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PROCEEDIL NGS

CHAI RVAN NEWSOVE: Ckay, now | think we can get
started. First of all, I would like to say thanks for
everyone who has taken tine today to be here with us to
share your thoughts and ideas with us, as we nove forward
to | ook at potentially nodernizing rules for
i nternedi ari es.

As many of you know, the Conmm ssion has discussed
this for a couple of years. Certainly, personally, it's
been a priority of mne that we look in this area, and that
we take a close look, as we did wth transaction facilities
now al nost two years ago.

Certainly, through changes in technol ogy, changes
in industry, | think it's very responsible fromthe
regul atory standpoint to continue to | ook at needed changes
in the regulatory structure based upon changes in
t echnol ogy and changes in the business world. And we're
commtted to doing that.

Qbvi ously, as a step today, Congress, through the
Commodi ty Futures Mdernization Act, required the
Comm ssion to do a study. And we appreciate the countl ess
tinme that staff has put into acconplishing this feat. |
know t hat there have been many hours spent by staff
discussing it. There was a very lengthy interview process,

whi ch many of you participated in. And now today we | ook



forward to hearing your coments through this hearing, so
that we can finalize that report to Congress.

| would say that I'mviewing this report to
Congress as a first step in this process to identify areas
t hat the Comm ssion needs to ook at. And then after this
report is submtted within the next few weeks, the
Commi ssion will turn to discussing and | ooki ng at ways that
we can noderni ze rules for internediaries.

So before we ask the first panel to start, I'd
like to turn to ny colleagues to see if they have any
coments this norning. Comm ssioner Hol unf

COWM SSI ONER HOLUM  Thank you, M. Chairman.
Just to join you in welcomng everybody. And thank you al
for comng and spending tine. And | |look forward to all of
your remarks. Thank you.

CHAl RVAN NEWSOMVE:  Thank you very nuch.

Conmmi ssi oner Erickson?

COWMM SSI ONER ERI CKSON:  Li kew se, | would just
like to extend nmy thanks to you and your office for putting
together a public forumwhere nenbers of the industry can
cone to provide us with their remarks in person and give us
the opportunity to develop a public record.

And wel cone to you all. | look forward to it.
Thank you.

CHAI RVAN NEWSOVE: Thank you very nuch, sir.



We have a very distinguished first panel to
start, representing organizations that are very w despread
and very respected in this industry. And we wll start
wi th John Dangard, President of the Futures Industry
Associ ati on.

And John, we'll turn it over to you for your
conment s.

STATEMENT OF JOHAN M DAMGARD

PRESI DENT, FUTURES | NDUSTRY ASSOCI ATl ON

MR. DAMGARD: Thank you very much, M. Chairman.
We have certainly been | ooking forward to this. Thank you,
Comm ssi oner Erickson and Comm ssioner Holum for your
interest in our remarks.

| should say at the outset that Bob WI nouth has
agreed to cede a significant portion of his tinme, so if |
run a little bit over ny--

[ Laught er ]

MR. DAMGARD: M. Chairman, nmenbers of the
Comm ssi on, on behalf of the Futures Industry Association,
it is a pleasure for me to be here today to di scuss our
recommendations for reformof the Conm ssion's regul ations
governing internediaries. M statenent this norning is
i ntended to suppl enent the views and recomrendati ons
contained in our detailed coment letter filed with the

Comm ssion on April 5. The recomrendations contained in



that letter are inportant to our nenbership, and I commend
that letter to you

| last had the privilege of appearing before the
Comm ssion nearly two years ago, on June 28th, 2000, to
address the Conm ssion's proposed New Regul atory FranmeworKk.
FI A strongly supported the Comm ssion's regulatory reform
proposal s then, as well as the enactnent of the Comodity
Fut ures Moderni zation Act of 2000 |ater that year. Qur
endor senent of these reform proposals was based in
substantial part on our belief that conpetition, rather
than a prescriptive regulatory structure that established
i nsurnmount abl e barriers to entry, would be the best
regul at or.

The proposed deregul ati on of the markets prom sed
to facilitate the devel opnent of new exchanges and cl eari ng
organi zati ons that would vie for business by offering nore
efficient, cost-effective markets. To counter this
conpetition, existing markets and clearing organizations in
turn would be required to forsake their parochialismand
focus nore strongly on the needs of the FCMs and the
custoners that they serve.

Since the enactnent of the CFMA, the U. S. futures
exchanges have | aunched a nunber of new products, at tines
in direct conpetition with each other. Unfortunately, we

cannot say the sanme for existing products. Wth the



exception of BrokerTec, we have seen remarkably little
conpetition at either the exchange or clearing organization
| evel .

The regul atory barriers to entry may have been
renmoved, but the vigorous rivalry that we had hoped for has
not broken out. As a consequence, we have seen far | ess
progress than we had anticipated in the evol ution of
exchanges. For exanple, the boards of directors of the
maj or exchanges remain dom nated by representatives of the
floor conmmunity. As a result, the transition fromfloor to
screen has been halted at the hal fway point, requiring FCVs
to carry the financial burden of maintaining two trading
systens on each exchange.

It may be too soon to state with certainty why
conpetition has failed to devel op. However, having spent
the greater part of the |ast year anal yzing and comenti ng
on the proposed rules relating to security futures
products, we have identified certain characteristics of the
securities markets that we believe hel p enable conpetition.
Two stand out.

The first is fungibility of products across
markets. It is no secret that liquidity is essential to
t he success of any futures contract. Market participants
want to know that once they enter into a contract, it can

be offset easily and at an efficient cost. A narket



partici pant woul d be understandably hesitant to enter into
a contract on a new exchange, therefore, w thout sone
expectation that the contract could be offset w thout
difficulty. Fungibility across markets woul d provi de such
assur ance.

The second characteristic is common cl earing.

The industry has |ong recogni zed the benefits of common
clearing in reducing the costs to FCMs and their custoners,
allowing FCVMs and custoners ali ke to nake nore efficient
use of their risk managenent capital and, no | ess
inportant, allowng FCMs to better nonitor and nmanage the
risks their custoners are assum ng across markets. Common
clearing, therefore, protects custoners and serves the
public interest by enhancing the financial integrity of the
mar ket s.

As you know, achieving this goal has been
el usive. Al though we have cone cl ose several tines in
Chi cago over the years, the self-interests of the exchanges
have al ways surfaced to quash a final agreenent.

The structure of clearing is still the primry
concern of FIA nmenber firns. Qur nenbers strongly believe
t hat the governance of clearing organizations should be
i ndependent of the exchanges whose contracts they clear,

and shoul d be vested in the clearing organi zati ons' nenbers



and sharehol ders, in proportion to the risks that they
assurme.

The i nportance of fungibility and common clearing
in the devel opnent of truly conpetitive markets is
evi denced by the dramatic changes that have taken place in
the equity options markets over recent years. Wth the
proddi ng of the SEC, the exchanges finally introduced
multiple listings, wwth all trades cleared through the
Options O earing Corp.

The forces of conpetition were inmediately
hei ghtened. 1In less than two years, the International
Securities Exchange, an all-electronic options exchange,
has becone the third-1argest options exchange in the U S.,
and it continues to gain market share.

It is against this backdrop that relief for
i ntermedi ari es shoul d be consi dered.

Internmediary Relief: As you know, FIA was a
driving force behind the provisions of the CFMA requiring
t he Comm ssion to conduct this study of the Act and its
rules as they relate to internediaries. Qur notives for
requesting this study were sinple. As the Comm ssion
itself recognized, the derivatives markets are evolving at
an increasingly rapid pace. None of us can predict what
they will look like only a few years from now.

Internedi aries, no |l ess than the nmarkets thensel ves, nust
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have the ability to respond to this changi ng environnent
wi t hout being subject to the delays inherent in the
rul emaki ng process.

Mor eover, FI A was concerned that the Conm ssion's
decision to retain prescriptive regulations for
intermediaries would result in shifting an even greater
share of the regulatory burden, and its attendant costs, to
i nternedi ari es.

Qur point is that the nyriad rules that govern
i nternmedi ari es nust be reduced to those that are essenti al
to custoner protection and financial and market integrity,
and nust be witten in such a manner as to afford
internediaries the flexibility to respond to changi ng
mar ket dynamcs. A nore flexible regulatory structure,
conbined with an effective self-regulatory organi zation
audit program should achieve the Conm ssion's regulatory
pur pose.

In the time remaining, | would like to highlight
a few of the nore critical recommendations di scussed in our
April 5th letter.

Al'l ocation of Bunched Orders: Reformof the
Comm ssion's rules with respect to the allocation of
bunched orders is essential. FCMVs generally have found
t hat existing post-execution allocation procedures, which

limt the type of clients that may take advantage of the
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procedures--essentially, eligible swap partici pants--and

i npose addi tional recordkeeping requirenents, are
unnecessarily cunbersone. As such, they inhibit the fair
and efficient execution of orders, wthout addi ng custoner
protections.

Account managers have al so objected to the
requi renent that they nake the disclosures set forth in the
rule. As otherw se regulated entities, they believe that
the laws and regul ations to which they are subject
adequately govern their disclosure and other fiduciary
obligations to their clients. Their conduct should not be
subject to indirect regulation by the Conm ssion through
the inposition of recordkeeping requirenments on the FCVs
that carry the accounts of their clients. W agree.

We encourage the Comm ssion, therefore, to
acknow edge that the responsibility for allocation of
bunched orders rests with the account manager, the
originator of the allocation nethodol ogy. The account
manager, not the FCM is the person who knows and nust keep
records detailing the totality of each of the custoners’
positions, which may be held at several FCMs.

The increased use of electronic order routing and
execution systens, which permt account nanagers to place
orders directly for execution while denying FCMs the

ability to nonitor such transactions prior to execution and
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cl earing, enphasizes this point, and nakes relief in this
area all the nore urgent.

To effect this change, FIA recommends that the
Comm ssion replace its audit trail rules with a core
principle that would require FCMs and i ntroduci ng brokers
to keep such records of transactions as are appropriate to
their respective businesses, or as nmay be required by
exchange and ot her self-regulatory organization rule or
regul ation. This principle would be consistent with the
core principle applicable to recogni zed futures exchanges.

Nunmber Two, Single Custoner Account: Comm ssion
rules generally prohibit an FCM from depositing in the
cust oner segregated account cash and other property of such
custoners that the FCM holds to margin or secure OIC
derivatives, equity securities, or cash market positions.
This prohibition interferes with the efficient use of the
custoner's capital in managing the risks associated with
tradi ng.

FI A believes that the Conmm ssion should nodify
these rules, both to permt non-futures position margin and
ot her property to be held in the custoner segregated
account, and to permt futures margin and other property on
behal f of eligible contract participants to be held outside

of the segregated account.
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We appreciate that the Comm ssion has taken sonme
steps in this direction. For exanple, the Conm ssion and
t he SEC have previously agreed on an approach by which
prof essional traders have been authorized to carry futures
on stock indices and related options on stock indices in a
single cross margin account.

More recently, the Conm ssion issued an order
aut hori zing the NYMEX Cl earing House and FCMs cl earing
t hrough that clearing house to hold in the custoner
segregat ed account funds used to margin, guarantee, or
secure transactions in designated OIC transactions cl eared
by that clearing house. The Conm ssion al so has adopted
rules permtting qualified custonmers trading on derivative
transaction facilities to hold their funds in an account
out si de of segregation.

Expandi ng the circunstances in which custoners
could elect either of these alternatives would maxi m ze
flexibility and serve market participants' needs to operate
t hrough a single account.

We recogni ze that the practical and regul atory
i ssues that would arise under this proposal may be conpl ex,
particularly if securities and futures positions are to be
held in a single account. W further recognize that the
Comm ssion wll be required to revise its regul ations

relating to commodity broker |iquidations to assure
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appropriate treatnment of custoner cash and OTC derivatives
positions, as well as securities, that the FCM holds. FIA
will be pleased to work with the Conm ssion as it sorts

t hrough these issues.

Foreign Security Products: As you know, ours is
an international business. FIA nenbers serve both U S. and
i nternational custoners, all of which trade on markets
wor |l dwi de. As the Comm ssion and the SEC noved forward on
an agreenent to permt the trading of security futures
products, therefore, we were concerned that our custoners
woul d continue to have the ability to trade on those
markets that offered the products that they needed,
wher ever those markets were |ocated. As a consequence, we
wor ked closely with the conm ssions and Congress to include
provi sions designed to ensure that custoners would be able
to trade security futures products |isted on non-U. S.
exchanges.

We are pleased that the Conm ssion and the SEC
have taken an inportant step in this regard by issuing a
joint order permanently grandfathering those broad-based
security index futures contracts that were approved for
offer and sale to U. S. custoners prior to the enactnent of
the CFMA. This action provides nuch-needed | egal

certainty.
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Actions on other provisions of the Act remain.
By letter dated July 18th, 2001, FIA encouraged the
Comm ssion and the SEC to exercise the rul emaki ng authority
t hat Congress granted specifically to address foreign
security index contracts and adopt a regul atory standard
defining a broad-based security index that takes into
appropriate account "the nature and size of the markets
that the securities underlying the security future product
reflect.” The standard recommended by FIA was set forth in
Appendi x "A" to that letter. And FIA urges, again, the
Comm ssion to adopt that proposal.

FI A further encourages the Comm ssion to continue
to work with the SEC to inplenent the provisions of Section
2(a). One subparagraph of this section is intended to
extend the terns of a no-action position adopted by the
Comm ssion, after consultation with the SEC, which
authorizes U.S. FCMs to carry on behalf of non-U. S
custoners foreign stock index contracts that have not been
approved for trading by U S. custoners. This subparagraph
grants this sane right to FCMs carrying foreign security
futures products on behalf of their non-U S. custoners.

FI A has discussed this matter wiwth the SEC, but to date has
been unsuccessful .
Anot her paragraph sinply provides that eligible

contract participants may purchase security futures
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products traded on a non-U. S. exchange to the sanme extent
that such person nay be authorized to purchase or carry
ot her securities traded on a foreign exchange or market.

