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          1       Deposition of KEVIN J. GATES, called for further
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          1                     P R O C E E D I N G S

          2              MR. TABACKMAN:  We are on the record in the

          3   matter of PJM Up-to Congestion Transactions.  The deponent

          4   is Mr. Gates, Kevin Gates.

          5              Mr. Gates, good morning.

          6              MR. GATES:  Good morning again.

          7              MR. TABACKMAN:  To introduce myself on the

          8   record, I am Steven Tabackman.  I am an attorney in the

          9   Office of Enforcement in the Division of Investigations in

         10   the Federal Energy Regulatory Commission, and for purposes

         11   of this proceeding, I am an officer of the Commission.

         12   Next to me on my right is Thomas Olson, who also is an

         13   attorney with the Office of Enforcement in the Division of

         14   Investigations.

         15              You have been sworn today, placed under oath?

         16              MR. GATES:  I don't know.

         17              MR. TABACKMAN:  Have you administered an oath?

         18   I think it would be a good idea given the length of time

         19   that's passed.

         20   Whereupon,

         21                         KEVIN J. GATES

         22   was called as a witness and, having first been duly sworn,

         23   was examined and testified as follows:

         24                    EXAMINATION (Continued)

         25              BY MR. TABACKMAN:
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          1        Q     Mr. Gates, you're accompanied by counsel today?

          2        A     Yes.

          3        Q     Would you please identify your counsel, or

          4   have -- Mr. Hagan can identify himself.

          5              MR. HAGAN:  I'm Daniel Hagan with the law firm

          6   of White & Case.

          7              MR. TABACKMAN:  And can I ask, Mr. Hagan, do you

          8   represent Mr. Gates in his personal capacity, in his

          9   capacity as an officer of one or more corporations?

         10              MR. HAGAN:  Yes.

         11              MR. TABACKMAN:  Do you represent any other

         12   entities other than Mr. Gates in these proceedings?

         13              MR. HAGAN:  Yes.  I represent Mr. Gates

         14   individually.  I also represent Lawrence Eiben, as well as

         15   TFS Capital, LLC, LSE Capital Management, LLC and the

         16   Powhatan Energy Fund, LLC.

         17              BY MR. TABACKMAN:

         18        Q     Mr. Gates, you're aware that you're entitled to

         19   have independent counsel who has only your interests at

         20   heart or in his mind in representing you.  Are you prepared

         21   to have Mr. Hagan proceed in this matter even though he

         22   represents other entities that have interest -- individuals

         23   who have interest in this matter?

         24        A     Yes.

         25        Q     You understand that this investigation, this
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          1   deposition is pursuant to a formal order of the

          2   Commission -- it was a nonpublic investigation.  The

          3   Commission issued an order that the issue of up-to

          4   congestion transactions in PJM be investigated by the

          5   office of enforcement.  Are you aware of that?

          6        A     Yes.

          7        Q     You were deposed in these proceedings on a prior

          8   occasion; is that correct?

          9        A     Yes.

         10        Q     Have you had an opportunity to review the

         11   transcript of your previous testimony?

         12        A     Yes.

         13        Q     When did you review that?

         14        A     Numerous times over the last week or so,

         15   whenever it was first provided to me.

         16        Q     Have you reviewed any other documents in

         17   preparation for this deposition?

         18        A     Yes.

         19        Q     Could you tell me what those are, please.

         20        A     All of the documents that we had submitted to

         21   FERC for the first and second data request.  I received a

         22   copy of the opinion letter created by Skadden in defense of

         23   its clients.  I have reviewed other materials provided by

         24   Larry Eiben, my colleague at TFS capital.  He works as a

         25   chief compliance officer, and he obtained documents from
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          1   our -- an outside equity attorney.

          2        Q     What did those documents -- what were those

          3   documents about, if you can characterize them?

          4        A     Well, the e-mail -- I received an e-mail from

          5   Larry talking about trading to one's self and the

          6   definition of wash trades as it relates to equity trading.

