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1 PROCEEDI NGS
2 (10: 01 a.m)
3 M5. KNAUFF: Good norning. As the Secretary of

4 the Energy and Environnental Markets Advisory Comm ttee
5 it’s nmy pleasure to call this neeting order.

6 This is the first EEMAC neeting with Conm ssi oner
7 Berkovitz as the sponsor of the Commttee and we are

8 thrilled to wel cone back EEMAC Menber Dena E. W ggins,
9 who will serve as the Chair of today’ s neeting.

10 |"d like to welconme all of our new and returning
11 Menbers and Associ ate Menbers to the Committee. It's
12 been over three years since the EEMAC s | ast neeti ng,
13 so before we begin let’s have each Menber and Associ ate
14 Menber introduce thenselves. So please give your nane,
15 your organi zation that you represent on the EEMAC, and
16 i ndi cate whether you' re a Menber or an Associ ate Menber
17 of the Comm ttee.

18 When you introduce yourself, please press the

19 white button at the base of your m crophone and wait

20 for the red light to cone on so you know that the

21 m cr ophone i s on.

22 Pl ease keep the m crophone only a few i nches away
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1 and speak clearly into it so the webcast and
2 teleconference audi ences can hear you.
3 Pl ease note that the neeting is being recorded and
4 it’s inmportant that the m crophones captures the
5 entirety of your remarks. Please turn your m crophone
6 off after you speak and refrain from placi ng nobile
7 devices close to the mcrophone as it may cause audio
8 I nterference.
9 W will begin with M. Wasson.

10 MR. WASSON: Good norning. |’ m Russ WAsson

11 wth the National Rural Electric Cooperative

12 Association, and |I’m an Associ ate Menber of the

13 Comm ttee.

14 MR. SANDOR |I'm Richard Sandor. The chair of

15 the EFP, Environnmental Financial Products and the

16  Anerican Financial Exchange, and |I'’m a[n Associ at e]

17 Menmber of the conmmittee.

18 M5. PRUDENCIO |’ m Melinda Prudencio with The

19 Energy Authority, and I’ m an Associ ate Menber.

20 MR. PRCKOP: And good norning. M ke Prokop with
21 Del oitte and Touche, and |’ m an Associ ate Menber.

22 MR. PICARDI: Good norning. |’ m Matthew
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Picardi with The Commercial Energy Working G oup,
and |’ m an Associ ate Menber.

MR. MORK: Good norning. |’ m Robert Mork with the
Indiana OFfice of Wility Consuner Council and |I'm
Chair of the NASUCA El ectric Commttee. |’m an
Associ ate Menber .

M5. PARIKH: Lopa Parikh with the Edison
El ectric Institute, and |I'ma Menber.

MR. McCOY: Good norning. |I'mBill MCoy with
Morgan Stanley, and |I'’ma Menber.

MR. CREAMER: Good norning. |’m Rob Creaner,
CEO of Geneva Tradi ng and Chairnman of the FIA
Principal Traders G oup. [Mnber]

MR. SLOCUM  Good norning. Tyson Slocumwth
Public Citizen, and |I’ma Menber.

MR. GOCDENOW  Good norning. Christopher
Goodenow, |'m CFTC staff.

MR. DURKIN: Good norning. |’ m Bryan DurKkin,
President of CVE Group, and | am a Menber.

MR. JOHNSON: Good norning. Ben Jackson.
President of Intercontinental Exchange, and I'’ma

Menmber .
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1 MR, KAROQUSOS: (Good norning. Denetri Karousos,
2 COO of Nodal Exchange, and |I’'m a Menber.
3 M5. ROBERTS: Good norning. Jackie Roberts. 1'm
4 the West Virginia Consunmer Advocate and |I'm an officer
5 of the National Association of State Uility Consuner
6 Advocates, and |I'’m a Menber.
7 MR. AGEN: Good nmorning. |’'m Matthew Agen, |I'm
8 the Assistant General Counsel at the Anmerican Gas
9 Association, and |'m an Associ ate Menber.
10 MR. CAMPBELL: Good norning. Lael Canpbell wth
11 Exel on Generation Conpany. Associate Menber.
12 MR CICIO Good norning. Paul Cicio, Industrial
13 Energy Consuners of Anerica, Associate Menber.
14 MR. HUGHES: Good norning. Paul Hughes. |I'mwth
15 Sout hern Conpany and | am an Associ ate Menber.
16 MR. JOHNSON: Good norning. Vincent Johnson, |'m
17 wth BP's Integrated Supply and Tradi ng Busi ness, and
18 " man Associ ate Menber.
19 M5. KELLY: 1'm Sue Kelly. 1'"mthe CEO of the
20  American Public Power Association and |I’mon the Junior
21  Varsity squad. [Associ ate Menber]
22 M5. KNAUFF: Thank you. | also want to confirm
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1 that we have Associate Menber Tinothy MKone of

2 Citigroup Energy on the phone.

3 (No response.)
4 M5. KNAUFF:. Okay, well, | received an enuil
5 shortly ago and | believe he’s on the line. |[If our AV

6 can unnmute him that would be great. ay, thank you.

7 MR. McKONE: |’ m confirnmed.

8 M5. KNAUFF: Excel |l ent.

9 MR. McKONE: | may be unnuted now.

10 M5. KNAUFF: Thank you Ti not hy.

11 MR. McKONE: Thank you.

12 M5. KNAUFF: W | ook forward to today’ s discussion

13 and full participation by all of the EEMAC Menbers and
14  Associate Menbers. If you would like to be recognized
15 during today’ s discussion, please place your nane card
16 so it sits vertically on the table. Before you speak,
17 pl ease identify yourself and the organi zation that you
18 represent on the EEMAC

19 For EEMAC Menbers or Associ ate Menbers

20 partici pating by phone, please keep your phone on nute
21 and identify yourself before you speak.

22 Wth the logistics out of the way, we will now
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1 hear from Conm ssi oner Berkovitz, the EEMAC sponsor who
2 wll give his opening remarks.
3 COW SSI ONER BERKOVI TZ:  Good norni ng, and wel cone
4 to the Energy and Environnental Markets Advisory
5 Committee neeting. | am pleased to be joining you here
6 today in nmy first neeting as the EEMAC Sponsor. Prior
7 to first joining the CFTC for the first time, | spent a
8 nunber of years working on energy issues on Capitol
9 Hll, so | have a long-standing affinity for the issues
10 that we are going to be tal king about today and within
11 this Commttee’ s purview.

12 The CFTC established this Commttee in 2008, a

13 time of turnoil in our energy and financial markets,

14 and Congress codified this Conmttee in the Dodd-Frank
15 Act two years later. Congress said the EEMAC shoul d

16 “serve as a vehicle for discussion and comuni cati on on
17 matters of concern to exchanges, firns, end-users, and
18 regulators” regarding the energy and environnent al

19 mar kets and their regulation by the CFTC

20 The wealth of expertise and broad diversity of

21 perspectives that the Menbers and Associ ate Menbers

22 bring to this Commttee will help informand enable the
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1 Commission to fulfill its mssion to foster open,

2 transparent, conpetitive, and financially sound energy
3 mar ket s.

4 | would like to wel cone our new Menber and

5 Associ ate Menbers. Rob Creaner, who previously was an
6 Associ ate Menber, has joined the Conmttee as a Menber.
7 M. Creaner is President and CEO of Geneva Tradi ng USA,
8 serves on the Board of the Futures |ndustry

9 Association, and is Chairman of the FIA Principal

10 Traders G oup.

11 Paul Cicio and Matthew Picardi have al so joi ned
12 the Commttee as Associate Menbers. M. G cio has been
13 the President of the Industrial Energy Consuners of

14  Anerica since its founding sixteen years ago, and is a
15 nmenber of the Departnent of Energy’s Electricity

16 Advisory Committee. M. Picardi is the Vice President
17 of Regulatory Affairs for Shell Energy North America,
18 is a nenber of the Northeast Energy and Commerce

19 Associ ation Board of Directors, and has a | eadership
20 role on the Commercial Energy Wrking G oup.

21 Thanks to each of you, as well as all of our

22 exi sting Menbers and Associ ate Menbers, for agreeing to
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1 serve on the EEMAC and contribute your val uable
2 per specti ves.
3 | would like to thank Dena Wggins for her
4 continued service to the Conmttee as our EEMAC Chair.
5 Ms. Wggins is the President and CEO of the Natural Gas
6 Supply Associ ation, and has over 25 years of experience
7 representing energy clients in federal regul atory
8 matters. Ms. Wggins has been involved in all of the
9 Federal Energy Regul atory Conm ssion’ s significant
10 nat ural gas rul emakings in the past 20 years, including
11 the restructuring of the natural gas industry. This is
12 her second neeting as EEMAC Chair and we are grateful
13 for her |eadershinp.
14 | would also Iike to thank Chairman G ancarl o and
15 Commi ssi oners Qui ntenz, Behnam and Stunp for
16 participating in today’'s neeting. Chairman G ancarlo
17 was the EEMAC s previous sponsor, and | amvery pl eased
18 that he has passed ne this baton
19 Finally, I would like to thank the Conm ssion
20 staff that nmade today’ s neeting possible, including
21  Abigail Knauff, the EEMAC Secretary; Margi e Yates and
22 Al toni o Downi ng; Lucy Hynes and Erica Quinlan on ny
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1 staff; and everyone el se that worked so hard behind the
2 scenes to prepare for this neeting. W cone here, it
3 | ooks so nice and set up and very easy, and the fact
4 that it looks like it didn't take a |lot of work

5 obviously neant that it did take a | ot of work.

6 |’d now like to introduce our panelists and the
7 topics they wll be addressing.

8 Qur first panel of the day wll explore how

9 devel opnents in the physical energy nmarkets,

10 particularly in crude oil and natural gas, nay be

11 affecting the derivatives nmarkets related to these

12 products. We will begin by hearing from Chris

13 Goodenow, who will be discussing two reports issued
14 | ast year by the CFTC s Market Intelligence Branch in
15 the Division of Market Oversight. The first report
16 anal yzes the effect of the growth of tight oil, also
17 call ed shale oil, on the WII and Brent crude oi

18 futures contracts and nakes sone interesting findings
19 regarding the | evel of open interest in |onger-dated
20 contracts.

21 The second report assesses the recent growth of

22 U S liquefied natural gas exports and the potenti al
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1 I npacts of this evolution on CFTC-regul at ed mar ket s.
2 These reports reflect the inportant work of the

3 Mar ket Intelligence Branch and other data surveill ance
4 efforts at the CFTC. (bjective, fact-based nmarket

5 anal yses |li ke those we w !l be discussing today enable
6 the Comm ssion to nore effectively tailor our

7 regul atory approach to the evol ving narkets.

8 Also on Panel 1, we will hear from Tyson Sl ocum
9 Director of Public Citizen's Energy Program M.

10 Slocumwi || discuss how technol ogi cal innovation and
11 regul atory changes have led to the United States

12 exporting a historic volune of oil and gas. He w |
13 al so share his view on how this growh coul d inpact

14  househol d consuners.

15 On the second panel, we wll hear from Bryan

16 Durkin of CME, Ben Jackson of ICE, and Denetri Karousos
17 of the Nodal Exchange. These Exchange Menbers wl |

18 give us an overview of the state of the energy futures
19 mar kets, including the globalization of oil and gas

20 trading and a shift toward cl ean and renewabl e energy
21 sources. We will also hear about how the changes in

22 the physical energy markets are generating an appetite
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for new risk managenent tools, and the products that
t he exchanges are creating to satisfy this demand.

On our third and final panel this afternoon, we
will hear from market participants about the
availability of clearing and other services in the
energy derivatives nmarkets.

Anong the core objectives of the Dodd-Frank Act,
and the G20 Summt that preceded it, are: one,
strengt heni ng prudential oversight of systemcally
i mportant financial institutions; two, increasing
central clearing for standardi zed derivatives; and
three, fostering fair and transparent conpetition in
our financial markets. Ten years after the financial
crisis, our financial systemis stronger and safer as a
result of the Dodd-Frank Act and the regul ations
i npl enenting the Act, including those pronul gated by
this Agency.

The G 20 Sunmit al so sought to pronote gl oba
energy security, the devel opnent of clean, sustainable
energy supplies, and inproved regul atory oversi ght of
the energy narkets. Over the past decade, here in the

U S. we have seen dramatic advances in energy supplies
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1 and technol ogies, particularly with respect to oil,

2 natural gas, and renewabl e and cl ean energy sources.

3 The vitality and growth of our donmestic energy industry
4 and the inprovenents in the regul ati on of our energy

5 derivative markets over the past decade denobnstrate

6 that we can have both strong financial market

7 regul ation and a strong energy sector. In ny view,

8 both are essential for a robust energy sector and a

9 resilient market-based econony.

10 As we continue to inplenent the Dodd-Frank Act,

11 the regulators should continue to work together to

12 ensure that their respective approaches conpl enent one
13 anot her and further all of the objectives of the Act.
14  This afternoon we will hear from nmarket participants

15 regardi ng how several of the prudential regulations nmay
16 be affecting clearing and trading in the energy

17 derivative markets.

18 First, we will hear from M. Creaner about the

19 I npacts that the Suppl enental Leverage Ratio inposed by
20 the prudential regulators may be having on the
21 provi sion of clearing services for energy derivatives

22 transactions. The Leverage Ratio requires |arge banks
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1 to neet a fixed, non-risk based capital requirenent in
2 addition to risk-based capital requirenents. |[|ntended
3 to guard against the underestimation of risk, the
4 prudential regulators inplenmented the Leverage Ratio so
5 that banks w Il be adequately capitalized during tines
6 of stress.
7 M. Creanmer will tell us today about how the
8 manner in which the Leverage Ratio is currently
9 cal cul ated may be affecting the ability of proprietary
10 trading firnms and others to obtain clearing services
11 and conpete in the derivatives narkets.
12 W will also hear from Lopa Pari kh of Edi son
13 El ectric Institute, Vince Johnson of BP Energy Conpany,
14 and Bill MCoy of Mrgan Stanley. These panelists wll
15 present their views as to the potential inpacts of
16 certain proposed requirenments for uncl eared energy
17 derivatives, including the prudential regulators’
18 St andar di zed Approach to Counterparty Credit Ri sk
19 proposal, SA-CCR, on the ability of end-users to obtain
20 hedgi ng services for physical comodities.
21 Al t hough SA-CCR and the Leverage Ratio are not
22 rul es i nposed or inplenented by the CFTC, it is
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1 neverthel ess inportant for the CFTC to understand how

2 the various regulatory frameworks affect the

3 derivatives markets we are tasked with overseeing, and

4 | ook for opportunities to collaborate with other

5 financial agencies to nmaxim ze the overall

6 ef fectiveness of these regul ations.

7 We | ook forward to hearing fromour Menbers and

8 Associate Menmbers on these issues.

9 M5. KNAUFF: Thank you Conm ssioner Berkovitz. |
10 now recogni ze Chairman G ancarlo to give his opening
11 remar ks.

12 CHAI RVAN 3 ANCARLO  Thank you. I'mChris

13 G ancarlo and to coin a phrase, I'’malso a Menber -- of
14  the Conmi ssion that is.

15 A warm wel come to all of the EEMAC Menbers, Junior
16 Varsity Menbers, and presenters and participants, both
17 here and on the tel ephone. 1It’s good to have you all
18 wth us.

19 As a former Chair of EEMAC, | am pl eased to see
20 the inportant work of this Coommittee is revived again
21 under the thoughtful and capabl e sponsorship of ny

22 col | eague Comm ssi oner Berkovitz.
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1 And | thank Commttee Chair Dena Wggi ns and

2 Federal O ficial Abigail Knauff for their work and

3 their support of the work you are doing.

4 | really want to touch on two issues briefly, and
5 the first is the Supplenentary Leverage Ratio, which

6 Commi ssi oner Berkovitz just nmentioned which is gernmane
7 to your third agenda itemtoday.

8 As you know the SLR is a gl obal capital

9 requi renment for banks. It is size-based rather than
10 ri sk-based, and it’s designed to restrain bank bal ance
11 sheet activity, nanely lending. It requires large U S.
12 banks to set aside roughly five percent of assets for
13 | oss absorption. This is intended to supplenent risk-
14  based capital requirenments |ike the Conmon Equity Tier
15 1 Ratio. Banks that hold clearing custoner client

16 margin in the formof cash through their affiliate FCM
17 clearing services nust also set aside the requisite

18 five percent SLR

19 Unfortunately, the SLRis being applied to an

20 entirely different activity, swaps clearing, that is
21 itself intended to steer risk away from bank bal ance

22 sheets. Applying the SLR to clearing custoner nmargin
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1 reflects a fl awed understandi ng of CCP cl earing.
2 The current inplenentation of the SLR is indeed
3 biased against derivatives. It ignores the fact that
4 outstanding derivative contracts in a portfolio often
5 of fset each other and reducing the potential risk
6 exposure. It incorrectly treats the notional size of a
7 derivative contract as representative of the total
8 potential risk of that contract. It ignores the
9 exposure-reducing effect of margin for clearing firns.
10 This Comm ssion fully supports U S. and gl obal
11  swaps reformefforts to nove customer margin off the
12 bal ance sheets of bank’s futures conmm ssion nerchants
13 and into CCPs. Yet applying a capital charge agai nst
14  that custonmer margi n works agai nst the swaps clearing
15 mandate by treating FCMs as having retained bal ance
16 sheet exposure.
17 Thi s Comm ssion has consistently advocated for
18 adjustnents to the SLRin its current form Back in
19 2016, Chairman Massad, Conm ssioner Bowen and | call ed
20 for reworking the SLR fornulation to reduce the
21 disincentives to the use of derivatives and central
22 clearing. And | am pl eased that the Conm ssion
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1 continues to speak in a bipartisan voice regarding

2 changes to the SLR

3 The second issue | want to touch on has to do with
4 the inportance of derivatives for the energy markets,
5 and | believe this is germane to your second panel

6 today. Last year | had the good fortune to visit West
7 Texas. For those of you who do [not] know, West Texas
8 Is the epicenter of a stunning acconplishnent of

9 Anerican exceptionalism and that was the shale

10 revolution. One of the greatest econon c success

11 stories the world has ever seen. Because of it, the
12 United States has becone one of the world s |argest

13 energy producers. And it’s changed, not just the

14  structure of gl obal energy markets, but gl obal geo-

15 politics as well.

16 As | explained in ny remarks in West Texas, our
17 newf ound energy i ndependence is the result of a unique
18 conmbi nati on of factors, but one key factor was the role
19 that financial hedges and commodity derivatives in
20 enabling the industry and its financial backers to
21 withstand the cartel squeeze by Russia and OPEC.

22 Wthout the ability to efficiently hedge depressed
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1 energy prices and variable costs of production,

2 Anerica’s shale producers may well have succunbed to

3 OPEC s concerted efforts to knock them out of business.
4 I nstead, American shal e producers not only survived,

5 but becane nore efficient, nore productive, and nore

6 I nnovative than their overseas conpetitors. And they
7 are a shining exanple of the ability of American free
8 mar ket capitalismto benefit our generation and future
9 generations of Anericans.

10 | ook forward to the EEMAC s agenda t oday,

11 especially issues related to clearing and ot her

12 services in the energy derivative markets. As we

13 confront the chall enges ahead, we will |ook to the

14  thoughtful discussions of advisory comrittees |ike

15 EEMAC and others to advise us on the way forward.

16 And, again, thank you Comm ssioner Berkovitz for
17 organi zing this very fine neeting, and to Dena and to
18 Abigail.

19 M5. KNAUFF: Thank you Chairman G ancarlo. | now
20 recogni ze Conmi ssioner Quintenz to give his opening
21 remar ks.

22 COW SSI ONER QUI NTENZ:  Thank you very nuch.
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1 Thank you Conmi ssioner Berkovitz for your work in

2 sponsoring the EEMAC and to Dena for your | eadership

3 and agreeing to Chair as well as to Abigail for all the
4 hard work that you put into organizing today. |'m

5 delighted to join all of you and ny fell ow nenbers of

6 the Comm ssion for this first nmeeting of the EEMAC in

7 over three years and its inaugural neetings since it

8 was reconstituted | ast year. Before we begin, |I’'d just
9 like to wel cone all of you and all the new nenbers.

10 There's sonme famliar faces here from ot her advisory

11 conmmi ttees.

12 These committees are a great gift to the

13 Commi ssi on because of the | evel of expertise and

14 experience fromwhich we can draw in advi sing us on

15 very inportant issues. But that |evel of expertise

16 means that all of you al so have very inportant day jobs
17 and are very busy. W appreciate you taking tinme to be
18 here with us.

19 This particular conmttee plays an invaluable role
20 i n advi sing the Conm ssion about areas essential to our
21 core mssion, including ensuring that producers,

22 nmerchants, and users of energy and environnental




Meeting 4/17/2019
Washington, DC Page 27

1 products are able to reliably access the derivatives

2 mar kets to manage and hedge the comrercial risks.

3 There's a packed agenda before us today and | | ook
4 forward to hearing all three panels’ discussion of the
5 devel opnents and chal | enges associ ated with physi cal

6 commodi ty derivatives hedgi ng.

7 In particular, the final panel is going to focus
8 on an issue critical to the well-functioning

9 derivatives markets and the availability of clearing
10 services for comercial end-user clients. As | have
11 noted previously and on nultiple occasions, | have

12 serious concerns that the current inplenentation of the
13 supplenentary |l everage ratio, the SLR, is limting

14 clients access to clearing and further encouragi ng FCM
15 consol i dation.

16 Most recently, the OCC, the Federal Reserve Board,
17 and the FDI C proposed a new approach for cal cul ating
18 the exposure anpunt of derivatives contracts under the
19 agencies regulatory capital rule. The proposal woul d
20 nove away fromthe current exposure nethodol ogy, or
21 SEM and replace it with the standardi zed approach for

22 counterparty credit risk, or SA-CCR, for the purposes
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1 of calculating risk-weighted assets under that capital
2 rule. The proposal also incorporates a nodified

3 version of SAA-CCRinto a firmis SLR cal cul ati on.

4 The i npl ementati on of SA-CCR for both risk-

5 wei ght ed assets and the SLR cal culations wll have a
6 prof ound i npact on the derivatives markets and as

7 currently proposed -- by profound, | do not nean

8 positive, particularly wwth respect to comrerci al end-
9 users.

10 Wth respect to the SLR cal cul ati on, the proposa
11 continues to require a clearing nenber FCMto incl ude
12 inits |leverage calculation the full exposure resulting
13 fromits guarantee of a client's trade w thout reducing
14 its exposure by the ampbunt of the segregated nargin
15 posted by a client and then counts this nmargin as a
16 source of |everage agai nst which additional capital

17  shoul d be hel d.

18 Thi s thinking ignores the fact that segregated

19 margin wll always be used to absorb client |osses
20 before the central counterparty |ooks to the clearing
21 nmenber to absorb any residual |osses. Myreover, the

22 cl earing nmenber cannot use the margin to | everage
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1 itself under any circunstances. As a result,
2 segregated margin is not just risk-free. It is
3 actually nore than risk-free. It is always risk
4 reduci ng.
5 This policy is like requiring a bank to hol d
6 capi tal against both a nortgage and the house. |If the

7 goal of the leverage ratio is to actually calcul ate

8 | everage than it shoul d never count segregated client
9 mar gi n.

10 | recently signed a coment letter to the

11 prudential regulators on their proposal highlighting
12 significant concerns that unless the treatnent of

13 client margin changes, clearing nmenber firnms wll

14 continue to limt the provision of the clearing

15 services to clients.

16 Let me say that | appreciate the fact that a

17 question was included in the proposal about this topic,
18 which | believe shows the prudential regul ators

19 Wl lingness to listen to fellow regul ators, market

20 participants, and data analysis. Unfortunately, this
21 question only represents one small step forward for

22 process, whereas in other areas, the proposal contains
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1 sone surprising giant | eaps backward for policy.

2 Wth respect to calculating counterparty credit

3 risk and risk-wei ghted assets for comodity

4 derivatives, the proposal would potentially increase

5 transaction costs and dimnish market liquidity for

6 commerci al end-users. This potential outconme arises in
7 part because the prudential proposal takes the Basel

8 Committee's already arbitrary and inflated supervisory
9 factors for the various commopdity asset classes and

10 “gol d plates thent proposing the highest supervisory
11 factor across all energy comobdities. The Basel

12 Committee did at |east distinguished between

13 electricity and oil and gas commodities, assigning the
14 | atter group of oil and gas a nuch | ower supervisory
15 factor conpared to the 40 percent charge for

16 el ectricity contracts.

17 VWhile | have significant concerns with the quality
18 of the data analysis or perhaps total |ack thereof,

19 which led to this arbitrary Basel Conm ttee deci sion,
20 "' m somewhat shocked with just as little explanation,
21  the prudential proposal uniformy applies the

22 electricity's grossly inflated supervisory factor of 40
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1 percent to the entire energy hedging set. This result
2 is an enornously punitive treatnent of oil and gas
3 derivative transactions that according to sone
4 comrenters would increase a bank's exposure
5 cal cul ati ons under SA-CCR with an end-user by up to 460
6 percent. | ncreased exposure calculations will result in
7 hi gher capital charges to the bank, which in turn the
8 bank will |ikely pass along to the end-user in the form
9 of hi gher transaction pricing.

10 Gold plating a bad i dea does not mmagically

11 transformit into a good idea. |If you'd forgive the

12 anal ogy, if you build a ship out of gold, it |ooks

13 great in a dry dock, but if you put it in the water, it
14  suddenly becones the npbst expensive scuba diving

15 attraction in the world.

16 The proposal nust revisit the supervisory factors
17 for all types of commodities to ensure that they are

18 appropriately calibrated to the actual risks of the

19 underlying commodity and the maturity of the

20 derivatives contract. Oherw se, we risk the sinking
21  of our country’s hedgi ng markets.

