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PROCEEDI NGS
(10: 00 a. m)

DR. FORTENBERY: Good norning. |'d like
to call the 32nd -- 37th, I'msorry, neeting of
the Agricultural Advisory Commttee to session.
My nane is Randy Fortenbery. |'mserving as the
Chai rman of the commttee. To all of you who have
been on the commttee in the past, wel cone back.
Thanks for attending. For all the new nenbers,
wel cone as well and we're very glad you're
participating. W have a pretty full agenda
t oday.

A coupl e of quick housekeeping itens.
One, please renenber to either nute or turn your
cell phones off. | say that not for you, but to
rem nd nyself to do that. Also, when you decide
to speak during the discussion, please push the
button in the center of your m crophone and then
when you're not tal king, please don't push that
button and that'l|l keep everything orderly. As we
go through the discussion, if you can sort of

signal nme that you would |like to speak while
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soneone else is speaking, I'll try to keep track
of that and we'll keep it a little bit orderly.
But, please, everybody participate in the
di scussi on and anything that you think is
I nportant to comment on, please do so. W're very
fortunate this norning to have all four sitting
Comm ssioners with us. So to ny right, Chairman
Massad, to ny left, Conm ssioner G ancarlo, and
t hen Comm ssi oner Wetjen, and Comm ssi oner Bowen
off to the right side of the table. So I think
what we'll do this norning is start wth sone
comments fromthe comm ssioners and I'Il turn it
over to the Chairnan.

CHAl RVAN MASSAD: Thank you, Randy.
Good norning to everyone. Thank you for com ng.
W really appreciate it. The secretary is on his
way, but we'll go ahead and get started. Let ne
begi n by thanking the CFTC staff who've worked
very hard to put this together, in particular,
Christa and Cory and others. | really appreciate
t he dedication of all of our professional staff.

And | et ne also thank Randy for continuing to
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serve as conmmttee chair. | was quite pleased
when he agreed to do that. And I"'mgrateful to
himfor flying all the way from Lew ston, Idaho to
get here and we appreciate his extensi ve know edge
and ability to keep us running on tine.

You know, nmuch of what we do here at the
CFTC can seemrenoved fromeveryday |ife. Most
Anmericans don't participate directly in the
mar kets we oversee. But as all of you know, the
Agency's origins are in agriculture. An industry
that is as basic and inportant to the |ives of
Anerican fam|lies as perhaps any other or nore
than any other. Futures on agricultural
commodi ties have been traded in the U S. since the
19th Century and have been regul ated at the
federal level since the 1920's. And today,
agricultural derivatives remain fundanentally
| nportant even though they may just be one piece
of the markets that we oversee. The ability of
participants in the agriculture sector to hedge
comrerci al exposure is critical to having a

successful agricultural industry and to putting
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food on the table for all of us.

Now, the way | think of the CFTC s | ob
I N overseeing these markets is not sinply to help
partici pants be able to hedge effectively. W
shoul d be hel ping these markets thrive and in turn
hel ping the agricul tural econony thrive. And I
know t hat strengthening the ag econony, fostering
I nvest nent and new opportunities in the ag econony
are inportant to all of you and to our speci al
guest, Secretary Vilsack. Qur ability to oversee
t hese markets successfully requires listening to
mar ket participants and that's why we're having
this neeting today. It is helpful to hear your
t houghts on what we are or what we shoul d be
doi ng.

Now, | know traveling to Washi ngton two
weeks before the holidays, which is a very busy
time, is not always easy. But | know | speak for
all the comm ssioners in saying that your presence
and your participation on this commttee are nuch
appreciated. | joined the Conm ssion about six

weeks ago -- six nonths ago, excuse ne, as did
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Commi ssi oners Bowen and G ancarlo. And the three
of us have al so benefited from Comm ssi oner Wtjen
whose experience hel ped us as we got up to speed.
|"mvery, very pleased that all of us could be
here today. W' ve all been |istening and | earning
frommarket participants like you. And in the

| ast six nonths, we have focused on noving forward
wth inportant reforns to pronote greater
transparency, but also we've nade it a priority to
address areas where our rules may not be working
as well as they should, particularly as that
pertains to end-users whether they be farners,
ranchers, manufacturers, or other businesses. CQur
goal is not to create unnecessary burdens on
commerci al end-users, but to build a reliable
orderly framework for oversight in which vibrant
mar kets can thrive. And we've taken a nunber of
steps in the last few nonths to that end as you
may have read. Sone of these actions | know are
especially inportant to the agricultural industry
such as our proposed change to the rules on

residual interest and our changes to certain
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recor dkeepi ng requi renents. W' ve al so addressed
ot her issues such as contracts wth volunetric
optionality, making sure publically-owned
utilities can access the energy swap narkets
effectively, and maki ng sure end-users can use
their treasury affiliates for swap transactions
and still benefit fromthe congressional end- user
exenpti ons.

Today, we will discuss a few topics
particularly inportant to the agricultural
mar kets. And we' ve deci ded upon that agenda in
consultation with you. W'IlIl first discuss how
the current agricultural econony is inpacting CFTC
regul ated markets. And then discuss how to best
cal cul ate deliverable supply for conmmodities, a
topic that is critically inportant to establi shing
position limts. W'Il also spend a little nore
time di scussing what the Agency has been doi ng
| atel y and what we shoul d consider having this
commttee discuss in the future. So thank you
again for being here and contributing your ideas.

| ook forward to a productive discussion.
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DR. FORTENBERY: Thank you.
Comm ssi oner Wetjen, any coments?

COW SSI ONER WETJEN:  Thank you, Randy.
Thank you, Chairnman Massad. And wel cone everyone
back to the CFTC. It's been, | guess it's been
just over a year since this group was | ast
convened, so it's a pleasure to see everyone again
today. | was going to make sone remarks about the
Secretary, but maybe I'll wait on that until after
he arrives. But let nme just say for nowit's
obviously a real honor to have himhere with us
today. He continues in a strong tradition of
havi ng secretaries of agriculture fromthe great
State of lowa, ny hone state. And carries on a
very good tradition in that respect, so we're
eager to hear what his report is on the state of
t he ag econony.

| have sone senbl ance of ny own snall
report. | was back in ny hone state a coupl e of
weeks ago and spent sone tine with sone market
participants back there, but also did sone other

visits. And one of themwas visiting the Wrld
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Food Prize and the | eader of that organi zation
former Anbassador Quinn. | spent a good anount of
time wwth himtal ki ng about the history of that
organi zation, of course, its founder, Nornman

Borl aug, who I'msure is soneone that a | ot of
people in this roomknow a great deal about. But
that's soneone whose nane | had heard before but,
frankly, wasn't famliar with as much of his

hi story as perhaps | should have been. And | see
the Secretary comng in now But | raise it
because, again, it's a remnder to ne that what we
do here has a great inpact on what's happening in
the cash markets and the real physical markets for
a nunber of different physical commodities, but
per haps nost inportantly, ag. And these markets
are in service to the physical ones and so it's
very, very inportant that our policies here nake
sense, that they're workable, and so it's

| nportant that we continue having this discussion
about what it neans with respect to physical -- or
excuse ne, bona fide hedging. And that's

sonet hing that we've been spending sone tine on
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al ready, but continue to work through and try and
craft a reasonable definition and conception of
what that neans to nmake sure again that these
markets are in service to the physical ones and
remain an effective place for ag producers and

ot hers to hedge.

M. Secretary, welcone. Geat to see
you again. And with that, ['lIl turn it back over
t o Randy.

DR, FORTENBERY: Thank you.
Comm ssi oner Bowen.

COW SSI ONER BOVEN:  Yes, thank you.
Good norning everyone. | am happy to be here at
this neeting of the Conm ssion's Agricultural
Advi sory Commttee. Farners and ranchers have
been at the very heart of our commodities narkets
since its inception. W need to nake sure that
our rules and regul ations remain responsive to
their concerns. | look forward to hearing the
views about the issues facing snmall farners and
ranchers and | hope ny staff and | can be a

resource to this commnity.
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| al so wel cone the chance to discuss
position limts, which is a key rule on the
Comm ssion's docket. | support the effort to
reopen the coment period on this rule. And |
| ook forward to hearing the views of stakehol ders
and how we can best enhance this rule. That said,
it's been over a year since we reproposed this
rule and it is incunbent upon us to release the
final rule soon. Thank you.

DR. FORTENBERY: Comm ssi oner G ancarl o.

COW SSI ONER G ANCARLO. Thank you,
Randy. This Commttee serves as a soundi ng board
for the CFTC s original constituency, agriculture.
Qur official seal features the inage of a field
plow. It's a rem nder that the well-being of
Anerica's agriculture nust remain forenpbst as we
put forward regulation. The inportance of the ag
community and ag commodity futures is reinforced
by the service of this conmttee. And | conmend
Chai rman Massad for its sponsorship, which gives
matters before the commttee their rightful

permanence. It's also highlighted by the
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attendance today of Secretary Vilsack, and | | ook
forward to his comments.

Earlier this year, the UN Food and
Agriculture Organi zation issued a report called
The State of Food Insecurity in the Wrld. It
makes fascinating reading. Approximtely 800
mllion people around the world today are
under nouri shed. That is roughly one in nine of
the world's 7.2 billion people. It's a staggering
shortfall. Now, consider that the Census Bureau
estimates that there will be another two billion
peopl e on earth in the next 30 years. How will
all these people be fed? dearly, Anerican
agriculture will play a big part in feeding the
gl obe just as the U.S. is energing as a
sel f-sufficient producer and nmaj or supplier of
energy to gl obal markets thanks to American
I ngenuity and entrepreneurship. So also, the U S
| s an enornous producer and supplier of food to
the world thanks to the hard work and intelligence
of the Anmerican farner.

Ameri can agricul ture and energy

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

16

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

producers wll respond to the rising gl obal demand
with the vital support of U S. financial and
derivative markets regul ated by this Conm ssion.
Efficient and well-regulated markets wll renain
essential to American food production. They wll
facilitate return on capital for investnment in
equi pnent and technol ogy necessary to serve the
worl d's growi ng appetite. In short, Anerica's
farmers supported by Anerica's derivative markets
stand ready, willing, and able to feed the world's
growi ng popul ation. Yet, while these gl obal
trends are playing out, Arerica' s farmng
community is itself undergoing transition. Fewer
and fewer Anericans are becom ng farners.
Approximately two percent of the U S. popul ation
IS engaged in farm ng necessary to feed all the
rest of us. It's a challenging endeavor that
I nvol ves 1 ong hours, hard work, and thin profit
mar gi ns. Regul ati on nust not increase those
chal | enges.

Today we will discuss the CFTC s

proposed position limts. They should be
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carefully considered and exam ned and, if
necessary, reexamned. W wll review deliverable
supply nunbers for ag products, sone of which were
cal cul ated years ago. I'minterested to know if
the data remains relevant. Congress told the CFTC
to inpose position limts to curb excessive
specul ation. Yet, the vast mpjority of farners,
ranchers, and other agriculture participants are
not wanton specul ators, | et al one excessive
specul ators. They should be wholly excluded from
the new CFTC position limts regine. They should
not be second- guessed on whet her hedges they use
in their farm production satisfy regul ators'
concept of bona fide hedges. Wat do we know
about hedgi ng ag production? |If we repl ace
farmers' commercial risk managenent decisions wth
Washi ngton's ri sk managenent assunptions, we're
all in for alot of trouble.

In closing, we nust always ensure that
the rules we wite are smart, efficient, and do no
harm Wen it conmes to ag futures nmarkets, our

actions could have a larger inpact than we
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realize. Feeding the globe, not just next nonth,
but 30 years fromnow, it's a hungry world and
getting hungrier. Thank goodness for the Anerican
farmer and efficient U S. markets. Thank you,
Randy.

DR. FORTENBERY: Thank you. At this
point, I'"'mgoing to turn it back to Chairnman
Massad, al so the sponsor of our commttee by the
way, to have himintroduce our first speaker this
nmor ni ng, Chai r man.

CHAI RVAN MASSAD: Thank you, Randy. |'m
very pleased to introduce our honored guest,
Secretary Tom Vil sack. As you all know,

t hroughout his career as a governor of |owa, and
now a secretary, he has been a trenendous | eader.
He's al ways focused on trying to do things to

| nprove the lives of Anericans. And | know he's
particularly focused these days on how to
strengthen the agricultural econony, how to
strengthen rural communities, howto get nore

I nvestnent into that agricultural econony in those

communities, howto foster innovation. And that's

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

19

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

why |"mparticularly excited that he's here and
excited to potentially have opportunities to work
t oget her because as | was saying earlier, | think
of our job as not only reqgqulating these narkets so
as to achieve transparency and integrity, but also
to help themhelp the futures options and swaps
mar kets, particularly as they pertain to
agricultural comodities, continue to thrive,

whi ch should in turn, help strengthen the
agricultural econony. So |I'm hopeful that we can
col | aborate and coordinate in the future. And
again, |I'mvery, very honored that he could be
with us today, Secretary Vil sack.

MR. VILSACK: M. Chairman, thank you
very much. And to the Comm ssion, thank you for
reconstituting this Agricultural Advisory
Committee and thanks to the nenbers and to the
Commttee for your willingness to serve in this
I nportant role. | nust say that |'malways a bit
puzzl ed when |I'm asked to speak about the state of
the agricultural econony because | often want to

ask the question, which agricultural econony would
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you like nme to talk about? Do you want ne to tal k
about the agricultural econony that inpacts
roughly 200, 000 producers in this country that
produce 85 percent of what we grow and raise? O
do you want ne to tal k about the bulk and majority
of American producers in this country who are
finding it nore difficult each and every year to
be able to profit sinply fromfarm ng, which
requires themto seek off farmincone for

t hensel ves and their famly and the efforts by the
United States Departnent of Agriculture to provide
t hose opportunities. O do you want ne to talk
about the gl obal inpact of agriculture generally
and the opportunities that exist in the future?
Let nme touch on all three very briefly and then
"Il hopefully have tine for questions. And I

apol ogi ze to the Chair and the Conm ssion, the
President's speaking to senior executive service
personnel at a function that is a conmand
performance and so | may have to | eave just a few
m nutes early for that.

Let nme speak first and forenost about
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the extraordinary work of production agriculture
in this country that indeed produces for every
single farmer enough food not only for their
farmer and famly, but also for 150 peopl e around
the world. For nost comodities, we've seen a
very strong and solid agricultural market the |ast
several years. Despite the challenges in the

| i vestock industry, we have seen a rebound
recently and we have seen increased interest on
the part of export opportunities in terns of our

| i vestock industry. And with the resunption of
the Farm Bill disaster prograns, we' ve seen

465, 000 checks sent out to producers across the
country for disasters that they had to struggle

t hrough in 2011, '12, and '13, punping an
additional $4.2 billion into the ag econony this
year. Record incone overall in Anmerican

agriculture and record exports in the last five

years. |In fact, |last year we reached a record in
overall ag exports at $152 billion, and a record
ag surplus. In other words, we sell a lot nore to

the world than we purchase fromthe world at $43
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billion.

W expect and antici pate another strong
year this year. The current projections are
slightly below the record | evel of |ast year, but
that was also the prediction at this point |ast
year, so |I'mconfident that if we continue to
press our trade advantage that we'll continue to
see strong exports, which should support comodity
mar ket s and shoul d support those producers who are
I nvol ved in production agriculture. They
represent the bul k of what we produce. [|f you
want to take to a finer point, 33,000 farm ng
operati ons produce 50 percent of what we produce
in this country. There are roughly 2.1 mllion
farnmers by the definition that we use at USDA
whi ch is anyone who sells or produces nore than
$1, 000 worth of product value. That's obviously a
pretty liberal definition of farner. But 1.3
mllion of those people are what we refer to as
residential farnmers. These are fol ks who have a
smal | acreage. They produce sonething, perhaps

they sell it at farnmer's market. They are not
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maki ng a great deal of noney fromtheir farmng
operation. In fact, many of themoperate it at a
| oss. But they don't need the farm i ncone.
Roughly 700, 000 producers are in the
m ddl e. They produce | ess than 250 to $300, 000
worth of product. They are the ones that
consistently struggle each and every year. And
what we have attenpted to do for those individuals
Is to create new alternative market opportunities.
So production agriculture focused primarily on the
export opportunities that exist and the high val ue
opportunities that exist in our econony. For
medi um si zed producers who are struggling, we are
| ooki ng at ways in which we can create | ocal and
regi onal markets in which producers can directly
negotiate with their custoner. It nmay be a
farmer's market. It may be a food hub. It may be
a farmto school effort. About 200,000 producers
today are participating in that direct to consuner
sal es opportunity. It's roughly a $7 billion
I ndustry and it's the fastest grow ng aspect of

agriculture. The future for that market is good
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and solid as well. The reality is that there is a
| ot of upside potential, particularly in the farm
t o-school market, which is a nulti- billion dollar
opportunity. Roughly 10 percent of the food
that's sold to schools today is locally and
regionally produced. So there's a trenendous
anount of upside potential there. W've seen a
rapid increase in farner's markets and food hubs.
So I'mconfident that we're going to continue to
create market opportunities for those small to
medi um si zed producers.

