6


Testimony of Theresa D. Becks
On Behalf of the Managed Funds Association

Before the General Farm Commodities and Risk Management Subcommittee
of the House Committee on Agriculture
United States House of Representatives

September 26, 2007

Chairman Etheridge and Members of this Subcommittee, thank you for inviting me to testify today.  My name is Terri Becks.  I am appearing today in my capacity as a Member of the Managed Funds Association (the “MFA”), for which I recently served on the Board of Directors.  I am involved in MFA through my role as President and CEO of Campbell & Company, Inc. -- one of the oldest and largest futures trading advisors in the world.

About MFA

MFA is the primary trade association representing professionals who specialize in the management of alternative investments, including hedge funds, funds of funds and managed futures funds.  MFA has over 1,400 members, including the vast majority of the largest hedge fund groups in the world who manage a substantial portion of the over $1.67 trillion invested in absolute return strategies.  Many MFA members are registered with the Commodity Futures Trading Commission (the “CFTC”) as commodity trading advisors (“CTAs”) and commodity pool operators (“CPOs”).

MFA has been a vocal advocate for sound and sensible public policy in this important sector of the financial world--a sector that provides many benefits to the global marketplace.  Funds sponsored by MFA members offer investors the ability to diversify their portfolios in a meaningful way by providing investment products that perform in a manner that is not generally correlated to the performance of traditional stock and bond investments.  Increased interest in and use of alternative investments is a direct result of the growing demand from institutional and other sophisticated investors for investment vehicles that deliver true diversification.  These investments also help them meet their future funding obligations and other investment objectives.  MFA members’ funds perform a number of important roles in the global marketplace, including contributing to a decrease in overall market volatility, acting as “shock absorbers” and liquidity providers by standing ready to take positions in volatile markets when other investors remain on the sidelines.  Fund trading activity also provides markets with price information, which translates into pricing efficiencies, and assists in identifying pricing inefficiencies or trouble spots in markets.  Moreover, these funds utilize state-of-the-art trading and risk management techniques that foster financial innovation and risk sophistication among market participants.

As major customers of futures exchanges and futures commission merchants (“FCMs”) as well as purchasers of other futures industry services, many of MFA’s members directly benefit from the provisions of the Commodity Exchange Act (the “CEA” or the “Act”) and in particular, the reforms brought about by the Commodity Futures Modernization Act of 2000 (the “CFMA”).  The CFTC’s oversight of the U.S. futures markets has an important impact on CPOs, CTAs and their clients.  Furthermore, many aspects of MFA members’ business operations (such as sales, promotional, registration and operational activities) are also subject to regulation by the National Futures Association (the “NFA”) -- the industry’s self-regulatory organization.  The CFTC and the NFA oversee the business activities of CPOs and CTAs through registration, disclosure, anti-fraud, recordkeeping and reporting requirements, and periodic audits.  Each of the futures exchanges also monitors trading activities of MFA members in their respective markets.

Many of MFA’s members are subject to regulation under other federal statutes in addition to the CEA.  The public offer and sale of interests in commodity funds are subject to the Securities Act of 1933 (the “1933 Act”), which requires registration of these interests and mandates certain disclosure obligations.  Commodity funds are also subject to the Securities Exchange Act of 1934, which requires the filing of certain publicly-available reports as well as to the individual securities laws of each of the 50 states.  Many of MFA’s members are also subject to the anti-money laundering requirements of the USA PATRIOT Act of 2001.    Unlike investment companies, many MFA members are also subject to all of the records maintenance requirements of the Sarbanes-Oxley Act of 2002 (“SOX”).

MFA has a strong interest in the issues you are discussing today.  MFA members trade on exchange and off exchange.  We are neutral in any competitive battles that pit traditional exchanges against new trading platforms, or multi-lateral systems against bi-lateral dealer operations.  Our members simply want access to efficient, transparent, fair and financially secure markets.  In that sense, the interests of MFA members have been well served by the excellent work the CFTC and its staff have performed for many years.