22 | ook forward to hearing fromall of the
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1 panelists as well as all of our nenbers today on how

2 this proposal could inpact their ability to efficiently
3 hedge the risks of their core businesses. Thank you

4  very nuch.

5 M5. KNAUFF: Thank you. Conm ssioner Quintenz, |
6 now recogni ze Conm ssi oner Behnam

7 COW SSI ONER BEHNAM  Good norning. Thank you

8 Dena for your willingness to chair the Commttee and

9 al so Abigail for your participation as DFO

10 | want to wel conme everyone this norning. A |lot of
11 famliar faces, but new ones as well. And | | ook

12 forward to neeting you in tinme today and in the future
13 as well. | want to echo the Chairman and Conm ssi oner
14 Qui ntenz’ s statenents about the inportance of these

15 advi sory commttees. W have a diverse set of

16 commttees and they all contribute very inportantly to
17 the work and the Conmi ssion in very unique ways and we
18 owe that to your public service, so thank you.

19 And 1"l briefly end wth a thanks to Comm ssi oner
20 Berkovitz. He nentioned his work on energy issues in
21 his previous roles in the Senate but he coul dn't

22 underestimate or understate his expertise in these
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1 areas. And | think we are all very well served by his
2 expertise and his know edge of these issues. And I

3 certainly ook forward to the issues bei ng debated,

4 di scussed today and in the future that will be of great
5 value to the Commi ssion. So thank you agai n.

6 M5. KNAUFF: Thank you Conmmi ssi oner Behnam  And |
7 now recogni ze Comm ssi oner Stunp for her opening

8 r emar ks.

9 COW SSI ONER STUMP: | want to thank everyone for
10 being here. W are very grateful. W're sufficiently
11  -- | have deened spring the season of advisory

12 commttees and | actually think there's been a great

13 benefit to having had nost all of the advisory

14 committees neet in the past few weeks because it is

15 remar kabl e how many of you have spent tine with us over
16 the past few weeks hel ping us better understand the

17 i mplications or the policies that we set. So thank you
18 very nuch.

19 A trenmendous thanks to Dena and to Abigail for

20 putting this all together and for |eading this group,
21 and a special thanks to Commi ssi oner Berkovitz.

22 | actually canme to neet Comm ssioner Berkovitz
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1 wor ki ng on an energy derivatives matter al nost 15 years
2 ago. And at the tinme they set us on opposite sides of
3 the table and | quickly |earned you're far better
4 served to be on his side of the table. So I'mvery
5 glad that 1'"'mon his side of the table today and | | ook
6 forward to your |eadership on these issues.
7 M5. KNAUFF: Thank you Comm ssioner Stunp. |'m
8 now going to turn the agenda over to Dena.
9 CHAIR WGE NS:  Thank you. Thank you Conmm ssi oner
10 Ber kovitz, Chairman and all the Conmm ssioners.
11 |'"mtruly honored to be here today and to be a
12 Menmber of EEMAC and also to chair this neeting. Before
13 we dive into the | engthy agenda that we have today. |
14 just want to take a nonent and personally thank the
15 Chairman for his | eadership here at the Conmm ssion and
16 for his service and also for his prior sponsorship of
17 the EEMAC. W very nuch appreciate all that you' ve
18 done and al so to thank Comm ssioner Berkovitz for
19 wlling to take this on and sponsor this conmttee.
20  Thank you.
21 This comrittee serves as an inportant vehicle to
22 di scuss matters of concern to exchanges, trading firnmns,
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1 end-users, energy producers and regulators wthin our

2 energy and environnmental markets, as well as the

3 Commi ssion's regul ati ons of these narkets.

4 A wel |l -informed regul atory environnent that

5 under stands and fosters open, transparent, conpetitive,
6 and financially sound energy markets is crucial to our
7 energy markets. It's also critical to the hedgers and
8 consuners that rely on our energy nmarkets to power our
9 homes and our offices, fuel our transportation, and

10 generate jobs and econom c grow h.

11 As Chair, | look forward to facilitating the

12 di scussion today and to facilitate the discussion of

13 the Associate Menbers’ perspectives to the EEMAC and
14 working with the EEMAC Menbers to provide the

15 Conmmi ssion wth feedback and recommendati ons that can
16 assi st the agency and its oversight of our markets. To
17 ensure that today's discussion is consistent with the
18 EEMAC Charter, which prohibits Associate Menbers from
19 providing reports and recommendations directly to the
20 Commi ssion, after the panel discussions, we will first
21  take questions and coments fromthe Associ ate Menbers.

22 And after the panels have presented their remarks and
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1 their points they want to nmake on the panels, then

2 we're going to turn to the EEMAC Menbers for their

3 questions and comments on the panels, presentations,

4 prepared remarks, and any feedback on the Associate

5 Menbers.

6 So let's turn to our first panel of the day to

7 discuss the derivatives markets’ response to physi cal
8 mar ket devel opnents. The panel is going to include, as
9 has been stated earlier, a presentation fromChris

10 Goodenow who was is a Market Analyst within the CFTC s
11 Di vi si on of Market Oversight, its Market Intelligence
12 Branch, and a statenent from Tyson Sl ocum of Public

13 Ctizen.

14 M. Goodenow, we'll begin with you.

15 MR. GOCDENOW  Thank you. Good norning. |'d like
16 to thank the Chair of the Commttee, Conmm ssioner

17 Ber kovitz, the Chairman, and our other Conm ssioners
18 for the opportunity to cone in this norning and talk
19 about a couple of reports that have been produced by
20 the Market Intelligence Branch in the past year

21 addr essi ng these issues.

22 |"d like to begin by briefly discussing MB' s
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1 report on liquefied natural gas devel opnents and nar ket
2 i npacts before turning to a nore in-depth analysis or
3 di scussion of the MB report on the inpact of U S.

4 tight oil and the NYMEX WIl futures contract.

5 Before | begin, | would like to point out that

6 these reports were produced by staff of the CFTC. Any
7 views expressed in these reports are solely those

8 opi nions of staff and do not necessarily represent the
9 position or the views of any of the Conm ssioners or
10 the Conm ssion itself.

11 Al right. So MB's report on |iquefied natural
12 gas devel opnents and nmar ket products was published on
13 May 16th of |last year. |In preparing the report, staff
14 revi ewed several studies conducted by public and

15 private sector entities in order to gain sone insight
16 into fundanental factors that are driving changes in
17 i quefied natural gas markets and any subsequent

18 potential inpacts on natural gas derivatives that are
19 subj ect to Comm ssion oversight.
20 So the report itself is a summation of thenes
21 found in the various assessnents that were conducted by

22 mar ket participants.
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1 And in the review, we have three main takeaways.

2 The first is that U S. |iquefied natural gas exports

3 are projected to have the nost rapid growh rate anong
4 all exporting countries in the world. And they wll

5 al so enjoy a price advantage in the grow ng gl obal

6 mar ket pl ace or at least in the near termdue to | ow

7 domestic natural gas prices.

8 Just to give sone color to that general statenent,
9 U S. export capacity, assumng all the projects that

10 are currently in the pipeline, if those are finished on
11 time, export capacity is expected to double in 2019

12 al one and recently the Energy Information

13 Administration had forecast that U S. exports could top
14 as nmuch as 14 BCF a day by 2020 and could run as high
15 as 28 BCF per day by 2050.

16 The second thing that staff found in conducting
17 their research was that LNG export growth nmay put sone
18 upward pressure on donmestic natural gas prices, but

19 these estimates vary rather wdely, sone were
20 negli gi bl e i npact, sone were sonewhere between 9
21 percent and 20 percent. |It's inportant to note

22 however, that as subsequent studi es have been done over
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1 time, as we | ook at how the natural gas markets react
2 wth price sensitivity, technol ogy changes, U S
3 production growh and supply estinmates, the estinates
4 of any potential inpact on donmestic natural gas markets
5 had been trendi ng downwar d.
6 And then the last thing is that as the LNG markets
7 mature and is nore pricey, nore contracts rather, start
8 to be priced against natural gas instead of say oil,
9 this may drive increased participation in the
10 derivatives markets as people |look to hedge price risk
11 accordi ngly.
12 Now having said that, I'll just turn to the Tight
13 Ol Report and this report was published on Septenber
14 6th of last year. And while there's been a | ot of
15 di scussion on the inpact that tight oil production has
16 had on the United States in terns of energy policy,
17 trade policy, economc growh and et cetera, there
18 isn't really a lot of discussion as to what these
19 changes in the physical nmarket and may have had on the
20 derivatives narkets.
21 So to that end, staff conducted an exam nation of
22 activity in the NYMEX WIl futures contract from 2003 to
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1 about March of 2018, as the publication of the report,

2 just to see what if anything had happened in the

3 derivative space. Overall, what staff found was that
4 across all listed expirations that volune and open
5 interest in the contract had grown and they renai ned

6 r obust .

7 However, on a nore granul ar |evel, we discovered

8 that open interest in NYMEX WIl futures that are set to
9 expire five or nore years into the future fromthat

10 day's date had declined and that's primarily due to the
11 i ncreased production fromU. S. tight oil, U S. shale

12 oil plays. However, there nay be sone secondary

13 effects that play due to changes in the overall |evel
14 of oil prices and potentially sone regul atory inpacts.
15 And ultimately, fromthe Comm ssion’s perspective, the
16 general point of behind these sorts of studies is just
17 to see what inpact changes in the markets may have had
18 on the functionality and the price discovery nmechani sns
19 of the NYMEX WIl contract over tine.
20 So it sort of set the stage. This graph displays
21 data collected by EIA on U S. crude oil production by

22 vari ous sources. The blue shaded area represents tight
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1 oil production in the United States across all plays
2 for what EIA has data and the red area represents the
3 rest of U.S. oil production and that conventi onal
4 onshore and offshore oil wells. Those are nmeasured on
5 the left axis. The right axis shows tight oil
6 production in the United States as a percentage of
7 total U S. crude production.
8 And the general takeaway here is that you can see
9 the tight oil production has really taken off. That as
10 of February 2019 it was estimated that U S. tight oil
11 production accounts for roughly 63 percent of all the
12 crude oil that's produced in the United States and
13 that's up fromabout 9 percent in 2008, which is
14  roughly when the shale oil boomis agreed upon to have
15 started.
16 So turning to our next chart, this chart is just a
17 nmeasure of daily volume across all listed futures
18 contracts in the NYMEX WIl narket, again from 2003 to
19 early 2018. The general takeaway here is that while
20 average daily volunes, or rather -- well daily vol unes
21 vary fromday to day, overall the nmarket's grown
22 significantly and it remains rather robust and active.
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1 And | ooki ng at open interest instead of vol une,

2 this graph shows total open interest in the NYMEX WI

3 contract. It's grouped by years to expiration. So the
4 bulk of the contract and the bulk of the growh in open
5 interest in the contract is in futures contracts that

6 are set to expire within 12 nonths of that day's date.
7 That's the blue area.

8 We've al so seen a good anount of growth in

9 contracts that are set to expire within 13 to 24

10 nonths, which is the red area in the graph. And we've
11 still seen a good anmount of growh in contracts that

12 are set to expire within 25 to 36 nonths, which is the
13 green area. But |ooking at the market in aggregate and
14 this sort of fashion does obscure what's going on in

15 different strata.

16 So this next chart takes a | ook at open interest
17 in contracts that are set to expire five or nore years
18 fromthe day’'s date. And what we see here is there's

19 been a dramatic decline in the anount of open interest
20 in these contracts starting in 2010.
21 And just a couple points of clarification before |

22 go on. You'll notice that in each cal endar year, open
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1 interest builds to a point and then drops off.

2 General |y speaking, open interest in any futures

3 contract builds as it approaches the front end of the
4 curve. The drop off that you see in the data on every
5 cal endar year is that because this is a five-year

6 forward series, when you reach the point where a

7 contract stops being five-year forward and in turns

8 into a four-year forward contract, that data wll fal
9 out of the series.

10 So generally speaking, a lot of the open interest
11 in these five-year forward contracts happens to be in
12 Decenber. So when the Decenber contract ceases to be
13 five-year forward and becones four-year forward, you
14 see a drop in open interest. That's just a function of
15 the way we' ve grouped the data.

16 So as recently as 2009 open interest in these

17 five-year forward contracts was as high as 46, 158

18 contracts. So that's about 46.2 mllion barrels of oi
19 that's accounted for in these positions. However, what
20 the declines since the start of 2015 open interest in
21 these contracts has failed to eclipse 3,500 contracts

22 In any given year. So we've gone from46.2 mllion
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1 barrels of oil, approxinmately, to just about three and
2 a half mllion in terns of size.
3 And so, our first thought was perhaps this is

4 price related. So if you look at this graphic here,

5 this is the open interest fromthe previous slide and
6 we've overlaid the pronpt nonth daily settlenent price
7 of the NYMEX WIl contract, which is the sal non hued

8 line | suppose, and the five-year Decenber daily

9 settlenent price, which is the black |ine.

10 And what this graph seens to inply is that first,
11 regardl ess of the degree of backwardati on or contango
12 in the market, there's been a healthy anmount of open
13 interest five years down the curve. But the drop in
14 prices that we saw, particularly in the 2014-2015

15 timefranme does not seemto have changed anything. So
16 i f you | ook at the graphic, open interest canme down in
17  2009. When oil prices in 2010 rebounded into the $80
18 to $100 range throughout 2010, open interest in these
19 five-year forward contracts never returned to the 2009
20 | evel .

21 And whil e the decline abated sonewhat in 2011 and

22 2012, as you can see in the graph, regardl ess of where
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1 the price is, open interest just kept falling off to
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the point where there are approximately, as of March
1st this year, there were approximately 2,200 contracts
that we're open five plus years into the future at a
price level of 56. And as this graph indicates, it's a
little difficult to pick out, but if you were to draw a
line back from56 you' d see that previously in the past
$56 prices equated to about 22,000 open contracts.

At that point staff thought, well, let's see what
the Brent contract |ooks |ike. You can downl oad daily
reports on publicly avail able open interest volunme and
settlenment prices fromICE. So we replicated the
anal ysis on the previous slide to | ook at the Brent
mar kets. And again, you see sinmlar patterns in the
sense that open interest peaks to a point and then
drops off as the contracts rollout of the five plus
forward series.

What you don't see in the Brent space that you do
in the NYMEX WIl space, is a steady, persistent decline
in the five-year forward contracts. The magnitude of
the I CE Brent open interest does change year-to-year

and it's typically between three and 9,000 contracts at
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1 any given point in time, but there isn't the sanme study
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decline that you see in the NYMEX

So that sort of suggests that there may be a
structural difference between the two physical markets.
Brent being nore global with the fact that nost of the
world still relies on a conventional oil market
structure; where you find a play, you set up your
wel I's, you punched the hole in the ground and you' ve
got oil comng for a longer period of tinme. Wereas,
tight oil is typified by -- or rather, it's a nuch
shorter production life cycle.

And since the tight oil is a unique feature of the
U S market, we're positing that the difference between
how the two contracts are being used is, in fact,
related to the expansion of tight oil plays in the
United States.

So one last thing we thought we'd do is using data
that's avail able at the Comm ssion under Part 17, staff
deci ded to exam ne the behavior of reportable traders
in the four trader categories that you would see in our
Di saggregated Conm tnent of Traders Report; so producer

nmerchants, swap deal ers, managed noney traders and
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1 ot her reportabl es.

2 And while all four categories are represented in
3 this chart, which shows the net futures exposure of

4 traders in those categories, the thing that stood out
5 to staff was the behavior of producer nerchants, which
6 Is represented by the blue shaded areas in the above

7 graph. Producers’ involvenent in these |ong day

8 contracts was pretty healthy until about 2010 at which
9 poi nt, again on a net basis, the producers seemto have
10 stepped away fromthe back end of the futures curve.
11 Since the collapse in prices that we saw in 2014-
12 2015, any subsequent uptick in open positions that far
13 down the curve has tended to coincide with producers
14 coming back into the market. And it was at this point
15 that staff reached out to market participants who were
16 wlling to speak with us in the -- that woul d be

17 classified as producer nerchants or swap dealers. So
18 on the producer nerchant side, we're tal king about a
19 expl orati on and production firnms, nmarketers,
20 mer chandi sers, sone fully integrated oil conpanies, and
21  then swap deal ers.

22 The conversations that we had with the producer
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1 nmerchants indicated that their responses indicated to
2 us that this was in fact a tight oil phenonmenon. That
3 they had all expressed that as tight oil plays becane a
4 | arger and | arger part of their producing assets, their
5 portfolio of producing assets. The average life cycles
6 were falling and the anobunt of oil they had to sel
7 many years into the future was falling to the point
8 where sone of them while they had oil to sell anynore,
9 they did not have enough oil to justify going into the
10 market to build hedges.
11 It was al so pointed out that part of this, too, is
12 that with the price sensitivity of a tight oil play
13 where you can respond rather quickly to changes in
14 price as to whether or not it nmeets your break even and
15 it's profitable to continue producing is in itself a
16 formof hedge. Rather than engage in futures contracts
17 where you m ght have to nanage nargin, they can just
18 shut the wells off until they have a nore profitable
19 posi tion.
20 Al so, the rapid deploynent capabilities of tight
21 oil fields is also alleviated or rather it's adjusted
22 their production decisions. And the other thing that I
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1 t hought was kind of interesting is at one point there

2 was a marketing firmor nerchandising firmthat told us
3 that while they do occasionally have custonmers who cone
4 in and are |looking for longer termoil contracts, the

5 mar keter won't engage in contracts that are |onger than
6 three years in duration because with the production

7 variabilities afforded by tight oil. You m ght have a

8 customer that wants to buy oil for the next five years,
9 [ but] you m ght not necessarily have a consi stent

10 source to provide oil to that custoner four or five

11 years from now.

12 On the swap deal er side, the discussions that we
13 had with them they indicated that the lack of activity
14 was sort of two pronged. Part of it was a change in

15 client needs and part of it may or may not have

16 regul atory inplications.

17 On the client side, they indicated that they just
18 had fewer people who were coming in |ooking for |ong-
19 dat ed exposure to the market. And even for those who
20 did cone in looking for it, with the capital
21 requi renent changes that had been inposed on sone of

22 the banks, they indicated that when those costs were
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1 baked in to the deals they had to provide the clients,
2 they had sone clients that | ooked at those cost figures
3 and said, I"'mno, I'mnot interested in doing this.
4 It was al so pointed out to staff that
5 traditionally in the oil market when we had the nore
6 conventi onal devel opnent and that was the only gane in
7 town, physical oil nmarkets have a natural short. E&P
8 firms have oil comng out of the ground that they need
9 to sell or perhaps that they'd |ike to hedge price risk
10 for.
11 There is not necessarily a natural long that far
12 down the curve anynore, that sone of the long activity
13 on the back end of the curve in years gone by was
14 provi ded by fol ks that were, had concerns about peak
15 oil, that were willing to buy an oil contract that
16 delivers five years from now because yes, it m ght cost
17 me $80 to buy this today, but | think we're going to
18 run low on oil or perhaps run out of oil and I'm going
19 to be able to offload this to sonebody el se who really
20 needs it for 300.
21 Wth the devel opnents in U S. crude production,
22 it's kind of clear that if we are going to run | ow at
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1 sone point in the future, that point is, it is a ways
2 off. And so, for currently peak oil speculation isn't
3 as ranpant as it used to be.

4 And this does sort of raise questions. Should

5 conventional oil plays nmake a resurgence and becone a
6 | arger part of overall U. S. production? The degree to
7 which the market can neet the needs of a conventional
8 oi | producer, who suddenly has oil to sell and m ght

9 want to build hedges, will there be long side activity
10 to help them out?

11 And so in conclusion, just to recap, staff

12 di scovered that the short production horizon of tight
13 oil plays has reduced the need for futures contracts
14 that are set to expire five or nore years into the

15 future. And that at the sane tinme, while there isn't
16 anybody to sell, it's unclear as to whether or not

17 there'd be enough activity on the |long side to neet

18 those needs.

19 And so, as | nentioned, there's a nunber of
20 questions and a nunber of further avenues for
21 i nvestigation, but if there is the resurgence in

22 conventional oil production, how was the derivatives
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1 mar ket going to respond? Can it neet the needs of
2 people that are looking to sell oil that far into the

3 future?

4 The ot her question, which at least to nme is a
5 little nore interesting, is does the |ack of |ong-dated
6 liquidity potentially inmpair the WII contracts ability

7 to act as a global benchmark price? Wth the

8 reduction, or rather the elimnation, of the oil export
9 ban in the United States and the fact that we're

10 continuing to export additional amounts of oil, or nore
11 and nore oil noving forward. This is occurring at the
12 sane tinme as there are sone concerns about the | ong-

13 termviability of oil production in the North Sea,

14  which underpins the Brent contract. So that does

15 provi de an opportunity for the WII contract to have a
16 much | arger global reach than it currently does.

17 However, while there nay be concerns about

18 production com ng out of the North Sea, the rest of the
19 world still operates on a conventional oil production
20 basis, whereas the U S. is operating on increasingly on
21 a tight oil, shorter production |ifecycle. And so,

22 that sort of duration msmatch in terns of needs and
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1 availability may inpair the price discovery function of
2 the contract, but it may also inpair the ability of the
3 contract to sort of expand its reach globally.

4 Thank you again for the opportunity to address the
5 committee and | | ook forward to dealing with you on the
6 Q and A session.

7 CHAIR WGA NS: Thank you. M. Slocum

8 MR. SLOCUM  Chris that was an outstandi ng

9 presentation and | got to tell you, the Market

10 Intelligence Branch, if y'all haven't checked out the
11 section of the website of the CFTC has been produci ng
12 nunber of really good reports on a pretty wi de variety
13 of subjects. And so, as a researcher, |I'mvery

14 appreci ative of the work that you and your team are

15 doing. So thank you

16 And | al so amvery appreciative to Conm ssi oner

17 Berkovitz for his | eadership in sponsoring this

18 commttee. I'mreally admre your |eadership and your
19 vision. And so, thank you very nuch. The Chairnman and
20 the other Commi ssioners, thank you very nmuch for your
21 i nput and your help with the Commttee, and of course

22 the CFTC staff, which is just outstanding. So thank
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1 you very nuch.
2 So I'mTyson, I"'mwith Public Gtizen, we
3 represent household consunmers. And when | got ny start
4 working on energy market issues 19 years ago chasing
5 Enron around California, policy was really -- policy on
6 hydrocarbons was really defined by scarcity, right? W
7 never had enough and our policies sort of reflected
8 that collective panic. And there is no question that
9 the fracking boom has changed these dynam cs
10 fundanentally and noved us fromthe panic of scarcity
11  to now abundance.
12 And it was really the conbi nation of environnenta
13 rol |l backs primarily the 2005 Energy Policy Act, which
14 nullified a series of fast noving lawsuits around the
15 country, but particular sonme in Arkansas where
16 communities were providing evidence of contam nation of
17 water fromthe injection of toxic fluids as part of the
18 fracking process. Were communities were demandi ng
19 that the federal governnent regqulate this, Congress got
20 out in front of it and exenpted the injection of toxic
21 fluids in the fracking process from conpliance under
22 the Safe Drinking Water Act.




Meeting 4/17/2019
Washington, DC Page 55

1 There's no question at all that that significant

2 regul atory roll back had a direct influence on providing
3 certainty to the industry that they didn't have to

4 conply with safe drinking water | aws and al |l owed t hem
5 to pursue fracking.

6 And of course, the second conponent was the

7 technol ogi cal innovations, particularly around

8 hori zontal drilling. And we're seeing the results. The
9 United States is the largest oil and natural gas

10 producer on the planet today. There are environnental
11 i mpacts. | raised these in testinony before the United
12 States Senate just a few nonths ago, where | raised

13 concerns about the inpacts of the fracking boomon our
14 climate, on the environnent.

15 But the other big consideration here is with this
16  fracking boomwe are now novi ng towards buil di ng

17 infrastructure to prioritize exports. The oil and gas
18 i ndustry frustrated by historical limts on their

19 ability to sell their donestically produced oil and gas
20 for higher prices abroad have been successful in
21 getting bipartisan support to lift the crude oil export

22 ban signed by President Cbanma in 2015 and to take a
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1 variety of different steps to expedite |iquefied

2 natural gas exports.

3 And | think that the Market Intelligence Branch
4 reports on both the -- you know, | ooking at the inpacts
5 on crude oil and natural gas. | think are underscoring

6 sonme of these concerns that we as a consuner group have
7 about how t he fracki ng boom and the resulting export

8 boom are fundanental |y reshapi ng derivative markets

9 under the CFTC s jurisdiction. And we have concerns

10 about what the inpact is going to be on end-users’

11  access to these nmarkets as these benchmarks are

12 shifting away from you know, the historical benchmarks
13 tied for domestic consunption, prioritizing the export
14  of these products. W are concerned and we're very

15 appreciative that the Market Intelligence Branch is

16 starting the process of |ooking into this and

17 quantifying it.

18 And I'mvery glad that we've got other interests
19 of end-users on the advisory conmttee. W' ve got

20 Robert and Jacki e representing state consuner

21  advocates, which are incredibly inportant to represent

22 the interests of household consuners on a variety of
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1 different issues. And we've got Paul representing

2 i ndustrial consunmers and |I'mvery interested to hear

3 what the consumer advocates, and particularly Paul,

4 what their experiences are in terns of seeing the

5 changes in the markets. The Market Intelligence Branch
6 Report had a few nore years of experience on the wild
7 di fferences we're seeing because of the fracki ng boom
8 wth oil and natural gas exports sort of just

9 beginning, | think, it's going to be inportant for the
10 CFTC to get out ahead of any potential disruptive

11 changes that we have to derivative markets as a result
12 of the export boom

13 | don't think that |awrakers in Congress are

14 real |y payi ng enough attention to just how di sruptive
15 exports can be. Wen | testified before the Senate a
16 few nonths ago, | pointed to what's going on in

17 Australia today. Australia oriented much of their

18 domestic natural gas production for export on the |ess
19 popul at ed west coast of the country.
20 As a result, Australia is now the second | argest
21 natural gas exporter on the planet, and it has resulted

22 I n massi ve physical shortages and huge price spi kes for
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22

the popul ated east coast of Australia to the point
where Australia is now building LNGinport termnals to
serve its domestic supply needs. Because Australia
gave no thought to the long-terminplications, and you
know, the United States continues to approve LNG export
termnals on a case-by-case basis with no break on what
happens if all of those facilities are actually
operational and what the inpact will be on donestic
prices and donestic supplies.

