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Mr. Chairman, I am Thomas Farley, President and COO of ICE Futures U.S., and I appreciate the opportunity to testify before the Subcommittee today on recent trends in the futures markets. ICE Futures U.S., formerly known as the New York Board of Trade, is a wholly-owned subsidiary of IntercontinentalExchange (“ICE”), an Atlanta-based public company that operates regulated futures exchanges and clearinghouses in the United States, the United Kingdom, and Canada, as well as an over-the-counter marketplace. 
ICE Futures U.S., which is regulated by the Commodity Futures Trading Commission (the “Commission” or “CFTC”) is the leading futures exchange for sugar, coffee, cocoa, cotton, and orange juice, and also lists currency and equity index futures contracts. Many of the products traded on our Exchange, and other exchanges, have experienced dramatic price movements over the past several months – both large directional moves and increased volatility.  As an exchange, we serve as a neutral venue for price discovery for critically-important commodities that enables market participants to manage risk and respond to price signals. During periods of high prices and volatility, it may be a natural reaction to focus on exchanges. It is important to bear in mind that while we are the messengers of price information, these prices are the result of market-based activity. As such, we encourage a broader, objective review of today’s unusual environment.
Recent dramatic movements are not isolated to our markets, but have been seen across agricultural, metals, equity, energy and financial markets. Comparing the historic volatility for a dozen equity, interest rate, energy and agricultural markets, traded on our exchange and others, we found that volatility in all of these markets for the month of March 2008 was 1.4 to 3.1 times higher than volatility for the month of March 2007.  Further, we did not find the increase in agricultural markets to be any more pronounced than the increase in these other markets. Nearly all global markets, whether traded on- or off-exchange, are experiencing increased volatility. Therefore, prescriptive measures intended to reduce volatility in a given market or across multiple markets will likely be negated by the existence of broader market turbulence and have unintended negative consequences.

Worldwide commodity prices are moving in ways that defy conventional models constructed to predict price movements. With respect to agricultural commodities, it may be straightforward to identify contributing factors, but it is impossible to ascertain the precise impact of each individual factor on prices. China, India and other emerging economies are increasing consumption of energy, food and fiber products at an unprecedented rate, taking global demand to new levels.  Drought and low yields in the key growing areas, as well as hoarding, tariffs and export controls, have contributed to supply shortages.  The dollar is at all-time lows compared to many foreign currencies, making it less expensive for global citizens to consume these goods. Corn-based ethanol incentives and sugar-based ethanol tariffs in the United States mean that over one-third of our corn crop will likely be consumed in the production of corn-based ethanol. These demands have triggered a domino effect where the competition for acreage among other domestic agricultural products, including cotton, corn, soybeans and wheat, has contributed to record price levels of all of these products. 
One factor that some have suggested may be affecting volatility on futures exchanges is the role of “long-only” commodity index funds. The complete analysis of the potential impact of such funds is still in-process, but our preliminary findings indicate that commodity-index funds have had a positive impact on our agricultural markets, as they enable producers, their cooperatives, and merchants to manage risk on a greater portion of their production.  

As a general rule, in the cotton market the producers and merchants are sellers that use futures to protect or “hedge” against decreases in prices.  In order to hedge this price risk there must be a sufficient number of active traders on the opposite side of the market who want to buy, or “go long”, the futures contract.  Long-only index funds, whether you label them investors or speculators, fulfill an important role, as they are buyers that take the other side of the producers’ and merchants’ futures transactions.  Furthermore, enabling long-only funds to transact in an organized public market maintains the price transparency needed to attract additional capital into these underlying commodity markets. While the involvement of long-only funds in the cotton market has been under particular scrutiny in recent weeks, it is interesting to note that the proportion of cotton futures and options long open interest (a common measure of market participation) attributable to long-only funds has actually decreased over the past two years, despite the heightened volatility and price spikes the cotton markets have experienced: it was 36.9% in March 2006, 33.7% in March 2007 and 22.5% in March 2008.  

I would like to briefly address the role of exchanges and clearinghouses as well as the importance of futures-style margining in managing systemic risks. This model of risk management – or clearing – has been a shining star in the financial markets for close to 150 years, managing turbulent periods - similar to what we have experienced in recent months - many times over. 

