil ateral counterparty trading.

These solutions need to do a couple of different

things. They need to enable parties to cl ose out
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transacti ons, whatever kind of transactions upon the
occurrence of a default, so that if there is a problemwth
your natural gas trading, that should trigger an ability for
you to protect yourself on your power trading. That being
said, you have to give recognition to the fact that there
are certain unique attributes of natural gas trading and the
way that market works that need to be reflected within the
context of market practice. So you don't want to have a
preci pitous hair trigger that would cause a coll apse of an
entire trading rel ationship.

But once you have made the determ nation that a
credit event has occurred such that you would be permtted
to close out your natural gas transactions, then it should
naturally follow that you would have the ability to have a
cl oseout across all of your transactions. |'mjust using an
exanple. So one thing we need to have comon defaul t
triggers.

The next thing we need to do is pronote the
ability to net across these different products, as Carol was
describing, and on the strength of that netting ability,
develop the ability to margin across these different types
of products because having the ability to net is going to be
a pre-condition to your desire or your ability to margin
across different types of products.

That being said, | think that when we craft these



solutions, we have to recognize the fact that a nunber of
counterparties are where they are and that we can't
superinpose a one-size-fits-all solution to deal with the
range of scenarios that counterparties may be facing. And
so what you have to do is develop things that will be
nodul ar and be inplenentable within the context of an
exi sting situation.

And I'"mgoing to tal k about a couple of
initiatives that do that. | guess we can go to the next
sli de.

(Slide.)

The first thing I'mgoing to mention is the
Energy Bridge which was published in 2002. And what the
Energy Bridge was designed to do was to deal with the
situation where the counterparties had nore than one naster
agreenent they were trading different types of products
under, and one of those master agreenents happened to be an
| SDA, and what the | SDA bridge does is it gets those two
different or nore different agreenents that are between the
sanme entities, and it links themtogether so that they' re on
speaking terns, and that an event of default under one woul d
constitute an event of default under all, thereby formng
t he basis under which the parties could cross product, net
and cross product nmargin.

The | SDA bridge was designed to be sonething that
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woul d respect the terns of the product specific nmaster
agreenents so the way that it works is it allows the

cl oseout of the relevant products to be done in accordance
with the terns of that product specific master agreenent,
and then once that closeout has been done, then the IDA
bridge engine, if you will, goes into effect and it takes
the netted anount under one agreenent and it inplenents it
into the | SDA agreenent to cone down with yet a further
netted amount that reflects the netting across the product
specific agreenent and the | SDA master agreenent.

The | SDA bridge is also readily avail able on
| SDA's website and |'ve included the coordinates on ny
presentation. So that's one thing that we've done.

The other thing that's been done, as Carol and Ed
have nentioned, is the EEl nmaster netting agreenent which
essentially acconplishes the same purpose except that within
its franmework | believe it contains the ability to margin
and it is nore detailed in ternms of the various el ections
that the parties can nake to deal with different issues that
come up in the context of netting across products.

So these are two initiatives that deal with
situations where there are nore than one master product-
specific agreenent and it brings those agreenents and |i nks
t hem t oget her and puts them on speaking terns.

The other type of initiative that is going onis



to take existing master agreenents and expand the scope of
those so that they can cover nore products within the
framework of the credit terns that's provided in those
mast er agreenents while still enabling the parties to have
the benefits of whatever the industry-specific provisions

are for that particular product.
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The initiative that Ed nentioned in this regard
is the joint effort of | SDA and EEI to devel op a so-called
Power Annex. What this is designed to do is to enable
parties that already have an | SDA Master Agreenent to w den
the scope of that agreenent to include physical power
transactions while at the sane tinme having those physi cal
power transactions docunmented with the benefit of the
provi sions that EEl spent a great deal of tinme and effort in
developing in its Master Agreenent three years ago.

This effort has been underway for a couple of
nmont hs, and we hope to have the results of it published by
the end of the first quarter, and we're very excited about
it.

A simlar initiative has been undertaken wth
NAESB t o devel op an annex for physically settled gas
transactions. It would be an annex to the | SDA Master
Agreenment. And so this is kind of the second part of the
solution, which is to expand the scope of existing
agreenents so that nore products can be traded under themin
a way that is consistent with market practices.

And then finally, as Ed indicated, currently
there is an initiative underway with NAESB, EElI, |ISDA is
participating, to reach out with WSPP and see what the
commonal ities are with respect to these various docunents to

determ ne what can be done to bring rationality to the
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vari ous product-specific master agreenents that are in the
mar ket pl ace ri ght now.

(Slide.)

Finally, I'll conclude by saying that we're
focused on has been to inprove docunentation standards. O
course, we can't wite legislation, so to the extent that
clarifications are required in the Bankruptcy Code about the
ability of parties to net across different products, that
woul d have to be done by Congress, and we encourage the FERC
and the CFTC to do what they can to pronote the adoption of
that |egislation.

And also, I'll add that what |'ve been talking
about is really relevant in the context of bilateral trading
where you' ve got the same entities on the side of each
transaction. Oten what we find in the energy nmarkets is
that there are related conpanies. You may have triangul ar
transactions or rectangul ar transactions, and those present
nore conplications, nore challenges. And | think that's
sonmething that is an aspiration that we can hope to dea
with at some point, but it's not our immedi ate focus.

"1l conclude by thanking you again for the
opportunity to address these issues.

MR. HEDERMAN: Thank you. This would be a
| ogical point, if there are any questions about the EE

initiatives, raise them
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CHAI RVAN WOCD:  What's the unrel ated consuner
i ssue that's stopping the bankruptcy bill? Consuner issue?

MR COMER It has to do with whether a consuner
who can go bankrupt after having been convicted of certain
kinds of crimnal --

CHAI RVAN WOCD: | renenber this issue.

MR COMER It's unrel ated.

CHAI RMAN WOOD: That issue stops a lot. The
mechani cs of the agreenments, this tariff issue wth WSPP,
|"mjust kind of making in my mind a little list of things
that we nay be called on to do cone and help nove this on
It doesn't sound like it needs a lot of help to nove it
along. You all have got your own incentive to get it done.