          7        Q     Who's the author of that document?

          8        A     It was my colleague, Larry Eiben, who works as a

          9   chief compliance officer.

         10        Q     Has that document been produced to the

         11   Commission?

         12        A     No.  It was sent a couple weeks ago.

         13        Q     You said Mr. Eiben is the author of the

         14   document?

         15        A     I think it's probably a generous term to

         16   describe it as a document.  It's a one-page -- it's a

         17   one-paragraph e-mail about yea big -- I guess I shouldn't

         18   use my hands -- probably five to 10 sentences, talking

         19   about his discussions with our outside counsel -- equity

         20   counsel as it relates to the definition of wash trading in

         21   the equity world.

         22        Q     Do you have that document with you today?

         23        A     No.

         24              MR. TABACKMAN:  Can we get a copy of that,

         25   Mr. Hagan.
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          1              MR. HAGAN:  I have not seen the document.  It

          2   could, in fact, be privileged.  I'd have to review it.

          3              MR. TABACKMAN:  I'd ask you to do that as soon

          4   as you possibly can and give us an continue as to whether

          5   you'll assert privilege with respect to it.  Otherwise we'd

          6   like to see it.

          7              MR. HAGAN:  Sure.

          8              BY MR. TABACKMAN:

          9        Q     Why did Mr. Eiben write this e-mail?  Did you

         10   request that he get an opinion from someone about wash

         11   trading?

         12        A     Again, as it was when I was deposed last time,

         13   I'm still perplexed and confused as to what the issues are

         14   in this case, and it was largely founded on my experience

         15   in the equity world, so I'm trying to make sure I better

         16   understand or fully understand the issues that may be at

         17   hand here.

         18        Q     What is your understanding of a wash trade in

         19   the equity world?

         20              MR. HAGAN:  Can I direct with respect to -- I

         21   don't know what the conversations you had with your

         22   securities counsel to the extent that the conversations

         23   were legal advice provided by counsel and reflect those

         24   communications, I direct that you not answer, but if it's

         25   an independent view, that's not based --
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          1              MR. TABACKMAN:  I'm not asking what his lawyer

          2   told him.  I'm asking what his views are.  If they're

          3   influenced by something his lawyer said, I don't think

          4   that's necessarily privileged if it's his view as to what a

          5   wash trade is.

          6              BY MR. TABACKMAN:

          7        Q     I think you can answer the question.  What is

          8   your understanding of wash trade?

          9        A     My understanding of a wash trade is a trade that

         10   cannot stand on its own merits, that cannot justify its

         11   existence in and of itself, that its objective is to profit

         12   from some sort of separate derivative security or some

         13   exposure elsewhere in the market, that the trade in and of

         14   itself doesn't make sense if you look at it in a silo.

         15              But it's generally done with the objective of

         16   profiting somewhere else.  My understanding is that there

         17   are many legitimate reasons where one could trade

         18   securities to themselves either directly or near

         19   simultaneously, if it has a legitimate business purpose,

         20   profitable, tax reasons, things of that nature.

         21              So just because if you have a hedge position or

         22   a fully hedged position, that in and of itself is not

         23   problematic to the extent it has a legitimate business

         24   reason being in and of itself.

         25        Q     If I understood part of what you just said is it
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          1   can't be an uneconomic transaction, one that has no

          2   capacity to benefit the trader in any apparent way other

          3   than by having some impact on some other -- that any

          4   benefit from it doesn't come from the transaction?

          5        A     Yes.  The actual intrinsic transaction and those

          6   things related to the transaction.

          7        Q     Did you have an understanding of what a wash

          8   trade was in 2010, in March of 2010?

          9        A     Yes.  I had not as good of an understanding, but

         10   I think I had a general understanding, yes.

         11        Q     Did your understanding then, how did it differ

         12   from the understanding -- the definition or the description

         13   that you gave under oath a couple months ago?