So, again, I'mreally appreciate the work you're
doing and | think it's starting the inportant
conversation of making sure that the Comm ssion is
several steps ahead of the market inpacts fromthe
transformati ve changes we're seeing in oil and gas
fracki ng and noves towards exports.

Thank you very nuch.

CHAIR WGGE NS:  Thank you both very nuch.

W will start with conments and reactions from our
Associ ate Menbers. So if you have sonething you'd |ike
to say, if you' d put your nane card up and we'll see
how how far we can get, | think nmy main role today is

to serve as a traffic cop or naybe a referee to key off
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1 of Sue's comments.

2 Just try to keep us on schedule here. W do have
3 a lot of people and a |ot of nmaterial to cover. So |
4 think what we'll try to do is cover the Associ ates’

5 remar ks and about 15 m nutes and then turn to the

6 Menbers for the final 15 mnutes of this panel.

7 So Mchael, | think | saw your card up first.

8 MR. PRCKOP: Thank you Dena. And thank you

9 gentl enen, what a great presentation that was. We'l]I
10 try to behave ourselves, Dena, so you don't have to
11  arrest us.

12 Chri stopher, just a quick coment. One of the
13 things |I'mlooking at your graph of the decline in

14 | ong- dat ed open interest, naybe unrelated to prices. A
15 little wal k down nenory | ane, the EEMAC had its

16  founding in 2008 when oil prices reach $140 a barrel,
17 when Bart Chilton asked nme to join this conmttee

18 originally back then, and you've kept nme around ever
19 since, so thank you very nuch.

20 But the makeup of the EEMAC back then was very
21 much different at the tinme. | was trying to jot down

22 for menory sone of the old fol ks | renenbered; B[ ank]
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1 of Alnerica], Merrill, Gtibank, Goldman Sachs, Morgan
2 Stanley -- Mdrgan Stanley at the tine, one of the
3 largest asset holders in the energy industry of
4  production assets and infrastructure assets. So that's
5 changed. W asked ourselves why has that that makeup
6 changed?
7 One of the things | would | ove to see on a graph
8 like this is an overlay of the regulatory inpact on a
9 | ot of these prices. In 2008, we saw the financi al
10 crisis happening. Shortly thereafter, 2010, the
11 onsl aught of Dodd-Frank and the great regul atory
12 uncertainty at the tinme, which I think we're still
13 dealing with today by sonme of the opening coments
14 about reserve margin and things |like that -- that are
15 keeping a lot of these financial institutions out of
16 the marketplace to help finance these | ong-term deal s.
17 | was a broker for 16 years, so for the duration
18 of alot of this stuff all the way through the two
19 thousands et al. And what we saw was as these entities
20 exited, the market did tighten up. There was nore
21 certainty, better clearing, better price discovery in
22 the short-termrather than | ong-term because there
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1 wasn't enough liquidity back there.

2 So ny subm ssion would be to the group to consider
3 what we can do possibly to again support nore liquidity
4 and nore financial backing into the nmarketplace to do

5 these | onger term or deals.

6 Thank you.
7 CHAIR WGGE NS:  Thank you. Paul .
8 MR CICIO  Thank you very nuch. | really

9 appreciate, Chris, your report. As manufacturing

10 conpani es that use substantial quantities of natural
11 gas and electricity, we are very concerned about what
12 we woul d descri be as excessive LNG export. The report
13 that the CFTC did was very good, but it msses a very
14 I mportant aspect that is unique to the gl obal LNG

15 mar ket .

16 The gl obal LNG market is not a free market.

17 Alnost all of the buyers of LNG are state-owned

18 enterprises or they are foreign utilities. Their

19 mssion is to provide nolecules for their country and
20 they have automatic cost pass-through. Now this can
21 becone a problem when there is nore gl obal demand than

22 there is supply, which we know there will be periods
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1 for where that will happen and that neans then these

2 buyers, state-owned enterprise and foreign utilities,

3 can cone into the U S. market and buy and put price

4 pressure and volatility on U S. prices.

5 Also what's mssing in the report is that 88

6 percent of the LNG buying countries are |located in the
7 nort hern hem sphere, which nmeans they have w nter when
8 we have wnter. So they're going to be pulling on our
9 natural gas resources when we need it nost. The

10 inplications, of course, are significant because of

11 our, not only gas for all the types of consuners, but
12 we are becom ng nore gas dependent in the power sector,
13 and prices of natural gas and electricity are priced on
14 the margin. So when they do, when this does or can

15 happen, it can have incredibly significant inpacts on
16 prices and volatility.

17 Australia was nentioned, specifically the donestic
18 market in Australia is no |onger a donmestic market. It
19 Is priced on the Asian LNG netback price. So what
20 Australians pay is the price that is delivered in Asia,
21 m nus the freight, mnus to liquefaction, and that's

22 what the donestic price.
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1 Their prices in Australia used to be a donestic

2 price. Donestic supply versus demand equal s the

3 donmestic price. Nowit is determ ned by LNG exports.
4 This is the kind of thing that we as manufacturers are
5 concer ned about happening in the United States.

6 So | know I've put a lot on the table here, but |

7 just wanted to share a perspective from energy

8 I ntensi ve manufacturing conpani es. Thank you.

9 CHAIR WGE NS: Thank you. Vincent.

10 MR. JOHNSON: Hi. Vincent Johnson BP, again.
11 First Chris, | just want to echo, | think the

12 reports are fantastic, but | want to reiterate what

13 M chael said. | was very glad to hear that because

14 when | | ooked at the report and | saw that sone of the
15 regul atory financial regulations where |ike a secondary
16 cause, | would say fromBP s perspective, we saw the

17 banks -- | mean the conpetition, we saw them | eave the
18 mar kets and t hat gave us great concerns. And al so the
19 sane wth custoners and custoners not wanting to hedge
20 out long-terns, nostly because of the cost and the

21 conplexity and the uncertainty. And | know what the

22 timng with the drop offs, the different periods in
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1 2010 and 2015. So | think from our perspective we saw

2 that also, and we thought maybe that was maybe not

3 secondary, but that was nore of a significant cause

4 potentially nore around the uncertainty. Not that

5 whet her it was good or bad, because of Dodd-Frank did a

6 | ot of positive aspects of it, but the uncertainty in

7 the markets for that time, whether it was here or in

8 Europe, | think, caused great concern.

9 And one other quick remark, 1'd be interested M.
10 Slocum in your remarks around the exports with the

11 part of it around the crude, because the crude market
12 started in 2015 with the exports and it seens |ike the
13 price that -- we’ve had drops, significant drop in

14 prices, but it didn't seemto have the sane effect that
15 | understand from sone of the reports that people are
16 concerned with on liquid natural gas markets.

17 | would Iike to hear your perspective.

18 CHAIR WGAE NS:  Tyson.

19 MR SLOCUM Well | think, you know, oil is still
20 a globally price coomodity. So you know, the folks in
21 the market remain concerned about issues in the Chinese
22 econony and ot her breaks on a gl obal demand t hat
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1 weren't present during the tines when we saw a big run
2 up in prices.

3 So, you know, we were opposed to the lifting of

4 the crude oil export ban because we saw it as an

5 opportunity for oil conpanies to sell their product for
6 hi gher prices abroad. | don't think that that has cone
7 to fruition yet, but I think that the vol unes of

8 exports are still held in check by limtations on

9 infrastructure to facilitate greater exports. And

10 we're seeing that case in the Perman, which is driving
11 a lot of the increase in donestic production and there
12 still isn't necessarily adequate export rel ated

13 capacity there.

14 We're al so seeing nore proposals for a very large
15 crude marine ships to be able to dock mainly in the

16 @ul f of Mexico off of the Texas and Loui siana coasts.
17 And so, our export capacity is still not where | think
18 the industry would like it to be. So we continue to

19 have concerns about the |long-terminpact on
20 prioritizing crude oil exports for -- crude oi
21 production for export and the inpact on a domestic

22 prices. | don't know if that answers your question,
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1 Sir
2 MR. JOHANSON: No, no. Thank you very nuch
3 MR. SLOCUM  CKkay.
4 CHAIR WGAE NS: Lael.
5 MR. CAMPBELL: Thanks Dena. So great report.
6 Real |y appreciate it and | really |liked your point
7 about just the, the ability of these shale plays to
8 respond very quickly, to turn that spigot on and off in
9 response to price signals, really is a natural hedge
10 that the producers have. And because of that, | don't
11 actually share sone of these sane concerns that were at
12 ri sk anyti me soon of prices going up because of the
13 producers, these shale plays, being able to just turn
14 that spigot on if prices do start to creep up even a
15 little bit.
16 | wish that weren't the case. Hopefully, I'm
17 wong. And the reason | say that is because, you know,
18 these low natural gas prices that are extendi ng out for
19 the foreseeable future are really having a detri nental
20 I npact on electric generation business. Because
21 generators that participate in the conpetitive markets
22 are participating in markets where the price in those
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1 markets is essentially set by gas, the cost to run a

2 gas generator.

3 And with gas prices so low, those prices are very
4 |l ow and it's squeezing other types of generation

5 resources out of those markets. And because their

6 costs to operate |ike a nucl ear generator and ot her

7 types of generators, their cost to operate is

8 significantly higher than the cost of these gas plants
9 that are setting the market price.

10 So, you know, one of the big concerns electricity
11 space i s what does that mean over tinme? You know, what
12 does that nmean for the resilience and the diversity of
13 our electric grid? |If all the sudden the grid is

14 reliant on one form of generation and other types of
15 generation that have different attributes;

16 environnmental, fuel security type attributes, are no

17 | onger there and are no | onger there that the sane
18 | evel as they are today.
19 So that's sonething that we're struggling with in

20 the electricity space. And a lot of it has to do with
21  sone of these, you know, long-termprice signals we're

22 seeing in the gas market. So | just want to bring it
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1 to that point.
2 CHAIR WGAE NS:  Tyson.
3 MR SLOCUM | just wanted to respond to a couple
4 of the comments that were raising a point, | think that
5 isn't the lack of liquidity in these |onger term

6 contracts, the result of Dodd-Frank or other

7 over zeal ous regulation, | guess and that banks were

8 forced out of the market?

9 And | just want to say a point of clarification
10 first. | think the report does an excellent job of
11 taking into account regul atory changes and nakes very
12 clear fromthe data that the driving factor in the
13 change in liquidity of these |ong-termcontracts was
14 not regul ati on but geology. The fundanental
15 differences that fracking pose in terns of the steady
16 depl etion rates conpared to conventional production

17 But also this argunent that the banks were forced to

18 exit the system perhaps because of regulation, | think,
19 Is not entirely accurate.
20 The bank's exited the system because they coul dn't

21 manage the risk on their books. The banks are only

22 still in business because of the forced generosity of
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1 the American taxpayer who bailed themout. W had the
2 greatest financial crisis in history because the banks
3 didn't even know what their own risk was on their own
4  books. Right.

5 And since the exit of the bank, sonme of them have
6 definitely returned to the nmarket, but early on in

7 their place cane sone of the conmmodity tradi ng houses.
8 We've got a representative here, the Commercial Energy
9 Working Goup, which counts at | east one or two of

10 them including Vitol, as their nmenbers. And these

11 entities have conme in and replaced sonme of the Wall

12 Street institutions in these markets to a certain

13 degr ee.

14 So | just take issue with a blam ng regulation for
15 any issues and liquidity. The problemwas that banks
16 failed to understand their own books and failed to

17 mtigate their own risks. Thank you

18 CHAIR WGE NS:  Thank you. | think we have one
19 Associ ate Menber on the line. Do you have a question
20 or comment ?

21 MR. McKONE: No, | do not. Thank you.

22 CHAIR WGA NS: Thank you. Any other questions or
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1 coments fromany of the Associate Menbers? |If not --

2 oh, I’msorry.
3 MR. HUGHES: Real quick and wi thout taking a side
4 one-way or the other. | think all this discussion, to

5 nme, has done is highlight the uncertainty that still
6 exi st sonewhat naturally in the market and enphasi zes
7 the inportance that for end-users we still have cost

8 effective access to hedge the risks for our custoners

9 and rate payers. | think that needs to be stated.
10 CHAIR WGGE NS:  Thank you. You get the |ast word.
11 MR. PICARDI: Thank you and thank you for the

12 report and | just wanted to reply quickly to a

13 something M. Slocumsaid. Qur group, Conmerci al

14 Energy Wrking Goup, we're not the group that

15 represents the swap dealing entities that are in the
16 market. So I just wanted to nake that clear. That's
17 not what part of our group is.

18 And in terms of watching sonme of the phenonena is
19 going on with these things, we as a group, are sitting
20 back and wat chi ng ki nd of how the markets are

21 responding to the changes that the export of LNGis

22 producing to the markets. And want to nmake sure the
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1 regul ations that are put in place that going forward

2 don't interfere with the new structures that m ght

3 occur to allow for hedging of that activity as it goes
4 forward in whatever form whether it reaches the |levels
5 that are forecast or not.

6 And | think the |ast footnote I'd nake to that, is
7 that | don't want people to | eave with the inpression

8 that the regul ati on changes i n Dodd-Frank has not had

9 sonme inpacts since we saw a significant nove fromthe
10 swaps market to the futures market shortly after Dodd-
11 Frank was passed when we were working on the definition
12 of swap. So maybe these overlays don't include sone of
13 that but certainly discounting it totally doesn't nake
14  sense either.

15 Thank you.

16 CHAIR WGAE NS: Thank you. Let's turn to the

17 EEMAC Menbers. Does anyone have any comments or

18 questions?

19 (No response.)
20 CHAIR WGENS: |I'mgoing to put my own card up
21 I"mgoing to take off ny hat here for a noment as the

22 Chair and put on nmy hat as the President and CEO of the
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1 Nati onal Gas Supply Association. Just totalk alittle

10

11

12

13

14

15

16
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22

bit about sone of the comments [that] were nade.

We obviously believe and | think the data points
it out, that in this country right now we are awash in
natural gas. W are very blessed wth robust supply
and robust production.

| f you | ook back in tine, for exanple, in 1966
there were projections that we had about 698 TCF of
gas. Well, of course, that has changed dramatically
and it's all thanks to the shale revolution, which is
really thanks to a technol ogical revolution. And the
| at est resource estimates fromthe Potential Gas
Commttee are 2,800, a little over 2,800 TCF of gas.

We've got a lot of gas. Qur producers are being
able to produce that in record quantities. And this is
not a static nunber. And our nenbers tell us that as
much gas i s being produced today, they were out in the
field and there are technol ogi cal innovations that are
comng along every day, so this is not a static nunber.
This we believe and the history bares it out, wll
continue to inprove and increase as tine goes on.

The other aspect of this is, industrials are
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1 seeing this, as well. There are industrial entities in
2 this country that are nmaking enornous investnents in

3 plants and facilities based on their belief that

4 natural gas prices will renmain acceptable to them for

5 I nvest ment purposes for sone tinme in the future.

6 We have a consultant who | ooks at this every year
7 for us and they don't |ook at just announcenents of

8 I ndustrial projects, they try to nake inforned

9 deci si ons about projects that really will go forward

10 and our consultants tell us that they're going to be 46
11 maj or industrial projects comng online in this country
12 from 2018 to 2023. It's a lot of money. |It's $79

13 billion, it’s 32 projects, seven expansi ons, seven

14 restarts and they're already have been 33 conpl et ed

15 projects from 2015 to 2017. So industrial and

16 manuf acturing conpanies in this country see this in

17 | arge neasure of the way that we do. There is a | ot of
18 gas to go around.

19 Al so, we don't predict prices, but if you | ook at
20 ElA's nunbers, EIA' s forecast shows that natural gas
21 prices remai n bel ow $5 MBTU t hr ough 2050.

22 Sonme of you know | used to represent industrial
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1 end-users. | now represent producers. | have the

2 advant age of having a consistent statenment that |'ve

3 been saying for probably the |ast 20 years. | think

4 what we want is prices that are | ow enough so that

5 I ndustrials can be successful and hi gh enough so that

6 conti nued expl oration and production can go forward and
7 that's where we are. Qur producers are getting better
8 and better at producing gas that's |ower and | ower

9 prices.

10 | also want to point out -- there were a couple of
11 st at ement s nade about Venezuela. Venezuela is a very,
12 very different market from what we have here at the

13 United States. | understand there's sonme challenges in
14  Venezuel a. Venezuel a has production on one side of a
15 vast country and a popul ation center on the other with
16 very little infrastructure connecting the two.

17 Anybody who has | ooked at a[n] interstate pipeline
18 map of the United States knows it |ooks |ike a

19 spaghetti bowl. There is a |ot of pipeline
20 i nfrastructure that connects the various portions of
21 our supply to the markets that use them And our

22 supply portfolio is nmuch nore geographically diverse
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1 than it used to be. It's not just the Qulf Coast.

2 It's the Shale and Marcellus, it's Uica, it's Perm an.
3 W have a very diversified supply and a | ot of pipeline
4 infrastructure to get it to market. W could use nore
5 pi peline infrastructure, but there is a lot that is

6 there now to hel p us.

7 One final point on this, is that it's DOEEs job to
8 | ook at these LNG export applications and approve them
9 and provide the export |icense; FERC actually approves
10 the facility. Looking at -- as some people do, the

11 nanmepl ate capacity of all of these projects and

12 predicting that that total wll represent the anount of
13 natural gas that will go out of this country as LNG

14 exports is neaningl ess, because not all of those

15 projects wll be built and LNGis a gl obal narket.

16 These people who are | ooking at investing in these
17 projects here in the U S. are |ooking at investing

18 billions and billions of dollars and they're not going
19 to do it unless they believe there's a market. |

20 firmy believe, and again EIA's projections will bear
21 this out, that not all of these will be built.

22 Yes, the percentage will go up of what we are
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1 exporting. We're currently exporting sonething |ike |
2 think in the range of five or six percent of our total
3 demand for gas in the United States. Percentage-w se
4 it will go up, but it will still remain a relatively
5 small nunber and we will continue to have the

6 production to back it up.

7 "1l take off ny NGSA hat. |[|'ll put back on ny
8 chair hat and Tyson | think you had sonething to say,

9 and Jacqueline as well.

10 Tyson?

11 MR. SLOCUM Jackie can go first.

12 CHAIR WGGE NS:  Jacki e?

13 M5. ROBERTS:. Hi Jackie Roberts, West Virginia.
14 And | feel like live in the vortex of a lot of these
15 Issues. W are a coal state and |I'mnot afraid of

16 heavy reliance on one formof a fuel to produce energy.
17 We've relied on 90 percent coal for decades and have
18 survived. That's turning now where there's nmuch nore
19 reliance on natural gas. As people have pointed out,
20 where natural gas is displacing coal in economc

21 dispatch order, and we don't see that changi ng.

22 We have not seen any disruptions in the energy
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1 mar kets or the energy supplies because of that. West
2 VMirginiais in the PIMmarket, they're clearing

3 capacity at about a 30 percent reserve. So |

4 understand a cold winter -- as Denetri and | were

5 di scussing could affect how we view the LNG export and
6 its effect on donmestic energy production. [|'m not

7 expecting that to be an issue going forward. | think
8 we do have a reliable grid.

9 W do see -- the report, | thought it was

10 astonishing and it really validated a | ot of what we
11 see boots on the ground in West Virginia, because we
12 have, as you know, a huge shale play. | wll say that
13 hal f of our state has no access to that gas. Half of
14 our state is still getting gas fromthe Gulf because
15 there's no infrastructure to nove it.

16 And | think as we saw with the buildout in

17 transm ssion wth the advent of the RTGs in the |SGCs, |
18 think the shale gas is going to provide the incentive
19 to build out transportation for gas donestically. And
20 we're starting to see that in our little state of 1.8
21 mllion people. Hopefully, we can all reap the

22 benefits of the gas that's in our state, but so far
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1 that that hasn't happened.

2 | do think that the last thing | want to say is

3 that what we see in West Virginia with the shale gas is
4 that there are limtations on the | eases the producers
5 have. Were if they get a | ease, typically they have

6 todrill within two years or they lose their rights to
7 that. So you see a lot of drilling and capping goi ng

8 on. So many wells are drilled, but they're not

9 produci ng. And that backlog of non-producing wells, |

10 think, is going to serve not only the donestic increase

11 in use but the export of gas, as well.

12 Thank you.

13 CHAIR WGAE NS:  Tyson.

14 MR, SLOCUM | just had a clarifying question.

15 So the Commercial Energy Working G oup, thank you

16 for correcting ne that your nmenbers are not swap

17 deal ers, but are the nmenbers of the Commercial Energy
18 Working Goup or is it publicly avail able who your

19 menbers are?

20 MR PICARDI: No, it's not.

21 MR. SLOCUM  Could you tell us who your nenbers

22 are?
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1 MR PI CARDI : No.
2 MR, SLOCUM |If you're saying your nmenbers aren't
3 X, but then you're saying -- so you're not willing to
4 di scl ose who you --
5 MR, PICARDI: W’re end-users and we've gone
6 around on this before, so do you want to do it again?
7 MR SLOCUM Well, we're -- it’s a new advisory
8 commttee with new nenbers and | just wanted to clarify
9 that --
10 MR. PICARDI: -- you're a nenber from here before.
11 Not hing’s different.
12 MR, SLOCUM (kay, thank you. Al right.
13 CHAIR WGAE NS: Are there any additional Menbers
14 who would like to make a comrent or ask a question?
15 Ch, I"'msorry. Go ahead Rob.
16 MR. CREAMER: So |’m Rob Creaner with FI A PTG
17 | just wanted to make a commrent about the banks or
18 reaction Tyson to your coment about the banks kind of
19 causing the financial crisis. | think it's dangerous to
20 throw all activities of banks into the m x, that the
21  function that banks provide in backdated tenors and
22 commodity markets is very inportant.
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1 Principle trading firnms largely do not participate
2 back there. W don't have the bal ance sheet to do it
3 and | would really want to spend a lot nore tine with
4 that. A very thoughtful, and | thought very well done,
5 presentation to understand those issues better because
6 | think regulation has a large part to do with why

7 we're not seeing quality markets. And when | say

8 quality, affordable, econom cal markets for people to
9 engage and to hedge ri sk beyond the three-year tenor.
10 CHAIR WGE NS: M. Chairnman.

11 CHAI RMAN G ANCARLO  Thank you. | just wanted to
12 make an observati on.

13 | nmust say | was very pleased to hear M.

14 Goodenow s report described with words |ike

15 astoni shing, excellent, thoughtful, and well done.

16 Wien we set up the Market Intelligence Branch two
17 years ago, it was just such an intention to be able to
18 devel op and print out such objective data-driven

19 anal ysis of market activities and nmarket devel opnents
20 for use by market participants, for our own use at the
21  Conmmi ssion but for also use by other regul ators,

22 whet her they be in areas |ike energy or financial
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1 regul ations so that we could all conme to sone, at |east
2 dat a- based view, as to inpact on our markets.
3 And, whether it's in this report today or any
4  nunber of reports that the Market Intelligence Branch
5 over the last two years have produced in areas -- in
6 this area, but also in ag conmobdities and in
7 financials. | think that the Market Intelligence
8 Branch is doing exactly what we set out to do, and
9 under its new Chief Intelligence Oficer Mel
10 Gunewardena, who's here with us today, wll continue to
11 provi de hopefully such data driven objective work.
12 But finally, I'll end on a note that such work
13 consunes resources and as an agency that's been
14 chronically underfunded, we’d like to continue to
15 provi de such quality data-driven objective work for use
16 by the community so we can have intelligence of what's
17 happening in our market. So we can then, hopefully, as
18 Tyson says get ahead of things, but certainly | ook down
19 the road to anticipate what those changes nay be.
20 And so, | hopefully as an agency goi ng forward,
21 this value-add that we bring to the marketplace will be
22 recogni zed by our oversight comnmttees and others so
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1 that we could have the resources to do such quality

2 work going forward.

3 Thank you.
4 CHAIR WGGE NS:  Thank you. Conm ssioner.
5 COW SSI ONER BERKOVI TZ:  Thank you. This has been

6 an excel |l ent discussion, very informative and | too

7 echo the Chairman's coments about the Market

8 Intelligence Branch and how useful it is.

9 Being here initially when we did the Dodd- Frank

10 Act the first tine regulating basically froma bl ank

11 slate, a market where there was no data. W didn't

12 have the data on the swaps narket at that tine, and the
13 agency at that point, it was doing its best to figure
14 out where the regul ations should Iie and how to bal ance
15 the various objectives. And now, since those

16 regul ati ons had been in effect since the end of 2012,
17 we have a | ot of data.

18 The data needs -- we need sonme work on the data

19 and we're doing that to inprove that data, but we do

20 have five, six, seven years’ worth of good data. And

21 think analyses |like these Market Intelligence Branch

22 and not just about the swaps market, but |ooking at the
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1 futures market really so we can go forward and say,

2 what have we | earned over the past five, six, seven

3 ten years or whatever and where do we go forward from
4 her e?

5 In that, and as Commi ssioner Stunp nentioned,

6 we've had nunber of advisory neetings and it's very

7 interesting to sit through several of these to see sone
8 common threads in the various markets. And Market

9 Intelligence Branch did a presentation to the

10 Technol ogy Advisory Comnmttee on the inpact of

11 automat ed tradi ng and how that nmay affect the various
12 futures markets.