You know when we step in, sonetines it's alittle
clunsy and awkward, so be careful when you ask us to cone in
and hel p.

(Laughter.)

CHAI RVAN WOOD: But is there sonething we can do
to hel p?

MR COMER: W didn't ask you to help. W just
noted that it is in process and we are discussing it with
WSPP now. | think there are differences in their
agreenents. WSPP has a slightly different nenbership issue.
They have a | ot of nonjurisdictional entities which do have

uni que concerns with respect to credit in particular. And
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we are sensitive to that.

We're hopeful they will agree to go forward, but
we are not asking you to do anything right now.

CHAI RVAN WOOD: We're here to help.

MR. HEDERMAN: Thank you.

COWM SSI ONER BROAN- HRUSKA:  Just as a side note,
this kind of rem nds ne of a finance class that | taught
where we were tal king about the devel opnent of the swaps
mar ket in financials and how t hey devel oped t he naster
agreenent and dealt with counterparty credit risk and the
ways of spreading it.

There were provisions | thought in the | SDA
Mast er Agreenent that enabled a counterparty if they were
defaulted on to not -- to in turn default on that
counterparty in related contracts or in the sanme contract or
inrelated contracts. |Is that not true? And is that
sonmet hing we need | egi slation necessarily to facilitate?

MR BUNKIN: If | can respond. | don't think it
requires a legislative solution. | think the problemis
this. Let's just inmagine a world where you happen to have
one agreenent that covers your natural gas trading that, you
know, it's there, and you' ve got another agreenent that
covers your financially settled trading, if there is a
default on your natural gas trading, you want to say, well,

that's a good indicator that there's a problemwth this
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person, and |I'd like to be able to protect nyself on ny
financial side.

Now unl ess you had the presence of mnd to link
t hose two agreenents together, then you may not have the
ability to do that. Now if there's a bankruptcy filing or
sonething like that, then it's likely to be the case that
t hat would constitute an event of default under the natural
gas agreenment and the | SDA agreenent, so it's not going to
be an i ssue.

But there are different things which, you know,
we' ve seen in the marketplace where it can happen that you
know there's a problemon the one hand, and for whatever
reason, it's just not coordinated with the other kind of
agreenent that you have. And so that's the constraint.
don't think it requires a legislative solution. | think it
just requires nmore work in the industry to bring commonality
across what used to be kind of different products but al
have the same ri sk producing --

COWM SSI ONER BROWN- HRUSKA: | know that the CFTC
has supported the netting provisions of the bankruptcy
reform and we've cooperated to a large extent with a nunber
of financial regulators in fornmulating | anguage for Congress
inthis area, so | think we're on the sane page there.

M5. ST. CLAIR Yes. | think the question nowis

how does it get tasked? There was sone tal k maybe of
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stripping it out and that seenmed to be a bad idea, but it
al ways seens to get -- there's never any controversy. |
don't think there's any controversy about the nonconsuner
portions of the bankruptcy reformbill. 1t's just that one
ar ea.

But it prevents the passage of the |egislation
that we're all anxiously awaiting and feel is critical to
i npl enenting sonme of these solutions that we're eager to
i mpl enent .

COWM SSI ONER BROWN- HRUSKA:  Thank you.

COMM SSI ONER MASSEY: At sone point I'd |ike
menbers of the panel to comment on, it's a followup to
Pat's question. 1Is there anything that this agency ought to
be doing other than holding this conference to sort of send
a signal that a ot of these agreenents, netting and so
forth, that you' re tal king about, are a good idea?

| nmean, we've proposed Standard Market Design.
It sounds to ne like that's certainly a step in the right
direction. But | want to know what we could do that would
be hel pful to the industry in resolving these problens. |Is
it sinply a matter of private negotiations and com ng up
wi th standardi zed agreenents that you can do privately? O
are you | ooking for anything fromus?

M5. ST. CLAIR | hate to beat a dead horse, but

we need the | egislation passed. Everybody is aware of al
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t hese forms --

COWMM SSI ONER MASSEY:  You're tal king about the
bankruptcy | egi sl ation?

M5. ST. CLAIR  Well, the part that gives the
safe harbor protection to master netting agreenents. And
sonme people are willing to enter into them and have gotten
confortable that you can net, and that's up to each party
individually to with their own | egal counsel to decide.

But the legislation wiuld give you 100 percent
certainty that there would be no question in bankruptcy that
you could feel confortable that because you posted margin on
a net aggregate basis, that you're hol ding enough coll ateral
at the time that your counterparty goes bankrupt, and that
you can set off a net and cone to one anpbunt owi ng from one
party to the other under all your trading relationships
i nstead of separate anmounts and havi ng a bankrupt owe you
you owe the bankrupt. That creates a msnmatch in
bankr upt cy.

MR. COMER: Since you asked, resolution certainly
in terms of contract certainty, resolution of a nunber of
the Western market issues -- and |'mnot taking a side on
how they're resol ved -- but resolution of that would
certainly contribute to adding greater certainty to the
mar ket .

COW SSI ONER MASSEY:  Mm hnm
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MR. GOODMAN:  Commi ssi oner Massey, | think the
single nost inportant thing that FERC could do to help both
the liquidity and the progress of a restructured market is
SMD. The sooner a Standard Market Design is inplenented,
the far nore liquid and the far nore reliable our national
grid will be. | was going to say that in nmy comments, but
since you asked, | don't think there's anything nore
i nportant than that.

COWMM SSI ONER MASSEY: | was feeling sorry for you
sitting down there on the end.

(Laughter.)

MR. GOODMAN:  Thank you.

MR. HEDERVAN. We're getting there. Qur next
speaker is Bob Stibolt, who represents the Conmttee of
Chief Risk Oficers and will talk about their initiative
related to this area. Bob?

MR STIBOLT: Chairman Wod, Conm ssioners,
| adi es and gentlenmen, | appreciate the opportunity to be
here today to tal k about an issue that both Tractebel and I
think the Commttee of Chief Risk Oficers -- and |'ve had
the distinct privilege of co-chairing the Credit Wrking
Group of that Conmittee, and | think we strongly endorse the
need for clearing.