The purpose of this subparagraph is to authorize
U.S institutional custoners, which are authorized to buy
and sell cash securities on foreign markets, to hedge those
transactions through the use of security futures products.
These provisions of the Act were adopted after substanti al
di scussion wth the Conmm ssion and the SEC staff. There is
no reason why the Conm ssion should not confirmthe right
of US FCMs to take advantage of them

Fi nanci al and Segregation Interpretation Nunber
Twelve: As the Commi ssion is aware, FIA, along with other
i ndustry representatives, has | ong opposed certain
provi sions of Financial and Segregation Interpretation
Nunber 12 governing the deposit of custoner funds outside
of the United States.

In particular, FIA has objected to the
requi renent that, nunber one, an FCM obtain specific
witten authorization froma custonmer to maintain funds
of fshore in that custoner's segregated account and, two,
before placing a custoner's funds overseas, or holding a
foreign custonmer's funds overseas, an FCM obtain fromthe
custonmer a signed subordination agreenment in the form set

forth in that interpretation.
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FI A strongly believes that the subordination
agreenent i s unnecessary and should be elimnated. Inits
pl ace, the Comm ssion should anmend Appendi x "B" of
Comm ssion Part 190 rules to establish distribution
procedures for FCMs that hold custoner funds of fshore.

FI A has worked with the Conmi ssion's staff in the
past to revise the interpretation to address these and
ot her concerns. \Wenever it appears that we have made
progress, another issue arises, and steps taken to revise
the interpretation are set aside. W respectfully request
the Comm ssion to proceed pronptly to address this issue.
In light of the anount of effort both sides have expended
to date, we are confident that we will be able to craft an
acceptable alternative to the current interpretation with
little difficulty.

Use of Non-U. S. Exchange Termnals: 1In a series
of no-action letters issued in 1999, the Conm ssion's
Di vision of Trading and Markets authorized certain foreign
futures exchanges to |locate termnals for the execution of
transactions on those exchanges in the U S

Each no-action |letter was subject to a nunber of
conditions, including a requirement that specifically
identified the contracts that could be executed through
those termnals. The purpose of this restriction was to

assure that U S. FCMs did not engage in transactions in
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futures contracts that had not been approved for tradi ng by
or on behalf of U S. custoners; i.e., futures on certain
security index contracts.

Al t hough FI A appreciates the rational e behind
this restriction, it fails to take account of the fact that
in a 24-hour trading environnment, these termnals could be
used to transmt orders for non-U S. custoners of either
the US. FCMor the FCMs non-U. S. affiliates. Non-U. S
custoners are not prohibited fromtrading in these
product s.

St andardi zation: FlIA has been very active in
pronoting standardi zation in several areas, including
st andar di zati on of practices and procedures, and technol ogy
protocols. The Conm ssion's Technol ogy Advisory Conm ttee
is currently considering a report which includes a
recommendati on of concern to internediaries.
"Recommendati ons for Standardization of Protocol and
Content of Order Flow' generally creates a framework which
the industry can utilize as a base in noving forward over
t he next several years. However, we believe the
recomendati ons go beyond the mandate of the Comm ssion or
a self-regul atory organi zati on.

From a short-term perspective, industry adoption
of a standard protocol by a specific date wll inpose

significant transition costs, while not providing an



19

i mredi ate benefit. The mandated tinme frame cones during a
period when the industry is already under significant
financial challenges due to the surge in technol ogy
infrastructure required for an FCMto conpete in these

mar kets, inplenentation of security futures, inplenentation
of nore sophisticated disaster recovery and business
continuity procedures in the wake of Septenber 11th, and
conpetitive pressures to consolidate and reduce costs.
Sone participants question whether or not voluntary

i npl ementation could be truly voluntary, if the Comm ssion
supports and advocates standards as a best practice.

FI A strongly urges the Comm ssion to endorse
st andardi zati on wi thout adopting it as a best practice, and
to stop short of calling for standardi zation by a specific
dat e.

Concl usion: FIA appreciates the opportunity to
appear before you today. W welcone the Comm ssion's study
as an essential step in a process that wll afford market
internmediaries the sane flexibility that the CFMA and the
Comm ssi on have provided to the markets thensel ves. W
have been patient as the Conm ssion has focused its
energies on the organi zed markets. W encourage the
Comm ssion to nove forward quickly.

And | thank M. Wl nouth for yielding tine.

Thank you very much, M. Chairman.
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CHAI RVAN NEWSOVE: Thank you, M. Dangard. |It's
very clear to nme that we're going to have to have you here
nore often than every two years to testify.

[ Laught er ]

CHAl RVAN NEWSOVE: No, seriously--seriously--this
is a very inportant and a very broad topic, and it requires
quite a bit of time. Al of you know that we had hoped to
have had this type of neeting earlier, and we appreciate
the patience, due to all the challenges that the industry
has faced. So we thank you very much.

MR. DAMGARD: You're welcone. And | |ook forward
to com ng nore often

CHAI RVAN NEWSOVE:  Thank you.

We're going to finish with our presenters, and
t hen ask questions at the end of this panel. So at this
time, we have M. Jack Gaine, who is President of the
Managed Funds Associ ati on.

And M. Gaine, we |ook forward to hearing your
comment s.

STATEMENT OF JOHN G GAI NE
PRESI DENT, MANAGED FUNDS ASSOCI ATI ON

MR. GAINE: Thank you, M. Chairman. And | want

to thank you and the nenbers of the Comm ssion for the

opportunity to speak to you today regardi ng your ongoing
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study of the potential changes in the regulation of
internmediaries pursuant to Section 125 of the CFMNA

MFA is located in Washington, D.C. It's a gl obal
menber shi p associ ati on dedicated to serving the needs of
t he professionals worldw de who specialize in the
alternative investnent industry: hedge funds, funds of
funds, and private and public managed futures funds. MA
has over 600 menbers who represent a significant portion of
the $500 billion invested in alternative investnent
vehi cl es around the world. M-A nmenbers include many of the
| argest international financial services congl onerates, and
are based in both the U S. and Europe.

If I mght just stray briefly, what | intend to
do is just highlight sone of the issues that are raised in
my testinmony, which | understand is submtted for the
record. And | also note that your second panel is at |east
as di stinguished--if not nore so--than your first panel.
And on the managed funds areas, you have at |east Steve
A gin and George Crapple, who probably will in nore detai
di scuss sone of the things that |I'm nentioning here. But |
woul d just nmention them here, because | think | |ost sone
of ny tinme, too, as well as M. WI nouth--

CHAl RVAN NEWSOVE: Yes, you've got 30 seconds
left.

[ Laught er ]
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MR. GAINE: | knew how the Denocrats woul d get
treat ed.

[ Laught er ]

MR. GAINE: But I'll address this to M.

Eri ckson, and Bar bar a- -

COW SSI ONER ERI CKSON:  You' ve got ten seconds.

[ Laught er ]

MR. GAINE: Well--1 have one point | want to
make. Roughly, on August 1st, it wll be 25 years that |
have appeared at a CFTC hearing roomin one capacity or
anot her--never under a subpoena, | m ght add.

[ Laught er ]

MR. GAINE: Which hopefully will not be the case
in any federal agency.

| have never seen a nore reasonabl e environnent
to discuss and grapple with some of the major issues facing
us. Sone of it flowed out fromthe CFMA attitude and
approach, but | think it's a reflection both of the
menbership of the Comm ssion and the staff that's here.
And | commend all of you.

Certainly, when | was general counsel and we were
first putting out this Part 4--yes, sonething or other--we
didn't have the dialogue; we didn't know the industry; and
quite frankly, we didn't do the job that maybe we could

have done very early on the job. | see a nuch nore
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responsi ve interplay between the staff. And | think having
t he second panel, instead of all the inside people here, is
the kind of thing that will lead to better regulation and a
heal t hi er market pl ace, which is what we're all striving
for.

And briefly, let me go on, since we were forned
over ten years ago, we've been commtted to working closely
with the CFTC on the regul atory franmework under the
Comodity Exchange Act. W find these questions to be even
nore inportant subsequent to the passage of the CFMA

As part of this relationship, we've actually
worked to aid the CFTC in fulfilling the obligations of
Section 125; particularly, the CFTC s study on
internmediaries. For purposes of the study, to ensure a
t hor ough cross-section of the industry with a specific
focus on CTAs and CPGs, MFA facilitated many neetings
bet ween the CFTC and a nunber of MA staff.

MFA appl auds the CFTC in its progress to date on
this study. W are particularly pleased to see the |ight
at the end of the tunnel of the |ong-debated notional funds
i ssue. Despite nyriad discordant opinions, MFA is
confident that we're near resolution. And the ball on
notional is nowin our court, | happily report.

And ny goal is: Wen this issue first surfaced,

we used to speak of the "Big Eight" accounting firns. W
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now speak of "Big Five." 1'd like to close this while
there still are five. That would be ny tinme |ine on
notional funds. And | think we can probably do that.

Furthernore, M-A strongly advocates a
har noni zation of regulation of CTAs and CPGCs by the
different regulatory agencies; in particular, the SEC and
the CFTC. As the managed funds industry grows
exponentially, questions as to whether and how to regul ate
different investnent vehicles will continue to proliferate.

We need one primary federal financial regulator.
And | think that reasonabl e people could figure out--
dependi ng on your activities and your volumes and your
mar kets and your advertising--who that should be. And in
sone cases, you're going to have futures and options
probably under the SEC, and in sonme cases, you're going to
have securities under the CFTC. Those lines are blurred;
they're blurred in a nunber of different ways.

And |'ve got to add that the advent--or the
proposed advent, or the alleged advent--of single stock
futures will only exacerbate that situation between the
agencies. So if | have any one cl ear nessage, M.

Chai rman, | know you' ve nmade great strides in inter-agency
cooperation and comty; but there is no need for
duplicative, and sonetines inconsistent, regulation. And

it isn't so much who is going to regulate; let's have one
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clear set of regulations we can |live by, and work toward
t hat .

On a couple of issues that we are concerned with
on accounting procedures on compdity funds, they have been
exenpted from SOP 95-2, which applies to fund of funds.

And that exenption was taken away |ast year. And we
engaged in a | ot of dialogue with staff about getting sonme
kind of relief where our fund of funds would not have to
di scl ose the exact nature of their investnents.

| think we were making substantial progress, and
then this blip occurred down in Texas wwth a firmand we've
got slowed dowmn. 1'd like to think, as part of the
process, that we can reopen questions like this as part of
an ongoi ng dialogue with the Commssion. | fully
understand why we didn't get what we were asking for at
that tine.

Di scl osure docunent delivery is al nost a no-
brainer, but it's an issue that is going to be discussed, |
think, by Steve Qgininalittle nore detail.

Probably the biggest thing |'"murging today is
that we've had a rule proposal, on which we've had nunerous
di scussions with staff, to provide--WlIl, another great
concern of the industry--in particular, hedge funds--is the
requi renent for registration as a CPOif the hedge fund

trades futures and options contracts on a futures exchange.
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Currently, any such hedge fund is required to
register as a CPO at the CFTC. M-A advocates our proposed
Rule 4.9, a new exenption from CPO regi stration for CPGCs of
pools offered and sold only to sophisticated persons in
private transactions exenpt fromregistration under the
Securities Act of 1933.

W wi sh to distinguish unregistered from
unregul ated. While hedge funds are | argely unregistered,
unless as a CPO, they are not conpletely free from
regul ation. Anti-fraud provisions of the Securities Act,
anong ot her things, apply. Furthernore, the exenption we
seek under proposed Rule 4.9 would be carefully tailored to
apply to only accredited and sophisticated investors, as
defined under the CEA and other |egislation.

Each direct investor that is an individual nust
be at least a qualified eligible person, and each investor
that is an entity nust be an accredited investor. Plus,
the CPCs exenpt fromregistration will continue to remain
under the jurisdiction of the CFTC s authority, as clearly
stated in the rule.

We believe such an exenption, while decreasing
t he nunber of registrants, actually will increase the
nunmber of CPGs subject to the CFTC s jurisdiction; thereby

increasing the CFTC s role in the financial markets. Such
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arule wll not result in maverick hedge fund nanagers, but
wi Il bring sophisticated investors into a new market.

Once again, | wish to stress the inportance of
the limtation of the exenption to sophisticated and
accredited investors. By no nmeans do we advocate opening
such a door to investors unfamliar with the terrain of the
derivatives and futures industry.

On a simlar vein, NFA has a de mnims rule
proposal for CPGs that use a small anmount of their assets
for futures transactions, and they provide an exenption
fromregistration for that. W also support that strongly.

These are sone of the major issues facing the
managed funds industry today, at least in terns of the
internedi aries the CFTC has been studying. You m ght have
read that Chairman Pitt, the chairman of one of the other
agencies, is holding a formal fact-finding investigation of
t he hedge fund industry, which hopefully will be as
pl easant as this appearance here.

We hope the Commi ssion realizes their inportance
to both MFA and the industry as a whole. W also realize
t hat new concerns will develop as new rules are
promul gated. And we | ook forward to assisting the
Comm ssion in any way we are able. Thank you again for the

opportunity to appear.
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CHAI RVAN NEWSOVE: Thank you very nmuch, M.
Gai ne.

M. WIlnmuth, you're the dean of this group. W
saved you for |ast.

And Bob Wl nouth is President of the National
Fut ures Associ ation; has been before the Conmm ssion many
tinmes. And we |look forward to your comments today.

