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Letter of Transmittal to the U.S. Congress

FY 2001 marked a fundamental change in the mission of the Commodity Futures Trading
Commission. The December 2000 enactment of the Commodity Futures Modernization Act of
2000 (CFMA) was the culmination of a series of events that resulted in substantial revisions to
the Commodity Exchange Act (CEA) and the transformation of the Commission from a front-
line regulator to an oversight agency. The CFMA created a flexible structure for regulation of
futures trading, repealed the ban on trading single stock futures, and provided lega certainty for
the over-the-counter derivatives markets. The law, which reauthorized the CFTC for five
years, aso clarified the Treasury Amendment exclusion and the Commission’s authority over
retail foreign currency trading.

Following enactment of the CFMA and throughout the remainder of FY 2001, the Commission
devoted most of its resources to implementing the new regulatory framework mandated by the
CFMA and to the introduction of security futures trading. The Commission undertook a
number of rulemakings and other regulatory initiatives to implement the CFMA and to
facilitate the continued devel opment of an effective, flexible regulatory environment responsive
to evolving market conditions.

During FY 2001, the CFTC approved contracts representing innovative approaches to
meeting the needs of today’s marketplace, responded to a high volume of requests for
guidance, acted on a number of issues related to developments in electronic trading, and
moved aggressively to combat market fraud.

FY 2001 represented the emergence of the CFTC as an oversight agency. The work of the
past year, however, does not signal the end of the reform process at the Commission. Much
work liesahead. On a personal note, | would like to thank my colleagues Barbara P. Holum,
David D. Spears, and Thomas J. Erickson for their invaluable assistance and support. |
extend thanks and admiration to the members of the staff of the CFTC for their unflagging
creativity, professionalism, and hard work. With pleasure, 1 submit this Annual Report of
the Commodity Futures Trading Commission to the U.S. Congress.

Sincerely,

James E. Newsome
Chairman



The Commissioners

The Commissioners

James E. Newsome, Chairman

James E. Newsome was confirmed by the U.S. Senate on July 31, 1998, to serve as a Commissioner
on the Commodity Futures Trading Commission (CFTC). He was sworn in August 10, 1998, to a
term expiring in June 2001. On January 5, 2001, he was elected by Commission order to serve as
Acting Chairman effective January 20, 2001. Mr. Newsome was nominated for a second term as a
Commissioner by President Bush on October 31, 2001, and confirmed by the Senate on December
20, 2001, to a term expiring June 19, 2006. On December 27, 2001, he was sworn in as Chairman of
the Commodity Futures Trading Commission.

Prior to joining the CFTC, Mr. Newsome served for nine years as Executive Vice President of the
Mississippi Cattlemen’s Association and Beef Council. Additionally, he served as Chairman of the
Mississippi  Agribusiness Council, which is devoted to the development of domestic and
international agribusiness opportunities within the state of Mississippi.

Mr. Newsome’s involvement in agriculture led to his association with numerous organizations in
both Mississippi and his home state of Florida. Mr. Newsome has served as President of the
Association of Mississippi Agriculture Organizations; as a member of the Governor’s Task Force on
the Future of Mississippi Agriculture and the Governor’s Task Force on the Future of Florida’s
Small Farms; as a Delegate to the National Council for Agricultural Research, Extension and
Teaching; as President of the Florida Future Farmers of America; and as President of the University
of Florida Agriculture Council.

Since joining the Commission, Mr. Newsome has actively engaged the industry, encouraging its
involvement, and has served as Chairman of the CFTC’s Technology Advisory Committee. His
conservative approach to Commission responsibilities has been open and inclusive and has
contributed to major regulatory reform of the U.S. futures and derivatives markets.

A native of Plant City, Florida, Mr. Newsome received his B.S. degree in Food and Resource
Economics from the University of Florida and his M.S. and PhD. degrees in Animal
Science/Agricultural Economics from Mississippi State University. He is married to the former
Mary Margaret Pomeroy of Carmel Valley, California, and they have two daughters.
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Barbara P. Holum, Commissioner

Barbara Pedersen Holum was nominated to be a Commissioner of the CFTC by President Clinton
on November 8, 1993, was confirmed by the Senate on November 19, 1993, and was sworn in on
November 28, 1993. On December 23, 1993, she was elected by seriatim order of the Commission
to serve as Acting Chairman. Ms. Holum served in this capacity until October 12, 1994. She was
appointed Chairman of the Advisory Committee on CFTC-State Cooperation on March 14, 1994,
and appointed Chairman of the Global Markets Advisory Committee on March 10, 1998.
Commissioner Holum was confirmed by the Senate on July 31, 1998, and sworn in on August 4,
1998, to serve a second term as Commissioner at the CFTC.

Prior to joining the CFTC, Ms. Holum was President of the National Agricultural Lands Center, a
non-profit private organization that administers agricultural resource conservation programs and
projects. Ms. Holum's government posts include the Director of Congressional Liaison for the
Commodity Futures Trading Commission during President Carter's administration and
Congressional Liaison Officer for the National Agricultural Lands Studly.

Ms. Holum was raised in Boelus, Nebraska. She attended the University of Nebraska and the
University of Denver. Ms. Holum and her husband, John, reside in Annapolis, Maryland.
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David D. Spears, Commissioner

David D. Spears was sworn in as a Commissioner of the CFTC on September 1, 1996. Mr. Spears
was nominated by President Clinton on May 3, 1996, and confirmed by the Senate on August 2,
1996, for a term expiring in April 2000. He served as Acting Chairman of the CFTC from June 2,
1999, to August 11, 1999. Commissioner Spears chaired the CFTC’s Financial Products Advisory
Committee and currently chairs the CFTC’s Agricultural Advisory Committee.

A native of Wichita, Kansas, Mr. Spears received his B.S. degree in Agricultural Economics from
Kansas State University in 1979. After graduating from college, he joined the lending division of the
Wichita Bank for Cooperatives, which finances agricultural cooperatives and agribusiness in the
four-state region of Kansas, Oklahoma, Colorado, and New Mexico. From 1979 to 1989,
Commissioner Spears worked at the bank (later Cobank) as, among other positions, Assistant Vice
President, responsible for supervising the delivery of financial services and products to Cobank's
customers. During this period, Commissioner Spears also served on various bank management,
advisory, and loan committees.

During the seven years prior to joining the CFTC, Commissioner Spears held several senior staff
positions with the office of U.S. Senator Bob Dole. Starting in 1989, he was a legislative assistant to
the Senator in Washington, D.C., specializing in agriculture, credit, and trade issues. In this regard,
Commissioner Spears had primary responsibility for advising Senator Dole on agriculture and
agricultural trade policy, including the 1990 Farm Bill and other credit and trade legislation.

From July 1992 through June 1996, Commissioner Spears served as State Director for Senator Dole
in Wichita, Kansas. In this capacity, he represented the Senator at events and forums throughout
the state and managed the Senator's staff in offices located in Kansas City, Topeka, and Wichita.

Mr. Spears and his wife, Pam, have two children.
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The Commissioners

Thomas J. Erickson, Commissioner

Thomas J. Erickson was sworn in as a Commissioner of the U.S. Commodity Futures Trading
Commission in June 1999. He was nominated by President Clinton and confirmed by the Senate to
a term expiring in April 2003. Mr. Erickson currently serves as Chairman of the Commission’s
Technology Advisory Committee.

Mr. Erickson first joined the Commission in September 1997 as the Director of the Office of
Legislative Affairs, after serving as Assistant to the President/Legal Counsel for the National Grain
Trade Council. At the Council, he represented the grain trade and futures markets on matters of
agricultural policy, futures trading, international trade, grain quality, and tax issues. Previously, he
served as Legislative Assistant to U.S. Senator Thomas A. Daschle.

A native of Sioux Falls, South Dakota, Mr. Erickson received a Bachelor of Arts degree in
Government and International Affairs from Augustana College in 1984 and a Juris Doctor degree
from the University of South Dakota School of Law in 1987. He is a member of the State Bar of
South Dakota and of the District of Columbia Bar.

Mr. Erickson is married to Nancy Erickson of Brandon, South Dakota, and they have two children.
The family resides in Washington, D.C.
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About the CFTC

CFTC Mission

The mission of the CFTC isto protect market users and the public from fraud, manipulation, and
abusive practices related to the sae of commodity futures and options and to foster open,
competitive, and financially sound commodity futures and option markets.

Background

The Commaodity Futures Trading Commission (CFTC) was created by Congress in 1974 as an
independent agency with the mandate to regulate commodity futures and option markets in the
United States. The agency's mandate was renewed and expanded by legidation enacted in 1978,
1982, 1986, 1992, and 1998. The Commodity Futures Modernization Act of 2000 (CFMA),
signed by President Clinton in December 2000, repealed the ban on single stock futures and
instituted a regulatory framework for such products based on an agreement between the CFTC
and the Securities and Exchange Commission (SEC); enacted the principa provisions of the
Commission's new regulatory framework; brought legal certainty to bilatera and multilateral
trading in over-the-counter financial markets, confirmed the CFTC's jurisdiction over certain
aspects of the retail market in foreign exchange trading; and gave the CFTC authority to regulate
clearing organizations. The CFMA aso reauthorized the Commission for five years.

Today, the CFTC is responsible for ensuring the economic utility of futures markets by
encouraging their competitiveness and efficiency, ensuring their integrity, and protecting market
participants against manipulation, abusive trade practices, and fraud. The CFTC, through
effective oversight, enables the futures markets to serve their important function in the nation’s
economy of providing amechanism for price discovery and a means of offsetting price risk.

Futures contracts for agricultural commodities have been traded in the U.S. for more than 150
years and have been under Federa regulation since the 1920s. In recent years, futures trading
has expanded rapidly into many new markets, beyond the domain of traditional physical and
agricultural commodities. Futures and option contracts are now offered on a vast array of
financia instruments, including foreign currencies, U.S. and foreign government securities, and
U.S. and foreign stock indices. During FY 2001, 722,683,461 futures and option contracts were
traded on U.S. futures exchanges.

Commission Goals and Objectives

The mission of the CFTC is accomplished through three strategic goas, each focusing on a vital
area of regulatory responsibility. The CFTC'sgoasare: (1) to protect the economic functions of
the commodity futures and option markets; (2) to protect market users and the public; and (3) to
foster open, competitive, and financially sound markets.
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The focus of goa one is the marketplace. If the U.S. commodity futures markets are protected
from and are free of abusive practices and influences, they will better operate to fulfill their vital
role in the domestic market economy and the global economy, accurately reflecting the forces of
supply and demand and serving market users by fulfilling an economic need.

The focus of the second godl is protection of the firms and individuas (market users) that come
to the marketplace to meet their business and trading needs. Market users must be protected
from possible wrongdoing on the part of the firms and commaodity professionals with whom they
deal to access the marketplace, and market users must be assured that the marketplace is free of
fraud, manipulation, and abusive trading practices.

The third goal focuses on several important outcomes: effective industry self-regulation; firms
and financial intermediaries with sound business, financial, and sales practices, and
responsive and flexible regulatory oversight.

Organization

The CFTC headquarters are in Washington, D.C.; regional offices are maintained in Chicago
and New York and smaller offices are located in Kansas City, Los Angeles, and Minneapolis.
The Commission consists of five Commissioners who are appointed by the President to serve
staggered five-year terms. One of the Commissioners is designated by the President, with the
consent of the Senate, to serve as Chairman. No more than three commissioners at any one time
may be from the same politica party. Additional information about the Commission and its
activities can be obtained from the Commission's Office of Public Affairs or through its website,
http: //mmwv.cftc.gov.

Commission Members

Current and previous Commission members and their terms of office appear below:

James E. Newsome 1998- William E. Seale 1983-1988
(Chairman)

Thomas J. Erickson 1999- Fowler C. West 1982-1993
David D. Spears 1996-2001 Kao A. Hineman 1982-1991
Barbara P. Holum 1993- Susan M. Phillips (Chairman) 1981-1987
William J. Rainer 1999-2001 Philip McBride Johnson 1981-1983
(Chairman) (Chairman)

Brooksey Born 1996-1999 James M. Stone (Chairman) 1979-1983
(Chairperson)
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Mary L. Schapiro 1994-1996 David G. Gartner 1978-1982
(Chairman)

John E. Tull, Jr. 1993-1999 Robert L. Martin 1975-1981
Joseph B. Did 1991-1997 John V. Rainbolt (Vice 1975-1978

Chairman)

SheilaC. Bair 1991-1995 Read P. Dunn, Jr. 1975-1980
William P. Albrecht 1988-1993 Gary L. Seevers 1975-1979
Wendy L. Gramm 1988-1993 William T. Bagley (Chairman)  1975-1978
(Chairman)

Robert R. Davis 1984-1990
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The Year in Review

Regulatory Reform

The enactment of the Commodity Futures Modernization Act of 2000 (CFMA) was the
culmination of a series of events that resulted in substantial revisions to the Commodity
Exchange Act (CEA) and the transformation of the Commission from a front-line regulator to an
oversight agency. The CFMA created a flexible structure for regulation of futures trading,
codified an agreement between the CFTC and the Securities and Exchange Commission (SEC)
to repeal the ban on trading single stock futures, and provided lega certainty for the over-the-
counter derivatives markets. The law, which reauthorized the CFTC for five years, also clarified
the Commission’ s authority over retail foreign exchange trading.

In the CFMA, Congress effectively implemented the recommendations of the President’s
Working Group on Financial Markets Report on Over-the-Counter Derivatives Markets and the
Commodity Exchange Act. The CFTC worked closely with Congress and the futures industry to
help design a regulatory structure tailored to the specific products and participants of a given
market, specificaly taking into account the susceptibility of products to manipulation and the
characteristics of market participants. U.S. financial markets will have the flexibility they need
to maintain aleadership role in the global marketplace.

Following enactment of the CFMA on December 21, 2000, the Commission withdrew most of
the new regulatory framework it had adopted in November 2000 and that was published in the
Federal Register on December 13, 2000. Throughout the remainder of FY 2001, the
Commission and the futures industry devoted considerable time and resources to implementing
the new regulatory framework mandated by the CFMA and to the introduction of security futures
trading. The Commission undertook a number of rulemakings and other regulatory initiatives to
implement the CFMA and to facilitate the continued development of an effective, flexible
regulatory environment responsive to evolving market conditions.

Title 11 of the CFMA repealed the longstanding ban on single stock futures, and directed the
Commission and the SEC to implement a joint regulatory framework for security futures
products and narrow-based stock index futures. Trading of security futures products generaly
would not be permitted until one year after enactment of the CFMA, athough limited trading on
a principal-to-principal basis among €eligible contract participants was allowed beginning on
August 21, 2000. During FY 2001, the Commission and the SEC worked together to promulgate
rules, including rules for notice procedures permitting (a) national securities exchanges, national
securities associations, and alternative trading systems to be designated as contract markets in
security futures products, (b) contract markets and registered derivatives transaction execution
facilities to become national securities exchanges, and (c) intermediaries to be registered with
each agency. The Commission and the SEC a so developed rules governing listing standards for
security futures products and restrictions on dua trading in security futures products for floor
brokers.
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In August 2001, the Commission adopted rules to implement the statutory framework mandated
by the CFMA that consists of a two-tiered structure of trading facilities. designated contract
markets and registered derivatives transaction execution facilities (DTFs). Various other market
structures, either totally or mostly exempt from Commission regulation, were also recognized.
The CFMA provides for regulation by the Commission of certain derivatives clearing
organizations (DCOs). In August 2001, the Commission adopted rules to specify the form and to
provide guidance for the content of applications for DCO registration, and the procedures for
processing such applications. These rules help the Commission to oversee the operations and
activities of DCOs and to enforce compliance by DCOs with core principles and other provisions
of the CEA and Commission regulations.

In August 2001, the Commission again proposed rule changes to streamline regulations and to
eliminate unnecessary regulations affecting intermediaries in the areas of registration procedures
and requirements, fitness and supervision, financial and segregated funds requirements, risk
disclosure and account statement requirements, trading standards, and recordkeeping matters.
The substance of these proposals was part of the Commission’s new regulatory framework
proposed in FY 2000.

Study and Report to Congress

The CFMA requires the Commission to study the CEA, Commission rules, and orders governing
the conduct of persons required to be registered under the CEA, and to submit a report to the
Senate and House Agriculture Committees identifying: (1) core principles the Commission has
adopted or intends to adopt to replace Commission rules; (2) rules that the Commission decides
to retain and the reasons therefor; and (3) the regulatory functions that the Commission performs
that can be delegated to a registered futures association (RFA) and the functions that the
Commission has determined must be retained and the reasons therefor. In August 2001, staff
sought public comment and views of the public, registrants, RFAS, and registered entities for this
study as required under the CFMA. Due to the industry’s need to prepare for other changes,
such as security futures products, several industry groups requested a postponement of the due
date set forth in the CFMA, December 21, 2001. In response to these comments, the
Commission recommended to its Congressiona oversight committees that the study due date be
delayed for sx months, until June 21, 2002.

Foreign Currency Trading

The Commission has witnessed increasing numbers, and a growing complexity, of financia
investment opportunities in recent years, including a sharp rise in foreign currency (forex)
trading scams. While much foreign currency trading is legitimate, various forms of foreign
currency trading have been promoted in recent years to defraud members of the public.
Currency trading scams often attract customers through advertisements in local newspapers,
radio promotions, or attractive Internet websites. These advertisements may boast purportedly
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high-return, low-risk investment opportunities in foreign currency trading, or even highly-paid
currency-trading employment opportunities.

The CFMA made clear that the Commission has the jurisdiction and authority to investigate and
take legal action to close down awide assortment of unregulated firms offering or selling foreign
currency futures or options contracts to the genera public. Under the CFMA, it is unlawful to
offer foreign currency futures or options contracts to retail customers on an off-exchange basis
unless the offeror is a regulated financia entity, including a person registered as a futures
commission merchant (FCM) (or certain affiliates of such an entity). The Commission also has
jurisdiction to investigate and prosecute foreign currency fraud involving futures or options.

In the wake of Congress's clarification of Commission jurisdiction in this area, during FY 2001
the CFTC launched a comprehensive initiative to inform the industry about the CFMA, to
combat the problem of forex fraud, and to educate the public about its dangers. The Commission
engaged in a systematic effort to identify those unregistered entities that were engaging in retail
forex transactions and to notify them of the CFMA’s requirement that such business be
conducted only by regulated financial entities. Severa firms applied for registration as FCMs as
aresult of receiving this notice, while others indicated that they intend to disband their business
inlight of the CFMA.

The CFMA provided additional support to the Commission’s continuing efforts to crack down
on individuals and companies that fraudulently market foreign currency futures and options.
Subsequent to the enactment of the CFMA, the Commission brought seven civil injunctive
actions against firms fraudulently selling illegal foreign currency contracts to retail customers.
CFTC v. SunSate FX, Inc,, et al., No. 01-8329 CIV-MORENO (S.D. Fla. filed April 18, 2001);
CFTC v. International Currency Strategies, Inc., et al., No. 01-8350 (S.D. Fa. filed April 20,
2001); CFTC v. Infinite Trading Group, L.L.C., et al., No. 1:01-CV-1107 (N.D. Ga. filed April
30, 2001); CFTC v. International Monetary Group, Inc., et al., No. 5:01CV1496 (N.D. Ohio
filed June 18, 2001); CFTC v. Acro Information Service, Inc., et al., No. 01-06926 (C.D. C4d.
filed August 9, 2001); CFTC v. Fintrex, Inc., et al., No. 01-06907 (C.D. Cal. filed August 9,
2001); and CFTC v. World Banks Foreign Currency Traders, Inc. et al., No. 01-7402 (S.D. Fla.
filed August 23, 2001). Commission staff also presented training programs for State and Federa
regulators on the new statutory requirements concerning foreign currency trading, with an
emphasis on issues confronting law enforcement officials in investigating and prosecuting forex
schemes.

Finally, the Commission’s forex project included a pardlel, and equaly important, public
education initiative. During FY 2001 the Commission undertook to educate the industry and the
genera public concerning the new lega requirements respecting foreign currency trading. It
issued an Advisory directed to the forex industry concerning the CFMA and how forex firms
may lawfully offer foreign currency futures and options trading opportunities to the retail public.
The Advisory reaffirmed that off-exchange trading of foreign currency futures and options
contracts with retaill customers by a counterparty that is not a regulated financia entity as set
forth in the CFMA is unlawful. The Commission also updated and reissued its earlier Consumer
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Alert on foreign currency trading to help the retail public identify foreign currency trading
scams. The Commission warned consumers of sales solicitations touting high-return, low-risk
investment opportunities in foreign currency trading, and of highly paid currency-trading
employment opportunities. The Commission urged the public to be skeptical of such claims and
suggested “red flags’ to look for, and cautionary steps to take, before trading foreign currency
products. The Advisory and the Consumer Alert are available on the Commission’s website,
along with other Advisories concerning possible fraudulent activity in the commodity futures and
optionsindustry (http://www.cftc.gov/cftc/cftccustomer.htm#advisory).

Internet Surfs

On April 23, 2001 the Commission participated in an Internet Surf Day organized by the
International Organization of Securities Commissions (I0SCO) that included the participation of
38 regulators in 35 countries. The sites identified for follow-up review by the Commission and
the National Futures Association (NFA) involve commodity futures and options in a variety of
settings, including computerized trading systems promising highly successful buy and sell
signals; trade recommendations based on seasona trends in the prices of commodities like
heating oil and gasoline; and purported profit opportunities on commodities such as foreign
currencies (or forex), precious metals, and stock indices.

Internet Surveillance Training

On June 14 and 15, 2001, the Commission and the SEC jointly hosted a third Internet
Surveillance Training Program for relevant enforcement staff from IOSCO members. The
program was held at the Commission’s Washington, D.C., headquarters and brought together
experts from regulators with Internet enforcement programs to provide instruction on Internet
surveillance techniques. The Commission invited foreign as well as domestic authorities, such
as the Federal Bureau of Investigation (FBI), to share their knowledge and experience at the
training program. The program was attended by 22 participants from 17 different jurisdictions.

Manipulation

Price manipulation harms the integrity of, and public confidence in, the markets by distorting the
hedging and price discovery functions of these markets, and creating an artificial appearance of
market activity. The Commission continued its efforts to prosecute price manipulation during
FY 2001. InInreEider, CFTC Docket No. 01-14 (CFTC filed July 11, 2001), the Commission
filed an administrative complaint against Norman Eider and his trading company, First West
Trading, Inc. (First West). The action involved allegations that Eider, as a member of the New
Y ork Futures Exchange (NY FE) settlement committee, manipulated settlement prices of the PSE
Technology Index option contract (P-Tech Options) to inflate the value of the First West trading
account by, on average, an excess of $2 million each day, thereby avoiding or dramatically
reducing its margin cals. In arelated compliance case, In re New York Futures Exchange, Inc.,
CFTC Docket No. 01-13 (CFTC filed July 11, 2001), the Commission simultaneously instituted
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and settled an administrative enforcement action against NYFE. The Commission found that
NYFE had no procedure in place to ensure that its settlement committee complied with the
NY FE settlement pricesrule for P-Tech Options.

In In re Avista Energy, Inc., et al., CFTC Docket No. 01-21 (CFTC filed August 21, 2001), and
In re Johns, CFTC Docket No. 01-22 (CFTC filed August 21, 2001), the Commission
simultaneoudy ingtituted and settled administrative enforcement actions finding that Avista
Energy, Inc., and certain of its former employees manipulated the settlement prices of the Palo
Verde and Cdifornia-Oregon-Border electricity futures contracts on the New York Mercantile
Exchange (NYMEX) in order to increase the company’s net gain on certain over-the-counter
option positions whose value was based on the settlement prices at issue. On the same date, the
Commission filed a separate administrative complaint, In re DiPlacido, et al., CFTC Docket No.
01-23 (CFTC filed August 21, 2001), charging other former Avista employees and a NYMEX
floor broker with participating in the manipulative scheme.

Cross-Border Violations.

The Commission also has devoted time and resources to matters involving allegations that
persons or entities have committed fraud or other misconduct in their cross-border activities.
Such misconduct can adversely affect U.S. firms as well as customers located in the United
States and overseas. The Commission’s effortsin thisareaduring FY 2001 included the filing of
the following three administrative and one civil injunctive action.