Just to give you a little bit of background, ny

title, 1'"'m Senior Vice President, Strategy Portfolio and



Ri sk Managenent with Tractebel. | have provided sone
background on Tractebel for the record. W're the world's
fifth | argest independent power producer. W're also very
active in the natural gas markets, liquefied natural gas in
particular. And we're one of the foundi ng nmenbers of the
Commttee of Chief Risk OOficers. And | think we are very
ent husi astic about the initiatives that they've put forth
her e.

We could actually in the interest of tinme and
focusing in on a key issue, go ahead to the exanple here on
the benefits of netting.

(Slide.)

And | think this is very key here. This is ny
Fi neman di agram here show ng sone of the natures of the
exposures in a bilateral nmarket. And I'll just note that
this exanple was actually based on a real live piece of the
Tract ebel trading operation that we pulled out and we want ed
to simul ate what woul d be the inpact of clearing in the
tradi ng markets.

Now in the bilateral situation here, we've got
five counterparties, and the arrows as drawn show t he
direction of what |'ve characterized as guarantee exposure,
but you could really think of that is it's the credit
exposure that you're inmposing on the other party. So in

this exanple, Party A owes Party D $30 million of value, and
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therefore Party D has a credit exposure to Party A

Now if | go around the diagram | can pick out
sort of the nature of what each party owes to other parties
in the trading market. In this exanple, | get to a total of
$172 mllion of aggregate credit exposure.

One of the key points to note here is in the
event that Party A defaults, Party D is now exposed for $30
mllion of losses. Nowit turns out that Party B and Party
C both owe Party A noney, but that has no benefit to Party D
at all.

(Slide.)

And so if you go to the next slide here, and now
you tal k about what if | run this through a clearing
operation, what | now find is that the nonies that Party B
and Party Cowe to A can in fact offset what's owed to Party
Dwthin the context of the clearing solution. And if you
wor k through the nunbers here in this exanple, you see a
very dramatic reduction in risk exposure.

In this case, | ooking at the positive exposures
of what each conpany owes to the market, it conmes to a tota
of about $21 million. So in this exanple, you' ve had an 88
percent reduction in credit exposure. And the point that,
at the risk of maybe pounding the table a little bit too
much, this is a very dramatic benefit as | see it for the

industry. And it translates directly into the risk capital
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required to support trading, which in turn will help to
enhance liquidity.

John Davi dson this norning tal ked about this 95
percent estimte of what the reduction in exposure m ght be
with nore counterparties. | think that's a very believable
nunber. And | just want to be sure that, you know, he
commented on it in passing that we don't gloss over it, that
we really do recognize that it's a significant benefit.

(Slide.)

| think if we go to the last slide here -- this
isn't the last slide. This is a sinulation |ook at that
sanme portfolio to see how could it behave under different
mar ket condi ti ons.

(Slide.)

And then if we go to the next slide, we can
actually get a probability distribution for the five parties
that shows that we get at |east a 75 percent reduction even
in the nost unfavorable outcones in the market, and it could
be substantially higher.

The perfornmance should i nprove as we go to nore
parties participating in the pool.

Last slide.

(Slide.)

And this really is the last slide. The role of

the regulator. | thought I would just try to address sone



of the -- not every question that was asked, but naybe a few
of the key questions, you know, what can the regulator do to
hel p here.

| think there's been a | ot of discussion today
about capital adequacy. | think capital adequacy is a
really critical issue. You are concentrating credit risk
within the clearinghouse. |If | could quote from Mark Twai n.
One of his quotes was put all your eggs in one basket and
then watch that basket. To the extent that we're
concentrating credit risk in the clearinghouse, we really
have to watch that basket. W have to be absolutely assured
that it does have adequate capital to neet all its
obl i gati ons.

And | think this cones to the issue of
transparency as well, to nake sure that it's very
transparent that it's got capital adequacy and al so very
cl ear disclosure of what are the protections that you're
getting fromthe clearinghouse as a direct nenber versus
what you're getting as a custonmer of a clearing nenber where
in fact you're not protected directly by the clearinghouse.

So it's fine to do indirect clearing, but you
have to recogni ze that you are now getting a credit
concentration with a party that is not the clearinghouse.
And | think that is an issue to be addressed.

| think sonme of the other attributes here was to
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assure the broadest possible participation, what we called
broad access. Again, to the extent that you can open this
up to a wide variety of parties, they can get the benefits
of clearing that will increase liquidity. | think it wll
enhance conpetitiveness as well.

And I'Il just quickly note that -- well, we did
in fact have a clearing solution in the industry a few years
ago. It was called Enron Online. It wasn't a very good
solution, in nmy opinion. You did have one counterparty that
was the buyer or the seller, and you did have the
concentration of credit risk there.

| think if you go through the clearinghouse
mechani sm you can get the broader participation of nmultiple
parties that are trading in the market.

And then | think the issue for the industry is
just to be assured that there is a reasonable pricing to
this service as well. | think in the traditional
cl earinghouses, it's always been the clearing nmenbers
clearing with each other, so there was a natural enforcenent
to keep the costs appropriate.

But as you tal k about opening this up to a
broader market, | think there are participants in the energy
mar ket that are just very concerned that as they transition
to a clearing solution, perhaps they're going to get gouged

on fees. And I think that has been sonething of a barrier
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| think it's an issue the industry needs to work
to. That's the extent of ny remarks, and | thank you.

MR. HEDERMAN: Thank you. Qur next speaker is
Vi nce Kam nski, one of the leading thinkers in the area of
devel oping tools for dealing with risk and the | eader of the
recent University of Houston Conference, as several speakers
here have nentioned and participated in. Vince, can we have
your comrents?

MR. KAM NSKI: Thank you. Chairman Wod,

Comm ssioners, | would like to thank you for the opportunity
to participate in the discussion of the issue that's of
critical inportance to the energy industry and you know, so
far, you know, it was a great conference. | learned a |ot
fromall the presentations.

Before | go forward, you know, | want to say
that, you know, probably it will come as a relief to Andrew
Lanb that he is not the only speaker with a funny accent.