STATEMENT OF ROBERT K. W LMOUTH

PRESI DENT, NATI ONAL FUTURES ASSOCI ATI ON

MR. WLMOUTH: Thank you, M. Chairman. As
al ways, | welconme the opportunity to appear before you and
your distinguished col |l eagues; this time, to comment on the
internmedi aries study required by the CFMA

However, | amin somewhat of a quandary. This
weekend | spent a lengthy period of time witing sone very
erudite, brilliant, distinguished conments to give before
this audience today. | started out by listing 18 marvel ous
things that the Conm ssion has done in the past two and a
hal f years to respond to industry concerns. | then went on
to talk about 1.10, 1.12, 1.15, 1.31, 1.35, 1.55, 1.57,
3.10, 4.13, 4.14, and 4.21 and 4.13 [sic].

But in view of the comments by ny distingui shed
col |l eagues to the left of nme, | have decided to condense
those remarks into kind of an informal approach to this

issue, if | may.
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As | think we all know, the CFMA requires, in
part, that the study that has to be done identifies whether
core principles can replace certain of the Comm ssion's
rules and regulations. | think all of us recognize that in
a rapidly changi ng busi ness environnent flexibility is key,
not only for registrants, but also for regul ators.

A core principles approach to regulation is one
way to achieve that flexibility; but it's not the only way.
In fact, | believe that the Comm ssion has achi eved great
strides already in adapting CFTC rules to this changi ng
busi ness environnent.

Even with these changes, there are still a nunber
of CFTC rules that can be elimnated or anended to provide
intermediaries with additional flexibility in neeting
custonmer and busi ness needs, with no reduction in custoner
prot ection.

In identifying these rules, we generally noted
that they are problematic, for any one of three general
reasons. Nunber one, the rules just don't tell the
regi strant what to do, but tell himhowto do it. Nunber
two, technol ogy has made the requirements obsolete. And
nunber three, the rules add no real regul atory val ue.

Qur letter, which | assune wll be placed in the

record, of May 29th, summarizes our comrents, but | wanted
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to make just a few brief, quick observations to enphasize
nmy point.

First of all, several rules set appropriate
regul atory standards, but are overly restrictive in how
those requirenents are net. Let ne give you two exanpl es.
Part 1's general regulations don't just tell firns what
kind of notices they have to file, but also dictate how to
file those noti ces.

These rul es should be anended to allow certified
statenents to be filed electronically, and to allow firns
to file required notices by any formof electronic
comuni cation, not just by fax. And those notices should
be filed with the DSRO only.

Another point in this area: Regulation 1.31
requires registrants to mai ntain books and records, but
al so dictates specific technology requirenents relating to
the el ectronic storage of books and records. The rules
shoul d be replaced with general reliability and
accessibility standards simlar to the |anguage that we
previ ously proposed to the CFTC--1 think, several years
ago, in 1999, if ny nenory serves ne correctly.

Now, another point: Several rules have been
rendered obsol ete by technol ogi cal devel opnents. Just one
exanpl e, Regulation 1.57 governing how IBs transmt orders

was witten before el ectronic exchanges and autonmat ed order
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routing systenms were in place; and therefore, needs to be
updated in order to respond to technol ogi cal changes. This
rule currently appears to i npose greater restrictions on

| Bs than on the custoners. And we have recommended to you
a specific rewiting.

And finally, let me conmment if | can about sone
rules which, in our mnds, have no apparent regulatory
value. Part 1's requirenents mandate that firns file
certain financial reports with both the CFTC and t he DSRO
There is no need for these dual filings. Firms should file
these items with their DSRO, which can then nmake their data
bases available to the CFTC staff.

Regul ation 30.8 requiring FCMs to file certain
quarterly reports with NFA relating to their foreign
futures and options transactions should be elim nated.

This rul e was adopted when the Comm ssion began regul ati ng
t hese transactions, and NFA has never found a good use for
the information that's reported to us under this rule.

Rul e 155.3 and 155.4 require that copies of al
statenents and order tickets be sent to an individual's
enpl oyer, if the individual is enployed by another FCM or
another IB. W believe that the enpl oyer should be able to
obtain copies of the order tickets upon request, but we do

not see a need to routinely provide copies of order tickets
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to the enployer. And we suggest that the requirenent be
del eted fromthe rules.

Lastly, we note that the Comm ssion has been
responsive to many of the concerns expressed by the CPO and
the CTA community over the years. But there are still a
nunber of areas where the Commission's rules could further
be revised to neet the business needs of the managed funds
i ndustry, wthout | essening custoner protection.

| just wanted to highlight two of these areas.
Wth respect to Rule 1.35, NFA recommends that it be
anmended to provide the benefits of post-execution
al l ocation procedures to all custoners of those account
managers that neet specific criteria. W consider this
change a high priority, so that snmaller retail custoners
are not at a di sadvantage when it conmes to execution
qual ity.

Wth respect to Regulations 4.13 and 4. 14, NFA
continues to urge the Conmm ssion to adopt an exenption from
regi stration for CPGs who operate collective investnent
vehicles that do only a de mnims anount of futures
transactions, and for CTAs who provide their trading advice
solely to such vehicl es.

I n conclusion, as always, NFA wi shes to stress
its ongoing willingness to assist the Conm ssion, not only

in identifying those areas that need to be addressed, but
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also in drafting the general standards and rel ated
interpretive guidance and assum ng any additi onal
responsibilities del egated by the Conm ssion.

We believe that our qualifications over the past
two decades have been clearly denonstrated. Qur
| ongst andi ng and successful process of obtaining industry
and user input has been extrenely successful. And we stand
ready and willing to assune the responsibility of
devel opi ng gui dance in all appropriate areas.

We appreciate the opportunity to provide input on
this inportant study, and our staff is readily available to
more fully discuss any of the issues raised in our recent
di scussions, as well as our May 29th letter. W | ook
forward to a close working relationship wth the Conm ssion
and the staff as you conduct your study. And thank you
very nmuch for your attention

CHAI RVAN NEWSOVE:  Thank you, M. W] nout h.

Again, | wanted to say thanks to all three of you
because, not only in the witten testinony and the oral
testinony that you're giving today, each of you and your
or gani zati ons have spent countless hours over the recent
past and in letters that you ve sent to the Conm ssion
regarding this topic. And it's very nmuch appreci ated.

| want to say at this tine that the National

| nt roduci ng Brokers Association also was invited to
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participate in this panel. They were unable to do so. And
we have included their witten coments in the record of
thi s hearing.

MR GAINE: Didthey yield their tine to Dangard?

CHAI RVAN NEWSOVE: They must have. Mist have.

[ Laught er ]

CHAI RVAN NEWSOVE: At this tine, we will get into
a question and answer period. W'IlIl start with the
Comm ssion, and then ask senior staff if they have any
questions, as well. So at this tine, Conm ssioner Hol unf?

COWM SSI ONER HOLUM | have no questions, thank
you.

CHAI RVAN NEWSOVE: (Okay. Comm ssioner Erickson?

COMM SSI ONER ERICKSON:  If | mght be able to
just follow up on a couple of points that were raised,
really appreciate the comments that were brought to our
attention today. They are issues, a |ot of them that
we' ve been westling with for quite sone tine.

"Il just go down the row, but if you all have
answers to sonme of these questions, I'd invite hearing from
each of you

One of the things you tal ked about, John, was
fungibility of contracts. And | think that's sonething
that people really did envision. | don't know what

mechani snms you all are looking for, as far as trying to
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acconplish fungibility across exchanges. But once that
happens, do we, as an agency, conme into the sane types of
concerns that the SEC has westled wth, | think, over the
years, on issues of best execution?

Particularly, whose obligation: |Is the burden
pl aced on the internmediary to route a custoner's order to
the market that has the best price or has the availability,
or is that sonmething that you establish a centralized order
book and place that burden on the exchanges?

MR. DAMZARD: Yes, | don't have a specific answer
for that now, but | do think that--1 nean, first of all,
think there's a lot of responsibility on the custoner, as
wel | as whoever his agent nay be.

But it strikes us that a futures contract,
particularly one that goes out sonetinmes two and a half to
three years, is a relatively unique product. And sinply a
better price--or in sonme cases, a better product--isn't
necessarily the determning factor in whether or not a
custoner ought to be using the marketpl ace.

So we have seen that, even with all the new
entries in the world of creating futures exchange, we don't
see any conpetition addressed to existing products. And at
the sane tinme that the exchanges are sort of puffing
thenmsel ves up for their I1PCs, there is naturally a tendency

to charge what the market will bear.
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And in the securities nodel, that is not the
case, because the custoner is able to get out of his
contract--1 nean, perhaps the fungibility could take place
inaunified clearing entity. But to the extent that the
SEC has required the options exchanges to multiple list, it
seens to ne that the end user, the custoner, has been nuch
better off.

And whether or not that invites nore regul ation
W th respect to best execution or not probably depends on
whet her or not there is a need. | nean, | think nost
brokers believe that if they don't treat their custoners
properly, that custonmer has nmany, nany opportunities to go
ot her places. The conpetition between FCMs for custoners’
business is quite intense, offering exactly the sanme
service for the same product. And furthernore, they al
know who the custoners are; particularly in the
institutional world.

So ny sense is that we need not rush into
wor ryi ng about best execution until such time that we see
whet her or not we can build nore conpetition into the
mar ket pl ace.

COWM SSI ONER ERI CKSON: Okay. Thank you. Any
ot her responses?

MR. GAINE: Yes. As an association, we

hi storically have pronoted product innovation: foreign
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stock indices, for exanple; access for U S. custoners and
U S. CTAs and CPCs of the w dest variety of products.

And to the extent that you introduce fungibility-
-1 think you're suggesting perhaps maki ng markets nore
efficient, presenting opportunities for arbitrage--we
strongly woul d support it. W are very pro-conpetitive,

W th appropriate regul ation.

| mean, your order flow question is very good.
|'ve read sonething about it. Whether they successfully
resolve it, or conme close to resolving it, I won't even
say. But | got a call froma reporter the other day, "Wat
do you think of nmutual fund conpl exes starting hedge
funds?" | said, "Well, | think that's fine. That's nore
conpetition. Hopefully, they' Il produce a better hedge
fund than sonmeone el se nade, or they may not." But they
certainly shouldn't do it to disadvantage nutual fund
custoners.

And this is one of the issues that the SEC is
currently looking at: |Is there a conflict there? And |
thi nk, just as you're suggesting there could be sone
problens in the order flow and order execution, there could
be sonme problenms with a mutual fund manager of both a hedge
fund and nutual fund. But as an overall general
proposition, | think we favor "Let a thousand flowers

grow," or whatever, but wth the appropriate regul ation.
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COWM SSI ONER ERI CKSON:  Ckay.

MR GAINE: | tried to be shorter than Dangard.
That's all.

MR. WLMOUTH: | can be even shorter than that.
Wth respect to your specific question, "Are we at the CFTC
going to face the sane issues as the SEC?", | think the
answer to that is, "Yes."

And other thing | would |ike to support is John's
comment about unified clearing. And | speak as a forner
president of a |large futures exchange when | say that that
goes a long way. W were close to it at one tinme. W
didn't make it. | think that's extrenely inportant in this
i ssue of fungibility.

COWMM SSI ONER ERI CKSON:  Okay. A couple of you
al so tal ked about the allocation of bunched orders. And
|"mjust concerned--Well, I'"'minterested, actually, because
| think there are obviously sone real benefits to that.

But the first part of the question would be by
removi ng the burden fromthe FCM what, if anything, needs
to attach at the account manager |evel? And the other
question that | just ponder over is, whether the benefit is
in providing smaller custonmers with better pricing of the
product? That's a thene that |1've heard. Wat effect on
conpetitiveness of the market? |Is this something that you

end up seeing greater utilization of non-conpetitive trades
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because you have a bunching of all custoner order flowinto
the market, into block trading for exanple?

MR, GAINE: Well, fromour point of view of the
i nvest nent manager, we would be the one who woul d be
putting together the bunched order at the best place;
whether it's conpetitive or non-conpetitive, the best for a
bunch of custoners.

The current rule is unworkabl e because with a
typical CTA there would be sone clients who woul dn't
qualify, but they're in the sane program So if you want
to put a thousand |lots of Decenber corn and you want to go
Il ong, well, you can do that for 85 percent of your
custoners, but not the other 15.

COWM SSI ONER ERI CKSON:  Ckay.

MR GAINE: Well, you do the 85, then you do the
other 15. And the other 15 pay an eighth or a quarter
hi gher. And M. WInouth sends his m nions over and says,
"Wl |, what happened to the little guy here?"

COWM SSI ONER ERI CKSON:  Ri ght.

MR. GAINE: And it's essential. And we nmade
t hese comments during the hamrering out of one point of
this provision. 1'd like to see it nmake it workable.

To your other question about whether this would,

you know, go OTC or sonmething, | think that would be the
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fiduciary judgnent of the CTA, as to where to get this job
best done. But the current rule is not workable.

COWM SSI ONER ERI CKSON:  Ckay.

MR WLMOUTH. If | renmenber correctly, in our
best practices, in order entry in transm ssion of exchange
traded futures and options, | think we addressed this
subject. And | think what Jack said is true, that this
allows, | think, the account manager to fulfill his
fiduciary responsibilities so that he's treating al
custoners fairly and equally. He can punch themall and go
in at one particular tinme. But | think that best practices
study addresses that.

COWM SSI ONER ERI CKSON:  Okay. Yes. Does it? It
does. Thank you.

MR. DAMGARD: And | would just add that there are
mul ti ple FCMs often involved in one account nmanager's
activity. So it's alnost inpossible--particularly in an
el ectronic world where the FCM has given a termnal to the
account manager and he's directly affecting the market--
it's inmpossible for the FCM often to nonitor the activity
of the manager.

COWM SSI ONER ERI CKSON:  Thanks. And if | could
have one nore question, M. Chairman?

CHAI RVAN NEWSOVE:  Yes.
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COW SSI ONER ERI CKSON:  John, you nenti oned
standardi zati on. And that was al so sonet hing that was
brought up in the | onger statenent of the NFA. And I'm
just curious, in your statenent, John, you had indicated
concerns about standardi zation of the protocol. And |
think NFA's letter was suggesting that best practices would
be a good thing on the issue of standardi zation of the
cont ent.