InInreU.S Securities and Futures Corp., et al., CFTC Docket No. 01-01 (CFTC filed October
26, 2000), the Commission filed an administrative complaint against U.S. Securities & Futures
Corp. (USSFC), a New York FCM, and Justus Enterprises, Inc. (Justus), an unregistered
commodity trading advisor (CTA), as well as certain of their respective officers and employees.
The complaint alleged that between 1996 and 1998, USSFC and Justus facilitated the defrauding
of customers by a German foreign broker that traded through USSFC, by fraudulently allocating
thousands of customer trades after they were executed. The Commission received assistance
from the Hamburg, Germany police in connection with this matter.

In In re Sach, CFTC Docket No. 01-05 (CFTC filed January 8, 2001), the Commission
simultaneoudy instituted and settled an administrative enforcement action against Scott N.
Szach, the former chief financia officer of Griffin Trading Company (Griffin), a registered
FCM. The Commission’s Order found that Szach failed to diligently supervise Griffin's London
branch office, where a customer trading on Eurex repeatedly breached his trading limits by
substantial amounts for substantial periods of time, ultimately leading to Griffin’s bankruptcy. In
bringing this action, the Commission worked cooperatively with the U.S. Attorney’s Office for
the Northern Digtrict of Illinois (which secured Szach’s guilty pleato crimina charges based on
the same misconduct), as well as the Chicago Board of Trade and the Securities and Futures
Authority and Financia Services Authority of the United Kingdom (which have concluded
disciplinary proceedings against Szach).
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In Inre Excdlent USA, Inc., et al., CFTC Docket No. 01-20 (CFTC filed August 20, 2001), the
Commission filed an administrative complaint against Excellent USA, Inc., a registered non-
clearing FCM, and its managing director, John F. Gallwas. The complaint charged that
Excellent and Gallwas did not have an adequate system of supervision in place to monitor the
trading in the omnibus accounts of two Japanese firms that accounted for nearly all of
Excedlent’s business. According to the complaint, Excellent and Gallwas ignored various
warning signs that the Japanese firms were engaged in customer fraud, and regularly accepted
spread orders from the Japanese firms—including simultaneously entered orders to buy and sell
the same spread—that resulted in the omnibus accounts holding an ailmost equa and offsetting
position in each futures month and that had the appearance of improper wash sales.

Onthesameday, inInre LFG, L.L.C., CFTC Docket No. 01-19 (CFTC filed August 20, 2001),
the Commission simultaneoudy instituted and settled an administrative enforcement action
against LFG, L.L.C., a registered FCM. The Commisson's Order found that Excellent
transmitted the orders described above to LFG’s grain desk at the Chicago Board of Trade, and
that LFG accepted the suspicious spread orders, without inquiring into the trading or the intent of
customers and despite the unusua trading patterns evident in LFG’s daily equity runs. The
Order aso found that LFG had no written procedures relating to the supervision of foreign
omnibus accounts, and that no one at LFG had responsibility for monitoring those accounts. The
order found that, as a result, LFG contributed to the failure to provide adequate customer
protection to foreign retail customers who traded in U.S. futures markets.

The Commission received the cooperation of the Japanese Government and the Chicago Board
of Tradeinitsinvestigation of the Excellent and LFG matters.

In CFTC v. Duncan, et al., No. 01C-6802 (N.D. Ill. filed August 30, 2001), the Commission
filed a civil injunctive action against Andrew Duncan of Toronto, Canada, and his company,
Aurum Society, Inc., charging them with fraudulently operating a commodity pool and
misappropriating customer funds. The complaint alleged that the defendants fraudulently
solicited at least $3 million from customers in the United States and Canada, claiming that the
pool made great profits when, in fact, the pool realized net losses from the start of trading.
Specifically, the complaint aleged that Duncan and Aurum Society operated a “Ponzi” scheme
in which they collected funds from unwitting customers for commodities trading, misused that
money, and used new customer funds to repay earlier investors. The Ontario Securities
Commission provided assistance to the Commission in connection with this matter

Innovative Markets

In FY 2001, the exchanges submitted 28 filings to list new futures and options contracts to the
Commission. Of the 28 contracts filed, 11 were submitted for Commission approval and 17
were submitted under exchange certification procedures. Severa of the approved contracts
represent innovative approaches designed to meet specialized hedging needs of producers and
firms. For example, the Commission approved futures contracts based on when-issued Treasury
notes. These innovative contracts are designed to provide an additiona risk management tool to
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help government securities dealers, banks, and institutional traders protect against interest rate
risk. The first futures contracts based on chemicals developed by a U.S. exchange— benzene
and mixed zylene futures contracts—were submitted during FY 2001. The Commission also
reviewed contracts based on U.S. equity indices, interest rates, crude oil, and precious metals.

International Regulatory Cooperation

In the last several years, the Commission has cooperated with a large number of foreign
regulatory authorities through formal memoranda of understanding and other arrangements to
combat cross-border fraudulent and other prohibited practices that could harm customers or
threaten market integrity. Cross-border information sharing among market regulators forms the
linchpin of effective surveillance of globa markets linked by products, participants, and
information technology. During FY 2001, the Commission's Office of International Affairs
finalized a supplemental memorandum of understanding between the Commission and the Italian
Commissione Nazionale per le Societa e la Borsa (CONSOB) that established reciprocal
information sharing of fithess and financial solvency information regarding remote exchange
members.

The Commission also continued to participate in I0SCO. During FY 2001, OIA coordinated
Commission activities within the IOSCO Technica Committee by participating in standing
committees and task forces that have been examining regulatory issues affecting markets and
intermediaries. Issues that have been examined include single stock listing standards, trading
halts, the effect of transparency on market fragmentation, current practices of intermediaries in
liquidity management, exchange demutualization, and the regulation of financia intermediaries
conducting cross-border business.  OIA took an active role in the revising of 10SCO’s
Principles for the Oversight of Screen-Based Trading Systems for Derivative Products, which
encouraged regulators of cross-border systems to develop cooperative arrangements and to
coordinate supervisory responsbilities to promote regulatory effectiveness and eiminate
duplication.

Foreign Futures

In June 2001, the Commission issued an order under Sections 4(b) and 4d of the CEA and
Commission Rule 30.10 to permit Chicago Mercantile Exchange (CME) clearing members to
commingle in a single account funds received from customers trading on U.S. exchanges with
funds received in connection with CME’s clearing of certain products traded on or through the
Spanish exchange known as MEFF. Absent such an order, the first of its kind issued by the
Commission, CME clearing members would be required to hold customer funds attributable to
trading MEFF products in an account separate from the account containing funds of customers
for trades on U.S. exchanges. Additionaly, in May 2001, the Commission issued an order under
Rule 30.10 granting an application for relief filed by the Winnipeg Commodity Exchange on
behalf of its members. This relief permits those members to solicit and accept orders and funds
related thereto from persons located in the U.S. for trades on the exchange without registering
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under the CEA or complying with rules thereunder, based on substituted compliance with the
regulatory framework of the province of Manitoba, Canada.

Exemptive Relief and Guidance

In FY 2001 the CFTC responded to a high volume of requests for guidance concerning the
applicability of Commission regulations to specific transactions, products, persons, and market
circumstances. Commission staff issued 274 exemptive letters, no-action positions, and
interpretive guidance in response to written requests from members of the public and the
regulated industry. Staff also issued 162 responses to requests for guidance received through the
Commission's website and responded to more than 2,200 telephone inquiries concerning the
application of Commission requirements.

The Commission continued its policy of issuing no-action letters in response to requests by
foreign boards of trade to place electronic terminalsin the U.S. without requiring those boards of
trade to be designated as contract markets (the first such letter was issued in FY 1996). In
November 2000, a no-action letter was issued to Eurex Zurich Ltd. (Eurex CH) in connection
with the placement of terminalsin the U.S. to provide access to the Eurex CH automated trading
system. In March 2001, staff granted no-action relief to the London Metals Exchange with
respect to access to its automated trading systems from within the U.S. The staff also issued
supplemental relief in May 2001 to LIFFE for an additional broad-based stock index futures
product and in July 2001 to the Hong Kong Futures Exchange Ltd., and the Sydney Futures
Exchange Corporation Ltd. to permit direct access by non-exchange member participants.

On September 19, 2001, the Commission issued a statement of policy advising registrants that as
aresult of the financial market disruptions caused by the terrorist attacks on September 11, 2001,
the Commission had determined to provide temporary relief from compliance by registrants with
certain regulatory requirements, including certain required computations, filing deadlines, and
recordkeeping requirements.

Review and Approval of Exchange Rules

Commission review of new exchange, clearing organization, and NFA rules is a key aspect of
the statutory framework for self-regulation under Commission oversight. Staff reviews SRO rule
submissions with a view toward maintaining the fairness and financial integrity of the markets;
protecting customers, accommodating and fostering innovation; and increasing efficiency in self-
regulation consistent with Commission statutory mandates. To these ends, staff reviewed 220
SRO rule submission packages and, within those packages, staff reviewed 1,300 new rules and
rule amendments. The Commission established internal procedures to facilitate the review and
disposition of new market applications and filings made pursuant to the new regulatory
framework for trading facilities, which include the review of draft applications by staff. These
procedures will facilitate the Commission’s implementation of regulations that require that the
application of a designated contract market be reviewed within 60 days, and the application for
becoming a derivatives transaction execution facility be reviewed within 30 days. These
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submissions often present complex new trading procedures and market structures, as well as
financia arrangements that raise novel issues.

The Commission acted on a number of issues related to developments in electronic trading,
including designation applications for new electronic futures exchanges, and developments in
exchange operations:

In August 2001, the Commission conditionally designated the Nasdaq LIFFE, LLC Futures
Exchange as a contract market; Nasdag LIFFE is the first contract market designated by the
Commission that has stated itsintention to trade stock futures products.

In June 2001, the Commission designated BrokerTec Futures Exchange, L.L.C. for
designation as a contract market for the automated trading of various interest rate futures
contracts.

In December 2000, the Commission designated onExchange Board of Trade as a contract
market and approved the onExchange Clearing Corporation as a registered DCO.
OnExchange was the first contract market to be designated under the Act, as amended by the
CFMA.

In July 2001, the Commission approved the application of EnergyClear Corporation for
registration as a derivatives clearing organization under the Commodity Exchange Act—the
fire new DCO not affiliated with a trading facility to be granted registration by the
Commission since the passage of the CFMA.

Privacy Disclosures and Restrictions on Use of Nonpublic Customer
Information

In April 2001, the Commission adopted rules implementing notification requirements and
restrictions on the ability of financia institutions subject to its jurisdiction to disclose nonpublic
personal information about consumers to nonaffiliated third parties. Under the CFMA (and Title
V of the Gramm-Leach-Bliley Act), the Commission is required to adopt regulationsto limit the
instances in which FCMs, introducing brokers (IBs), commodity pool operators (CPOs), and
CTAs subject to Commission jurisdiction may disclose nonpublic persona information about a
consumer to nonaffiliated third parties, and to require those entities to disclose to their customers
their privacy policies and practices with respect to information sharing with both affiliates and
nonaffiliated third parties.

Terrorist Attacks of September 11, 2001

The Commission’s New York Regiona Office in the World Trade Center was destroyed on
September 11; fortunately, all Commission staff escaped without serious injury.  Commission
staff devoted significant resources to attending to the needs of Commission staff and locating
temporary space for the office in the immediate aftermath of September 11.
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Financial Markets

During FY 2001, Commission staff closely monitored the financial futures and option markets as
significant dowing in U.S. economic growth and falling corporate profits caused sharp declines
in domestic equity indices. The Nasdag 100 index lost more than two-thirds of its value during
the year, while the S&P 500 index and the Dow Jones industrials index declined about 30
percent and 19 percent, respectively. These declines were accompanied by periods of high price
volatility in the indices and in futures and options on those indices. The September 11 attacks
created both physical and psychological damage to the financia markets and threatened to tip the
already dowing economy into arecession.

The dowdown in U.S. economic growth principally was caused by an inventory correction and
by a sharp decline in investment spending. Slowdown in demand for technology products was
especialy severe—over-investment and high debt levels in the telecommunication and Internet
infrastructure industries resulted in sharply curtailed capital expenditures that quickly spread
down the supply chain. Semiconductor and other computer-related industries were hurt by a
sharp dowdown in demand for personal computers, for both the business and home markets.
Consumer spending, which had remained reasonably strong for much of the year, showed signs
of weakening before September 11 and suffered a severejolt thereafter.

Throughout this turbulent year, and especialy in the aftermath of September 11, staff conducted
heightened surveillance of equity index and interest rate futures and option markets, and shared
information with other financial regulators.
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Division of Enforcement

The Division of Enforcement (Division) investigates and prosecutes alleged violations of the
Commodity Exchange Act (CEA or Act) and Commission regulations. The Division takes
enforcement action against individuals and firms registered with the Commission, those who are
engaged in commodity futures and option trading on domestic exchanges, and those who
improperly market futures and option contracts.

The Work of the Division of Enforcement

The Divison bases investigations on information it develops independently, as well as
information referred by other Commission divisions, industry self-regulatory organizations;
State, Federal, and international authorities; and members of the public. At the conclusion of an
investigation, the Divison may recommend that the Commission initiate administrative
proceedings or seek injunctive and ancillary relief on behalf of the Commission in Federal court.
Administrative sanctions may include orders suspending, denying, revoking, or restricting
registration, prohibiting trading, and imposing civil monetary penalties, cease and desist orders,
and orders of restitution. The Commission also may obtain temporary restraining orders and
preliminary and permanent injunctions in Federa court to halt ongoing violations, as well as civil
monetary penalties. Other relief in Federal court may include appointment of a receiver, the
freezing of assets, restitution to customers, and disgorgement of unlawfully acquired benefits.
The CEA aso provides that the Commission may obtain certain temporary relief on an ex parte
basis (that is, without notice to the other party), including restraining orders preserving books and
records, freezing assets, and appointing areceiver. When those enjoined violate court orders, the
Division may seek to have the offenders held in contempt.

When the Division obtains evidence that crimina violations of the CEA have occurred, it may
refer the matter to the Department of Justice for prosecution. Crimina activity involving
commodity-related instruments can result in prosecution for criminal violations of the CEA and
for violations of other Federal crimina statutes, including mail fraud, wire fraud, and conspiracy.
The Division provides expert help and technical assistance with case development and trials to
U.S. Attorneys Offices, other Federal and State law enforcement agencies, and international
authorities. The Commission and individual States may join as co-plaintiffs in civil injunctive
actions brought to enforce the CEA.

Enforcement Statistical Summary: Fiscal Year 2001

During FY 2001, the Commission instituted 17 civil injunctive actions and 27 administrative
proceedings, which included 2 statutory disqualification actions. Sanctions that became final
during FY 2001 included sanctions assessed in settled matters and unappealed decisions of the
Commission, U.S. district courts, or U.S. courts of appeals. The results obtained by the Division
in civil injunctive proceedings in FY 2001 included: ex parte restraining orders against 39
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defendants; preliminary injunctions against 32 defendants, permanent injunctions against 18
defendants; the appointment of 3 receivers; the assessment of over $12 million in civil monetary
penalties against a total of 15 defendants; and approximately $7.6 million in regtitution and
disgorgement ordered against a total of 19 defendants. The results obtained by the Division in
administrative proceedings included: cease and desist orders against 23 respondents; trading
prohibitions against 12 respondents; the imposition of registration suspensions, denias, or
revocations against 11 respondents; the assessment of approximately $3.3 million in civil
monetary pendties againsgt 23 respondents; and $74,930 in restitution ordered against 6
respondents.

Enforcement Highlights: Fiscal Year 2001

Beyond the numbers, much of the Commission’s work in fighting fraud this year combined the
remedia and deterrent effects of its enforcement actions with a ssimultaneous public education
initiative that included the issuance of new Consumer Advisories concerning certain commodity-
related activities. The Commission aso prosecuted efforts to manipulate prices on U.S.
exchanges, and worked cooperatively with regulatory authorities overseas to combat cross-
border violations of the law. Significant developmentsin FY 2001 include:

Foreign Currency Trading. The Commission has witnessed increasing numbers, and a
growing complexity, of financial investment opportunities in recent years, including a sharp rise
in foreign currency (forex) trading scams. While much foreign currency trading is legitimate,
various forms of foreign currency trading have been promoted in recent years to defraud
members of the public. Currency trading scams often attract customers through advertisements
in local newspapers, radio promotions or attractive Internet websites. These advertisements may
boast purportedly high-return, low-risk investment opportunities in foreign currency trading, or
even highly-paid currency-trading employment opportunities.

The Commodity Futures Modernization Act (CFMA), enacted in December 2000, made clear
that the Commission has the jurisdiction and authority to investigate and take legal action to
close down awide assortment of unregulated firms offering or selling foreign currency futures or
options contracts to the genera public. Under the CFMA, it isunlawful to offer foreign currency
futures or options contracts to retail customers unless the offeror is a regulated financial entity
including a futures commission merchant (FCM) (or an affiliate of such an entity). The
Commission also has jurisdiction to investigate and prosecute foreign currency fraud involving
futures or options.

In the wake of Congress's clarification of Commission jurisdiction in this area, during FY 2001
the CFTC launched a comprehensive initiative to inform the industry about the CFMA, to
combat the problem of forex fraud, and to educate the public about its dangers. The
Enforcement program engaged in a systematic effort to identify those unregistered entities that
were engaging in retail forex transactions and to notify them of the CFMA’s requirement that
such business be conducted only by regulated financia entities. Severa firms applied for
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registration as FCMs as aresult of receiving this notice, while others indicated that they intend to
disband their businessin light of the CFMA.

The CFMA provided additional support to the Commission’s continuing efforts to crack down
on individuals and companies that fraudulently market foreign currency futures and options.
Subsequent to the enactment of the CFMA, the Commission brought seven civil injunctive
actions against firms fraudulently selling illegal foreign currency contracts to retail customers.
CFTC v. SunSate FX, Inc., et al., No. 01-8329 CIV-MORENO (S.D. FHa filed April 18, 2001);
CFTC v. International Currency Strategies, Inc., et al., No. 01-8350 (S.D. Fa. filed April 20,
2001); CFTC v. Infinite Trading Group, L.L.C., et al., No. 1:01-CV-1107 (N.D. Ga. filed April
30, 2001); CFTC v. International Monetary Group, Inc., et al., No. 5:01CV1496 (N.D. Ohio
filed June 18, 2001); CFTC v. Acro Information Service, Inc., et al., No. 01-06926 (C.D. Cd.
filed August 9, 2001); CFTC v. Fintrex, Inc., et al., No. 01-06907 (C.D. Cal. filed August 9,
2001); and CFTC v. World Banks Foreign Currency Traders, Inc. et al., No. 01-7402 (S.D. Fla.
filed August 23, 2001). Enforcement staff also presented training programs for State and Federa
regulators on the new statutory requirements concerning foreign currency trading, with an
emphasis on issues confronting law enforcement officials in investigating and prosecuting forex
schemes.

Finaly, the Commission’s forex project included a paralld, and equaly important, public
education initiative. During FY 2001 the Commission undertook to educate the industry and the
genera public concerning the new lega requirements respecting foreign currency trading. It
issued an Advisory directed to the forex industry concerning the CFMA and how forex firms
may lawfully offer foreign currency futures and options trading opportunities to the retail public.
The Advisory reaffirmed that off-exchange trading of foreign currency futures and options
contracts with retail customers by a counterparty that is not a regulated financiad entity as set
forth in the CFMA is unlawful. The Commission also updated and reissued its earlier Consumer
Alert on foreign currency trading to help the retail public identify foreign currency trading
scams. The Commission warned consumers of sales solicitations touting high-return, low-risk
investment opportunities in foreign currency trading, and of highly paid currency-trading
employment opportunities. The Commission urged the public to be skeptical of such clams and
suggested “red flags’ to look for, and cautionary steps to take, before trading foreign currency
products. The Advisory and the Consumer Alert are available on the Commission’s website,
along with other Advisories concerning possible fraudulent activity in the commodity futures and
optionsindustry (http://www.cftc.gov/cftc/cftccustomer.htm#advisory).

Manipulation. Price manipulation harms the integrity of, and public confidence in, the markets
by distorting the hedging and price discovery functions of these markets, and creating an
artificial appearance of market activity. The Commission’s continuing efforts to prosecute price
manipulation during FY 2001 included In re Eisler, CFTC Docket No. 01-14 (CFTC filed July
11, 2001); arelated compliance case, In re New York Futures Exchange, Inc., CFTC Docket
No. 01-13 (CFTC filed July 11, 2001); Inre Avista Energy, Inc., et al., CFTC Docket No. 01-
21 (CFTC filed August 21, 2001), In re Johns, CFTC Docket No. 01-22 (CFTC filed August
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21, 2001), and In re DiPlacido, et al., CFTC Docket No. 01-23 (CFTC filed August 21,
2001). These cases are discussed in detail below.

Cross-Border Violations. The Commission’s Enforcement program also has devoted
time and resources to matters involving allegations that persons or entities have committed
fraud or other misconduct in their cross-border activities. Such misconduct can adversely
affect U.S. firms as well as customers located in the United States and overseas. The
Commission’s efforts in this area during FY 2001 included the filing of the following three
administrative and one civil injunctive actions. InreU.S. Securities and Futures Corp., et al.,
CFTC Docket No. 01-01 (CFTC filed October 26, 2000); Inre Szach, CFTC Docket No. 01-
05 (CFTC filed January 8, 2001); In re Excellent USA, Inc., et al, CFTC Docket No. 01-20
(CFTC filed August 20, 2001); In re LFG, L.L.C., CFTC Docket No. 01-19 (CFTC filed
August 20, 2001); and CFTC v. Duncan, et al., No. 01C-6802 (N.D. Ill. filed August 30,
2001). These cases, and the sanctions imposed, are discussed in detail below.

Enforcement Cases Filed and Results Achieved During FY 2001

The cases filed, and the results achieved, by the Commission’s Enforcement program during FY
2001 are described below.

lllegal Instruments
Foreign Currency Cases

Much of the Commission’'s work in fighting fraud during FY 2001 focused on foreign
currency trading in light of the enactment of the CFMA in December 2000. Subsequently,
seven cases were filed during FY 2001 involving the sale of illegal foreign currency futures or
options contracts to the general public.

CETC v. SunState FX, Inc., et al. On April 18, 2001, the Commission filed a civil
injunctive action against SunState FX, Inc. (SunState) and Ulrich Garbe, SunState's
owner and chief investment officer. The complaint aleged that, since at least March
2001, the defendants fraudulently operated a commaodity pool. Specifically, the complaint
aleged that the defendants solicited, accepted, and pooled funds from investors,
purportedly to trade forward and spot foreign currency. The complaint further alleged that
the defendants misappropriated customer funds by transferring $1 million of their
commingled funds—which had been solicited to trade foreign currencies—into a
commodity trading account and thereafter by trading commodity futures without their
customers knowledge and consent. In addition, the complaint alleged that, since
December 21, 2000, the defendants had solicited retail customers to purchase illegal
foreign currency options. On April 30, 2001, the court entered a preliminary injunction
enjoining the defendants from further violations, as charged, and prohibiting them from
destroying documents. As part of a cooperative enforcement effort, the Securities and
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Exchange Commission (SEC) also filed a civil injunctive action against SunState, Garbe,
and others, for violations of the federal securities laws arising out of the same underlying
facts. CFTC v. SunSate FX, Inc., et al., No. 01-8329-CIV-MORENO (S.D. Fla. filed
April 18, 2001).

CETC v. International Currency Strategies, Inc., et al. On April 20, 2001, the
Commission filed a civil injunctive action against International Currency Strategies, Inc.,
Fairfield Currency Group, Inc., and Strategic Trading Group, Inc. (ICS Common
Enterprise), and Valentin Fernandez, Daniel Phillips, and Manny Kavekos. The complaint
alleged that telemarketers, using high-pressure sales tactics, solicited customers to
purchase illegal foreign currency options by making false claims about the profitability
and risk of lossin foreign currency options trading. The complaint alleged that defendants
received over $3 million from customers over a four-month period, but rather than
purchase foreign currency options, they used customer funds to pay for marketing leads,
jewelry, and other personal expenses. The complaint also named Financia Clearing Corp,
a British Virgin Islands corporation, as a relief defendant that allegedly held funds that
were fraudulently obtained from ICS Common Enterprise customers. On April 23, 2001,
the court entered a statutory restraining order freezing the defendants assets and
prohibiting them from destroying documents. Subsequently, the court entered consent
orders of preliminary injunction against defendants Phillips, International Currency
Strategies, Inc.,, and Fairfield Currency Group, Inc., enjoining them from further
violations, as charged, and continuing the asset freeze and prohibition against destroying
documents entered against them. Preliminary injunction motions against the other
defendants are pending. The Commission coordinated its action with the U.S. Attorney’s
Office for the Southern District of Florida and the Federal Bureau of Investigation (FBI).
In arelated criminal action, the U.S. Attorney’s Office indicted and arrested defendants
Fernandez, Phillips, and Kavekos for criminal violations arising out of the same activities.
CFTC v. International Currency Strategies, Inc., et al., No. 01-8350 (S.D. Fla. filed April
20, 2001).