(Laughter.)

MR KAMNSKI: And |ike Andrew, | didn't work for
the CME but | did the next best thing. | got a job in
Chicago. | worked for a hedge fund in Chicago, one of the
many financial entities that either have entered or are
contenplating entering the energy trading field, and I
expect that in the future, the financial firnms |ike hedge

funds or investnent banks, will becone a very inportant
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source of liquidity to the energy industry.

And as | have said, in my viewthis is the nunber
one issue for the energy industry. |It's very actively
debated at practically ever industry forum And to
understand why it's so inportant to the energy industry,
first we have to step back and take a | ook at the current
system of managing credit risk exposures at the energy
conpani es.

And as it was nmentioned nmany tinmes at this
conference, the systemwe have is based on a bil ateral
agreenents and the process of negotiating those agreenents
is extrenely time consum ng and cunbersone. |t consunes
significant resources both in terns of time and talent, and
fi nanci al resources. And also it takes a very long tine
and we end up with nultiple agreenents, credit agreenents
whi ch are sonetinmes two | egs of the sanme transactions may be
under separate credit provisions.

Al so we have a system which is based on
collateralization of exposures when credit exposures exceed
certain thresholds and the problemis that in many cases the
cal cul ation of current credit exposure is very difficult due
tolimted price discovery and also to adversari al
rel ati onshi ps between different counterparties.

And it's not unusual in this industry to have two

counterparties asking for collateral at the sanme tine for
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the sane transaction, and of course both counterparties can
be wong but they cannot be right at the sanme tine.

There is another, even nore serious problemthen
the cost of negotiating credit agreenments. In nmy view, the
system of managing credit risk based on bil ateral
transactions, bilateral contracts, in sone cases may result
in financial instability.

And | can show you an exanpl e that the underlying
reason for that is that the way the credit agreenents are
adm ni stered and practiced is |less than satisfactory. Wat
we can see in many cases in the energy industry is
asymmetric execution of the collateralization provisions.

(Slide.)

And what you see on the screen is an exanple of a
transaction with practically no market risk. Suppose that |
buy forward 10,000 Mrbtus of natural gas at the one
| ocation. 1 sell 10,000 Mrbtus of natural gas for the sane
maturity, the sane location, | lock in the spread, and let's
suppose, for the sake of argument, that both counterparties
are of the sanme high credit quality. So effectively I
elimnated a market risk and credit risk

But given that is a collection of collateral
maybe asymmetric and it happens quite often in practice is
this credit arrangenent, this system of managing credit risk

may result in significant cash flow problens for ny trading
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corporation. So suppose | executed the transaction at three
dol | ars per Mrbtu, now the price increases to four dollars
per Mibtu. The supplier has incentives to walk away from
the contract but he cannot post collateral for a nunmber of
reasons. This may be a producer who has insufficient cash
flows. It may be a nmunicipal utility that cannot post
collateral under its charter. There may be different
reasons why this may happen but on the other side, on the
ot her side of this transaction, the buyer requires
collateral. |If it's a financial organization that insists
on collecting collateral and there's a negotiated credit
agreenents, we may face ny tradi ng organi zati on may face
significant cash exposures, cash flow difficulties.

Now let's take it one step further and let's
consi der the case of run on the bank scenario. It's not
really a hypothetical scenario, it's a stylized
representation of what actually happened. So suppose that
we have a trading entity that is credit inpaired and
everybody who is posting collateral with this entity wll
insist on using letters of credit, or will try to avoid
posting collateral.

On the other side, the collateral provisions wll
be strictly enforced. |If there is no systemin place to
nmonitor the letters of credit posted on one side, we nmay

have very serious problens related to the cash flow and the
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credit difficulties, credit inpairnent of this trading
operation may become nuch worse.

So what is the solution? You know, it's quite
obvious to nme the transition to nultilateral netting is the
best way to go. This is the solution to the current credit
gridlock that we observe in the energy industry. At the
sanme time, | realize that it will be a very painful and sl ow
transition for a nunber of reasons.

And | want to give you a nunber of reasons | have
di scovered this through many conversations with different
pl ayers in the energy industry. | agree with some points
they made, | may disagree with other points but you know
it's very inportant that the energy industry tends to be
quite skeptical. And it's well known in the history of
finance that many financial innovations that had m nor
design flaws never really canme to fruition. In sone cases,
you know, it just takes a minor error in the design, a
m smat ch between the risks addressed in a financial
i nnovation, and the risks faced by the potential users, and
the financial innovation is rejected by the marketpl ace.

| f one | ooks at NYMX el ectricity contract, one
can see the best exanple of what has happened. W were
tal ki ng about the contracts hedging risks over a period of
one nonth, whereas the risk then in the power market is

concentrated typically in one day, sonetines in a few hours



of a given day.

So what are the reasons why the transition to
multilateral netting may be slow and painful. One reason is
that the transition requires a significant effort at the
| evel of every energy conpany. It takes new IT solutions,
it takes redesigning the business processes at the | evel of
every energy conpany, and this is tinme-consumng, and it
al so has to happen when the industry is under considerable
stress and faces cash flow difficulties.

You know, the second problemis related to the
i nteraction between physical and financial transactions.

And | think that the fact that many energy contracts at sone
point we will have to go to delivery, represents a rea
challenge to a nmultilateral. Wy does it happen?

We have to recognize that we have in this market
pl ayers who have to use econonmic jargon, different utility
functions. To a financial conmpany, a solution based on
i qui dated damages is perfect; it doesn't create any
problens. But in the case of a load serving entity, and in
the case of a natural gas distribution conpany, the
overriding objective is the fact that lights are on and
natural gas flows to the end user. And in sonme cases paying
a higher price is of mnor inportance because we are talking
about a margi nal transaction which can be spread over a

| arge volunme of electricity or natural gas delivered to the
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end users, and it may be just a rounding error, | believe,
for the utility.

But the fact that the physical flow takes place
is of overriding inportance, and it's got a critical issue
to peopl e who have responsibility for the adm nistration of
the energy-related contracts because their jobs depend not
so much on the financial transactions on the financi al
results that can be passed through to the end user, but on
t he mai nt enance of servi ce.