Qur ability to continue to help
production agriculture wll depend in part on our
capacity to continue to engage the world in
trading relationships. That's why it's
extraordinarily inportant in 2015 that Congress
sees its way to provide the President with the
trade production authority, trade pronotion
authority, and that we conclude at |east the
negotiations with reference to the Transpacific
Partnership. This is a trade agreenent that

| npacts 40 percent of gross donestic product
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globally, a third of all world trade. And it is
the place where there is going to be a substanti al
expansi on of mddle class consuners who wll be

I nterested in Anerican high val ue products.

To give you a sense of this, there are
roughly 525 mllion m ddle-class consuners in the
countries that are engaged in the TPP di scussi ons.
It is expected by the year 2030 that that nunber
will exceed 2 billion. So there is a trenendous
opportunity for us with the TPP. The negoti ations
are continuing. They are focused from an ag
perspective on expanded market access,
particularly in the Japanese market. The
negoti ati ons have not been easy in part because we
don't have trade pronotion authority. It's hard
for those we're negotiating with to understand our
capacity to deliver on a trade agreenent if there
Is the risk or the possibility that Congress could
seek to anend or nodify the agreenent. But |I'm
confident that we wll eventually get trade
pronotion authority and |I'mvery confident that

agriculture will benefit froma strong and
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progressi ve and hi gh standards agreenent that
we'll be able to negotiate through a Transpacific
Par t ner shi p.

We are al so engaged in negotiations wth
the EU. Were those negotiations to conclude, we
woul d have the |argest trade agreenent in the
hi story of mankind. It would open up an
opportunity for us to shrink the gap that
currently exists between EU inports into the
United States and U S. exports to the EU nmarket.
It's an opportunity, an upside nmarket opportunity,
but there are significant and serious issues
engaged in that trade negotiation, not the | east
of which is the stance on biotechnol ogy, the
stance on geographic indicators, and sone of the
beef and livestock issues, which are difficult.

So trade pronotion and trade for production
agriculture, local and regional narket
opportunities for the small to m d-sized operator,
that is the focus.

The last thing | would say w thout going

I nto specifics, which perhaps the questions we'll
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get into, is that it is inportant for us to be
focused on high val ue additional opportunities,
mar ket opportunities, for agricultural products.
It is not going to be enough in the future for us
to rely solely on exports and solely on | ocal and
regional food systens. It will be necessary for
us to ook for creative ways to use agricul tural
products to produce other materials and itens
within the econony. It's what | refer to as the
bi oeconony. Most often we think of it in terns of
fuel and energy and the use of crops and crop
resi due and woody bi onass, et cetera, to produce
fuel and energy. Certainly a critical conponent
of this, but it's now expanded significantly
beyond fuel and energy. It nowrelates to
chem cal s and polyners and ot her fabrics and
fibers, all of which open up enornous
manuf acturi ng opportunities, particularly for
rural areas.

In order to maxi m ze that opportunity,
it's going to be necessary for us to continue to

invest i1n infrastructure, continue to attract
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credit and capital to rural Anerica. Candidly, we
sinmply will not have sufficient resources within
the USDA to nmake the investnents necessary, so
we've got to figure out ways in which we can
| everage our resources. Last July we held a
conference here in Washi ngton, the Rural
Qoportunity I nvestnent Conference, where we
I nvited 600 participants, investnent bankers,
comerci al bankers, venture capitalists, pension
pl ans, and others to begin the process of
educating them about the deals that do exist in
rural America. Fromthat conference, we received
a commtnent from CoBank to invest up to $10
billion in infrastructure in rural America, and
the Farm Credit System put together a $150 mllion
equity fund that wll help small businesses with
equity funding. W hope to be able to expand the
nunber of those kinds of funds in 2015.

So we're looking for ways in which we
can use agricultural products in creative and
I nnovati ve ways through partnershi ps and | everage.

We believe that there is an unlimted opportunity
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to redefine the rural econony, to create new
opportunities for incone for producers with waste
product and crop residue and unproductive | and.

W think there's an opportunity to create the jobs
that will support those m d-sized operators and
their famlies wth additional incone. W believe
we can al so then nake the case to young people to
want to be in the agricultural business, to want
to return to their small communities. And there
are a substantial nunber of these young people we
want to wel cone back, particularly returning
veterans. Many of them conme fromthese rural
areas and we are engaged in an aggressive effort
at USDA to assist returning veterans to becone
begi nni ng farners.

And so | think the future for ag is
bright. | think there's solid opportunities for
us to expand production opportunities with a solid
I ncone already. | think there are trenendous new
opportunities to use what we grow and what we
raise in rural America in nore creative ways,

which | think wll strengthen the agricultural
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econony and the rural econony. M. Chairman, |'m
happy to answer questions. | will tell you that |
am a generalist anong all these experts here and
specialists. If you start asking ne about swaps
and things of that nature, you're going to get the
bl ank stare. But |'m happy to tal k about the
rural econony. |'mhappy to tal k about what USDA
I s doing and ot her specific questions about the ag
econony.

DR, FORTENBERY: Thank you, M.
Secretary. Do we have any questions while he has
sone tinme for us?

COW SSI ONER VWETJEN:  Randy, | have a
qui ck questi on.

DR. FORTENBERY: Sure.

COW SSI ONER WETJEN: Great to see you
again, M. Secretary. You'd nentioned creating
new opportunities both for the younger generations
as well as veterans. To what degree has the cost
of land proven a challenge in those efforts and
what specifically has the Departnent done to try

and deal with that chall enge?
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MR VILSACK: When the commodity prices
were particularly high, it had a tendency to
I ncrease both the value of |land and the rental
costs of access to land. As we have seen a
noderati ng of comodity prices, we have not
necessarily seen a correspondi ng noderating of
| and val ues or rental values. W would anticipate
and expect that there wll be sone adjustnent to
rental rates over tine if these commodity prices
remai n where they are today, which will make it a
little bit easier.

We' ve done a couple of things in terns
of access to land. W are engaged right now in
consol i dating sone of our |ab resources that we
have that do research at USDA. And these | ab
resources are surrounded by thousands of acres of
| and, oftentines. And as we close |abs and
consolidate |abs, the law requires us to turn
t hese | ands over to the |land grant university that
we may be associated with, with reference to the
| ab. We have now begun a process of asking those

| and grant universities to nake that |and nore
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readily available to beginning farners so that
t hey have access, better access, nore reasonable
access to | and.

You know, candidly, the discussion about
| and and future generations often results in a
conversation in farmcountry about estate taxes,
which | think, frankly, is the wong conversati on.
The reality is that hardly anybody pays estate
tax. And there a nultitude of ways in which smart
operators can avoid the paynent of estate tax.
The problemis the incone tax. And the reason
it's a problemis that a ot of land is owed now
by ol der farnmers and farmfamlies and those who
have survived a farmnenber. |In fact, there are
three tinmes the nunber of farners over the age of
65 than there are under the age of 35, so there's
going to be a significant |and transfer here over
the course of the next couple of generations. And
the reality is that we don't have any incentive in
the tax code today that encourages soneone |ike
nyself. M wife and | own roughly 600 acres in

| owa. When we purchased this farmand got this
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farm we purchased it at a place when it was
relatively |low value. It has appreciated since
we've owned it nine times. Now, | could sell it
tonorrow and pay a substantial anount of tax. O

| could wait to die and ny wife could die and our
sons could inherit this property and sell it the
next day and not pay a penny in incone tax because
of stepped-up basis.

There is no incentive in the tax code
today for ne to even consider the possibility of
selling it to a beginning farner, selling it to a
returning veteran. So |'ve been encouragi ng
menbers of Congress to think about this particular
issue in a different way apart fromsort of the
tired and old conversation about the estate tax,
which really is not really the burden. It really
isn't. The burden is that there is no incentive
right now for me or people |ike ne, absent
| andowners, to even consider the possibility of
selling to a young farner or beginning farnmer. |If
there could be a way in which that farnmer could

absorb our basis, transfer a basis or there was a
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way in which we could be incented so at the end of
the day we end up with a little nore noney in our
pocket than we would have if we didn't sell it or
If we sold it to soneone whose been around for a
whil e, there m ght be nore opportunity for access
to | and.

The last thing | would say is that we
are focused on trying to encourage small producers
to start small and build over tinme, which is the
hi story of many farm ng operations. And so we
have created within the farmcredit systema
M crol oan program which has been quite popul ar
since we instituted it. Over 8,000 | oans have
al ready been made. And this allows people to
start small. To use up to $50,000 in credit to
purchase a piece of equipnent, to rent a piece of
| and, to buy the supplies to start small. Now, it
obviously is not going to be the kind of thing
that's going to enabl e sonebody to buy 100 acres
or 1,000 acres, but it is a way in which they can
get into the business. And then through a series

of other steps that we've taken to nake crop

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

35

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

I nsurance nore readily avail able and | ess
expensi ve and ot her risk nmanagenent tools, we are
trying to find ways in which we can encourage nore
folks to consider starting small and then buil ding
over time. So whether it's using our own | and,
encour agi ng other federal agencies to consider
renting and leasing land, or providing land to
begi nning farners, or creating new narket
opportunities, new credit opportunities, or
advocating for changes in tax |laws, we are engaged
In a broad array of steps to try to help begi nning
farmers get rooted.

DR. FORTENBERY: | think we m ght have
time for one nore question. Does anybody fromthe
commttee have a question or a comment?

MR VILSACK: | was told this was a --
yeah, there we go, there's sonebody in the --

DR FORTENBERY: Yes, sir.

MR. PENNER: Yes, thank you, Chairnan.
Thank you for neeting with us, M. Secretary. W
appreci ate the cooments you have nade. One

gquestion | have as a wheat grower, as well a
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| eader of an organi zation that does work with
wheat exports, you know, U S. wheat is part of one
of the arns that helps wth export trade. Wth
the TPP agreenents, at what point do you deci de
whet her to concl ude the agreenent outside of
Japan's insistence on maintaining the sacred
comodities that they want to have as an
exception? |Is there a point where you would go
ahead with an agreenent with the other countries
or would you continue to try to negotiate wth
Japan?

MR. VILSACK: Well, I think the goal
here is to have a solid agreenent. And the
reality is that it would be difficult to obtain
t he necessary congressional approval if we don't
have a solid high standard agreenent. | think we
are confident that continued negotiations wl|
| ead to an opportunity to have greater narket
access in Japan in sone of these commobdities that
have been at issue. You know, candidly, you know,
| think progress has been nmade on a couple of key

I ssues with reference to the Japanese, which is
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I ndicated to ne anyway and | think to Anbassador
Froman who | was with yesterday that there is
still a pathway to a solid high standards
agreenent that includes Japan. And the reality is
| think other nenbers of the TPP negoti ati ons,
particularly those Asian nenbers, are quite
i nterested in having Japan be part of this.

Now, here's why this is inportant. |It's
not as if this negotiation is happening in a
vacuumor by itself. There are two other forces
at play here that we need to be conscious of in
the US. One is that there are conti ngent
negoti ations, one-off agreenents between
I ndi vi dual countries or small groups of countries.
In fact, there are roughly 250 of these snaller
trade agreenents. The U S. is only a party to 14
of them So if we are able to fashion a TPP
agreenent, take advantage of this huge narket
opportunity, that's not going to prevent other
countries fromreaching agreenents individually
that will make it nmuch nore difficult for us to be

conpetitive in those markets.
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Secondl y, and perhaps even nore
worrisone, is that China is trying to encourage
Asi an countries to disregard TPP and focus on an
agreenent that China would help to fashion. Well,
this is an agreenent that would not take into
consideration the nmultitude of issues that we're
trying to address with a high standards agreenent,
and it woul d obviously not create the kind of
opportunities that we're | ooking for froma U S.
Perspective. So we don't want to cede this
opportunity to China. W don't want to be left
out of agreenents that will clearly take place if
we can't conclude TPP. So I think we have to
continue to be vigilant, especially with the
Japanese.

Now, having said that, we still have one
ot her participant in this agreenent who has not
st epped up as nuch as they ought to have given
what's at stake, and that's our Canadian friends.
They have refused up to this point to even enter
Into negotiations. Candidly, | think it's ill-

advised and it's unfortunate. And it may very
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well be that if that attitude persists, that you
could find an agreenent that does exclude a
country. But | don't believe at the end of the
day it wll be Japan.

DR. FORTENBERY: M. Secretary, thank
you very much for spending sonme tinme with us this
norning. W certainly appreciate it. |
under st and you have other commtnents, but --

MR, VILSACK: Well, | apologize for this
and | look forward to future opportunities. |
woul d certainly wel cone the opportunity to cone
back when it's convenient and appropriate from
time to tine.

CHAl RVAN MASSAD: And | et ne just add ny
t hanks also and | ook forward to continuing to
wor k together. Hopefully, there will be many
opportunities where we can coordi nate and
col | aborate. Thank you.

MR. VILSACK: Thank you.

DR. FORTENBERY: So we're just a few
m nut es ahead of schedule. Let ne ask quickly

before we take a break, is there any other
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di scussi on or comments for the benefit of the
comm ssioners that any of the conmmttee nenbers
would |ike to engage in to followup on Secretary
Vil sack's comments? Any of the comm ssioners have
anything they would like to add or?

Ckay, so here's what | think we'll do.
We're going to go ahead and break a few m nutes
early. |'ll call us back into session in about 15
m nutes and we'll begin with our first panel. So

enj oy coffee, water, introduce yourselves to each

ot her and we'll be back in 15 m nutes.
(Recess)
DR. FORTENBERY: Thank you. |'d like to

call the AAC neeting back to order. One other

qui ck note. As we're entering into the

di scussion, if you have an opportunity to

I ntroduce yourself and your organi zation at | east
when you first speak, that woul d be hel pful
probably to the rest of the commttee so everybody
knows who's tal king and what their affiliation is.
What we're going to do this norning is start with

our first panel. The panelists are going to be
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speaki ng about the inplications of the
agricultural econony for the CFTC and DCMs. W
have two panel speakers this norning. The first
Is Geg Kuserk who's the Deputy Director of
Product Review at the CFTC Division of Market
Oversight. And then we have David Lehman, who's
t he Managi ng Director of Commopdity and Product
Devel opnment at the CME G oup. Wat 1'll ask is

that we allow both presenters to present and then

we'll open the floor for discussion. And so at
this point, I"Il turn it over to M. Kuserk.
MR, KUSERK: kay, thank you. |'mjust

going to get the slides up here a nonent. Good
norning. 1'd like to begin by thanking the
Agricul ture Advisory Committee and the
participants in today's neeting for taking the
tinme to be here today to share your thoughts and
views on the agricultural comodity narkets.

Also, | would just like to clarify that the
comments and opinions that | share here today are
nmy own and do not necessarily reflect those of the

Comm ssion or other staff. Meetings such as these
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are inportant because not only does it give the
public the opportunity to comment on issues of

| nportance, but it contributes to a better

I nformed staff of the Conm ssion, which hel ps us
to better carry out our m ssion.

Listening to the Secretary earlier, |
think that we can all agree that agriculture is
not a static industry. There are years of good
yi el d and hi gh production followed by |ean years.
Li kewi se with demand, there is a constant shifting
of needs throughout the world, as well as the
devel opnent of new production sources and product
uses. The inpact of these changes on the futures
market is that the Conm ssion, as the regul ator,
and the exchanges, as devel opers of contracts,
must stay current to ensure that contracts being
offered to the public remain relevant and safe
froma regul atory perspective.

What 1'd like to do is spend a little
tinme tal king about what we in the Product Review
branch do with respect to the agricultural

contracts and how the treatnent or scrutiny that
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IS given contracts on agricultural comodities
differs in sone respects than for other
commodities. |In sone ways, there is not nuch
difference in the treatnent of a contract on an
agricultural commobdity and that on any ot her
commodity. Under Core Principle 3 of the Act,
contracts listed on the DCM nust not be readily
susceptible to mani pulation. And this core
principle nust be net on an ongoi ng basis. From
the start, when a contract is listed, staff wll
performa review of the contract to determ ne
whet her the contract appears to mrror cash narket
practices. They wll |ook at the availability of
del i verabl e supply at delivery points. They wl|l
| ook at the m x of market participants and they
may | ook at any nunber of other factors that m ght
come into play with respect to the design of a
contract. And staff wll talk with nmarket
participants in foruns such as this or through
speci al roundtabl es or hearings or public coment
periods to gain the public's input on contract

desi gn.
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For contracts that are already being
traded, staff continues to nonitor the perfornmance
of those contracts. The surveillance group here
at the Comm ssion constantly nonitors contract
performance as that contract goes from one
delivery expiration to the next. Through that
nonitoring, they will note whether the cash prices
and futures prices tend to converge from one
expiration to the next. They will note whether
there are delivery issues fromone expiration to
the next. |If issues arrive, the division staff
bot h product review and surveillance staff nonitor
the situation carefully in order to gauge whet her
probl ens appear to be isol ated instances or
whet her they are nore systemc in nature and
possibly related to the design of the contract. |
woul d al so add that we regularly have
conversations with the product devel opnent and
mar ket regul ation staff at the exchanges. And |
under stand that Dave Lehman is going to share with
you sone of the anal yses that they recently shared

with us on their convergence nonitoring program
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In terns of what happens when the
exchange believes it's necessary to anend a
contract, the Act provides different |evels of
scrutiny depending on the type of commodity
underlying the contract, the level of activity in
the contract and the conplexity of the change
bei ng proposed. The figure |I have put up naps out
the decision tree that is foll owed when a contract
amendnment is sent to the Conmssion. |In terns of
the type of commodity involved, certain
commodi ties, what we refer to as the enunerated
comodities, are afforded a higher |evel of review
than for other commopdities. And these enunerated
commodities are |listed there on the left side of
the slide and basically those are outlined in
Section l1la(9) of the Act.