CETC v. Infinite Trading Group, L.L.C., et al. On April 30, 2001, the Commission
filed a civil injunctive action against Infinite Trading Group, L.L.C. (ITG), and ITG
employees Shawn Christie (account representative), Edward Cameron Lindsey (Vice
President of Operations), and Anthony Garcia (President and Senior Commercial Account
Director). The complaint alleged that, since at least December 1999, the defendants
fraudulently solicited customers to trade illegal foreign currency options contracts by
making exaggerated claims of profitability and minimizing the risk of loss. The complaint
further aleged that the defendants misappropriated customer funds and used them for
personal expenses, such as payments to adult entertainment locations, restaurants, maid
services, and video rentals. The same day the complaint was filed, the court entered a
statutory restraining order freezing the defendants assets and prohibiting them from
destroying documents. On May 14, 2001, the court entered an order of preliminary
injunction against all defendants. The Georgia Governor’'s Office of Consumer Affairs
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and the U.S. Attorney’s Office for the Northern District of Georgia assisted the
Commission in its investigation of this matter. The Commission coordinated the filing of
its action with the Georgia authorities who, on May 1, 2001, arrested Christie and Lindsey
for criminal violationsin connection with their activitiesat ITG. CFTC v. Infinite Trading
Group, L.L.C., et al., No. 1:01-CV-1107 (N.D. Ga. filed April 30, 2001).

CETC v. International Monetary Group, Inc., et al. On June 18, 2001, the
Commission filed a civil injunctive action against International Monetary Group, Inc.
(IMG) and Currency Management Group, Inc. (CMG), as well as Anthony and Emido
Dellarciprete, the owners and operators of IMG and CMG, and Jason Lemmon, sales
manager for both companies. The complaint charged that, since at least December 2000,
the defendants fraudulently solicited and received almost $700,000 from customers,
purportedly to purchase foreign currency options. Instead, according to the complaint, the
defendants used those funds to pay for personal expenses, such as food, entertainment,
automobiles, and home improvement projects. The complaint further alleged that the
defendants solicited investors by exaggerating claims of profitability and minimizing the
risk of loss associated with investing in foreign currency options. The day the complaint
was filed, the court entered a statutory restraining order freezing the defendants assets
and prohibiting them from destroying documents. On June 27, 2001, the court entered
consent orders of preliminary injunction against the defendants, enjoining them from
further violations, as charged, and continuing the asset freeze and prohibition against
destroying documents entered against them. CFTC v. International Monetary Group,
Inc., et al., No. 5:01CV 1496 (N.D. Ohio filed June 18, 2001).

CETC v. Acro Information Service, Inc., et al. On August 9, 2001, the Commission
filed a civil injunctive action against Acro Information Service, Inc. (Acro), Pakco
Holdings Limited (Pakco), Dr. Florentius Chan (former owner of Acro), Sandy Chan
(former president of Acro), and Andrew Tai Wai (current president of Acro and Pakco)
for selling illegal forex futures contracts. The complaint also charged Acro, Pakco, and
Dr. Chan with fraudulently operating the forex business, which targeted Asian and other
ethnic group customers. Since at least December 2000, the complaint alleged, Acro
solicited customers by advertising high-income employment opportunities in Asian and
other language newspapers. Customers who responded to the advertisements were offered
purported employment trading forex contracts. According to the complaint, in order to
convince customers to trade, Acro told them that forex trading is profitable and involves
little risk of loss. Acro then persuaded customers to open accounts to trade for themselves
by representing that Acro customers were making money trading. The Commission
alleged that almost all Acro customers lost most, or all, of their money. On August 31,
2001, the court entered a consent order of preliminary injunction and statutory restraining
order enjoining defendants from further violations as charged, freezing the defendants
assets, and prohibiting them from destroying documents. CFTC v. Acro Information
Service, Inc., et al., No. 01-06926 (C.D. Cal. filed August 9, 2001).
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CETC v. Fintrex, Inc., et al. On August 9, 2001, the Commission filed a civil injunctive
action against Fintrex Inc. (Fintrex), Arman Ovespyan (Fintrex’s owner, president, and
general manager), and Lytresse Fox (a general manger and senior broker for Fintrex) for
offering illegal forex futures contracts to the retail public. The amended complaint
alleged that Fintrex obtained customers by placing newspaper advertisements offering free
training to persons interested in managing foreign currency accounts or acting as currency
traders. According to the complaint, Ovespyan provided two weeks of training and then
solicited the trainees to open persona accounts at Fintrex, and Fox conducted trading
activities for Fintrex. The defendants were not regulated financial entities as required by
the CFMA to lawfully offer forex contracts to these retail customers. The court
subsequently entered a preliminary injunction and statutory restraining order enjoining
defendants from further violations as charged, freezing the assets of Fintrex, and
prohibiting the defendants from destroying documents. CFTC v. Fintrex, Inc., et al., No.
01-06907 (C.D. Cdl. filed August 9, 2001).

CETC v. World Banks Foreign Currency Traders, et al. On August 23, 2001, the
Commission filed a civil injunctive action against World Banks Foreign Currency
Traders, Inc., International Investors Trading Group, Inc., Daniel Ledoux, Gavin Livaoti,
and Bryant Crowder. The complaint charged defendants with fraudulent telemarketing of
illegal foreign currency options, and alleged that they lured customers with false claims
that foreign currency options offered extraordinary profits with little risk. According to
the complaint, the defendants used high-pressure sales tactics in soliciting customers to
invest in purported foreign currency investments by claming that because of current
market news, quick-acting customers could make huge profits in a matter of weeks or
months. At the same time, the complaint alleged, defendants downplayed the risk of loss
by promising to watch the market closely and aert customers to get out of the market at
the right time. The following day, the court entered a statutory restraining order freezing
the defendants’ assets and prohibiting them from destroying documents. CFTC v. World
Banks Foreign Currency Traders, Inc. et al., No. 01-7402 (S.D. Fla. filed August 23,
2001).

Case Results in the Area of lllegal Instruments

During FY 2001, the Enforcement program obtained results in a precious metals case
previoudly filed in the area of illegal instruments:

CETC v. National Bullion and Coin, Inc., et al., No. 00-6885-CIV-ZLOCH, Final Order
of Judgment Concerning Restitution, Disgorgement, and Civil Monetary Penalties Against
All Defendants (S.D. Fla. entered March 28, 2001) (following September 2000 order
finding al defendants—Nationa Bullion and Coin, Inc., Capital Credit Management &
Finance, Inc., Joseph B. Flanigan, and Lawrence Colman—Iiable as charged and imposing
a permanent injunction; ordering payment of $2,456,511 in restitution by defendants,
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jointly and severally; civil monetary penalties of $2,456,511 each; and disgorgement of
$20,952 by Flanigan and $224,437 by Colman).

Quick-Strike Cases

The Commission is committed to responding quickly to enforcement investigations that
uncover ongoing fraud. Quick-strike cases are civil injunctive actions that generally are filed
in Federal district courts within days or weeks of the discovery of the illegal activity, enabling
the program to stop fraud at an early stage and to attempt to preserve customer funds. During
FY 2001, the Commission filed the following 12 quick-strike cases.

CFTC v. Sephens et al., No. 1:00-CV-0184-4 (M.D. Ga. filed October 24, 2000) (See
Managed Accounts and Trading Systems, below);

CFTC v. Brown and Thompson, No. 00-C-7344 (N.D. Ill. filed November 21, 2000) (See
Trade Practice Violations, Fraudulent Trade Allocation Cases and Results, below);

CFTC v. Balley, et al., No. G-1-01-4212 (S.D. Onhio filed April 12, 2001) (See Violations
Involving Managed Funds or Marketing of Trading Systems, Pool Fraud Cases, below);

CFTC v. SunSate FX, Inc., et al., No. 01-8329 CIV-MORENO (S.D. Fla. filed April 18,
2001) (Seelllega Instruments, Foreign Currency Cases, above);

CFTC v. International Currency Strategies, Inc., et al., No. 01-8350 (S.D. Fa. filed April
20, 2001) (See lllegal Instruments, Foreign Currency Cases, above);

CFTC v. Infinite Trading Group, L.L.C., et al., No. 1:01-CV-1107 (N.D. Ga. filed April
30, 2001) (See lllegal Instruments, Foreign Currency Cases, above);

CFTC v. International Monetary Group, Inc, et al., No. 5:01CV1496 (N.D. Ohio filed
June 18, 2001) (See lllegal Instruments, Foreign Currency Cases, above);

CFTC v. Knipping, €t al., No. 01-163-P-H (D. Me. filed June 20, 2001) (See Violations
Involving Managed Funds or Marketing of Trading Systems, Pool Fraud Cases, below);

CFTC v. ott, et al., No. AMD 01 CVv2320 (D. Md. filed August 6, 2001) (See Violations
Involving Managed Funds or Marketing of Trading Systems, Pool Fraud Cases, below);

CFTC v. Acro Information Service, Inc., et al., No. 01-06926 (C.D. Cal. filed August 9,
2001) (Seelllega Instruments, Foreign Currency Cases, above);

CFTC v. Fintrex, Inc., et al., No. 01-06907 (C.D. Cal. filed August 9, 2001) (See Illegal
Instruments, Foreign Currency Cases, above); and
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CFTC v. Duncan et al., No. 01C-6802 (N.D. Ill. filed August 30, 2001) (See Violations
Involving Managed Funds or Marketing of Trading Systems, Pool Fraud Cases, below).

Manipulation and Speculative Limits

During FY 2001, the Commission filed the following cases involving allegations of price
manipulation and violations of exchange speculative position limits.

Manipulation Cases

InreEider. OnJuly 11, 2001, the Commission filed an administrative complaint against
Norman Eisler and his trading company, First West Trading, Inc. (First West). The
complaint alleged that from at least August 1999 to May 12, 2000, Eisler manipulated
settlement prices of the PSE Technology Index option contract (P-Tech Options), and, in
doing so, presented false market information to the New Y ork Futures Exchange (NY FE).
According to the complaint, Eisler was a member of the NY FE settlement committee and
took sole charge of setting the settlement prices of P-Tech Options. As alleged, Eisler
traded P-Tech Options through the First West trading account, and his manipulation
inflated the value of that account by, on average, an excess of $2 million each day—an
illegal activity that allowed Eidler to avoid or dramatically reduce margin calls against the
First West account. On May 15, 2000, when Eisler no longer was involved in setting P-
Tech Options settlement prices, the settlement prices fell significantly, and the value of
the First West account plunged to a negative $4.9 million, according to the complaint. In
re Eider, et al., CFTC Docket No. 01-14 (CFTC filed July 11, 2001). This proceeding
was related to In re New York Futures Exchange, Inc., CFTC Docket No. 01-13 (CFTC
filed July 11, 2001) (see Supervision and Compliance Cases, below).

In re Avista Energy, Inc., et al. and In re Johns. On August 21, 2001, the Commission
simultaneoudly instituted and settled related administrative enforcement actions against
Avista Energy, Inc. (Avista), an energy marketing and trading subsidiary of the publicly-
traded diversified energy concern Avista Corporation, Michael T. Griswold (Avista's
former energy trader), and Thomas A. Johns (Avista s former Vice President of Trading).
The Commission’s Orders found that on four days between April 1998 and August 1998,
Avista manipulated the settlement prices of the Palo Verde and California-Oregon-Border
electricity futures contracts traded on the New Y ork Mercantile Exchange (NYMEX), in
order to increase the company’s net gain on certain over-the-counter option positions
whose value was based on the settlement prices at issue. Without admitting or denying
the findings, the respondents consented to the entry of the Orders that: directed them to
cease and desist from further violations; ordered them to pay civil monetary penalties of
$2,100,000 (Avista), $110,000 (Griswold), and $50,000 (Johns); imposed trading bans of
18 months (Griswold) and 12 months (Johns); and ordered the respondents to comply with
their undertaking to cooperate fully with the Commission and its staff in related
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proceedings. In re Avista Energy, Inc., et al., CFTC Docket No. 01-21 (CFTC filed
August 21, 2001); and In re Johns, CFTC Docket No. 01-22 (CFTC filed August 21,
2001). On the same day, the Commission filed an administrative complaint, which
remains pending, against William H. Taylor (former Avista Vice President of Trading
Strategies), Robert S. Kristufek (former Avista trader), and Anthony J. DiPlacido
(NYMEX floor broker), charging them with participating in the manipulative scheme. In
re DiPlacido, et al., CFTC Docket No. 01-23 (CFTC filed August 21, 2001). The
NYMEX Compliance Department assisted the Commission’ s investigation of this matter.

Speculative Limit Cases

In re Mersch. On November 7, 2000, the Commission filed an administrative complaint
against Frederick J. Mersch, a commodity trader from lowa, aleging that he exceeded
trading limits for Chicago Mercantile Exchange (CME) frozen pork belly contracts on five
separate dates while trading for his own account and on behalf of others. In re Mersch,
CFTC Docket No. 01-02 (CFTC filed November 7, 2000). On September 4, 2001, the
Commission issued an Order accepting an offer of settlement from Mersch, finding that
between August 2, 1996 and March 31, 1999, Mersch traded his own account, and also
controlled the trading in accounts carried in the names of his wife, adult children, and
other acquaintances. According to the Order, futures positions in these accounts
controlled by Mersch, when aggregated, exceeded position limits for CME frozen pork
belly futures on five separate days. The Order further found that Mersch failed to disclose
his control of certain family and acquaintance accounts, failed to update one of his
inaccurate reports, and held or controlled reportable positions while the report remained
inaccurate. Without admitting or denying the findings, Mersch consented to the entry of
the Order that: directed him to cease and desist from further violations,; ordered him to
pay acivil monetary penalty of $25,000; imposed atwo-year trading ban; and ordered him
to comply with his undertaking that, after the trading ban is lifted, Mersch will obtain
written authorization before entering commodity orders for others, and give written
authorization to anyone entering orders for his personal trading accounts. In re Mersch,
CFTC Docket No. 01-02, Order Making Findings and Imposing Sanctions (CFTC entered
September 4, 2001).

In_re Saberi. On June 26, 2001, the Commission filed an administrative complaint
against Andy Saberi. The complaint aleged that Saberi, a commodity trader, exceeded
exchange trading limits for frozen pork bellies at the CME. Specifically, the complaint
alleged that at the close of trading on August 14, 2000, Saberi held anet short position of
93 August 2000 pork belly futures contracts when the CME limit stood at 50 contracts.
The complaint further alleged that an account executive warned Saberi of the limit early in
the trading session on August 14, 2000, and that Saberi had time to comply with the limit
prior to the close of trading. According to the complaint, Saberi chose not to comply until
a second warning was issued on August 15, 2000. As charged in the complaint, Saberi
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profited substantially from his violation, which occurred during a period of significant
market congestion. Inre Saberi, CFTC Docket No. 01-11 (CFTC filed June 26, 2001).

Trade Practice Violations

During FY 2001, the Commission’s Enforcement program continued to pursue actions that
address specific types of trade practice violations affecting the interests of customers and the
integrity of futures markets.

Fraudulent Trade Allocation Cases and Results

In re U.S. Securities & Futures Corp., et al. On October 26, 2000, the Commission
filed an administrative complaint against U.S. Securities & Futures Corp. (USSFC), a
New York FCM, and Justus Enterprises, Inc. (Justus), an unregistered commodity trading
advisor (CTA), as well as certain of their respective officers and employees. The
complaint alleged that between 1996 and 1998, USSFC and Justus facilitated the
defrauding of customers by Currency and Commodity Broker GmbH (CCB), a German
foreign broker that traded through USSFC, by fraudulently allocating thousands of
customer trades after they were executed. According to the complaint, at day’s end CCB
allocated winning trades to newer accounts and losing trades to older ones, and then
persuaded new “winning” customers to invest substantial additional sums. As further
aleged, Justus (at CCB’s direction) placed hundreds of unallocated trades each day
through USSFC, and USSFC accepted orders from Justus without account identification
even when it was apparent that post-execution allocation of the trades was not fair or
equitable. As alleged in the complaint, USSFC assisted CCB and Justus in obtaining
approximately $11 million in commissions on some 90,000 unallocated futures orders
while earning more than $2 million for itself. At the same time, customers lost more than
$19 million. The Commission received assistance from the Hamburg, Germany police in
connection with this matter. Inre U.S Securities and Futures Corp. et al., CFTC Docket
No. 01-01 (CFTC filed October 26, 2000).

CETC v. Brown and Thompson, et al. On November 21, 2000, the Commission filed a
civil injunctive action charging Martin Brown and Geoffrey S. Thompson with fraud.
Specifically, the complaint dleged that from at least February until October 2000, Brown
and Thompson engaged in a scheme to fraudulently allocate profitable trades to accounts
belonging to relief defendants Brenda L. Brown, Prairie Garden Condos, Inc., and Javette
L. King, while alocating unprofitable trades to other customers. According to the
complaint, during the period of the alleged scheme, the relief defendants accounts
amassed approximately $1.5 million in profits. The day the complaint was filed, the court
entered a statutory restraining order freezing the defendants' assets and prohibiting them
from destroying documents. The court subsequently entered consent orders of
preliminary injunction against defendants Martin Brown and Geoffrey S. Thompson
enjoining them from further violations, as charged, and continuing the asset freeze and
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prohibition against destroying documents entered against them. On January 9, 2001, the
court entered a consent order of preliminary injunction ordering relief defendants Brenda
Brown and Prairie Garden Condos, Inc., to deposit $10,000 into a non-segregated funds
account, freezing their assets that were received or obtained as a result of the defendants
fraudulent conduct, and continuing the prohibition against destroying documents entered
against them. On March 1, 2001, the court entered a consent order of preliminary
injunction continuing the asset freeze and prohibition against destroying documents
entered against relief defendant Javette L. King. CFTC v. Brown and Thompson, et al.,
No. 00-C-7344 (N.D. Ill. filed November 21, 2000).

In re Bengson, CFTC Docket No. 00-21, Order Making Findings and Imposing Remedial
Sanctions (CFTC filed October 2, 2000) (settlement of previously-filed fraudulent trade
allocation case against former registered associated person (AP) of FCM; without
admitting or denying the Commission’s findings, Bengson consented to the entry of the
Order that: directed him to cease and desist from further violations; imposed a contingent
civil monetary penalty of $110,000 pursuant to an income-based payment plan; prohibited
Bengson from trading on or subject to the rules of any contract market; and required that
Bengson comply with his undertaking never to seek registration in any capacity).

Trade Practice Fraud Cases

In re Coppola, et al. and In re Merolla, et al. On January 10, 2001, the Commission
filed two related administrative enforcement proceedings against four floor brokers (Paul
Merolla, Philip Selby, Timothy Murphy, and Vincent Coppola, who traded in the gold
options ring a¢ COMEX. In re Coppola, et al., CFTC Docket No. 01-06 (CFTC filed
January 10, 2001); Inre Merolla, et al., CFTC Docket No. 01-07 (CFTC filed January 10,
2001). It was alleged that respondents fraudulently executed trades by trading ahead of
executable customer orders on the same side of the market and by changing prices on
executed orders to the detriment of customers. In three separate Orders, the Commission
accepted offers of settlement from all respondents. The Commission’s Orders found that
on severa days, including September 28, 1999—a record day of trading volume on the
COMEX gold market in which gold options brokers received an unprecedented number of
mostly small-lot retail customer orders—respondents illegally traded ahead of executable
customer orders and illegally changed prices on executed customer gold options orders.
Without admitting or denying the findings, respondents consented to the entry of the
Orders that: directed them to cease and desist from further violations; imposed a six-
month registration suspension and trading ban (but allowed them to trade off the floor for
their own accounts after the first three months), and a year-long ban on dual trading
following the registration suspension period; restricted their registrations for two years
after the registration suspension period, and required them to have a sponsor if they act as
a floor broker or floor trader; and ordered payment of restitution by Murphy, Merolla,
Coppola, and Selby in the amounts of $18,750, $14,700, $7,700, and $5,200, respectively,
as well as contingent civil monetary penalties of $25,000 each for Merolla and Selby and
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$30,000 each for Coppola and Murphy, pursuant to income-based payment plans. The
Commission received the cooperation of the NYMEX in connection with this matter. In
re Merolla, et al., CFTC Docket No. 01-07 (CFTC filed January 10, 2001); In re Murphy,
CFTC Docket No. 01-06, Order Making Findings and Imposing Sanctions as to
Respondent Timothy Murphy (CFTC entered April 22, 2001); In re Coppola, CFTC
Docket No. 01-06, Order Making Findings and Imposing Sanctions as to Respondent
Vincent Coppola (CFTC entered August 15, 2001).

Violations Involving Managed Funds or Marketing of Trading
Systems

Recent years have seen increases in both the number of customers participating in the futures
and options markets and the amount of customer funds under management. During FY 2001,
the Commission prosecuted the following enforcement actions against those acting as
commodity pool operators (CPOs) and CTAs who sought to exploit this growth through
fraudulent schemes and other violations involving managed funds and/or the marketing of
trading systems.

Pool Fraud Cases

= |n re Fleyshmakher. On November 29, 2000, the Commission filed an administrative
complaint against Isaac Fleyshmakher, charging him with unauthorized trading,
misappropriating funds of the New Frontier and New Millennium commodity pools, and
failing to register as a CPO. Specificaly, the complaint alleged that Fleyshmakher
defrauded investors in the New Frontier pool by transferring some of their funds, which
had been solicited to trade securities, into a commodity trading account without their
knowledge or consent. With respect to the New Millennium pool, the complaint alleged
that Fleyshmakher defrauded investors by making false statements about the pool’s
purported performance record when, in fact, the pool had never traded commodities or
securities. The complaint also alleged that Fleyshmakher misappropriated pool funds by
retaining service fees despite having performed no legitimate trading services for
investors. In re Fleyshmakher, CFTC Docket No. 01-04 (CFTC filed November 29,
2000). On April 4, 2001, the Commission issued an Order accepting an offer of
settlement from Fleyshmakher, finding that Fleyshmakher made unauthorized trades and
misappropriated funds in connection with the New Frontier and New Millennium pools.
Without admitting or denying the findings, Fleyshmakher consented to the entry of the
Order that: directed him to cease and desist from further violations; required him to pay
restitution to defrauded investors; imposed a contingent civil monetary penalty of $55,000
pursuant to an income-based payment plan; permanently banned him from trading; and
ordered him to comply with his undertaking never to seek registration in any capacity. In
re Fleyshmakher, CFTC Docket No. 01-04, Order Making Findings and Imposing
Remedia Sanctions (CFTC entered April 4, 2001).
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= CFTC v. O'Herron, et al. On December 14, 2000, the Commission filed a civil
injunctive action charging John F. O'Herron and O’Herron Asset Management, Inc.
(OAM) with fraudulently operating a commodity pool, and with registration violations.
Specifically, the complaint alleged that O’ Herron solicited, accepted, and pooled at |east
$2.7 million from approximately 27 investors for the purported purpose of trading
commodity futures. The complaint alleged that, among other things, O’Herron
misappropriated funds received from investors and used them for personal expenses,
misrepresented his past trading success to potential investors, fraudulently made promises
of highly profitable trading while claiming to be able to limit risks, and issued false
monthly statements to investors. The complaint aso aleged that O'Herron and OAM
failed to register as CPOs. On December 21, 2000, the court entered a statutory
restraining order freezing the defendants’ assets and prohibiting them from destroying
documents. On April 6, 2001, the court entered an order of preliminary injunction
enjoining defendants from further violations, as charged, and continuing the asset freeze
and prohibition against destroying documents entered against them. CFTC v. O'Herron,
et al., Civil Action No.: 1:00 CV 913 (W.D. Mich. filed December 14, 2000).