And | think the report, as | recall, recommends
best practices for content standardization, and put out
this marker on the standardi zati on of the protocol --Because
| think only one protocol right now fits the mark, but I
know that was pretty heavily debat ed.

But John, fromthe FIA s perspective, the content
standardi zati on--that would be, as far as custoner
identification, all the things that regul ators need or FCMs
woul d need for back office purposes--if you all could take
a look at that, and see if that m ght actually have sone
value in a context of also the question you raised about
fungibility. Does content standardization increase the
ability for the market to nove to fungibility in products?

And that's just a question that | have. And
maybe you guys can take a | ook at that and get back to ne

at anot her ti me.
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MR. DAMGARD: Ckay. | nmean, with respect to
standardi zati on, we do endorse standardization. And we're
just concerned about naking sure, you know, that we don't
establish unrealistic tinme tables, nunber one; and nunber
two, how do we ensure that it becones voluntary, if indeed
it is a best practice, and not becone a regul atory
requi renment.

COW SSI ONER ERI CKSON:  Ri ght .

MR. DAMGARD: On fungibility, we do have a | ot of
i deas on that, and we'd be pleased to spend tine with you
on what we think would work best.

COW SSI ONER ERI CKSON:  Yes. kay. Thank you,
M. Chairman.

CHAI RVAN NEWSOVE: There have been a nunber of
specific issues and rules that were raised during this
di scussion. And certainly, we are, and there is a need to
| ook nore closely at those.

My question is, | want to approach froma little
nore of a general nature, in trying to determ ne how the
Comm ssion noves forward. M. WInouth, you tal ked about,
specifically, the core principles and the flexibility that
was built into the CFMA. And | believe that that
flexibility was absolutely key, and certainly a key part of

t he CFMA.
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Throughout the interviews of staff to industry
partici pants | ooki ng at nodernization for internediaries,
core principles |I know have been one of the topics
di scussed. And there seens to be at |east sone
di sagreenent over whether or not core principles are the
appropriate route to take as we | ook at internediaries.
Certainly, I"'mnot married to core principles. If that is
not the appropriate route to take, then how should the
Comm ssion |look at flexibility on a broader scale as we
nmove forward?

MR. WLMOUTH: Again, on a general basis and as a
general observation, | think, as | said before, that a core
princi pl es approach to regul ati on does hel p you achieve
flexibility. But the other way to do it is to anend sone
of your regulations, to elimnate sone of your regul ations,
and nodi fy sone of your regul ations.

The one on foreign options and futures, where
reports are made to us, | don't know how |l ong that's been
done, how many years--and years--but we've never had any
use for it. So one way to achieve this flexibility is just
to elimnate sone of those. Just plain wite themoff.

You don't need them They serve no regul atory val ue.
O anmend them Wiy file dual reports with both

the CFTC and the DSRO? W get a report and it's on our
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data base. If you want it, call us, and we'll send it to
you. That's the type of thing that |I'mtal king about.

Core principles are essential and inportant, and
t hey shoul d be used. But there are sone tines when they
can't be used, but you can do sonething else to achieve
that flexibility: anmendnent, elimnation, nodification.

CHAI RVAN NEWSOVE: That point is well taken.

MR. DAMGARD: And | would agree with M.

Wl nouth. | nmean, we strongly support core principles as
the right approach. And yet we recognize that such things
as financial requirements can't be core principles; they
have to be nore specific. So, you know, we woul d be

pl eased to work with the Conmm ssion and identify those
areas where we think that core principles sinply couldn't
apply. But generally, we strongly support the approach,
and we think it's worked very well.

CHAI RVAN NEWSOVE: M. (Gai ne?

MR. GAINE: Yes, on core principles, we at MA
operate primarily through a governnent relations commttee.
| think we raised that three different types. And | felt
i ke one of those electoral judges in Pal mBeach County a
coupl e of years ago: holding the ballots up, figuring out
exactly who won.

[ Si mul t aneous Di scussi on]
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MR GAINE: | know | lost, but there was--I think
I"'mtrying to suggest there was sone division within us.
But 1'd like to think that for us the flexibility m ght
enconpass when we go down the road here--Sone areas |end
t hensel ves to core principles.

But | think a philosophical shift of the
flexibility that you asked M. W/ nouth about is--It
rem nds nme of Robert Kennedy's question. He used to say,
"Sonme people ask why; | like to ask '"Wiy not?' ."

We've had a wonderful, healthy, constructive
di al ogue on this Rule 4.9 that | referenced. And one of
the areas: Wiy is registration so burdensone? Wll,
don't think that should be the question, because it may or
may not be. "What benefits do you get fromregistration?"
shoul d be the question. And you know, are they
significant, or are they not? If they're not, well, it's
not such a big deal. And | think that's what Bob was
alluding to, as well.

| think there are sonme regulations in there that
just have outlived their useful ness, assum ng that when
either Russo [ph] or | put themin initially they had a
usefulness at all. Thank you.

CHAI RVAN NEWSOVE:  Thank you, sir.

M. Danmgard, | want to go back to the fungibility

question, and just |look at that maybe a little nore
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generally. Certainly, when you |look at fungibility from
the securities side, you ve got the trading of stock of a
publicly-held conpany; and on the futures side, you've got
a contract that's been devel oped by an exchange.

Certainly, I amvery nmuch in favor of
conpetition, and want to do everything that we can to
devel op conpetition within this business. But it appears
t hat when you | ook at fungibility on the securities side
there could be quite a difference, in terns of fungibility
on the futures side, because of the difference in the
contracts.

Wul d you go into sone of those differences a
little bit, and explain how you woul d perceive that we
could nove forward there?

MR. DAMGARD: Well, | think sone of the new
entries into the security futures world are spending a fair
anount of tinme devel opi ng specific indices that they
consider to be their proprietary product. And | don't
think fungibility woul d work.

On the other hand, if there is a single stock
future on GM and you can trade it in one place and cl ose
your position in another, depending on the timng, the
daylight hours, it seens to ne that that woul d encourage
conpetition between those two exchanges. And we have not--

At least, | personally haven't; | think our |aw and
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conpliance division, our operations division, has spent
nore tinme thinking about this, and perhaps | shoul d get
better inforned.

But on products where new entries would like to
energe and would like to be able to utilize, say, the sane
cl earinghouse, it may be that the fungibility issue could
be addressed at the clearing |level and it woul d encourage
conpetition as it has in the options world, and even in the
securities world with the ECMs [ph]. So let's |ook at the
securities nodel a little bit, to see how they have
achi eved the conpetitive benefits.

| mean, there was a tinme when the New York Stock
Exchange was the only place where you could buy and sell a
particul ar stock. And that gave themthe sane kind of
nmonopol i stic power that sonme of our futures exchanges have.
And it's understandabl e that, as they becone for-profit
entities, they want to maxim ze that profit, and they see
their responsibility as serving their stakehol ders, as
opposed to serving their custonmer. And in a nonopoly, it
seens to nme that's bad.

And we' ve supported the concept of reducing the
regul atory burden on the exchanges, in order to allow them
to lower their costs of doing business--in theory, to
conpete with sonme of the European exchanges that they've

worried so nuch about.
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And | nean, | have one exanple here of what it
costs to trade. The Muni [ph] S&P in Chicago, at the Merc:
You pay a 39-cent-per-side fee for clearing. You pay a 25-
cent-per-side dobex fee. And you pay a d obex custoner
fee of 50 cents. So that adds up to $1.14 per side, for a
Muni S&P contract. And for conparison purposes, we picked
t he Dow Jones Euro Stock 50, that trades electronically at
the Eurex. And that trades for 27 cents a side. And a
buck-14 versus 27 cents is a rather big spread. And we
believe that's a legitimte conpari son.

And ny sense is that the political pressures in
the U S. exchanges are naking it necessary in sonme sense to
keep side-by-side trading, in ternms of open-outcry and
el ectronic trading. And the custoner and the FCM are
bearing the additional cost in the United States of keeping
busi nesses alive that perhaps in a conpetitive market m ght
not survive.

And it also suggests to ne that if some of the
forei gn exchanges begin to start listing U S products, it
puts the U S. exchanges at a trenendous di sadvantage, if
they continue to have to answer to a board that's totally
dom nat ed by peopl e whose |ivelihood depends on keeping the
pits open. And these are issues that, you know, are very
difficult issues; particularly in light of the deregul ation

of the exchanges.
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CHAI RVAN NEWSOVE: | know we're going to have
nore on this topic with the next panel, but as we're
| ooking at the CFMA and we're still inplenmenting portions
of it, do you think it's too soon to have this argunment?
O do you see conpetition on the horizon? Wat are your
t houghts there?

MR. DAMGARD: Well, | nade sone reference to the
fact that it's too early to know for sure what the results
are going to be with respect to conpetition. But | wll
say that in the stock futures area we've seen |ots of new
entries cone into the marketplace and announce their
intention to conpete. And it's slightly disappointing that
none of these entities have decided to go in and conpete on
sone of the existing product bases.

And you can certainly understand the phil osophy
of an exchange that has decided that they are the only
place to go to do a Euro dollar contract, or it's the only
place to go to do an S&P contract, once they becone a for-
profit entity, to charge whatever the market will bear.
And to the extent that these narkets serve the public,
there is a very, very serious public interest, as far as
we're concerned, to nmake sure that there is not price
gougi ng and nonopolistic behavior.

CHAI RVAN NEWSOVE: Ckay. Thank you, sir.
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Any other comments fromthe panelists about that
t opi c?

[ No Response]

CHAI RVAN NEWSOVE: (Okay. |'ve got one nore. As
we | ook at comon clearing, what should be the role of a
governnent regulator in terns of noving toward that?

MR. DAMGARD: Well, as you know, M. Chairman,
the FIA was very close to a common clearing agreenent with
the two Chicago exchanges. And the law, as | understand
it, requires a designated exchange to have a cl eari nghouse,
to be able to consider itself a designated marketpl ace.

But nothing in the | aw prevents nore than one
cl eari nghouse from being able to clear those products. And
| think it's exchange rules at sone of the exchanges that
say, "If you're going to trade our product here, then we're
going to force you to clear it here and only here."

And one of the things that we m ght want to | ook
at is whether or not clearinghouses could conpete with each
other as an alternative to a clearinghouse that clears for
everyone. And that would be a separate approach than the
one that |'ve advocated in ny testinony.

| nmean, in the securities markets, what we have
is one central clearinghouse, the nonies of which are put
up by the clearing nenbers on the basis of what their risk

profile is. And they have chosen to run that clearinghouse
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as a utility. And to the extent that they have a big year
in the clearinghouse, they will rebate noney back to the
cl earing menbers, based on the business that they do.

As exchanges becone for-profit, there is
sonet hi ng i nequi tabl e about an in-house cl eari nghouse whi ch
is capturing all the business, charging a clearing fee that
is profitable, and not rebating that back to the people who
put up the noney for the clearinghouse in the first place.

And these are argunents that we have on an
ongoi ng basis with those exchanges in the United States
that are very proud of the fact that their clearinghouses
are in-house.

| nmean, we believe that the clearinghouse at the
Chi cago Mercantil e Exchange runs very efficiently, and it
runs very well. W believe the governance of the
cl eari nghouse ought to be the clearing nenbers, and not
subj ect to, you know, the locals who sit on the big board
at the Chicago Mercantil e Exchange.

There is a commttee that oversees the clearing
entity, but to us that's not good enough. W believe that
the nodel of the Chicago Board of Trade, with an
i ndependent cl eari nghouse, is a nmuch better nodel. And we
woul d i ke to see the BOTCC be nore conpetitive with other

cl eari nghouses.
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W would like to be able to see a firmtake their
contract that was executed on an exchange sonewhere el se,
and take that exchange [sic] to the clearinghouse of their
choi ce.

CHAI RVAN NEWSOVE: (Okay. Thank you.

Any other comments from panelists?

[ No Response]

CHAl RVAN NEWSOVE: Any ot her questions from ny
fell ow Comm ssi oners?

COWMM SSI ONER ERI CKSON: No, thank you

CHAl RMVAN NEWSOVE: John, any questions from staff
to this panel ?

MR, LAWION: No, staff has no questions, M.
Chai r man.

CHAl RVAN NEWSOVE: Ckay. Thank you very nuch.

Agai n, thank you guys. W appreciate the tine
and effort that have gone into your testinony. Again, |
expect that there will be nore questions and nore hearings
fromthe Comm ssion as we nove forward on this topic.
Thank you.

MR. DAMGARD: Thank you very nuch.

[ Wher eupon, the first panel nmenbers were excused
fromthe witness table.]

CHAl RMVAN NEWSOVE: Ckay, if the second panel

woul d conme to the table, please?
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Again, as with the first panel, we appreciate
each of you taking tinme away fromyour jobs to be here.
Prior to ny enploynent at the Comm ssion, | used to serve
as the head of an industry organi zation, and fully
under st and and recogni ze how i nportant industry
organi zations are. But at the sanme tine, | think it's very
inmportant to hear fromthe industry participants
t hensel ves, and therefore we appreciate your taking tinme to
be with us today. W |look forward to hearing your thoughts
and comments.

We'll start with our first speaker fromthis
panel, M. Ceorge Crapple. George is Co-Chairnman and Co-
Chi ef Executive O ficer of the MIIburn Corporation. W've
had the opportunity to hear fromM. Crapple before. And
we | ook forward to your comments now. George?

STATEMENT OF GEORGE E. CRAPPLE
CO CHAI RVAN AND CO- CHI EF EXECUTI VE OFFI CER,
M LLBURN RI DGEFI ELD CORPORATI ON

MR. CRAPPLE: | thank you, Chairman Newsonme and
Comm ssioners, for the opportunity to participate. Besides
my positions at MIlburn, I"ma former chairman of the
Managed Funds Associ ati on.