13 And | was | ooking at the presentation that

14 Mar keting Intelligence Branch provided to that advisory
15 comm ttee, indicated that between 2013 and 2018, the

16 percent age of automated orders in the energy markets

17 had i ncreased from about 65 percent of all orders in

18 2013 to about 80 percent of orders in 2018, so that the
19 data denonstrates this increase in an automated orders.
20 And also, if we're tal king about the futures
21 mar kets 10 years ago, one would read stories 10 years

22 ago about, various traders at trading firns, the big
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1 traders, Andy Hall and the oil markets, and Brian

2 Hunter in natural gas markets, and John Arnold in

3 natural gas markets. You really had individual people
4 making big bets and directional bets and a | ot of press
5 on that. And now we're in a market where nuch of it,

6 we have these automated orders.

7 The conclusion fromthe study that was presented

8 to the advisory commttee, the Technol ogy Advi sory

9 Commttee, was that automated trading really hadn't

10 affected volatility in the futures markets that you

11 | ooked at. But you nentioned about price discovery,

12 the price discovery process and whether the price -- we
13 have a robust price discovery process. Wuat other

14  takeaways m ght there be fromyour | ooking at autonated
15 orders in that market? Has it been affecting the price
16 di scovery process?

17 |f we don't have individuals or fewer individuals
18 saying, well, | think oil's going this way or natural
19 gas is going that way, and a lot of it and is now
20 aut omat ed orders, which nmay or may not express
21 di rectional views, but can you possibly address that?

22 MR, GOODENOW  Sure. What | would say is that the
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1 presentation that we gave the TAC a nonth or so ago,

2 that was a first pass -- a prelimnary foray into the
3 market to help us better understand the degree to which
4 aut omat ed or managenent and automated tradi ng m ght be
5 af fecting our narkets.

6 And with respect to the price discovery question,
7 that report does | ook at whether or not there's any

8 sort of correlation between the increase in the anount
9 of automated activity and end of day settl enent

10 volatility. So conparisons of yesterday's price to

11 today's price, and so on, back through tine. And we
12 didn't see anything on an end of day basis that

13  suggests that those are correl ated.

14 Now nmovi ng forward, one of the things we hope to
15 do is expand upon that prelimnary | ook where we're

16 | ooki ng at end of day activity and sort of expanding it

17 out to look at intraday price volatilities and intraday

18 liquidity. But that's, it's a future project.
19 And so, at this point, to directly answer your
20 question, | don't have an answer. |It's sonething we

21 hope to l ook into nmoving forward. But | would say that

22 to your point, with the price discovery questions, a
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1 lot of it is -- or what | had heard from from speaking
2 wth market participants after |1'd gotten done | ooking
3 at all the data that we had access to, was that they've
4 just noticed that there are fewer people out there in
5 the backend. And so, there are questions about what
6 i's, you know, they had sonme questions about what is the
7 actual price for, hypothetically speaking, just as an
8 exanpl e, a Decenber 2028 NYMEX Wl contract.
9 CHAIR WGAE NS:  Thank you all very nuch for your
10 comments and participation, Abigail.
11 M5. KNAUFF: Thank you. At this tinme the EEMAC,
12 we'll take a break. We wll return at 11:45.
13 Thank you.
14 (Recess.)
15 MS5. KNAUFF: Thank you everyone. | would like to
16 call the EEMAC neeting back to order and I'mgoing to
17 turn the agenda back to Dena.
18 CHAIR WGE NS: Thank you. Comm ssioner Quintenz,
19 I think you had a comment you wanted to nake.
20 COW SSI ONER QUI NTENZ:  Yes, thank you. | just
21 wanted to reference the very interesting report that
22 was presented by the Market Intelligence Branch at the
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1 | ast TAC neeting. There was sone conversati on about
2 price discovery and whether or not it had any findings

10

11

12

13

14

15

16

17

18

19

20

21

22

around price discovery. And if | recall correctly,
there was a chart in that report that referenced the
nunmber of intraday price changes over the course of the
| ast five to eight years and shows that there had not
been an increase in the nunber of those price changes
that correlated to the increase in automated orders.

| thought that was a kind of a fascinating
di scovery, not sonething that | had anticipated finding
t hat obvi ously, again, not conclusive the first point
of conversation in that |onger discussion, but I wanted
to just make sure that the record and everyone's
know edge reflected that, so thank you.

CHAIR WGA NS: Ckay, let's start our second pane
here and we will hear fromrepresentatives of three
desi gnated contract markets, which lists energy futures
and options products. Bryan Durkin will present recent
devel opnents at NYMEX, an Exchange within CMVE G oup,
Benjam n Jackson will present recent devel opnents at
| CE Futures U.S., and Denetri Karousos

w || present recent devel opnents at Nodal Exchange and
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1 then we'll open it up to questions and comments from

2 our Associ ate Menbers and then the EEMAC Menbers as we
3 did with the last panel. So we will start with Brian.
4 MR. DURKIN. Thank you. Chair Wggins and

5 Comm ssi oners, thank you so nuch for the opportunity to
6 be with you today. |'ve had the benefit of being a

7 part of this commttee for many, nany years now and

8 think what we're about to represent in terns of the

9 exchanges is the very inportant part and role that we
10 play in the U S. energy narkets and the CFTC in terns
11 of its oversight.

12 And hopefully what we'll be able to also inpart is
13 our innovation as exchanges and capability to respond
14 to the very reason why we exist, which is for risk

15 managenent purposes, to provide the products and

16 services and tools and risk managenent capabilities

17 that respond to and adapt to the very inportant energy
18 markets in particular and the fundanmental shifts in

19 those markets as things change, as they recently

20 changed over the | ast several years.

21 Wien we | ook over these |last few years, we've seen

22 significant growh in the demand and the usage for risk
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1 managenent in our energy sector. CME s |argest four

2 energy products, as you can see, have all experienced
3 triple digit gains in terms of growmh. And this is

4 gains both in the average daily volune that are traded
5 in these markets as well as gains in the open interest.
6 Alot of this is largely driven by crude oil futures.

7 | f you take a | ook at the second chart on this

8 page it denonstrates the rise in crude oil and natural
9 gas futures volunes as we conpare it to the overal

10  production growth in their respective physical markets
11 that they correlate to.

12 Now, what does this tell us? It tells us a few
13 things in the context of the construct of the market

14 itself, the nmarkets and the market participant pool

15 remai ns very robust and vi brant and diverse. And WI,
16 as you wll see, has increasingly becom ng an

17 i nternational benchmark in ternms of its recognition and
18 reliance.

19 Today we are now producing as a country, and |
20 think that this is something to be very proud of within
21 the U.S., the nost oil in our country's history. W

22 are all so now producing nore than Saudi Arabia and
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1 Russia. Nowthis is a big deal to the U S. and the

2 U S. markets and the investnent in infrastructure in

3 these markets.

4 We're al so exporting nore crude than we ever have
5 before. As you all know, prior to 2015, we were only
6 all owed to export into Canada. And as a result, our

7 light sweet crude oil is very desirable for many

8 countries’ refineries, particularly in China. So our
9 oil is increasingly |anding on international shores.
10 In addition, the U S. LNG industry has started to take
11 off rapidly and we are experiencing a very simlar

12 phenonenon. It's poised to grow significantly over

13 this next year, and the sane story exists where LNGis
14 headi ng abroad over to Asia and throughout Europe.

15 And as a result, international traders have

16 i ncreasingly been turning to our products,

17 col lectively, as a product and as a narket pl ace of

18 confidence to be able to hedge and to be able to manage
19 effectively their risk and their risk exposures.
20 Over the course of the last couple of years, it's
21 been our focus to really develop and grow our liquidity

22 t hroughout these contracts, through the regional tine
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1 zones. Increasingly, all of these markets are becom ng
2 gl obal markets in the context of benchmark and

3 benchmark recognition. |If you |ook back just a few

4 years ago the level and percentage of average daily

5 vol unme experience in our energy products average around
6 six percent or there abouts, overnight. Today, in

7 total, it's representing about 21 percent of our

8 overall energy market business. So increasingly we're
9 seeing increased participation in these markets around
10 the clock that's transcending itself into the growth
11 that we're experiencing in the volunme of activity,

12 average daily volune, as well as the increase in the
13 open interest supporting these contracts.

14 When you | ook at these contracts being recogni zed
15 as benchmarks, you see that the United States is

16 exporting in excess of 2.5 mllion barrels a day and
17 the EIAis predicting that this will beconme U S. as a
18 front-runner and a |eader in ternms of being a net

19 exporter of energy by @B of 2020. Now this is
20 sonething that as a narketplace we have to continue to
21 prepare for and ensure that we are providing the nost

22 robust liquid in tight markets.
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1 Li quefied natural gas is a very interesting

2 product for sure. Nat gas is being cooled down into a
3 liquid formand it's being | oaded into ships as we well
4 know, that are heading to other regines, be it Asia and
5 Europe. It's an extrenely energy intensive process to
6 nove this product froma gaseous state to a liquid

7 form but economcally the end-users are recogni zing

8 that it pays off when thinking about transporting it.

9 Just putting it in perspective, you think about a beach
10 ball. The anpbunt of gas that fits into a beach bal

11 once it's cooled down, can fit into a ping pong ball.
12 It's an interesting phenonena.

13 China, for exanple, is noving away fromcoal to
14 cl eaner forms of energy and it's been inporting a | ot
15 of LNG Now it takes 21 days for a ship that | eaves
16 the Gulf Coast to arrive in China. By liquefying the
17 natural gas for transport, they're getting a | ot nore
18 in terms of the efficiency and the cost to be able to
19 nove that product. And it's denonstrating that the
20 mar ket, yes, the global nmarket, has a vast thirst and
21 the denmand for effective hedging tools such as LNG as

22 It becones nore popular and it becones nore prolific.
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1 And as you can see fromthis chart, LNG exports

2 are also very closely tied to export capacity. And |
3 think a conment was made earlier in one of our prior

4 presentations, the nonent we can export nore, we do.

5 We have the ability and the capacity and the

6 capabilities to double our LNG exports by the end of

7 the year

8 Now as a response to this grow ng market, the CME
9 has announced a plan to | aunch a physically-delivered
10 LNG contract in the very near future. In the nmeantine,
11 these international traders are hedgi ng and managi ng
12 their LNG inports by going to our benchmark Henry Hub
13 Nat ural Gas Futures contract. Qur natural gas futures
14 contract today is trading on average of about 480, 000
15 contracts wth an open interest of about 1.2 mllion
16 contracts. However, this market faces the sane

17 infrastructure limtations as the crude oil market.

18 There's nore investnent in infrastructure occurring as
19 we speak. The export capabilities hopefully wll be
20 conpleted within the 2019-2020 tinme peri od.
21 As we take a | ook at the shale revolution, shale

22 oi | production specifically in the Perm an Base, has
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1 reached record | evel s on the back of increased

2 i nternational demand for U S. light sweet crude oil and
3 a boomng U S export nmarket. There's high |evels of
4 crude flowing fromMdl and, Texas to the Qulf in a

5 congested pipeline infrastructure in that regi nme which
6 has led to the utilization of sonme subopti nal

7 transportation routes. Myving the oil fromMdland to
8 Cushing and then from Cushing to the U S. @Gl f Coast.
9 Supply projections provided by Wod Mackenzi e show

10 production in this area growi ng by about 2.4 mllion a
11  day by 2023.

12 Now we had several nmjor pipelines that are

13 currently under construction to service the record

14 | evel s of shale volunme flowing fromthe Perm an Base.
15 As m dstream conpani es work vociferously to address the
16 pi peline bottleneck in this region, producers |ook for
17 alternative options for getting their supply to the

18 @il f Coast to export. And one of these options is for
19 upstreamfirns to utilize pipelines fromMdland to

20 Cushing and then from Cushing to the Gulf Coast. As a
21 result of taking this route flows from Cushing have

22 risen substantially and we now face another bottl eneck
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1 situation in which the pipelines on this suboptina

2 route are reaching full capacity, as well.

3 The three Perm an pipeline projects set to be

4 conpl eted during 2019 and 2020 woul d effectively

5 relieve this stress and this pressure on Cushi ng.

6 However, congestion in this area is expected to

7 continue and there are runors of delays for these

8 pi pelines and the construction conpletion dates may

9 spread out |onger than anticipated. |[If you take a | ook
10 at the first chart that | presented here, it's show ng
11 the flow of oil projections into Cushing if the

12 pi pelines were to be conpleted on tine. And the second
13 chart shows the difficulties if there are delays as is
14  being antici pated.

15 Currently there are 12 planned or recently

16 conpl eted pi peline devel opments including connections
17 into Cushing and capacity to the Gulf. It remains the
18 pipeline crossroads of the world in ternms of when we
19 | ook at Cushing, and the existing storage capacity
200 within Cushing currently is about 94 mllion barrels
21  with announced plans of increasing that to 30 mllion

22 over the comng years. Now these planned recent
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1 devel opnents and infrastructure are slated to add an
2 additional 2.7 mllion barrels to the system capacity
3 at Cushing specifically.
4 It's worth noting that the crude quality continues
5 to evolve and Cushing's central role as a bl ending hub
6 and a supplier continues to performan extrenely vital
7 role to the nmarketplace. |It's a central |ocation
8 production that is able to be accessed via Canada, the
9 Rocki es, West Texas, New Mexico, et cetera, both from
10 the inland and fromthe Gulf Coast refineries. Al of
11 this solidifies Cushing and the NYMEX crude oil as a
12 prem er crude oil benchmark.
13 Now, one of our roles as a marketplace is to nake
14 sure that we're responding to the shifts in demand and
15 the fundanmentals in ternms of providing new product and
16 capabilities to the marketplace to nost effectively
17 enabl e themto hedge their risk and their risk
18 exposure. You nay be aware that nost recently in
19 Novenber 2018, CME group | aunched a WII Houston futures
20 crude oil contract. It shows that we are constantly
21 aimng to provide participants with the nost effective,
22 the nost efficient hedging tools and hopefully we're
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1 qui ckly adapting to the fundanmental changes as these

2 fundanental shift.

3 We tal ked about the increase of crude exports from

4 the @Qulf Coast, but our benchmark crude oil product, as

5 you well know, is physically-delivered in lahona.

6 Now the price of a barrel of oil in Cklahoma is, of

7 course, not exactly the same as the price of oil at the

8 @l f ready to be exported.

9 So as we've worked with our commrercial end-users
10 and our market participants, we over tine devel oped a
11 financially-settled WIl Houston contracts that
12 participants quickly noved towards but there was al so
13 an extensive demand for us to develop this current
14 product to allow for the marketplace to nore
15 effectively hedge their exposures at the Qulf.

16 Now HCL, as we refer to it, or any North American
17 crude grade contract for that matter, is not designed
18 as a replacenent for our benchmark crude oil contract
19 in any way, shape, or form Qur W futures routinely
20 trade well over a mllion contracts a day. W're

21 continuing to build extensive liquidity throughout the

22 trading day, as |'ve denonstrated earlier. The listing
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1 of the HCL was strictly in response to market

2 partici pants need for a product, for themto be able to
3 manage their basis pricing risk, and also to be able to
4 provide a contract with slightly different specs as

5 nore crude was heading to and out of the Gulf Coast.

6 Now we' re proud of how the HCL contract has

7 perfornmed to date, but I'd like to put it in

8 perspective in terns of its conparison to the benchmark
9 W crude oil contract. W have 38 different

10 participants today actively. And when | say

11 participants, unique firns actively trading this

12 contract to-date. But if you put this Houston nmarket
13 i nto perspective and you | ook at all of these products
14 that are offered on all exchanges, the Houston WI

15 contract represents about 6,000 contracts in conparison
16 to our WII crude oils. So it's about one percent of

17 the overall vol une.

18 Now, HCL is physically-delivered in three

19 | ocati ons owned by Enterprise, and it's actively
20 gai ning traction anong our market participants. And
21 we're, we're delighted to see the progress that's being

22 denonstrated in that regard. And yes, it is reflective
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1 of the price of a barrel of crude oil in the Gulf. But
2 what is the true cost of a barrel on the actual dock?

3 Ri ght next to the water, ready to be | oaded on a ship?
4 That was the next iteration that we were hearing from
5 our commercial participants.

6 So recently the CME devel oped a crude oil auction,
7 which solves that problem Now this is an electronic

8 platformthat firns are able to utilize essentially

9 bi ddi ng on wat erborne crude, which reflects the total
10 cost. W've held two of these auctions, one on March
11 5th and one on April 4th. And again, our goal is to

12 of fer the nost precise hedging and pricing tool as nore
13 and nore crude is being produced and nore of it's being
14  exported.

15 There was reference earlier today in the prior

16 presentation with regards to sone fundanental changes
17 in the construct of the |longer dated contracts. Wen
18 we | ook at the changes in the physical market, which

19 can be seen in the graphs that I'm providi ng here, and
20 you take a good | ook at what's happening in the Perm an
21 Basin and the supply situation, we can see that the

22 makeup of the open interest in CME' s WII contract has




Meeting 4/17/2019
Washington, DC Page 100

1 shifted, positions and contracts further than three

2 years out have decreased.

3 In portion, the total of the overall crude oi

4 open interest, you' re seeing nore and nore

5 concentration and the first two to three years. Wy is
6 this so?

7 As we work very closely with the conmercial end-

8 user base, the producers that are utilizing our

9 contracts seemto be |l ess concerned with protecting the
10 longer dated investnment projects. And they're nore

11 i nsistent on protecting and preserving cash fl ows at

12 the shorter end of the curve. W're seeing that the

13 producers are increasing their crude oil positions in
14  the Decenber 2020 contract when conpared to historica
15 trends and that can be seen in the second chart on this
16 page.

17 Most of the commercial hedging is taking place in
18 the Decenber contract, as was alluded to earlier. Now,
19 this may further support the expectations of increasing
20 oil flow stemm ng fromthe Perm an Basin and headi ng
21 for Cushing, as | represented earlier, due to the

22 pi peline conpletion delays resulting in a need for our
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1 producers to hedge the excess 2020 supply using the

2 Cushi ng base and NYMEX WIl Futures contracts.

3 | think nore obvious is the Shale Era. The Shal e
4 Era has evolved, it's there. It's going to be there.

5 What has the Shal e Era produced for these nmarkets and
6 for the U S markets? It's produced greater production
7 efficiency. |It's created greater exploration

8 efficiency. |It's created greater innovation and

9 greater ninbl eness and greater responsiveness and

10 capacity. |It's increased the efficiency of markets.

11 It's increased the efficiency of allowing faster tine
12 to market and shorter investnent horizons. The economc
13 decisions and liquidity has allowed firns to be far

14 nore flexible and far nore tactical in their hedging

15 and hedgi ng needs.

16 So fromour perspective, it's our job as narkets
17 to nmake sure that we're responsive to the fundanental s
18 of those market shifts and providing the capabilities,
19 the price discovery, efficiency, the markets, the
20 products, and the innovation to respond to the very
21 reason why we exist, which is our comrercial users, our

22 comercial market participants, so that they can cone
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1 and rely on markets day in and day out, around the

2 clock to be able to nmanage that change and to be able

3 to manage that ri sk.

4 And | think to sumit up in terns of what we've

5 done as a marketplace, and when | think about the work
6 that this Conm ssion has done and the work of this

7 particular conmttee, as we've | ooked at a nyriad of

8 Issues, | feel like as an institution and as a

9 mar ket pl ace, we're extrenely well-poised to be able to
10 respond to these issues and to be able to provide the

11 di al ogue, like through this forum so that we can

12 continue to be, hopefully, the front-runner and the

13 | eader in these markets.
14 Thank you.
15 CHAIR WGAE NS:  Thank you very much M. Durkin.

16 M. Jackson.

17 MR. JACKSON. Thank you Chair Wggins. Thank you
18  Conmmi ssi oners.

19 Thank you for the opportunity to address all of
20 you today. And to echo Brian's conments up front, our
21 role as market operators around the world for markets,

22 cl eari nghouses, and bei ng data and anal ytics provider
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1 for our custoners is at the end of the day to provide

2 the nost efficient and effective way for our customners
3 to manage their exposure to price risk.

4 And how we do that as engaging with many of the

5 people in the roomhere, that represent different

6 various firnms around the U S. and al so gl obal

7 enterprises around the world, to hel p nmake sure that

8 the instrunents that they use to manage their exposure
9 to price risk as accurately as possible to give them
10 the ability to manage their exposure to those risks.

11 What | thought 1'd do in nmy comments today is just
12 start with three overall trends that we see in engagi ng
13 wth our custoners in the market, and give you all

14  flavor of how we're responding to those needs in terns
15 of new product innovation, and give you sone data

16 poi nts on how open interest in several of the products
17 that we have continues to build and open interest being
18 the open positions that are in a clearinghouse that are
19 being held for sone period of time, it could be all the
200 way up to expiry, we think is a very good netric that
21  shows what are the commercial users using and adopting

22 and how are they responding to the product innovation
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1 that we have in utilizing the contracts that we're

2 provi di ng.

3 The first trend is devel opnment of the m ddle class
4 around the world. There's no question that when you

5 t hi nk about demand for energy, where is it comng fronf
6 And there were several comments in the in the session
7 this norning that reflected that it's com ng from Asi a,
8 it's comng fromdevel oping markets, and it's that

9 prosperity of the rising mddle class that obviously
10 | eads to an increase in energy consunption, whether it
11 be for cooking, heating a home, cooling, electricity
12 needs, et cetera. But again, that that growh is

13 concentrated in Asia and in devel opi ng narkets.

14 The second key thing that we see is the real

15 I ntense focus on environnental issues, both fromthe
16 general popul ace around the world, as well as,

17 governnent regulators putting in new regulations in

18 pl ace to reduce greenhouse gas em ssions and the

19 harnful effect that they can have on our atnospheres
20 and in our oceans.
21 What we've seen is that customers of ours are

22 reacting to the different regulations that are com ng
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1 in place and that we need to respond with new futures
2 contracts to hel p them manage their exposure to price
3 risk as price volatility tends to change, prices tend
4 to change. As new regulations come into cone into

5 pl ace that could affect the price of energy.

6 We're al so seeing the adoption of alternative

7 energy and demand for new types of hedging instrunents
8 such as carbon all owance futures, renewabl e energy

9 futures as demand for products like that continue to
10 I ncr ease.

11 The third trend I'lIl touch on is the changing

12 supply dynam c that's been tal ked about throughout the
13 nor ni ng session and also in Brian's conmmentary. Wth
14  technol ogy, not only leading to the discovery of new
15 shale oil formations and gas formations around the

16 U.S., but technol ogy enabling a nore efficient way to
17 extract those fuels out of the ground with technol ogy
18 changi ng and adapting our infrastructure in the United
19 States to enable those products to nore efficiently get
20 to transportation hubs and with really the unl ocking of
21 natural gas through innovations in the LNG space to

22 take gas in its gas form reduce the tenperature to
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1 m nus 250 degrees Fahrenheit, turn it into a |liquid,

10

11

12

13

14

15

16

17

18

19

20

21

22

being able to put it onto a vessel and transport it
around the world, has really unlocked natural gas as a
gl obal type of conmmodity.

And yet as these markets are noving nore gl obal,
things like natural gas. | also want to point out that
what we're seeing fromour custonmer base is an
I ncreasing |l evel of demand for futures contracts that
as precisely as possible, help them nmanage their risk
at the point of consunption. Because it's at the point
of consunption, not just overall benchmarks, but the
poi nt of consunption that where if there's a supply
di sruption that happens or if there's a weather event
t hat happens, whether it's in the southeast of the
U S., that can be very different inpact of what happens
in the northeast of the U S or the Mdwest. So
| ooki ng for nore precise hedging instrunents is the
other trend that we're seeing.

Touching on the environnental itenms | hit on,
with the reduction of greenhouse gases and the trend
t owar ds decar boni zati on and desul furization. Wat

we' ve done in responding to that and working wth our
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1 custoners is that when you're operating futures

2 mar kets, there's really two ways to respond. First is
3 you take existing benchmark contracts that are being

4 utilized and you need to inplenment changes to those

5 speci fications, of what the underlying physical

6 i nstrunment that the persons and an entity i s hedgi ng at
7 the end of the day. The second way you respond is by
8 I nnovati ng new products.

9 And on this slide I'Il go through severa

10 di fferent exanples of how we in working with our

11 commercial custoners have responded in those ways. One
12 big exanple is in our gas oil futures contracts, and
13 one of our significant benchmark contracts -- gas oil,
14 think of it as diesel. W went through a significant
15 change partnering with our comrercial users to

16 i npl enent, back in 2015, that significantly reduced the
17 sul fur specification of the ICE Gas O Futures

18 contract from 1000 parts per mllion to 10. And it was
19 working with and engagi ng with our custoner base on a
20 seamless way to make that transfer and that transition
21 happeni ng of what the underlying physical market is,

22 how that instrunment's going to change, what the pricing
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1 dynamc that's likely to change in that contract as

2 result of it. By working with our commercial user

3 base, we were able to seam essly nake that adjustnent
4 and that change in the contract. It continues to be
5 one of our fastest growth futures contracts in our

6 conpl ex.

7 And | al so nentioned that we partner wth our

8 commerci al custoners across North Anmerica and Europe on
9 carbon al l owance futures and renewabl e energy futures.
10 This is new product innovation, new products that are
11 bei ng | aunched that give our custoners the ability to
12 manage ri sk and contracts |ike that.

13 In addition, we've |aunched a suite of MO 0.5
14 percent sul fur instrunents that are conplenentary to
15 our fuel oil derivatives conplex as an additional

16 choice for custoners that are dealing with regul ation
17 that's having, that's lowering the caps on the anount
18 of sulfur that can be produced. |In particular, in

19 marine transportation vessels. It gives custoners a
20 choice as to whether they use technology to scrub that
21 fuel at the point of consunption or do they use a

22 futures contract that represents a | ower sulfur fue
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1 Instrunment to perfect their managenent of ri sk.
2 On the supply side, | touched on sone of this in

3 nmy opening remarks, but obviously the shale revol ution
4 has really turned the gas and oil markets on its head,
5 where the U S. is now a maj or exporter of products |ike
6 LNG and crude oil. And what's enabled it is the

7 efficiency to extract these fuels, the investnents in

8 pi peline infrastructure, changes in that pipeline

9 infrastructure to efficiently get these fuels to areas
10 like the Gulf and |ike Houston, and then enabling it to
11 be transferred and transferred over |ong distances,

12 over the oceans into Asia, into northern Europe.