So the first question that is asked is
whet her the anmendnent is for an enunerated
comodity. |If not, then the commbdity can go
forward wwth a 10-day certification, neaning that
t he exchange can certify that the anmendnent is

conpliant wth the Act and Conm ssion regul ati ons
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and it can go into effect in 10 business days. |If
the commodity is one of the enunerated
commodi ties, the next question that is asked is
whet her there is open interest in the contract.
|f not, again, it can go to a 10-day certification
process. |If there is open interest, then the
question is asked is the anendnent material? |In
maki ng this determ nation, staff typically asks
whet her the change woul d have affected market
participants' decisions to enter into the contract
or make or take delivery. Also, would the change
be expected to change the value of the existing
contracts? And would the change cause the
contract to no |longer be in conpliance with one of
the core principles?

| f the change is determ ned to be
material, then the contract would need to be sent
in for formal approval. Under that process, there
Is a 45-day period in which staff has the
opportunity to review the contract for conpliance
with the core principles. In addition, if staff

determ ned that the contract shoul d not be
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approved, it could only do so if the contract was
found to be inconsistent or appear inconsistent
with the Act or Comm ssion regulations. Finally,
I f the proposed anendnent was found to rai se novel
or conplex issues that require additional tine or
I f the application was inconplete, the Conm ssion
coul d extend the period by another 45 days to
conpl ete the review.

The approval process would invol ve the
nost formal review of contract anmendnents. In
t hat case, the anendnents woul d be put on the
Comm ssion's website and staff would wel cone any
views of the public. Regardless of whether an
amendnent is self-certified or approved by the
Comm ssi on, the exchange is always required to
note any substantial opposing views that it may
have received from market participants. In
addition, all anmendnents are posted on the
Comm ssion's website and because of the continuing
obligation for conpliance with core principles, we
woul d wel cone any feedback on contract

per f or mance.
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That's a general overview of the
amendnent review process and | ook forward to the
di scussion to follow  Thank you.

DR. FORTENBERY: Thank you, Greg. Dave
Lehman from CME G oup.

MR. LEHVAN. One second here while |
change slide decks. Here we go. WlIl, thank you
very much, Chairman Massad and the committee,
Christa and Cory for inviting CME to participate
today. |'ve been asked to give a little review of
how we nonitor convergence in our physically
delivered contracts. And then I'lI|l also talk a
little bit about corn contract review that we are
in the process of now where we're review ng the
terms and conditions of our corn futures contract.

So in terns of convergence nonitoring,
we -- as | said -- nonitor convergence at either
expiration or first delivery day for all of our
physically delivered contracts. And the goal
there, obviously, is to assure that cash and
futures prices converge during the delivery

period. The first step of that process is to
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col l ect cash price data and this is sonewhat
difficult in sone markets. |In the grain nmarkets,
we do have USDA data that the Agricultural
Mar keting Service collects and publishes on a
daily basis. And these are bid prices from
consuners, fromgrain elevators, ethanol plants,
to farnmers for spot delivery.

This chart is a chart of the Septenber
Wheat expiration and so just to give you an idea
of the areas that we | ook at, the different
| ocations. W're |ooking at the cash price or
basis for about 90 days prior to expiration. And
In (CBOT) \Wheat we have nultiple delivery points.
W have a prinmary delivery point in Tol edo, Chio.
We al so have a delivery point in Chicago. Those
are both at par. W have delivery on the Chio
Ri ver, which is at par as well, and then delivery
on the southern M ssissippi River. This chart
doesn't have a price for southern M ssissippi.
But the other prices are charted here. And as you
can see, the primary delivery point in Toledo is

the gray, kind of light gray line. And it showed
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essentially a zero basis just after the delivery
period began. So the vertical black line in the
chart is first delivery day, and that's the day
that we | ook for convergence. Qoviously, it could
converge throughout the delivery period, but
that's what we're | ooking at.

This chart is Kansas City Weat. The
only other data point we have other than Kansas
City terminal wheat prices is for the Gulf, New
Oleans GQulf. The @ulf has been very strong in
wheat, so that kind of danpens the price, so |I've
charted just the Kansas City basis with respect to
KCHRW futures in this chart. And as you can see
on first delivery day that we're right on delivery
val ue.

This is the Corn chart. This is
Septenber Corn. The other two charts were
Sept enber Wheat as well. So these are the | atest
expirations that we have. Again, we're | ooking at
Chicago. Northern Illinois Rver is our primry
delivery territory from Chicago to Peori a,

I1linois on the Illinois Waterway. And so we're
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| ooki ng at the northern Illinois River cash price
as reported by USDA. W're al so | ooking at

central Illinois, which is obviously a |arge
consunption area, |arge production and consunption
area with the processing that's | ocated there, and
then the Gulf as well. And as you can see, strong
Qul f prices and that's been the case in all of

t hese key commodities in corn, wheat, and soybeans
even into the, you know, the current period

t hrough harvest where we've had a really big crop.
We're still seeing very strong prices at the Gulf
and strong basis values in Chicago. You can see
the Chicago basis on first delivery day just maybe
four cents, five cents under futures.

This is the Novenber Soybean expiration,
so alittle nore current. Sane, you know, process
here, sane delivery points. The difference in the
(CBOT) Soybean delivery territory is it extends
all the way to St. Louis on the Illinois Waterway.
So we have a few additional points. Southern
IIlinois, we don't have a price for southern

Illinois. It's not reported by USDA, but we are
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again | ooking at northern Illinois River as the
primary delivery point, Chicago, and again,

| ooking at central Illinois. So soybean basis
| ooks very good as well with a gray line for

Chi cago showi ng right at futures val ue.

So what do we do with this data when we
col |l ect these cash bids and then | ook at the basis
on first delivery day for each |ocation and
conpare that to the historical average? And so
hi storical average for us is three years, the nost
recent three years of data for the basis on first
delivery day. |If the value at any of the
| ocations is nore than two standard devi ations
away fromthat historical average, that triggers
I n our view a possi ble convergence issue. And the
two standard deviation test is sinply...that's a
statistical neasure of value where two standard
deviations isn't deened to be statistically
significantly different than the average.

So we | ook at nean and standard
deviation as | said on first delivery day, each

| ocation. W calculate the confidence i nterval of
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two standard devi ations and then we neasure the
basis, the current basis conpared to that. And if
this nmeasurenent...if we have an outlier outside
the two standard devi ation range for two
consecutive expirations, then we inform our market
regul ation departnent. |If it falls outside for
t hree consecutive expirations, then we'll begin
reaching out to the marketplace. And, you know,
we talk to the marketplace all the tinme. That's
really how we ensure that our contracts are
neeting our custoners' needs, how we ensure that
contract terns and conditions are consistent with
the underlying market. So while | say we're
talking to the marketplace in this situation where
we have sone basis weakness, this would be a nore
formal outreach to the market where we coll ect
sone feedback fromthe marketpl ace and get their
Vi ews on what m ght be goi ng on.

|If a mpjority of those that we contact
feel that there are concerns wth contract
performance, then we would initiate a nore fornal

survey or review industry neeting and reach out to
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a W der cross-section of the market. And if we
see it go away after two expirations, then, you
know, that issue we're deemng to be a tenporary
di sl ocation of supply and demand or sone ot her
f undanent al event.

As | nentioned, the corn contract review
IS underway right now And this is a standard
procedure that we enploy at CVE G oup to, as |
said, ensure that our contracts are neeting our
customers' needs, ensure that the terns and
conditions are consistent with the underlying
market. W do this periodically for all of our
contracts. And the way we conduct this is we form
a focus group of 10 to 20 nmarket participants, a
cross-section of buy side, sell side, a few narket
makers or proprietary trading firnms, investors in
the market. We hold individual calls or neetings
with each of those focus group nenbers and go
t hrough a set of questions about the contract
ternms. The (CBOTI) Corn contract | think we have
15 questions that we're asking. So everything

fromthe grade, deliverable grade and
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differentials for non-par delivery grades,

| ocation differentials, contract nonths. In this
review, we asked al so whether the contracts should
be pricing in netric tons rather than in bushels.
W're the only marketplace in the world that uses
bushels. But as you can inmagine, that feedback
came back pretty strongly keep it in bushels.
That's the market here in the U S. and that's what
the contract is based on.

But anyway, we'll do these one-on-one
neeti ngs and then synthesi ze that feedback,
summari ze it, and then hold a neeting, call
everyone to a joint neeting where we discuss this
feedback. W don't attribute the feedback to any
I ndi vidual firm It's all obtained on a
confidential basis. And we discuss in a group
setting then the feedback that we've heard and
areas where we think there mght be a need for a
contract adj ustnent.

So in the case of the corn contract as
mentioned, it was conprised of comercials,

brokers, proprietary trading firns, hedge funds,
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I ndex funds. The individual calls were held in
August through Novenber. The focus group neeting
was held on Novenber 19 in Chicago. The overal
ki nd of feedback fromthe focus group is that this
contract is working very well. It's an extrenely
liquid contract. Be very careful about any
adj ustnents you make because we kind of viewthis
as the gold standard, if you wll, of agricultural
contracts. However, there were recommendati ons
for sonme adjustnents in contract specifications
and we're continuing to review that feedback and
continuing to consider whether adjustnents shoul d
be nmade.

So that's the end of ny presentation.
And | also |ook forward to questions fromthe
commttee. Thank you.

DR. FORTENBERY: Thank you, Dave.
Before | open it up for discussion fromthe group
on the floor, we do have a couple of committee
menbers that have connected with us by tel ephone.
So let me first ask if anybody on the phone has a

question or a coment for G eg or Dave?
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MR. COOPER: No questi ons.

DR. FORTENBERY: Ckay, thank you. So
let's open it up to general discussion on the
floor. Any commttee nenbers or comm ssSioners
gquestions or comments? Go ahead, sorry.

MR RINNKER Do I hold this down while
| talk, or...?

DR. FORTENBERY: Push it once and it's
on. Push it once and it's off.

MR. RINIKER  Ckay, Paul Riniker with
the National Farners Organi zation. |'ve got a
guestion on the corn. The basis in our area,
which is northeast |Iowa, when the corn started
going in reverse after the 2012 drought back up
the river, how could we be pulled out of the
mar ket on a 90 cent basis drop, | believe, in one
day? In two days, | believe, we were |ike a plus
basis at the tinme, probably a buck ten and al nost
in two days' tinme it was al nost a $2 drop just
fromsone corn comng back up the river into
Dubuque, lowa. How is the basis regulated? It

seens |i ke the buyers were kind of setting the
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basis at the tine, you know, of the corn. That's
t he question | have. Who regul ates the basis?

MR, LEHVAN.  Well, 1'll start on that.
Qovi ously, our contract reflects the flat price,
the price of corn in Chicago and on the northern
IIlinois R ver, Chicago and Burns Harbor. The
basis is a conponent of the nmarket that you can't
manage with our contract. W recognize that's a
separate risk. And so | don't know that the basis
Is regulated. [It's a cash price essentially. And
"Il et Geg conment on that. But we have | ooked
at listing basis contracts -- so a separate
contract that would reflect the basis in a certain
| ocation. We tried three of these that were
relevant to the ethanol industry in western |owa
and eastern Nebraska. This has been four or five
years ago and the contracts sinply weren't traded.
So the basis is a part of the market that is
di scovered between sellers and buyers and really
sonet hing that we recogni ze as a source of risk
that can't be managed in our contract.

MR KUSERK: Yeah, and | woul d add,
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right, that the basis isn't sonething that, you
know, anybody in particular determ nes or that we
woul d regulate. | nean, it's a function of the
price discovered in the futures market versus
prices discovered in |ocal cash markets. And I

t hi nk sone of the slides that Dave showed he's
basically, you know, | ooking at bases at different
| ocations. But what you mght see is at certain
| ocati ons because, you know, issues really related
nore to the cash market m ght be out of |ine, you
know, with other bases that you would see. And |
guess with, you know, for us it would be, you
know, it would be an issue if you -- over tine --
you see problens over and over again at certain,
you know, at certain points, particularly if it's
certain delivery points that m ght suggest that
there's a problem But, you know, at any one
point in tinme, you know, it could be a problemor
an issue that's related to conditions at that

| ocal cash nmarket, you know, versus nore broadly
at, you know, at other cash nmarkets.

DR. FORTENBERY: Ed, did you have a
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guestion?

MR. GALLAGHER: Yes, | do. Thank you.
My nane is Ed Gallagher. |'mrepresenting the
Nati onal M|k Producers Federation. | am enpl oyed
by Dairy Farnmers of Anerica who is their |argest

dairy cooperative nenber and for Dairy Farners of

Anerica, | amthe President of their R sk
Managenent Division. |'ve got a question. |It's
not on corn basis. It's nore for hel ping ne

better understand sone things for our discussion
| ater in the day on position limts. And so ny
guestion is when you're thinking about having a
new contract or you're proposing a new futures
contract, what's the process that you go through
now both the CMVE and then the CFTC to determ ne
what the position limts for the new contract
woul d be and how does deliverable supply enter
Into that process of determ ning the position
limt?

MR, LEHVAN. Well, | think it's outlined
in the attachnment that was sent out, the Appendi x

C gui deline on new product design and that an
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exchange nust ensure that a new product has a
sufficient deliverable supply to achieve
convergence. So really how we look at it, and |
think there's a guideline on what a position limt
must be in a new contract as well. | believe it's
1, 000 or 1,500 contract, sonething like that in a
single nonth or all nonths conbined. But the
del i verabl e supply question is obviously nore
relevant to a spot nonth position limt and we
| ook at -- what we want to ensure -- is that the
delivery territory for a new contract or any
contract for that matter, is |located in the
commercial flow, the predom nant flow of the
comodity that's marketed in that underlying
physi cal narket .

A new contract that's relatively new for
CMVE is our ethanol futures contract. [It's a
physically delivered contract. There aren't nmany
new physically delivered contracts being | aunched
these days. But in that case, Chicago was one of
t he mandat ed markets where et hanol was mandated in

the fuel blends to neet EPA requirenents and so
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there was a significant flow of ethanol from
plants in the Mdwest area into Chicago via rail.
And so that's how we constructed the delivery
mechani smfor that contract. |It's ethanol that's
delivered to Chicago. It's in 29,000 gallon units
because that's what a rail car, you know, handl es.
And we feel that's a predomnant flowin the
under |l yi ng mar ket .

In the grain contracts, they were
redesigned in the late nineties as the underlying
mar ket s changed fromterm nal storage narkets to
nore on-farm storage and nore fl ow narkets.

That's when the Illinois Waterway delivery system
was adopted. And what we did there is we | ooked
for the kind of predom nant cash market at the
origin of production. Sone suggested the Gulf,
New Ol eans @ulf, which is our main export point.
But that is at the destination and is limted in
its flexibility for how a producer m ght use that.
So we preferred to design the contract wth origin
delivery and the Illinois Waterway, Illinois R ver

area was the nost active cash narket that we could
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find that was honbgenous and had enough capacity
in terns of |oading barges and receiving grain
Into those facilities.

MR. KUSERK: Yeah, so | would add, yeah,
as Dave nentioned, the guidelines we have on the
del i verabl e supply are in Appendix C to our Part
38 reqgul ations. But, yeah, generally, | nean, |
t hi nk, you know, and we'll talk about this, I
guess, nore this afternoon about, you know,
del i verabl e supply and how you go about
calculating it. But, you know, basically we're
| ooki ng, you know, at the delivery points in terns
of what's nore or less freely available. So it's
not just, you know, just storage capacity or
capacity of pipelines and transportations, but,
you know, there's gui dance there on, you know, how
you consider a commodity. It may be tied up in
| ong-term supply contracts and things |ike that.

So anyway, but, | nean, we woul d review
when t he exchange cones in. You know, they would
gi ve us, you know, their analysis of deliverable

supplies. And we would | ook at that and try to,
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you know, ascertain whether, you know, the
assunptions and things that they've nade are
reasonable. And we would | ook at our, you know,
our own, you know, figures, you know, whatever
I nformati on we could collect. You know, that
woul d | ook at deliverable supplies in areas and
try to cone to a conclusion as to whether the
anal ysis that they've done is reasonable or not.

DR FORTENBERY: Curtis.