Qur conpany is a CITA, a CPO, and a registered

i nvest ment advi sor. W manage public and private currency
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and futures funds, hedge funds, and funds of funds, and we
provi de currency overlay services.

The first issue | would like to address is the
requi renent that solicitation of futures accounts and
private and public futures fund investnents be nade only by
di scl osure docunent. M/ premse is that so long as the
di scl osure docunent is delivered and acknow edged before
nmoney i s accepted, there is no harmto investors if
reasonabl e, bal anced, non-m sl eadi ng, non-fraudul ent
communi cations are used to locate interested potenti al
i nvestors.

| served as chai rman of the NFA Eastern Regi onal
Busi ness Conduct Comm ttee for ten years, and currently
serve as chairman of NFA's Appeals Committee. So it is
fair to say that | have seen quite a few solicitations--
scripted spiels, witten materials, and "infonercials"--
which fall somewhat short of my suggested standard of
reasonabl e, bal anced, non-m sl eadi ng, and non-fraudul ent
conmmuni cati ons.

But communi cations which do neet this standard
cannot reasonably be considered to so nesnerize the
potential investor that he cannot nmake a rational deci sion,
when all information, including the disclosure docunent

whi ch he nust acknow edge, is before him
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Since all solicitation costs sonehow or other end
up com ng out of investors' pockets, it is relevant that
the approach I recommend woul d save consi derabl e expense.
The conpl ete di scl osure docunent package is often a | engthy
and expensive docunment. If 99 out of 100 are thrown away
unread because recipients have not been qualified as
interested and suitable, it's wasteful.

| believe the disclosure docunent delivery rules
are nore restrictive than correspondi ng securities |aw
rules. Public offerings allow |limted tonbstone
announcenents--which | al so believe are unnecessarily
restrictive. The practice in private placenents does not
require that initial contact be made by any particul ar
docunent. Anti-fraud rules are the investors' protection.
| see no reason why solicitations for futures investnents
shoul d be nore restricted than any ot her type of
i nvest nment .

Second, | would i ke to recommend a de mnims
exception to CPO registration. | generally support the
concept of NFA' s proposed de minims rule which would
exenpt from CPO regi stration pools which utilized 1 percent
or less of their assets as non-hedge futures margin.
However, | believe 5 percent would be a better nunber.

In addition, I want to propose another de mnims

approach which woul d be hel pful to funds of funds which use
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no assets directly as futures margins, but may invest with
CPO managed pools. | understand the NFA's rule would
attribute to a fund of funds the sub-adviser's futures
margin, so if 10 percent of a fund of fund' s assets were
invested in a fund which used 20 percent of its assets as
margin, 2 percent would be attributed to the fund of funds.
| have difficulty seeing howit's going to be practical to
keep track of that sort of attribution.

There are quite a few hedge funds which are CPO
regi stered because they do a very small anmount of non-hedge
futures business. These would benefit from NFA s de
mnims proposal. However, it's not clear that a fund of
funds which invested in such pools would be exenpt from CPO
regi stration

Further, sone fund of funds firns have decli ned
to invest in CPO sponsored futures pools because of
reluctance to becone CPO registered thenselves. | am under
the inpression that a nunber of fund of funds operators are
m si nformed about their obligation to register as CPGs when
they invest in CPO sponsored hedge funds. But they
definitely seemto believe an investnent in a futures fund
would require themto register as a CPO.

| propose a rule that would exenpt from CPO
regi stration fund of fund operators who invest |ess than 40

percent of their assets at the tinme of investnent in CPO
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sponsored pools, and that any hedge fund which utilized
| ess than 5 percent of its net assets as non-hedge futures
mar gi n woul d not be counted as a CPO sponsored pool for
t hi s purpose.

| propose 40 percent, in an effort to define
funds of funds whose principal purpose is not futures
trading. Under the Investnent Conpany Act of 1940, futures
pool s are not considered investnent conpanies, even though
100 percent of their assets may be invested in Treasuries,
because the principal purpose is futures, not securities
tradi ng.

| believe such a rule would result in a
beneficial increase in futures market activity by funds of
funds with no detrinent to investors, since the fund
actually making the futures investnents would be a CPO, or
exenpt from CPO regi stration

Fund of fund operators invest in hedge funds,
futures funds, venture capital, private equity, rea
estate, nutual funds, and other categories. As long as the
manager mnaking the tradi ng deci sions has the required
registrations, | do not believe investor protection also
requires fund of fund sponsors to have the sane

registrations.
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| would also like to express ny support for the
Rul e 4.9 proposal by MFA which woul d base CPO exenption on
the qualifications of clients.

| should nmention for the record that none of the
proposals that |1've nentioned would exenpt ny firmfrom CPO
registration

Third--and | recognize that this is not in the
Comm ssion's jurisdiction--1 believe the Conm ssion should
enter into discussions with the SEC to renove from SEC
review all parts of S-1 registration statenents for futures
pools which pertain to the futures markets; or better yet,
del egate conplete review to the NFA

The SEC continually has new exam ners assigned to
futures pools, and updated regi strations of existing
regi stered pools can call forth 25 pages of comments. The
situation is ridiculous, and has cost investors many
mllions of dollars; since by and | arge these costs are
passed on to the pools.

Thank you.

CHAI RVAN NEWSOVE: Thank you, M. Crapple.

At this time, we will turn to our next speaker,
M . John Davi dson, who is Managing Director of Morgan
Stanl ey Dean Wtter and Conpany, |ncor por at ed.

M. Davidson, we're glad to have you with us

today, and we | ook forward to your comments.
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STATEMENT OF JOHN P. DAVI DSON
MANAG NG DI RECTOR,
MORGAN STANLEY DEAN W TTER & COMPANY, | NC.

MR. DAVI DSON:  Thank you very much, Chairman
Newsomnme, Conm ssioner Erickson, Comm ssioner Holum [|'d
like to state at the offset that the opinions | express
today are my own. They are not necessarily those of Mrgan
St anl ey.

The Comodity Futures Tradi ng Conm ssion should
adopt a core principles approach to the regul ation of
futures conm ssion nerchants anal ogous to its recently
adopted regul ation for contract markets. These core
principles should reflect the role of internediaries in the
mar ket pl ace; the public policy interest in preventing
systemc risk; and a recognition that only a very few FCVs
act exclusively in that capacity, and thus regul ation and
supervision are shared with other authorities. These core
princi pl es should recogni ze the foll ow ng points:

Transparent Financial Reporting: The single nost
i nportant decision that an investor nmakes with respect to
participation in the futures markets is the choice of FCM
to carry its funds and positions. Consequently, an ability
to easily conpare and contrast the financial strength of

various FCMs i s fundament al
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I nformati on about required and surplus regul atory
capital, as well as tinely access to audited financi al
statenents of FCMs, and audited and quarterly reports of
the parents of FCMs where relevant, are vital to investors
and potential investors.

The Comm ssion has taken the lead in providing
transparent information to investors. | refer in
particular to the conparative informati on on FCM regul atory
capital published quarterly on the CFTC s website under the
title "Selected FCM Financial Data." To ny know edge,
there is nothing conparable, particularly in such an easy-
to-use format, fromother U S. regul atory agencies.

Still, this service could be taken several steps
further; for exanple, with a hot link to the Securities and
Exchange Conm ssion's EDGAR service, so that the "10-Q
reports of the publicly traded parents of FCMs coul d be
easily accessed. A joint listing with the SEC to include
simlar information for broker-dealers would al so be useful
for investors.

Ri sk Managenent and Regul atory Capital: Sound
ri sk managenent and internal control procedures, backed up
by a regulatory capital reginme that directly rel ates
capital requirenents to market and operational risk, is the

only effective nmeans to control systemc ri sk.



62

Today the bal kani zed regul atory structure in the
United States severely limts the effective supervision of
internal control and risk managenent prograns at FCMs and
other internmediaries. But this deficiency is not inherent.
Wrking with the SEC and, where relevant, the appropriate
banki ng supervi sors, the Conmm ssion should strongly
encourage self-regul atory organi zati ons and ot her
supervisory authorities to performjoint and sinultaneous
reviews of risk managenment and internal control procedures
across all U S regulated entities of a financial services
comnpany.

Not wi t hst andi ng publ i shed staff recomendati ons
as recent as April of 2001, the Conm ssion does not today
have a risk-based regulatory capital reginme. Once such a
regine is adopted, the Conm ssion should carefully review
its regulatory capital requirenents for dual registrants in
light of the regulatory capital requirenments of the SEC

If those two regul atory capital regines indeed
measure different risks, then it is not sensible to have
the total regulatory capital requirenent of a dua
regi strant be the greater of the SEC or the CFTC
requirenents. If the risks are really different, it nust
be the case that the right answer is the sumof the two

requirenents.
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FCMs Are Not Regul ators: The Commi ssion's
regul ations need to be nodified to recogni ze that FCVMs do
not have the ability to govern the market behavior of their
custoners. Custoners understand that an FCM nust take
certain steps to protect itself fromunlimted counter-
party exposure through nmechanisns such as limting credit
exposure--for exanple, through margin requirenents--and
limting | egal exposure--for exanple, through client
identification and docunentation requirenents.

It is much nore difficult for custoners to
under stand why FCMs should be involved in things |ike the
oversight of the custoners' investnent managenent
practices. This is even nore chall enging where an
affiliate of the FCM may be a conpetitor of the custoner,
as is frequently the case today.

If--if--there is a legitimte public policy
reason to limt the investnent nanagenent practices of
various investnent advisors and/or investnent managers, the
only intellectually honest neans to carry out that policy
is to inpose the limtation directly on investnent advisors
and i nvest nent nanagers.

Lack of jurisdiction by a regulatory authority
over investnent advisors and managers in certain domciles,
or of certain types, should be an indictnent of the

| egitimacy of the public policy goal; not an excuse to
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i npose regul atory jeopardy on uninvol ved and uni nterested
i nternedi ari es.

The current bunched order processing rules seek
to have FCMs intervene between an investnent advisor or
manager and its clients in the non-preferential allocation
of executions to accounts. This rule puts a conpletely
unrealistic burden on an FCM and shoul d be abol i shed.

Rel ations Wth the Securities and Exchange
Comm ssion: Wile many may | anment the anount of tinme it
has taken to craft a workable regulatory framework for the
trading in security futures, | think it nore appropriate to
appl aud the remarkabl e progress that has been nade by the
staffs of the two comm ssions. The world view of the two
organi zati ons i s understandably, but dramatically,
different.

Congress clearly took the easy way out, and |eft
the reconciliation of those two fundanentally different
approaches to market regulation and oversight to the
comm ssions, wth remarkably few guidelines. | suspect
that nost staff would like to get the final regul ations
publ i shed, take sonme vacation, and hunker down back in
their famliar territory. That, however, would squander an
unprecedent ed opportunity for further dialogue and the
devel opnent of nutual approaches to conmopn supervisory

i ssues.
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It should be evident to all that, despite the
occasional rhetorical flourish to the contrary, Congress is
not going to nodify its internal distribution of power and
prestige in a manner sufficient to create a unified
regul atory environnent for U S. financial internediaries.

While the President's Wrking Goup on the
Fi nanci al Markets has brought an environnent of cooperation
anong the financial regulators, what is needed today is a
set of proactive joint initiatives. Areas for attention
i nclude transparent financial reporting, regulatory capital
requi renents, supervision of internal controls, oversight
of custoner protection regines, facilitation of enhanced
mar ket structures, prudent risk-based systens for handling
collateral requirenments and the extension of credit,
continued access to cross-border investnent opportunities,
and the oversight of clearing arrangenents.

None of our financial regulatory agencies has a
monopoly on good ideas or talented staff. W rking closely
and col |l aboratively is in the best interests of all narket
participants and the public at | arge.

A Zero-Based Exam nation of Custoner Protection
Mechani sms:  The keystone of a transition to a core-
princi pl es-based approach to the regul ati on of

internmedi ari es should be a "zero-based" exam nation of the

custoner protection reginme in place in the industry. |Is
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custoner segregation, SIPC insurance, or sonething else,
the optimal nmeans to protect custoners fromthe insol vency
of an intermediary?

Previ ous exam nations of this issue have not been
zer 0o- based. Instead, they have been surrounded by a near
religious zealousy [sic] on the part of exchanges convi nced
a priori that any change woul d necessarily inpose greater
transactions charges on their floor-based nenbers and
smal l er internediaries.

| woul d suggest the exam nation of the foll ow ng
I ssues:

What do customers want? Just as we ask
custoners, in providing better custonmer service, what they
want, we should, too, ask custoners, in providing optinma
custoner protection, what they want.

Does the existence of distinct customner
protection regimes unnecessarily limt cross-mnarket
i nvest ment strategies?

Does the lack of clearly specified priorities and
instructions to the trustees of the estate of a dual
registrant unfairly jeopardi ze custoners or pose nateri al
systemc risk?

Could a uniformclient noney rule jointly
adm ni stered by the CFTC and the SEC work as well in the

United States as it seens to work in the United Kingdonf
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Can SI PC coverage be extended to futures accounts
wi thout the inposition of burdensone transaction charges?

To what extent will the potential success of
security futures and the growi ng nunber of cross-margin
systens dilute the distinctions between the two custoner
protection regi mes?

Even if a finding is made that the current
custoner segregation - custoner protection reginme has the
greatest utility for U S. futures markets, certain
i nportant nodifications need to be made. In particular,
the current treatnent of custoner funds held outside the
United States and/or denom nated in a currency other than
U.S. dollars is unnecessarily confusing and
adm ni stratively burdensone.

A far nore optimal result would be obtained by
anending the Part 190 rul es and associ ated appendices to
establish specific distribution procedures and priorities
in the event of the insolvency of an FCM hol di ng cust oner
funds offshore.