So the problemis that when a physical
transaction nutates into a financial transaction becones an
econon ¢ equi valent of a futures contract, and then nutates
again into a physical transaction, counterparty A may not
necessarily end up with the original counterparty, let's say
counterparty B. And there are good reasons why counterparty
A has chosen counterparty B. It may be the case that
counterparty B has experience in certain types of contracts,
it my be the case that the counterparty B has access to the
physi cal infrastructure; storage, transm ssion |lines,
generation units that facilitate the execution of the
physi cal fl ows.

Anot her problem and this is quite, quite serious
is in the lack of standardization of energy contracts.
agree with the previous speakers that we can observe the

trend towards standardi zation of certain contracts but at
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the sane tinme one has to recogni ze that many energy-rel ated
transactions are often unique and this represents the
practical requirenents of transacting business in the system
that is characterized by a fragnmented infrastructure and is
characterized by overl apping jurisdictions with many
conflicting | aws.

So this is why one has to negotiate contracts
whi ch have many uni que features and when it cones to
netting, it's very difficult to acconplish it, given the
conpl exities of many transacti ons.

There is anot her aspect of standardi zation of
energy contracts and its valuation. The |ack of
standardi zation results fromthe fact that many energy
contracts are very difficult to value and they depend not
only on the observed market prices but they depend al so on
many vari abl es which are not directly observabl e;
correlations, volatilities, and so on. And this is why it's
very inportant to develop the industry sources for reliable
price indices and also for additional variables that are
critical inputs in the valuation of energy-rel ated
contracts.

And this is why | amvery excited by the
initiative that is currently under discussion at the
Uni versity of Houston. The initiative to consider providing

the service to the industry, the service of conpiling price
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i ndices and al so the service of providing other inputs |ike
correlation coefficients and volatilities for the forward

prices.



Anot her point | would like to make -- and this is
not the point | necessarily agree with, but this was
menti oned to me by a nunber of players fromdifferent
corporations. And this may be a point that explains why
some conpani es are not rushing to becone parties to
mul tilateral netting.

The problemis that many energy conpanies with
reasonabl e credit are now managi ng credit risk by flying
under the credit threshold. So this nmeans that they
structure their business in such a way that they don't have
to post collateral because they transact with different
counterparties below the negotiated credit limts.

| f they go through the system based on
multilateral netting, they will have to post collateral,
starting at ground zero, so that's one problem

The second problem and this follows a remark
made by Bob, the problemis that we may observe, see very
hi gh margins required by the clearing nenbers, and this is
not -- this is not the rationale. It doesn't necessarily
represent gougi ng.

We are dealing with the industry, with the
mar kets that are characterized by very high price
volatility, and high price volatility will translate into
hi gh margi n requirenents.

A few other corments: | fully agree with Bob
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that there is a risk of concentrating risks in a few
entities, and | think that if nultilateral netting happens,
the regul ators have to watch the cl eari nghouses very
carefully, because we are dealing with, again, with the
mar kets that are characterized by very high-price price
volatility.

And | renmenber the events |ike the
Met al gesel | schaft crisis of "94, and if | renenber
correctly, one player had to post -- had to respond to a
margin call of $700 mllion in a day. Fortunately, this
pl ayer had a backing of a strong and very responsible
parent .

| also renenber the events of June 1998 when the
power prices spiked for a few hours to extrenmely high
| evels, and the volatility based on those prices reached
20,000 percent. And typically in the financial markets,
volatility of 20 or 30 percent is considered to be quite,
qui t e hi gh.

Anot her issue | wanted to nention is that
multilateral netting may increase reporting and regul atory
conpl i ance burden to many conpani es. Wy would that happen?

Well, we may start with a financial transaction,
a power transaction that has to be reported to FERC, it's
under FERC s jurisdiction. Then this transaction mnutates

into a financial contract, into a futures contract that



falls under CFTC jurisdiction, and then it may go back to
becom ng again a physical transaction that falls under FERC
jurisdiction, at which point this transaction has to be
reported to a regulatory body is a question that has to be
addressed. Yes, thank you very nuch for your tine.

MR. HEDERMAN: Thank you. Qur |ast speaker is
M. Goodman who can tell us sonme stories fromthe front
lines of the energy narketers world. Please go ahead.

MR. GOODMAN.  Thank you, Bill. Conm ssioners,
t hank you for keeping the building open this |ate.

(Laughter.)

MR. GOODMAN. We appreciate. I'mgoing to try to

MR. HEDERMAN: | think we have dinner ready at
the Santa Fe Cafe.

MR. GOODMAN:. Excellent, excellent. 1'mgoing to
try not to repeat. It's going to be very hard, but I'm
going to try not to repeat anything you' ve already heard.
The panelists were excellent; the conference was a good
i dea, an excellent idea. It's been incredibly informative.

As you know, this industry historically has not
dealt with these issues, so having this forum a joint forum
with CFTC was an excellent idea. W appreciate it; | know
the industry appreciates it. Thank you.

| want to introduce nyself, and then I'"'mgoing to
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do you the courtesy of skipping as quickly as | can to the
| ast or next to the last slide, so that we can get to
guestions and hopefully go home tonight.

My nanme is Craig Goodrman. | am President of the
Nat i onal Energy Marketers Association. This Association is
a nonprofit. It represents both whol esal e and retai
mar ket ers of energy, telecom financial-related products,
services, and information technol ogi es, both throughout the
United States, Canada, and the UK

Qur nenbershi p includes whol esal e and ret ai
suppliers of electricity, natural gas, |PPs, suppliers of
di stributed generation, energy brokers -- that's voice
brokers -- power traders, electronic trading exchanges,
advanced netering and | oad nmanagenent firns, billing,

i nformation technol ogy providers, credit and ri sk managenent
conpani es, financial service firns, software devel opers,

cl ean coal technology firns, and we al so have tel ecom

br oadband, and energy-related Internet conpanies in our

gr oup.