= CFTCv.Bailey, et al. On April 12, 2001, the Commission filed a civil injunctive action
against Jeffrey T. Bailey and IMK Capital Management, Inc. The complaint alleged that
Bailey fraudulently solicited, accepted, and pooled at least $624,000 from approximately
50 members of the general public for the purported purpose of trading commodity futures.
Specifically, the complaint alleged that the defendants misrepresented their trading record
to potential investors; issued false monthly statements; and concealed from investors that
only a small amount of investor funds was actualy being traded, that such trading had
resulted primarily in losses, and that Bailey was diverting funds for his personal use and
benefit. The complaint further alleged that Bailey concealed his trading losses by using
funds from current investors to pay earlier investors, in a manner akin to a “Ponzi”
scheme. The day after the complaint was filed, the court entered a consent order of
preliminary injunction and statutory restraining order enjoining defendants from further
violations as charged, freezing the defendants assets, and prohibiting them from
destroying documents. The Commission coordinated its filing with the U.S. Attorney’s
Office for the Southern District of Ohio which, on the same date, filed a criminal
information against Bailey arising out of the same facts and charging criminal violations
of the Act. CFTC v. Bailey, et al., No. G-1-01:212 (S.D. Ohio filed April 12, 2001).

= CFTC v. Knipping, et al. On June 20, 2001, the Commission filed a civil injunctive
action against Edward W. Knipping and Time Traders, Inc., charging them with
fraudulently operating a commodity pool. Specifically, the complaint alleged that
Knipping solicited and pooled at least $5.9 million from approximately 250 investors for
the purported purpose of trading commodity futures. According to the complaint,
Knipping misappropriated funds and issued false account statements indicating that the
pool was highly profitable. On June 28, 2001, the court entered a statutory restraining
order freezing the defendants assets and prohibiting them from destroying documents.
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The Commission received the assistance of the SEC in connection with this matter.
Simultaneously with the filing of the complaint, the U.S. Attorney’s Office for the District
of Maine unsealed a criminal complaint against Knipping, Time Traders, and another
business charging them with fraud. CFTC v. Knipping, et al., No. 01-163-P-H (D. Me.
filed June 20, 2001).

In re Gilkerson. On June 29, 2001, the Commission simultaneoudly instituted and settled
an administrative enforcement action against Harvey T. Gilkerson, an unregistered CPO.
The Commission’s Order found that Gilkerson fraudulently solicited investors for two
pools that he managed, and that he misappropriated customer funds and distributed false
account statements to investors. Specifically, the Order found that Gilkerson solicited
investors using false statements of guaranteed profits, and never disclosed that his profit
claims were based on hypothetical trading. The Order further found that Gilkerson used
investor funds to pay persona and business expenses, and that he sent false statements to
investors showing profits and increasing balances when, in fact, Gilkerson’'s trading
resulted in losses. Without admitting or denying the findings, Gilkerson consented to the
entry of the Order that: directed him to cease and desist from further violations; ordered
Gilkerson to make restitution of $16,350 to investors, and subsequently to pay a
contingent civil monetary penalty of $16,350, pursuant to an income-based payment plan;
and ordered him to comply with his undertaking never to seek registration in any capacity.
In re Gilkerson, CFTC Docket No. 01-12 (CFTC filed June 29, 2001).

CETC v. Scott, et al. On August 6, 2001, the Commission filed a civil injunctive action
against Peter Scott and Rothlin and Windsor Capital Management, Inc., charging them
with the fraudulent operation of a commodity pool known as the Rothlin and Windsor
Future Fund (Fund). The Commission’s complaint aleged that Scott and R&W
misappropriated investors funds for their persona benefit, including the payment of
income taxes and the purchase of an automobile. The complaint further charged that
defendants issued false account statements and misrepresented to participants the trading
and performance record of the Fund. Scott has admitted that he received over $2 million
from investors, and that he paid himself over $900,000. The day the complaint was filed,
the court entered a statutory restraining order freezing the defendants assets and
prohibiting them from destroying documents. On August 8, 2001, the court entered a
consent order of preliminary injunction enjoining defendants from further violations as
charged, and continuing the asset freeze and prohibition against destroying documents
entered against them. The Commission received assistance from the National Futures
Association (NFA) in connection with this matter. CFTC v. Scott, et al., No. AMD 01
CVv2320 (D. Md. filed August 6, 2001).

CETC v. Duncan, et al. On August 30, 2001, the Commission filed a civil injunctive
action against Andrew Duncan of Toronto, Canada, and his company, Aurum Society,
Inc., charging them with fraudulently operating a commodity pool and misappropriating
customer funds. The complaint aleged that the defendants fraudulently solicited at least
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$3 million from customers in the United States and Canada, claiming that the pool made
great profits when, in fact, the pool realized net losses from the start of trading.
Specificaly, the complaint alleged that Duncan and Aurum Society operated a “Ponzi”
scheme in which they collected funds from unwitting customers for commodity trading,
misused that money, and used new customer funds to repay earlier investors. The
complaint further aleged that to conceal their trading losses and misappropriation of
funds, the defendants issued false reports and made oral misrepresentations to customers
concerning the performance record of the pool. The day the complaint was filed, the court
entered a statutory restraining order freezing the defendants assets, and prohibiting them
from destroying documents. The Ontario Securities Commission provided assistance to
the Commission in connection with this matter. CFTC v. Duncan, et al., No. 01C-6802
(N.D. Ill. filed August 30, 2001).

Pool Fraud Case Results

During FY 2001, the Enforcement program obtained results in the following cases previously
filed in the area of pool fraud.

CETC v. FTI Financial Group, et al., No. 97 C 7061, Consent Order of Permanent
Injunction Against Anthony L. Holt (N.D. Ill. entered January 30, 2001) (finding that
defendant Holt defrauded pool investors and acted as an unregistered CPO; enjoined Holt
from trading for his own account or controlling or directing the trading of commodity
accounts on behalf of others, imposed a contingent civil monetary penalty of $50,000
pursuant to an income-based payment plan; and barred Holt from ever seeking registration
in any capacity).

CETC v. Marantette, et al., No. CV99-00653 SOM LEK, Consent Order of Permanent
Injunction and Restitution (D. Hi. entered February 20, 2001) (finding that the defendants
acted as unregistered CPOs and fraudulently solicited customers whose losses were in
excess of $1.8 million; enjoined defendants from further violations;, ordered them to
jointly pay a contingent civil monetary penalty of $700,000 commencing on their payment
of $2,246,043 in restitution pursuant to an income-based payment plan; imposed a
permanent trading ban; and barred them from ever seeking registration in any capacity).

CETC v. Schenk, et al., No. 2:98 CV 00216J, Consent Order of Permanent Injunction
and Other Equitable Relief Against Mark and John Steven Schenk (D. Utah entered
March 29, 2001) (finding that defendants Mark Schenk and John Steven Schenk, among
others, committed fraud in connection with the operation of the Sunrise Fund, a
commodity pool; enjoined defendants from further violations; prohibited defendants from
soliciting or accepting new clients or participants for commodity futures or options
trading; and prohibited defendants from controlling or directing the trading of any
commodity interest account for or on behalf of any other person).
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CETC v. Konkel, No. 00-T-547-S, Consent Order of Permanent Injunction and Other
Equitable Relief Against Defendant Michael J. Konkel (M.D. Ala. entered May 18, 2001)
(finding that Konkel, among other violations, fraudulently solicited investors for a
commodity pool he operated; enjoined Konkel from further violations; ordered Konkel to
pay $790,000 in restitution to investors and a subsequent civil monetary penalty of
$440,000 (with $197,000 in restitution for immediate distribution and the remaining
monetary sanctions imposed pursuant to an income-based payment plan); imposed a
permanent trading ban; and barred Konkel from ever seeking registration in any capacity).

CETC v. Penson America, Inc., e al., No. 00-2071 RHK/SRN, Consent Order of
Permanent Injunction and Other Equitable Relief Against Defendants William Relf,
Specialized Commodity Timing, LLC, and Commodity Timing Specidists, LLC (D. Minn.
entered July 2, 2001) and Consent Order of Permanent Injunction and Other Equitable Relief
Againsgt Defendants Edward Stevenson Kirris, 111 and Selective Futures Management, LLC
(D. Minn. entered July 5, 2001) (finding that defendants Kirris and Relf committed fraud and
registration violations in connection with the operation of the defendant commodity pools;
enjoined defendants from further violations; ordered Kirris and Relf to pay contingent civil
monetary pendties of $561,452 and $110,000, respectively, pursuant to income-based
payment plans, commencing upon the payment of $561,472 and $281,652, respectively, in
restitution which aso is pursuant to payment plans;, imposed permanent trading bans on
defendants; and barred defendants from ever seeking registration in any capacity).

Managed Accounts and Trading Systems Cases

CETC v. Stephens, et al. On October 24, 2000, the Commission filed a civil injunctive
action charging defendants James Stephens, 11 and Trendsystems, Inc. with fraud and
unlawful solicitation of customer funds. Specifically, the Commission’s complaint alleged
that Trendsystems, a registered CTA, and Stephens, a registered AP of Trendsystems,
solicited customers to open managed accounts to be traded by Trendsystems. According to
the complaint, defendants then misappropriated client funds, falsely misrepresented to clients
that Trendsystems was profitably trading on their behalf when there were no profitable
trades, and issued fal se statements to clients reflecting purported profits earned for them. On
August 21, 2001, the court entered a consent order of permanent injunction finding that the
defendants violated the antifraud provisions of the Act and the Commission’s regulations.
Without admitting or denying the findings, defendants consented to the entry of the Order
that: permanently enjoined defendants from further violations; ordered Stephens to pay a
contingent civil monetary penalty of $111,834.54, and $62,448.14 in restitution to defrauded
investors pursuant to an income-based payment plan; imposed ten-year personal trading bans
on defendants, and permanently banned them from trading commodity futures or options for
the public; and permanently barred defendants from seeking registration in any capacity.
CFTC v. Sephens, et al., No. 1:00-CV-0184-4 (N.D. Ga. filed October 24, 2000).
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In re Fishback, et al. On November 16, 2000, the Commission filed an administrative
complaint against the Donald M. Fishback Company, Inc., a registered CTA, and its
president, Donald M. Fishback. The complaint aleged that respondents fraudulently
solicited customers to purchase trading products and services for trading commodity
options using a system called Options and Derivatives Decision Support (ODDS). Inre
Fishback, et al., CFTC Docket No. 01-03 (CFTC filed November 16, 2000). On July 2,
2001, the Commission issued an Order accepting an offer of settlement from respondents,
finding that Fishback and his company fraudulently solicited members of the public by
falsely claiming in their solicitation materials that options trading with the ODDS system
resulted in substantial profits and little or no risk. The order further found that while
respondents misleadingly implied that the purported profits were based on actual trading,
in redlity, they were derived solely from simulated trading, and that respondents also
falsely represented that Fishback had extensive trading experience. Without admitting or
denying the findings, respondents consented to the entry of the Order that: directed them
to cease and desist from further violations; ordered them to pay a $75,000 civil monetary
penalty; and required them to comply with certain undertakings, including undertakings to
withdraw all registrations with the Commission and not to seek registration for a period of
five years. In re Fishback, et al., CFTC Docket No. 01-02, Order Making Findings and
Imposing Remedial Sanctions (CFTC entered July 2, 2001).

In re Gramalegui. On July 12, 2001, the Commission simultaneoudly instituted and
settled an administrative enforcement action against Gregory L. Gramalegui, who was
doing business as S& P Safe Co. The Commission’s Order found that Gramalegui used
false advertisements in marketing his commodity trading system called Trend Reflection
Trading System. Specifically, the Order found that Gramalegui made false claims that his
mother traded his system and implied that she profited from it. The Order found that
Gramalegui’s mother did not personally trade with the system, but that Gramalegui made
commodity trades in an account in her name, and the account lost money. The Order
further found that Gramalegui failed to disclose that Trend Reflection’s track record was
not the result of actual trading but was hypothetical trading. Without admitting or denying
the findings, Gramalegui consented to the entry of the Order that: directed him to cease
and desist from further violations; ordered him to pay acivil monetary penalty of $10,000;
and ordered him to comply with his undertaking not to misrepresent the profits,
performance, or results achieved (or that can be achieved) by atrading system, or the risks
associated with trading pursuant to a futures or options trading system. Inre Gramalegui,
CFTC Docket No. 01-16 (CFTC filed July 12, 2001).

In re Global Telecom, Inc., et al. and In re Pennings and Caulkins. On July 18, 2001,
the Commission filed two related administrative enforcement actions, one against Global
Telecom, Inc., Cameron Ownbey, and RB&H, Financial Services, LP (RB&H), and the
second against Mark Pennings and Clayton Caulkins. The complaint in the first action
alleged that Global Telecom, a registered CTA, and Cameron Ownbey, a principal and
registered AP of Global Telecom and former AP of RB&H, fraudulently solicited
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customers in connection with the sale of a commodity trading system. As alleged, Global
Telecom promoted and offered to the public a pork belly futures trading system through
advertisements in trade magazines, on the Internet, and in free seminars. The complaint
alleged that respondents made false promises of huge profits (700 percent) and
mischaracterized the system’s past performance (300 percent). According to the
complaint, a proprietary account that Global Telecom maintained at RB&H consistently
lost money trading the system, but respondents did not disclose those losses to clients or
prospective clients. The complaint further alleged that: Ownbey and others conducted
Global Telecom'’s business from RB& H’ s offices; persons who purchased the system also
were solicited to open accounts at RB&H, and a mgjority did so; and RB&H was aware of
Global Telecom’s advertisements and was required by its procedures to review them, but
did not do so. Based on these allegations, the complaint charged RB&H with liability for
the allegedly fraudulent acts of Ownbey and its other employees with respect to customers
common to Global Telecom and RB&H, and for failing to diligently supervise its
employees in their solicitations of customers to open accounts at RB&H. In re Global
Telecom, Inc., et al., CFTC Docket No. 01-18 (CFTC July 18, 2001).

On the same day, the Commission simultaneously instituted and settled a related
administrative enforcement action against Mark Pennings and Clayton Caulkins, former
principals and registered APs of Global Telecom and APs of RB&H. The Commission’s
Order found that Pennings and Caulkins fraudulently solicited customers to purchase
trading signals for Global Telecom’s pork belly trading system and to open accounts at
RB&H.  Specificaly, the Order found that Pennings and Caulkins used false
advertisements that overstated the performance of the pork belly trading system,
misrepresented RB&H’s trading results as those of Global Telecom, and omitted the
complete results of RB&H’s trading program that were significantly worse than the
disclosed results. Without admitting or denying the findings, Pennings and Caulkins
consented to the entry of the Order that: directed them to cease and desist from further
violations; suspended their AP registrations for six months; and ordered them to pay civil
monetary pendties of $27,194 and $34,500, respectively. In re Pennings and Caulkins,
CFTC Docket No. 01-17 (CFTC filed July 18, 2001).

In_re Sheaves. On September 28, 2001, the Commission filed an administrative
complaint against D. Michael Sheaves, a registered CTA, alleging that Sheaves (doing
business as Strategic Trading and Investing) committed solicitation fraud by failing to
update reports of earlier trading profits to include subsequent and substantial trading
losses. Specifically, the complaint alleged that from May 2000 until at least January 2001,
Sheaves solicited customers using a disclosure document that showed profitable trading
results for the first quarter of 2000, but that did not include significant losses that Sheaves
suffered while managing customer trading accounts later in the year. The complaint
further charged that Sheaves published trading results without disclosing that they were
based on hypothetical, rather than actual, trading. In re Sheaves, CFTC Docket No. 01-25
(CFTC filed September 28, 2001).
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Trading Systems Case Results

During FY 2001, the Enforcement program obtained results in the following cases previously
filed in the area of trading systems.

CETC v. Sabin and Smith, No. SA CV 00-0940 DOC (EEx), Default Judgment and
Order of Permanent Injunction (C.D. Cal. entered February 26, amended February 28,
2001) (finding that, while doing business as Westar Financial Services and The Cash
Nursery, defendants acted as unregistered CTAs and fraudulently solicited customers for a
commodity options methodology through (among other things) misleading advertising on
their Internet website; enjoined defendants from further violations, as charged; ordered
joint payment of $384,771 in restitution; and ordered each defendant to pay a $50,000
civil monetary penalty).

CETC v. CTS Financial Publishing, Inc., formerly Commodity Trend Service, Inc.,
et _al., CFTC Docket No. 00-34, Order Making Findings and Imposing Remedia
Sanctions (CFTC entered July 5, 2001) (finding that CTS Financial Publishing Inc.,
formerly Commodity Trend Service, Inc. (CTS), and related corporate and individual
respondents, fraudulently solicited customers by, among other things, mailing
approximately 1.4 million direct-mail advertisements that repeatedly conveyed the false
message that by using CTS products, significant profits would be easily and immediately
realized and the risk of loss virtually eliminated or significantly reduced; without
admitting or denying the findings, respondents consented to the entry of the Commission
Order that: directed them to cease and desist from further violations; ordered them to pay,
jointly and severaly, a civil monetary penalty of $220,000; and ordered CTS to comply
with its undertaking to, among other things, have al advertisements, promotions or
solicitations reviewed by legal counsel for compliance with the Act and the Commission’s
regulations prior to dissemination).

Violations by Introducing Brokers and Their Associated Persons

During FY 2001, as in past years, the Commission devoted significant time and attention to
matters involving violations by introducing brokers (1Bs) and their APs. Such cases often involve
fraudulent misrepresentations, usually to small retail customers, to induce them to invest.

IB Solicitation Fraud Cases and Results

In re Madison Financial Group LLC, et al. On June 6, 2001, the Commission filed an
administrative complaint against Madison Financial Group LLC (Madison), a registered
IB, and Richard A. Cohen and Ronald G. Scott, who are principals and registered APs of
Madison. The complaint alleged that Madison, at the direction of Cohen and Scott,
fraudulently solicited customers to open accounts to trade commodity options by using
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high-pressure telephone solicitations in which they misrepresented the risks and profit
potential of trading commaodity options and the performance record of their customers. In
contrast to Madison’s claims of a successful track record, the complaint alleged, during
the relevant time period 97 percent of Madison’'s customers suffered net losses totaling
over $17 million of the $20 million in funds invested, while Madison made over $9
million in commissions and fees. The complaint also charged the respondents with failing
to supervise diligently Madison’s APs. Inre Madison Financial Group LLC, et al., CFTC
Docket No. 01-09 (CFTC filed June 6, 2001).

In re First Investors Group of the Palm Beaches, Inc., et al. On June 19, 2001, the
Commission filed an administrative complaint against First Investors Group of the Palm
Beaches, Inc. (First Investors Group) and its principals, William S. Cordo and Mitchell S.
Davis. The complaint aleged that First Investors Group, at the direction of Cordo and
Davis, fraudulently solicited customers to open accounts to trade commodity options
through telephone solicitations and the broadcast of a 30-minute television infomercial.
According to the complaint, First Investors Group defrauded customers by making false
claims about, and failing to disclose material facts concerning, the likelihood of profiting
from and the risk of loss involved in trading commaodity options, including profit claims
based on seasonality. In contrast to these fraudulent claims of great profitability and
minimal risk, the complaint alleged, nearly 97 percent of First Investors Group customers
who closed their accounts over a two-year period lost virtually al the funds they invested
(atotal of nearly $7.5 million) while paying approximately $3.7 million in commissions.
In re First Investors Group of the Palm Beaches, Inc., et al., CFTC Docket No. 01-10
(CFTC filed June 19, 2001).

In_re Gladstone. On September 4, 2001, the Commission filed an administrative
complaint against Alfred A. L. Gladstone, formerly a registered AP with the Los Angeles
branch of commodity firm FSG International, Inc. The complaint alleged that Gladstone
fraudulently solicited customers with false claims of large profits and misrepresentations
of the performance record of his customers. The complaint also aleged that in sharp
contrast to Gladstone's promises of “sure bets’ and tripled investments, and his
representation that all his customers were making money, in fact nearly 99 percent of
Gladstone' s customers who closed accounts over a two-year period lost al or virtually all
of their invested funds, with trading losses totaling over $1 million. In re Gladstone,
CFTC Docket No. 01-24 (CFTC filed September 4, 2001).

In re Oder. CFTC Docket No. 00-05, Order Making Findings and Imposing Remedial
Sanctions (CFTC entered February 15, 2001) (settlement of previously-filed solicitation
fraud case; finding that Osler, while a sales manager and registered AP of Ceres Trading
Group, Inc., a registered 1B, instructed the APs he supervised to fraudulently solicit
customers by, among other things, telling them that heating oil options presented special
opportunities for profit because of the seasonal nature of heating oil prices; without
admitting or denying the Commission’s findings, Osler consented to the entry of the Order
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that: directed him to cease and desist from further violations;, ordered him to pay a
contingent civil monetary penalty of $50,000 pursuant to an income-based payment plan;
and barred him from ever seeking registration in any capacity).

Supervision and Compliance Cases

In its efforts to promote sound practices of firms handling customer funds, the Commission
investigates and prosecutes failures to supervise diligently the handling of customer accounts
and to establish adequate compliance systems to prevent fraud or market abuse, as well as
other financial violations.

In re Szach. On January 8, 2001, the Commission simultaneously instituted and settled
an administrative enforcement action against Scott N. Szach, the former chief financial
officer of Griffin Trading Company (Griffin), a registered FCM. The Commission’s
Order found that Szach failed to diligently supervise Griffin's London branch office,
where a customer trading on Eurex repeatedly breached his trading limits by substantial
amounts for substantial periods of time, ultimately leading to Griffin's bankruptcy.
According to the Order, Szach failed to ensure that the firm’'s risk management policies
were followed (including Griffin’s policy requiring that written give-up agreements be
executed), failed to monitor trading limits, and allowed trading to occur which could not
be monitored. After Griffin’s customer sustained huge losses on two consecutive days in
late 1998, neither he nor Griffin could meet margin calls exceeding $10 million, and
Griffin filed for bankruptcy protection. Without admitting or denying the findings, Szach
consented to the entry of the Order that: directed Szach to cease and desist from further
violations; required Szach to pay a contingent civil monetary penalty of $220,000,
pursuant to an income-based payment plan; barred him from practicing before the
Commission; and imposed a ten-year trading ban and various registration restrictions. In
bringing this action, the Commission worked cooperatively with the U.S. Attorney’s
Office for the Northern District of Illinois (which secured Szach’s guilty pleato criminal
charges based on the same misconduct), the Chicago Board of Trade (CBOT), and the
Securities and Futures Authority and Financial Services Authority of the United Kingdom
(which have concluded disciplinary proceedings against Szach). In re Szach, CFTC
Docket No. 01-05 (CFTC filed January 8, 2001).

In_ re New York Futures Exchange, Inc. On July 11, 2001, the Commission
simultaneously instituted and settled an administrative enforcement action against the
New York Futures Exchange, Inc. (NYFE). The Commission’s Order found that NY FE
failed to enforce its rule for determining settlement prices for its PSE Technology Index
option contract (P-Tech Options). The Order further found that NY FE had no procedure
in place to ensure that its settlement committee complied with the NY FE settlement prices
rule for P-Tech Options, beyond NYFE's reliance on self-policing by its settlement
committee and other market participants. Without admitting or denying the findings,
NYFE consented to the entry of the Order that imposed a civil monetary penalty of
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$75,000. NYFE aso cooperated with the Commission’s investigation of this matter. In
re New York Futures Exchange, Inc., CFTC Docket No. 01-13 (CFTC filed July 11,
2001). Thisproceeding wasrelated to Inre Eidler, et al., CFTC Docket No. 01-14 (CFTC
filed July 11, 2001) (see Manipulation and Speculative Limits, Manipulation Cases,
above).

= |nre Excelent USA, Inc. et al. and In re LFG, L.L.C. On August 20, 2001, the
Commission filed an administrative complaint against Excellent USA, Inc., a registered
non-clearing FCM, and its managing director, John F. Gallwas. The complaint charged
that Excellent and Gallwas did not have an adequate system of supervision in place to
monitor the trading in the omnibus accounts of two Japanese firms that accounted for
nearly all of Excellent’s business. According to the complaint, Excellent and Gallwas
ignored various warning signs that the Japanese firms were engaged in customer fraud.
Specifically, the complaint alleged, Excellent and Gallwas regularly accepted spread
orders from the Japanese firms—including simultaneously entered orders to buy and sell
the same spread—that resulted in the omnibus accounts holding an amost equal and
offsetting position in each futures month. Although this alleged trading had the
appearance of improper wash sales, Excellent and Gallwas never sought clarification of
the customers’ intent or questioned the Japanese firms. In re Excellent USA, Inc., et al.,
CFTC Docket No. 01-20 (CFTC filed August 20, 2001).