Cl earing Arrangenents: The recent reorganization
of the Comm ssion's divisions undertaken by Chairman
Newsonme denonstrates a keen understanding of clearing
i ssues. The oversight of clearing organi zations and the
oversight of intermediaries is inextricably |inked, and

fundanmental ly distinct fromthe oversi ght of markets.
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In that context, | would encourage the Conm ssion
to charge the very talented new director of the Division of
Clearing and Internediary Oversight and her staff to
undertake an exam nation of the inpact of derivatives
cl earing organi zati ons on the market structure and
conpetition.

| have argued el sewhere that clearing
organi zati ons have many of the el enents Ri chard Posner
attributes to natural nonopolies. As such, the "Doctrine

of Essential Facilities,” first described in a 1912 Suprene

Court case, United States versus Term nal Railroad

Associ ation, and el aborated upon in a case involving M
and AT&T in 1983, may be relevant in evaluating the public
policy inplications of the behavior of clearing

organi zations in certain circunstances.

This doctrine in essence holds that a nonopoly
owner of a key input cannot deny access if an entity
seeki ng access cannot practically obtain the input
el sewhere. (Open interest in |listed derivatives contracts,

t he pool of collateral, and the clains on capital
supporting that open interest, could be deened to be key
i nput s.

The vertical integration of those key inputs with

the facilities of a specific nmarket could be deened to be a

deni al of access. It may be that the antitrust inmunity



69

granted in contract market status designation by the
Commi ssi on appropriately recogni zes the public policy
inplications of this apparent natural nonopoly.

Al ternatively, particularly in the case of a
futures contract on an index exclusively provided by a
third-party vendor, these clearing arrangenments my
unfairly limt investors' ability to obtain the benefit of
conpeti ng market centers.

Portfolio Margining: The application of
portfolio margining concepts to the collateral and credit
rel ati onshi ps between an internediary and its custoners of
all types is an area where the U. S. futures industry, under
the oversight of the CFTC, has set the standard.

The securities industry, led by a commttee of
the Securities Industry Association with the active
participation of the Options C earing Corporation, the New
York Stock Exchange, and the various options exchanges, is
currently undertaking a rigorous exam nation of the nerits
of extending portfolio margining beyond the currently
[imted popul ati on of market professionals.

While there are indeed many legitimte
di fferences between the concept of margin in a securities
account and in a futures account, and material differences
in the scope, diversity, concentration, and econom c

function of futures and securities markets, it is
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nonet hel ess the case that the Conm ssion can and shoul d
provi de val uabl e insight gained fromthe oversight of the
operation of conplex portfolio margining systens.

Finally, Cross-Border Investing: The Conm ssion
needs to continue to provide | eadership in reducing the
barriers to cross-border investing, both into and out of
the United States. One inportant area that needs
additional focus is that of foreign stock index futures.
Wil e 42 such contracts have been grandfathered, there
still exist contracts that are currently offered or are
bei ng contenpl at ed by exchanges outside of the United
States, which had not obtained a no-action letter prior to
t he passage of the CFMA. To the extent that these
contracts have the sane characteristics as the existing 42,
they should al so be afforded simlar no-action status.

M. Chairman, the financial services industry in
the United States is going through a very traumatic peri od.
| nvest or confidence in our markets has been shaken. Profit
pressures on internediaries are intense. Consolidation
continues. The pace of innovation is intensifying.

Anmong the strengths of the U S. capital markets
is the willingness of all types of participants--custoners,
internmediaries, markets, and regulators--to reinvent
t henmsel ves. This willingness nust continue in good tines

and in bad, if our conpetitive advantage is to persist.
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| appreciate the opportunity you have afforded to
provide input into the potential renovation of the
regul ation of internediaries in the futures industry.
Thank you very nuch.

CHAI RVAN NEWSOVE: Thank you very nmuch, M.
Davi dson, for your very deep and hel pful coments.

Qur next speaker is M. Kevin Davis, the
President of Man Financial. W're glad to have you with us
today, M. Davis, and we | ook forward to your comments.

STATEMENT OF KEVI N DAVI S
PRESI DENT, MAN FI NANCI AL, | NC.

MR. DAVIS: Good norning to you. Thank you, M.
Chai rman and Comm ssioners, for allowing nme to appear
today. Quite a privilege. | actually started in the
futures business 20 years ago, about this nonth, as a
runner of the Chicago Board of Trade. So to appear here
today is quite a nonent for ne.

| want to just quickly describe Man Financi al .
We are primarily a futures and options broker. W are
engaged in both the institutional market, and also in
retail, having acquired several retail futures conpanies
over the past four or five years.

| haven't witten a very |long piece today,

because | wanted to talk to nmy points. And whenever | do
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read out speeches, | end up sounding |like a robot, so |I'm
conscious to try not to do that.

To give you sone context about Man and where we
rank in the business, we're the nunber-one executing nmenber
on LI FFE, nunber-one clearing and executing nenber on
NYMEX, nunber-one clearing and executing nmenber on CME. In
the IPE in London, we're the nunber-one clearing and
executing nenber. And in Singapore we are the nunber-two
executing and clearing nenber. And at various points,
we' ve been nunber one or nunber three.

So | nention that to give you sone context as to
where we sit in the industry. |, nyself, spent the first
18 years of ny career, 19 years of ny career, primarily in
the UK And so I've been very nuch involved in the
transition of the markets fromfloors to screens during
t hat peri od.

Turning to the CFMA, the Act of 2000 permts the
exchanges to exercise much nore unfettered authority at
preci sely the sane nonent when they're becom ng private
corporations primarily focused on the interests of their
shar ehol der s.

The majority of their shareholders are |ocals
whose interest is in maintaining the grip of the open-
outcry systemof futures trading. This hold often prevents

t hose custoners who w sh to take advantage of other forns
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of trading--such as internalization or crossing between
maj or mar ket partici pants--from doi ng so, because of the
rules requiring exposure to the fl oor.

We believe that the exchanges in North Anmeri ca,
the futures exchanges in North Anerica, are increasingly
using their conpliance departnments to perpetuate and to
solidify the open-outcry system of trading.

Now, |'m not going to conment on whet her open-
outcry or electronic trading is better, or which one of
those is better. But | would say that it's inpossible to
actually determine in the United States one way or the
ot her, because of the grip that the exchanges and the fl oor
community have on the current trading practices.

For exanple, in London the view taken by the
LI FFE Exchange was that if two maj or market participants
want to transact their order off the floor--or even,

i ndeed, off the screen--provided that they are suitable,
qualified participants in the market, they are, for want of
a better phrase, big enough and ugly enough to sort out the
transacti on between thensel ves.

I f Man and Morgan Stanl ey, for exanple, want to
buy or sell options or futures between each other, we don't
need the exchange to regulate that transaction. W are
smart enough, bright enough, and sharp enough to be able to

transact the transacti on bet ween each ot her.
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In the United States, in Chicago and New York, we
are forced to put all orders into the pits; which neans
that if we have a large buy or a large sell, and even if we
could find the other side of that, froma Mrgan Stanley or
fromany other major player, we are both forced to hit a
bid or to take an offer. And so we are routinely forced,
on behalf of our custonmers, to |l eave a spread in the pit
for the |ocals.

That doesn't serve, as far as | can see--1 can't
see what benefit to the general public that is serving.
can see that it certainly benefits the |locals' community.
But | can't see how it benefits the general public who,
ultimately, we're transacting business for.

The enforcenent power of the newy privatized
exchanges, particularly when relieved of stringent
regul atory oversight authority, permts themto protect
their owm vested interests. Thus regul atory schenes and
requi renents can be structured to favor locals and to
prevent a level playing field for all market participants.

The | ocal -control | ed exchanges often exercise
virtual nonopoly power over the products traded al nost
entirely by public custonmers. Moreover, the exchanges may
exercise this nonopoly power to the detrinent of private
i nvestors by increasing the costs and fees for such

custoners.
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| think earlier on M. Dangard illustrated the
difference in fee structure between a Eurex traded stock
i ndex future and the S&E M ni [ph] in Chicago. And that
fee differential runs across virtually all products that we
trade on the U S. futures, conpared to simlar products in
Eur ope.

The nonopoly effect is particularly burdensone
when applied to products for which a given exchange is the
sole licensee of the underlying index of products.

Al t hough the CFMA does permt a broader range of
types of exchanges, those alternative nmarkets are generally
not available to the average retail investor, who remains
subj ect to the nonopoly power of the traditional contract
mar ket s.

We believe that, whilst we are absolutely in
favor of the rolling back of too nuch regul ation, we feel
that in sonme instances exchanges in North Anmerica have
t aken advantage of the new freedomto perpetuate the
interests of their sharehol ders, as opposed to uphold the
interests of the investors who actually use those
exchanges.

Thank you very nmuch for allowing nme to speak to
you today. And I'msorry if I've been a little bit too
brief, but that neans there's nore tine for other speakers

to speak. Thank you very nuch, M. Chairnman.
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CHAI RVAN NEWSOVE: Thank you, M. Davis. And |
assure you, it's never too brief.

[ Laught er ]

CHAI RVAN NEWSOVE: | appreciate it. And we | ook
forward to hearing nore of your comments as we get into the
guestion and answer peri od.

Next, we have Steven A gin, who is the Chief
Adm nistrative Oficer of Merrill Lynch |Investnent Managers
Alternative Strategies.

We're very pleased to have you with us today, and
we | ook forward to your comments.

STATEMENT OF STEVEN B. OLG N
CH EF ADM NI STRATI VE OFFI CER, MERRI LL LYNCH
| NVESTMENT MANAGERS ALTERNATI VE STRATEGQ ES

MR. OLA N Thank you, Chairman Newsone and
Comm ssi oners Hol um and Erickson, for the opportunity to
participate in this hearing today. M nane is Steve d gin,
and | amthe Chief Adm nistrative Oficer of MIM
Alternative Strategies, an affiliate of Merrill Lynch which
acts as a sponsor of managed futures and hedge fund
i nvest ment products.

M.IM Alternative Strategies and its predecessor
entity have been registered with the CFTC as a commodity
pool operator and comodity trading advisor and a nmenber of

the NFA since 1986. M.IMAlternative Strategies is al so
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registered wwth the SEC as an investnent advisor and
transfer agent. MIMAlternative Strategi es has sponsored
over 75 different investnent vehicles, both publicly and
privately offered to United States and non-U. S. investors,
inits history.

| greatly appreciate the opportunity to appear
before the Comm ssion to assist in its study of potential
changes in the regulation of internediaries pursuant to
Section 125 of the CFMA. M remarks today will focus on
regul atory issues affecting commodity pool operators and
commodity tradi ng advi sors offering nmanaged futures and
hedge fund investnent products.

Specifically, I wll discuss--as contenplated by
the CFMA itself in mandating this study--several areas of
comodity pool regulation which the Act did not address and
whi ch coul d be sinply changed, which would not only
rationalize the regulation of commpdity pools and ot her
i nvestment products, but al so harnoni ze the various
over | appi ng bodi es of regulatory jurisdictions applicable
to commodity pools; a legislative policy objective
expressly approved by both the National Securities Market
| nprovenent Act of 1996 and the CFMA

Commodity pools seek to provide a w de range of
investors with an investnment opportunity that is not highly

correlated with nore traditional stock and bond
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i nvestnents, through a vehicle which offers [imted
liability, daily valuations, and far greater liquidity than
nost alternative investnent products.

Comodity pools al so provide a nuch-needed
l[iquidity to certain futures markets--in particular, the
agricultural markets--increasing the efficiency of the
price discovery and hedgi ng functions served by these
mar kets. However, over the past ten years, the nunber of
publicly-offered conmmodity pools available to U S. persons
has been significant reduced, due in large part to the
enornmously high entry barriers created by five overl appi ng
regul atory jurisdictions: the CFTC, the NFA, the SEC, the
NASD, and the 50 states.

| will discuss seven different suggestions in
connection wth the study mandated by the CFMA

First, the Requirenent of Delivery of a
Di scl osure Docunent Prior to Any Direct or Indirect
Solicitation: Comodity pools are the only investnent
product--or security, for that matter--for which it is
required that a conplete disclosure docunent be delivered
to prospective investors prior to any direct or indirect
solicitation.

Rat her than inquiring of prospective investors
whet her they are sufficiently interested to want to receive

a prospectus, commodity pool sponsors nust first send a
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prospectus, prior to even ascertaining the investor's
actual interest in this investnent product. This

requi renent inposes a unique and costly burden on this one
formof investnent, wthout adding significantly to

i nvestor protection.

O course, no one should be permtted to invest
until they have received a conplete disclosure docunent.
However, by requiring that the disclosure docunent be
delivered before even an indication of interest can be
ascertai ned, commodity pool s--which generally bear such
ongoi ng offeri ng expenses--and therefore custoners, are
subject to costs significantly greater than other pool ed
i nvest ment products subject to different regulatory
regi mes.

In addition, the need to deliver a disclosure
docunent before any direct or indirect solicitation
prohi bits tonbstone-type advertisenents that contain a
[imted anount of straightforward, factual information
about the offering by CTAs and CPGCs that are otherw se
perm ssi bl e under the federal securities laws. Under
existing law, any advertisenent, on its face, is at |east
an indirect solicitation.

| would recomend that the CFTC consi der anendi ng
the CEA to adopt the approach applied by the SEC to

regi stered investnent advisors: requiring the delivery of
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their disclosure docunent at |east 48 hours prior to
entering into an actual agreement with the client; not
prior to any direct or indirect solicitation.

The manner of offering and prospectus delivery
requi renents inposed by the securities | aws, designed to
prevent the inproper dissem nation of securities-related
advertisenments, are as sufficient in the case of CPGCs and
CTAs as in the case of RIAs. This would be one step
forward in harnoni zing the securities and commodity
regul ation to i npose the sane requirenments on CTAs and CPGCs
as on Rl As.