So it's a very regionally diverse, broad-based
coalition of energy and financial services and technol ogy
firms. W have cone together to try to forge a consensus
and to help resolve as nmany issues as possible that would
del ay conpetition.

Having heard all of the information that you have
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today, what I'mgoing to try to do is skip to or put it into
sonme kind of context. Historically, as you know, this is
not energy regulation. This is brand new to the energy

busi ness.

|"d like to give sone context so that we can pul
all of these strands together at the end of the day. The
Enron bankruptcy created an unprecedented crisis in the
nation's whol esale electricity markets, and underscored the
need for new standards, guidelines, standard market design,
that will eventually provide this country with a stabl e,
reliable electricity market.

FERC is nmoving quickly to fully integrate the
nation's electricity grid and to establish uniformrules,
uni form tradi ng hubs and operating processes. However, as
you know, time is of the essence.

We need to reverse these credit and liquidity
crises that have shaken our markets. NEM and our nenbers
are proactively trying to nove towards solutions |ike you've
heard here today, that provide the industry with sone kind
of help while FERC is working on the SVD program

Hi storically, the whol esale trading and delivery
of gas has occurred through a robust, often volatile series
of bilateral transactions, as you have heard all day today.

And while there are formal regul ated exchanges

that trade futures in both electricity and natural gas, our



hi storical l|ack of an organi zed uni form standard of
contract, contract termnms, liquid delivery points, plus the
evol ving nature of the restructured whol esal e and ret ai

mar ket s has basi cally engendered what is now known as the
over-the-counter market for these commoditi es.

Trading in these commodities is acconplished
primarily by energy brokerage firns, specializing in
mat chi ng buyers and sellers, and nore recently and
importantly, by electronic trading exchanges that match
buyers and sellers through the inplenentation of fairly new
and sophi sticated technol ogi es.

Until the creation of the EEI/NEM standard
whol esal e power agreenment, which | would Iike to encourage
you to think of in a very, very positive manner, and nore
recently, as Carol noted, the master netting agreenent,
which is a major advance -- | nmean, when Enron went down,
you know what happened. We were beset w th bankruptcy
probl ens that rippled throughout the entire industry.

This master netting agreenent, as you know, is
only a bilateral tool, and it's still on the edge, the |egal
edge, the cutting | egal edge of bankruptcy issues. What Ed
and Carol told was that in reform ng the bankruptcy | aws,
you really don't even get to a full netting, cross-comodity
netting, unless a cross-entity netting or a multil ateral

netting, which is why these clearing solutions that you have



explored today are so inportant. They do get you that
legal, nultilateral netting capability that you don't have
in a bilateral marketpl ace.

And that's one of the problens we've had for a
long tine. At the tinme of the Enron collapse -- this is
anot her inportant point that Vince brought up for the first
time today -- at the tinme of the Enron coll apse, there was
very little common and verifiable ground for the vital
el enents of price structure in the U S. power markets.

Structured and standardi zed settl enent terns,
pricing, reliable indices, universal, transparent, credible,
and auditabl e mark-to-market procedures just did not exist
when Enron went down.

At that time, there were numerous survey
publications, but they were often sinply individuals calling
i ndustry contacts to query for transactional prices,
vol unes, and ternms. It was not possible when Enron went
down to really verify price, volume, or termfor nmany of
t hese reported transacti ons.

There was no industry standard for state and
regional indices; there was no conmon daily or nonthly
settlement procedures, and this neans that the nmarket
partici pants have had to rely on very nonscientific, non-
verifiable settlenents and indices that served to determ ne

the financial result of billions and billions of dollars of



transactional val ue.

And you add to that the fact that there were very
few liquid trading hubs -- there still are a very few liquid
trading hubs -- in which the physical delivery of both gas
and electricity, for that matter, can occur, consequently,
the industry has necessarily had to rely on the informal,
bilateral and nultilateral OTC trading, brokerage, and
el ectroni c matching of buyers and sellers.

We, our organi zation, believes very strongly that
the creation of a new and innovative energy-rel ated trading,
ri sk managenent, clearing, netting, and settlenment industry,
as well as the creation of reliable price indices, are
critically inportant to the devel opnent and the novenent
toward a fully integrated, economcally rational and
efficient North American energy narket.

Lee or Bill, if you could skip over to Slide 4,
which is ny next to the |ast slide?

(Slide.)

MR. GOODMAN. | want to save everybody sone tine
and energy here.

Qur nmenbers have been very active in a nunber of
things, and I'"'mjust going to -- at the end of ny
presentation, I'mgoing to click off just all of the
di fferent standards that we need uniformty or near-

uniformty in, or as close to uniformty as we can get in
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order to get this market in a rational, liquid, transparent
format.

We published here today, and | hope you will put
it in your records of proceedings, a docunent called
"Solutions to Inprove the Liquidity and Creditworthiness of
the U S. Energy Industry.” It provides an explanation and a
conpari son of the various clearing, netting, and settl enment
options that we discuss and that you di scussed throughout
t oday.

The docunent al so di scusses the costs and
benefits of these solutions, and we m ght suggest that the
benefits have been nentioned all day long. They don't --
the do bear repeating, but I won't, for purposes of brevity,
but I will say that the reduction in risk by netting,
multilateral netting, and the nutualization of insolvency
risk is an incredible reduction in the cost of capital for
our industry and the amount of capital that you need to
either trade or hedge either production or consunption.

It's an enornous benefit.

And we believe that clearing solutions do have --
they are part of the solution. Ed gave you part of the
sol ution, which was the master power contract. |It's vital.

We had no uniformty in product definitions until that tine.

Al of the terns and conditions in that contract



were literally hundreds of variables in an energy trade.
And Carol just went through and told you about the mnaster
netting agreenment. That was a najor part of the solution.
Clearing is another nmjor part of the sol utions.
Uni f orm busi ness rul es and busi ness practices are anot her
part of the solution.
St andar di zed whol esal e and retail narket design -

- if there is nothing else that FERC can do but inplenment a

standard mar ket design, you will have taken this industry
forward, I would say centuries, but 1'll say decades, to be
gener ous.