On the same day, the Commission simultaneously instituted and settled an administrative
enforcement action against LFG, L.L.C., a registered FCM. The Commission’s Order
found that Excellent transmitted the orders described above to LFG's grain desk at the
CBOT, and that LFG accepted the suspicious spread orders without inquiring into the
trading or the intent of customers and despite the unusua trading patterns evident in
LFG's daly equity runs. The Order aso found that LFG had no written procedures
relating to the supervision of foreign omnibus accounts, and that no one at LFG had
responsibility for monitoring those accounts. Without admitting or denying the findings,
LFG consented to the entry of the Order that declined to impose sanctions in light of
LFG's filing for bankruptcy protection, but that ordered LFG to comply with its
undertakings to complete its withdrawal from registration as an FCM and never to seek
registration in any capacity. Inre LFG, L.L.C., CFTC Docket No. 01-19 (CFTC filed
August 20, 2001).

The Commission received the cooperation of the Japanese Government and the CBOT in
its investigation of this matter.

Violations of Commission Orders

During FY 2001, the Commission filed enforcement actions and obtained results in
previously-filed actions alleging violations of prior Commission orders.
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CETC v. Brown. On March 27, 2001, the Commission filed a civil injunctive action
against James Spencer Brown. The complaint alleged that Brown, from December 1996
to April 1999, acted as an unregistered CTA, fraudulently solicited customers to allow
him to manage their commaodity futures trading investments, and failed to deliver required
risk disclosure documents. In doing so, the complaint further alleged, Brown violated the
terms of an Order entered by the Commission in 1996 that had simultaneously instituted
and settled an administrative enforcement action against Brown for similar violations (see
In re Brown, CFTC Docket No. 96-8 (CFTC filed September 3, 1996)). On September
10, 2001, the court entered a final judgment on default against Brown that: permanently
enjoined him from further violations, as charged, and ordered him to pay a civil monetary
penalty of $330,000 and $246,830.39 in restitution to defrauded investors. CFTC v.
Brown, No. 401-CV-0250-A (N.D. Tex. filed March 27, 2001).

In re Varner. On May 31, 2001, the Commission filed an administrative complaint
against Michael H. Varner, whose floor broker registration on the New York Cotton
Exchange had been restricted for a period of two years by a Commission order issued on
June 4, 1999. SeeInre Varner, [1998-1999 Transfer Binder] Comm. Fut. L. Rep. (CCH)
1 27,673 (CFTC June 4, 1999) (accepting Varner's offer to settle a pending statutory
disgualification action). The complaint alleged that Varner violated the terms of his
registration restriction by: trading on behalf of at least one customer; clearing trades
through an FCM other than the FCM specified in the Commission’s prior Order; acting as
a principal and branch manager of aregistered IB (Varner Brokerage Co.); and acting as
president of aregistered CTA (Hunter Trading, Inc.). InreVarner, CFTC Docket No. 01-
08 (CFTCfiled May 31, 2001).

InrelLee On July 12, 2001, the Commission simultaneously instituted and settled an
administrative enforcement action against Michael Thomas Lee, a registered floor broker
at the CME. The Commission’s Order found that Lee failed to abide by his obligations
under a previous Order that had required him to supervise Brian Ray, another CME floor
broker. In December 1997, the CME had found Ray guilty of trading violations in the
S&P 500 futures pit. Following this disciplinary action, the NFA, an industry self-
regulatory organization acting upon authority delegated to it by the Commission, issued an
order placing restrictions on Ray’s registration for two years and requiring him to find an
industry sponsor before resuming trading. On January 29, 1999, Lee signed a
Supplemental Sponsor Certification Statement that detailed his duties as Ray’s sponsor.
The Commission Order of July 2001 found that Lee failed to meet the requirements
imposed by both the NFA order and the Sponsor Certification to, among other things,
conduct weekly reviews of account statements and maintain records of those weekly
reviews. Without admitting or denying the findings, Lee consented to the entry of the
Commission’s Order that: directed him to cease and desist from further violations;
suspended his registration as a floor broker for 30 days; required him to pay a civil
monetary penalty of $12,500; and prohibited him from sponsoring any conditioned or
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restricted registrant for a period of three years. Inre Lee, CFTC Docket No. 01-15 (CFTC
filed July 12, 2001).

CETC v. Heffernan. On September 11, 2001, the Commission filed a civil injunctive
action against George Heffernan, charging him with fraudulently promoting a commodity
futures trading system and other services over his Internet website, in violation of a prior
Commission Order issued against him in September 2000 based on the same type of
fraudulent conduct. The complaint alleged that in his solicitations, Heffernan claimed that
his trading technique resulted in profitable trades a high percentage of the time.
Specifically, the complaint charged, Heffernan stated that his recommendations were 90
percent accurate approximately one trade per day and 80-85 percent accurate
approximately eight trades per day, and claimed that it was possible to make $500 a day,
or $10,000 a month, for part-time work of a couple hours a day. Heffernan’'s records,
according to the complaint, did not sustain his claims for accuracy or profitability, and his
personal trading had a net loss over the relevant period. In settling the earlier case,
Heffernan was ordered to cease and desist from violating the Act in the manners alleged in
that action, and he undertook not to misrepresent the performance, profits, or results
achieved (or that might be achieved) by any trading system. The complaint in the current
civil injunctive action alleged that Heffernan’s continuing fraudulent conduct violated the
Act and Commission Rules, as well as the cease and desist order, and that Heffernan
failed to comply with his undertakings pursuant to the Commission’s prior Order. CFTC
v. Heffernan, No. CIV 101-141 (S.D. Ga. filed September 11, 2001).

CETC v. Coleman. On September 13, 2001, the Commission filed a civil injunctive
action against Ellery Coleman, d/b/a Granite Investments, charging him with fraudulently
promoting a commodity futures trading system (for day trading S& P futures) and other
services over his Internet website, in violation of a prior Commission Order issued against
him in May 2000 based on the same type of fraudulent conduct. The complaint alleged
that in his solicitations, Coleman claimed that his systems have generated significant
profits, but did not reveal that the profits claimed were based on hypothetical trading, not
actua trading. The complaint further alleged that in communications with clients,
Coleman spoke of specific profitable trades he had made, none of which actually were
executed, and falsely suggested that the Commission had approved or passed on his
abilities. In settling the earlier case, Coleman was ordered to cease and desist from
violating the Act in the manners alleged in that action, and he undertook not to
misrepresent the performance, profits, or results achieved (or that might be achieved) by
any trading system, or to use hypothetical trading results without clearly identifying them
as hypothetical. The complaint in the current civil injunctive action aleged that
Coleman’s continuing fraudulent conduct violated the Act and Commission Rules, as well
as the cease and desist order, and that Coleman failed to comply with his undertakings
pursuant to the Commission’s prior Order. CFTC v. Coleman, No. CIV 0362-3 (M.D. Ga.
filed September 13, 2001).
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CETC v. Marchiano, et al., No. 98-6564-CIV-SEITZ, Consent Order of Permanent

Injunction Against Defendant Gary V. Valletta (S.D. Fla. entered November 3, 2000)
(settlement of previously-filed case alleging acting as a principal and AP of a registered
IB without registering with the Commission and in violation of a prior Commission
Order; enjoined the remaining defendant, Gary Valletta, from further violations, and from
acting in aregistered capacity for two years).

Statutory Disqualification

The Commission investigates and prosecutes administrative registration cases based on
statutory disqualification (SD). While most SD actions are commenced by the NFA as part of
its delegated authority to handle registration functions for the Commission, the Commission
has retained authority to act directly in appropriate cases.

In re Excellent USA, Inc., et al. On August 20, 2001, the Commission filed a Notice of
Intent to Suspend, Revoke or Restrict Registration against Excellent USA, Inc., a
registered non-clearing FCM. The Commission’s notice alleged that the trading of two
Japanese firms through omnibus accounts at Excellent accounted for nearly all of
Excellent’s business. According to the notice, these Japanese firms regularly placed
spread orders—including simultaneously entered orders to buy and sell the same spread—
that resulted in the omnibus accounts holding an almost equal and offsetting position in
each futures month, which had the appearance of improper wash sales. The notice
charged that Excellent was subject to statutory disqualification from registration based on
the criminal conviction of Toshio Yokoyama, a principal of Excellent and the two
Japanese firms. 'Y okoyama was convicted in Japan of cheating and defrauding Japanese
customers in connection with the futures trading of the Japanese firms in the United
States. Inre Excellent USA, Inc. et al., CFTC Docket No. SD 01-01 (CFTC filed August
20, 2001).

In re Trendsystems, Inc. On August 24, 2001, the Commission filed a Notice of Intent
to Suspend, Revoke or Restrict Registration against Trendsystems, Inc., aregistered CTA,
and simultaneously accepted an offer of settlement from Trendsystems. The
Commission’s Order found that Trendsystems was subject to statutory disqualification
from registration based on a consent order of permanent injunction entered against him on
August 17, 2001 finding that Trendsystems committed fraud as a CTA. See CFTC .
Sephens, et al., No. 1:00-CV-0184-4, Consent Order of Permanent Injunction and Other
Equitable Relief (M.D. Ga. entered August 17, 2001). Without admitting or denying the
findings, Trendsystems consented to the entry of the Order that revoked its registration as
a CTA. Inre Trendsystems, Inc., CFTC Docket No. SD 01-02 (CFTC filed August 24,
2001).

Cooperative Enforcement
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Domestic Cooperative Actions

Cooperative enforcement efforts enhance the ability of the Commission’s Division of
Enforcement to promote compliance with, and to deter violations of, Federal commodity laws.
During FY 2001, the Division coordinated enforcement efforts with numerous local, Stete,
and Federal law enforcement and regulatory authorities and agencies, which resulted in the
filing of several administrative and injunctive actions. The Division’s cooperation with law
enforcement agencies also resulted in the filing of criminal charges by those agencies.

United States v. Juntilla. In October 2000, a grand jury returned an indictment against
Dolores Galdo Juntilla, charging wire fraud in connection with a scheme to defraud
investors through two companies, Omega FX-Texas, Inc. and Omega FX-USA, that
purportedly offered investors the opportunity to trade foreign exchange over the Internet
but, in fact, operated as a “Ponzi” scheme. Criminal No. CRH-00-707, Indictment (S.D.
Tex. filed October 16, 2000).

= United States v. Carles and DeJong. In October 2000, Fred Eric DeJong, a principal of
AC Trading Group, Inc., was sentenced pursuant to a plea agreement in the U.S. Didtrict
Court in San Francisco to 63 months in prison for money laundering, with a concurrent
sentence of 48 months for mail fraud, for his role in the commodity fraud first investigated
by Divison staff. Alexis Carles, a co-defendant, pled guilty to one count of mail fraud
arising from the same charges. In November 2000, Carles was sentenced to 60 months of
probation and ordered to make regtitution of $3,043,000. Criminal No. CR-99-0517,
Sentencing (N.D. Cal. entered October-November 2000). This criminal prosecution was a
direct result of the evidence developed in the Commission’s civil injunctive action against
the defendants filed in April 1997. CFTC v. AC Trading Group, Inc., et al., Civ. No. 97-
1360 (N.D. Cdl. filed April 17, 1997).

lowa v. Holland. In November 2000, Robert Holland was convicted of violating lowa
law in connection with his fraudulent solicitation of customers while working for an
alleged boiler room engaged in the business of selling illegal foreign currency options. At
the request of the lowa Attorney General, the Commission provided testimony at the trial
of thiscriminal action. Criminal No. FE-CR 007130 (Iowa, November 2000).

United States v. Chulik. In November 2000, Mark E. Chulik pled guilty to four counts of
fraud. His plea covered two counts of commodity fraud arising from the pool fraud
initially investigated by the Division. In January 2001, Chulik was sentenced to 15
months and ordered to pay restitution. Commission staff worked with the U.S. Attorney’s
Office for the Central District of California throughout this proceeding. Crimina No. CR
00-1044 DFP, Sentencing (C.D. Cd. entered January 30, 2001). In February 2000, the
Commission had obtained a consent order of permanent injunction and restitution in a
civil injunctive action against Chulik, which found that Chulik had committed fraud and
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acted as an unregistered CPO. CFTC v. Chulik, et al., No. 99-02412 GAF (C.D. Cal.
entered February 15, 2000).

=  United Statesv. Schroeder and United Statesv. Hermans. Carl John Hermans pled guilty
to two counts of wire fraud in the U.S. District Court in Los Angeles, and in September 2000
was sentenced to 15 months incarceration in federal prison (followed by three years
supervised release) and ordered to pay restitution of $387,000. In November 2000, Edward
W. Schroeder was sentenced to 15 months incarceration in federal prison (followed by
three years supervised release) and ordered to pay restitution of $2.7 million. Both had
been indicted on charges of mail fraud and money laundering. The indictment alleged that
during the Commission’s investigation and civil injunctive action charging Schroeder with
commodity pool fraud, Schroeder continued to engagein illegal trading by laundering money
through hidden accounts set up with Hermans assistance. Specificdly, it dleged that
Schroeder defied a court order in the Commission’s action freezing his assets in order to
continue making commodity trades and to withdraw money that was supposed to be
preserved for victims,

United States v. Goldinger. In December 2000, S. Jay Goldinger was sentenced to 12
months and one day in a federal prison camp (followed by three years of supervised
release) after his guilty plea for defrauding commodity investors. He was ordered to pay
restitution of $72,250,000, with the acknowledgment that his maximum payments are
expected to be $1,500 a month for three years for atotal of $54,000. Criminal No. CR 99-
1116-CBM, Sentencing (C.D. Cal. entered December 4, 2000). As a result of a
Commission walk-in inspection at Goldinger’'s firm, Capital Insight Brokerage, Inc.
(Capital Insight), and subsequent investigation by the Division staff, Goldinger turned
himself in and entered into a plea agreement with the U.S. Attorney’s Office. In
November 1999, the Commission had obtained a consent order of permanent injunction
and a $6 million disgorgement order in a civil injunctive action against Goldinger and
Capital Insight. CFTC v. Goldinger, et al., No. 99-11543 WMB (C.D. Cal. entered
November 12, 1999).

United States v. Szach. In January 2001, a grand jury returned an indictment charging
Scott N. Szach, the former chief financial officer of registered FCM Griffin Trading
Company, in connection with his unauthorized securities trading. Criminal No. 01CR
0008, Indictment (N.D. Ill. filed January 8, 2001). In May 2001, Szach pled guilty and
was sentenced to two years in prison (followed by two years of supervised release) for
wire fraud. The court also ordered Szach to pay full restitution of $2,096,580. The
Commission worked cooperatively with the U.S. Attorney’s Office for the Northern
District of Illinoisin this matter, and coordinated the filing and simultaneous settlement of
arelated administrative enforcement action on the same date as the criminal action. Inre
Szach, CFTC Docket No. 01-05 (CFTC filed January 8, 2001).
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United States v. Schenk. In January 2001, John Larry Schenk pled guilty and was
sentenced to 1-15 years for securities fraud and racketeering arising from his fraudulent
operation of several commaodity pools. The court also ordered Schenk to pay $637,516 in
restitution. Criminal Sentencing (D. Utah entered January 24, 2001). The criminad
complaint, filed January 6, 2000, arose from the same conduct for which Schenk was
charged in a Commission civil injunctive action filed in March 1998. An order of
permanent injunction was entered against Schenk in the civil action in May 2000. CFTC
v. Schenk, et al., No. 2:98 CV 00216J (D. Utah filed March 27, 1998).

United States v. Juechter, et al. In February 2001, a grand jury returned an indictment
against Adam Juechter, Thomas Paley, Karol Kawaec, Wendy Bishop, Brian Lodestro,
Christopher Arcoleo, and Jeffrey Freidman, charging them with wire fraud and conspiracy
to commit money laundering in connection with their fraudulent solicitation of more than
$3 million from retail customersto tradeillegal foreign currency futures contracts through
AYM Financid, Inc. (AYM). Crimina Indictment (filed February 13, 2001). The
criminal case arose from the same conduct for which AYM, Paley, Juechter, and AYM
employee Mark Kronish were charged in a joint civil injunctive action filed by the
Commission and the Arizona Corporation Commission on April 1, 1996. Consent orders
of permanent injunction were entered against the defendants in the civil action in October
1999. CFTC and Az. Corp. Comm'n v. AYM Financial Corp., et al., No. 96-CV-2640
(E.D. Pa. filed April 1, 1996).

United States v. Fleming. In February 2001, a grand jury returned an indictment
charging Edward Fleming with 15 counts of contempt. Criminal No. 01-10068-ALL,
Indictment (D. Mass. filed February 15, 2001). The indictment charged that Fleming
violated a series of court orders while acting as a court-appointed receiver in a
Commission civil injunctive action. CFTC v. U.S Investment Co., Ltd., et al., No. 81-
1070-MLW, Final Judgment (D. Mass. entered June 5, 1981).

United States v. Greer and Vaughan, et al. In March 2001, Philip B. Greer, Philip
Mark Vaughan, and others were indicted by a federal grand jury on 37 counts aleging
conspiracy, fraud, and money laundering. The indictment alleged a scheme to defraud
more than 500 investors out of $56 million, in part by using the name of a charitable
organization that supports missionary work abroad. Specifically, Greer, Vaughan, and
other conspirators were charged with creating a “Ponzi” scheme, and promising investors
that they would make an annual return of up to 84 percent because their company, Banyan
International Ltd., earned profits from a securities and commodity futures trading strategy
that was virtually risk free when, in fact, Banyan's investments resulted in substantial
losses of investor funds. On June 5, 2001, Greer pled guilty to commodity pool fraud in
violation of the CEA, as well as six counts of money laundering and fraud. On June 14,
2001, Vaughan pled guilty to five counts of money laundering and fraud. The indictments
were the result of a two-year investigation by the FBI, Interna Revenue Service (IRS),
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Postal Inspection Service, Secret Service, and the Commission. Crimina No. 3:01-CR11-
T, Indictment (W.D. N.C. filed March 15, 2001).

United Statesv. Dormagen. In March 2001, a grand jury returned an indictment against
Robert L. Dormagen, aleging that he committed fraud while acting as a CPO and
charging him with money laundering, unlawful monetary transactions, and wire, mail, and
bankruptcy fraud. Criminal No. 2:01-00093, Indictment (S.D. W.Va. filed March 22,
2001). The criminal complaint arose from the same conduct for which Dormagen was
charged in a Commission civil injunctive action filed in July 2000. CFTC v. Dormagen,
et al., No. 6:00-0567 (S.D. W.Va. filed July 3, 2000).

United States v. Bailey. In April 2001, the U.S. Attorney’s Office for the Southern
District of Ohio filed a criminal information against Jeffrey T. Bailey, charging him with
fraud, false reporting, and deception in connection with commodity futures contracts in
violation of the CEA, arising from his fraudulent solicitation of customers while acting as
a CPO in his own name and in the name of JMK Capital Management, Inc. (JMK).
Criminal No. CR 1 01 023, Information (S.D. Ohio filed April 12, 2001). On the same
day, the Commission filed a civil injunctive action against Bailey and MK, alleging that
they fraudulently solicited customers to invest in the pool and misappropriated funds.
CFTCv. Bailey, et al., No. G-1-01:212 (S.D. Ohio filed April 12, 2001).

CETC v. SunState FX, Inc., et al. On April 18, 2001, the CFTC filed a civil injunctive
action charging SunState FX, Inc. and Ulrich Garbe with fraudulent solicitation of
investors to trade foreign currency contracts, fraudulent operation of a commaodity pool,
illegal sale of commodity options, and registration violations. CFTC v. SunSate FX, Inc.,
et al., No. 01-8329-CIV-MORENO (S.D. Fa. filed April 18, 2001). As part of a
coordinated cooperative enforcement effort, the SEC aso filed a civil injunctive action
against SunState, Garbe, and others for violations of the federal securities laws arising out
of the same underlying facts.

CETC v. International Currency Strategies., Inc., et al. On April 20, 2001, the
Commission filed a civil injunctive action charging International Currency Strategies,
Inc., Fairfield Currency Group, Inc., Strategic Trading Group, Inc., Vaentin Fernandez,
Daniel Phillips, and Manny Kavekos with fraudulently soliciting customers to purchase
illegal foreign currency options and misappropriating customer funds. CFTC wv.
International Currency Strategies, Inc., et al., No. 01-8350 (S.D. Fa. filed April 20,
2001). The CFTC coordinated its action with the U.S. Attorney’ s Office for the Southern
District of Florida and the FBI. In arelated criminal action, the U.S. Attorney’s Office
indicted and arrested Fernandez, Phillips, and Kavekos for criminal violations arising out
of the same activities.

CETC v. Infinite Trading Group, L.L.C., et al. On April 30, 2001, the Commission
filed a civil injunctive action charging Infinite Trading Group, L.L.C., Shawn Christie,

CFTC Annual Report 2001 48



Division of Enforcement

Edward Cameron Lindsey, and Anthony Garcia with fraudulently soliciting customers to
trade illegal foreign currency options and misappropriating customer funds. CFTC v.
Infinite Trading Group, L.L.C., et al., No. 1:01-CV-1107 (N.D. Ga. filed April 30, 2001).
The Georgia Governor’s Office of Consumer Affairs and the U.S. Attorney’s Office for
the Northern District of Georgia assisted the Commission in its investigation of this
matter. The Commission coordinated the filing of its injunctive action with the Georgia
authorities who, on May 1, 2001, arrested Christie and Lindsey for criminal violations in
connection with their activities at Infinite Trading Group.

United Statesv. Callins. In May 2001, Edward M. Collins was sentenced to 97 months
imprisonment and ordered to pay $33 million in restitution after a jury found Collins
guilty of 11 counts of mail fraud. Criminal No. 99 CR 311, Sentencing (N.D. Ill. entered
May 24, 2001). In July 1994, the Commission had filed a related civil injunctive action
alleging that Collins, and others, committed fraud in connection with the operation of a
commodity pool. On February 6, 1997, the district court granted the Commission’s
motion for summary judgment finding that Collins had committed the violations, as
charged. CFTCv. Callins, et al., No. 94 C 4375 (N.D. Ill. filed July 19, 1994).

CETC v. Knipping, et al. On June 20, 2001, the Commission filed a civil injunctive
action against Edward W. Knipping and Time Traders, Inc., charging them with
fraudulently operating a commodity pool and misappropriating funds. CFTC v. Knipping,
et al., No. 01-163-P-H (D. Me. filed June 20, 2001). The Commission received the
assistance of the SEC in connection with this matter. Simultaneously with the filing of the
complaint, the U.S. Attorney’s Office for the District of Maine unsealed a criminal
complaint against Knipping, Time Traders, and another business, charging them with
fraud.

CFETC v. Mobley, et al. In July 2001, David Mobley, Sr., pled guilty to eight criminal
counts, including wire fraud, mail fraud, money laundering, and tax evasion. Criminal
No. 2:00-CR-71-FtM-29DNF (M.D. Fla. entered July 21, 2000). Maobley’s fraudulent
conduct was the subject of a Commission enforcement action alleging that Mobley, and
several entities that he owned or controlled, carried out a $59 million fraud on more than
170 investors in funds managed by Mobley and several of his entities. The civil
injunctive action was filed with the assistance of the FBI and coordinated with the filing
of arelated fraud action by the SEC. CFTC v. Mobley, et al., No. 00 Civ. 1317 (RCC)
(S.D.N.Y. filed February 22, 2000).

United States v. Bell and Rubel. In July 2001, a grand jury returned a ten-count
indictment against Scott Bell and R. Scot Rubel for alegedly cheating investors in
connection with their now-defunct hedge fund, Theta Group, LLC. The fund invested in
securities, securities options, and commodity futures. Bell and Rubel allegedly lured 32
wealthy individuals to invest more than $13 million in the hedge fund they managed, and
then took approximately $2 million for themselves while incurring trading losses of more
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than $4 million. The Commission and the SEC assisted the FBI in its investigation of this
matter. Criminal No. 01CR 0669, Indictment (N.D. Ill. filed July 25, 2001).

United States v. Wolf. In September 2001, Barry J. Wolf, a former Commission
registrant, was sentenced to five years in prison and ordered to pay nearly $3 million in
restitution in connection with his fraudulent solicitation of customers to invest in
commodity futures accounts that Wolf managed. In May 2001, Wolf had pled guilty to 13
counts of mail fraud and commodity fraud. The Commission assisted the Department of
Justice in its investigation of this matter. Criminal No. OOCR 0871, Sentencing (N.D. IlI.
entered September 13, 2001).