Nunber Two, SEC Deference to the CFTC in the
Revi ew of Commodity Pools: Currently, commodity pools nust
submt and have their prospectuses cleared by both the SEC
and the CFTC, as well as filed in all 50 states, a large
nunber of which still conduct extensive reviews. The SEC
inits review applies the general provisions of Regulation
S-K, the basic SEC disclosure rule. However, as one would
expect, many of these provisions are al nost whol ly
irrelevant to a commodity pool. As a result, there have
been years of negotiations between the industry and the
staff of the SEC concerning how to nodify Regulation S-Kto
fit the disclosure needs particular to commodity pool s.

The irony is that the CFTC has promul gated and

spent years devel oping and refining disclosure rules
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specifically created for publicly-offered comodity pools;
devoting, for exanple, detailed analysis regarding the
treatment of performance information, the inportance of
trading principles, the portability of performance records,
etcetera--issues which are of material and i medi ate

i nportance to commodity pool disclosures, but also wholly
irrelevant to the disclosures relating to operating
conpanies to which Regulation S-Kis primarily directed.

Al t hough the nobst recent extensive revision of
the CFTC s Part 4 Rules was in 1995, the CFTC s updati ng
and review of its disclosure rules is an ongoi ng process,
and the CFTC is well attuned to the disclosure issues which
arise in the industry.

The SEC staff has many other inportant demands on
its time. As it is, the efforts that the CFTC has put into
refining the coomodity pool disclosures are largely
abrogated due to the need of the pools to conformto
Regulation S-K.  In fact, in sone instances, conbining the
SEC s and the CFTC s regulations is not only burdensone,
but al so counterproductive froma disclosure perspective.

For exanple, the SEC requires that public
of fering prospectuses include a section on quantitative and
qualitative disclosure regarding market risk. The purpose
of this requirenent is to force operating conpanies to

di scl ose the contingent risk in their open derivatives
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positions incidental to their main |ine of business.
However, in the context of a pool whose only business is
trading in derivatives positions, the Regulation S K
di scl osures are not only redundant, but potentially
m sl eadi ng.

| would recommend that the Congress consider
anendi ng the 1933 Act to provide that securities issued by
comodity pools be subject to review by a single regul ator,
rather than disparate and overl apping SEC, CFTC, and state
standards that currently apply. Congress took simlar
action when it enacted NSM A in 1996, which preenpted
substantive reviews of nutual fund prospectuses by the
states in order to ensure that nmutual fund sponsors would
be subject to a single regulator, the SEC, rather than a
mul tiplicity of reviewers

Simlar action regarding comopdity pools woul d
not only inprove the quality of commodity pool disclosures,
but al so conserve val uabl e resources at regul ators ot her
than the CFTC that are better directed towards products not
ot herwi se expressly regul ated by another agency expert in
the matter.

Pool s Shoul d Be Exenpt From 1934 Act Reporting:
| nconsi stent regul ations al so exist in connection with the
requi renent that publicly-offered coomodity pools file

standard 1934 Act reports--10-Ks, 10-Qs, etcetera. These
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reports are al so governed by Regulation S-K, and result in
t he same confusing disclosures as does the application of
S-Kto public offering docunents of commodity pools.

| nvest nent conpani es are expressly exenpted from
the 1934 Act reporting requirenments precisely because the
| nvest nent Conpany Act of 1940 has its own reporting
system The CEA and the Part 4 regul ati ons inpose on
commodity pools reporting requirenents that were
specifically designed for these types of investnent
products, and in fact require nore frequent reporting--
mont hly, rather than quarterly--than required under the '34
Act .

State Deference to the Federal Regul ation:
Comodity pools are one of the few investment products
whi ch remai n subject to substantive regulation by the
states. Not only do the states inpose material substantive
restrictions on the structuring of publicly-offered
comodity pools; but also, the sheer adm nistrative burden
of having to file with each state, and negotiate with the
adm nistrators in each of the nerit review states, is and
has for years been criticized as one of the primary entry
barriers to the offering of public commodity pool s.

The debate concerning the proper role of the
states in review ng public commodity filings has been

ongoing for at least the |ast two decades. The state
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regul ation of commodity pool offerings seens directly
contrary to the federal preenption of the states in the
regul ation of futures trading itself, as well as to the
federal preenption of the states over investnent conpany
regul ati on established by NSM AL The commodity pool
industry is no longer inits infancy, and the status of its
regul ation should reflect that fact.

Publicly-offered combdity pools which have been
cleared by the CFTC should be subject to notice filings,
but no substantive review at the state level. A resurgence
of the donmestic commobdity pool industry would be
significantly enhanced with the elimnation of the entry
barrier of state regulation.

Private Comodity Pool Operators Shoul d Be Exenpt
From Regi stration: For at |east two decades, there has
been a di sconnect between the SEC and CFTC regul ations, in
that the former provided that a nmanager could privately
advise up to 15 funds w thout need of registering as an
i nvest ment advi ser; whereas the CFTC took the position that
managi ng any fund, even a private pool, was hol di ng oneself
out to the public as a CPO which required CPO
regi stration

There is no justification for this distinction,
and it has caused a generation of discontent anong hedge

fund managers. These managers, even though their trading
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is overwhel mngly securities based, have been required to
register wwth and be audited by the CFTC, sinply because
they woul d occasionally use an S&P futures as a hedge. The
princi pal regulator, the SEC, was on record as taking the
position that there was no need to regul ate the persons who
limted their advice to a limted nunber of sophisticated
hedge fund investors. The CFTC jurisdiction was very much
the tail wagging the dog.

| would recommend that a new exenption from CPO
regi stration be created for CPGs of pools offered and sold
only to sophisticated persons in private transactions
exenpt fromthe '33 Act, unless they nanage 15 or nore
funds, or hold thenselves out to the public as a comodity
pool operator.

At a minimum this would be appropriate for those
managers which are engaged primarily in securities trading,
not hedge fund futures trading--a distinction which the
CFTCis well used to under its Rules 4.5 and 4.12(Db).

These managers are properly the purview of the SEC, not the
CFTC.

Conform t he CPO Exenption From I nvest ment Advi ser
Regi stration to That Available to CTAs: The CFMA provi ded
that registered CTAs which primarily trade futures need not
regi ster as an investnent adviser, and vice-versa.

However, the sane exenption was not extended to CPGs. This
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is particularly ironic because CTAs manage unlimted
liability managed accounts; whereas CPGs sponsor |limted
liquidity collective investnent vehicles.

G ven the high degree of |everage used in nost
futures trading, it is clearly inprudent to steer investors
t owar ds nmanaged accounts, as opposed to pools. But that
wll be the inevitable effect of failing to include CPGCs
within the scope of the CFMA's "primarily engaged”
exenption frominvestnent adviser registration. No purpose
is served by this distinction.

Finally, the Adoption of Two Uniform Standards
for Certain Categories of Commodity Pool Investors: Over
the course of years, the CFTC and the SEC have engaged in
an effort to expand and clarify those groups of persons to
whi ch certain provisions of the Investnent Conpany Act, the
Comodi ty Exchange Act, the '33 Act, the Investnent
Advi sers Act, and other |aws, had no need to apply.

However, as a result of the separate paths taken
by the agencies and the ad hoc nethod in which they
produced their criteria for the qualified investor, we are
left with a crazy quilt of largely--but not conpletely--
over | apping investor qualification standards. Currently,
we have accredited investors, qualified institutional
buyers, eligible contract participants, qualified clients,

qualified eligible persons, and qualified purchasers.
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| woul d recommend that Congress adopt the
"accredited investor" standard as a disclosure-oriented
standard defining persons exenpt fromspecific regulatory
di scl osure requirements and to whom manner of offering
restrictions do not apply; and the CFTC "qualified eligible
person” standard as a substantive standard defining persons
who can fend for thensel ves and, accordingly, are exenpt
fromthe I nvestnent Conpany Act nunmerical limtations, able
to deal in derivatives markets. Two uniform standards
woul d represent a maj or conceptual inprovenent over the
current array of different standards and regul atory
requi renents.

| thank you very nuch for your tinme. | welcone
this study as an excellent opportunity to elimnate sone of
the historical artifacts of comodity pool regulation,
whi ch for years have put the industry nenbers and U. S.
investors at a distinct conpetitive di sadvantage. By
leveling the playing field we can help U S. investors by
reducing entry barriers and adm nistrative costs, and by
conserving regulators' |limted resources. Thank you very
nmuch.

CHAI RVAN NEWSOVE: Thank you very nmuch, M.
A gin. You bring up sone excellent issues that the
Comm ssion wll | ook at.

MR. OLA N  Thank you.
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CHAI RVAN NEWSOVE: CQur |l ast panelist is M. Jan
Waye, Senior Vice President of Cargill Investor Services.

M. Waye, we appreciate you taking time to be
wth us today and, again, we |ook forward to your coments.

STATEMENT OF JAN R VWAYE
SENI OR VI CE PRESI DENT
CARG LL | NVESTOR SERVI CES, | NC.

MR. WAYE: Thank you, Chairnman Newsone and
Comm ssi oners Hol um and Erickson. M nane is Jan Waye, and
I"'ma Senior Vice President with Cargill Investor Services.
CISis a wholly-owned and separately nanaged subsi di ary of
Cargill Incorporated. W are global FCM providing
execution, clearing, and risk managenent services to risk
managers, brokers, and a variety of futures fund nmanagers.
We are cel ebrating our 30th anniversary this year as an
FCM -three years older, | see, than the CFTC itself.

I'"d like to thank the Conmm ssion for an
invitation to appear--this early afternoon, as it turns
out--to discuss internediary relief under the CFMA Act of
2000. The CFMA nade mmj or progress in bringing about
regul atory reformfor exchanges. W welcone the
Commi ssion's study into relief for market internediaries.
My remarks will be brief, and cover five specific areas.

First, and not necessarily nost inportant, is the

area M. Davidson nentioned earlier; that being the area of
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ri sk-based capital. W applaud the Comm ssion's nove
t owar ds adopting risk-based capital requirenents.

Today FCMs need to carry capital equal to 6
percent of the value of all client assets on their books,
whet her for initial or variation margins. Proposals under
study woul d change that, by increasing the capital
requirenment on initial margins only, to 8 percent; but
reduci ng the capital requirenment on any excess assets
beyond the initial requirenment, to O percent.

We believe that's a step in the right direction.
It potentially strengthens the FCMs. It encourages themto
carry nore client assets on their books, w thout those
assets resulting in an undue capital burden in terns of
their trying to denonstrate a return on capital. Because
the way this system operates today, in ternms of getting a
return on capital, an FCM wants to have the | east anount of
capital possible fromtheir clients, and carry no excess.
But in ternms of having a strong FCM community, we shoul d be
encouraging FCVMs to carry excess client assets, wthout
putting on a regulatory capital burden.

Secondly, I'd like to cormment just briefly about
security futures; although |I understand that's not the main
topic of the day, and there have been several other open

heari ngs on that question.
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FCMs need to maintain an ability to conpete on a
| evel playing field under broker-dealer |ight registration,
which is reflected in the regul atory mandate that the
econom ¢ i npact of broker-dealers and FCMs be econom cally
neutral .

We are anxiously awaiting the final outcone of
the rul es between the SEC and the CFTC. W're very
i npressed by the cooperation and progress that have been
made so far, and believe a lot of that is due to the
initiative of the CFTC

We are sonmewhat concerned that in the final
anal ysis FCVMs m ght be slightly disadvantaged in the
regul atory schene, relative to broker-dealers. And ny only
point this afternoon is to continue to encourage the CFTC
to defend the right of FCMs to be treated with regul atory
parity; and that these products, as they begin trading, are
truly viewed as hybrid products, and not necessarily any
nmore as equity products than they are futures products.

An equally interesting area perhaps, but one that
receives significantly |less discussion--certainly by the
panel this norning--is the issue of ag. trade options,
whi ch woul d be ny third point.

Rul es exist today for the CFTC s pilot programin
agricultural trade options. And those rules are designed

to encourage participation in this pilot. But
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unfortunately, that participation hasn't taken pl ace.
Producers are effectively unable to enter into off-exchange
options to manage price risk. Instead, they nust either
use the futures markets directly, which may create
significant basis risk; or they have to enter into physical
transactions for the underlying commodity, and those
transactions m ght include risk managenent characteristics
in them

We believe the programstill has nerit, and that
steps should be taken to nake it nore effective. One of
t hose steps would be to |l ower the exenption for eligible
participation from$10 mllion to $1 million, in line with
the swap exenption. These products should not be |limted
to the nost wealthy participants only.

The CFTC shoul d encourage gui dance and provi de
gui dance on solicitation to be overseen, rather than
records of all solicitation. The program needs to provide
fair protection for both buyers and sellers. And the CFTC
should shift fromits current protective approach of
regul ating ags. to one nore in keeping wth the overal
mandate of the CFMA, to base regulatory oversight on the
nature of market participants being regul at ed.

Ag producers vary widely in their sophistication,

and in their financial worthiness. Regulations should be
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witten to reflect this fact; not categorically with
respect to all ag-based futures contracts.

We're here to discuss regulatory relief this
afternoon, but | think it's inportant to nention one area
that FCMs need to adopt greater regulatory responsibility,
and that would be my fourth point. And that's in the area
of Anti-Mney-Laundering: | think we all accept--and FCMs,
in particular--that we have a greater role to play going
forward, in know ng our custonmer and bei ng nuch nore
vigilant on anti-noney-laundering rules than we have been
in the past.

And so, let's not think that we're trying to get
rid of all regulation, or we're trying to be so general as
not to focus on very specific issues. But we accept the
fact that we are in a unique position to denonstrate
greater vigilance than may have been the case prior to
t oday.

Finally, I would Iike to coment in terns of
A obal Overview  Several earlier speakers nentioned
anal ogies to regulatory environnents in the U K and other
countries. The CFTC has undertaken such reviews of foreign
exchanges in the past, in terns of the G obal Markets
Advi sory Comm ttee, which was chaired by Comm ssioner
Hol um But the CFTC, we believe, should continue to review

regul atory requirenents--indeed, global core regul atory
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requi renents--to foster and adopt common best practices

bet ween regul atory agencies of futures markets that woul d

i npose increased uniformty and predictability on FCMs, and
reduce the cost on FCMs in terns of inplenenting and
conplying with those various regul ati ons.

| thank the Chairman and the Comm ssioners for
their attention this afternoon. And | |ook forward to
participating in any questions.