And then we al so need standard price indices. It

is the key to price reliability; it is the key to FASB
conpliance. It is also the key to credibility with both
i nvestors and regul ators.

| think you can nove to Slide 5 now, which is ny
| ast slide, and I'"'mgoing to try and wap this thing up.

(Slide.)

MR. GOODMAN:.  As you probably all know, we are
commtted to opening markets for conpetitively-priced energy
and rel ated products and services. W believe that a truly
liquid, conpetitively-neutral wholesale narket is vital to
all of this.

Al of the clearing, netting, and risk nanagenent

expertise of our nmenbers, together w th uniform business



practices, will help restore the confidence and
credi twort hi ness and reduce the cost of capital in our
i ndustry.

As | nentioned, the real key is the devel opnent
of liquid, conpetitively-neutral standardi zed whol esal e
power markets. W strongly support FERC s efforts in this
regard, and we reiterate the comments that we filed with
you. | amnot going to repeat them here today, but they are
the key to a liquid -- they are the cornerstone for
l[iquidity in buying, selling, and delivering power, the
three things that we need to commoditize to nmake this market
wor K.

O her suggestions | would put into your thought
process and sonething that you' re not aware of, perhaps not
aware of: Currently, the foll ow ng al phabet soup touches
our industry: W have the EIA the FERC, the DOE, the CFTC,
the FTC, the FCC, the SEC, FAESB, and probably the oncom ng
of Honel and Security as well.

They all touch a newly restructured energy
mar ket. We woul d urge that the agencies work together, and
elimnate any duplicate reporting that you can. There is so
much reporting going on out there that if there is any way
to centralize, any way to standardi ze, any way to take out
the conflicts, we urge you to do so.

We woul d obvi ously support standardi zed,



credi ble, transparent price indices. They have to be
created, they have to be used, and our nenbers literally
have the technol ogy to inplenent themtoday.

Qur nmenbers are working on devel opi ng that as we
speak. It is a very inportant component of the answer here.

Qovi ously you all know about the standardization
of business rules, practices, and operating procedures, as
well as tariff structures. Wat may not be so obvious is
that the standardi zed el ectronic data protocols are vital.
We have said this for several years.

Sonme of our nenbers have devel oped standardi zed
XM. protocols and have recently given them free, to | SDA
W woul d ask you to take a | ook at that, and we woul d ask
| SDA to take a | ook at that.

And, lastly, if these standard rules cone
forward, practices and procedures, we would ask FERC to
require that these rules and practices be inplenented on a
uniform cost-effective, and expedited basis. | would say
to you that the prior theory of letting 50 fl owers bl oom and
pi ck the best one has not been a good idea.

And, with that, I will thank you again for
letting me come here today, and | stand ready to answer any
guesti ons.

COWM SSI ONER BROANELL: Craig, when is the

i ndustry comng forward with their proposal on the indices,
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and why don't you give us a little advance picture of what
that mght look like? And if anybody el se wants to conment
on that, there has, of course, been sone suggestion that
this would be a wonderful thing for governnment to undert ake.
' mnot one of the fans of that solution, but | do not think
we can wait a whole |ot |onger.

MR. GOODMAN: | don't know whet her "undertake" is
the right word, but certainly endorse, certainly encourage,
certainly perhaps even sonehow give it the inprimtur that
it's legitimate.

My understanding is that several of our nenbers,
in fact, a nunmber of our nenbers have both the technol ogy
and the data i nhouse today to go back to at |east 1994 on
certain gas and electricity transactions. W have a nunber
of voice brokers and the electronic tradi ng exchanges and
virtually all of the clearinghouses as nenbers.

The data that reposes in each of these nenbers,
they are currently working out between them howto
integrate all of their separate databases so that they can
have at the end of the day, one integrated database or two
or three that are reliable, that are based on rea
transactions, that are not survey nunbers, and they are
sonmet hing that you can mark your book with

MR KAMNSKI: If | may take a m nute of your

time, | would agree that the issue of price discovery is of
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critical inportance to the energy nmarket. It's very
difficult to envision an efficient energy market w thout
ri sk managenent tools, wi thout a system of financial
derivati ves.

And this market will not devel op unless we have
reliable price benchmarks, against which swaps or options
can settle. So this is really critical to rebuild public
confidence in the published energy indices, and unless this
happens, it will be very difficult to resolve the problem of
netting as well.

As John nmentioned during the first session, you
cannot net if you cannot value the contracts correctly, and
t he val uati on depends critically on having reliable price
i nformati on.

MR, STIBOLT: | mght just comrent quickly here
that | know the Committee of Chief Risk Oficers has a
wor ki ng group on this subject as well, and it has gotten
sone feedback froma nunber of interested parties,
including, | think, both the FERC and the CFTC.

| think the challenge for the conpanies
participating in that effort is that we need sonething that
really does have sone teeth to it, not just sonme warnmed over
recommendation. So |I'mvery confident that we will get to

sonet hi ng.
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But | think you will have to have transparency in
terns of where the nunbers cane from and | think sone of
t he di scussions |I've personally been involved inis if
you're putting an index together, don't just go ask the
sellers what the price is. You have to ask the sellers and
t he buyers what the price is, and you can get a nore robust
statistical measure.

So | think there's an issue of breadth of
sanpling as well as being sure you' re sanpling across the
spectrum of buyers and sellers and you have a natural sort
of enforceability of truth that cones out of that, if you
will.

COWM SSI ONER MASSEY:  Well, once there's an RTO
in every region of the country with operating day-ahead and
real -tinme market for electricity and various electricity
products, won't that provide fairly good price discovery on
a region-by-region basis? Are you suggesting sonething, at
| east with respect to electricity, in addition to that?

MR. GOODMAN: | think you hit it on the head. |
nmean, it's precisely what we need to have liquid trading
hubs |i ke the Henry Hub in gas. W need that everywhere for
electricity as well.

When that happens, you will probably find that
el ectricity contracts will become futures contracts instead

of OIC contracts because the uniformty will be there. And
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you'll be able to have liquid tradeable commoditi es.