MR FRIESEN. [|'ma --

DR. FORTENBERY: Coul d you push your
button, please, on your ncrophone?

MR. FRIESEN. It's pushed. There we go.
It just didn't light up. | ama snmall producer.
Qur group's the National Corn Gowers, but I'ma
smal | producer from Nebraska, a corn and soybean
farmer. And | know the convergence issue canme up
probably because of what happened in wheat quite a
few years ago. And as a hedger, | watched that
with a lot of interest because | use the CMVE to
hedge al nost all of ny production. So fromthat

aspect, when | look at the long tinefrane you're
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going to take to study a problemw th convergence
I f sonmet hing happens and |'m hedging in a certain
month, if it happens in wheat, | nean, to ne
that's a disaster. Then | can no |longer trust the
CME to be a true reflection of price and | woul d
no | onger be able to use that as a hedgi ng tool.
Sol'ma little concerned about the long tinefrane
before you act or do anything. But maybe you' ve
got policy in place now that that won't happen.
|"msure that's what you're trying to address.
But do you feel you've addressed that situation
totally?

MR, LEHVAN. Well, in wheat you
menti oned the convergence issues that occurred in
that market and |I believe we do have a change in
contract specifications that addressed that issue.
In that contract we've inplenented a variable
storage rate structure so that we neasure the
nearby spread relative to financial full carry and
If that spread trades at 80 percent or above
financial full carry during the observation

period, then the storage rate is adjusted for the
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next expiration. So this is sonething that acts
very qui ckly and when we inplenented it we had, |
t hi nk, about five consecutive increases in storage
rates until the market sort of self-corrected.
And then those storage rates cane right back down
al nost consecutively as well. So we're now back
at the sane storage rate in the wheat contract
t hat we have in corn and soybeans.

| understand your concern about the tine
-- you know, of us taking say two consecutive
expirations of a basis abnormality, if you wll.
|s that too long? Maybe it is, but we want to
make sure that we're not reacting to a short-term
supply demand situation that really isn't
sonet hing that a contract design change could
address. It is nore, you know, as | said, a
mar ket condition that's being reflected and our
f eedback that we collect fromthe marketplace is
al ways to be very cautious in making contract
changes. Do no harm if you wll. These
contracts are used by nmany and we appreciate your,

you know, your use of the corn and wheat contracts
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to hedge your business. But we want to be sure
that we're not reacting to sonething that is
really not a contract design issue, but a

f undanent al market i ssue.

CHAI RMAN MASSAD: Can | al so add the
followng to Curtis' question? | think it m ght
be hel pful to renmenber there's the contract design
process, which David has done a great job
explaining. There's also market surveill ance.

And maybe Geg, or if Harry's still here or, yeabh,
maybe you could tal k about, | nean, if we saw a
significant difference even in one delivery
period, we're not going to wait around for another
one in terns of looking into that. Harry, do you
want to tal k about that a little bit?

MR. H LD: Yeah, very briefly. | don't
want to expand too nuch beyond the scope of the
neeting here. But, yes, there is definitely a
different function and it's the surveillance
function. I'mHarry HId. |I'mwth the D vision
of Market Oversight and | |ead the group of

anal ysts charged with surveillance on the
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agricultural markets. So there's definitely

di fferent nmechanisns that we do use, we can use,
And it's a very, very different function. W get
rat her specific with the information that we do
request and ask when we're in the nonent of an
expiration. And | don't want to get too specific
on that, but I'"msure that there are participants
here. W've talked to a lot of your participants,
your traders, and it's definitely very situation-
specific. So there are definitely tools and
processes that we can follow in the surveillance
function.

DR. FORTENBERY: O her questions or
comrents for Geg or Dave or -- here we go.

MR. GALLAGHER: Yeah, 1'd like to, if
you don't mnd, while we have these two experts
here, I'd like to continue to ask them a coupl e
nore questions on deliverable supply since that's
going to be a big topic of our conversation. So
I n your discussion about new contracts, you
menti oned deliverable supply. You didn't really

tal k about the significance of deliverable supply

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

69

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

and setting position limts. W're going to later
tal k about a fornulaic process of determ ning
position limts based on deliverable supply. And
SO in existing contracts, not necessarily new
contracts, how often do you, the CME, how often do
you review deliverable supply? Wen you do that,
does it play a role in consideration of changi ng
position limts? And then how often do you change
position limts for different contracts based on
anyt hi ng?

MR LEHVAN. Well, the position limts
in the grain, the |egacy grain contracts as
they're referred to or the enunerated contracts
are federal limts. They're CFTClimts and so
they don't get changed very often. It requires a
petition process by the exchange to change those
limts and that then involves typically an
| ndustry conmment period and so those limts in the
spot nonth rarely change. Qutside of the spot
nont h, sane process, requires a petition to CFTC
by the exchange to request a change and then a

pretty lengthy review and comment period. So
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t hose non-spot nonth limts have been updated. |
believe the last tine was in 2012, and this was
based on anal ysis of both the Comm ssion and the
exchanges did on the I evel of open interest. And
that's a different kind of fornula approach. But
| think, Ed, you're really tal king about spot
nmonth limts nore so than the single nonth limts.
In terns of nonitoring deliverable
supply, we nonitor that constantly. W update our
own estimates annually. But we |look at flows on a
nont hly basis and so the deliverable supply for
corn, for exanple, is based on stocks in Chicago
and Burns Harbor, which are term nal nmarkets with
| arge storage capacity. So we | ook at those
stocks. W actually report that data weekly on
our website. It's called the stocks of grain,
weekly stocks of grain report. So the market can
nonitor deliverable supply fromthat report. But
probably nore inportantly is what flows through
t he shi pping stations on the Illinois R ver and
that's data that the USDA's Agricul tural WMarketing

Service publishes, collects and publishes. And as
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| said, we |look at that nonthly and | ook at it for
the nonth prior to the delivery nonth and we
believe that's an accurate, you know, reflection
of what could be delivered against the contract.

Those are conservative, very
conservati ve nunbers because we're not neasuring
any of the stocks held in areas tributary to the
delivery point. So, you know, grain elevators
that are 25 mles to 50 mles fromthe delivery
points typically are where the flow cones from
Now, those may be counted on the river because
we're counting the flows that are actually shi pped
on the river. But there's plenty of grain in
storage that doesn't cone to the river. |t may go
to a processing plant. It may go to a livestock
feedi ng operation that we aren't counting even
though it's what we woul d consider to be tributary
to the delivery points.

And in the livestock contracts, we | ook
at, you know, slaughter cattle marketed. In the
dairy contracts, its USDA publishes a Cass |11

mlk price that is a national price, and so that
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data is reported to USDA under mandatory reporting
rules, and the prices are. The supplies we
collect again from USDA data. So it's pretty nuch
all public data. The one exception mght be in
soybean oil. One of the reports that USDA had
publ i shed was di sconti nued due to budget
constraints. There was a little gap there. That
was picked up then by the National Gl seed
Processors Association. And now | believe the
USDA has restarted that report on its own. So we
| ook at this all the tine. |It's part of our, you
know, our continual nonitoring of contract
performance. And we have databases of this data
that we nmaintain at the exchange.

DR. FORTENBERY: Yeah, Chel sie.

M5. KEYS. Hi, this is Chelsie Keys with
the National Pork Producers Council, and | have a
guestion for M. Lehman. | believe it was in
August of this year the CME G oup had proposed
sone changes to the | ean hog contract. And they
I ncl uded | engt heni ng the averagi ng period and

addi ng additi onal cal endar nonths in which
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contracts would be available. And there were
coments submitted by industry participants on
that proposal. | just wonder if you could share
where the CME is in the process of review ng
comrents, maki ng the changes, sort of status.

MR. LEHVAN:. Yeah, thank you, Chelsie.
That's correct. This was another one of our
standard contract review processes that we
conducted for the | ean hog contract. This is a
little different contract than nost agricultural
contracts. It settles to an index or it's
financially settled. W have two contracts that
are financially settled, the | ean hog i ndex
contract as well as the feeder cattle contract.
And the data that again is used to create this
I ndex, we create it at CME. Qur staff actually
cal culate the index. But the data cones from USDA
from mandatory reporting by packers to USDA.
There was sone concern about the volatility of the
I ndex, if you wll. 1It's a two-day average of
this data that is reported by packers to USDA.

And as you noted, there were sone suggestions that
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we |inked in that averaging period to three, four,
five, sone even ten days.

We heard very, kind of inconsistent
feedback in the industry neeting that we held to
revi ew t he one-on-one feedback that we coll ected.
So we decided to do a nore in-depth study of the
effect of changi ng that index averagi ng peri od.
And that study, |'ve seen a prelimnary report,
but not the final. The final report we'll have by
the end of this nonth. W actually asked Kansas
State University to do that study for us and the
results are kind of surprising in that expandi ng
the averaging period really isn't what causes a
change in volatility of the index. It's nore the
pattern of volatility as you lead into an
expiration whether volatility is increasing or
declining. So as | said, those are prelimnary
results. And we should have a final decision, if
not toward the end of this nonth, early next year.

The other issues that we | ooked at, you
menti oned contract nonths. There's sone interest

in listing every nonth, expiration nonth, of the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

75

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

cal endar. The feedback there was that that |ikely
woul d not be successful, that to devel op
liquidity, enough liquidity to nmake those nonths
efficient for a hedger would be very difficult.

We have a contract nonth that was added in this
product, the May expiration several years ago, and
it still suffers fromvery, very poor liquidity.
So we don't think that would really help the
contract. Wat we have heard though is that
perhaps listing additional option contracts on

t hose of f nonths, what we call serial options,

t hat woul d be options on the index rather than
options on the future, would be sonething that

there's interest in. So we're exploring that

further.
DR. FORTENBERY: Go ahead, Mark.
COW SSI ONER WETJEN:  Thanks, Randy. |
have a question. |[In sone ways it m ght be nore of

an academ c one, but since we have all this
expertise in the room | wanted to see if anyone
had any reaction to this. It just seens |like

there is special sensitivity to basis risk. 1've
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heard a coupl e of producers now point to that.

And so |'mjust kind of wondering...why has it
been the case that over history there hasn't been
nore of an OIC market in the ag space? And is

t here anything about our policies here at the CFTC
that have stood in the way of that? In other
words, if you've got sone | ender or sone other
financial institution wwth the wherewithal to do
it, why haven't we seen nore, | suppose, bespoke
contracts made directly to producers so that they
can elimnate this basis risk that they are al ways
going to have when trading in a standardi zed
futures product at the CVE or CBOT. |'mjust kind
of curious why that's been so.

MR LEHVAN. Well, I'lIl start off and
|"msure there are many in the roomthat probably
have a better answer to that question,

Comm ssi oner Wetjen, than | would. But as |
mentioned, we did |ist basis swaps for, | believe,
three or five regions of the corn belt that were
ki nd of concentrated around the ethanol processing

I ndustry in, | believe, in 2009 is when those were
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listed. W applied to CFTC. That was prior to
Dodd- Frank. And to list an agricultural swap we
had to go through a petition process and we went

t hrough that and got approval to list those. And,
you know, we were very careful about how we

descri bed the regions that the basis woul d
represent so that it had sufficient transactions
so that the prices that would be used to settle
that woul d be reflective of the market and we used
DTN pri ces.

And so this is one difference that |
think is clear between the agricultural markets
and the energy markets is there really aren't --
USDA i s such a well-known and trusted source of
mar ket information, the market really | ooks to
their data as the, you know, the best source of
data for where cash markets are, where supply and
demands are. But those are bid prices. They're
one side of the market. |In other markets, in
energy markets, there are conpanies that do
assessnments. They |look at bids. They | ook at

offers. They | ook at transactions and cone up
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with an assessnent of the market. And that sinply
doesn't take place in the agricultural nmarkets.

It may be beginning to take place, but | think

t hat was probably the reason for the failure of

t hose contracts is the nmarket perhaps didn't
really trust the, you know, the indexes that were
bei ng created based on these bid prices. Again,
|"d kind of open that up for others in the room
here who may trade in those nmarkets and have
observations on that as well.

COW SSI ONER G ANCARLO:  Just a
followup to that. In that program and that
product that didn't take off, were there commtted
mar ket nakers to that or m ght that have been a
product design m ssing ingredient?

MR. LEHVAN. That's a very good point,
Commi ssi oner G ancarlo. W did not have comm tted
mar ket nmakers in those products. And that's
sonething that we do in nearly every new product
that we list we do want to have market nakers that
are there wlling to nmake a two-si ded market.

These are pretty niche markets when you get into a
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basis in western lowa or eastern Nebraska. Were
you mght think it nakes nore sense is trading a
basis contract on the New Ol eans @Qulf between
Chi cago and New Ol eans, which is the prinmary
export point or the Pacific Northwest, which is
al so a maj or export point. But again, we just
haven't gotten the market support to nove ahead
with those kinds of products. W have big
comercial firnms that are very active in those
mar kets. They do trade those markets on a paper.
They trade paper in many of these markets. But
again, they aren't cleared markets, you know, they
haven't gotten to the scale, | guess, or haven't
experienced the kind of counterparty risk that
woul d notivate central counterparty clearing.

DR. FORTENBERY: W'l take one nore
question from M and then we'll need to nove on.

MR. M} ANDERSON: M) Anderson. |
represent National Gain and Feed Associ ati on and
| " m enpl oyed by the Andersons out of Maunee, Onio.
| just wanted to address that question,

Comm ssi oner Wetjen. My firmin particular and
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many of the firns |I'mhere representing wll nake
a market in basis for producers today through
2016. 1'Ill lock-in just the basis wth you. If
you wanted to lock-in the flat price, we would

| ock-in the flat price. And that gets into sone
of the stuff we're going to talk in this

af t ernoon, about what is a bona fide hedge and why
| amable to offer that to producers here.

DR. FORTENBERY: (kay, thank you to G eg
and Dave. W're going to nove on on the agenda.
Qur next topic this norning is going to be talking
about residual interest inplenentation. And to
get it started, we're just going to have a few
coments fromTom Smth, who's the Deputy D rector
of Division Swap Dealer in Internediary Oversight.
And wel conre, Tom Thank you.

MR. SM TH. Ckay, thank you. Again,

"Il just do a very brief explanation of the
residual interest so that we can then nove on with
t he di scussi on.

Last Novenber, the Conmm ssion finalized

several rule anendnents intended to enhance
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protections afforded to custoners and to the funds
custoners deposit with FCMs to margin their
accounts. One of the anendnents, the so-called

"residual interest requirenent,"” requires FCMs to
mai ntain a sufficient anmount of their own capital
or residual interest in segregated accounts to
cover any futures custoners' accounts that are
under margined. Qperationally, an FCMis required
to identify custoner futures accounts that are
under mar gi ned and conpute the total anounts of the
under margi n anounts as of the close of business
each day. The FCM also is required to ensure that
It maintains its own capital or residual interest

i n the custoners' segregated accounts in an anount
sufficient to cover the aggregate under nargin
anount of the custoners by the residual interest
deadline. The residual interest deadline is
defined under the rule as the tine of the next

busi ness day of the daily settlenent cycles of the
derivative clearing organi zations that clear the

respective futures positions.

| n adopting the rule, the Conm ssion
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establ i shed a phased-in conpliance period. First,
the conpliance date for FCMs and mar ket
participants was set at Novenber 14, 2014, one
year after publication of the final rules.

Second, the rule provides that the residual

I nterest deadline for futures shall be 6:00 p. m
Eastern tine on the next busi ness day pendi ng the
publication of a report by Conm ssion staff
addressing the practicability for both FCMs and
mar ket participants of noving the 6:00 p. m
Eastern tine deadline to the tine of the DCO s
daily settlenent cycle or sone other point in
time.

The rule requires staff to seek public
coments and to hold a public roundtable regarding
specific issues to be covered by the report and
the report is required to be published for public
comment by May 16, 2016. Lastly, the rule
provi des that absent Comm ssion action after the
publication of the report, the residual interest
deadline will change on Decenber 31, 2018 from

6:00 p.m eastern tine to the tinme of the DCO s
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daily settlenent cycles.

Subsequent to the issuance of the final
rule, staff of the Division of Swap Deal er and
| nternediary Oversight issued an interpretation in
response to request for guidance from FCvs and
mar ket participants. This interpretation
effectively provides that an FCM may credit
custoners' accounts upon the FCMs initiation of
an ACH wi thdrawal fromthe custoners' bank account
provi ded that the custoner has granted the FCM
authority to initiate ACHwthdrawals. The
i nterpretation provides that an FCMis not
required to wait until the ACH transaction clears
the FCM s segregated bank account before recording
a credit to the custoners' trading account. The
interpretation is consistent with the Division's
previously issued and | ong-standi ng revi ew
regardi ng the recordi ng of checks deposited by
custoners upon the receipt of the check by the
FCM

The Conmm ssion al so has proposed

amendnents to the residual interest requirenent.
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The proposal was published on Novenber 14, 2014 in
t he Federal Register for public comment and would
anmend the residual interest requirenent to provide
that the residual interest deadline will only be
changed t hrough a formal Comm ssion rul enaki ng
after the publication of the staff report.
Accordingly, if adopted as final, the residual

I nterest deadline would remain 6:00 p.m eastern
ti me pendi ng Conm ssion action via a rul enmaki ng.
The proposal wll not alter the requirenent for
staff to host a public roundtable or issue a
report by May 16. The comment period on the
proposed anendnent closes on January 13, 2015.