13 That's really effected a major change in these markets.
14 And at the same tine that these markets are

15 becom ng gl obal, as | nentioned before, custoners are
16 | ooking for as precise a way to nmanage their end risk
17 at the point of consunption as opposed to the point of
18 production. W're seeing that nore and nore a trend in
19 the energy markets. And I'll show you sone statistics
20 that point that out.

21 And | ast but not |east, natural gas, of the fossil

22 fuels is becom ng nore and nore of the choice of
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1 custonmers around the world as the fuel to burn because
2 it represents the cleanest, nost efficient, and nost

3 versatile instrument. And now with LNG t echnol ogy

4 capabilities that have cone into place that make it

5 easy to transport, nuch easier to transport, nmuch nore
6 efficient to transport to northern Europe and Asi a.

7 It's really becom ng a global commodity.

8 "Il touch on crude oil here briefly. So there

9 was sone comments made this norning and the report the
10 Chris gave | thought was really well done this norning.
11 But for us, we have over 500 different futures

12 contracts in the oil space that custoners utilize to
13 manage their risk. So those are the instrunents that
14 represent getting down to a |level of precision should
15 the custonmer so choose on where exactly they're

16 consum ng the end oil product.

17 A coupl e of the major benchmarks that we have that
18 many of you know, Brent, which is the benchmark, that
19 prices two thirds of the world's oil supply. W are
20 the hone of that contract. A contract that's been in
21 pl ace for 30 years. Qpen interest continues to build

22 in that contract and it primarily represents oil that
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1 IS waterborne transporting around the world, is where
2 that benchmark is used to hedge a price exposure.

3 The next one |I'Il touch on is our Dubai Platts

4 contract. So this contract continues to grow and open
5 interest continues to grow in trading volunmes. This

6 contract, it trades right alongside our Brent contract
7 and it represents and is it a growi ng representative

8 price benchmark and ri sk managenent tool that's used

9 for hedging price exposure to oil com ng out of the

10 Mddle East to primarily being a transported into Asia.
11 And in the U S. we have the | CE WIl Cushi ng

12 contract, which represents a really | andl ocked oil

13 production com ng out of the U S., and then as we've
14  touched on this, the graphic here in North America and
15 this slide on slide seven, shows the Perm an Basin

16 that's been touched on and tal ked about in several of
17 the conversations this norning.

18 There is new infrastructure that's conme online

19 with the Bridge Tex and Longhorn pi pelines that
20 officially is getting oil, increasingly getting oi
21 efficiently to the Houston area and we've | aunched our

22 Wl -- Perman Wl contract just at the end of | ast
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1 year. That contract continues to build an open

2 interest. It's a physically-delivered contract and

3 what we've been pleased to see is that the delivery

4 mechani sm of that contract continues to get tested with
5 over a mllion barrels delivered against that contract
6 in the short life that that contract has had.

7 We believe that will be a price benchmark that

8 that will continue to adopted and wll continue to grow
9 to be a representation of oil that's com ng out of

10 basins |ike the Permian Basin that's destined to hit
11 the water and to travel overseas. And then once it

12 hits the water, Brent is the benchmark that be the

13 benchmark that woul d be used to hedge price exposure
14  beyond that point.

15 CHAIR WGA NS: M. Jackson, could | just ask you
16 to take no longer than about five nore mnutes to end
17  your presentation? Just because | want to nake sure
18 that we get to the last presentation and have enough
19 room here in the schedule for coments and questi ons.
20 MR, JOHNSON. Sure. |’mal nost done. 1’1l just
21 hit this and natural gas real quick.

22 So this slide shows open interest from 2011 to
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1 2019. In the purple-ish color is as the |ICE Brent

2 Futures open interest in the blue is the ICE WI O

3 Futures open interest growmh. And then in the green,

4 you can see the substantial growh of the Dubai rel ated
5 contracts. And then in the upper right hand corner you
6 can see the, the relatively new Perm an WIl contract.

7 How open interest is building that. It's gone through

8 a couple of deliveries and we're pleased to see that

9 that delivery mechanismis continued to be used.

10 For natural gas, the points | would touch on

11 quickly. So we've devel oped 58 different basis markets
12 around the U.S. in addition to Henry Hub. And it's the
13 58 basis markets that we've had that we've seen

14  significant open interest building, which tells us that
15 custoners are increasingly wanting to really manage

16 their price exposure risks at the actual |ocation where

17 they're consuming it. And I'll show sone of the open
18 interest trends that a m nute.
19 The other thing that's represented on this slide

20 is the LNG flows. W' ve tal ked about the technol ogy
21 that's enabled LNG flows to happen. Well on the

22 receiving end of the termnals so that the U S side
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1 you have termnals that are cooling the natural gas to
2 get into a solid state. The areas where there are

3 significant investnent in termnals comng online are
4 in Japan and Korea, and we have a JKM LNG contract that
5 continues to grow in open interest very significantly.
6 And I'lIl show the open interest trends on the next

7 slide for that, based on those term nals com ng online
8 and as LNGis leaving the U S. and it's heading to

9 ports in Asia in particular in Japan, Korea, and

10 actual ly throughout Asia, we're seeing increasingly

11 that those physical contracts are being benchmarked to
12 that JKM pri ce.

13 And then in in Europe we have the NBP and the TTF
14 contract. NBP is UK natural gas. TTF is natural gas
15 in the Netherlands. Wile there's nultiples natural

16 gas supplies that go against those contracts. Wat

17 we're seeing increasingly is that in particular in TTF,
18 LNG supplies that are leaving the U S. and destined for
19 northern Europe, that is a significant and grow ng
20 anount of the LNG that's leaving the U S. is going to
21 northern Europe is being priced by the TTF contract.

22 And this next slide shows the build in open
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1 interest. You can see where wwth U S. Henry Hub in the
2 blue on the top, but where the significant growth for

3 us that we've seen across our contracts has been in the
4 U S. basis markets represented in the brown and then UK
5 gas. And you can see the EU gas, which is a TTF on the
6 bottom And on the right hand side, we' ve seen 230

7 percent growmh in the JKM LNG contract al one since

8 2016.

9 The |l ast piece I'll touch on briefly, we continue
10 to innovate with our custoners in providing power

11 markets to our customers. We're a |eading provider of
12 power markets around the world. W provide over 300

13 futures contracts in the U S. alone, in 25 options

14  contracts that help custoners manage their risk as

15 preci sely as possible, while al so having a keen eye

16 towards having transparent risk netrics around how

17 peopl e are managi ng the risks, how cl earing and how

18 margi n requirenents are being set in these power

19 mar kets as they can be very volatile nmarkets. And
20 then, in Europe we've devel oped 10 different futures
21 contracts and three options contracts as well that

22 continued to build for us.
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1 So a quick summary of the trends. W're seeing

2 growh in demand across Asia. W're seeing in terns of
3 the liberalization of natural gas and the efficient way
4 to transport natural gas, that's becone nmuch nore of a
5 gl obal market. And with the U S. now being a net

6 exporter of products |like crude and natural gas, the

7 demand to have nore | ocalized points of where

8 consunption i s happening on these commodities continues
9 to increase.

10 And we | ook forward to continuing to partner with
11 all of you to continue to innovate and provi de the best
12 ri sk managenent solutions we can. Thank you

13 CHAIR WGA NS: Thank you very much. M.

14 Kar ousos.

15 MR. KAROQUSOS: While the deck is comng up, |

16 would just like to say thank you to Conm ssi oner

17 Berkovitz for hosting us today and Chairman G ancarl o
18 and the rest of the Comm ssioners.

19 You know, it's always exciting to cone to the
20 CFTC, not only to see famliar faces on the Conmm ssion
21 and staff, but boy, if you' ve successfully navigated

22 that ranp down to the third floor in the garage, you
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1 know, you can take on anything. And so, it's always
2 exhilarating the conme to the CFTC
3 So again, |'mDenetri Karousos w th Noda
4 Exchange, just a brief overview of who we are. We may
5 not be as well-known as | CE and CME, but we're hoping
6 to change that.
7 Just | ast week we cel ebrated our 10-year
8 anniversary, so it's exciting to have been al ong for
9 the journey the whole way. W are now an energy,
10 environnental, and | ogistics comodity exchange. W
11 are a DCM W were, of course, |launched to better
12 serve the hedgi ng needs of the power market, that's our
13 origin. W do provide the ability to trade futures and
14 options on hundreds of hub zones and nodes across the
15 seven organi zed markets. W do offer the Henry Hub
16  contract.
17 I n Novenber, we |aunched a full suite of
18 envi ronnmental futures and just last nonth we | aunched
19 the world's first trucking freight futures. W have
20 multiple platforns to trade, including the T7 matching
21 engi ne from Deut sche Borse Group, which powers EUREX
22 the EEX Group’s engines and the Frankfurt Stock




Meeting 4/17/2019
Washington, DC Page 118
1 Exchange. And all the contracts are cleared by Nodal
2 Clear, using the true portfolio margining that we
3 innovated.
4 W are, as of May of 2017, part of the EEX G oup,
5 which is itself a subsidiary of Deutsche Borse G oup, a
6 $20 billion European exchange group, so we fit in there
7 in the bottomright and represent the growth vehicle
8 for the Anericas.
9 kay. Onto power. So the first thing to note
10 about derivatives trading in power is that virtually
11 all power futures contracts settled to the spot narkets
12 in one of the seven organi zed power markets that have
13 gone nodal in the U S., so what does that nean?
14 The bi g change from a deregul ati on standpoi nt was
15 in the 90s and early 2000s, when nmany of the forner
16 NERC or gani zati ons becane RTGCs or |SOs and offered
17 nodal points pricing in order to allow a nore efficient
18 all ocation of capital in order to build out
19 transm ssion and generation, it was called the standard
20 mar ket design. So those markets today we know is PIM
21 M SCs, SPP, and so on.
22 What's critical to note is that these spot markets
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1 are anong the nost surveilled spot markets in the
2 world. You ve got both the FERC, and for Texas, the
3 Texas PUC, you've got independent nmarket nonitors,
4 you've got internal market nonitors that each of the
5 | SCs, as well as the various state PUCs overseeing a

6 safe and transparent market operations. So the first

7 thing to note about power derivatives in the US., it
8 Is the nost surveilled spot market in the world.

9 Now as we | ook at total power volunes, this is

10 across all the exchanges from 2013 onward. You'll see

11 that recently we've seen a bit of a dip in a power

12 futures volune froma high point in 2016, but I'Il note
13 that the line on that graph, the which represents open
14 interest represents an all-tinme high. And we think

15 that open interest really signals a strong hedgi ng need
16 for the market.

17 Price volatility continues to increase naking

18 hedge and even nore inportant, what you're | ooking at
19 here is volatility representing spot narkets of the

20 maj or hubs and dating back from 2005 through 2018, you
21 can see the spike in 2014 but various spikes in the

22 past few years relative to the relative calmduring the
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1 first decade of the century.
2 Now this side has a lot going on. Let ne try to
3 explain it to you. This talks about just how difficult
4 it is to predict power pricing. The bottom of the
5 graph, you'll see three separate contracts. The PJM
6 Western Day Ahead Peak, PSEG Zone, which is the utility
7 in New Jersey, Day Ahead Peak, as well as the Mass Hub,
8 the Massachusetts Hub Day Ahead Peak in | SO New
9 Engl and. And right above that you see that we're
10 | ooking at the January and February expiries for each
11  of those contracts.
12 And then, the bars represent the years 2014
13 through 2018. So now as you | ook at the tall blue bars
14 across all of those expiries. That represents the peak
15 pricing we saw during the Polar Vortex of 2014. That
16 was a trenmendous year volatility and had | arge inpacts
17 in the industry. But then |ook at what happened in
18 2015, 2016, 2017, trenmendous year over year volatility.
19 So if you're a producer of electricity or consuner
20 el ectricity, how could you not but want to hedge that
21 kind of volatility.
22 Now | ook at comng into -- well, first | guess




Meeting 4/17/2019
Washington, DC Page 121
1 noting 2017 to 2018 just in that year for PJM January
2 Western Hub, a doubling of prices in, near tripling in
3 PSEG and in Massachusetts Hub as well. So now you're
4 coming into the winter of 2018, 2018-2019, early
5 Decenber. And pricing at each of these |ocations was
6 quite high following the volatility in the gas markets
7 that we saw in Novenber. So PJM for exanple, the
8 January expiry for PIJM Western Hub, $64 was the price.
9 \Were did it settle? $39. Again, trenmendous
10 volatility that you need to -- that you'd want to be
11 able to hedge a effectively.
12 What leads to this volatility of pricing? W've
13 al ready tal ked about the intinmate |inks between natural
14 gas and power, roughly a third of power is now
15 generated by natural gas and roughly a third of natural
16 gas is used to generate power. So, of course, they're
17 intimately linked and it's even nore it's even nore
18 substantial than that because natural gas on the margin
19 Is setting the price for power nuch larger than its
20 share of generation.
21 But there's nore for power, of course,
22 transm ssion constraints, short-term weather risks,
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1 I ndustrial demand, requlatory risks, power plant

2 out ages, transm ssion outages, and the change in the

3 generation mx fromcoal and nuclear retirenents to

4  renewabl es.

5 And so, you know, part of ny focus on this

6 presentation is to address a bit of a hidden question
7 here, which stens fromthe events in the last year in
8 the power markets, which is sonme have asked a question,
9 you know, is it even suitable to trade power as a

10 derivatives contract? |s power a suitable commodity
11  for futures markets? CQur answer of course, is an

12 enphatic yes. Wy? Because the market participants
13 have a trenendous need to hedge this product. And the
14 ability to manage that risk can and has and has easily
15 been done within the exchange and cl eari nghouse nodel .
16 So stepping back, if | asked you what's the

17 relative volatility between power and natural gas? You
18 know, sonme answers that |'ve heard just from surveys on
19 peopl e wal ki ng down the hallway, “oh, | don't know,
20 three or four or five tinmes higher between power and
21 natural gas.” Well, using sonme traditional risk

22 measures such as standard deviation, if we | ook at the
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1 pronpt nonth, and this is from 2013 to 2018, daily

2 volatility for power futures was only 30 percent higher
3 than natural gas. And in fact, for 12 nonths out, so

4 |onger dated expiries were virtually flat, virtually

5 equi valent volatility between the two markets. Even in
6 2014, the year of the Polar Vortex, power volatility

7 ranked only 74 percent higher than natural gas.

8 Now t hat doesn't nean that there isn't any

9 wvolatility in power, nor that standard deviation is the
10 right way to think about volatility or risk managenent
11 in the power market. The key, of course, is to

12 properly manage the tail risk and to understand where
13 in the portfolio that risk resides. So when you do

14 focus on the tail risk, you nore accurately address the
15 exposure that initial margin is neant to cover. You

16 can see here now the volatility conparisons between

17 power and natural gas as of roughly two X factor in the
18 pronpt nonth and significantly higher in the outer

19 nont hs, as well.
20 Properly segnenting a portfolio is key to
21 i dentifying where the risk pockets really are. And

22 finally, taking neasures to avoid conplacency during
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1 | ow volatility periods. So these are traditionally
2 known as anti-“pro-cyclicality” which is a nouthful.
3 But what it really neans is nmaking sure that your risk
4 nodel captures historic periods of volatility, so that
5 recent calmdoesn't lull you into a fal se sense of
6 confort. And also addressing liquidity concerns for
7 that open interest further enhances market protections.
8 And with that, | yield the presentation.
9 CHAIR WGE NS: Thank you very much. Do we have
10 any comrents or questions fromthe Associ ate Menbers?
11 Tyson you are an EEMAC Menber. Do you want wait
12 until we get to the Menbers?
13 MR SLOCUM Yes, | will wait.
14 CHAIR WGE NS: COkay. | can't see your nane tent
15 fromhere. Wuld you like to comment? Go ahead.
16 MR. MORK: Thank you. Robert Mork w th NASUCA.
17 We're kind of newconers to the group here, so
18 we're glad to be here. But it seens to us that there's
19 ki nd of been an evolution in how we see things as
20 consuner advocates and maybe RTGOs, regional
21 transm ssion organi zations, which run so nmany of our
22 power markets had been kind of a gateway drug for us in
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1 getting us as consuner advocates interest in these

2 interested in these areas. W do have a strong

3 consensus, | think, as a group that markets can bring
4 it efficiency and | ong-termvalue to custoners.

5 | just wanted to say today, as kind of a new

6 menber, that this has really been an interesting

7 di scussion. W're very interested in sonme of these
8 hedgi ng issues and so | think I'lIl leave it there for
9 right now, but thank you

10 CHAIR WG3E NS:  Sue.

11 M5. KELLY: Thank you. | hadn't really

12 antici pated saying anything, but I was struck by the
13 slide by our last presenter slide nunber eight, that
14  tal ks about the forward pricing risks that market

15 participants have. And as you can tell, we're coping
16 wth alot when we actually are trying to serve

17 custoners with reliable and affordable power supply,
18 and al so do that consistent with a good environnental
19 stewardship. It's not easy to, you know, handl e al
20 those things.

21 | just point this out because when we have

22 di scussions this afternoon about our ability to have
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1 liquid trading instrunments and not have to be subject
2 to such substantial restraints on our ability to do
3 that, as we mght see in the rul emaki ng that the
4 prudential regulators are doing. | nean, this is what
5 we're dealing with on a day-to-day basis and what we
6 need is kind of understanding fromfederal regulators
7 in the financial marketplace. Not so nuch you, we |ove
8 you. But you know, it's just certain other venues
9 where we could have real issues and neke it nore
10 difficult for us to be able to deal with this slide.
11 Thank you.
12 CHAIR WGAE NS:  Paul .
13 MR CICIO For M. Karousos. Yes, sorry, | did
14 so poorly on that nanme. But, my manufacturing
15 conpani es, when we tal k about electricity futures and
16 hedgi ng, the first thing out of their nouth is always a
17 problemwi th liquidity. And could you explain what is
18 the problen? Wy are we having a problemw th
19 liquidity and electricity hedgi ng?
20 MR. KAROQUSOS: That's a good question because |'m
21 not aware of that problem
22 So you know, nost markets -- nost financial
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1 derivatives markets operate on the effect of the kind

2 of a hub and spoke approach, which is to say that

3 typically hubs will provide a trenendous anount of

4 liquidity and market participants are for some of the

5 | ess traded contracts are nore willing to trade those

6 contracts as a spread to that major source of liquidity

7 rather than doing an outright trade at those |oca

8 | ocati ons.

9 And so, we see a trenendous anount of that spread
10 trading at Nodal Exchange and woul dn't subscribe to a
11 notion that there's sonehow illiquidity there. But it
12 does take place, typically as spreads, on the back of
13 maj or hub trading that that conmes before it. And that
14  happens, whether you're tal king about | ocational
15 spreads or actually tine spreads. So typically
16 actually longer dated expiries are often done as
17 spreads to near-termexpiries for the sanme reason. So
18 it's both the tenmporal as well as |ocational spread
19 phenonenon.

20 CHAIR WGAE NS: Do any ot her Associ ate Menbers have
21 a comrent or a question and we have one Associ ate

22 Menber on the phone. Do you have anything you'd |ike
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1 to say?
2 MR. McKONE: No, | do not. Thank you.
3 CHAIR WGGE NS:  Thank you. Let's turn to our
4  EEMAC Menbers.
5 Tyson, you had your card up earlier, would you
6 li ke to begin?
7 MR. SLOCUM  Yes, |'ve got four questions. |

8 don't know if |I can ask all four at once or just one at
9 atinme and see if others have questions. How woul d you
10 like to handle it?

11 CHAIR WGE NS: W're a little bit short on tine,
12 so let's see how it goes.

13 MR SLOCUM Al right. 1'Il ask two and then

14 yield and then ask the other two --

15 CHAIR WGE NS: That’'s sounds fair.

16 MR SLOCUM So first of all, thank you very nuch
17 for the presentation. So M. Jackson in your

18 presentation, you noted that natural gas now is sort of
19 the main bal ancer for the intermttency of renewabl es
20 and that's true today, but going forward it's going to
21 be energy storage batteries. Do you guys have products

22 ri ght now on energy storage?
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1 | f not, what would those | ook |ike? Wuld they be
2 sort of close to -- because nobst of the energy storage
3 is seen as directly affiliated with you know, utility
4 scale solar and wind. And |I'mjust wondering if this
5 Is going to be a product that we m ght see.
6 MR. JACKSON: So in ternms of storage-based
7 products, we do have sone related to just energy
8 storage but nore of the physical fossil fuels, today.
9 | would say it is a conversation we're having
10 wth commercial custonmers around nore things |ike the
11 storage of nore |like battery-type of fuels and those
12 types of things. But haven't cone up wth what's the
13 magi ¢ formul a when tal king to both buyers and sellers
14 on how that that would work and you create an actual
15 liquid market for that.
16 MR. SLOCUM One nore question. So Denetri, you
17 showed us sone issues about volatility driving forward
18 electricity contracts. You've got a whole bunch of
19 vari ables here. But it's fair to say that sonme of that
20 volatility is being driven by underlying volatility in
21  fuel costs fromnatural gas, coal, uranium what have
22 you, as we nove to greater and greater penetration
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1 rates for utility scale, solar, and w nd, do these

2 types of renewables feature less volatility? As nuch
3 wvolatility is what we see from you know, say fossi

4  fuels powered power contracts?

5 MR, KAROQUSOS: So great question.

6 So the renewabl es have two inpacts, right? So the
7 first is that because there's zero marginal cost, they
8 actually go directly to the left on the supply demand
9 curve. And so, there you're basically pushing out what
10 the md-supply sources are. So we will typically stil
11 stay on gas at that point as gas continues to dom nate
12 the fossil fuel mx.

13 And the challenge though is the intermttency

14 question, which it tends to be nore of a kind of intra-
15 day chal |l enge nore than, you know, day-to-day or nonth-
16 to-nonth challenge. But on the intermttency that does
17 create for folks doing the trading at the very short

18 end of the curve, so the daily contracts, for exanple.
19 You do see of course that wind, in particular, creates
20 sonme volatility, as does solar, but that tends to be
21 very, very, very short-term That's not on par say

22 with some of the longer termeffects here of the
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1 generation m Xx.
2 CHAIR WGE NS: Any ot her questions?
3 MR. SLOCUM |’ve got two, but again | don’'t want
4 to --
5 CHAIR WGANS: 1've got one I'd |like to ask.

6 Wen you were tal king about the volatility and the

7 natural gas cost, you're |ooking at the spot price

8 volatility. Correct?

9 MR. KAROQUSOS: And the forward curve. So because
10 the two contracts trade out in tinme, any major changes
11 that you see in the gas curve get translated into
12 changes in the power curve, as well.

13 CHAIR WGAE NS: Tyson, back to you.

14 MR. SLOCUM So an increasingly comon financing
15 vehicle for |arge-scale renewable projects are |ong-

16 term power purchase agreenents, bilateral between the
17 proj ect devel oper and the user. There's a nunber of

18 different |arge corporations; Mcrosoft, Apple, Google,
19 that are enpl oyi ng these.

20 | would inmagine that the proliferation of |arge-
21 scal e renewabl e projects under |ong-term PPAs negates

22 or significantly reduces the need to hedge risks since
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1 the PPA appears to have built-in, you know, hedgi ng

2 opportunities. |Is that accurate? |Is the rise of PPAs
3 inpacting hedging in forward power markets at all? O
4 is it still a negligible nunber in the schene of the

5 size of the market?

6 MR. KAROQUSCOS: So soneone's al ways bearing the

7 ri sk right when you're tal king about those bil ateral

8 arrangenents. And so, that risk gets hedged in the

9 futures market. So | think what you're describing is
10 maybe the devel oper feels |ike they may have hedged

11  their risks.

12 We're actually hearing that those -- so two

13 things. One, soneone's always bearing the risk and so
14 that ends up translating to futures activity. And two,
15 there is -- because of the availability of futures

16 contracts to hedge a nmuch of this risk. And you know,
17  when we | aunched, boy, there were maybe just a dozen
18 | ocations that were being offered, right? And so, now
19 there are hundreds | ocati ons being offered by us and
20 our col |l eagues here.

21 The ability to just go directly to hedging is also

22 sonet hing that market participants are | ooking at
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1 directly. So rather than having a bank counterparty
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provi de you that hedge and then have the bank find a
way to hedge and manage that risk on the exchange.
W' re seeing sonme of those market partici pants cone
directly to the derivatives hedging directly.

CHAIR WGA NS: M. Sandor, | think you had a
questi on.

MR. SANDCR:  Just one comment. First of all, to
t hank Comm ssi oner Berkovitz for convening this. |
think it's terrific inreviving it, and to the Chairmn
for his support and to Dena and Abigail for their
support .

| have one comment, or observation, and | guess
it's my job to point out what | have a nmajor interest
in and that's the environnent and |'ma teacher. And
so, when | teach every year and | update ny
envi ronnmental data. And |ast week | updated on
environmental markets in the United States and |
thought I'mjust comng to this neeting, what were they
four years ago? Were are they now?

| f you add up the environnental open interest in

North Anerican environnmental markets and put it next to
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1 gold, silver and platinum you'll find that

2 environnmental markets O is about equal to precious

3 metals. And | think that's a pretty stunning

4 statistic.

5 Now the volunme isn't, and then just to put this in
6 the case, and | think at the last neeting, |I'm 700

7 years old, ny nenory doesn’t go with as well as it used
8 to, but I think it was just under 500, 000.

9 So one reads the paper and thinks environnent,

10 it's going down. It's not nmuch interest in it and

11 quite the contrary if you | ook at environnenta

12 mar kets, which have grown 50 percent since we |ast net,
13 or 40 percent. Thank you.