Other Domestic Cooperative Initiatives

During FY 2001, the Division of Enforcement participated in other domestic initiatives
designed to promote cooperation among U.S. authorities.

= Telemarketing and Internet Fraud Working Group. The Telemarketing and Internet
Fraud Working Group consists of representatives from State and Federal regulatory and
criminal authorities. At quarterly meetings, members discuss all aspects of telemarketing
and Internet fraud, including issues such as new scams, new uses of technology,
geographical hotspots for certain types of fraudulent activity, effective enforcement
techniques, and recent cases that establish relevant precedent in the area. In the past, the
working group has served as a vehicle to introduce authorities to, and train them to use,
the Consumer Sentinel Database, a clearinghouse for consumer complaints regarding
issues including telemarketing and Internet fraud.

=  Securitiesand Commodities Fraud Working Group. The Securities and Commodities
Fraud Working Group is a vehicle for public and private sector participants to discuss
current trends in financial crime in the securities, futures, and options industries and to
exchange ideas about enforcement techniques. The group, organized by the Fraud section
of the Criminal Division of the Department of Justice, meets on a quarterly basis. Its
members include criminal and regulatory authorities from State and Federal agencies and
representatives from various exchanges and other self-regulatory organizations.

= Money Laundering. The Commission participates in domestic and international anti-
money laundering cooperative enforcement efforts. On the domestic front, the
Commission is amember of the Money Laundering Strategy Working Group and the U.S.
Treasury Department’s Bank Secrecy Act Advisory Group. The Commission assists the
U.S. Treasury in its Magnitude of Money Laundering Project. Internationally, the
Commission assists the U.S. delegation to the Financial Action Task Force.

Consumer Protection Initiatives Committee. The Consumer Protection Initiatives
Committee was created by the Attorney General’s Council on White-Collar Crime to
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coordinate agency consumer protection programs. Committee goals include minimizing
duplication of consumer protection efforts by sharing information on various fraud
prevention and enforcement initiatives, developing interagency consumer protection
initiatives focusing on enforcement, deterrence, and public awareness; and facilitating
referrals of cases with strong criminal implications to the Department of Justice and the
U.S. Attorney’ s Offices.

International Cooperation

Asthe number of financial transactions that cross national borders has continued to grow, the
Division of Enforcement and its foreign counterparts have found it increasingly necessary to
share documents and testimony, and to conduct joint investigations. In FY 2001, the Division
made 89 requests for assistance to foreign authorities, and it received 16 requests from
authoritiesin foreign jurisdictions. The information exchanged between the Commission and
foreign authorities has included registration and disciplinary histories of U.S. and foreign
firms and individuals, as well as evidence (including testimony and bank and brokerage
account records) for use in investigations and enforcement actions.

During FY 2001, the Commission participated in the following international initiatives
designed to promote cooperation among authorities.

International Cooperative Arrangement. On June 25, 2001, the Commission signed a
Memorandum of Understanding (MOU) with the Capital Markets Board of Turkey
concerning consultation and cooperation in the administration and enforcement of futures
laws. The MOU provides a framework for the authorities to share information and to
extend assistance to one another in taking statements, collecting information and
conducting investigations, and thus facilitates cooperation in cross-border investigations
of potential violations of the futures laws.

Standing Committee on Enforcement and I nfor mation-Sharing. During FY 2001, the
Divison of Enforcement continued to participate in the Standing Committee on
Enforcement and Information-Sharing (SC4) of the Technical Committee of the
International Organization of Securities Commissions (I0SCO). SC4 considers issues
and formulates recommendations relating to international assistance in the detection,
investigation, and prosecution of securities and futures violations.

On April 23, 2001, SC4 hdld an Internationa Internet Surf Day participated in by 38
regulators in 35 countries. The Divison contributed to the organization of the event and
prepared the instructional materials and reporting forms.  During the event, SC4 members
surfed the Internet to detect fraudulent or otherwise illegal schemes involving investment and
trading opportunities in securities and derivatives. The Internet websites identified for follow-
up review by the Commission (and NFA) involved commodity futures and options in a
variety of settings, including computerized trading systems promising highly successful buy
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and sell sgnals; trade recommendations based on seasonal trendsin the prices of commodities
such as heating oil and gasoline; and purported profit opportunities on commodities such as
foreign currencies, precious metals, and stock indices.

On June 14 and 15, 2001, the Commission and the SEC jointly hosted a third Internet
Surveillance Training Program for relevant enforcement staff from 1OSCO members. The
program was held at the Commission’s Washington, D.C. headquarters. This training
program brought together experts from regulatory authorities with Internet enforcement
programs to provide instruction in Internet surveillance techniques. The Commission
invited foreign and domestic authorities, including the FBI, to share their knowledge and
experience at the training program. The program was attended by 22 participants from 17
jurisdictions.
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Table 1
ENFORCEMENT CASES FILED DURING FY 2001
LISTED BY PROGRAM AREA

Name of Case Press Date
Release Filed
No.
lllegal Instruments — Foreign Currency Cases
CFTC v. SunState FX, Inc., et al. 4508-01 04/18/01
CFTC v. International Currency Strategies, Inc., et al. 4513-01 04/20/01
CFTC v. Infinite Trading Group, L.L.C., et al. 4513-01 04/30/01
CFTC v. International Monetary Group, Inc., et al. 4528-01 06/18/01
CFTC v. Acro Information Service, Inc., et al. 4551-01 08/09/01
CFTC v. Fintrex, Inc., et al. 4551-01 08/09/01
CFTC v. World Banks Foreign Currency Traders, Inc. et al. 4563-01 08/23/01
Manipulation Cases
In re Eisler, et al. 4542-01 07/11/01
In re Avista Energy, Inc., et al. 4555-01 08/21/01
In re Johns 4555-01 08/21/01
In re DiPlacido, et al. 4555-01 08/21/01

Speculative Limit Violation Cases
In re Mersch 4471-01 11/07/00
In re Saberi 4533-01 06/26/01

Fraudulent Trade Allocation Cases

In re U.S. Securities and Futures Corp. et al. 4465-00 10/26/00
CFTC v. Brown and Thompson, et al. 4476-00 11/21/00
Trade Practice Fraud Cases

In re Coppola, et al. 4487-01 01/10/01
In re Merolla, et al. 4487-01 01/10/01

Commodity Pool Fraud Cases

In re Fleyshmakher 4470-00 11/29/00
CFTC v. O’Herron, et al. 4482-00 12/14/00
CFTC v. Balley, et al. 4507-01 04/12/01
CFTC v. Knipping, et al. 4529-01 06/20/01
In re Gilkerson 4536-01 06/29/01
CFTC v. R&W Capital Management, Inc., et al. 4549-01 08/06/01
CFTC v. Duncan, et al. 4565-01 08/30/01
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Name of Case Press Date
Release Filed
No.

Managed Accounts And Trading Systems Cases

CFTC v. Stephens, et al. 4463-00 10/24/00

In re Fishback, et al. 4474-01 07/02/01

In re Gramalegui 4544-01 07/12/01

In re Global Telecom, Inc., et al. 4545-01 07/18/01

In re Pennings, et al. 4545-01 07/18/01

In re Sheaves 4573-01 09/28/01

IB Solicitation Fraud Cases

In re Madison Financial Group LLC, et al. 4523-01 06/06/01
In re First Investors Group of the Palm Beaches, Inc., et al. 4527-01 06/19/01
In re Gladstone 4564-01 09/04/01

Supervision and Compliance Cases

In re Szach 4486-01 01/08/01
In re New York Futures Exchange, Inc. 4542-01 07/11/01
In re Excellent USA, Inc., et al. 4553-01 08/20/01
Inre LFG, L.L.C 4553-01 08/20/01

Violation Of Commission Orders

CFTC v. Brown 4502-01 03/27/01
In re Varner 4522-01 05/31/01
Inre Lee 4543-01 07/12/01
CFTC v. Heffernan 4568-01 09/11/01
CFTC v. Coleman 4568-01 09/13/01

Statutory Disqualification Cases
In re Excellent USA, Inc. et al. 4453-01 08/20/01
In re Trendsystems, Inc. 4562-01 08/24/01

CFTC Annual Report 2001 54



Division of Enforcement

Table 2

INJUNCTIVE ACTIONS

Fiscal Year Actions Initiated Defendants Named
1992 18 50
1993 11 60
1994 10 34
1995 11 27
1996 17 45
1997 17 43
1998 18 96
1999 20 61
2000 12 57
2001 17 51
Table 3

ADMINISTRATIVE ACTIONS

Fiscal Year Actions Initiated Respondents Named
1992 36 79
1993 45 72
1994 33 60
1995 41 72
1996 21 32
1997 23 48
1998 23 47
1999 25 47
2000 41 68
2001 27 52
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Table 4

PERFORMANCE STATISTICS - FY 2001

CASES
Opened 44
Closed 33
Pending 94

SANCTIONS ASSESSED?
Administrative Cases

Persons Subject to Cease and Desist Orders: 23
Persons Subject to Trading Prohibitions: 12
Persons Subject to Registration Suspensions, Denials or 11
Revocations:
Amount of Civil Monetary Penalties [$000]°: 3,271
Number of Persons Assessed: 23
Amount of Restitution or Disgorgement Ordered [$000]:> 75
Number of persons assessed: 6
Civil Cases

Persons Enjoined:
Ex parte Restraining Orders 39
Preliminary Injunctions 32
Permanent Injunctions 18
Equity Receivers Appointed: 3
Assets Placed Under Receiver’s Protection [$000]: 0
Amount of Civil Monetary Penalties [$000] *: 12,284
Number of persons assessed: 15
Amount of Restitution or Disgorgement Ordered [$000]°: 7,612
Number of persons assessed): 19

! This report includes only those sanctions that became final during FY 2001. This includes sanctions
assessed in settled matters and unappealed decisions of the Commission, U.S. district courts, or U.S.
courts of appeals.

% Of this amount, $481,350 was ordered paid pursuant to multi-year payment plans in which the actual
amount paid by the respondent depends upon the level of his/her income during the time period of the
g)ayment plan.

Of this amount, $16,350 was ordered paid pursuant to a multi-year payment plan in which the actual
amount paid by the respondent depends upon the level of his income during the time period of the
payment plan.

* Of this amount, $2,023,287 was ordered paid pursuant to multi-year payment plans in which the
actual amount paid by the defendant depends upon the level of her/his income during the time period
of the payment plan.

® Of this amount, $3,073,663 was ordered paid pursuant to multi-year payment plans in which the
actual amount paid by the defendant depends upon the level of her/his income during the time period
of the payment plan.
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Division of Economic Analysis

One of the Commission's principa responsbilities is to assure that futures markets operate
competitively, free of manipulation or congestion, and serve the risk-shifting and price-discovery
needs of the U.S. and world economies. Division of Economic Analysis (DEA) programs—
Market Surveillance, Market Analysis, and Market Research—focus on these objectives. DEA
periodically examines the effectiveness of its programs and seeks to ingtitute revisions that
reduce the costs of compliance.

Commodity Futures Modernization Act of 2000 (CFMA). During FY 2000, the
Commission proposed far-reaching and fundamental changes to its procedures for listing new
futures contracts offered by U.S. exchanges. These changes responded to the concerns of U.S.
futures exchanges that their ability to list new contracts without delay is important to their
continued competitiveness, particularly with foreign exchanges. The Commission adopted
procedures alowing an exchange to list new contracts one day after the exchange files a notice
with a certification that the contract meets the Commission’s requirements. The certification, in
conjunction with the fast-track procedures for approval of new contracts adopted previoudy by
the Commission, ensure that the benefits of new contracts can be brought to the marketplace as
soon as possible.

These new procedures, codified in the CFMA enacted in December 2000, are designed to help
ensure that the benefits of amended contracts are made available to market participants in an
expeditious manner. The Commission issued rules implementing these provisions on August 10,
2001.

New Product Filings. InFY 2001, the exchanges submitted 28 filingsto list new futures and
option contracts to the Commission. Of the 28 contracts filed, 11 were submitted for
Commission approva and 17 were submitted under exchange certification procedures.

Section 4p. The CFMA added a new section 4p to the Commodity Exchange Act (CEA or
Act) that requires the Commission to consider ways to encourage and facilitate bona fide
hedging by agricultural producers and to encourage the exchanges to assist producers in the use
of futures and option markets for this purpose. In particular, section 4p provides that the
Commission shall consider issuing rules or orders which: (1) prescribe procedures under which
each exchange is to provide for orderly futures delivery, including temporary storage costs, of
agricultural commodities; (2) increase the ease with which domestic agricultural producers may
participate in contract markets, including by addressng cost and margin requirements,
(3) provide flexibility in the sizes of agricultural futures and option contracts to better allow
domestic agricultural producers to hedge such price risk; and (4) encourage contract markets to
provide information and otherwise facilitate the participation of domestic agricultural producers
in contract markets. Division staff conducted a review of relevant information from the
exchanges as well as other sources and plan to issues areport addressing these requirements.
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New Exchange Filings. Divison staff participated as team members or team leaders on
interdivisonal teams reviewing new contract market designation applications, including
BrokerTec (BTEX) and Nasdag LIFFE which were approved by the Commission thisfiscal year.
Division staff also participated in discussions with severa other entities that are planning to
conduct trading in futures and options.

Enforcement Support. Divison staff provided technical support to the Divison of
Enforcement on a number of cases regarding fraud and manipulation in precious metals, energy,
and currency trading. The staff also testified in several cases requiring expert information on the
economic functions and uses of futures contracts.

Market Analysis

To serve the vital price discovery and hedging functions of futures and option markets,
exchanges must list products for trading that are not readily susceptible to manipulation and they
must have an appropriate ongoing oversight program. Appropriate contract design minimizes the
susceptibility of contracts to manipulation or price distortion. A key element of the
Commission’s market surveillance effort is analysis of the terms and conditions of contracts to
ensure that they meet the Commission’s rules and policies. The Market Analysis subprogram
reviews new contracts as well as rule changes of economic significance to existing contracts to
ensure that contracts are in compliance with statutory and regulatory anti-manipulation
requirements. The reviews foster markets free of disruptions or price manipulations and provide
the Commission and other interested parties with essential market information to conduct
effective surveillance and to address regulatory and public interest issues. Deficiencies in the
terms and conditions of futures and option contracts increase the likelihood of cash, futures, or
option market disruptions and decrease the economic usefulness and efficiency of the contracts.

New Futures and Option Contract Filings. During FY 2001, the staff completed
economic reviews of 28 new futures and option contracts; these include 11 applications for
approval of new futures or option contracts and 17 filings of new contracts under exchange self-
certification procedures. Highlights of the new contracts are as follows.

=  When-Issued Treasury Notes. The Commission approved the BTEX when-issued Treasury
bond and when-issued two-year, five-year, and ten-year Treasury note futures contracts. The
staff reviewed similar when-issued Treasury bond and note contracts submitted by Cantor
Financial Futures Exchange (CFFE) under certification procedures. The CFFE ten-year
when-issued Treasury note contract also was approved by the Commission at the exchange's
request. These are the first contracts based on when-issued U.S. Treasury instruments.
These innovative contracts are designed to provide an additiona risk management tool to
help government securities dealers, banks, and institutional traders protect against interest
rate risk. The Commission approved the OnExchange Board of Trade's five-year Treasury
note futures contract, and staff reviewed the Chicago Board of Trade's (CBOT's) mini-sized
U.S. Treasury bond, mini-sized long-term U.S. Treasury note, and mini-sized three-month
Eurodollar futures contract submitted under self-certification procedures.
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= Chemical Products. The Chicago Mercantile Exchange (CME) submitted benzene and
mixed xylenes futures during this fiscal year. These contracts are the first contracts based on
chemicals to be developed by a U.S. exchange. The contracts offer a risk management tool
for oil refiners, petrochemica firms, and end users. The benzene futures contract was
submitted for Commission approval, while the mixed xylene futures contract was filed under
self-certification procedures.

= U.S Equity Indexes. Commission staff reviewed certification filings by the CME and New
York Cotton Exchange (NYCE) for mini-Russell 1,000 index futures contracts and the
CBOT for its mini-sized Dow futures contract. These contracts provide institutional
portfolio managers with additional means of hedging risks associated with U.S. equity
portfolios.

* |nterest Rates. The CBOT filed a mortgage contract under the self-certification procedures.
This new contract is more specificaly tailored to the individual needs of firms active in the
mortgage-backed security business.

= Additional Crude Oil Contracts. The Commission approved four additional New Y ork
Mercantile Exchange (NYMEX) crude oil futures contracts-West Texas sour, West Texas
intermediate (WTI) Midland, light Louisana sweet, and mars crude oil futures contracts.
These contracts provide energy market participants with risk management tools that are more
closaly tailored to the cash markets in the Gulf and West Texas areas. Under certification
procedures, NYMEX submitted Brent crude oil futures and option contracts plus a
WTI/Brent spread option contract.

= Precious Metals. The CBOT submitted under certification procedures mini-sized gold and
mini-sized silver futures contracts.

Foreign Stock Index No-Actions. Market Analysis staff conducted economic reviews of
no-action requests from several foreign exchanges wishing to offer foreign stock index futures
contracts to U.S. customers. These included the Italian Derivatives Market's mini-mib-30, the
London International Financial Futures and Options Exchange's mini-FTSE 100, the Tokyo
Stock Exchange's S& P/Topix 150, and the MEFF RV's S& P Europe 350 and S& P Euro stock
index futures contracts.

Rule Changes. During FY 2001, Division staff completed economic reviews of 166 rule
amendment filings for existing futures and option contracts. Forty of the rule changes were
submitted for review and approval, while 126 were filed under exchange self-certification
procedures.

Significant rule changes approved this year include:
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The addition of the European delivery points for the Coffee, Sugar, and Cocoa Exchange
(CSCE) coffee"C" futures contract.

= Changes to the circuit breaker provisions of selected CME and Kansas City Board of Trade
(KCBOT) stock index contracts to remove the 2.5 percent shock absorber price limit.

= Revisons to the CBOT and MidAmerica Commodities Exchange (MACE) grain, soybean,
and soybean products futures contracts to adopt procedures for the transfer of electronic
shipping certificatesto effect futures delivery.

= Changestothe NY CE cotton futures contract to modify the quality standards for deliverable
cotton by increasing the alowable grams per tex strength, changing the micronaire standard,
and the quality differentias.

= Modifications to the cash settlement provisions of the CBOT long-term municipal bond
futures contract regarding survey procedures.

= Addition of live-graded delivery points for the CME live cattle futures contract, and changes
to the ingpection and grading provisions of that contract.

= Maodifications to the CBOT's interest rate swap contracts and a filing to reactivate trading in
those dormant contracts.

= Adoption of position accountability provisions, in lieu of speculative limits, for NYMEX
energy contracts.

Market Surveillance

Futures prices are widely quoted and disseminated throughout the U.S. and abroad. Business,
agricultural, and financia enterprises use futures markets for pricing information and for hedging
against price risk. Participants in commercial transactions rely extensively on prices established
by the futures markets. Prices established by the futures markets directly or indirectly affect all
Americans. They affect what we pay for food, clothing, and shelter. Since futures and option
prices are susceptible to manipulation and excessive volatility, and since producers and users of
the underlying commodities can be harmed by manipulated prices, preventive measures are
necessary to ensure that market prices accurately reflect supply and demand conditions.

CFTC surveillance economists monitor al actively-traded futures and option markets to detect
and prevent price manipulation. They routinely review the positions of large traders, futures and
cash price relationships, and supply and demand factors to detect threats of price manipulation.

The Market Surveillance staff works closely with the exchanges and other government agencies
to deal with any potential market threats that may develop. The staff informs the commissioners
and senior CFTC staff of potential problems and significant market developments at weekly
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surveillance briefings so that the Commission is prepared to take prompt regulatory action when
warranted.

Terrorist Attacks of September 11, 2001. The Commission’s eastern regional officein the
World Trade Center was destroyed on September 11; fortunately, al Commission staff escaped
without serious injury. The trading floor of the New York Board of Trade also was destroyed.
Some surveillance records were lost, but the most critical surveillance data were retained
electronicaly or in duplicate files in another office. Temporary office space for the
Commission's New York staff was quickly located. Survelllance staff in other locations
monitored New York futures markets when they resumed trading and maintained the daily
surveillance information systems while the New Y ork steff relocated.

Financial Markets. During FY 2001, Market Surveillance staff closely monitored the
financia futures and option markets as significant slowing in U.S. economic growth and falling
corporate profits caused sharp declines in domestic equity indices. The Nasdag 100 index lost
more than two-thirds of its value during the year, while the S& P 500 index and the Dow Jones
industrials index declined about 30 percent and 19 percent, respectively. These declines were
accompanied by periods of high price volatility in the indices and in futures and options on those
indices. The September 11 attacks created both physical and psychologica damage to the
financial markets and threatened to tip the already slowing economy into a recession.

The dowdown in U.S. economic growth principally was caused by an inventory correction and
by a sharp decline in investment spending. Slowdown in demand for technology products was
especially severe—over-investment and high debt levels in the telecommunication and internet
infrastructure industries resulted in sharply curtailed capital expenditures that quickly spread
down the supply chain. Semiconductor and other computer-related industries were hurt by a
sharp dowdown in demand for persona computers, for both the business and home markets.
Consumer spending, which had remained reasonably strong for much of the year, showed signs
of weakening before September 11 and suffered a severe jolt thereafter.

In response to the sharp dowdown in economic growth, beginning during the fourth quarter of
2000, the Federal Reserve Board (FRB) very aggressively began to cut the target for the Federal
fundsrate. During FY 2001, the FRB cut this rate eight times, reducing it from 6.5 percent to 3.0
percent. The actual and anticipated easing of monetary policy put downward pressure on interest
rates, especially at the short end of the yield curve. However, rates at the long end of the yield
curve were held up by, among other things, a sharp decline in the U.S. budget surplus, both as a
result of reduced revenue due to the sowing economy and increased government spending in
response to the September 11 attacks. These factors caused a significant stegpening of the yield
curve. The volatility at the short end of the yield curve led to sharply increased trading activity
in Eurodollar and Federal funds futures and option markets.

Throughout this turbulent year, and especialy in the aftermath of September 11, staff conducted
heightened surveillance of equity index and interest rate futures and option markets, and shared
information with other financia regulators. Staff aso participated in preparing the

61 CFTC Annual Report 2001



Division of Economic Analysis

Commission’s regulatory structure for trading of security futures products and worked on
developing a survelllance program, including a large trader reporting program, for these
products.

Energy Markets. In response to strong demand during a period of low inventories, energy
prices reached either record-high prices or the highest prices recorded since the Gulf War in
1991. Naturd gas futures prices hit an al-time high of $10.10 per million BTUs on December
27, 2000. Spot heating oil futures reached a high of $1.0962 per gallon on November 20, 2000.
The prices of these heating fuels reflected potentially severe shortages going into the winter
months, when colder than normal temperatures in November and December sharply increased
demand and strained the industry’s ability to produce heating fuels. Increased production and
imports of heating oil and natural gas, combined with moderating temperatures and slowing
economic activity, resulted in dramatic price declines for natural gas and heating oil during
January and February 2001.

During the spring of 2001, gasoline hit record-high prices as the summer driving season
approached. Spot futures prices peaked at $1.175 per gallon on May 24, 2001. Low inventories
of gasoline and of the components required for the cleaner summer gasoline blends and
extensive refinery outages caused serious concerns about the adequacy of gasoline supplies and
sharply higher prices.

Surveillance staff carefully monitored the monthly expirations of the natural gas, crude oil,
heating oil, and gasoline futures markets during this period of unusual price volatility to assure
that the actions of large traders did not exacerbate an aready tight supply and demand balance
for these commodities.

Livestock Markets. Pork belly futures on the CME were characterized by extremely small
deliverable supplies, particularly at the end of the 2000-2001 marketing season. Numerous
traders held positions going into contract expiration that exceeded deliverable supply, and so
Market Surveillance staff initiated frequent contacts with large traders and CME surveillance
staff during each expiration. Severa live cattle futures expirations aso required specid
surveillance attention because traders with large long positions maintained sizeable positions late
into the delivery month. Frequent contacts with large traders and exchange staff resulted in
orderly liquidations of these contracts.

Large Trader Reporting. The Commission upgraded its market surveillance system by
improving its operational speed, particularly in the Commission’s regional offices. Exchanges
began electronic transmission of survelllance data and submitted it earlier so Commission
surveillance economists have more time for analysis. In October 2000, the Commission began
publication of its Commitments of Traders reports on aweekly (rather than biweekly) basis.
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Market Research

Market Research staff conducts research on major policy issues facing the Commission; assesses
the economic impact of CFTC regulatory changes on the futures markets and other sectors of the
economy; participates in the development of Commission rulemakings, provides expert
economic support and advice to other Commission divisions, and conducts special market
studies and evaluations.