         14        A     I don't recall.  It's hard for me to articulate

         15   exactly what I knew then.  We had a general understanding

         16   of trading at that point.  At that point, for instance, I

         17   was familiar with high-frequency traders in the equity

         18   world who would instantaneously -- near instantaneously buy

         19   and sell a security and arb crisis and rebates across

         20   various venues and exchanges in the equity world.

         21        Q     Are you saying what you've just described, your

         22   knowledge of those kinds of trades, would they constitute

         23   wash trading in your view, or were you just describing

         24   something that would not be a wash trade?

         25        A     I certainly do not believe that to be a wash
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          1   trade.  It's my understanding, and it was my best guess --

          2   my understanding in March of 2010 that over 50 percent of

          3   the volume on U.S. stock exchanges are from high-frequency

          4   traders.

          5              More than likely, if you were to buy Microsoft,

          6   the person selling to you is more likely than not going to

          7   immediately flip that position and close it out on some

          8   other venue or some other exchange with the hope of making

          9   a fraction of a cent.

         10              And my understanding -- my understanding today

         11   and my understanding back in March of last year was that

         12   high-frequency trading was perfectly legitimate and

         13   reasonable, not a wash trade, clearly explained the market

         14   structure in the market today relative a decade ago.

         15              A decade ago, and I'm not sure I know the exact

         16   numbers, but if I were to make a guess, 75 percent plus of

         17   the volume in the equity world took place on the NASDAQ or

         18   the New York.

         19              Now, I believe those numbers to be less than 30

         20   percent, so the equity market is highly fragmented, that

         21   there are different venues, dark pools, ECNs, so on and so

         22   forth, even registered exchanges where you can buy and sell

         23   securities.  The way those exchanges -- I should

         24   generically refer to them as venues, the way they compete,

         25   they incent people to do business is by paying or charging
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          1   rebates.  If you provide liquidity or discrete a new dark

          2   pool or venue, you may want to pay somebody for posting

          3   liquidity and you pay them a fraction of a cent.  If you

          4   had say I'm going to buy Microsoft on this exchange, you or

          5   the broker or somewhere in that transaction, depending upon

          6   how it's structured are -- somebody is paid 17 mills -- .17

          7   of a penny to post liquidity there.

          8              My understanding is high-frequency traders, when

          9   they're trading securities, they certainly prefer to buy

         10   low and sell high, but they're also going to buy and sell

         11   at the same price almost instantaneously to arbitrage the

         12   rebates across those various venues.  My understanding is

         13   that is perfectly reasonable and legitimate and explains

         14   the majority of the volume on the U.S. exchanges today.

         15        Q     How does that understanding impact your

         16   understanding of the trades that you or Mr. Chen was doing

         17   for Powhatan and for the Huntrise Energy Fund in 2010?

         18        A     Could you repeat the question again?

         19        Q     How does your understanding that you've just

         20   given of what is done in the equity world, does that have

         21   any impact on your understanding of the trades that

         22   Mr. Chen was doing for you, particularly after May 30th of

         23   2010?

         24        A     I guess it still causes me to be generally

         25   confused as to what this investigation is about.  I know
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          1   that Alan's decisions, and while I was not -- I don't know

          2   the exact trades, but I know he was highly sensitive and

          3   incented by transmission loss credits, which I believe

          4   could be parallel to these rebates at these exchanges were

          5   provided.

          6              There's some similarities there, I guess I

          7   should say.

          8              BY MR. OLSON:

          9        Q     I have a couple questions for you about the

         10   high-frequency trading of equities.  I think you mentioned

         11   that companies engage in arbitrage will buy, let's say,

         12   shares of Microsoft from someone and immediately sell them

         13   to someone else; is that right?

         14        A     That is what I said.  I should qualify these

         15   statements.  This is not a practice that I do.  This is my

         16   general understanding of the equity markets.

         17        Q     We're talking about a third party is in the

         18   first instance selling some shares to the arbitrageur;

         19   correct?