14 CHAIR WGE NS: Thank you very nmuch. Thanks to our
15 panelists and | think that brings us to a close with

16 this part of the session. Abigail.

17 M5. KNAUFF: Thank you. At this tinme, we wll

18 take a lunch break. We will resune the neeting again
19 at 2:00 p.m, all EEMAC Menbers and Associ ate Menbers
20 that are participating in the EEMAC | unch can proceed
21 to the security desk to be escorted up to the boardroom

22 on the ninth floor. |If you're not attending the EEMAC
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1 lunch, a list of area restaurants is available within

2 your neeting folder or on the agenda table. Thank you.
3 (Wher eupon, at 12:45 p.m, the Energy and

4 Envi ronnental Markets Advisory Conmittee recessed for a

5 | unch break.)
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1 AFTERNOON SESSI ON
2 (2:06 p.m)
3 M5. KNAUFF: Thank you everyone. | would like to
4 call them EEMAC neeting back to order and turn the
5 agenda back over to Dena. Thank you.
6 CHAIR WGE NS: Thank you Abigail. During our
7 third and final panel, we will hear from market
8 participants about the availability of clearing and
9 ot her services within the energy derivatives narket
10 place. W're going to start with remarks from Rob
11 Crearmer of FIA PTG Bill MCoy of Mrgan Stanl ey,
12 Vi ncent Johnson of BP Integrated Supply and Tradi ng,
13 and Lopa Parikh of the Edison Electric Institute.
14 And then, as we have before today, we'll hear
15 feedback from Associ ate Menbers and then we'll turn it
16 over to the EMAC Menbers.
17 So with that I will turnit over to M. Creaner.
18 MR. CREAMER. My nane is Rob Creaner. | amthe
19 CEO of Geneva Trading, as well as the chairman of FIA s
20 Principal Traders G oup.
21 I'd Iike to thank the Conm ssion and the nenbers
22 of this commttee for providing nme the opportunity to
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1 di scuss how the capital inpact of Basel 111

2 specifically the supplenental |everage ratio, has

3 affected the principal trading comunity and its

4 ability to provide liquidity in the futures and options
5 mar ket s.

6 There has been a significant inpact on liquidity

7 providers as a result of the current exposure

8 nmet hodol ogy, CEM in the supplenental |everage ratio

9 calculations. It has decreased liquidity in markets

10 and increased the potential for a market to experience
11 peri ods of extrenme volatility. It has nmade the

12 managenent of clearing relationships and capital nore
13 conpl ex and contributed to the shuttering of

14 participants |ike Geneva Energy Markets, once a | eading
15 provider in global oil markets. |Inplenenting capital
16 rul es under a franmework, such as CEM it focuses on the
17 gross notional value positions rather than their risks
18 to the nmarketplace, reduces market liquidity, and has
19 the potential to catastrophically destabilize markets.
20 Basel 1ll1 SLR rules intended to reign in bank risk
21  taking have cascaded down to the futures comm ssion

22 nmer chant divisions of clearing banks and ultimately to
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1 the liquidity providers upon whom hedgers ultimtely

2 rely on to transfer risk. The significant downstream
3 inpact on liquidity providers of requiring banks to use
4 CEM to conpute there SLR requirenents is either not

5 wel | under stood or being ignored.

6 Wiile the Basel 111 SLR requirenent was designed
7 to reduce risk in the system there are areas where

8 risk has increased as a result of its inplenentation.

9 Liquidity providers often generate |arge portfolios of
10 positions with relatively little unhedged market

11 exposure. Using the gross notional value of a

12 portfolio to conpute the SLR requirenent of this type
13 of bal ance position unnecessarily limts the ability of
14 a principal trading firmto provide liquidity while

15 doing little to protect the marketplace fromrisk. And
16 even worse, this constraint intensifies during tinmes of
17 stress when liquidity is needed the nost.

18 The industry seens to be noving, albeit slowy,

19 towards the inplenmentation of the standardi zed approach
20 for counterparty credit risk, SA-CCR, with initial
21 margi n offsets for conmputing the SLR requirenent. |'d

22 like to point out that the IMoffset is a critical
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1 conponent. A nethodol ogy that omts a margi n of f set
2 requires a bank FCM to shoul der the burden of a
3 client's gross notional exposure w thout the benefit of
4 the capital that it provides to the cover the risk of
5 its positions. |In fact, there's an additional penalty
6 of holding that capital. Failing to provide IMoffsets
7 is an egregiously punitive policy that should be
8 corrected for the sake of liquidity and soundness of
9 the FCM community whose stability is vital to well -
10  functioni ng markets.
11 And while SA-CCR will provide significant relief
12 for rates, credit, and options, unfortunately
13 cormodities will actually be worse of f under SA-CCR
14 wthout nodifications than they are under CEM This is
15 a result of the product specific multipliers. These
16 supervisory factors that are applied in the SA-CCR
17 nodel . Mvenent to SA-CCR is an inportant step and
18 whol e-heartedly support this transition, but
19 unfortunately, SA-CCR w thout nodification doesn't
20 necessarily do any favors for market participants in
21 the energy sector. Until this nmultiplier issue is
22 addressed through nodifications, we can only hope that
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1 the capital that is freed up in other asset classes by
2 the application of SA-CCR, wll provide FCMs with the
3 capacity to subsidize their commodity clearing
4 busi ness. Regardl ess, energy businesses will |ook |ess
5 attractive to the FCM and | fear that nmany may adj ust
6 their pricing or exit the clearing of this asset al
7 t oget her.
8 The current CEM franmework has forced liquidity
9 providers to nodify their behavior to the detrinent of
10 those who rely on their liquidity for hedgi ng purposes.
11 Currently, liquidity providers are quoting narkets and
12 managi ng i nventory around gross notional thresholds
13 prescri bed by the FCM through a bal ance sheet
14 all ocation process. As aresult, liquidity providers
15 avoi d holding inventory that wll increase their
16 bal ance sheet exposure even though the portfolios that
17 they manage have little to no risk.
18 For instance, if liquidity provider quotes and
19 trades an oil swap future contract, the liquidity
20 proprietor wll often hedge its risk and liquid futures
21 contracts on exchanges such as CME and ICE. Both the
22 oil swap futures contract and the futures use to hedge
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1 it’s risk are cleared and netted to reflect the actual
2 risk of its portfolio. |In this case, negligible.
3 Once a liquidity provider’s book is hedged and the

4 risk is offset, it can continue providing liquidity to
5 the market. Under the CEM franmework, a liquidity

6 provi der inpacts the bal ance sheet of its FCMin a

7 manner that suggests a hedge position should require

8 nore bal ance sheet than an unhedged position.

9 To illustrate this point in a very sinplistic

10 exanple, if aliquidity provider executes a trade with
11 an end-user that creates a $1 mllion long position in
12 an oil swap futures contract in hedges it with a $1

13 mllion short position in an equivalent electronically
14 traded futures contract, the risk will be close to

15 zero. The CEM net hodol ogy dictates that the trade

16 effectively uses $1 mllion of FCM bal ance sheet for
17 the long position, plus $1 million of FCM bal ance sheet
18 for the risk reducing hedge position. This is a very
19 generalized exanple to illustrate the point, but as a
20 result, the liquidity provider would be using $2

21 mllion of its balance sheet when it's market risk is

22 al nrost zero. |If an FCM provided a liquidity provider
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1 with $100 mllion of total balance sheet, it could only

10

11

12

13

14

15

16

17

18

19

20

21

22

do about 50 simlar trades before it would have to stop
quot i ng.

If a market is supported by 10 simlar liquidity
provi ders and each one is provided with the sane
bal ance sheet Iimt then the collective group could
only execute 500 trades before the entire group of
liquidity providers and the FCM supporting themis at
capacity. Wien a liquidity provider reaches the
capital limt inposed by its FCM it we'll have to stop
trading and go into risk reduction node.

Under normal nmarket conditions, liquidity
provi ders who are nearing their capital limts wll

reduce and wi den quotes to avoid additional inventory,

particularly inilliquid tenors, thus making hedges
nore expensive for it to end-users. If all liquidity
providers reach their capital limt at a tine when the

markets are under stress, there will be little to no
liquidity avail able to absorb a shock. Sinultaneously
during tinmes of market stress, the FCM bal ance sheet
may not be under pressure and as a result, the

al l ocation of capital liquidity providers may be
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1 reduced.

2 Instructing liquidity providers to unw nd

3 positions in a market w thout adequate liquidity

4 further intensifies nmarkets’ volatility. Under a

5 capital requirenents franework based on nmarket ri sk,

6 rat her than gross notional, principal trading firns

7 would have plenty of capacity to support the narkets

8 and provide stabilizing liquidity.

9 For purposes of illustration, I'd like to share
10 how the Basel 1l SLR capital rules contributed to the
11 shuttering of a conpany that | cofounded, Geneva Energy
12 Markets. GEM as we called it was established in 2008
13 as a joint venture between Geneva Tradi ng and | nport
14 Energy. Together we saw an opportunity create an
15 entity that would integrate our conbi ned strengths.

16 Qur vision was to create a lean and ninble liquidity

17 provider in the energy markets that can tighten spreads
18 and build a nore robust nmarket through an all cleared
19 aut omat ed approach. Qur, aimwas to provide reliable,
20 fair markets to the industry.

21 Qur first year was a great success and our thesis

22 was validated. GEMprovided liquidity directly to over
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1 a hundred counterparties, nostly comercial end-users

2 who were looking for liquidity and commbdity swap

3 futures in tenors that |acked sufficient liquidity on

4 the electronic trading venues.

5 CEM was skilled at efficiently pricing these

6 mar ket s and optimally hedgi ng the swap futures exposure
7 in liquid, screen-based futures markets. Doing so

8 al l oned us to provide exceptionally tight and deep

9 mar kets for our counterparties within a nmanageabl e ri sk
10 profile. Because of our conpetitive quoting, market

11 participants were actively hedgi ng and nore

12 econom cally able to manage their risk.

13 When the financial crisis occurred, we believe

14 that GEM provided a perfect exanple of how one coul d

15 use technology in central clearing to integrate OIC and
16 exchange traded markets. | was extrenely bullish about
17 the opportunities in other asset classes. This nodel
18 had the potential to transforminterest rate swap

19 tradi ng as an exanpl e anong nmany ot her OIC bil at er al
20 mar ket s.
21 My view was ultimately proven to be very naive. |

22 never considered that GEM woul d be so severely inpacted
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1 by regul ations that were intended to foster clearing
2 transparency and conpetition. In terns of the capital
3 rules, | failed to appreciate that the fact that our
4 bank FCM partner's ability to support the principal
5 trading community would be so severely strained.
6 GEM thrived from 2008 t hrough the end of 2017. 1In
7 early 2018, our FCM began notifying clients that they
8 woul d be reporting their CEM exposure under the Basel
9 [1l reginme. 1In connection with this, GEM was notifi ed
10 that it needed to reduce its risk-weighted assets by
11 several hundred mllion dollars. |In order to reduce
12 the gross notional exposure of our portfolio, we
13 altered our quoting to reduce our bal ance sheet usage
14 and focused on |iquidating our inventory. Qur book,
15 whi ch conbi ned phone brokered swap futures,
16 el ectronically traded futures, and sone options with a
17 surprisingly | arge consuner bal ance sheet under the CEM
18 nmet hodol ogy.
19 GEM typically maintained a VaR threshold of $2
20 mllion. Under the CEM net hodol ogy our bal ance sheet
21 usage equated to nearly $2 billion. Because of the
22 flow of comercial end-users is generally one way,
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1 l[iquidity providers are for the nost part accumul ating
2 swap futures until settlenent, so liquidating an entire
3 portfolio really was not possible.

4 Therefore, we surveyed the FCM comunity for

5 possi bl e alternatives and approached firns who m ght be
6 wlling and able to purchase portions of our portfolio.
7 The non-bank FCMs, who are not penalized by the Basel

8 Il SLR capital rules, were largely eager to consider

9 GEM s busi ness, but they |acked the ability to provide
10 risk-based margin financing, which is critical to

11 mai ntain portfolios held across nultiple

12 cl eari nghouses.

13 We found that the bank FCMs that we approached

14 were either unable to handle certain aspects of the

15 busi ness and/or they had their own bal ance sheet issues
16 to deal with. Porting positions in the CEM environnent
17 was not avail able and many of our conpetitors who had
18 simlar books, although |I believe ours was the |argest,
19 were also in active search of bal ance sheet. Over the
20 next several nonths, GEM was given a cascadi ng | evel of
21 smaller and snall er back bal ance sheet targets to hit.

22 We did our best to nmanage the risk in our portfolio
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1 while actively trying to reduce positions w thout

2 spooki ng the market.

3 In April of 2018 we were given a final capital

4 usage chart target threshold to hit. There was no

5 viable way to reach this final target in an orderly

6 manner, unless we could find a counterparty who woul d
7 be willing to take portions of the portfolio for a fee.
8 We ended up spending a significant anount of capital to
9 i qui date and transfer our book and w nd-down the

10 oper ati on.

11 Since this tinme, |I've heard from exchanges, FCMs,
12 and nmarket participants that there's insufficient

13 liquidity in the energy swap futures markets, which are
14 critical for end-users to effectively hedge their

15 exposure. |'ve spoken to many options firnms that are
16 far larger than GEMis in the energy markets and found
17 that many are also dealing with the sane sort of

18 impact. They are currently holding |arge inventories
19 of positions and are severely penalized under this CEM
20 nmet hodol ogy.

21 So until SA-CCR with I Moffset and ot her

22 nodi fications is inplemented, FCMs will be under
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capital usage pressure and |iquidity across many
products will be unreliable. After SA-CCR s

I npl emented, the industry as a whole will be nore
resilient, but | fear we shoul d expect conmmodity
markets to be |less attractive and | ess supported by the
FCM comunity until such tinme as the multiplier issue

I s addressed.

Thank you for providing nme the opportunity to
share ny perspectives with this commttee.

CHAIR WGE NS: Thank you. M. MCoy.

MR. McCOY: Thank you M. Chairman, and
Conmmi ssi oner Berkovitz and fell ow Conm ssioners for
this opportunity to speak fromthe perspective of a
bank-affiliated swap dealer. | amBill MCoy with
Morgan Stanley and | would like to focus on the
avai lability of swap services for nonfinanci al
commodities in the energy and environnmental markets, as
well as issues related to margin and capital
requi renents in connection wth uncl eared energy
derivati ves.

Swap deal ers offer counterparties a variety of

over-the-counter derivative products that reference
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1 prices of energy products. The nost common type of

2 commodity swap is where one party pays a fixed price

3 and the other pays a floating price with paynents paid
4 on a net basis. Swap dealers also offer OIC call and
5 put options, as well as basis swaps, collars, option

6 spreads, and swaptions.

7 Counterparties use these derivative products to

8 hedge exposure to various energy products such as

9 electricity, gasoline, diesel fuel, jet fuel, natural
10 gas, and propane, or an index conprised of nultiple

11 cormmodities. For exanple, energy consuners, such as
12 airlines, enter into coomodity swaps to | ock in fuel
13 prices over a certain tine horizon to better nmanage

14 costs. Conversely, an oil producer nay enter into a
15 swap to hedge against falling prices. Conpanies, such
16 as refineries and power plants, can have exposure to
17 different commodities or |ocations, and they use basis
18 swaps to hedge their exposure and lock in profit

19 mar gi ns.
20 Basi s swaps may al so assi st producers and end-
21 users to hedge their exposure to basis risk, which may

22 reflect differences in |ocation, product or quality, or
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time periods. As an exanple of a basis swap, the
seller mght receive fromthe buyer a value based on
the NYMEX Henry Hub contract price plus a negoti ated
fi xed anmobunt and pay the buyer the Inside FERC i ndex
value for natural gas sold at a specified | ocation.
Oten a counterparty w shes to hedge the risk of a
price noving in one direction while preserving the
benefit of prices noving the other direction. For
exanpl e, energy consuners buy call options to hedge
agai nst hi gher prices and energy produces buy put
options to hedge agai nst prices noving | ower. Because
the outright cost of buying the call or put maybe too
expensive, a swap dealer may offer an option collar in
whi ch the counterparty sells an option in order to
finance in whole or in part the cost of the option it
I's seeking to purchase. A consuner seeking to buy a
call option may sinmultaneously sell a put option struck
at a lower price than the call it is seeking to
purchase. The resulting action collar provides it both
a ceiling and a floor. Conversely, energy producers
may enter into a collar by buying a put option and

selling a call option.
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1 Swap deal ers al so offer transactions invol ving

2 conbi nati ons of OTC swap products. For exanple, an

3 airline exposed to Gulf Coast jet fuel prices m ght

4 purchase froma swap deal er NYMEX heating oil cal

5 options as well as the swap based on the spread between
6 the ICE Futures U S. @ulf Coast jet fuel contract and

7 the NYMEX heating oil contract. |[If the NYMEX heating

8 oil price exceeds the strike price, the airline

9 recei ves a paynent fromthe swap deal er. By purchasing
10 the jet fuel versus heating oil basis swap, the airline
11 i s hedged against the basis risk between NYMEX heating
12 oil prices and Gulf Coast jet fuel prices.

13 Swap dealers play a critical role in enabling the
14  financing of construction and operation of

15 infrastructure, such as power plants and cl ean energy
16 projects. |In order to secure a |oan, the owner of a

17 prospective natural gas fired power plant mnust

18 denonstrate to its lenders a stable revenue stream

19 based on the spread between its anticipated cost of
20 natural gas and its anticipated power sales. To create
21 a stable revenue stream the swap deal er and owner

22 enter into a swap whereby the owner pays of floating
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spread between natural gas and power prices.

This swap | ocks in the spread, thus generating the
power plant’s margin and thereby providing stable cash
fl ow needed to support the owner's debt obligation.

Simlarly, devel opers of clean energy sources,
such as wind farm projects, rely on swap deal er
services to assure investors and |l enders that revenues
wi |l support repaynent of |loans to the project. G ven
that the energy price hedge often concerns | ong-dated
power deliverable in a renote region, the market may be
very illiquid. By entering into derivatives with a
swap dealer to protect against falling power prices,
the wind farmproject is able to denonstrate its
ability to service its debt | oad.

Now when swap deal ers enter into these
transactions with owners of power plants or clean
energy projects, the swap deal er assunes sone of the
basis risk. For exanple, in the case of a swap with a
power plant, the swap dealer may assune three types of
basis risk: first, the product basis risk, based on the

spread between the fixed price sale of natural gas and




Meeting 4/17/2019
Washington, DC Page 153
1 fixed price purchase of power; second, the |ocational
2 basis risk, based on the spread between natural gas
3 prices delivered at a liquid delivery points, such as
4 Henry Hub, and the actual delivery point of the power
5 plant’s location. Third, the swap deal er may assune
6 tenporal basis risk
7 Because these transactions are | ong-dated, the
8 swap dealer may initially hedge its risk using futures
9 and swaps in the nore liquid front part of the curve,
10 and then, over tinme, realign its overall position by
11 trading out of the nore liquid positions and
12 establ i shing new positions reflecting the less |liquid
13 nont hs and | ocations nore closely aligned with the
14 nonthly settlenment obligations as the swap with the
15 power plant. The swap dealer wll only assunme such
16 basis risk if it has the expertise and ability to
17 execute this hedging strategy within its market risk
18 limts. The power plant owner retains the basis risk
19 that the swap dealer is unable or unwilling to assune.
20 But nonetheless, the ability of the swap dealer to
21  assune sone of the basis risk is critical to the power
22 pl ant owner’s ability to secure financing to construct
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1 and operate the power plant.
2 Now in addition to nmanagi ng the market risk
3 assuned under these transactions, the swap deal er nust
4 also manage the credit risk associated with a potenti al
5 default of its counterparty. Many of these entities
6 qual i fy as non-financial end-users exenpt fromthe
7 mandat ory margi n requirenents under the Commodity
8 Exchange Act and the Conm ssion's regul ations.
9 However, the swap deal er may nonet hel ess seek non-
10 regul atory margin or sone other formof credit risk
11 mtigation. A new power plant, a wind farm project, or
12 an oil exploration and production conpany may not have
13 access to cash to post this margin. |In such cases, the
14  swap dealer nay enter into a lien secured OTC
15 derivative transaction wth the counterparty. Under
16 these transactions, the counterparty grants a first
17 priority lien on underlying assets sufficient to neet
18 any anticipated credit exposure in the event of its
19 def aul t.
20 By obtaining a lien on the physical assets, the
21 swap dealer requires a substantial collateralization
22 benefit. Oten such liens provide the swap dealer with
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1 right-way risk, nmeaning that the value of the assets

2 covered by the lien increases when the counterparty is
3 out - of -t he-noney on the derivative contract and the

4  swap deal er has greater potential counterparty

5 exposure. For exanple, an oil and gas exploration and
6 production conpany nay enter into a swap to hedge

7 agai nst declines in oil prices and secure the swap with
8 a lien on underlying oil reserves. This lien would

9 provi de the swap dealer with right-way risk, meaning

10 that as the value of the oil reserves securing the swap
11 i ncreases and causes the conpany to be out-of -the-noney
12 on the derivative, the default risk decreases because
13 the counterparty’s creditworthi ness strengthens with

14 the increase in oil prices. |If the counterparty

15 defaults, the market value of the assets underlying the
16 lien has increased, thereby inproving the |ikelihood of
17  recovery.

18 Conversely, if the oil price drops bel ow the |evel
19 of the forward swap and causes a degradation in the
20 value of the underlying oil reserves and the credit
21 worthiness of the counterparty, the swap deal er has no

22 credit exposure to the counterparty on the swap because
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1 the swap deal er owes the counterparty on the swap.
2 These transactions illustrate the critical role
3 swap dealers play with respect to facilitating both the
4 managenment of risk in the energy narkets and the
5 financi ng of power plants, renewabl e energy projects,
6 and oil and gas exploration and producti on.
7 Unfortunately, the ability of swap dealers to
8 provi de these services faces significant chall enges
9 posed by recent rul emaki ng proposed by the Board of
10 CGovernors of the Federal Reserve System the Federal
11 Deposit | nsurance Corporation, and the Ofice of the
12 Comptroller of the Currency. Specifically, the banking
13 agenci es have proposed a standardi zed approach for
14 counterparty credit risk in derivative contracts or as
15 we' ve been hearing today, SA-CCR, and rel ated changes
16 to the regulatory capital framework. There is
17 considerable conplexity in the SA-CCR proposal, but
18 there are two key policy issues that energe.
19 First, as proposed, SA-CCR may result in
20 significant disruptions to hedging by comrercial end-
21 users. This negative inpact arises because of
22 under |l yi ng assunptions in SA-CCR around what types of
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1 counterparty rel ationshi ps should be deened nore risky
2 and, as such, result in greater capital requirenents.

3 SA- CCR penal i zes unmar gi ned derivative transactions.

4 Even t hough Congress, the banking agencies, and the

5 Comm ssi on have exenpted commerci al end-users

6 transactions fromregulatory margin requirenents.

7 Simlarly, SA-CCR penalizes directionality in

8 derivatives portfolios, even though commercial end-

9 users often have directional derivatives portfolios to
10 of fset and hedge their directional comrercial

11 positions. SA-CCR limts collateral recognition to

12 initial and variation margin, so letters of credit and
13 right-way risk liens on physical assets are disregarded
14 entirely. Finally, SA-CCR includes a 40 percent gross
15 up add on to guard against outlier risks, the so-called
16 al pha factor, which is especially punitive for

17 commer ci al end-user cal cul ations that are already

18 elevated even w thout the add-on.

19 Morgan Stanl ey, several peer firnms, dozens of end-
20 users, and various trade associations have filed public
21 comment |letters with the banking agencies in response

22 to the SA-CCR proposal, which, while enphasizing
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1 di fferent technical points, contain a consistent thene
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t hat SA-CCR shoul d be adapted for commerci al end-user
transactions. Application of a penalty would work at
Cross-purposes wth the existing margin exenption for
commerci al end-users. SA-CCR shoul d i nclude nmechani sns
for recognizing the risk reducing benefits of letters
of credit and liens, which neaningfully reduce
counterparty credit risk. The 40 percent gross-up
shoul d not apply to any comrercial end-user
transactions, and instead, a downward adjustnent should
apply when the commercial end-user is rated investnent
grade. We believe that all of these suggested
techni cal changes are consistent with the overarching
policy objective in SA-CCR of increasing risk-
sensitivity in derivatives contracts.

The second key policy issue involves the
supervisory factors applied to commpdity transactions,
in particular energy transactions. Like many
st andar di zed net hodol ogi es, SA-CCR i ncl udes certain
generic assunptions that apply to every contract of a
particular type. 1In the case SA-CCR, there are

st andar di zed supervisory factors that adjust capita
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1 requi renents based on the perceived volatility of

2 di fferent asset classes. For exanple, the SA-CCR

3 supervisory factors for interest rate and foreign

4 exchange derivatives are 0.5 percent and 4.0 percent,
5 respectively. These percentages are nmultiplied by

6 adj ust ed notional values and other formula elenents to
7 produce a capital requirenment. |In the case of energy
8 derivatives, the supervisory factor is 40 percent—-not
9 only the highest supervisory factor in SA-CCR, but one
10 that is multiples of other w dely used fixed incone

11 products. It is worth noting here that the el evated
12 energy supervisory factor applies to energy derivatives
13 transactions with commercial end-users, neaning that
14 mar ket participants in that segnent face a double

15 penal ty under SA-CCR

16 Once again, Modrgan Stanl ey and ot her conmenters
17 rai se concerns with this SA-CCR feature. 1In this case,
18 we believe that the supervisory factor is sinply ms-
19 cali brated through reliance on the wong dataset.
200 Wiile there is notable volatility in the energy spot
21 mar kets, energy derivatives denonstrate considerably

22 |l ess volatility in forward markets as we saw i n our




Meeting 4/17/2019
Washington, DC Page 160
1 presentation this norning. Based on our cal cul ati ons,

10

11

12

13

14

15

16

17

18

19

20

21

22

forward mar ket data woul d suggest a supervisory factor
of approxinmately 10 percent, with a | ower supervisory
factor applying to conmodity index positions, where

di versification reduces volatility.