MFA members’ interests have also been well served by the CFMA, landmark legislation that was authored in this Subcommittee.  In that statute, Congress adopted a cascading regulatory approach with different levels of oversight assigned to trading in different categories of commodities, market participants and order execution facilities.  The CFTC has been masterful in applying these new statutory provisions to allow new market forces to compete with traditional exchanges in a host of areas, especially in energy.  MFA members have benefited from these CFMA-inspired innovations.  Since the CFMA was passed, MFA has worked together with the CFTC on a number of important rulemaking projects.  We believe the CFTC’s efforts at reducing unnecessarily burdensome regulations, also a direct result of the CFMA, will continue to encourage greater use of futures products in the financial marketplace.  Accordingly, we are delighted to be here today to discuss the importance of the CFTC to our industry and the statutory framework under which it operates.  MFA strongly supports reauthorizing the CFTC.

Importance of the CFTC and the CFMA

In order to continue effectively fulfilling the CFTC’s unique role and important responsibilities, the CFTC must have sufficient funding to support a full, competent staff.  Accordingly, MFA supports the CFTC’s requests for additional resources.

MFA does not see a need for major changes to the CFMA.  No case has been made to turn back the clock by re-regulating new trading platforms, known as Exempt Commercial Markets (“ECMs”), that have served an incubator function for derivatives trading innovation.  MFA understands that the CFTC’s web-site has listed 19 ECMs that have been created since the CFMA was passed.  Those markets operate as principals only, electronic trading venues for sophisticated well-capitalized market participants.  MFA believes it is both appropriate and important to cultivate those innovative enterprises.

Exclusive Jurisdiction and the Avoidance of Duplicative Regulation

When the CFTC was created in 1974, Congress entrusted it with exclusive jurisdiction over futures markets to ensure that no other agency -- whether it be the SEC, USDA or the Bureau of Mines -- would look over its shoulder and second-guess its regulatory judgments.  Congress wanted an agency expert in futures markets to determine whether a threat of manipulation existed or some other major market disturbance caused futures market prices not to reflect accurately the forces of supply and demand.  In short, Congress wanted the CFTC to be able to take appropriate action if it sniffed the possibility of manipulation in the air.

Congress vested extraordinary emergency powers in the CFTC to address any such threat, powers the CFTC once called the linchpin of the Act.  The CFTC has correctly used those powers very sparingly, but their existence serves a very important purpose.  Exchanges and market participants alike know that the CFTC alone is ready to act when in its informed, expert judgment, action is warranted.  That power can not work if it is shared with other regulatory bodies, either at the federal level or the state level; nor can more than one agency police price manipulation in futures markets themselves.  

Otherwise exchanges, intermediaries, advisors, funds and other market participants will find themselves facing at worst conflicting, and at best, duplicative, government regulation, the very ills Congress sought to cure with exclusive jurisdiction.  Multiple regulators sharing concurrent jurisdiction will not strengthen regulation.  They will just water down regulation at a considerable cost to market participants.  

MFA encourages the CFTC to assert vigorously its exclusive jurisdiction as Congress intended and the courts have interpreted.

Public Offerings of Commodity Pools

One of the best examples of how multiple sources of regulation squelch innovation is the public commodity pool business.  

Public commodity pools are the best vehicle through which retail investors can access the futures markets because these funds are offered through a full risk disclosure regime and provide an affordable futures-based product with a limited liability structure. Public commodity funds are one of the only alternative investment products available to public investors to diversify a traditional stock and bond portfolio.  Public commodity pools are managed professionally and typically offer liquidity monthly-- much more frequently than many other forms of alternative investments.  

The CFTC, of course, exercises regulatory jurisdiction over commodity pools.  But its jurisdiction is far from exclusive. Commodity pools are also regulated by the SEC, NFA, the Financial Industry Regulatory Authority
 (the “FINRA”) as well as state blue sky regulators.

MFA believes that multiple sources of regulation have contributed directly to severe contraction of the public commodity pool offering market.  Why?  Regulation and over-regulation bear at least some of the responsibility.  For example, unlike investment companies, commodity pools are subject to the same records maintenance and SOX reporting requirements as Fortune 500 companies.  It is worth noting that public commodity pools have been subject to substantively similar oaths, recordkeeping and reporting requirements for more than two decades prior to the enactment of SOX.  Unlike these requirements which were tailored specifically for public commodity pools, SOX applies broadly to operating companies.  The unnecessarily complicated and duplicative requirements of SOX impose real costs to those that may want to offer new public commodity pools as variations exist between the SOX requirements and those requirements tailored for public commodity pools.  MFA supports and encourages the treatment of publicly offered commodity pools like investment companies for purposes of SOX, providing exemptive relief that would promote competition.  