DR. FORTENBERY: Thank you. Comments,
guestions, discussion? Yes, sir.

MR FRIESEN. | was at the commttee
neeting the last tinme we net about a year ago and
| guess I'll just reiterate the sanme comments |
made then. 1'll go back to ny exanple. I'ma
smal | producer, roughly 1,000, 1,100 acres, which
woul d be an average-sized farnmer. And currently

with the farmprogramthe way it is and crop
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I nsurance products out there, if I'mwlling to
use the futures market to do a ot of hedging in
the cycles that we're in, | can sonetines be
hedgi ng two, three years out if | see an
opportunity out there. And this hel ps provide
that safety net we've been asking for.

But what you've done now by including a
bona fide hedger in this, |I don't think we've ever
caused a problemw th a bankruptcy of an FCM or
anything like that. And we're a small hedger, but
at the sane tine, | probably could have, | would
say 200,000 to 400,000 bushel s of coverage out
there, which is a substantial anount. But ny FCM
now wants to ask nme for an ACH for direct access
to ny checking account and |'m not going to grant
it. | wll quit using futures positions. | wll
find sone other way to hedge ny grain. You' ve
driven ne out of the market if you continue to do
this. | still think the trade plus two, | can
nove noney in that amount of tine. Sonetines |'m
out of cell contact or whatever. They've had

trouble reaching nme, but I will not grant them
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access to ny checking account. It just gives
soneone an opportunity to steal nore noney from ne
then in the future, and I won't let that happen.
"Il find a different way to hedge.

So | guess the inpact to the small bona
fi de hedger, whether he's a producer |ike nme, or
an end-user, a bona fide end-user, any costs you
I ncur on them gets passed down to ne. So in the
end, | would hope that you | ook at true hedgers
differently than you do the specul ati ve nmarket.
And | have not hi ng agai nst specul ators. |
appreciate it when they drive the market too high.
| appreciate it when they drive it too low. |'l]
t ake advantage of either one. So it's not as
t hough I want them puni shed or anything, but I
t hi nk they should be treated differently than a
bona fide hedger. Thank you.

MR. SMTH:. | understand your point.
And | think though we have to take into
consi deration what the statute provides. And the
statute does provide that a futures comm ssion

mer chant can't use the funds of one custoner to
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mar gi n or guarantee positions of any other person
but that custoner. So if there is an under
mar gi ned account at the FCM they need to cover
that in one way or the other. They need to either
use their own capital, which is what is sort of
required by this rule, or try to call and receive
margi n funds fromthe under margi ned custoner. As
you know, that's sort of the intent of this rule
as wel | .

DR. FORTENBERY: Excuse nme, Tom | think
Scott and then we'll cone to you. Go ahead.

MR. CORDES: Thank you. Scott Cordes,
|"'m here with the National Council of Farner
Cooperatives. |'menployed by CHS, and probably
nore inportantly for this discussionis, | head up
our futures comm ssion nerchant, CHS Hedging. |
want to conmend the Comm ssion and thank you for
t aki ng sone steps to nake sonme anendnents to the
rule. The way it was originally witten headed
towards a T-plus-1 was going to be a real problem
for the industry. W were |ooking at it with our

customers whether it's farmers, ranchers, or | ocal
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cooperatives that are mainly hedgers, we're going
to have to prefund their margi n accounts, and that
was going to be a real problem Probably
addresses a little bit to the gentleman to ny |eft
about, you know, where's that noney, where that
access is, and you want to have sone say in that
to make sure that your funds are good.

The proposal to change the T-plus-1,

we're living in that environnent today. | would
tell you so far it's going pretty well. It's
probably sonething we can live with. | would like

to see sone nore results when we get a maj or

mar ket nove. Most of our hedgers recently since
it's been inplenented, the markets have been going
down or sideways. |'d like to see what happens
when we go from $5 corn to $7 corn to see what
stress we put on our systemnms, et cetera. But
currently, where we are today, is working, but I
think we still need sone tinme to bear this out. |
know we' ve taken the approaches, our firm that we
have to deal with a ot of folks that still deal

wi th checks, ACHs. W know we probably are going
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to put sone nore capital in our bal ance sheet to
handl e sone of that. W'Ill work through that. W
figure that's part of our m ssion of who owns us
to go through. But certainly this is a topic
that's going to need to see sone further review as
we go, but | want to commend the Conmm ssion at
| east for taking a positive step. And let's take
a time-out here and not push towards T-plus-0 so
qui ckly.

DR. FORTENBERY: Tom

MR. KADLEC. Thank you. Tom Kadl ec
representing the Futures Industry Association, and
my day job is I'"'mthe President of ADM | nvest or
Services. | echo Scott's comments and appreciate
the dialog with the Conm ssion on a nultitude of
I ssues. The ACH interpretation, | have worked
wth TomSmth and it is a good solution. W have
very high standards in terns of the way we
communi cate with hedgers and it's very
wel | -docunented. That's part of the CFTC dial og.
We are working through the chall enges of T-plus-1

and I'mvery interested in being a part of the
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CFTC study on this. It's inperative that we
cal culate the costs and the effects on all of our
cust oners.

| would ask Tom and we had the benefit
of talking a little bit in the dialog, what
additional tools should we contenplate, could we
use, to nove noney efficiently through the system
to nmeet the current standards that have been
passed? |f you have ideas, | think we should
continue to | ook and explore for things |ike ACHs,
what ever they may be. And | also think we should
work with ACHs with the banking associations to
better docunent. There's a claw back provision,
for exanple in ACHs, that | get concerned about as
an FCM How can we mtigate that effect? But
anyway, thank you for having this neeting.

MR SMTH. Yeah, | think we'd be very
I nterested in continuing |ooking at what ot her
alternatives there are for custoners to finance
their futures positions and, you know, again we're
trying to address risks that can build up if any

particul ar custoners are under margi ned, we want
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that custoner to be called for nmargin and we don't
want ot her custoners to be exposed to that
custoner's potential shortfall.

DR. FORTENBERY: Scott, let ne just
check-in real quick with our phone participants
and see if there's a question fromthere. Ckay,
Scott, go ahead.

MR. CORDES: Just a followup and you
t al ked about protecting custoners' nonies and if |
had ny conptroller here she could explain it
better. But there's a provision in the rule right
now or howit's inplenented that we al so have
custoners wth excess funds. They would Iike
t hose back as quickly as possible. | think today
If we send that out inter-day it counts agai nst us
on sone calculation. And | don't quite know
exactly howit all works, but | just want to bring
It up as sonething that needs to be reviewed. So
we tal k about protecting custoners. W' ve got to
think about it in both directions. W've got to
be able to send the noney back to the people it

bel onged to, yet not say we got to hold that up
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for a day because it's going to inpact us on a
regul atory item

MR SMTH. | believe the issue you're
referring to is there is a requirenent that before
funds are returned to custoners each day that the
firmnmust do its daily segregation cal cul ation.
That needs to be done by 12: 00 noon, denonstrate
that they are in conpliance that not only do they
have enough funds to neet any under margi ned
custoners, but they actually have sufficient funds
I n segregation to neet all of its obligations to
every single custoner. That's one of the key
protections of custoner funds. It's not only, you
know, you...basically every FCM needs to have
enough funds in the account at all points in tine
to pay back every custoner if they all walk in the
door at one point. So | think that's the issue
there. The intent is that we want to nake sure
that there is sufficient funds at the firm before
wi t hdrawal s are nade.

DR. FORTENBERY: O her questions or

comments? Ckay, Tom thank you very nmuch for your
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time. We have a few mnutes before lunch so I'm
going to do sonething, we probably should have
done at the beginning, but we were a little bit
tinme constrained early on, and that is to have
everyone introduce thensel ves and the organi zation
they're wwth and then we'll break for lunch. So
are the folks still on the phone?

MR. COOPER: Yes. This is Geoff Cooper
wi th Renewabl e Fuel s Associ ati on.

DR. FORTENBERY: Thank you, Geoff.
Doris, you want to start with us?

M5. MOLD: |I'mDoris Mold. | represent
Aneri can Agri-Wnen and | have ny own consulting
business and I'ma dairy farner in addition.

MR. ELFMANN:  Ed El frmann with Ameri can
Bankers Associ ati on.

MR, MAY: Bill May wth the Anmerican
Cotton Shi ppers Associ ation representing cotton
merchants in the U S

MR, J. ANDERSON. John Anderson with the
Ameri can Farm Bureau Federati on.

MR. VWELLMAN: Steve Wellman wth the
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Ameri can Soybean Associ ation, farmer from
Nebr aska.

MR. KOTSCHWAR: Lance Kot schwar
representing the Commodity Markets Council.

MR. BOONE: Robbi e Boone representing
the Farm Credit Council Farm Credit System

MR. KADLEC. Tom Kadl ec, Futures
| ndustry Associ ation representing them and
Presi dent of ADM | nvestor Servi ces.

MR. SCANLAN: Mark Scanl an, | ndependent
Communi ty Bankers of Anerica.

MR, HOUGH. C ay Hough, International
Dai ry Foods Associ ati on.

MR. DIERLAM M/ nane is Bryan D erlam
| work with Cargill and |I'm here today
representing the International Swaps and
Deri vati ves Associ ati on.

MR. KALB: Brendan Kalb representing the
Managed Funds Associ ati on.

MR. STRONG Steve Strong representing
NAEGA. M day job is with Bunge and maybe sone of

t he people that have sone basis gyration
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guestions, we can get together at |unch.

MR, BOROUGHS: Ben Boroughs with the
North American M|l ers Associ ation.

MR, LUTTRELL: Ed Luttrell with the
Nat i onal G ange.

MR. PENNER: Paul Penner, farmer from
Kansas, President of the National Association of
Wheat G owers.

MR. KOVANDA: Joe Kovanda representing
National Cattl emans Beef Associ ation,
Vice-President Bartlett Cattle Conpany, Division
of Bartlett G ain.

MR. LEE: Ron Lee representing the
National Cotton Council. [I'ma cotton farner and
gi nner in Georgia.

MR. CORDES: Scott Cordes representing
t he National Council Farnmer Cooperatives and |'m
al so President of CHS Hedgi ng.

MR. FRIESEN. Curt Friesen from
Nebr aska, producer representing National Corn
G ower s.

MR. RI Nl KER: Paul Ri ni ker, Nati onal
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Farnmers Organi zation, a cattle farnmer, and | raise
corn in northeast |owa.

MR, CLARK: Zack Clark wth National
Far mers Uni on.

MR. MJ] ANDERSON. M) Anderson with the
Ander sons, representing National Gain & Feed
Associ ati on.

MR GALLAGHER Ed @l | agher
representing the National M Ik Producers
Federation, and I'mthe President of DFA R sk
Managenent .

M5. KEYS. Chelsie Keys representing the
Nat i onal Pork Producers Council.

MR. WHI TE: Trevor White representing
t he National Sorghum Producers.

MR. RADI NTZ: Jim Radintz, USDA Farm
Loan Prograns.

MR. LANCLCS: Kent Lancl os, USDA Ri sk
Managenent Agency.

DR. FORTENBERY: Thank you very nuch.
| ' m Randy Fortenbery from Washi ngton State

University. For the commttee nenbers we will be
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havi ng | unch up on the ninth floor. Your white
badge is your ticket to get on the el evator.
There'll be sone security folks that'll escort us

up to the ninth floor. For everyone el se who's

i nterested, we'll be reconvening at 1:15. So at
this point we'll take a break for lunch. Thank
you.

(Recess)

DR. FORTENBERY: (kay, |'mgoing to go
ahead and call the neeting back to order as we
kind of find our seats. This afternoon we're
going to take up the topic of position limts. So
we have a panel of two speakers, Christa
Lachenmayr, who's with the D vision of Market
Oversight with CFTC, and Steve Sherrod, who's a
Seni or Econom st wth the sanme group. So as this
nmorning, let's let them both nake their fornal
remar ks and then we'll open it for discussion and
questions. So with that, Christa.

M5. LACHENMAYR: Thanks, Randy,

Chai rman, and Conm ssioners. And |I'd also like to

thank the Commttee nenbers. Can you hear ne?
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Ckay. |'d also like to thank the Commttee
menbers. | know that sonme of you have traveled a
great distance to be here today and we really
appreciate that. Before | start, I'd like to

of fer the standard disclainmer that the views

di scussed in the presentation are ny own and do
not necessarily reflect those of the Conm ssion or
Its staff. So we thought it would be worthwhile
to set up the discussion for deliverable supply by
briefly summari zing how the termis defined by the
Comm ssion and its significance. And then the
Comm ssion's last public and in-depth experience
with cal cul ati ng deliverable supplies.

The nobst conci se sunmary of the
significance of deliverable supplies that |'ve
conme across is froma Federal Register -- sorry, |
guess | speak at a frequency that is not well
heard. Ckay, the nost concise summary of the
significance of deliverable supplies that |'ve
cone across is fromthe Federal Register Notice
| ssued Novenber of 1997, after the Conm ssion

notified the Chicago Board of Trade that it needed
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to anend the terns of its corn and soybeans
futures contracts. At that tine, we said, "[T]he
Commi ssi on believes that in order to neet the
statutory requirenents of tending to prevent or

di m ni sh price mani pul ati on, nmarket congestion, or
t he abnornmal novenent of a commbdity in interstate
commerce, a futures contract should have a

del i verable supply that for all delivery nonths on
the contract is sufficiently Iarge and avail abl e
to market participants that futures deliveries, or
the credible threat thereof, can assure
appropriate convergence of cash and futures
prices.

So there are two things that I'd like to
hi ghl i ght fromthat quote, which relate to the
presentations fromthis norni ng about convergence
and contract design. As this group in particular
knows, nost short positions do not result in
actual physical delivery but it's the potenti al
for arbitrage -- buying cash and selling futures
-- that bring those markets together and that is

the critical |link between the two narkets. So at

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

100

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

a very basic level when we're tal king about

del i verabl e supply, if we don't have an adequate
anount, then that potential for arbitrage, or that
credible threat of delivery, doesn't exist or, at
the very least, it's conprom sed.

Secondly, I'lIl give a little nore detai
about this in the next slide, that for any futures
contract settled by physical delivery, the terns
and conditions as a whole informthe | evels of
del i verabl e supply, the quantity, the quality, the
ot her specifications. And that |evel needs to be
sufficient to ensure conpliance with Core
Principle 3, that a DCM shall not list a contract
that is susceptible for mani pul ation. And that
goes back to Geg's presentation of this norning.
So as Geg also tal ked about, and Dave Lehnan, the
Comm ssion's gui dance for DCMs for cal cul ati ng
del i verable supply is located in Appendix Cto
Part 38. W distributed that as a part of the
I nfo packet and the questions in advance of the
neeting. It's also posted on the website for nore

i nfornmati on.
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So not to be confused with supply,

general ly, deliverable supply is the quantity of a

commodity that could potentially be nade avail abl e

for sale on a spot basis at current price |levels
at the contracts' delivery points. There are a
nunber of qualifiers that you see on the slide,
which | won't go into detail about because you'll
notice that they are also remarkably simlar to
the itens that we review when we're | ooking at
contracts for conpliance with Core Principles 3
and 5. But I'd like to highlight two of those
qualifiers.

First, that the comobdity can be
reasonably expected to be readily available to
short traders and sal eable by |long traders and
al so the clause that says barring abnor nal
nmovenent in interstate commerce. The first
qualifier relates to | ong standi ng Comm ssi on
policy to exclude the anount of the commodity

commtted for long-termsupply agreenents in the

cal cul ati on of deliverable supplies, which goes to

the "readily avail able" part. The second
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qualifier relates to the exclusion of quantities
of the commodity that are not economcally
obt ai nabl e or deliverable at prevailing price
|l evel s. So that al so goes to the "abnor nal
novenent of interstate commerce.”

|"d like to point out that the guidance
in the calculation of deliverable supplies is
| ocated in the Appendi x under the heading for
contracts settled by physical delivery, but we
al so | ook at deliverable supplies when review ng
cash settled contracts. And then also there's no
comodi ty-specific guidance in the Appendi x C

So finally, I'Il just note that | have a
| ot of other supplenental materials fromboth the
rul emaki ng and then also the 1996-98 revi ew of
del i verabl e supplies for corn and soybeans, but we
can get into those if necessary and they're
avai | abl e for your information. Thank you.