Ri ght now, with the absence of that kind of
liquidity in the marketplace, those kind of liquid trading
hubs, you're relying primarily on, if I'mnot m staken, PJM
West is probably the nost |iquid trading hub we have for
electricity. And if you need to take physical delivery of
ei ther an OTC product or a replicant product, which is being
traded on an exchange, typically the delivery will be at
that liquid tradi ng hub.

COWMM SSI ONER MASSEY: Robert, did you have
sonething else in mnd? |Is your commttee working on
sonet hi ng el se?

MR SIBOLT: Well, I think you raised the issue
of daily settlenments. But | nmean there are markets |ike
forward, full nonth settlenents in natural gas where you
woul dn't have an obvious set of data coming at you fromthe
RTO or even fromthe daily markets.

So | think we do need to be able to address those
monthly settlenents as well. | think it's very doable, you
know. It's just a question of a commtnent to get the
breadth of data and put some controls on the reporting
process as well so that it's com ng through perhaps a m ddl e
of fice function where there isn't -- there's nore of a
control on what's being reported as information.

COWMWM SSI ONER BROANELL: | would just like to say,
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and | know that we've all tal ked about this a lot, if there
is sonething that we need to do to give teeth to whatever
effort, to make sure that there is full reporting, you need
to let us know and |l et the CFTC know.

Because this is | think a far nore critical issue
that needs nore attention, and we need to get on with it
qui ckly. I think Dr. Kam nski certainly made that point
very cl ear.

COWM SSI ONER MASSEY: As we push forward to
standardi ze markets, do you believe that these other
functions will necessarily follow? For exanple, the
clearing function. Does the Comm ssion need to say
sonet hi ng about clearing, or will it just come naturally as
the markets beconme nore mature? What's your opi ni on about
t hat .

MR. GOODMAN:.  Commi ssioner, | think the clearing
i ndustry has devel oped because there has been this vacuum
and that while you're developing the SMD, the clearing is
this natural bridge to your SMD process. It fills that need
for liquidity as you're going forward with SMD

And to your other question that | didn't answer
fully, RTGs may not necessarily generate |ong forward price
curves. They'll have day ahead and real tine price curves.
But your longer-termmarkets are definitely also in need of

accurate nmarks.



COWMM SSI ONER MASSEY: | see what you nean.

MR KAM NSKI: To follow up on this point very
briefly, | agree that forward prices are extrenely
i nportant, but the natural progression in every market is
that we have to start first with the spot prices, and once
the liquid market, spot market devel ops, the forward
contract and futures contract will follow

What we were trying to do a few years ago in the
case of electricity market, we were trying to reverse this
process and start with a futures contract w thout the
under |l yi ng spot market, spot prices to which the futures
prices m ght converge.

So | think that the Standard Market Design, the
devel opnment of RTOs is of critical inportance to this
industry. | don't think that there is anything nore
i nportant than having the Standard Market Design for the
el ectricity markets.

COWMM SSI ONER MASSEY: That's the right answer.

(Laughter.)

COWMM SSI ONER BROANELL: We hope you say that a
lot to a |ot of people.

MR. BUNKIN: | wonder if | could nake a quick
observation, which is that -- and this may ki nd of
contradict the spirit of what | described before. But it's

interesting to | ook at the Enron situation, because the
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actual bankruptcy event itself didn't really -- was absorbed
readily in the market, and the | osses, the credit | osses
that Enron counterparties experienced on their energy
trading really didn't have a substantial inpact.

Now t here were banks that had | oans and so on
that took |arge wite-offs, but the actual Enron event
itself didn't create the problem \Wat that precipitated
was rating agencies and ot her people reevaluating the
mer chant energy sector and aski ng questi ons about whet her
t hose conpani es were adequately capitalized for the risks
that they were taking.

But it's interesting to note that,
notw t hstanding all the problens and aggravation that people
had about, well, | can't net this against that and so on,
the actual default itself didn't have a | arge danmagi ng
i npact on the market.

And | think what that suggests is that people
were able to nanage their risk and are focused on dealing
wi th addressing counterparty risk. It just so happens that
we' ve experienced this subsequent fallout because of a kind
of phil osophical change in thinking that's taken place as a
result of this.

MR. HEDERMAN: Okay. As we go to finish, I'd
i ke to acknowl edge a | ot of hard work fromLee Choo's

staff, Anita Herrerra and Karen Mucha as well as Sai da
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Shaal an. They all put a ot of effort into this. Jane,
don't know if you want to nmention your folks.

M5. THORPE: Yes. |[|'d like to thank a | ot of
peopl e who hel ped organi ze this on behalf of the CFTC in
particul arly Ananda Radhakri shnan and Ann Marie Kelly, who
is sitting back there, John Laughton, who is sitting back
there as well. So nmany thanks.

CHAI RMVAN WOOD: It's been a delight. Sharon,

t hank you and thank your colleagues. I'mglad we're al
here. W'Il do it again. |If it's your shop, we'll bring
our flag over.

(Laughter.)

CHAI RVAN WOOD: | thought that was great. | got
an e-nmail last night, they're bringing their flag. | went,
rock on.

Y all been a great panel.

COWM SSI ONER BROWN- HRUSKA: W weren't st aking
out territory or anything.

CHAI RVAN WOOD: We appreciate the seriousness of
the issue, and | can't tell you how inpressed | was with the
quality of every one of these panels. You folks that put it
toget her, you get an A in conference planning, and if you're
| ooking for a second life, I know where you need to go.

This was helpful. It's not the last. It's the

begi nni ng of an education for us. | do sense, as | think
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heard both ny col | eagues echo here, sone urgency, and so
pl ease know that this issue is on our front burner until the
cake is cooked, and we want to cook it and enjoy the flavor
of it so that the custoners of this country get what they're
bargaining for in the area of good energy narkets.

Thank you all for your expertise and good senses
of hunor and intelligence. W appreciate it. And you're
al ways wel cone back here. Thank you all. And our neeting
i s adj our ned.

(Wher eupon, at 5:40 p.m on Wdnesday, February
5, 2003, the Joint FERC/ CFTC Techni cal Conference

adj our ned.)
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