Now t he comrent period for the banking agencies
proposed rul e ended on March 18th. As Conmi ssioners, a
majority of you have submtted your own public coment
letter to the banking agencies regarding the proposed
rules, specifically with respect to SLR In |light of
the Comm ssion's extensive expertise and jurisdictional
oversi ght of these derivative markets, Mrgan Stanl ey
encour ages the Conmm ssion and the banki ng agencies to
engage in further active dialogue in the com ng nonths
as the banki ng agencies consider the comments of the
trade associations and commerci al end-users. As the
banki ng agencies nove to finalize the proposed SA-CCR
rule and as the Comm ssion considers noving forward
wWth its own capital rule for swap dealers, it is
vitally inportant that each agencies rul emaki ng be
informed by that and the ot her agencies and the

possi bl e i npact such rul emaki ng may have on the
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1 avai lability of services for both cleared and uncl eared
2 energy derivatives.

3 Thank you again for permtting ne to tal k about

4 these inportant issues.

5 CHAIR WGA NS: Thank you. M. Johnson

6 MR. JOHNSON: Thank you. | think nore information
7 about swap delivers for the non-banking side com ng up
8 her e.

9 So first thing I'll say good afternoon Chairnman
10 G ancarl o, Conm ssioners Behnam Quintenz, and

11 Berkovitz. | would also like to especially thank

12 Comm ssi oner Berkovitz and Chair Waggins for inviting
13 BP to participate in today's panel.

14 First let me state that BP is commtted to

15 constructive dialogue with the Comm ssion to mtigate
16 systemic risk in a manner that protects market

17 liquidity. It is in this spirit that | am here today
18 to discuss our Integrated Supply and Tradi ng Busi ness,
19 as well as to discuss potential market inpacts of

20 certain proposed rules.

21 So I'll start off with our organization. So BP' s

22 I ntegrated Supply and Tradi ng Busi ness has two branches
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1 in the U S.; BP Products North Anmerica in which BP

2 transacts crude oil, petrol eum products and

3 environnental credits as an end-user. BP Energy

4 Company, which we call the BPEC, which is a marketer of
5 natural gas, electric power, and natural gas |iquids,

6 as well as a swap dealer provisionally registered with
7 the CFTC

8 BPEC has a uni que conbi nati on of physical and

9 financial expertise. W are the |argest natural gas

10 marketer in North Arerica with over 20 billion cubic

11 feet per day of physical gas buys and sells; noving gas
12 to and fromcustoners across 235 pipelines, storage,

13 and | ocal distribution conpany systens each day. W
14 are a top 10 power narketer active in our regiona
15 transm ssion organi zations and i ndependent system
16 operators across the U. S., and we nmarket and trade over
17 500, 000 barrels per day of natural gas |iquids on

18 trucks, rail cars, and pipelines across Canada and the

19 U S
20 Today | amrepresenting the point of view of BPEC
21 in this capacity as a swap dealer. For ease of

22 reference, | will refer to BPEC as a commerci al swap
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1 deal er when distinguishing it froma nore typical bank
2 swap dealer. In this role as a commercial swap deal er,
3 BPEC s structured products business offers affiliated
4 busi nesses and third-party custonmers throughout the
5 U. S., Canada, [and] Mexico, innovative and conpetitive
6 ri sk managenent sol utions across the energy spectrum
7 Qur custoners include nunicipalities, state and
8 federal governnents, power producers and consuners, Ol
9 and gas producers, airlines, mning, agriculture,
10 transportation, petrochem cals and national oi
11 conmpani es, transport, shipping, steel, pulp and paper
12 conpani es, as well as banks, hedge funds, and private
13 equity firnms. As one woul d expect BPEC offers
14  financial products to producers and consumers to
15 mtigate their price risk, giving them confidence to
16 devel op natural resources and manufactured goods. In
17 addition, a large part of BPEC s swap deal er business
18 involves devel oping structured financing and bil ateral
19 hedgi ng sol utions for conpanies in need of innovative
20 deal structures.
21 For exanpl e, BPEC hel ps nanage ri sks associ at ed
22 wth conplex transactions that need nore tail ored
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1 solutions in order to enable new technol ogies to becone
2 a reality. BPEC has devel oped conpl ex structure

3 products and support of new business ventures |ike

4 solar, w nd, carbon sequestration, and industri al

5 manuf acturing that allows such projects to obtain

6 financing and be developed. It is in this part of the
7 busi ness that BPEC nust tap into less liquid commodity
8 mar kets and, many tines, nust warehouse sone risks in
9 its own portfolio due to the lack of liquidity.

10 BPEC bel i eves that commercial swap deal ers shoul d
11 not bear unreasonabl e burdens or be forced to tie up
12 I nvest ment capital under unnecessary capital and nargin
13 requi renents. Regul ati ons should not inpede BPEC s

14 ability to provide hedging services for comrercial end-
15 users or to provide structured products in support of
16 I nvestnment in new technol ogi es.

17 Unli ke the bank swap deal ers that transact al

18 fornms of commodities and financial products like

19 interest rates, credit default swaps, and FX swaps;
20 BPEC swap dealing activity is limted to transacting
21 commodities. It is primarily focused on energy

22 products. Financial commodity markets differ from
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by the production, transfer, and usage of physical
commuodi ti es.

Conmmi ssi oner Berkovitz has recogni zed t hat
comodity derivative nmarkets exist first and forenost
for end-users to hedge their physical comodity ri sk.
Therefore, they nust remain healthy and |iquid.

First, getting to the proposed rules out there,
BPEC woul d Iike to conment on the prudential regulators
st andar di zed approach for neasuring counterparty credit
risk as the SA-CCR proposal. So BPEC s custoner base,
as | nentioned, consists primarily a comrercial end-
users and BPEC is closely aligned with the comments
provi ded by NGSA, | ECA, and other end-user associations
on this issue. W were pleased to see the CFTC
Conmmi ssi oners comment on the proposal.

SA- CCR represents a new net hodol ogy to cal cul ate
the capital required to address the risks that a
counterparty will not neet its contractual obligations.
The SA- CCR net hodol ogy assi gns the highest supervisory
factor risks weighting to energy conmodities, as we

just heard, and inposes higher capital requirenents
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1 where unmargi ned derivative transactions due to stress
2 and volatilities observed during the financial crisis.
3 Tradi ng market volatility is not a good neasure of
4 forward credit risks. This is particularly true when

5 the commercial end-user is experienced in managi ng such
6 mar ket volatility and it is using it swaps transactions
7 wth banking organi zations or commerci al swap deal ers

8 to hedge or to mtigate its exposure to commerci al

9 risks. The likely result of the proposal is that

10 banki ng organi zations will need to maintain

11  substantially higher ambunts of regulatory capital for
12 bil ateral non-cleared energy comodity derivative

13 contracts with conmerci al end-users.

14 Swap dealers in the conmmopdity space are al so

15 call ed on by custoners to create custom ze and non-

16 cleared bilateral derivative solutions in markets that

17 are often less liquid than narkets for standardized

18 products. In this instance because the counterparty’s
19 identity is known, the swap dealer has flexibility to
20 determ ne the best way to manage risks. It can conduct

21 due diligence and evaluate its exposure and its credit

22 risk based on its overall relationship with the
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1 counterparty and use of noncash collateral is

2 commonpl ace.

3 BPEC t akes issue with SA-CCR s failure to

4 recognize the credit risk reducing value of alternate

5 fornms of collateral provided by comrercial end-users,

6 which has the adverse inpact of artificially increasing
7 the calculation of the exposure anount. These

8 alternate fornms of collateral, which are commonpl ace

9 and comodity derivative markets, include the provision
10 of letters of credit, liens on a counterparty's assets,
11 and guar ant ees provided by investnent grade entities.
12 Each of these noncash fornms of credit support have been
13 historically utilized in support of various types of

14  financial arrangenments by banking organizations with

15 respect to derivative contracts and with respect to

16 other fornms of financial arrangenents; including

17 borrow ng-based credit agreenments, project financing,
18 and various other comrercial credit agreenents. To the
19 extent this rule increases the capital associated wth
20 non-cl eared bil ateral derivative transactions, it

21 threatens the flexibility inherent in the energy market

22 to manage ri sks.
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1 Anot her issue of concern to BPEC is the upcom ng
2 Septenber 1, 2020 deadline to conply with Phase 5

3 initial margin requirenents under the uncleared margin
4 rules. The uncleared margin rule will require a

5 posti ng of cash-based initial margin for all covered

6 swaps between two swap entities or between a swap

7 entity and a financial end-user that has over 50

8 billion in gross notional exposure and uncl eared swaps.
9 BPEC is already incurring substantial conpliance
10 resources planning for the upconm ng obligation, which
11 requires large-scale efforts to review every bilatera
12 relationship, identify which to read docunent,

13 negoti ate and established third-party segregated

14 accounts between swap deal ers and financial end-users,
15 and adopt new initial margin nodeling processes. Those
16 persons who will be subject to initial margin are

17 currently subject to variation margin, and in nost

18 cases the variation margin will be sufficient to cover
19 the credit risk.
20 Additionally, the uncleared margin rule does not
21 recogni ze the val ue of noncash collateral to cover the

22 credit risks envisioned by the initial margin
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1 requi rements. Noncash collateral is traditionally used
2 by bot h banki ng organi zati ons and conmercial entities

3 in the energy commodity markets due to the | ower costs,
4 accessibility, and i nadequacy of covering credit risks,
5 such as letters of credit and guarantees provided by an
6 I nvestnment grade rating entities with the

7 counterparties corporate famly.

8 The CFTC s O fice of Chief Econom st issued a

9 report on Cctober 24, 2018 recogni zi ng Phase 5 of the
10 uncleared margin rules inplenmentation will bring into
11 scope counterparties that pose no system c risks, yet
12 they are still being subject to the full panoply of

13 i npl enentati on and conpliance burdens. This is even

14 nore apparent with respect to comrercial swap deal ers
15 who transact commodities. As the Ofice of the Chief
16 Econom st's report recogni zed, conmmodity swaps

17 constitute less than 0.35 percent of gl obal swaps

18 notional amounts.

19 We believe the Comm ssion shoul d exenpt
20 commodities or otherwi se provide relief fromto Phase 5
21 unclear margin rule obligations. |Inplenentation of the

22 uncleared margin rules will unnecessarily tie up
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1 capital and cash margin that could otherw se be put to
2 work supporting investnent in the energy val ue chain,

3  which supports new technol ogy, econonic growth, and job
4 creation.

5 Chairman G ancarlo recently stated during his

6 speech at the United States Departnent of Agriculture's
7 95th Qutl ook Forum *“derivative serve the needs of

8 Anerican society to help noderate price, supply, and

9 ot her commercial risks to free up capital for economc
10 growth, job creation, and prosperity.”

11 BPEC woul d also like to take this opportunity to
12 raise a simlar concern regarding the CFTC s Decenber
13 16, 2016 proposed rule regarding capital requirenents
14  for swap deal ers and maj or swap participants. The

15 Conmmi ssi on shoul d recogni ze there are very rea

16 differences in risk profile between prudentially

17 regul ated banks swap deal ers and CFTC regul at ed

18 commerci al swap deal ers. Commercial swap deal ers

19 transact solely in commodities, so capital requirenents
20 should be right-sized coomensurate with the applicable
21 ri sks associated with their business.

22 In the proposed capital rules, the CFTC recogni zed
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1 that financial firns generally present a higher |evel
2 of systemic risks than comrercial firnms as the

3 profitability and viability of financial firnms is nore
4 tightly linked to the health of the financial system
5 than comrercial firnms. |f conmmercial swap dealers are
6 required to apply the sane capital requirenents

7 structure as financial institutions, this wll

8 significantly increase costs and unnecessarily renove
9 capital fromthe market that woul d ot herw se be

10 reinvested i n physical energy projects.

11 Al so, unlike banks swap deal ers, conmercial swap
12 dealers are at a clear disadvantage wth respect to

13 nmeeting capital requirenments because they do not have
14  access to inexpensive sources of capital bank |ending,
15 so they effectively are forced to tie up nore expensive
16 I nvestnent capital. To the extent the regul atory

17 burden beconmes too great, it may very well lead to

18 further concentration in the market, an issue that

19 Comm ssioner Berkovitz indicated is of particul ar
20 concern during his recent remarks at the Commodity
21 Mar ket Council State of the Industry 2019, where he

22 stated “[t] oday the swap nmarket is concentrated in a
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few | arge bank dealers. These high |evels of
concentration present potential systemc risks. Since
the failure of one of these firns in a highly

i nt erconnected market could have significant inpacts on
the other financial firms in the market.”

In witten comments to the proposed rule, BPEC
request ed sone specific changes including ensuring that
all comrercial swap dealers can utilize the alternative
capi tal approach based on tangi bl e net worth.

O herw se BPEC woul d need to devote significant
resources to nodify its existing risk managenent
program including revising its internal value-at-risk
and liquidity stress testing nodels. Al so BPEC argued
any final rule should explicitly recogni ze and approve
capital requirenents for commercial swap deal ers that
are based on internal risk neasurenent nodels using

wi dely accepted and wel | -understood ri sk managenent
practices in the energy industry.

This could include, as | said before, providing a
noncash col |l ateral where appropriate. Regul atory
requi rements that prevent conmercial market

participants from usi ng noncash collateral to satisfy
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1 their capital requirenents and instead i npose a one-
2 size-fits-all collateral requirenent that requires the
3 use of either cash or certain highly-Iiquid debt
4 obligation erodes our flexibility, ignores the val ue of
5 our assets, and threatens to unnecessarily tie up
6 working capital from beneficial use.
7 So | want to thank you for allow ng BPEC this
8 opportunity to describe the inportant functions a
9 commerci al swap deal er provides in comodity markets
10 and to highlight some of the differences between bank
11 swap deal ers and commerci al swap deal ers, which
12 justifies different regulatory treatnent. BPEC feels
13 that it is inperative for the Comm ssion to hel p keep
14 capital at work in the energy industry supporting the
15 creation of jobs, energy production, and nanufactured
16 products for U S. consuners.
17 CHAIR WGGE NS:  Thank you very nmuch. M. Pari hk.
18 M5. PARI KH: Good afternoon Comm ssi oner
19 Ber kow t z, Chai rman and Conm ssioners. Thank you for
20 the opportunity to participate today on this very
21 i mportant issue. |'mhere today on behal f of the
22 Edi son Electric Institute or EEl. EEl is the




Meeting 4/17/2019
Washington, DC Page 174

1 associ ation that represents all U S. investor owned

2 el ectric conpanies in the United States. Qur nenbers

3 provide electricity for about 220 mllion Americans and
4 operate in all 50 states and the District of Col unbia.
5 As a whole, the electric power industry supports nore
6 than 7 mllion jobs in communities across the United

7 States, and our nenbers are commtted to providing

8 affordable and reliable electricity to custoners now
9 and in the future.

10 As part of that, we rely on derivative contracts
11 i ncluding financially-settled cormmbdity swaps and

12 custom zed bilateral forward contracts for energy

13 commodities to hedge or mtigate the risks associ ated
14 w th ongoi ng busi ness operations. Mny of these risks
15 were outlined today in the discussions this norning,
16 and include volatility in the markets, the increased
17 use of natural gas and renewabl es to serve end-use

18 custoners, accomodati ng new technol ogi es such as

19 el ectric storage, and continuing to neet the

20 expectati ons of our custoners going forward.

21 Al'l of the EEI’'s nmenbers are commercial end-users

22  for purposes of CFTC regul ations. And as such, we have
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1 appreciated the ability to work with CFTC Conm ssi oners
2 and staff in developing the rules inplenenting the

3 Dodd- Frank Act. Central to that effort was ensuring

4 that the inplenmenting regul ations reflected Congress's
5 intent to provide commercial end-users wth broad

6 exenptions fromthe new registration and clearing

7 requi renents in the Commodity Exchange Act that are

8 applicable to swaps and certain participants in the

9 swap markets. This included, for exanple, ensuring

10 that contracts entered into wth the intent to

11 physically-settle are excluded fromthe definition of
12 swap.

13 It included having a de mnims threshold to the
14  swap dealer definition that reflected commodity market
15 practices and conditions; and included having a

16  workabl e end-user clearing exception for swaps that are
17 used to hedge or mtigate commercial risk. And

18 especially relevant to ny comments today, it included
19 that swap deal ers and ot her covered swap entities could
20 negotiate the terns of their swaps with commercial end-
21 users free fromany mandatory m ni num margin

22 requi rements.
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1 EElI appreciates the CFTC s efforts to devel op
2 regul ations that |argely address the concerns of many
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commer ci al end-users on these and other issues. EEI
nmenbers have i npl enmented processes to accommobdat e the
Comm ssion's reqgul ati ons and going forward the key is
mai ntai ning regulatory certainty. As such, any changes
going forward should seek to maintain the certainty
that has been provided to-date and not i npose
addi ti onal regul atory burdens on comercial end-users.
As has been di scussed by ny panelists, the
prudential regul ators proposed a new net hodol ogy SA- CCR
for nmeasuring counterparty credit risk. The proposed
nmet hodol ogy assigns a |lower risk weighting to banking
organi zati ons non-cl eared derivative contracts that are
collateralized with cash margin. Wile this
met hodol ogy nmay be consistent with the way the
prudential regulators evaluate the risks of
st andardi zed tradi ng instrunents where such derivative
contracts are cleared and cash margined and the
counterparty to the trading instrunent is anonynous,
this framework does not work for the financially-

settled commopdity swaps and custom zed bil ateral
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1 forward contracts for energy commodities that are used
2 by end-users.

3 This is because not all derivative contracts that
4 are used by end-users are trading instrunments. They

5 aren't traded or standardi ze enough to be tradable on
6 an exchange or accepted for clearing by a central

7 clearing party, or even required to be cleared. Thus,
8 a transaction-only based credit risk nethodol ogy |ike
9 SA-CCR is not appropriate for assessing credit risk

10 associated with custom zed and non-cl eared bil at er al
11 derivative contracts where the counterparties’ identity
12 is known and t he banking organi zati on can conduct due
13 di I i gence and eval uate exposure and its credit risk

14  based on its overall relationship with the

15 counterparty.

16 | f inplenmented as proposed, EEl is concerned that
17 the new requirenent will negatively inpact the progress
18 that has been nade to-date by requiring banking

19 organi zations to maintain substantially higher anounts
20 of regulatory capital for bilateral non-cleared energy
21 commodity derivative contracts with commerci al end-

22 users. This would indirectly raise costs for end-users
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1 as the banki ng organi zati on seek to pass on increased

2 regul atory capital costs.

3 This increased capital requirenment will also

4 i kely decrease the overall liquidity in the nmarkets

5 for energy commodity derivatives, as banking

6 or gani zati ons may choose not to engage in the markets

7 for sonme or all of these energy commopdities due to

8 hi gher costs. And | guess as illustrated by ny

9 comments frommny other panelists, all of our fears are
10 well-founded regarding the inplenentation of SA-CCR as
11 pr oposed.

12 So the primary concern to us is that the proposed
13 rule is inconsistent with the Dodd-Frank Act

14  rul emaki ngs on capital and margin for non-cl eared swaps
15 that are applicable to registered swap dealers. And

16 the legislative history of the Dodd-Frank Act, Congress
17 made it clear that it did not intend regulators to

18 restrict or burden the ability of commercial end-users
19 to enter into swaps to hedge or mtigate comrerci al

20 ri sks arising fromongoi ng operations. Both the CFTC
21 and the prudential regulators final margin and capital
22 rules were consistent wwth this congressional intent




Meeting 4/17/2019
Washington, DC Page 179

1 and did not inpose regulatory margin or capital

2 requi renents for swap deal ers non-cl eared swaps with

3 comercial end-user counterparties.

4 By increasing the regulatory capital requirenents
5 for banking organi zation's exposure to non-cl eared

6 derivative contracts, this would include swaps, non-

7 financial commodity forwards, and other comodity

8 transactions that are excluded fromthe defined term
9 “swap” or excluded or exenpted fromthe CFTC rul es or
10 regul ations or orders, unless they are cash margi ned.
11 The SA-CCR proposal effectively circunvents the

12 protections provided by the regulators in their final
13 capital and margin rul es.

14 I n our conments in response to the proposal, we
15 asked the prudential regulators to exclude fromthe

16 regul atory capital cal cul ati ons non-cl eared derivative
17 contracts between a banki ng organi zati on and a non-

18 financial end-user counterparty. This will help ensure
19 that the SA-CCR proposal aligns with the exclusions,
20 exceptions, and other regul atory accommodati ons t hat
21 comer ci al end-users have been granted under the Dodd-

22 Frank Act and regul ations inplenenting the | aw.
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1 | f the prudential regulators decline to change
2 their proposal to align with their previous orders,
3 then at a minimumas stated by our previous panelists,
4 they should all ow commercial end-users to use non-
5 margin forns of collateralization. Allow ng use of
6 noncash col |l ateral recognizes the credit risk
7 mtigation of non-margin forns that have been conmonly
8 used by commercial end-users, including Iiens on
9 physi cal assets or other fornms of credit support as
10 guarantees or letters of credit that mtigate the
11 banki ng organi zations credit risk exposure.
12 Not allowi ng the use of these additional forns of
13 coll ateral overstates the actual credit risk to which
14 banki ng organi zati ons are exposed to in their
15 transactions with end-users and unnecessarily, and
16 I nappropriately, increases the costs for these
17 transactions. Any requirenment the non-financial end-
18 users posts substantial cash margin as collateral for
19 comodity derivative contracts woul d harm mar ket
20 liquidity and significantly inpair end-users' ability
21 to efficiently deploy capital and hedge comrerci al
22 risk.
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1 The prudential regulator should also elimnate or
2 substantially reduce the supervisory factors applied to
3 derivative contracts referencing energy commodities

4 with commercial end-user counterparties. The nost

5 significant supervisory factors are applicable to

6 derivative contracts referencing electricity, oil, and
7 natural gas commodities; the primary things that we use
8 to generate electricity. This supervisory factor is

9 not representative of a banking organization’s credit
10 risk for non-cleared cormodity derivative contracts

11 with commercial end-user counterparti es.

12 The supervisory factor for energy commodities

13 means that the proposed rule inposes the nost

14  substantial burden on comercial end-users that use

15 custom zed, non-cl eared and non-margi ned energy

16 commodity derivatives contracts to hedge conmerci al

17 risks arising fromongoi ng energy industry operations.
18 The proposed rul e acknow edges the di sproportionate and
19 negative effect that it will have on commercial end-
20 users and the rule should be changed to address this
21 I ssue.

22 Commerci al end-users due to the type or vol une of
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1 their swap activity, did not increase or underm ne

2 financial integrity within the financial systemthat

3 resulted in the passage of the Dodd-Frank Act. The

4 regul ati ons adopt ed today have recogni zed this and

5 al | oned end-users to continue to engage in transactions
6 to hedge the risks associated with their conmerci al

7 operations and provide safe, reliable energy at just

8 and reasonable rates to their custoners.

9 EEl woul d encourage the CFTC to work with the

10 other regulatory agencies charged with inplenenting the
11 Dodd- Frank Act to ensure that the new rul es are not

12 undul y burdensonme or counter to the rules that have

13 al ready been issued to date. Thank you for the

14  opportunity.

15 CHAIR WGAE NS:  Thank you all very nuch for your
16 presentations. W' Il nowturn to conments or questions
17  from our Associ ate Menbers.

18 M. Wasson.

19 MR. WASSON: Thank you. | just want to reiterate
20 everything Lopa said. W joined with EEI in the
21 comrent letter that we filed on the prudenti al

22 regul ators NOPR And it was perplexing to us that the
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1 prudential regulators chose to focus on sonething in
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such a punitive way, sonething of exceptional
immateriality, as you pointed out in the gl obal swaps
market. And we are interested in this is to be able to
hedge our commercial risks to keep our nmenbers costs as
| ow as possi bl e because as you know, we're private
corporations that operate on a cooperative basis.
Therefore, we operate on a not-for-profit basis, so our
interest is to keeping our costs | ow as possible for
the benefit of our menbers. NRECA s nenbers serve 98
percent of all persistent poverty counties in the
United States. And so, we have a pervasive and vested
interest in trying to keep those costs | ow.

And Lopa, | think you did a fine job and |
appreciate it and thanks to everyone on the panel too,
| really was inpressed by your presentation. Thank
you.

CHAIR WGE NS:  Sue.

MS. KELLY: So thank you Dena. | would just like
to pile on here and al so support Lopa’'s remarks. Those
of you who follow our industry closely know that this

IS not an everyday event, that you know, all three of
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1 our trade associations are on the sane page conpletely
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about an itemlike this. So | think we should duly
note that.

| will just add a personal perspective in that in
the wake of the passage of Dodd-Frank, when | was the
general counsel of my association, | spent nmany hours
on these issues down here at the CFTC trying to explain
that as commercial end-users, you know, we woul d hope
to be treated differently than sone of the other
entities in these markets. And it was a |ong sl og.

But we got to where we needed to be and | just want to
thank all of the Conmm ssioners that we were able to
kind of reach that harnonic convergence.