MR, SHERRCD: Thanks, Randy. Under the
Comm ssion's Decenber 12, 2013, Position Limt
Noti ce of Proposed Rul emaki ng, an exchange listing

a core referenced futures contract must supply the
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Comm ssion with an estimte of deliverable supply.
The exchange nust descri be the nethodology it used
and they have to include any statistical data
supporting the estinmate. An exchange may use the
gui dance regardi ng deliverable supply in Appendi x
C of Part 38 that Christa's discussed, but they
don't have to. The Conm ssion proposed to verify
whet her an exchange's estinmate of deliverable
supply is reasonable, and if so, to use that
estimate to reset the |levels of spot nonth limts.
|f not, the Comm ssion could rely on its own
estimate of deliverable supply. The CME G oup
provi ded estimates of deliverable supply to the
Comm ssi on and the Conmm ssion proposed that as an
alternative in setting the initial spot nonth
limts under the proposal. The exchanges woul d be
requi red under the proposal to submt an estinmate
of deliverable supply to the Comm ssion at | east
every two years. And | look forward to getting
the commttee's i nput on the proposal.

DR. FORTENBERY: Ckay, we're going to

open it up for discussion. Mybe what |'ll ask
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this afternoon is if you think about it, you can
turn your nane tag upright so | can try to keep
better track of the order and who would like to
participate. | have trouble seeing sone of the

| i ghts and sonme of the lights don't work. Let ne
first start, | think he has a tine constraint, so
let me see if CGeoff is on fromthe Renewabl e Fuel s
Associ ation, see if he has any questions or
coments first. Ckay, | guess not. So we'll open
It to the floor. Discussion, questions, coments?
Yeah, M.

MR. MJ] ANDERSON:. M with National Gain
and Feed. Maybe kind of a broad statenent and we
can discuss fromthere. But to our nenbers what
Is really critical is the convergence of the cash
and futures. W believe that all the exchanges
have a vested interest in making their contract
successful and they understand that that
convergence issue is a requirenent for that
contract to be successful. |If we're going to use
del i verabl e supply, there's talk about updating

t hem and we would agree if you're going to use
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that deliverable supply, you mght as well use the
nost current. But we also strongly endorse the
CFTC to all ow these exchanges to maintain the
ability to set limts |ess than what may be
reconmended by deliverable supply. Sone of the

| ssues, one how do you have an orderly exit from
the whole nonth imt to a spot nonth limt. And
then if you increase spot nonth limts, are you

I ncreasi ng speculation in a tinme where you really
need to be focusing on the convergence of cash and
futures, which is what the commercial entities are
trying to do in that tinefrane.

DR. FORTENBERY: Any response fromthe
panel or fromthe Conm ssioners? Yes, sir.

MR KOTSCHWAR: Randy, |1'd just like to
second what M)] said. The Commodity Markets
Council, we're, you know, very nuch in favor of
updating the estinmates of deliverable supply, but
we too want to nmake sure that the primary purpose
of these contracts, is to make sure convergence
continues to happen. So we definitely need the

exchanges to continue to have the ability to go
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| ower than whatever nunber we cone up wth. So
that's critical.

DR. FORTENBERY: Go ahead.

MR. CLARK: Yes, for the MFA, | think
taking a step back, we'd like to see sone nore
cl ear gui dance on what exactly what goes into the
del i verabl e supply conputation. For exanple, we'd
| ove to see sone gui dance on the inclusion of
renotely |l ocated commodities in the deliverable
supply conputation or whether certain conditions
must first exist before the inclusion of those
comodities are appropriate. W believe this
woul d provide sone clarity. Also, we'd welcone
sone gui dance on barge traffic and woul d request
that the Comm ssion confirmthat commodities
transported to a delivery point and priced within
a specified percentage of the prevailing spot
price are appropriately included in any DCM s
estimated deliverabl e supply cal cul ati on.

DR. FORTENBERY: Go ahead, Ed.

MR. GALLAGHER: Ed Gal | agher with

Nati onal M| k Producers Federation. Seens that
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fromthe earlier discussion from Dave Lehman, that
at least for the CME that they've got a process in
pl ace al ready that does a pretty good job of going
out looking, finding information to use for
del i verabl e supply. Maybe they're not going as
far as sone of us would |like in sone cases, but
maybe they haven't done that because they haven't
necessarily seen the need to do that. And so |
guess as | look at it froman outsider |ooking in,
what |I'minpressed wth, the way commodity
regul ati on seens to have worked so far, is that
there's really strong public, private partnership
bet ween the CFTC and the exchanges to provide sone
ki nd of oversight of what's going on in the
comodity and the derivatives industry. And |
think that's a real strength that we need to
| ever.

And so | think with the contacts that
t he exchanges have nade, | know with ny
Interactions with themat the CME, they have
peopl e that have gained a strong expertise in the

dairy industry. And that they have the contacts,
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t hey know the people to reach out to to, have

di scussions with, to determ ne what el se should be
I ncluded in deliverable supply. And | think a
real opportunity here isn't necessarily recreating
everything at the CFTC. (Qobviously to create
oversi ght and to encourage, but | think the CMVE
has the expertise and the ability and the contacts
to be able to go through and determ ne the

del i verabl e supply and I woul d encourage that
process to conti nue.

DR. FORTENBERY: Yes.

MR. CORDES: Scott Cordes again. A
guestion |'ve got for you and maybe | shoul d have
asked Dave too when he's here. One of the
t houghts |I have is you get into deliverable supply
and probably specifically if you |look at like corn
along the Illinois River, is there factors in
there for |oad out capacity at all? Because one
of the thoughts | have is you can have a | ot of
supply, but if you can't get it onto the river,
you know, how does that inpact especially when you

get into the spot nonths, just curious if that's
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part of the discussion or not?

M5. LACHENMVAYR: Yeah, | think that goes
alittle bit to the contract design elenent and
review process. W look at, you know, three years
of data and we | ook at anonmalies with
transportation and logistics and do a full cash
mar ket study that also inforns our review of
del i verabl e supply. So that's absolutely a good
point. | think, you know, when there are
| ogi stical issues, those need to be
wel | -under stood and i ncorporated into our review.

MR. STRONG Yes, Scott, you know t hat
there are mninum | oad out requirenents by the
delivery houses. The reality is echoing sone of
t hese other comments that the CME is a very good
custodi an of liquidation of their contracts and of
convergence. |It's certainly been ny experience
that you don't |load out corn to |load a boat. But
yet, the process of this convergence drives prices
slightly above delivery equival ent and at that
poi nt, the cash market responds. And the cash

mar ket gi ves you what you need, not necessarily a
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certain | evel of deliverable supply that turns
i nto a Panamax of corn, so.

DR. FORTENBERY: Are there -- yes, go
ahead.

MR. KOVANDA: Joe Kovanda. Just to echo
alittle bit off of what Stephen was saying there.
| think that creates a challenge, frankly, in
nmeasuri ng deliverable supply in physically settled
contracts because if the convergence in the
contract is working accurately, you'll never be
able to practically experience the anount of
deliverable supply that's available if it were
not. Now, in a cash settled contract, you're
observing that every day, every expiration because
It goes into the quantification of the financi al
settlenment. But | think it's prudent on the CFTC
and the DCMs to continue to nonitor that
del i verable supply. |In particular, | speak for
the cattle market, a commodity that is perhaps
nore dynam cally changing in quality and
specifications than other comobdities here today.

This is sonething that needs to be nonitored not
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just like was discussed earlier this norning on
the, you know, two expirations of problens in that
process, but on an ongoi ng basis, how dynam cally
that commodity changes and how it mght affect the
listing of very deferred nonths in a |livestock

mar ket that, well, in particular to put sone neat
to the bones of what |'mtal king about, | nean, we
have record |ivestock prices today and a
dramatically, they're not record input feed grain
prices, but they're dramatically lower. It's

al most a structural shift in shock in industry and
it's having inplications on the quality and the
size of the underlying physical commodity. The
contract design and the position |imts need to
reflect that and be nonitored as such.

MR. DIERLAM | have a question. The
del i verabl e supply is used as a benchmark to set
limts, exchange limts. However, from an | SDA
point of view, the limts that are established in
t he proposed position limts rule are used to set
limts across all the positions that a particul ar

trader may hold be it across exchanges or
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potentially in swaps. Could you shed any light or
make any commentary or insight into how

del i verabl e supply calculation mght go into how a
specific trader or firmmay hold positions across

categories of instrunments and how it works in that
cont ext ?

MR. SHERRCD: So, Bryan, | think you're
aski ng about our general approach?

MR. DI ERLAM Yes, specifically, or yes,
general ly.

MR. SHERRCD:. Cenerally, okay, let's
deal with the general one first. The Conm ssion
for along tine has in its guidance to the DCVs
suggested that for a cash settled contract, use
the sanme analysis to deliverable supply that you
would as if it were physical delivery. So |Iook at
the quantity that's trading in the normal cash
mar ket that's underlying your cash settl enent
I ndex and use that sane benchmark, the upper
benchmark we use, the outer |[imt in setting the
spot nonth Iimt as 25 percent of that estinmate of

del i verable supply. So that's kind of at the high
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end.

And what we've observed and what a
nunber of commenters have observed, is that in
practice the exchanges often set their spot nonth
limts at | ess than 25 percent of estimated
del i verabl e supply. And certainly under the
proposal , the Comm ssion has provided that |eeway
so that an exchange need not set their [imt at
the federal |evel, which would be based on 25
percent of deliverable supply. They can set it at
what | ower |evel they're experience and judgnent
| eads themto believe is appropriate for
mai ntai ning an orderly market and neeting their
obj ectives in their own marketplace. So maybe you
could ask a followon question if you want nore,
Bryan. Are you good? kay.

MR GALLAGHER: Yeah, let ne just a
qui ck follow up question on that. So there'll be
a separate |imt for financially settled
I nstrunents and separate limt for physically
settled instrunents or is there one limt

conbi ni ng bot h?
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MR. SHERRCD: Ed, it's a good question.
|'ve answered this a lot so hopefully this will be
clearer this tinme. W have our federal limts
just like we do in the existing nine agricultural,
but those only apply to futures contracts. Under
the proposal, the federal limts would apply to
what we call referenced contracts. So whet her
It's a futures or a swap that has the sane
characteristics, we add them together for purposes
of the federal Ilimt. CQutside of the spot nonth,
In the non-spot |imts, the Comm ssion's proposal
Is to net everything together so a | ong swap and a
short future would be netted together outside of
the spot nonth. Wthin the spot nonth, the
Conmm ssion's proposal is to have two separate
limts. One for physically delivered contracts
and another for a cash settled contract. And a
little bit of the notivation behind that is if |
had a very large long position in a physical
delivery futures contract and a short position in
a cash settled contract, if | netted those in the

spot nmonth, | would have a zero position. And yet
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| m ght be demanding as a | ong futures position
hol der nore than coul d possibly be delivered. So
that's the federal Ievel.

At the exchange |evel where we have a
federal Iimt, the exchanges would need to have a
limt. And so in the current system where the
exchanges currently have a limt on a physical
delivery contract or a cash settled contract, they
woul d al so continue to have those limts at a
| evel no greater than the federal |evel.

MR. GALLAGHER: Followup? So currently
then there are no limts on swap transacti ons,
right?

MR. SHERRCD: The only limts the
Comm ssi on has on swap transactions were those
that were a result of the 2008 FarmBill on the
significant price discovery contracts, right? And
a nunber of those have been shifted from swaps
trading to futures, right?

MR GALLAGHER: (Ckay, and so in nany
cases then we're going fromreally an infinite X

on swaps to sonething less. | guess ny question
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IS has there been convergence issues because
there's been infinite X on swaps?

MR. SHERRCD: [|In many respects, we
haven't known the answer until we started
receiving the Part 20 data. As we've said
publically again and again, we've had probl ens
with the quality of the Part 20 data, but it's
getting better and we appreciate the efforts of
the industry to give us that better data. Now
that we can get an insight day-to-day into that
data, we can start to answer those questions. But
literally, Ed, we haven't known about a trader's
position in a cash settled contract that's a swap
unl ess we've gone out with a special call after
we' ve seen sone sort of price anomaly. So the
answer is we're looking at it. | don't have
sonething to share with you right now.

DR. FORTENBERY: Scott.

MR. CORDES: | would say for our
menber shi p, probably of greater concern than what
the actual position |limts are is the definition

around the bona fide hedge. And |I know we've got

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

117

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

comments on the record and I'd like to reiterate
themthat that needs to be right. W're nore
concerned about what a hedge exenption is and how
that fits. And one of the biggest ones we have a
hardest time with that's not included today is
t hese unpriced contracts. W think there's very
val i d reasons why they shoul d be considered a
hedge and part of that calculation. And | just
want to bring that up to reenphasize it. | think
that needs to continue to be | ooked at and get
better defined as this rule gets finalized.

MR. SHERRCD: Do you want to say a
little nore to help us out?

MR. CORDES: Yeah, typically, you know,
probably the biggest exanple we've got is if
you' ve got a basis sale on and you probably
haven't priced the futures because you may be it's
a long period of tine. You got counterparty risk
you m ght be worried about so you want to price
that as you get closer to actual shipnent. Wll,
as you start getting in those delivery nonths and

you want convergence to cone together, you need to
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mai ntai n your positions on howthat is. So it's
t hat cal cul ati on as we go.

MR SHERRCD: |Is that sonething that you
woul d be engaging in say a cal endar-nonth spread
to | ock-in your basis?

MR, CORDES: It could be a
cal endar-nmonth or it mght just be on the trading
nont hs that are taking place. You know, it m ght
be a situation where you've got a sale for
sonet hing June that you're nmanagi ng your risk in
the May corn contract as it works its way towards
t hat delivery period.

DR. FORTENBERY: Yes, go ahead.

MR. STRONG So before we | eave, | sense
we want to nove off the deliverable supply issue,
but before we do, | guess nost of NAEGA' s nenbers
are nost famliar wwth the CME G oup for the
agricultural commobdities. And | guess everything
| "' m hearing here is going to still preserve the
ability of CQVE to determne their owmn [imts. And
| think initially when we saw that many of our

menbers saw the 25 percent of deliverable supply,
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sone nmenbers immedi ately projected in their head,
oh nmy gosh, it's automatically going to go up
limts, and in particular spot nonth limts, which
we t hought was really going to nake the job of the
mar ket and the CME harder in determning or in
creating convergence. So as |long as your
I ntentions are to preserve the CVE's or the | ocal
exchange's ability to have a lower [imt that they
deem that the market can handle and they're
customary and can nanage correctly, NAEGA' s is in
support of a review of deliverable supply if it
creates a potential higher federal Iimt that we
know t he exchange can sel f - nanage.

MR. SHERRCD: Right, that's correct.
The Comm ssion's proposal only sets a cap, an
upper limt, on what the exchange can set.

DR, FORTENBERY: O her questions,
coments? W have, sir, yeah, go ahead.

CHAl RVAN MASSAD: Steve, did you want to
ask any other particular questions that you had on
the standard of review or anything |like that or

what do you want to do?
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MR. SHERRCD: So | do have a set of
questions that the Chairman's office sent out to
the conmmttee nenbers. And, you know, | don't
want to put anyone on the spot today, but to the
extent during the comrent period that's open until
| think January 22, if you would think about them
and provide sone input if you don't have any
t hought s t oday.

| did want to circle back to one of the
comments fromone of the commttee nenbers about
what if we can nove a commodity into delivery
position? And it's long been our viewthat if a
comodity can be noved into delivery position in
the normal flow of commerce, it can be included in
deliverable supply. W did have sone commenters
t hough that asked sone -- or nade sone conments
that left nme scratching ny head. W had sone
commenters that suggested permtting a commodity
that's not currently of deliverable quality on a
futures exchange, about whether that should be
I ncluded in deliverable supply if the exchange

woul d al l ow an EFP including during the spot nonth
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with that non-deliverable comodity. | don't know
I f any of you have faced that in the agricul tural
space, but 1'd be interested in anyone's vi ews.

MR. KOVANDA: | read that in your
advance and that does not seemlogical at all.
| m not sure why the EFP was connected to that.
But if the commodity is not the correct
specification to deliver, it should not be a part
of deliverable supply. It's going to negatively
af fect convergence. Maybe soneone el se can
enlighten ne on howit may, but it just doesn't
make | ogi cal sense to ne.

MR, SHERRCD: Well, that's good that |I'm
not alone in being a bit confused. | could
understand if a commodity could be readily
converted through a quick process and placed in a
del i verabl e position that that m ght nmake sone
sense. But for a commobdity that's never able to
be converted, |I'mkind of at a | oss.

MR. KOVANDA: So, Stephen, it could be
that way, but as we all know there's probably a

cost in converting that. So it's not the sane
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product because there's a cost involved in getting
It to a deliverable spec. So it's going to create
a W der potential basis for that to becone a part
of the deliverable supply. That's the way | woul d
| ook at it.

MR. SHERRCD: Well, we touched on a
little earlier the issue of physical delivery
versus cash settled contracts. And | think Bryan
asked the question about what's our approach and
our approach traditionally has been generally to
use the sane net hodol ogy for a cash settled
contract as for a physical delivery contract. And
| wondered if anyone had any thoughts about for a
particul ar contract, whether the deliverable
supply estimate for setting a spot nonth limt is
t he reasonabl e approach to use.