Market Research staff participated in the development of Commission policies concerning new
derivative instruments and trading mechanisms in futures markets. The Market Research staff
also studied issues related to consolidation, fragmentation, and segmentation resulting from the
introduction of alternative executive procedures in futures markets. The staff also examined
margin requirements of single stock futures in foreign countries, and the issues of transparency,
liquidity, and aternative block trading rules in futures markets. The staff aso completed a
research project entitled, “Market Qualities and Electronic Trading Versus Open-Outcry Trading
System: an Intraday Analysis of S& P 500 Versus E-Mini S& P 500 Futures.”

Market Research staff examined the impact of changes of new contract specifications on the
hedging performance of the corn, soybean, and live cattle futures contracts. The staff also
conducted research on risk management issues, including aternative market- and credit-risk
measurements, stress tests, and risk-based capita requirements.

Market Research staff provided educational services for Commission staff, including the
organization of economic and financia seminars for the Commission. Distinguished speakers
from academia, industry, and government agencies were invited to present their state-of-the art
research results related to futures and options on futures markets and regulatory issues. Research
staff also presented papers and provided consultation to other government agencies, including
foreign regulatory bodies, regarding issues related to commodity futures and option trading.
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Division of Trading and Markets

The Division of Trading and Markets (Division or T& M) develops, implements, and interprets
regulations that protect customers, prevent trading and sales practice abuses, and assure the
financia integrity of the futures markets and firms holding customer funds. In addition, the
Division oversees the compliance activities of the futures industry self-regulatory organizations
(SROs), which include the U.S. commodity exchanges and the National Futures Association
(NFA), as well as their clearinghouses. The Division also conducts trade practice surveillance,
performs financial and sales practice compliance audits of registrants, reviews exchange and
futures association rule amendments and submissions, and oversees the registration of industry
professionals.

Regulatory Reform

The Commodity Futures Modernization Act (CFMA), enacted in December 2000 reflects the
same philosophy as that of the Commission’s new regulatory framework proposed in FY 2000.
The CFMA was designed to provide greater legal certainty to the status of various financial
products, to make the Commission more an oversight than a frontline regulator, and to provide
different levels of regulation based on the type of products and participants involved. During FY
2001, the Commission undertook a number of rulemakings and other regulatory initiatives to
implement the CFMA and to facilitate the continued development of an effective, flexible
regulatory environment responsive to evolving market conditions.

Implementation of a New Regulatory Framework. In August 2001, the Commission
adopted rules to implement the statutory framework mandated by the CFMA that consists of a
two-tiered structure of trading facilities, designated contract markets, and registered derivatives
transaction execution facilities (DTFs). Various other market structures, either totally or mostly
exempt from Commission regulation, were aso recognized.

Derivatives Clearing Organizations. The CFMA provides for regulation by the
Commission of certain derivatives clearing organizations (DCOs). In August 2001, the
Commission adopted rules to specify the form and to provide guidance for the content of
applications for DCO registration, and the procedures for processing such applications. These
rules help the Commission to oversee the operations and activities of DCOs and to enforce
compliance by DCOs with core principles and other provisions of the Commodity Exchange Act
(CEA) and Commission regulations.

Notice-Designation and Exemption Procedures for Contract Markets in Security
Futures Products. In August 2001, the Commission adopted rules that permit national
securities exchanges, national securities associations, and alternative trading systems to be
designated contract markets in security futures products. The new rules also establish
procedures for these entities to apply for exemptions from Commission regulation.
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Notice Registration of Securities Broker-Dealers To Trade Security Futures
Products. In August 2001, the Commission adopted rules providing for notice registration of
Securities and Exchange Commission (SEC)-registered securities broker-dedlers as futures
commission merchants (FCMs) or introducing brokers (IBs) for the limited purpose of
conducting transactions in futures on individual equity securities or on narrow-based equity
indices. The Commission also delegated to the NFA the processing functions for such notice
registration.

Requests for Exemptive Orders by Securities Broker-Dealers Trading Security
Futures Products. In August 2001, the Commission adopted rules to establish procedures
whereby securities broker-dealers that are either notice registered as FCMs or IBs for the limited
purpose of trading security futures products, or exempt from floor broker or floor trader
registration by virtue of restricting their commodity interest trading to security futures products,
may apply for, and be granted, orders providing exemption from provisions of the CEA and
Commission rules in addition to the provisions from which such broker-deaers are specificaly
exempted by the terms of the CFMA.

Margin for Security Futures Products. In September 2001, the Commission and the SEC
jointly proposed rules to govern customer margin for security futures products. In March 2001,
the Board of Governors of the Federal Reserve System had delegated its authority over customer
margin for security futures products jointly to the Commission and the SEC, in accordance with
the CFMA. As required by the CFMA, the proposed rules are intended: (1) to preserve the
financia integrity of markets trading security futures products; (2) to prevent systemic risk; and
(3) to set margin requirements comparable to those for security options.

Treatment of Customer Funds and Financial Responsibility Rules Concerning
Security Futures Products. In September 2001, the Commission and the SEC jointly
proposed rules concerning the treatment and protection of customer funds used for trading
security futures products. This joint rulemaking is in response to the CFMA mandate to avoid
duplicative or conflicting rules in this area. The proposed rules would provide the framework
for determining whether a particular customer’s funds are subject to and protected under the
securities laws and provisions of the Securities Investor Protection Act or the Commission’s
rules providing for segregation of customer funds.

Dual Trading. In July 2001, the Commission proposed rules to restrict dual trading by floor
brokers in security futures products. The dud trading restriction would affect floor brokers that
trade security futures products through open outcry on the trading floor of a designated contract
market or registered derivatives transaction execution facility. The proposed rules would
provide for certain exceptions to the restriction, including provisions for the correction of errors,
customer consent, spread transactions, and market emergencies. The proposed rules also would
provide an exception based on unique or specia characteristics of an agreement, contract, or
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transaction, or of the designated contract market or registered derivatives transaction execution
facility.

Rules Related to Intermediaries of Commodity Interest Transactions. In August
2001, the Commission again proposed rule changes to streamline regulations and to eliminate
unnecessary regulations affecting intermediaries in the areas of registration procedures and
requirements, fitness and supervison, financial and segregated funds requirements, risk
disclosure and account statement requirements, trading standards, and recordkeeping matters.
The substance of these proposals was part of the Commission’s regulatory framework proposed
in FY 2000.

Rules Permitting Certain Customers to “Opt-Out” of Customer Funds
Segregation Requirements. In April 2001, the Commission adopted rules permitting
certain customersto opt out of having their funds segregated by an FCM for trades on or through
aDTF. Asamended by the CFMA, the CEA provides that a registered DTF may authorize an
FCM to offer its customers that are digible contract participants (generally, institutional
customers) the right not to have the customer’s funds that are carried by the FCM, for purposes
of trading on aregistered DTF, separately accounted for and segregated. The new rules specify
the conditions under which such an opt-out may be accomplished.

Privacy Disclosures and Restrictions on Use of Nonpublic Customer
Information. In April 2001, the Commission adopted rules implementing notification
requirements and restrictions on the ability of financial institutions subject to its jurisdiction to
disclose nonpublic persona information about consumers to nonaffiliated third parties. Under
the CFMA (and Title V of the Gramm-Leach-Bliley Act), the Commission is required to adopt
regulations to limit the instances in which FCMs, IBs, commodity pool operators (CPOs), and
commodity trading advisors (CTAS) subject to Commission jurisdiction may disclose nonpublic
personal information about a consumer to nonaffiliated third parties, and to require those entities
to disclose to their customers their privacy policies and practices with respect to information
sharing with both affiliates and nonaffiliated third parties.

Advisory on Foreign Currency. In February 2001, the Commission issued an advisory
clarifying that the CEA and Commission jurisdiction apply to foreign currency futures and
options trading involving retail customers, and that such trading on an off-exchange basis is
legal only if the counterparty is aregulated financia entity enumerated in the CEA (as amended
by the CFMA). FCMsand their affiliates are included in the enumerated categories.

Study and Report to Congress. The CFMA requires the Commission to study the CEA,
Commission rules, and orders governing the conduct of persons required to be registered under
the CEA, and to submit a report to the Senate and House Agriculture Committees identifying:
(2) core principles the Commission has adopted or intends to adopt to replace Commission rules;
(2) rules that the Commission decides to retain and the reasons therefor; and (3) the regulatory
functions that the Commission performs that can be delegated to a registered futures association

67 CFTC Annual Report 2001



Division of Trading and Markets

(RFA) and the functions that the Commission has determined must be retained and the reasons
therefor. In August 2001, staff sought public comment and views of the public, registrants,
RFAs, and registered entities for this study as required under the CFMA. Due to the industry’s
need to prepare for other changes, such as security futures products, severa industry groups
requested a postponement of the due date set forth in the CFMA, December 21, 2001. In
response to these comments, the Commission recommended to its Congressional oversight
committees that the study due date be delayed for six months, until June 21, 2002.

Trading Facilities and DCO Review Procedures. The Commission established interna
procedures to facilitate the review and disposition of new market applications and filings made
pursuant to the new regulatory framework for trading facilities and DCOs. In particular, these
procedures will facilitate the Commission’s implementation of regulations that require that the
application for a designated contract market be reviewed within 60 days, the application for
registration as a derivatives transaction execution facility be reviewed within 30 days, and the
application for registration as a DCO be reviewed within 60 days.

Exemptive Relief and Guidance

In FY 2001 the Division responded to a high volume of requests for guidance concerning the
applicability of Commission regulations to specific transactions, products, persons, and market
circumstances. Division staff issued 274 exemptive letters, no-action positions, and interpretive
guidance in response to written requests from members of the public and the regulated industry.
Staff also issued 162 responses to requests for guidance received through the Commission's
website and responded to more than 2,200 telephone inquiries concerning the application of
Commission requirements.

Response to the Attacks of September 11, 2001. On September 19, 2001, the
Commission issued a statement of policy advising registrants that as a result of the financial
market disruptions caused by the terrorist attacks on September 11, 2001, the Commission had
determined to provide temporary relief from compliance by registrants with certain regulatory
requirements, including certain required computations, filing deadlines, and recordkeeping
requirements. The Commission recognized that circumstances may make additiona relief
appropriate in certain cases and encouraged affected registrants to contact NFA, their designated
self-regulatory organization, or Commission staff in that regard.

Access to Foreign Board Automated Trading Systems in the U.S. The Commission
continued the policy that was resumed in FY 1999 of issuing no-action letters in response to
requests by foreign boards of trade to place electronic terminals in the U.S. without requiring
those boards of trade to be designated as contract markets (the first such letter was issued in FY
1996). In November 2000, a no-action letter was issued to Eurex Zurich Ltd. (Eurex CH) in
connection with the placement of terminals in the U.S. to provide access to the Eurex CH
automated trading system. In March 2001, staff granted no-action relief to the London Metals
Exchange with respect to access to its automated trading systems from within the U.S. The staff
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also issued supplemental relief in May 2001 to LIFFE for an additional broad-based stock index
futures product and in July 2001 to the Hong Kong Futures Exchange Ltd., and the Sydney
Futures Exchange Corporation Ltd. to permit direct access by non-exchange member
participants.

Review and Approval of Exchange Rules

The Division’s review of new exchange, clearing organization, and NFA rulesis akey aspect of
the statutory framework for self-regulation under Commission oversight. Staff review SRO rule
submissions with a view toward maintaining the fairness and financial integrity of the markets;
protecting customers, accommodating and fostering innovation; and increasing efficiency in
self-regulation consistent with Commission statutory mandates. To these ends, the Division
reviewed 220 SRO rule submission packages and, within those packages, staff reviewed 1,300
new rules and rule amendments. The Division aso established internal procedures to facilitate
the review and disposition of new market applications and filings made pursuant to the new
regulatory framework for trading facilities, which include the review of draft applications by
Commission staff. These procedures will facilitate the Commission’s implementation of
regulations that require that the application of a designated contract market be reviewed within
60 days, and the application for becoming a derivatives transaction execution facility be
reviewed within 30 days. These submissions often present complex new trading procedures and
market structures, as well as financia arrangements that raise novel issues. The Commission
acted on a number of issues related to developments in electronic trading, including designation
applications for new electronic futures exchanges, and devel opments in exchange operations.

Nasdaq LIFFE. In August 2001, the Commission conditionally designated the Nasdaq
LIFFE, LLC Futures Exchange as a contract market. Among other things, the stated conditions
relate to the performance by the National Association of Securities Deders, Inc. of self-
regulatory functions for the exchanges and the performance of clearing by the Options Clearing
Corporation. Nasdaq Liffe is the first contract market designated by the Commission that has
stated its intention to trade stock futures products.

BrokerTec. In June 2001, the Commission designated BrokerTec Futures Exchange, L.L.C.
for designation as a contract market for the automated trading of various interest rate futures
contracts. This application was accompanied by an application from BrokerTec Clearing
Company, L.L.C. for registration as a DCO that was approved by the Commission at the same
time. The contract market application included novel block trading and market maker
provisions.

onExchange. In December 2000, the Commission designated onExchange Board of Trade as
a contract market and approved the onExchange Clearing Corporation as a registered DCO.
OnExchange will utilize an Internet-based trading system limited to proprietary trading by
onExchange’ s subscribers. OnExchange was the first contract market to be designated under the

69 CFTC Annual Report 2001



Division of Trading and Markets

Act, as amended by the CFMA. The exchange initidly plans to trade five-year U.S. Treasury
Note futures contracts.

Section 2(h)(3) Notices. Commission staff have reviewed a number of both proposed and
final notices submitted by exempt commercial markets pursuant to Section 2(h)(3) of the CEA.
This provision was enacted as part of the CFMA.

Energy Clear. In July 2001, the Commission approved the application of EnergyClear
Corporation for registration as a derivatives clearing organization under the Commodity
Exchange Act. This is the first new DCO not affiliated with a trading facility to be granted
registration by the Commission since the passage of the CFMA.

CME GLOBEX Direct Access. Commission staff reviewed a proposal from the CME to
permit various individuals and ingtitutional customers to obtain direct access to the GLOBEX
trading system upon securing a prior guarantee from a clearing member.

eNymex Implementation Rules. Commission staff reviewed a proposal from NYMEX,
certifying that its new and amended rules implementing a new eectronic trading system
complied with the Act and the Commission's regulations.

FutureCom. Subsequent to its designation as a contract market and approva as a clearing
organization, FutureCom submitted a proposal, reviewed by Commission staff, to replace its
clearing bank with a Texas state bank owned in part by FutureCom’'s mgjority partner and
founder. In February 2001, before the proposed change in clearing banks had been approved and
after enactment of the CFMA, FutureCom, having been deemed by staff to be a grandfathered
registered DCO, resubmitted its proposal to change clearing banks pursuant to the self-
certification procedures of Section 5b of the Act.

NYFE Block Trading. Commission staff reviewed a New York Futures Exchange (NY FE)
provision, smilar to the provision adopted at the Cantor Financial Futures Exchange (CFFE)
and CME, which permits certain defined sophisticated market participants to execute large-sized
transactions away from the exchange's central marketplace. The provision would permit such
block trading in several of the exchange' s stock index futures and futures options products.

CBOT Block Trading. The Commission approved the Chicago Board of Trade's (CBOT’Ss)
request for its block trading proposal in April 2001. The proposal would establish block trading
procedures at the exchange whereby members and non-member customers that qualified as
eligible participants, would be alowed to negotiate and execute futures transactions of a
minimum size bilaterally away from the centralized competitive market.

BOTCC, CME and NFA Minimum Adjusted Net Capital Requirement. Commission
staff reviewed similar proposals from the Board of Trade Clearing Corporation (BOTCC), CME,
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and NFA revising the treatment of naked long option positions in the calculation of clearing
members level of adjusted net capital.

CME Special Clearing Membership Status for MEFF. Commission staff reviewed rule
changes from the CME establishing special clearing procedures for certain products traded on or
through the MEFF Sociedad Rectora de Productos Financieros Derivados de Renta Variable, a
futures and options exchange located in Spain.

CBOT Pre-Execution Communication Policy. Commisson staff reviewed CBOT
proposals clarifying permitted and prohibited types of discussons between potential
counterparties prior to the entry of ordersinto the a/c/e automated trading system.

Financial Oversight

The Division conducts a financia surveillance and audit program. The Division also oversees
the self-regulatory programs of NFA and the exchanges, which include audits, daily financial
surveillance, and other self-regulatory programs. The Division's programs include oversight of
financia compliance programs of these SROs and direct quality control audits to assess the
efficiency of SRO programs. Through this combination of direct examination and SRO
oversight the Division ensures that FCM and IB registrants maintain required capital and that
appropriate custodians hold customer funds in segregation. This oversight includes audits of
clearing organizations and review of financial reportsfiled by registrants.

During FY 2001 Division staff worked on a number of projects to enhance the financial
oversight of the industry, including the following.

Electronic Filing. The Commission continues its efforts to develop and implement electronic
filing programs that increase registrants efficiency in the filing of financial reports, and in the
anadysis, data retrieval, and storage of the data by Commission staff, while maintaining
necessary safeguards over the data. After extensive testing and modifications to the electronic
filing software, the Commission found it reliable for the transmission, receipt, and review of
financia reports received from most FCMs. In this connection:

About one-half of the approximately 190 registered FCMs file their financia reports
electronically with the Commisson. Almost al CME, CBOT, and New York
Mercantile Exchange (NYMEX) member firms file their financia reports on a monthly
basis, while afew smaller firms continue to file reports on a quarterly basis.

Approximately one-half of the FCMs registered with the Commission are non-exchange
members whose designated SRO is NFA. The Commission and NFA explored afiling
option under which NFA eectronically would transmit to the Commission financial
reports it had recelved dectronicaly. NFA is considering implementing software
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enhancements that would alow FCMsto file financial reports directly with NFA and the
Commission.

FCM financia data on the Commission’s website now is updated quarterly rather than
semi-annually. Division staff expects that data can be updated monthly on the website as
soon as all FCMsfile electronically.

As aresult of changes recently adopted by the exchanges, the Commission is planning to
update the Form 1-FR. The Commission and exchanges will modify the software to
accommodate the new filing formats and to analyze the financia information provided in
the reports.

Capital Charge on Unsecured Foreign Broker Receivable. In November 2000, the
Commission adopted amendments to Rule 1.17 to expand the current exemption from the 5
percent capital charge for unsecured foreign broker receivables. The amendments modify the
net capital treatment of unsecured receivables from foreign brokers to provide greater parity
between FCMs and Rule 30.10 firms.

Offsetting Customer Deficits in the Segregated Account with Readily Marketable
Securities. In January 2001, the Commission adopted amendments to Rule 1.32 to permit an
FCM to offset a customer deficit in the segregated account with readily marketable securities
deposited by such customer. The rule amendments would expand no-action letters, which limit
securities that an FCM may use to offset customer deficitsto U.S. Treasury instruments.

Investment of Customer Funds. In December 2000, the Commission adopted rule
amendments to expand the range of instruments in which FCMs and clearing organizations may
invest customer funds to include such highly liquid and readily marketable instruments as certain
sovereign debt, agency debt, money market mutual funds, and corporate notes.

Filing Extension for Commodity Pool Annual Reports. In December 2000, the
Commission amended its rules to permit CPOs of pools that are invested in other collective
investment vehicles (commonly called "funds of funds") to claim by a notice filing an extension
of time (up to 150 calendar days after the end of a pool’s fiscal year) to file and distribute their
pools annua reports. The extension is avalable to CPOs which are not able to obtain
information from the collective investment vehicles in which their poolsinvest in sufficient time
for their accountants to prepare, certify, and distribute the pool’ s reports by the due dates.

Use of Profile Disclosure Document To Solicit Commodity Pool Participants. In
October 2000, the Commission adopted rule changes permitting CPOs to solicit pool
participants by means of a summary profile document meeting the requirements of NFA
Compliance Rule 2-35(d), prior to providing the pool’ s full disclosure document.
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Other Oversight Activities. The Divison's financia surveillance and audit program aso
fostered the furtherance of sound financial practicesin FY 2001 through:

Review of 5,566 financia reportsfiled by registrants.

Direct audits of 30 FCMs, CPOs, CTAs, and other registrants.

Processing of 175 risk-assessment filings.

Issuance of 202 warning and non-compliance letters (including letters resulting from
review of financia reports).

Follow-up of 202 required specia notices reporting events such as reductions of capita
of registered firms.

Issuance of 1,656 year-end guidance letters to assist such registrants in the preparation of
required annual financial reports.

Conduct of 18 magjor market move reviews.

SRO Rule Enforcement Oversight

The CEA requires each exchange, through a program of continuing rule enforcement, to ensure
that its members adhere to exchange rules. The Division oversees, reviews, and reports to the
Commission on the sdlf-regulatory compliance programs of the exchanges. When appropriate,
such reports include recommendations for improvements and schedules for implementing those
recommendations. During FY 2001, in connection with reviews of trade practice, market
aurveillance, audit and financial surveillance, and related SRO compliance programs, the
Division conducted reviews of the following exchange rule enforcement programs.

Klein & Company Futures, Inc. InJuly 2001, Commission staff issued a report on lessons
learned from the failure of Klein & Company Futures, Inc. In this report, staff discussed best
practices and recommendations concerning the risk management practices of contract markets,
clearinghouses, and FCMs.

Chicago Board of Trade Market Surveillance Program. In July 2001, Commission
staff issued a rule enforcement review of the market surveillance program of the CBOT. Inits
review, staff found that the exchange operates an effective market surveillance program and
made one recommendation for improvement.

Minneapolis Grain Exchange Market Surveillance, Trade Practice Surveillance,
Audit Trail, and Disciplinary Programs. In May 2001, Commission staff issued a rule
enforcement review of the Minneapolis Grain Exchange's (MGE) market surveillance, trade
practice surveillance, audit trail, and disciplinary programs. In its review, staff found that MGE
maintains adequate market surveillance and audit trail programs. However, staff recommended
that the exchange make certain improvements in its trade practice surveillance and disciplinary
programs.
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New York Cotton Exchange Trade Practice Surveillance and Disciplinary
Programs. Commission staff completed a rule enforcement review of the trade practice
surveillance and disciplinary programs of the New York Cotton Exchange (NYCE). In its
review, staff found that the NY CE had adequate programs in the areas reviewed and made
recommendations for improvements regarding trade practice surveillance and customer
restitution.

Cantor Financial Futures Exchange Market Surveillance, Trade Practice
Surveillance, Audit Trail and Disciplinary Programs. In March 2001, Commission staff
issued a rule enforcement review of the CFFE. The purpose of the review was to evaluate
CFFE s market surveillance, trade practice surveillance, audit trail, and disciplinary programs.
In its review, staff found that the New York Cotton Exchange (NY CE), with which CFFE has
contracted to perform its self-regulatory surveillance functions, maintains adequate programs on
behalf of CFFE in each of the areas reviewed.

NFA Program for Review of FCM and IBI Financial Reports. Commission staff
completed a review of NFA’s FCM and independent introducing broker (IBI) financia reports
review program. The review found that generally the program effectively supports NFA’'s
financia surveillance over its member FCMs and IBIs, and promotes compliance by FCMs and
IBIswith Commission rules and those of NFA and other SROs.

Review of SRO Risk-Based Capital Requirements. In April 2001, Commission staff
issued a review of SRO risk-based capital requirements and comparison to the Commission's
minimum net capital requirements. Staff recommended that the Commission act to propose rule
amendments to adopt risk-based net capita requirements for FCMs, and to review the
components of net capital to ensure that they continue to be relevant in the risk-based
environment.

Financial Oversight. Commission staff completed a review of the SPAN (standard portfolio
analysis of risk) margining system developed by the Chicago Mercantile Exchange and used by
al U.S. commodity futures exchanges and many exchanges worldwide. Commission staff are
currently conducting areview of stress testing procedures at the CME, CBOT, and BOTCC.