Moreover, public commodity pools are subject to both registration with and regulation by each of the 50 states which are often referred to as Blue Sky laws.  Blue Sky registration and regulation impose a great cost that is often not warranted by a cost-benefit analysis.  Blue Sky laws from one state sometimes contradict those from another state.  Certain Blue Sky laws even conflict with federal regulation.  Blue Sky compliance therefore is an extra cost imposed on commodity pool offerings.

FINRA RULE 2810 (also commonly referred to as “Direct Participation Programs” or “DPP Rule”) is another example.  It requires that, prior to the public offering of commodity pool securities, information must be filed with FINRA's Corporate Financing Department, who must then provide a "no objections" opinion.  Before issuing this opinion, FINRA takes into account the proposed terms and arrangements of the DPP offering, including the level of underwriting compensation which may not exceed 10 percent of the gross proceeds of the offering.  

Prior to October 12, 2004, FINRA staff excluded the payment of trail commissions for commodity pool direct participation programs from the underwriting compensation limits of the DPP Rule if: (a) the member was registered as a FCM with the CFTC; (b) the associated person receiving the trail commissions passed one of two exams (the National Commodity Futures Examination (“Series 3”) or Futures Managed Funds Examination (“Series 31”)); and (c) the associated person receiving the trail commissions provided ongoing investor relations services to its investors.  Trail commissions for public commodity pools were not included within the underwriting compensation because this money was seen as a service fee the investor paid to a qualified associated person in exchange for ongoing advice.  This policy of excluding public commodity pools from the DPP Rule was based on the continuing and regular service the associated person would provide to keep the investor informed about the status of the investment due to the esoteric and complex nature of commodity pools and markets.  In addition to encouraging associated persons to obtain Series 3 or Series 31 certification, this treatment provided an incentive for associated persons to recommend public commodity pools to investors where appropriate as the trail commissions compensated him or her for the additional servicing required due in part to the nature of regular and frequent redemption opportunities.

The trail commission is the portion of futures brokerage fee or commission charged by the FCM to the pool which is allocated to the associated person.  FINRA lacks jurisdiction over the level of futures brokerage commissions and cannot regulate either the brokerage fee as a whole or its internal allocation within the brokerage firm.  In any event, from the perspective of many public investors, trail commissions would not increase their cost.  If trail commissions are unavailable, the FCM will simply charge the same brokerage commission to the pool, without allocating any portion of it to the associated person who sold the investment.
In July 2004, FINRA acted on its belief that notwithstanding the limitation of including trail commissions as underwriting compensation, firms and registered representatives would continue to offer and recommend commodity pool DPPs.    FINRA believed revocation of the trail commission exemption would benefit investors in commodity pool DPPs by limiting compensation to the same amounts that already applied to all other DPP investments.  Thus, effective October 12, 2004, FINRA began including trail commissions in calculating whether the level of underwriting compensation exceeds the 10% limitation in the DPP Rule.
Since FINRA began including trail commissions for commodity pools as underwriting compensation, fewer new public commodity pools have been offered.  It seems clear that--contrary to FINRA’s belief-- firms and registered representatives have drastically reduced offering public commodity pools and have fewer public commodity pools to recommend where such products meet investors' financial status and investment objectives.  As a practical matter, FINRA’s actions have forced new commodity pools that would have been public offerings to become private offerings or not be offered at all.  Because commodity pools are not available to many public investors when offered privately, many public investors are denied access to an attractive diversification investment alternative.  In contrast to more sophisticated investors, the best diversification alternative available to these public investors is to invest directly in the futures market -- a far riskier undertaking than public commodity pools.  Ironically, public customers also pay full brokerage commissions to FCMs for such direct participation in a futures trading account, not the lower rates often charged commodity funds.
MFA makes these observations both as a reminder of the perils of over-regulation through multiple regulation and to request the Subcommittee’s consideration of appropriate measures that could be taken to revive the public commodity pool business. 

Again, thank you for this opportunity to appear today.  I would be happy to answer any questions you may have.

� The Financial Industry Regulatory Authority is a self-regulatory organization created in July 2007 through the consolidation of the National Association of Securities Dealers and the member regulation, enforcement and arbitration functions of the New York Stock Exchange.
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