MR, GALLAGHER: | guess it all depends
on the nunber you cone up with. How s that for an
answer? So the main markets that | trade in would
be cash settled futures. And the particular one
that's open for this proceeding is Cass IlIl, and

iIt's a USDA fornula that determ nes the Cass |11
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price, the futures, end of the day settling
against that Cass Ill price. There doesn't seem
to be any convergence problem And just because
of the comopdity in and of itself, tanker |oads of
mlk that is highly perishable, | don't think
there's any way to inventory that to have any type
of an inpact on trying to mani pul ate that market.
And so | think it's alittle bit -- | guess where
|"mgoing with this is that and |'ve comented on
this and probably you' ve all read ny comments, is
that be careful not to do a one size fits all
regul ati on because each commodity has sone nuance
that's slightly different. And certainly, you
know, Class IlIl would be one that's out there, and
|'m sure there are others that at the end of the
day it needs to work for the bona fide hedgers.
And, you know, at the end of the day if sonething
happens that creates a need to take positions off,
| think you create volatility at the end of the
day in that market that isn't necessary.

And then | eading on to another topic

t hat was one that you asked about, or in talking
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about this, this cones to ny mnd, is if you do
every two years you | ook at deliverable supply and
determne if you need to nake a change to it. And
I f you do, then how nuch tinme before the change
occurs. And I'd be interested in what others
woul d have to say about this. But |I'msure that
there are lots of strategies that have been put in
pl ace that if you nake the change nmaybe too soon,
that it may have an inpact on tradi ng that may
create sone volatility in the markets that woul d
be because of regul ati on as opposed to trading
strategies. And so | don't know what the right
answer is. |If the right answer is to wait until
you' ve gone t hrough enough nonths or you
preannounce the new position limt |levels that may
| npact what the CME does or the other exchanges
do. You preannounce themso that they're far
enough off in the future that it doesn't inpact
contract nonths where there's a | ot of open
I nt erest.

MR. SHERRCD: So, Ed, if | understand

you right, when we | ook at the USDA price series,
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that's the Cass Il mlk fornmula that's
underlying the market for cheese and whey and -- |
never get it right -- dry powdered m | k? Non-fat
dry mlk. | have ny aide on the side. Wen we

| ook at that type of a contract, we |ook at the
cash market transactions and the size of what's
flowi ng, actually going into the index. And we
absolutely recognize that mlk's not storable, but
t he cheese and the whey and the non-fat dry mlk
are storable and they are actively traded. And so
we | ook at the size of that as the estimte of the
supply. And so it nakes good sense that we try
and circle back to the exchange that |lists those
contracts and that's exactly what we did at the
Chairman's direction. W solicited input fromthe
exchanges to give us those estimates and the CME
responded. And for those in the wheat industry,

M nneapolis, for exanple, said we don't need to
update our estimate. The current spot nonth [imt
accurately reflects 25 percent of the estimate.

So we do | ook back to the exchanges.

And | also ook to the commttee to
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anyone else in the witten process about this
| ssue that Ed says preannounce in advance and how
far in advance. For those of you with trading
strategies, it would be useful for us to know how
far in advance. W've also asked the question of
If the last three years have been a relatively | ow
production cycle relative to the longer historic
norns, because we only ask for three years' of
data, should maybe the Conm ssion have a
di scretion not to drop the federal spot nonth
limt, particularly if the exchanges are already
at that level? So | ask that question of the
group. Does anyone have any thoughts about
whet her the Commi ssion should kind of stick on the
way down and wait and see for another cycle of two
years whether we really need to | ower the federal
| evel ?
DR. FORTENBERY: Any response to that?
MR DIERLAM | think I mght respond.
And | think in many of the conversations, you
know, | eading up to comng here today, | think

that to the extent that you can allow the
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exchanges to evaluate their markets and the
comodities and the contracts in conjunction with
the industry and market participants, | think that
that's the place you want to be. | think that as
was testified to earlier today, you know, they're
wat chi ng these nmarkets very regularly as is the
CFTC. | think that sinply, you know, going

t hrough a nechani cal process of changi ng them
every three years just because -- regularly to
update it, just because -- the supply and denmand,
you know, nmay have gone up or down, isn't
necessary reqgqularly and routinely if the markets
are working appropriately. | think that that's
what the first slides were placed up there to
denonstrate is basis occurring? |s convergence
occurring? And if it's occurring, then that's a
good sign that the nmarkets are working
appropriately. That doesn't nean you don't | ook
at them But | don't think that the [imts need
to be adjusted, you know, every nonth or every
contract nonth three years out. | nean, | think

that...are the exchanges doing their job? Are you
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doi ng your job watching the exchange do their job?
And | think if that's the case, then that's a good
pl ace to be.

MR. GALLAGHER: So followi ng up, a
question for you, Bryan. So would you suggest
sonet hing that they don't necessarily have to nake
a change at all, but just regularly | ook at all
the factors, see if the markets are working well,
and if they are, regardless of what the
del i verabl e supply calculation is, you m ght just
| eave them al one?

MR. DIERLAM Yeah, | think that what
we' ve heard today is that the deliverable supply
cal cul ation is updated on an annual basis and
that, you know, a key conponent to whether or not
the markets are working right is are you seeing
convergence? And | think the question Steve asked
I's whether or not the actual position limts would
be adjusted by sonme anount during that delivery
during that spot nonth period or even during the
outer nonth, and woul d that happen during sone

period, would the CFTC require that or would the
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exchanges do that? And would we be notified

t hrough comment? Wuld there be a comment period?
Wul d there be sone public notification? | think
that's the question being asking is how often
woul d the position limts be changi ng?

And | think that it's not that would you
be subject to a situation where the position
limts are constantly changing as crop size gets
bi gger or smaller. | think what you want to know
Is are the markets working and is there
convergence? | nean, conceivably could you end up
In a scenario where you've got a different limt
on different contracts throughout the, you know,
over the course of three years, could you have
different limts on different nonths if you were
constantly changing then? | nean, the question
I's, is the market working based upon the current
data? | don't think you want to go through a
process where you're constantly adjusting limts
wi t hi n margi nal changes of narginal crop changes,
unl ess |I''m m ssing sonet hi ng.

MR. GALLAGHER: | guess by ny questi on,
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maybe |' m suggesti ng maybe there's an alternative
approach. Congress didn't nmandate that we do 25
percent of deliverable supply, correct? That's
sort of CFTC decided maybe that's a good way to do
it, right? So we're not bound by sonething
| egal |y necessarily. So would it nmake sense then
that to start the process, you use your fornula 25
percent of deliverable supply. Every two years,
you | ook at deliverable supply. You go through
all the analysis, naybe even a little bit nore in
dept h than what Dave was explaining earlier. And
then you | ook and see has there been an issue? Do
you foresee an issue? And if there hasn't been an
| ssue, you don't necessarily change position
limts and you don't tie it that, every two years,
it's a recal cul ation of 25 percent of deliverable
supply. It's just the starting point and then you
adjust it as you need to if there's an issue.

MR. SHERRCD: So | guess | go back,
yeah, to Bryan's point which is the | SDA comment
| etter about whether there would be an opportunity

for notice and comment when the Conm sSion resets
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every two years. It's proposed basically just to
have it on autopilot, if you will, that the
Comm ssion would have limted discretion. It

could set the levels of the [imts for spot nonths
at 25 percent of the estinmate of deliverable
supply. And that's pretty nmuch the default under
t he proposal that would just be reset. So what |
hear you saying is, you know, maybe if there's a
bad series of crops for a few years, just |eave it
where it is, if convergence is working. And give
the Conmm ssion that discretion not to tighten down
I f there doesn't appear to be a problem |Is that
fair?

MR DIERLAM | think that's correct,
yes.

M5. LACHENVAYR:. Can | just clarify? |
wanted to rem nd you that it's "not greater than"
25 percent is the current Comm ssion gui dance. So
It's not necessarily an autonmatic 25 percent of
del i verabl e supply. And kind of what |'m hearing
Bryan and Ed say kind of goes to our question

about additional factors that the Comm ssi on
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shoul d consi der when they're | ooking at the
estimates of deliverable supply and comng up with
a spot nonth specul ative position limt. So |
draw your attention to that question.

MR. MJ ANDERSON: To that question
specifically, | think we would argue continue to
| ook at convergence. Then continue to rely on the
exchange. Again, Steve nade the point, they're
wat ching the orderly liquidation of these
contracts. But it's the convergence that's the

bi ggest thing for all of us.

MR J. ANDERSON: | want to echo what M
I's saying here. |'mJohn Anderson with Anmerican
Far m Bur eau. It's hard for ne to overstate how

seri ous convergence issues are to our nenbers.
When there are convergence problens, it's a
serious problemand | guess the one caution |

m ght have is I'msort of hearing and maybe |'m
m sunder st andi ng, but |'m sort of hearing what
sounds |like a really backward | ooking process to
set these limts. And so | agree that nonitoring

convergence, which is a real tinme concept, | think
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Is really inportant to nake sure that we don't get
behi nd the curve and end up with a probl emthat
we're seeing too | ate.

MR, KOTSCHWAR: | want to refer back to
sonet hing that Scott nmentioned a little bit
earlier when he was tal king about we also want to
discuss a little bit nore about bona fide hedgi ng
here. | think there is a connection here with the
del i verabl e supply. | think, you know, everybody
woul d expect if we update deliverable supplies,
we're probably going to be probably increasing in
many cases, the position limts. And that's fine.
So that's probably going to give us sone higher
specul ative limts. At the sane tine, we have
some concerns about if we need to be -- so we're
going to be increasing supply at the exchange. W
al so need to be thinking about increasing demand.
And that's all about bona fide hedging. W've got
a lot of legitimate risk reducing activity that we
use the exchange for right now It's not
currently being treated as bona fide hedgi ng here

and, you know, if you | ook down the road if you're
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only increasing the supply and we're keepi ng
demand limted there, a |ot of unintended
consequences could occur. W could get away from
t he exchange bei ng, you know, the market of [ ast
resort and have it becone, you know, basically an
origination market. W don't want that. You
could be driving supply to delivery. W probably
don't want that either.

So we need to make sure that as we're
| ooki ng at deliverable supply, we |look at all the
ot her things that nake a market function correctly
too at the sane tine. So just keep that in m nd.
We'd |like to see these nove together. Dodd-Frank
was four and a half years ago. Anticipatory
nmer chandi si ng was added to the Act four and a half
years ago. We're still waiting. W're still
waiting for that part of the Conm ssion action.
Soit's really inportant to keep these together,
we t hink.

MR M} ANDERSON: |1'd just like to pile
on to that too. You know, the strictest

I nterpretation that could exclude a | ot of

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Agricultural Advisory Committee Meeting Page:

135

1

2

10

11

12

13

14

15

16

17

18

19

20

21

22

commonly used transactions that our industry's
taking every day to hedge risk, and that in effect
allows us better pricing to producers, nany of
which are represented here by a | ot of you.

Further on to Lance's point, if we're
limted by that, we nmay nove nore to cash nmarkets
and nove away from futures markets. Conmmi ssioner
G ancarl o nentioned in his opening coments the
concept of that food security. The forward market
has a ot of ability to send price signals to
producers to grow the crop that returns the nost.
|f you limt participation in the futures market,
you may bl ur sone of those signals to the producer
of what he needs to be growing, which in turn can
| ead to a supply disruption down the road. So we
really encourage you to take a close | ook at that
bona fide hedge and we'll certainly submt nore
witten comments as well.

MR. DIERLAM John, on the bona fide
hedge, | couldn't agree with Lance and M} anynore.
On the bona fide hedge piece I know hundreds of

comment s have been submtted on the bona fide
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hedge piece; many firnms, many trade associ ations
on the inportance of recognizing that many of the
transactions that firns have | ong used shoul d be
consi dered bona fide hedges by the Conmm ssion as
you finalize this position limts rule. There are
terns that are in that we now comonly use that
didn't exist a few years ago.

Lance used the phrase a nerchandi si ng
hedge, or anticipatory nerchandi sing hedge. That
really wasn't used a few years ago until it kind
of cane up in the context of post Dodd-Frank. W
now tal k about irrevocable bids or offers. You
know, those were terns that we didn't necessarily
use before, but we had to begin tal king about them
In the context of Dodd-Frank. Those really are
types of transactions that are used commonly in
the industry to bid to farnmers or to offer
products to custoners that create risk on the part
of commercial enterprises as we conduct our
operations. They're risk. W try to hedge that
risk and we need to be able -- that should be

consi dered a bona fide hedge by the CFTC when you
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finalize this rule. That's real risk that has
real consequences if it can't be managed. And
like MJ said, if you can't nmanage it in the
futures market, it's going to have to be managed
in the cash market. And that's real consequences
to farners, real consequences to custoners,
ultimately, real consequences to consuners.

DR. FORTENBERY: Any ot her questions or
coments for Stephen or Christa?

COW SSI ONER G ANCARLO. St eve, perhaps
you could just remnd those in the roomthe |logic
behi nd the 25 percent deliverable supply. Wy
that figure? Wy not 30 percent? Wy not 20
percent? Wat was the thinking behind that?

MR, SHERRCD: Well, like nbst things in
position limts, these things have been around
since the thirties. And at the tine when limts
were initially adopted, | think they picked if |
remenber the nunbers right, 3 mllion bushels,
which with a 5,000 bushel contract, is 600
contracts. It sounds a lot |ike the spot nonth

limt today in certain agricultural commodities.
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It turns out it's kind of a rule of
thunb that's worked over the decades since the
thirties, but the Conm ssion has long articul ated
in its rulemakings that spot nonth limts and
non-spot nmonth limts, it's not an exact science.
There's a range of what nmay be a reasonabl e
position limt level. And the Comm ssion has
provi ded back in the old days we used to call it
Qui del i ne Nunber One. |It's now the Appendix Cto
Part 38. W provided that guidance to the
exchanges on what woul d be kind of the outer
bounds of making sonething big. So a spot nonth
limt, you know, when you deal, | don't know if
you guys know this better than | probably, but I
think 3 mllion bushels of wheat is probably about
a four-mle long train full of wheat. It's not a
smal | anount.

So we | ook at these anpbunts as gui dance
to the exchanges on where they should be on the
top end. In realistic terns, four traders that
were all specul ators could have 25 percent of the

mar ket of the deliverable supply. They would be
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at that spot nonth limt. And if those four
traders acting i ndependently all demanded
delivery, they would be taking all the estinated
del i verabl e supply and that certainly would be
potentially a problem At that point, you know,
prior to that occurring, both the exchange
surveillance staff and the CFTC surveillance staff
woul d be on the phones behind the scenes wth

t hose traders asking about their intentions,
aski ng about what they intend to do with that
commodity if they do take delivery. Because as
we' ve said before, just because soneone is bel ow a
spot nonth specul ative position limt, does not
make that a defense against a charge of attenpting
to mani pul ate or corner the market. So that's a
little bit of the flavor of how we use these as
gui dance to the exchanges and how in the
Comm ssi on's proposal, we've used these fornul as
to set kind of the upper bounds for the federal
limts, with |eeway for the exchanges to set
tighter |evels.

COW SSI ONER G ANCARLO And do we have
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any current analysis that these levels originally
established in the 1930's are still valid for
contenporary markets?

MR. SHERRCD:. No, | think that's a good
question. | think the proof of what's a good
| evel is |looking at the current exchanges where
they set their spot nonth [imts. And the current
exchange spot nonth limts outside of the federal
limts, generally are set at |evels nuch | ower
than 25 percent. Sone of themare quite tight.
As Greg nentioned earlier, the process for an
exchange to change a rule is sinply to submt it.
W reviewit. And so if the exchanges were
wanting to i ncrease those levels other than the
nine federal limts, they certainly could do that
at any tine. And the fact that they haven't is
sone evidence that the exchanges believe those
were appropriate |evels.

COW SSI ONER 3 ANCARLO:  Just lastly,
Steve, when we then review those, what nethodol ogy
do we use to review those Iimts?

MR SHERRCD: Simlar to the process we
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used in Table 12 in the reproposal. W wll | ook
at the size of the traders in the marketpl ace.

Hi storically, we've |ooked at the size of the
traders to see whether traders are extraordinarily
| arge relative to other traders. The surveillance
departnent in the D vision of Market Oversight is
in fairly regular contact with the very | argest
traders to have an understanding of what's the

pur pose of their positions, whether they're
hedgi ng fi xed-price sales contracts, fixed-price
purchase contracts, or whether they're sinply
engaged in speculation. |If those |large traders
appear to be kind of clustered together,
historically we've | ooked at that and said, no one
of those | arge specul ative traders | ooks
extraordinarily large relative to the others. So
In Table 12 in the reproposal, we gave a flavor of
t hat because we gave sizes of those specul ative
traders or hedgers, without identifying one or the
other, to get a count of how nany people were over
certain percentages of the proposed |imt |evels.