Oversight of Registered Futures Associations

The CEA is designed to promote a partnership between any registered futures association and
the Commission to assure high standards for industry professionals. NFA monitors registrants
for compliance with the CEA and Commission rules promulgated thereunder, and with NFA
rules. NFA aso monitors the activities of NFA members registered as CPOs, CTAS, I1Bs, and
FCMswho are not members of a futures exchange, as well as associated persons (APs) of any of
the foregoing.
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The Commission has delegated to NFA virtualy al registration functions, including processing
registration applications and related documentation and taking adverse actions against registrants
and applicants for registration based upon disqualifying conduct. The Commission oversees the
NFA registration program through frequent contacts with NFA staff members on specific
matters, as well as through formal reviews of NFA programs by the Commission which are
presented to the Commission and made public. In late 1995, the Registration Working Group
(RWG) was established. This group, which includes staff members of the Commission and
NFA, convenes quarterly to discuss issues of mutual interest concerning registration. During FY
2001, the RWG discussed, among other things, (1) regulatory reform, (2) implementation of the
CFMA, particularly with respect to notice registration for securities broker-deaers that limit
futures activity to security futures products, (3) revision of NFA’s rules governing statutory
disquadification proceedings, (4) development of a mandatory eectronic registration filing
system, and (5) removal of registration holds.

Beginning in FY 1999, the Commission delegated to NFA responsbility for monitoring
payment of restitution pursuant to multi-year payment plans in which the amount paid by the
defendant/respondent is based upon the level of hisher income. NFA’s assumption of these
responsibilities has resulted in savings to the Commission and preservation of customer assets.
InFY 2001, NFA collected about $0.1 million in this capacity.

On August 20, 2001, the Commission approved amendments to NFA’s rules related to the
trading of security futures products. The CFMA amended the Securities Exchange Act of 1934
to permit registered futures associations to become registered national securities associations for
the limited purpose of serving as a self-regulatory organization for members who become
notice-registered with the SEC to trade security futures products. Such limited-purpose national
securities associations must have antifraud, anti-manipulation, and customer protection rules
applicable to security futures products that are reasonably comparable to those of fully-registered
national securities associations. They aso must ensure that their members, and individuals
associated with their members, meet standards of training, experience, and competence
necessary to effect transactions in security futures products and are tested for their knowledge of
security futures products.

The rule changes approved by the Commission were adopted by NFA to ensure that its rules are
comparable to those of fully-registered national securities associations. Rule changes that apply
to members conducting security futures product activities include: requiring each member firm
to designate a security futures product principa who has passed the Futures Branch Manager
Examination (Series 30) and will be responsible for reviewing discretionary trades, approving
promotional materials, and the opening of customer accounts, requiring that promotional
materials provide adequate information and are not mideading; requiring firms to make
available to customers supporting documentation for all claims, comparisons, and statistics that
may be presented in promotional materials; requiring disclosure of conflicts of interest; requiring
that mass media advertising be submitted to NFA for review and approval; and implementing a
customer suitability rule regarding the trading of security futures products.
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Foreign Futures

Treatment of Customer Funds. In June 2001, the Commission issued an order under
Sections 4(b) and 4d of the CEA and Commission Rule 30.10 to permit CME clearing members
to commingle in a single account funds received from customers trading on U.S. exchanges with
funds received in connection with CME’s clearing of certain products traded on or through the
Spanish exchange known as MEFF. Absent such an order, the first of its kind issued by the
Commission, CME clearing members would be required to hold customer funds attributable to
trading MEFF products in an account separate from the account containing funds of customers
for trades on U.S. exchanges.

Comparability Relief. In May 2001, the Commission issued an order under Rule 30.10
granting an application for relief filed by the Winnipeg Commodity Exchange on behaf of its
members. This relief permits those members to solicit and accept orders and funds related
thereto from persons located in the U.S. for trades on the exchange without registering under the
CEA or complying with rules thereunder, based on substituted compliance with the regulatory
framework of the province of Manitoba, Canada

Rules Concerning Foreign Futures and Options Secured Amount. In October 2000,
the Commission revised its interpretation of the foreign futures or foreign options secured
amount requirement set forth in Rule 30.7, clarifying that the requirement for FCMsto obtain an
acknowledgement from a depository with respect to the treatment of foreign futures and options
customer funds, applies only to the treatment of funds by the initial depository.

Order Related to Foreign Futures and Options Secured Amount. In October 2000,
the Commission amended the orders issued pursuant to Rule 30.10 to the New Zealand Futures
and Options Exchange, the Montrea Exchange, the Sydney Futures Exchange, the United
Kingdom Securities and Futures Authority, the U.K. Investment Management Regulatory
Organisation Limited, and the Singapore Exchange Derivatives Trading Limited. The
amendment reflects the Commission's revised interpretation of the Rule 30.7 foreign futures or
foreign options secured amount requirement as it appliesto both FCMs and certain foreign firms
exempt from such registration.
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Cooperative Efforts

Joint Regulatory Framework under the CFMA. Title Il of the CFMA repeds the
longstanding ban on single stock futures, and directs the Commission and the SEC to implement
ajoint regulatory framework for security futures products and narrow-based stock index futures.
Trading of security futures products generally would not be permitted until one year after
enactment of the CFMA. Options on futures could be permitted three years after enactment
following ajoint determination by the Commission and the SEC whether to permit such trading
and jointly studying the necessary framework for such options. During FY 2001, the
Commission and the SEC worked together to promulgate rules, including rules for designated
clearing organizations, notice procedures permitting national securities exchanges, nationa
securities associations, and dternative trading systems to be designated contract markets in
security futures products, and restrictions on dual trading in security futures products for floor
brokers.

Information Sharing with Other Federal Agencies. In January 2001, the Commission
amended Rule 140.73, which delegates authority to members of the Commission's staff to
provide information to other government agencies, in order to conform the rule to the provisions
of the CEA that authorize such information sharing. The Commission aso made certain
technical correctionsto Rules 140.72 and 140.73 to clarify its delegations of authority.

Civil Monetary Penalty Collection Program. The Division, in cooperation with the
Division of Enforcement, operates a civil monetary penadty collection program to reinforce
Commission sanctions by assuring vigorous pursuit of penalties assessed. During FY 2001, the
Commission collected approximately $3,155,000 in pendlties, including disgorgement. Many
penalties are assessed against firms and individuals who have dissipated their assets and where
there is little likelihood of collection. Delinquent penalties are referred to the U.S. Department
of Justice or the U.S. Treasury for collection or retained by the Commission for intensified
collection effort.

Bankruptcy Netting Legislation. The Division, in cooperation with the Office of
Legidative and Intergovernmental Affairs, worked with the President’s Working Group on
Financial Markets to develop and comment upon legidation permitting netting of certain
financia contractsin bankruptcy.
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Office of the General Counsel

The Office of the General Counsel (OGC) isthe Commission’s legal advisor. OGC attorneys
represent the Commission in court, appearing regularly before the United States courts of
appeals and the United States district courts in proceedings that involve futures industry
professionals. Through its Opinions Program, OGC staff assists the Commission in
performing its adjudicatory functions. As lega advisor, OGC reviews al substantive
regulatory, legislative, and administrative matters presented to the Commission. OGC aso
advises the Commission on the application and interpretation of the Commodity Exchange
Act (CEA) and other administrative statutes.

Litigation

During FY 2001, 41 Commission cases were pending before the U.S. courts of appeals. The
majority of these appeals involved matters arising from the Commission’s enforcement
program. Other appellate cases stemmed from the Commission’s review of actions taken by
a registered futures association and from the Commission’s reparations program which
resolves customer-broker disputes.

OGC defends the Commission’s interests in actions filed against it in U.S. district courts.
Such actions may seek to preclude enforcement proceedings or to chalenge the
Commission’s exercise of its regulatory authority.

Cases Involving the Commission’s Enforcement Program. Litigation conducted by
OGC involving the Commission’ s enforcement program arises from three main sources. defense
of Commission decisions rendered in cases prosecuted administratively by the Commission’s
Division of Enforcement; appellate litigation involving decisions rendered by district courts in
cases prosecuted by the Division of Enforcement; and litigation at both the appellate and district
court level of casesfiled against the Commission.

Appeals from Enforcement Decisions Issued by the Commission. During FY
2001, OGC appeared before the courts of appeals and successfully defended enforcement
decisions rendered by the Commission in the following noteworthy cases:

Laken v. CFTC, No. 01-1389 (7" Cir. 2001). This case marks the first test of authority
Congress granted the Commission in 1992, following the conduct of undercover “sting”
operations on futures markets trading floors. Relying on Section 8a(11) of the CEA, the
Commission affirmed an Administrative Law Judge’'s (ALJ s) temporary suspension of
Glenn B. Laken's registration as a floor broker on the Chicago Mercantile Exchange
(CME), pending the resolution of criminal charges against Laken in federal district court.
Laken filed a petition for review and a motion for stay of the Commission’s Opinion and
Order. The U. S. Court of Appeals for the Seventh Circuit denied Laken’'s motion for
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stay, resulting in the continuation of the suspension during the pendency of the appeal.
Ultimately, Laken withdrew his appea and the Commission’s opinion remained in force.

Elliott, et al. v. CFTC, 202 F.3d 926 (7" Cir. 2000), No. 00-259 (S. Ct. November 27,
2000). The U. S. Court of Appeals for the Seventh Circuit affirmed the Commission’s
determination that four large volume wheat traders executed a series of noncompetitive,
prearranged trades on the floor of the Chicago Board of Trade (CBOT). The court held
that "[d]eciding whether a particular set of circumstances supports an inference of non-
competitive trading on the futures markets is an issue peculiarly within the Commission's
area of expertise." 202 F.3d at 932. The traders then filed a petition for a writ of
certiorari before the United States Supreme Court, contending, among other arguments,
that the Seventh Circuit had erred in affording the Commission such deference. OGC
assisted the U.S. Solicitor General in opposing the petition and on November 27, 2000,
the Supreme Court denied the petition.

Appeals From Enforcement Decisions Rendered By U. S. District Courts.
During FY 2001, OGC defended decisions rendered by district courts in the following
noteworthy cases:

CFTC v. Carmen Field, et al., 249 F.3d 592 (7" Cir. 2001). The district court found that
the defendants had defrauded customers in violation of the CEA and ordered the payment
in restitution of more than $1 million. On appeal, the defendants argued that the district
court’s ruling violated a settlement agreement that the defendants had reached with the
Commission’s staff prior to the entry of judgment. The court of appeals rejected that
challenge, affirming that only the Commission, not its staff, has authority to bind the
Commission in settlement.

CFTC v. Richard E. Maseri, No. 98-5791 (11" Cir. 2001). The district court found that
the Commission, through its Division of Enforcement, proved that Maseri had
fraudulently marketed a computerized commodity trading program, which signaled the
user when to trade commodity futures contracts, and converted funds that customers had
entrusted to him to trade commodities on their behalf. Maseri was found to have
knowingly misrepresented his trading credentials and success, the profitability of his
trading program, and his registration status with the Commission; Maseri also was ordered
to disgorge over $550,000 in ill-gotten gains and to make restitution to defrauded
customers. On appeal before the U.S. Court of Appeals for the Eleventh Circuit, Maseri
contended that his activities were not subject to Commission regulation. In an
unpublished opinion, the court of appeals affirmed the procedures employed and the legal
determinations rendered by the district court.

CFTC v. Richard E. Busch, No. 00-15016-B (11" Cir. 2001). The district court found
that Busch had committed fraud in soliciting customer funds to trade futures contracts and
ordered him to pay nearly $11 million in restitution to the victims of his fraud; he was also
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ordered to pay acivil monetary penalty of over $32 million. Busch failed to comply with
the district court order and a bench warrant was issued for his arrest. As an initial matter,
OGC sought to preclude Busch from presenting any appea while a fugitive from the
district court’s bench warrant. On the merits, the central appellate issue involved whether
Busch was properly served with the complaint in this case. Relying on Commission Rule
15.05, the Eleventh Circuit agreed with the district court that the Commission had
properly served Busch, who resided in Panama and Switzerland, by serving the futures
commission merchant (FCM) through which Busch conducted trading. The Eleventh
Circuit held that service under Commission Rule 15.05 complies with Rule 4(e) of the
Federal Rules of Civil Procedure. Subsequently, Busch filed a petition for a writ of
certiorari before the United States Supreme Court. OGC is assisting the U. S. Solicitor
General in opposing that petition.

CFTC and SEC v. Princeton Economics, Int’l and Martin A. Armstrong, et al. Nos.00-
6076, 00-6156 (2™ Cir., March 27, 2001), Nos. 01-6060, 01-6061 (2™ Cir., August 1,
2001). These cases involve OGC's defense of the orders of the district court conducting
proceedings to determine whether Armstrong committed fraud in the solicitation of
millions of dollars for futures trading. Armstrong has been incarcerated pursuant to an
order of civil contempt for failing to produce to a court-appointed receiver over $14
million in assets. While incarcerated, Armstrong filed severa actions seeking appellate
review of avariety of ordersissued by the district court. By orders dated March 27, 2001
and August 1, 2002, the U.S. Court of Appeals for the Second Circuit declined review,
finding that none of the challenged orders are subject to appellate review. An additional
appedl filed by Armstrong on July 16, 2001 remains pending.

CFTC v. Mass Media, No. 01-13735 (11" Cir.). In this case, the district court determined
that the antifraud provisions of the CEA could not be relied on to bar a company from
making fal se statements regarding commodity options trading in advertising. Mass Media
ran advertisements and collected names and other information from individuals who
responded to those advertisements. Mass Media then sold those “customer leads’ to
entities that attempted to induce callers to trade options contracts. The Commission’s
pending appeal seeks to establish that these activities are subject to the antifraud
protections of the CEA.

CFTC v. Baragosh, No. 00-1488 (4th Cir.). This case arose prior to the enactment of the
Commodity Futures Modernization Act of 2000 (CFMA). On appeal before the U.S.
Court of Appeals for the Fourth Circuit, the Commission contends that the products
fraudulently sold by Baragosh through Noble Wealth were futures contracts that were not
exempt from regulation pursuant to the now-superceded “ Treasury Amendment,” 7 U.S.C.

2(a)(D)(A)(i).

Kimberlynn Creek Ranch et al. v. CFTC, No. 00-1989 (4th Cir.) This pending apped
involves the defense of the district court’s judgment that ordered certain defendantsto turn
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over to areceiver customer assets that were obtained from customers through violation of
the CEA. These particular defendants were named as “relief defendants,” that is,
defendants who were shown to possess assets that were procured by the illegal acts of
others, but who were not themselves charged with violating the CEA.

CFTC v. Samaru, No. 00-56271 (9" Cir.) The Commission charged, and the district
court found, that Samaru sold unlawful off-exchange futures contracts in precious metals.
Samaru agreed to a consent order of permanent injunction, enjoining him from violating
the antifraud provisions of the CEA and engaging in commodity futures transactions other
than on a board of trade designated by the Commission as a contract market. Samaru
admitted that his conduct had resulted in over $882,000 in customer losses and the district
court ordered him to pay restitution of $882,000. In the pending appeal, Samaru contends
that the district court’s restitution judgment is an excessive fine that violates the Eighth
Amendment to the United States Constitution.

Other Litigation Involving the Enforcement Program. OGC defends the
Commission’s interests in a variety of other actions commenced in the U. S. district courts
and courts of appeals. As described below, during FY 2001, these cases involved actions
initiated to bar pending Commission administrative proceedings and actions challenging
Commission regulations on constitutional grounds.

Commodity Trend Service, Inc. v. CFTC, 233 F.3d 981 (7™ Cir. 2000). Commodity
Trend Services (CTS), a publisher of advice on futures trading, challenged the
Commission’s authority to subject its conduct to regulation pursuant to the antifraud
provisions of the CEA. The court of appeals held that one antifraud provision of the CEA,
Section 40, and Commission Rule 4.41 properly apply to commodity trading advisors
(CTASs) such as CTS, and that the application of those provisions does not violate the First
Amendment’s protection of free speech. The court of appeals further held that another
antifraud provision of the CEA, Section 4b, was inapplicableto CTS.

Rickerson v. CFTC, No. 00cv0701 (W.D. Mo., July 30, 2001). In this case, plaintiffs
sought to bar enforcement of certain investigative subpoenas the Commission’s Division
of Enforcement served on banks seeking the production of financial data. On behalf of
the Commission, OGC sought dismissal of plaintiffs challenge. Agreeing with the
Commission, the district court found that it would be contrary to the CEA to permit a
target of an investigation to seek an immediate injunction in Federal court, ssmply because
an investigation was pending, rather than await a final agency decision. In addition, the
court rejected plaintiffs’ reliance upon the Right to Financial Privacy Act to quash one of
the subpoenas, concluding that the Commission was seeking the production of
information relevant to alegitimate law enforcement inquiry.

Appellate Cases Involving the Commission’s Reparations Program. OGC
represents the Commission before the U.S. courts of appeals in challenges involving
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Commission decisions issued in customer-broker disputes pursuant to the Commission’s
reparations program. In FY 2001, OGC appeared in two such cases.

Other Appellate Litigation. In addition to appeals involving the Commission’s
enforcement program and appeals from reparations decisions, OGC defends the Commission
before the U.S. courts of appeals in matters arising from the Commission’s review of
disciplinary action taken by a registered futures association or an exchange. During FY
2001, three cases were filed in appellate courts seeking judicial review of the Commission’s
review of actions taken by the National Futures Association (NFA).

MBH Commodity Advisors, Inc. v. CFTC, 250 F.3d 1052 (7th Cir. 2001). NFA found
that Jacob Bernstein and his company, MBH Advisors, Inc., violated NFA’s customer
protection rules through use of a misleading and deceptive television infomercial and
Internet website, that were produced by a third party and used to sell Bernstein's
commodity trading program. As a sanction, NFA barred Bernstein and his company from
NFA for 18 months, after which they could reapply for membership, and fined them
$200,000. The Commission summarily affirmed the NFA decision and sanction. On
appeal, the U.S. Court of Appeals for the Seventh Circuit approved the Commission’s
oversight policy that reviews NFA decisions under a weight-of-the-evidence standard,
rather than engaging in independent fact-finding. The court dismissed a number of other
arguments raised by petitioners, finding, among other things, that petitioners compliance
with NFA rules was a non-delegable duty; hence, petitioners could not insulate themselves
from liability on the ground that they had no control over the promotional materials
produced for them by athird party.

Perk v. CFTC, Nos. 99-4084, 99-4085 (2d Cir. 2001). In another NFA disciplinary case,
George J. Perk and his brokerage firm, American Futures Group, Inc. (AFG), were found
liable for breaches of NFA’s compliance rules and financial requirements, including
failure to diligently supervise employees. As a sanction, Perk and AFG were expelled
from NFA. The Commission summarily affirmed the NFA decision and sanction. On
appea by Perk, the U.S. Court of Appeals for the Second Circuit rejected his contentions
that NFA decisionmakers were biased, that he was prejudiced by NFA’s alleged failure
timely to disclose critical evidence during the NFA proceedings, and that his counsel at
the NFA hearing was ineffective.

Clark v. CFTC, No. 00-4218 (2d Cir. 2001). NFA brought proceedings against Clark to
bar his registration as a futures industry professiona due to past transgressions. In the
course of those NFA proceedings, an NFA subcommittee denied Clark’s request to have
certain documents and witnesses produced at a hearing and Clark sought immediate
review by the Commission. The Commission declined Clark’s request for interlocutory
review and he sought appellate review before the U. S. Court of Appeals for the Second
Circuit. The court granted the Commission’s motion to dismiss the appeal for lack of
jurisdiction.
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United States District Court, State Court, and Administrative Cases. OGC aso
defends the Commission’ s interests in other areas. OGC appears for the Commission in cases
involving equal employment opportunity law before U.S. district courts and the Equal
Employment Opportunity Commission and in cases brought before the Merit Systems
Protection Board. OGC represents the Commission in cases involving the Freedom of
Information Act (FOIA) and defends the Commission’s interestsin avariety of state court and
administrative cases.

OGC also defends the Commission’s interests when it is served a subpoena or other demand
for discovery in athird-party lawsuit (a private suit in which the Commission is not a named
party). During FY 2001, OGC handled 12 third-party subpoena matters.

Bankruptcy Proceedings. OGC monitors bankruptcy proceedings involving futures
industry professionals and, in some cases, assists courts, trustees, and customers in carrying
out the special Bankruptcy Code provisions pertaining to commodity firms. The Commission
participates actively in individual bankruptcies to protect the non-dischargeability of civil
monetary penalties or restitution awards it has obtained. During FY 2001, OGC monitored 12
bankruptcy cases and actively participated in four of those cases.

Amicus Curiae. Under lega principles established by the U.S. Supreme Court, the
Commission is accorded deference by the courts with respect to questions concerning
interpretation of the CEA. When such questions arise in litigation to which the Commission
is not a party, at the request of the reviewing court, on the request of a party, or on its own
initiative, the Commission may submit an amicus brief to the court to aid it in its interpretive
efforts. The Commission did not have occasion to participate as amicus curiae in any non-
bankruptcy case during FY 2001.

Opinions

OGC assists the Commission in resolving appeals from a variety of adjudicatory decisions.
The appeals may arise out of decisionsissued by:

= ALJsresolving administrative cases prosecuted by the Division of Enforcement to
deter violators of the CEA or Commission regulations and protect the public from
such violators,

= Commission presiding officers resolving claims of futures market customers to
recover money damages from industry registrants who have allegedly violated the
CEA or Commission regulations; and
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Self-regulatory organizations disciplining members for aleged rule violations,
denying applications for membership, or exercising delegated authority to resolve
applications for Commission registration.

OGC reviews the record of cases subject to appeal, identifies decisional options for the
Commission, and prepares draft opinions consistent with the Commission's instructions. Asa
result of these activities, the Commission issued a number of important decisionsin FY 2001,
including those outlined below.

Decisions Resolving Appeals in Cases Prosecuted by the Commission’s
Division of Enforcement. During FY 2001, the Commission resolved several significant
appeals from decisions in administrative enforcement actions.

In re Elliot, CFTC Docket No. 95-1 (March 22, 2001). The Commission previousy
resolved the Division of Enforcement’s appeal in this matter by sanctioning respondents
for knowing participation in 32 non-competitive transactions. On review, a U.S. Court of
Appeals affirmed the Commission’s decision and the Supreme Court denied respondents
petition for certiorari. Prior to the effective date of the Commission’s sanctions,
respondent Sion petitioned for a reduction in the amount of his civil money penaty and
trading suspension. Sion also sought a stay of the effective date of the sanctions pending
Commission consideration of his petition. The Commission concluded that neither a stay
nor a reduction in sanctions was appropriate. It noted that many of the points Sion relied
upon could have been raised immediately after the Commission resolved his appeal and
that Sion offered no excuse for waiting until after the judicia review process was
completed to raise these issues. The Commission also concluded that the change in
circumstances that Sion cited in support of his petition—the absence of additional
wrongdoing during the period of his appeal—was not sufficient to show that his trading
no longer posed a substantial risk to market integrity.

In re Laken, CFTC Docket No. SD 00-05 (February 8, 2001). Respondent Laken
appealed from a decision suspending his floor broker registration while a federal court
conducted proceedings to resolve the criminal charges pending against him. His brief
raised several issues of first impression relating to the Commission’s authority to impose
sanctions under Section 8a(11) of the CEA and Commission Rule 3.56. The Commission
acknowledged that Commission Rule 3.56 indicated that a suspension could be imposed if
the record showed that a respondent’ s continued registration may pose arisk to the public
interest. Nevertheless, it held that the language of CEA Section 8a(11)(B) requiring proof
that continued registration did pose a threat (or was likely to cause a threat) to the public
interest established the controlling standard. In the circumstances presented, the
Commission concluded that the Division of Enforcement met its evidentiary burden by
proving that Laken had been indicted for crimes involving securities and wire fraud, a
scheme to generate excessive commissions on commodity transactions through churning,
extortion, money laundering, bribery, and illegal kickbacks. The Commission emphasized
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that the alleged conduct reflected on Laken’s honesty and fitness to act as a fiduciary and
involved dishonest and manipulative practices in the securities market that would be a
threat to the public interest if carried out in the context of futures transactions. The
Commission found that Laken had taken substantial steps since the time of his indictments
to limit his role in the futures industry, but held that these steps did not sufficiently
address the threat his continued registration posed to the public interest. In thisregard, the
Commission emphasized that floor traders play avital role in the open outcry process and
have significant incentives to make private agreements that undermine the legitimacy of
that process. It also noted that such unlawful agreements were easy to make and that the
supervisory mechanisms that Laken proposed were unlikely to detect or prevent them.
Finally, the Commission declined to defer to the CME’s determination that Laken's
continued registration would not pose a risk to the exchange, holding that the record did
not show that the public intere