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Good morning, my name is Layne G. Carlson and I am an officer of the Minneapolis Grain Exchange (MGEX).  It is a great pleasure to be here before the Subcommittee on General Farm Commodities and Risk Management, and speak on matters important to us and participants who trade on our market.

The Minneapolis Grain Exchange is both a Designated Contract Market (DCM) for trading futures and a Derivatives Clearing Organization (DCO) which means we clear all trades executed on our market and assume the counterparty risk.  As a DCM and DCO, the MGEX is subject to Commodity Futures Trading Commission (CFTC) oversight of our trading markets and clearing operations.   
The Minneapolis Grain Exchange was first established in 1881, and is the only futures and options market for Hard Red Spring Wheat, and five financially settled Index contracts based on interior cash prices of wheat, corn and soybeans.  Clearly, our focus is on agriculture based contracts.  What happens to the price of those basic cash commodities and the price of futures contracts is of significant importance to us.  Being located in the Midwest these past 126 years, we are part of the bread basket of America.  However, participants from around the world now trade our contracts and that trend is expected to continue to grow.  Trade volume and open interest records are routine events at the MGEX, particularly last year and early this year.  What happens on our markets has regional, national and now global importance.  Conversely, what happens regionally, nationally and globally can have material effect upon our markets.  A drought in Australia, for example, will impact the price of our Spring Wheat futures contract.
The general objects and purposes of the MGEX are spelled out in our Articles of Incorporation: To facilitate the buying and selling of all products, to inculcate principles of justice and equity in trade, to facilitate speedy adjustments of business disputes, to acquire and disseminate valuable commercial information, and, generally, to secure the benefits of cooperation in the furtherance of legitimate business pursuits, and to advance the general prosperity and business interests of the region and the nation.
Those stated purposes indeed hold a lot of weight and responsibility which the MGEX takes seriously.  The MGEX believes it has exercised those burdens exceedingly well over 126 years by providing a demonstrated and valuable service to the public for price discovery and risk mitigation that goes beyond just the agriculture, merchandising, and food product sectors.

The MGEX offers both open outcry (traditional pit trading) and electronic trading.  We believe offering trading electronically has expanded the opportunity for more market participants, which has lead to greater transparency in the price discovery process so important to the industry and public.  Along with additional trade volume, the rise in open interest (futures positions which have not been offset) has provided greater liquidity so that position holders can more easily move into and out of the market with less exposure to price volatility.  Another main tenant of a futures market is risk mitigation or transfer.  This means a market participant can enter into a futures or options trade to offset a price risk elsewhere.  The benefit comes when the other price risk moves within a reasonable and measurable correlation to the futures market.    
Our futures and options contracts are available to all who wish to trade, both speculators and hedgers, and include those parties known as mutual funds, commodity funds, hedge funds, index funds, etc.  From a regulatory perspective, we monitor trade activity for evidence of fraud and manipulation.  We also monitor the identity of position holders and inquire about their intentions when necessary.  The MGEX believes that new market participants, including funds, have improved (or tightened) the spread between bidders and sellers, and provided greater liquidity to the market.  These are benefits to all market participants.  
While institutional investors do participate in our markets, it appears that many fundamental factors have been building for some time in the wheat market and culminated earlier this year with dramatic effect.  The result was a rise in prices both in the cash market and in our main Hard Red Spring Wheat futures contract.  Over the past several years, spring wheat plantings and production have continued to trend downward.  When possible, farmers are turning from wheat to growing more profitable crops, such as corn, which are also more likely to produce a crop because of genetically enhanced traits.  Greater likelihood of a profit is obviously a motivating factor.  While less spring wheat has been grown, demand has remained high, meaning consumption is exceeding production and eating into remaining inventories.  

Additional factors have exacerbated the shrinking supplies of spring wheat such as back to back wheat crop failures in Australia, and weather factors in Canada, the U.S., Europe and Asia resulting in lower wheat production.  World wheat stocks hit 30 year lows while U.S. wheat stocks dropped to 60 year lows.  The world turned to buy wheat where it could; some countries halted wheat sales.  Meanwhile, the value of the U.S. dollar decreased making U.S. wheat an enticing commodity to foreign purchasers.  This past winter, the cash price of spring wheat increased dramatically.  As a result, there were many instances when the spring wheat futures contract on the MGEX was locked the price limit up.  This hindered the price discovery and risk mitigation purposes for the futures contract.  Market participants and traders looked to the options market to establish a synthetic futures position.  Our March futures contract was particularly impacted and the MGEX (along with the CME Group and Kansas City Board of Trade) petitioned the CFTC to increase price limits to reestablish the price discovery function.  

With the rise in energy costs, fuel and fertilizer prices have increased dramatically.  China is buying much of the world’s steel production, so farm equipment prices are rising.  Transportation costs are going up.  Farmland available for production is not materially increasing, so wheat has to compete with other agricultural commodities for acres.  These are all significant factors affecting the MGEX spring wheat futures market.  These are also very much traditional supply and demand fundamentals we are observing over which the MGEX has no control.    
Despite the volatility in futures prices that occurred in the MGEX March Spring Wheat contract, during the month of February in particular, there was almost perfect price convergence between the futures and cash price on the first notice day for delivery.  Hence, the MGEX spring wheat futures contract worked as expected.  However, factors such as transportation costs, stocks of wheat at delivery locations, wheat quality at delivery locations, etc. have the potential to interfere in that price convergence.

Therefore, the MGEX has introduced and offers financially settled index contracts to the marketplace that force convergence between the futures and cash price.  These contracts can be used as a complement to the current delivery contracts or provide an alternative for those who want the benefits of a financial settlement.  Fundamental factors will still play their part and price volatility will still occur; however, the settlement process will be consistent and reliable.  This is certainly something that would be attractive to those providing credit to the futures industry.  These financially settled contracts could also offer relief to those expressing concerns about the influence of funds and other institutional investors as, once again, all parties will be able to rely upon the fact there will be price convergence.  As the settlement day approaches, those holding positions in MGEX Index contracts need not be concerned with who the position holders are or what the open interest is.    
The MGEX is smaller than some contract markets.  What happens or doesn’t happen in those larger markets is not always representative of what is happening in our market.  As such, when laws and rules focus on addressing issues deemed important to larger contract markets or the futures industry, it can have a material and unintended spillover effect to the MGEX.  In other words, a one size fits all approach to regulatory laws and rules may be easier to draft and implement, but it often creates unnecessary costs for the MGEX which is forced to address compliance issues not present in our size market.  This comment is intended only to advise caution in placing additional burdens on the marketplace because of recent price movements in commodity markets.  The rule of unintended consequences may be the unfortunate result.  
The MGEX has been involved in the cash and futures business for over 126 years, offering valuable services to a varied and growing group of market participants.  We believe the MGEX is in the best position to know our markets and the commodities we offer for trade.  If we notice a deficiency in a contract specification, for example, the MGEX will move to change the specification so that the marketplace will want to use and trade the contract.  The MGEX does not have any control over fundamental factors affecting the wheat market.  However, we do want to make our futures contracts available to all participants for the purpose of price discovery and risk mitigation.  To do that effectively and efficiently, the MGEX believes it is necessary to allow the widest possible range of market users to participate.  After all these years, the MGEX still stands by the statements in its Articles: promote the furtherance of legitimate business pursuits, and to advance the general prosperity and business interests of the region and the nation.  
The MGEX again expresses its appreciation to the Subcommittee for this opportunity to express our views on this very important topic.  That concludes my testimony.
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