COW SSI ONER 3 ANCARLO Thank you.
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MR. GALLAGHER: |'ve got anot her
position limt issue that is enbedded in the
enbedded volunetric optionality issue. And I
appreciate the CFTC s com ng out wth a new
proposed rule helping to clarify the seven steps.
Speak up still? Sorry. | appreciate the -- oh,
that is better isn't it? | appreciate the CFTC
com ng out clarifying the seven steps. But | am
concerned that there could be an interpretation
difference at the end of the day where a marketer
may go through the seven steps and absolutely 100
percent feel that that transaction that they have
I s an excluded forward contract. And |[ater on
maybe a CFTC revi ew cones in and says, "you know
what, you're wong for these reasons," and ny fear
Is we lose that argunent. And if we had, we
frequently we've had a | ot of growh in our
forward contracting business with dairy farners

understanding that the risk in the nmarketplace is

so great that they absolutely have to find ways to

forward price their product in order to nmake sure

they' |l make a profit and stay in business.
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W' ve had trenendous growh in use of
our prograns where we're at a point where at | east
once a year it seens like I'"'mcalling the CVE
suggesting they need to rel ook at our position
limt again, our hedge exenption again because |'m
afraid we're going to go over it. And so if we're
in a situation like that and for whatever reason
what we t hought was an excluded forward contract,
was actually an agricultural trade option, and
sonehow that then got added into our position
limt, we would, our nenbers, we'd have to stop
doi ng stuff for our nenbers that woul d
economcally harmthem And so ny request woul d
be that in those cases, that if it does get
changed to an ATO, that it doesn't get added to
our position limt.

DR. FORTENBERY: Any ot her di scussion?
Yes, go ahead.

MR. KOVANDA: There was a question in
t he advance packet about the estimation of supply
commtted to long-termcontracts and how you' ve

relied on confidential business infornmation. |
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wondered if you could give us an exanpl e of that
I dea there and how it inpacts the neasurenent of
del i verabl e supply.

MR. SHERRCD:. So the guidance the
Comm ssi on has provided, the baseline, is if
sonething's subject to a long- termcontract, it's
out of the estinmate unl ess the exchange can
provi de evidence that the people that are on the
| ong side of the cash transaction regularly make
that available to the shorts in the derivative
mar kets or would neke it available at a fair
val ue. Those are the discussions that the
exchange would have in the first instance with the
commercials in the cash market. And so the
comercials woul d be revealing confidenti al
i nformation about the extent to which they're
engaged in long-termcontracting and of that
anpunt, what portion of it would they have | eeway
to remarket, if you will.

The Comm ssion's approach then woul d be
to verify through doing cash market interviews

wth some of the sane people that what the
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exchange has done was a reasonabl e process to
estimate first the long-termcontracti ng anount
and then of that anount, what's readily nade
avail able in the secondary market after sonmeone's
contracted for a long term | know that sounds
sort of circular, but that's just the process.

MR. KOVANDA: So to foll ow up, how do
you neasure then that it is available? That it
woul d be avail able by the owners of those
| ong-term contracts?

MR. SHERRCD:. Right, so that's sinply a
representation that the person on the purchasing
side of the long-termcontract has nade back to
t he exchange or back to the Conm ssion staff that
are verifying the exchange's estinate.

MR. KOVANDA: So you're taking their
word for it?

MR. SHERRCD: Generally, we expect when
peopl e are providing us with information, it's
truthful.

DR FORTENBERY: M.

VR. M} ANDERSON: | want to bounce back
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to the bona fide hedge. | can't overenphasi ze how
I nportant that is to us. So just as the
Comm ssion noves towards a final rule, we'd really
encourage you guys to continue to read the
exanpl es that have been submtted and continue to
engage i ndustry nenbers, all of whomwould |ove to
spend tinme wth you and wal k t hrough those
exanples. Again, we think that's critical to our
I ndustry to hedge risk and al so to provide the
nost conpetitive bids we can to the agricul tural
| ndustry.

CHAl RVAN MASSAD: Thanks, Ed. |
appreci ate that and | know others here feel the
sane way. As |I've said publically, we want to
make sure we get it right. W're very aware of
the i nportance of enabling participants to engage
I n bona fide hedging. And that's why we are
spending a lot of tine digesting the comments and
we'll certainly contact you if there are things in
soneone's coment that we aren't clear about, but
we are giving it a good close | ook, thanks.

M. KOTSCHWAR: |'mgoing to conpletely
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go off the agenda here, but this was not on the
agenda, but | want to remnd folks that this is
still an issue and that's ny favorite issue of
1.35. W appreciate the Conm ssion's efforts and
the continued efforts to try and nake it workabl e,
but the expansion of the 1.35 relief to include

t ext nmessages has been illusory to many nenbers of
the Commodity Markets Council, ny conpany

i ncluded. | don't even know what a text nessage
Is. | just know here if you text nore than one
person at a tine, it turns it into sonething
called multi-nedia nessages. |s that a text
nmessage? My | T people tell ne absolutely not.
Simlarly, what about the propriety nessagi ng
system on Appl e devices? O Blackberry Messenger?
There are all these different kinds of

conmuni cati on, which begs the question, we need to
get to the real issue of 1.35, which is the notion
of what nenbership is on an exchange and whet her
nmenbers of an exchange today are properly in this
pool with the nenbers of yesterday. W're a

menber of an exchange. W don't have a fiduciary
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duty. W're a custoner. That's why we're a
menber of the exchange. And the text nessage
relief I"'mstill nowrequired to keep all sorts of
pretrade conmmuni cations. That's not sonething |
normally do. |It's a gigantic headache and | | ust
want to remind folks that's still an issue.

DR. FORTENBERY: (kay, thank you Stephen
and Christa. Appreciate your tine. Wat we want
to do now is nove toward | ooking forward just a
little bit. | think the idea going forward is
that we would try to neet about every six nonths.
So that would nmake a neeting sonetine early or
maybe even m d-summer for our next neeting tine.
And what would be useful is to get sone ideas
about topics that we should be investigating and
di scussing at our next neeting. And maybe at the
sanme tinme, either panel nenbers or presenters that
you would like to see giving you sone gui dance or
sone i nput or sone insight that would help | ead
your discussion going forward. So let ne just
throw it open and see if we have suggestions for

t he kinds of things we should pursue for our next
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meeting. Yes, go ahead.

MR. STRONG So there wasn't a
presentation here on what is a bona fide hedge or
points that are currently being debated by the
Comm ssioners. So | would suggest the bona fide
hedge questi on needs further venting within this
realmof this group with a presentation and a bit
nore time to dress out the issues.

DR. FORTENBERY: O her nenbers agree
wth that as a topic? Yes, M does, okay, good.
Are you thinking about a presentation from CFTC
staff? Are you thinking about potential hedgers?
Who woul d be nost useful ?

MR. STRONG So | know sonme of the
witten comments that NAEGA and NGFA presented and
| guess maybe |'m not exactly clear where those
are in the Comm ssion's mnds. And are naybe sone
of the concerns that, were unknown the decision on
really, the Conm ssion has put to rest that they
w || be considered a bona fide hedge or maybe
they're still up for debate. So, yeah, | would I

guess | am asking for sone kind of a staff
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presentation of, you know, your four hot buttons
that are still up for debate or kind of unknown or
need a little nore informati on on or wal k ne

t hrough these exanples one or two nore tines.

And if the forumfor that is a smaller
group and a snmaller trip here, that's fine. And
if the correct forumis this group, that's fine
too. But it seened, | nean, if | heard around
here we had a lengthy talk on position limts,
And it seened |ike there were a nunber of people
around the roomwho wanted to go to bona fide
hedging. So it seens to ne there's a need there
at |l east from sone people around this table.

DR. FORTENBERY: O her suggestions? |Is
that an entire neeting? Yes, go ahead, Scott.

MR. STRONG That plus Lance's 1. 35.

MR. CORDES: One of the other thoughts
|'ve had is with all the new regulation, there's a
| ot nore market data being collected. It'd
probably be hel pful maybe for this group to
under st and what the Comm ssion's doing with it,

how it's being used to understand, okay,
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1 everything's being put in. |Is this just busy

3 stuff?

6 taking up again?

10 so, yes.

12 Go ahead, M. WMassad.

14 isn't your last opportunity. I|I'msure we'll

19  be tal king about.

21 of mnutes left still and so | didn't know if

2 work? You know, what's taking place with this

4 DR. FORTENBERY: Lance, do you think the

5 1.35 six nonths fromnow is a point we should be

7 MR. KOTSCHWAR: God, | hope not.
8 DR. FORTENBERY: Ckay.
9 MR. KOTSCHWAR: Sadly, alas, probably

11 DR. FORTENBERY: Any ot her suggestions?

13 CHAl RVAN MASSAD: Let ne just say this
be in
15 touch wth people as we get into next year in the
16 spring and start |ooking at potential dates for

17 the neeting. W'IlIl certainly be reaching out to

18 you and getting your input then on what we shoul d

20 DR. FORTENBERY: Yeah, we have a couple

22 there were specific bona fide hedgi ng questions
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anybody would still like to ask today. W'l
certainly put that down as a topic for the |ater
neeting. There were several asked. | didn't know
I f that was --

MR. STRONG Well, should we get
specific?

MR. MJ] ANDERSON: My comment was goi ng
to be we could probably spend four hours this
af ternoon going through them so | don't know if
it's the best use of five m nutes here.

CHAI RVAN MASSAD:  Ckay.

DR. FORTENBERY: Ckay.

CHAI RMVAN MASSAD:  Yeah, | nean, | guess
| would say | don't think anybody should feel a
need to repeat what you' ve already given to us in
witing. W're certainly aware that there have
been a ot of coments on this. As | said, we're
certainly trying to digest and think about those.
| f someone feels |like there's a point that mybe
hasn't been raised, we certainly welcone that.
Steve, | don't know if you want to rai se any

questions for anyone or have anything to add.
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MR. SHERRCD: You know, | wasn't able to
attend the staff roundtable this sumer, but the
nost relevant person did attend. Wat | did hear
was a willingness of the CME G oup, exchanges --
from Tom LaSal a, and |ikew se from | CE Futures
US -- to entertain a process that we descri bed
In staff questions to the exchanges and that would
be that the Comm ssion could, as one of the
al ternatives, delegate to the exchanges
effectively the ability to process a request for a
non- enuner at ed bona fide hedge. The exchanges
woul d then process that, decide whether to grant
It, and then provide to the Comm ssion a sumary
of those non-enunerated bona fide hedges granted
at the exchange level. So | refer you back to the
transcript and the webcast that's on our website
for that discussion. | think Tom LaSal a was
pretty clear in discussing that. And that would
be one way forward to address nunerous
non- enuner at ed exenptions that could be granted by
t he exchanges subject to Conm ssion review. Any

t hought s?
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MR. DI ERLAM Yeah, Steve, |I'mglad you
raised that. | won't try to go through the Ii st
because | would m ss sone, but | do know having
reviewed many of the comments that nunerous
organi zations in their comment |etters spoke about
nodi fying fromthe Conm ssion's proposed rule into
al l ow ng sone sort of a process to allow
enuner at ed hedges along the lines of -- an
exchange process to all ow enunerated hedges. |
t hi nk goi ng through the Comm ssion going through a
public notice and comment, you know, candidly, I
think that's too burdensone, too onerous. But |
think allowing in a final rule whenever that's
done, a Conmi ssion process to all ow enunerat ed
hedges | think would be a stream i ned process that
that could be a step in the right direction.

| think we are sorry that you weren't
here back in June for the roundtable. | think if
you t hi nk about things that maybe haven't been
said, | think it's easy to |ook at many of the
exanpl es that have been submtted by conpani es, by

firnms, by trade associations, and they're often
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provided to you in a one-off instance. They say
here's an irrevocable bid or offer. Here's a
mer chandi si ng hedge. Here's an exanple of a
specific hedge. And it ought to be considered
bona fide. And I think that, as a stand al one
exanple, to us it's correct. |t ought to be
consi dered bona fide.

But | think what's often maybe not
i ncl uded or tal ked about is, its business, is not
they're not one-off instances. Business is done
I n a continuum neani ng, you buy sonething, in our
case a farnmer, and it goes all the way through an
ultimate custonmer. So all of those exanpl es that
are used are part of one continuous flow of
busi ness. You m ght use an irrevocable bid or
offer to acquire sonething froma farner, an
Irrevocable offer to sell sonething to a custoner,
a nmerchandi si ng hedge to nanage it, to nmanage your
I nventory, a processing hedge to manage it, and
you m ght have a firmbasis contract or a firm
contract in there that would neet, kind of, your

|l etter test that you're |ooking at today, but
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during that entire process, there's all matter of
t hi ngs that are happeni ng around the worl d.
Russi a i nvades Ukraine. Argentina freezes you
out. There's weather here, there's weather there.
Al'l of these risks that affect all of that. So |
think that's a large portion of the reason why so
many of these types of exanples we use are being
| ooked at by commercial entities as ought to be
consi dered bona fide. Because while trying to
engage in the business we're engaged in on a
regular basis, we're trying to manage the risks in
the external world. And while we |ook at them as
bona fide, we believe that you should too.

DR. FORTENBERY: Steve.

MR. STRONG Were you tal king about Tom
LaSal a's description in that hypothetical exanple
he was given of a new conpany that bought a bunch
of futures anticipating they were going to do
business or not? O was there a different exanple
| should be |Iooking for in that roundtable?

MR. SHERRCD: The staff had asked the

guestion and Tom was responding to the question
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and one of the keys was he was concerned as was
the | CE representative about whether they would be
hel d accountable for a core principle violation if
they granted a bona fide hedge and then the
Comm ssion staff cane back and said you shoul dn't
have granted that. You should not have granted
that. So that's a little bit of the context.
We'|ll get the point, the tinme in the videotape and
we can have that sent out to the Coonmittee so that
you can conveniently find that, okay?

MR KOTSCHWAR: |'d just like to
foll owup on what Bryan said. You know, there are
a lot nore risks that we think about than just
price risk. And in addition to price risk, price
risk is always not just fixed-price risk either.
Vol atility is a risk. And there are ways today
that we use the futures markets to nmanage risk, to
reduce ri sk.

So, we just, it's evolution and we need
to be thinking about how we're using these markets
today. And, you know, let's | ook at what Congress

did. You know, Congress has added the words
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anticipatory nerchandising to the Act, which we're
still waiting for the rules on. But that's an
extrene broadening of where we were before that.

So, you know, that's...| just can't
over enphasi ze, we need to be thinking broadly
about what bona fide hedging is because we manage
a lot of different kinds of risk beyond price
risk. And it's not always fixed-price risk
ei t her.

DR, FORTENBERY: Ckay, as we nove
forward if you have other ideas or suggestions
about what we m ght want to cover in the next
neeting, feel free to email Cory, Christa, or
nyself and let us know. In the neantine, | really
want to thank Cory and Christa for all of their
significant efforts in hel ping put this together
and keeping us with an agenda and novi ng forward.
And now what I'd like to do is turn to Chairnman
Massad and the rest of the Comm ssioners for sone
cl osi ng remarKks.

CHAl RVAN MASSAD:  Well, | just want to

say first of all, thank you to all of you for
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com ng and participating. This is extrenely
val uable for us and | really appreciate your tine.
| ook forward to the next neeting. | want to
t hank Randy for chairing, for doing a great job as
chair and for his guidance and advice as we put
together this neeting and as we turn to the next
one. | want to thank the various nenbers of our
staff who hel ped put the neeting together and al so
made the presentations, Geg, Tom Christa, Steve.

| really appreciate all the staff
effort. And let ne also thank ny fell ow
Comm ssioners. |It's great that we had everybody
here. Most of us were able to be here for the
entire session, which is, | think, indicative of
the fact that the entire Conm ssion cares very
much about the agricultural issues and the
agricultural sector. And we intend to nake it a
priority in terns of the things that we're
t hi nki ng about and doing. Thank you.

DR. FORTENBERY: Conm ssi oner Bowen,
any?

COW SSI ONER BOVEN: | just want to say
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thank you as well. And ny door is open. You need
not wait until your next conmmttee neeting. Feel
free to engage ne at any tine,.

DR. FORTENBERY: Ckay, any | ast
coments? |If not, thank you very nuch for
participating. | appreciate everybody's
participation. Please travel safely. And again,
t hank you very nuch to the CFTC staff for naking
this possible. | adjourn the neeting now.

(Wher eupon, at 2:32 p.m, the
PROCEEDI NGS wer e adj our ned.)

* * * * *
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CERTI FI CATE OF NOTARY PUBLI C
DI STRI CT OF COLUMBI A
|, Carleton J. Anderson, I1Il, notary
public in and for the District of Colunbia, do
hereby certify that the forgoi ng PROCEEDI NG was
duly recorded and thereafter reduced to print
under ny direction; that the witnesses were sworn
to tell the truth under penalty of perjury; that
said transcript is a true record of the testinony
gi ven by wi tnesses; that | am neither counsel for,
related to, nor enployed by any of the parties to
the action in which this proceedi ng was call ed;
and, furthernore, that | amnot a relative or
enpl oyee of any attorney or counsel enployed by
the parties hereto, nor financially or otherw se
interested in the outconme of this action.
(Signature and Seal on File)
Notary Public, in and for the
District of Colunbia My Conm ssion

Expi res: March 31, 2017
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