I will discuss our cotton markets as an example of how we run our Exchange and interact with market participants. One of our Exchange’s predecessors, the New York Cotton Exchange, was founded 138 years ago, in 1870.  Today, the Exchange continues to ensure that the cotton futures and options contracts remain viable hedging mechanisms by consulting with the cotton trade on the terms and conditions of the contracts.  Moreover, we strive to ensure that that our markets evolve while remaining in compliance with the Commodity Exchange Act and CFTC regulations, establishing rules that assure fair and transparent price discovery. At ICE Futures U.S., our cotton committee provides guidance so that our markets meet the needs of commercial users. The committee is made up of 20 cotton market participants, many of whom are leaders of the industry.

Clearinghouses play a pivotal role in the risk management offerings of an exchange. Our clearinghouse, ICE Clear U.S., is a wholly-owned subsidiary of the Exchange and its purpose is to act as a financial counterparty to every trade while preserving the financial integrity of our marketplace. The clearinghouse deals exclusively with the firms that are its members, and all transactions executed on the Exchange are cleared through such a clearing member. ICE Clear U.S. has its own governing board and rules subject to the regulation of the CFTC. Each day, the clearinghouse marks the cotton positions carried by each clearing member to the market based upon the closing or “settlement price” of the cotton futures contract. The clearinghouse collects cash from the clearing firms who had a net loss on the prior day and pays that cash to the clearing firms who generated a net profit on the prior day. These amounts are referred to as “variation margin”.  To guarantee its obligation to make variation margin payments when due, each clearing member makes a security deposit called “initial margin”. The rules governing initial margin and variation margin are designed to ensure that the clearinghouse has sufficient funds to cover its obligations to the clearing members that are the counterparty to each cleared trade, even in highly volatile markets.  

Margin is not intended, by law or in practice, to control price volatility or the amount of trading in a particular market; rather, it is the key element that protects the financial integrity of the markets.  Attempting to employ margin levels and requirements for purposes other than risk management would be unprecedented and undermine a model that has successfully provided a critical credit function in this country for 150 years. 
Attempts at price control -- whether by increasing margins arbitrarily rather than based on market fundamentals; by restricting participation in the markets; or by other strategies to limit market activity -- have always failed.  In recent months, India banned futures trading in a number of agricultural products that were experiencing rising prices and volatility, despite the lack of evidence of price manipulation.  Rather than lowering prices, that restrictive move simply added price uncertainty and opacity since it eliminated an organized market in which prices could be widely discovered and disseminated.  In a similar move, many other countries in addition to India recently placed export controls on agricultural commodities, which only confounded the supply problem in already stressed global markets.  

Worldwide concern about prices and short supplies is indeed justified.  In this climate it is important to avoid actions that could ultimately make the marketplace less transparent and more volatile.  ICE Futures U.S., and no doubt other exchanges, is working overtime to monitor events, to liaise with the CFTC, to observe markets and participants, and to review current practices to analyze where modifications may be appropriate. As an exchange, it is in our best interest to engender confidence in our marketplace. Importantly, the CFTC, exchanges and the broader trading community must continue to work together to monitor and to respond appropriately to these evolving, dynamic and global markets.  

Mr. Chairman, thank you again for inviting me to testify on behalf of the Exchange.  I would be pleased to answer any questions you or other Members of the Subcommittee may have.

Thomas Farley - President & COO

ICE Futures US

One North End Avenue | New York, NY 10282-1101

Mr. Farley joined ICE Futures U.S. in February 2007 as President and Chief Operating Officer. He is also a member of the Board of Directors of ICE Futures U.S. 

Prior to joining ICE Futures U.S., from July 2006 to January 2007, Mr. Farley was President of SunGard Kiodex, a risk management technology provider to the commodity derivatives markets. From October 2000 to July 2006, Mr. Farley served as Kiodex's Chief Financial Officer and he also served as Kiodex's Chief Operating Officer from January 2003 to July 2006. Prior to Kiodex, Mr. Farley held positions in investment banking at Montgomery Securities (now Bank of America Securities) and private equity at Gryphon Investors. Mr. Farley is a Chartered Financial Analyst (CFA) and holds a Bachelor of Arts in Political Science from Georgetown University.
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