CHAI RVAN NEWSOVE: Thank you, M. Waye.

Comm ssi oner Holum any questions or comments?

COWM SSI ONER HOLUM  Thank you, M. Chairman. |
have no questions. But | would like to say that |
appreciate all of your remarks. They were very
enlightening, and will be very helpful to me and all of the
Comm ssion | think, as we enter into our deliberative
phase. And | just want to thank all of you for com ng.

CHAl RMVAN NEWSOVE: Thank you very nuch,
Conmi ssi oner .

Comm ssi oner Erickson?

COWMM SSI ONER ERI CKSON:  Thank you.

You've given ne, and | think all of us, an awful
| ot to think about and consider. The options and
alternatives that seemto be on the table here are worth a
| ot of consideration. And I know that we're al so | ooking

at trying to neet a deadline in putting forward a report.
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But I'mreally thankful that you took the tine to
probe pretty deeply and | ook at what not only this
Comm ssion m ght need to consider doing as far as not just
relief for internediaries, but what an appropriate
structure for regulation and oversi ght m ght be for
i nternedi aries; but also, how we need to look at that in
the context of the |arger federal effort, and what Congress
may need to be considering and taking up; as well as our
own initiatives wiwth federal financial regul ators.

That point has been driven honme to ne quite
clearly here this norning. And | have no real questions.
| think we've just got an awful ot to think about. Thank
you very nuch.

CHAI RVAN NEWSOVE:  Thank you, Comm ssi oner.

One thene that has been discussed today in regard
to the CFMA--and nany have gone back to the CFMA--
certainly, | think, through the CFMA the intent was to
encourage conpetition in nultiple areas. Wen we | ook at
transaction facilities, clearinghouses, the intent was to
provide nore flexibility.

But |1've heard the thenme today that naybe the
conpetition aspect of the CFMA has not worked as intended.
And | think as we |ook and think at that, again, | would
like to propose a simlar question to this panel as | had

posed earlier. Wen we | ook at the conpetition aspect of
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the CFMA, have we been patient enough? Have we given
enough time for that conpetition to properly devel op?

O if not, then in place of conpetition, what
woul d be the role of a governnment regulator, in ternms of
stepping in? And | would |like a response fromany of the
panelists in regard to that question. Wwo wuld like to
start? M. Davidson?

MR. DAVIDSON: I'Il give that a shot. | do
certainly think that conpetition is sonething which evol ves
over time. And these are very early days vis-a-vis the
changes that have been brought about by the CFNA

But | do think it's profitable, as sone of the
ot her speakers have al so suggested, to | ook at sone of the
structural enablers to conpetition, and to nmake certain
that it's the nmarketplace which is preventing conpetition
fromarising, or limting the types of conpetition which do
arise; as opposed to sone artificial constraints which
don't necessarily have the public interest at heart.

| would commend for your review the |egislative
hi story associated with the 1975 anendnents to the
Securities Acts, which established the intent by Congress
to create a national market system Certainly, conparing
today to 1975, one would have to say that indeed a great

deal of tinme went by prior to conpetition working itself
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out with the level of investor benefit that we've seen in
t he past coupl e of years.

But on the other hand, one of the fundanental
precepts of that legislative history is the notion that
there is certain fundanental market-w de infrastructure,
and that that market-w de infrastructure needs to inter-
operate; doesn't need to necessarily be commobn, doesn't
need to necessarily be commonly owned, it needs to inter-
oper at e.

So that there are no barriers to particular
mar ket pl aces from obtai ning the benefits which, after all,
are benefits associated wth the reduction of systemc
risk, the protection of custonmers, and the efficient
operation of the markets.

And | think those requirenents that, for exanple,
cl earing organi zations and depositories inter-operate, are
just as legitimate goals in the listed derivatives narkets
as they are in the securities markets, or as they were in
the securities markets in 1975 when there were in fact
cl earing organi zations for each of the nmultiple regional
exchanges and securities depositories for each of the
mul ti pl e regi onal exchanges.

There was not a mandate for conmon cl earing by
ei ther Congress or by the Securities and Exchange

Conmm ssion. There was, however, a mandate for inter-



97

operability and the ability to have an internedi ary choose
where it desired to interact wwth the marketpl ace for these
infrastructure services.

CHAI RVAN NEWSOVE: (Okay. Thank you, M.

Davi dson.

M. Crappl e?

MR. CRAPPLE: | think the question of whether
conpetition may be forthcomng is--It's an open issue. And
if we had a | arge weal t h-enhanced organi zati on whi ch w shed
to list all of the U S. exchange contracts, that would
becone a very interesting conpetitive situation

"Il refer to one other thing that isn't in your
power to fix. But if that happened to be a non-U. S.
exchange, the tax |l aw would be at a great disadvantage to
the non-U. S. exchange. Because we have the mark-to-market
systemfor U S. exchange traded futures contracts, 60
percent long-termcapital gain, 40 percent short-term
Doesn't apply to contracts |listed on non-U. S. exchanges.
And | think that would be a crushing conpetitive
di sadvant age.

And |'ve nentioned this in other contexts. |
think that all of U S. and non-U S. contracts on legitimte
exchanges shoul d be under the mark-to-market systemfor
U. S. taxpayers.

CHAI RVAN NEWSOVE: Ckay. Thank you, M. Crapple.
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M. Waye?

MR. WAYE: | guess |I'd nmake two comments. First,
the cl eari nghouse side as it applies to conpetition is
critical. As an FCM we really don't want to spread our
capi tal base across nore and nore clearinghouses that we
think mght be less and less financially viable. Because
we're the ones that carry the risk between the custonmer and
t he cl eari nghouse.

To the extent the Conm ssion can encourage one or
nore clearinghouses in the U S to be able to clear
products on ot her exchanges, it would be a step in the
right direction. It would increase our capital efficiency.
It would reduce the risk in margining. Various products on
different markets m ght have cross-margin possibilities.

It m ght be nore anal ogous to the London cl earinghouse,
which clears a variety of unregulated markets in a fairly
efficient manner.

And so, noving towards common cl earing, or
encour agi ng one cl eari nghouse to be able to clear products
fromnmultiple exchanges, woul d be one step.

Secondly, | would say, in terns of electronic
mar kets, none of us know whether it takes nore tine. A |ot
of them have raised the flag. W've got ICE comng, in
terms of energy. W've got BrokerTec, trying to copy

financial instrunments. W've got the Merchants Exchange,
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trying to do sonething on energy. W've got Island, trying
to conpete with One Chicago and QLX, even before equity
futures get | aunched.

And so there are a | ot of electronic "wannabes."
There's insufficient liquidity to make any of them
particularly viable yet. But it's unclear whether or not
nore tine is the answer, nore efficient clearing for them
that the Comm ssion shoul d perhaps be encouraging. | think
the jury is still out.

CHAI RVAN NEWSOVE: Ckay. M. Davis?

MR DAVIS: M. Chairman, | believe that when you
ask the question, "What should the governnent be
regul ating? Wat's the role of the governnent regul ator?",
| think, referring to one of the comments M. Dangard nade
earlier about the role of the clearinghouses, we find it at
Man increasingly disturbing that exchanges which do contro
their own clearinghouses are able to use their collateral
levels or their margin requirenents as a conpetitive
i nfluence.

O let me put it another way. The |evels of
margi ns are sonetines set with as nuch view to the
conpetitive edge of the exchange as to the collatera
requi red for the underlying product.

For exanple, if you have two very simlar stock

i ndex futures contracts trading at two different exchanges
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in the sanme city, if an independent body was responsible
for setting those margins, their focus would be on the risk
associated wth the contract. But where you have both a
sales and a risk function, a close eye is al so kept on what
are the initial margin requirenents of the conpetitive
contract on anot her exchange.

And | think that it's inappropriate for those
margin levels to be set by the exchanges thensel ves,
because, after all, as they're now for-profit businesses,
they are interested in attracting as much busi ness as they
possi bly can. The net loser is the FCM because we're the
ones who stand between the cl earinghouse and the custoner,
and we don't have the power to stop that from happening.

| don't know how M. Waye feels about that.

MR. WAYE: [Nods Head in the Affirmative.]

CHAl RVAN NEWSOVE: Wth regard, nore
specifically, to common clearing, again, when | |ook at
that issue, | question what the role of the governnent
regul at ors should be toward pushing comon clearing. At
the sane tine, | don't dimnish the fact that it could be
very inportant, froman industry standpoint.

Are there discussions currently underway by
i ndustry segnents? | know there have been in the past.
Are there currently? Are any of your firms involved in

t hose di scussions, if so?
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DAVI DSON: None that |I'm aware of.
DAVI S: None that |'m aware of, either.

WAYE: Not hing new that |I'm aware of.

2 3 3 3

CRAPPLE: No one asked the CTAs that kind of
guesti on.

[ Laught er ]

CHAI RVAN NEWSOVE: Well, just it seens to ne that
that's been an issue that's been brought up by multiple
menbers of the panel. And if so, it seens to ne that that
woul d be an issue that | would want on the table, as
i ndustry participants, exchanges, FCMs, to sit down and
di scuss what's inportant to them

M. Waye?

MR, WAYE: M. Chairman, to those exchanges and
to those people here today that fear that by separating the
ownership of the clearinghouse fromthe ownership of the
exchange it m ght somehow significantly reduce the val ue of
t he exchange, | think we only need to | ook to the LIFFE
Mar ket in London, which does not own its cl earinghouse, and
managed to sell itself in an auction for an extraordinarily
hi gh val ue--hi gher than any of the owners ever expected--to
t he EuroNext Exchange in Paris.

And so we shoul dn't confuse--and | hope the

exchanges don't--that the value of that marketplace is
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much, much greater than the necessity of perhaps including
clearing along with it.

CHAl RVAN NEWSOVE: Ckay. Thank you, M. Waye.

Do any of ny fellow Comm ssioners have any ot her
comments or questions at this tine?

COW SSI ONER ERICKSON:  If | mght, it just
strikes nme, I'mjust kind of fascinated, that we've gone
through this period of talking about market structures, and
setting themup in a way to encourage conpetition. And
today we're tal king about: How do we provide that
structure in the internediary context? And sone of the
answers seemto be: W need to be inposing additional
obligations, duties, and rules on the marketpl aces
t hensel ves.

And we're | ooking at a new | aw, the CFMA, that
has set up designated clearing organizations, a new area of
regul ation for the CFTC, envisioning multiple clearing
organi zations. And we're back to tal ki ng about the need
for comon clearing. And I'mreally personally not sure
what this agency has, as far as authority, to take action
in that area.

But certainly, | think, as market participants,
these are things that are going to have to be di scussed and
vetted within the industry. Because we are operating in an

environment, as you' ve all recognized, where there i s nuch



103

| ess oversight, nuch | ess hands-on regul ation of the
mar ket pl aces or the clearing organi zati ons thensel ves.

And so, we've got a lot--a lot--to think about,
as far as these issues, fromyour perspective. But in the
overall context of market regulation, it is, | think,
striking that sone of the answers seemto be that we need
to have a firmer grip on what's going on in the markets.

CHAI RVAN NEWSOVE:  Thank you, Comm ssi oner.

Before | ask the staff if they have any
gquestions, M. Waye, | wanted to go back to your comments
on security futures products. Qoviously, that's an area
that this Conm ssion has spent a tremendous anount of tinme
and resources. And it's ny hope that we're very close to
finalizing those rules.

In regard to sone of your comments, how nmuch of
t he perceived di sadvantage to FCMVs, relative to broker-
dealers, in trading SFPs is statutory? And then, how nuch
of that m ght be regulatory in nature?

MR WAYE: |I'mnot sure | could give an easy
answer to that. And | would say, regarding ny conments
earlier, that it's as nuch of a preventative thing, as
we're counting on you to represent the interests of FCMVs
and to represent the interests of Congress' direction in

terms of conparability. And so it's not neant to be a
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criticism but it's neant to be, you know, stay in there
and fight the fight. Because we understand it isn't easy.

CHAI RVAN NEWSOVE: Thank you. It's not easy, |
prom se you

[ Laught er ]

CHAl RMVAN NEWSOVE: John, senior staff, any
questions that you'd like to pose at this tinme?

MR. LAWTON: No question, M. Chairman.

CHAI RVAN NEWSOVE: Ckay. Any further questions
by nmy fell ow Comm ssioners?

[ No Response]

CHAI RVAN NEWSOVE: (Okay. Again, | would like to
t hank each of you on this panel. Your comments were
excellent. Certainly, there are sone very specific areas
whi ch the Conm ssion needs to spend sonme resources
addressing. And then, as Comm ssioner Erickson indicated,
there are some nuch broader areas, | think, that we have to
just spend sone tine |ooking at and thinking about, as
well. And you have given us excellent information to take
forward on which to base our deliberations. So thank you
very nmuch.

At this time, 1'd like to ask ny fell ow
Comm ssioners if they have any final comments that they
woul d i ke to make?

COWM SSI ONER HOLUM  None, thank you.
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COWMM SSI ONER ERI CKSON: No, thank you, M.
Chai r man.

CHAl RMAN NEWSOVE:  Nor do I. So at this tinme, |
will entertain a notion that we adjourn this hearing.

COW SSI ONER HOLUM  So nove.

COW SSI ONER ERI CKSON:  Second.

CHAl RMVAN NEWSOVE:  All in favor, say aye.

[ Chorus of ayes.]

CHAI RVAN NEWSOMVE:  The vote is unani nous, and the
hearing is closed. Thank you very much.

[ Wher eupon, at 12:29 p.m, this public hearing of

the Commodity Futures Tradi ng Conm ssion was adj our ned. ]