But when | read | ast night on the plane back from
Arizona, the comments that we filed with the prudentia
regul ators, it was |ike Goundhog Day. W're talking
to these sane issues. W' re back into dealing with
that with the prudential regulators. And when | got to
the footnote that cited the infanous Dodd-Lincoln
| etter, you know, Senator Chris Dodd, Senator Bl anche
Lanbert Lincoln and saying, you know, whatever we do,

we should not ness with the ability of commercial end-
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1 users to hedge their activities. And that appears to be
2 what would happen if these rules go into effect that
3 the prudential regulators are proposing w thout change.
4 So | support Lopa’'s request to ask you all to work
5 wth themto kind of cone help -- to the sane
6 realization that you had to cone to in the wake of
7 i mpl ement ati on of Dodd- Frank and meke sure that these
8 custom zed transactions wth, you know, we as public
9 power utilities are units of state and | ocal
10 gover nnent .
11 We can't be posting cash for all of these things.
12 We have very high credit ratings. W, you know, have a
13 lot of letters of credit or noncash collateral. There
14 are ways and other ways to kind of get to yes on these
15 transactions. But if we are then forced into a
16 Procrustean bed of cash margining, that's going to be a
17 problem So | just want to say we appreciate how you
18 all have cone to understand our business nodel and what
19 we do and | hope you can help us with the prudenti al
20 regul ators. Thank you.
21 CHAIR WGE NS:  Matt.
22 MR. ACEN:. So unfortunately this is going to be




Meeting 4/17/2019
Washington, DC Page 186
1 nore piling on, but I do agree with nmy coll eagues
2 earlier. W did join with EEl and we support all
3 Lopa’s positions that she presented earlier today. Qur
4 nmenbers are our end-users. W are the LDCs, investor
5 owned natural gas |ocal distribution conpanies here in
6 the U S W have a vested interest in keeping prices
7 low. We have a vested interest in making sure that
8 there's adequate liquidity in the market and we
9 certainly don't want to see any sort of tightening up
10 wth regard to access to financial markets and hedgi ng
11 practi ces.
12 So | don't -- to keep this short, | just want to
13 say again and we'd appreciate any effort that the CFTC
14  and the Conmi ssioners can do with working that with the
15 prudential regulators to get potential regulatory
16 burden of f our nenbers. Thank you.
17 CHAIR WGGE NS:  Thank you. Paul .
18 MR CICIO Yes, I'dlike to just sinply go on
19 record that manufacturing, we, as | ECA, did send our
20 own letter to the prudential regulators and signed on
21 to it an industry letter of that really espoused the
22 sane thing that Sue and Russ and Lopa has provided to
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1 you today. And we say we need help and in a tinely

2 fashion. Thank you.

3 CHAIR WGGE NS:  Thank you. Paul .

4 MR HUGHES: This is a little bit surreal because

5 we're talking to you, the CFTC, and really we're al

6 kind of griping about sonething in a different

7 regul atory agency. | think we all acknow edge that,

8 but it does feel a little strange.

9 The other thing | would like to say, there were a
10 lot of words presented in the | ast hour but, boy were
11 they substantive. From Rob and Bill, and Vince and
12 Lopa -- really lots of information that was very good.
13 And | think there's one thing, | think, you guys have
14 been very receptive to this. But boy, we never want to
15 underestimate the inpact of a regulation. And I don't
16 know t hat Rob coul d have given a nore conpelling story
17 than that.

18 But | think I would echo what a | ot of these other
19 peopl e say. |’mrepresenting an investor owned

20 utility. There were several years ago | had these

21 stats. It used to be that 40 percent of our custoner

22 base nade $40,000 a year, sonething along those lines.
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1 | don't knowif that's true anynore. W' ve norphed a
2 | ot over the |last several years, but | can tell you

3 that a significant portion of our custoner base falls
4 on the |lowest end of the tax bracket. And I can tell
5 you that everything, every cost nakes its way through
6 to sonebody to the kitchen table trying to do their

7 budget. And that is sonmething we always have to keep
8 in mnd and we have to balance with any of these rules
9 and these regul ati ons.

10 As sonebody -- we use the OTC narkets a lot. W
11 do that because it's a cost effective way to hedge on
12 the basis for our custoners and we hedge for our

13 custonmers. That's the primary reason we're in those
14 mar kets, particularly around natural gas.

15 And this has been a great discussion today,

16 because all of the topics of kind of intertw ned. And
17 so, | think everybody here acknow edges natural gas is
18 growing rapidly. W've got renewabl es growi ng rapidly,
19 but natural gas, it's becom ng nore and nore dom nant
20 every day, which neans that as our percentage of

21 natural gas use grows, that's nore and nore hedgi ng

22 that we have to do on behalf of our custoners to nanage




Meeting 4/17/2019
Washington, DC Page 189

1 that price risk. So as we tal k about cost, it can just
2 kind of, it stacks up on one another. W have to be

3 very careful that that doesn't inpact us.

4 | would sinmply say that | certainly appreciate for
5 y'all listening. | appreciate it. Conmm ssioner
6 Quintenz this norning saying that he, | guess, signed

7 onto a letter with some of the other regulators. |

8 appreciate y'all's willingness to |isten.

9 But at the end of the day, | think the nessage is
10 the same. We just want to be able to hedge in a cost
11 effective manner knowi ng that we could go |ots of

12 different directions, but we want to keep that in a way
13 where we can effectively use those markets to protect
14  the custoners.

15 CHAIR WGE NS:  Thank you. Matthew.

16 MR. PICARDI: Thanks. For the Conmercial Energy
17  Working G oup where we are producers and suppliers and
18 owners of energy commodities, | just want to reiterate
19 the sane thing wwth the panel said, that we have the
20 sane concerns. W filed a letter with prudenti al

21 regul ators that touched on many of the points that the

22 panel hit. So nore of a Kum ba-yah nonent with the
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1 ot her fol ks that have spoken. Thank you.
2 CHAIR WGAE NS: And Tyson, before | get to you,
3 let nme ask as if our Associate Menber who's on the |line
4  has any questions or coments.
5 MR. McKONE: | do not, thank you.
6 CHAIR WGE NS:  Paul, did you have anything el se
7 you wanted to add? No. Ckay. Are there any other
8 Associ ate Menbers who have any comments or questions?
9 (No response.)
10 CHAIR WGENS: If not, we will turn to the EEMAC
11 Menmbers and 1'1l start with Tyson.
12 MR, SLOCUM Thank you. |I'mextrenely synpathetic
13 to the conpelling argunents by commercial end-users to
14  seek sone regulatory relief frommargin requirements in
15 of the other proposals. | synpathize and there are
16 sonme legitimate opportunities there for relief.
17 But we do have to renenber that there are concrete
18 exanpl es of commercial end-users that failed in
19 spect acul ar fashion that had profound narket inpacts
20 that were very harnful. | renmenber there was an oil
21 storage term nal conpany called SenG oup that was
22 trading a far and away | arger than what it's
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1 i nventories had. But sone of the banks that were swap
2 deal ers and counterparties, you know we're not aware of
3 that. Had Senzroup, | believe, if there were sone
4 tighter margin requirenments in that situation, | think
5 that the market inpact of SenmGoup’ s spectacul ar
6 failure would have been |imted and there woul d have
7 been | ess counterparties and downstream custoners t hat
8 woul d have been hurt.
9 And we have to renenber that, especially in the
10 hydr ocar bon i ndustry, everyone right now i s saying that
11 we are entering a wave of nega nergers, right? W just
12 saw Chevron gobbl e up Anadarko for $50 billion. This
13 is all about consolidating assets in the Perman. It's
14 consolidating the third and fourth | argest producers in
15 the @ulf of Mexico. And everyone's saying, just wait
16 until the next several nergers.
17 So we're going to see intense anmounts of
18 concentration anong producers, refiners, and other
19 aspects of commercial end-users. And those
20 concentrations, | think, do pose sone system c market
21 risk issues. And, | think, that prudent application of
22 margin requirenents protects all of us in the system
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1 especially as we enter this wave of consolidation that
2 we're enbarking on. Thank you.

3 CHAIR WGGE NS:  Chai r man.

4 CHAI RVAN G ANCARLO  Just to make naki ng an

5 observation. This is perhaps for those who m ght

6 report on the discussions we're having here today.

7 Wien it cones to the SLR, | don't, certainly speaking

8 for nyself, but |I don't think for anybody that's

9 di scussed -- anybody's tal king about getting rid of the
10 SLR, revoking it.

11 This is about one thing. And this is about

12 adjusting the SLR to be | ess biased agai nst

13 derivatives. And inportantly, |ess biased agai nst

14 clearing, which is one of the core mandates of the G 20
15 and of swaps reform

16 So sonetines it's been reported on this matter

17 that there's advocates for getting rid of SLR  That is
18 certainly fromny point of view, and | think for ny

19 fell ow Conm ssioners, not the case at all. The only

20 I ssue is how do we have an SLR that is not as

21 dramatical ly bi ased agai nst the use of derivatives,

22 whi ch are thensel ves risk-reducing instrunents and nore
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1 inportantly and to the point of swaps reform about

2 working against the very mandate to clear that we

3 believe in, that we're all trying to do so. | just

4 want to clarify that issue. |If anybody di sagrees and
5 believes it is in favor of getting of SLR, then please
6 correct ne. But | believe that the consensus is we

7 have no objection to SLR It's about making it |ess

8 bi ased agai nst swaps, |ess biased agai nst clearing.

9 CHAIR WGE NS: Are there any ot her EEMAC Menbers
10 who want to nake a comment or ask a question?

11 Bill.

12 MR. McCOY: Perhaps in the sane vein, | wanted

13 address the fact that with respect to SA-CCR There
14 were many different recomendati ons by different trade
15 associ ations and groups. | think there were of the 50,
16 if | remenber right, 56 letters, | think around 35, 36
17 of them addressed sone of these concerns with respect
18 to the inpact on commercial end-users.

19 As | indicated in ny remarks, swap dealers wll
20 | ook at our counterparties. W have to nmake our
21  decisions based on various market risk limts and

22 credit risk limts that we' ve established based on
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1 robust policies. And in doing so, we nake

2 determ nations that we need to take sonme type of credit
3 risk mtigation, which could be going to a counterparty
4 and asking for margin setting thresholds, or it could
5 be alternatively, these other types of risk mtigation
6 i ens and such.

7 So what we're suggesting, at |east in Mrgan

8 Stanley's coment |etter, we support the prudenti al

9 agencies noving toward trying to inprove risk

10 sensitivity in how we neasure our counterparty credit
11 risk. Qur concern is that the regul ation as proposed
12 woul d result in this negative inpact. W're not

13  suggesting that there shouldn't be margin based on a
14 swap dealer’s determ nation of how much credit risk is
15 it wlling to take wth respect to its counterparty.
16 The whole point is to provide for appropriate

17 approaches with one’s policies and procedures to

18 mtigate those risks, but not to conme up with a rule
19 that has a draconi an inpact. Thanks.
20 CHAIR WGE NS: o ahead pl ease.
21 MR. SANDOR: If | can speak for nobst snall bank

22 poi nt of view, which may not be energy rel ated, but |
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1 feel very strongly about what Russ said because we have
2 an exchange called the American Fi nanci al Exchange, and
3 many of the small banks do swaps to mtigate interest

4 rate risk. And | think you nmay get unintended

5 consequences of exactly increasing concentration where
6 there are no econom es of scale for these snall

7 institutions. They need to hedge and if you nake it

8 nore expensive, their margins are thin and you may

9 concentrate risk rather than then reducing risk.

10 CHAIR WGGE NS: Anyone el se have any comments or
11 qguestions on this panel ?

12 Sue.

13 M5. KELLY: | would just like to say one thing

14 because | deeply respect ny conrade at Public Citizen
15 and whenever he says sonething, | think about it |ong
16 and hard. So | do want to nake very clear here that

17 what we're tal king about is not just ignoring risk but
18 different ways to deal with it. And in our comrents to
19 the prudential regulators, we noted that their new SA-
20 CCRs -- is that how you are calling it -- nethodol ogy
21 fails to appropriately recognize the risk reducing

22 characteristics of noncash coll ateral. Now t here's
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1 just nore than one way to get to that risk reduction

2 which | agree is appropriate.

3 And | share your concerns about consolidation and
4 nergers. So I'mwith you totally on that, but there

5 are other ways to get the necessary credit support and
6 we as units of state and | ocal governnent, you know,

7 have a | ot of different nethodol ogi es of doing that and
8 we woul d prefer to use those when we can just to nake
9 sure that we have the broadest array of tools in our
10 toolbox to mtigate our risk that goes along with our
11 physi cal business. So | just want to make clear that,
12 just give us flexibility to do it in the best way that

13 works for us and all ow our counterparties to accept

14 t hat .

15 CHAIR WGA NS: | was hoping today we coul d at

16 | east cone to some agreenent on how you pronounced that
17 “sacker”, “soccer”. |I'mnot sure either

18 But if there are no other comrents on, on this

19 panel, | think we'll nove into the final remarks and

20 final thoughts that anyone m ght have. W' ve heard a
21 |l ot of informative insights today, lots of interesting

22 di scussion; issues that affect many of the market
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1 participants and these nmarkets. | want to thank

2 everyone for being here and thank all the nenbers and
3 the panelists for the interesting presentations and of
4 course we |look forward to continuing to work with

5 everyone here and with each other on these issues.

6 But | open it up to, to our Associate Menbers for

7 any final comments by way of wap up.

8 Anyone? Anyone on the phone? Tin®

9 MR. McKONE: No comments, thank you

10 CHAIR WGA NS: Denetri.

11 MR. KAROQUSOS: | just wanted to thank the

12 comm ssi on again for reorgani zi ng and reconvening this
13 commttee and | would |like to pile on the praise of the
14 first panel. | thought the thoughtful ness of that

15 di scussion and the quality of the reports that was put
16 out was great and would |ike to comend the Conmm ssion
17 on its investnment in the data-driven analysis that can
18 only inprove policymaking. So thank you.

19 CHAIR WGAE NS: Any EEMAC Menbers have any fi nal
20 comments, as well? Rob.

21 MR. CREAMER. | just like to | eave on the note of

22 listening to everyone tal k about risk. You know,
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1 Geneva -- speaking for CGeneva, but representing the
2 princi pal trading community, risk is the | anguage we
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speak, right? W nmanage risk all day long. That's how
we operate and the experience | have, | just wanted to
make it clear, we did not |ose a dinme of our FCMs
noney. They didn't want to lose us as a client. W
provided a vital service in the market. It worked, it
wor ked well for what we had based on the notion of
measured risk. Wiat happened was a rule that was using
bal ance sheet for positions that were entirely
of fsetting and that was the catastrophe there.

But | think to the Chairman's point, | enbrace
SLR. | think the community does, and | think we're
just trying to get it right and understand how we
I nprove markets for end-users and how can | provide a
service that nakes the markets a richer experience, a
nore efficient experience.

| hear constant conmentary about what's happened
to the liquidity in our markets. Wiy are we having
volatility, spikes of volatility? And | hear over and
over again about -- fromvoices fromthe industry,

about things that are affecting the liquidity in the
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1 mar ket, whether it's things happening in regul ation.

2 How it's affecting banks now. How it trickles down

3 through FCMs. How it goes fromFCMs to their customer
4  Dbase.

5 These are things we have to tackle unless we want
6 to keep tal king about liquidity concerns in the market.
7 And | don't think that they're related to risk.

8 think they're related to, you know, certainly

9 overarching thenes. And | know we're trying to solve
10 bi g problens but these aren't risk issues that |I'm

11 concerned with.

12 CHAIR WGE NS:  Tyson.

13 MR SLOCUM | just wanted to draw attention and
14 appl aud the Chairman's comrents earlier this norning
15 when we were tal king about the Market Intelligence

16 Branch and you noted accurately that it takes noney to
17 finance this and drawing attention that the CFTC needs
18 additional resources to do excellent job policing the
19 mar kets, providing the data-driven analysis and

20 research. And I know that the Chairman's call for

21 funding is shared by the rest of the Conm ssion.

22 And | would love to see this Advisory Commttee
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1 conme together wwth sone sort of statenent. W m ght
2 di verge on a nunber of different issues, but | think we
3 can all agree that the CFTC needs and deserves
4 addi tional funding to carry out its m ssion and
5 objectives. And | hope that this Advisory Commttee
6 could cone to agreenent on a formal statenent to that
7 effect at sone point soon. But thank you M. Chairman.
8 CHAIR WGA NS: Thank you again, everyone for
9 bei ng here and for participating and for all the
10  thoughtful comments. And | will turn it back to
11  Abigail.
12 M5. KNAUFF: Thank you Dena. | now recognize
13 Chai rman G ancarlo to give his closing renmarks.
14 CHAI RVAN G ANCARLO  Thank you Abigail. Thank you
15 Dena. Thank you Conm ssi oner Berkovitz, Menbers and
16  Associ ate Menbers. Thank you nenbers of the audi ence
17 for an excellent day today.
18 | learned a lot. | felt that the presentations
19 were extrenely substantive. And so, | thank all of you
20 for all the work that went into that.
21 | just want to nmake a brief comment on a
22 conceptual thing that cones up very often whenever
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1 we're tal king about any of the core nmarket reforns that

2 were put in place as part of the G20 process. W

3 often tal k about themin | anguage of let's not go

4 backwards. |If we're discussing an adjustnent, let's

5 not have the risk of going backwards. This notion of

6 backwards and forwards, | think it's a bit of a fal se

7 narrative.

8 | actually think that the process of calibrating

9 the reforns to make themwork and in the case of SLR
10 to nake it | ess biased agai nst another one of the

11 reforns which was clearing, it's not a matter of going
12 forward, it's a matter of actually fixing it so we can
13 get on with it so we can incorporate it in a way that
14 it's nmeant to do, so that we can nove forward.

15 And so, | think I just want to say that let's be
16 careful about |anguage, about any adjustnent to what

17 we've done and what | think is now uniformy enbraced
18 and agreed has inproved things. It’s not a question of
19 goi ng backwards. It's a question of getting it right
20 so we can then nove on with it.
21 In the case of SLR, as Sue said, it's |ike
22 G oundhog Day that we've been tal king about this. | go
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1 back to the prior Conm ssion under Chairnman Massad when
2 we advocated for these sane adjustnents that we're

3 still talking about here three years |ater,

4 Let’s -- if we can convince the other regulators

5 to get this right, to nake the adjustnents so it's |ess
6 bi ased agai nst clearing. W can actually nove forward.
7 Wat's holding us back is the fact that the

8 unw | | i ngness to nake these adjustnents that should be
9 made so that we can have a clearing reginme that is not
10 count erproductive, that doesn't double count, that

11  doesn't cost us.

12 So | really believe that we all agree noving

13 forward, and to do that, we nust calibrate the reforns
14 so they work the way they intended in the first place.
15 So with that, | once again, thank you all and pass
16 the m crophone back.

17 M5. KNAUFF:. Thank you Chai rman. Comnmi ssi oner

18 Qui ntenz, any final remarks?

19 COW SSI ONER QUI NTENZ:  Just quickly, I'd like to
20 build on the Chairman's comments and thank you all to
21 the nenbers and to the participants, the panelists for

22 being here with us today and for your fine thoughts and
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1 your experti se.
2 | f we think about the presentation this norning
3 fromthe Market Intelligence Branch and think about the
4 prior work that they've done, including the
5 presentation at the TAC, | can say with sonme high
6 degree of confidence that that type of data analysis is
7 really an expertise and a specialty of this Comm ssion
8 in the financial regulatory |andscape in Washi ngton.
9 And the nore we rely on good data and good
10 anal ysis, the nore we will dimnish unintended
11  consequences of rules. | don't really believe in the
12 term uni nt ended consequences. | think that's a fig
13 | eaf for bad decision-making. The nore we actually
14 rely on data and anal ysis and the nore we can provide
15 our fellow regulators with our own data anal ysis,
16 think we'll nove forward as the Chairman said to a
17 better place to recalibrate appropriately.
18 Thank you.
19 M5. KNAUFF: Conmm ssi oner Behnam
20 COW SSI ONER BEHNAM  Thank you Abi gail and Dena,
21 as well, for your work today and Comm ssi oner Berkovitz
22 for your |eadership. A great day. Thanks to all the
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1 nmenbers for your participation in the discussion.
2 Regarding the SLR, I'll echo the comments of the
3 Chairman to the extent that | think it's good to hear
4 that folks around the table support the SLR generally,
5 but it's about proper calibration. | think as we think
6 about this issue and advocate. For ne personally, you
7 know, on behal f of end-users, and Sue thinking about
8 the drafting of the legislation and the point of it,
9 ensuring that end-users are able to access nmarkets and
10 manage ri sk and di scover price is key and paranount.
11 And we need to continue to do that and do anythi ng we
12 can to ensure that that remains the case.
13 Wth that, you know, we have to be neasured in our
14 approach about how we do things. And in the context of
15 any capital reforns, obviously we need to think about
16 what the financial ecosystem|ooked |ike prior to the
17 crisis and what it |ooks |ike now and ensuring that any
18 one entity within a larger famly of entities is not
19 passing risk unintentionally onto another and causing a
20 sort of larger issues within the financial system
21 So |I' m encouraged by, you know, the sort of
22 unani nous t hought and approach by the Conmttee, and
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1 hopefully, we'll be able to address this in a
2 thoughtful way that both bal ances the needs of end-
3 users, but also many of the inportant reforns that were
4 al nost a decade ago.
5 So t hanks agai n.
6 M5. KNAUFF:. Thank you Comm ssi oner Behnam
7  Comm ssioner Berkovitz.
8 COW SSI ONER BERKOVI TZ:  Well, first thing 1'd
9 like to say is I"'mgoing to revel in this opportunity
10 to have the l[ast word.
11 (Laughter.)
12 COW SSI ONER BERKOVI TZ: I'm going to take
13 advant age of that and, and I'mgoing to actually echo a
14 | ot of the remarks of people who' ve gone before ne and
15 i ncluding the Chairman and ny fell ow Comm ssi oners.
16 And one, one thing I'mstruck and as | was
17 reviewi ng ny statement, getting all the footnotes right
18 and | have to have the cite for the Dodd-Frank
19 objectives. And | went back to the G 20 statenent just
20 to get, is this exactly what the G20 said? Can | put
21 it inacitationto it? And I'mlooking through it and
22 there's all this stuff in there on energy, which, you
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1 know, as | go back and |l ook at G20, all |'ve been
2 generally | ooking at nyself as on the financial side.
3 But G 20 has a whol e bunch of objectives on the
4 energy side to increase energy security, to inprove the
5 regul ati on of the energy markets, to devel op new energy
6 supplies. Because as | said initially, where we were
7 in 2008 right before the financial crisis, all the
8 energy markets were in great turnmoil here in the U S.,
9 globally. There was a crisis of confidence, not only
10 in our financial markets but in our energy narkets.
11 And we were facing, | renmenber vividly in 2008, $147
12 per barrel.
13 | was down at a conference in Houston and the
14 question was, you know, peak oil. \When are all of our
15 donmestic supplies going to run out? How quickly is
16 Texas is going to dry up? And I'msitting here at 10,
17 11 years later and we're tal king about, you know, that
18 we're surpassing Saudi Arabia and Russia in our oi
19 production. And it's absolutely remarkabl e.
20 And not only that, but listening to the exchanges
21 to Brian and Ben and Denetri about the increasing
22 liquidity in our futures markets. Not only have we
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1 been successful in the devel opnent of our energy

2 supplies, but we've restored confidence in these

3 markets and now we continue to be the global |eader in
4 energy markets, as well as in energy production.

5 And we can have our cake and eat it, too. |If

6 there's anything we've |learned fromthe past decade is
7 that strong regulation and strong markets and strong

8 energy sector go hand in hand. The investnent

9 community has the confidence and the technol ogy and

10 then the people in the industry that are taking the

11 noney and investing it, and then put it in the narket,
12 and that those markets are secure and fair and there's
13 accurate price discovery and they're not going to get
14 cheated and the markets are free from mani pul ati on.

15 So | think all of that is a success story. And
16 we've heard a lot of that success story here today. |
17 don't view the issues that we've been discussing in the
18 afternoon as a trade-off. | nean, we can have strong
19 capital requirenents and we can have a strong energy
20 sector and we can have the ability for all the market
21 participants to hedge. |It's not a question of

22 sacrificing one or the other, but it requires work.
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1 And Sue, | think you very articulately stated that
2 we spend a lot of tine, | spend a |lot of tinme when I

3 was first here, trying to get all that right and

4 exactly howto do that is not easy.

5 | mean it requires a lot of work by the market

6 participants and conmng to us, and then there's a | ot

7 of interests that we have to take into account and that
8 our fellow regulators, the prudential regulators, have
9 to take into account, too. So a lot of it depends on
10 your efforts and comng to us and going to them and us
11 talking with themto get that right.

12 But | think we can nmake this work so we have the
13 strong capital requirenents and we have a strong energy
14  sector, and we have an ability for all the end-users to
15 hedge effectively at | ow costs. But it requires a |ot
16 of work to get exactly how to do that in the right way.
17 So I"'moptimstic given where we've been in the |ast 10
18 years that we can productively go forward and address
19 this issue going forward.
20 It's been a great neeting. | thank all the market
21 participants for your contributions, for your tinme, for

22 meki ng this a success. |'mextrenely honored to be
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1 sponsoring this conmttee.
2 When | first canme to the Comm ssion | ast
3 Septenber, | think the commttee had been canvased once
4 about potential topics of what fol ks wanted to address
5 and | thought that was a very productive process for
6 devel opi ng the agenda. So |I woul d just suggest going
7 forward as we | ook to the future, we'll keep in touch
8 on that.
9 We focused today on the energy side of the EEMAC.
10 There's the environmental side of the EEMAC, which |
11 don't think has been addressed in a nunber of years, as
12 well. So if there's opportunity to | ook at
13 envi ronnment al market issues that may be sonething |
14  would definitely wel cone nenber input. But it,
15 obvi ously, for you to decide. But | would encourage
16 that type of -- that perspective. Maybe if there's
17 sonmething in a future neeting we can exam ne.
18 So again, | thank the nenbers of the conmttee.
19 Thank Dena. Thank Abigail. Thank you M. Chairnan.
200 And | thank ny fellow Comm ssioners and the CFTC staff
21 are making this event a success today. Thank you.
22 M5. KNAUFF: Thank you all, this neeting is now
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1 adj our ned.

N

(Whereupon, at 3:35 p.m, the Energy and
3 Envi ronnental Markets Advisory Conmittee neeting was

4 adj our ned.)
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