         20        A     I'm sorry?

         21        Q     The first thing that happens is that some third

         22   party, let's call them A, sells some Microsoft shares to

         23   the company that is engaging in arbitrage; correct?

         24        A     The high-frequency trader is buying the

         25   securities, yes.  Somebody is selling them the securities.
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          1        Q     And they are, in turn, selling them to someone

          2   else; is that right?

          3        A     I don't know who they are selling them to.

          4   They're selling them into the marketplace generally.

          5        Q     Do you have any reason to believe they are

          6   selling them back to the same person that they just bought

          7   them from?

          8        A     I don't know, but to the extent that two

          9   high-frequency traders are competing with each other and

         10   they're both active in the marketplace, they very well may

         11   be selling them to the same person they just bought them

         12   from.  The answer is I don't know.

         13        Q     Tell me about these rebates.  Where do they come

         14   from?

         15        A     The rebates, as I understand them, come from the

         16   various venues, exchanges, dark pools, ECNs.

         17              BY MR. TABACKMAN:

         18        Q     What are ECNs?

         19        A     I'm probably totally wrong, but my best guess is

         20   electronic communication networks.

         21              BY MR. OLSON:

         22        Q     Is your understanding that these venues are

         23   compensating people for engaging in a transaction?

         24        A     They are compensating or penalizing, so it's a

         25   two-way street.  I think typically what happens is venues
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          1   want to compete with the New York Stock Exchange, so they

          2   will pay somebody -- generally pay somebody to post

          3   liquidity and charge somebody for taking liquidity.

          4              If we all after this meeting decide that we want

          5   to create our own exchange, we would say how do we do that?

          6   Let's pay people to post liquidity or post bids and asks on

          7   our venue, but penalize people for taking it away perhaps.

          8              Generally, I think that the rebates provided by

          9   the exchanges are encouraging people to post liquidity and

         10   penalizing somebody for taking it.  That being said, I

         11   believe in the last couple of years there have been venues

         12   that have done, for whatever reason, an inverted fee

         13   schedule where they charge people for posting liquidity and

         14   pay people for taking liquidity.

         15        Q     Help me understand what you mean by taking

         16   liquidity.

         17        A     If I post -- Dan has -- we'll have the Dan

         18   exchange or the Dan dark pool.  I go to the marketplace,

         19   and I say I want to buy a hundred shares of Microsoft, and

         20   I put that on his exchange.  You then come and say I want

         21   to sell my Microsoft.  I'll sell it to Kevin.  I'll do it

         22   on Dan's exchange.  I or my broker or however that fee

         23   schedule is determined get paid -- my side of the table

         24   gets paid 17 mills per share for that transaction where you

         25   or your broker loses 12 mills.  You're taking the
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          1   liquidity.  I put that on the exchange.  You take that

          2   liquidity by agreeing to sell it to me and all of a sudden

          3   there's nothing posted on Dan's exchange anymore.

          4        Q     Posting liquidity, does that mean I want to buy

          5   or I want to sell some equities, posting some kind of offer

          6   to engage in the transaction?

          7        A     Yes.

          8        Q     Either buying or selling?

          9        A     Either buying or selling, exactly.

         10        Q     If you're the one who says I want to engage in a

         11   traction by buying or selling, you are in this example

         12   compensated to the tune of around 217 mills; is that right?

         13        A     Yes.  All of the arrangements that I think are

         14   common in the industry, that 17 mills is paid to the

         15   brokerage firms and you can have special arrangements where

         16   the brokerage firm passes that back to you.

         17        Q     The person taking away the liquidity is the

         18   person who is the counterparty in the transaction that you

         19   have started?

         20        A     Exactly.

         21        Q     And they then have to pay something into the

         22   venue; is that right?

         23        A     Yes.

         24        Q     And you mentioned a smaller number like 12

         25   mills; is that right?
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          1        A     It varies.  My best guess is there are a

          2   hundred-plus places -- venues that you could buy or sell

          3   stocks in the U.S.  If I have a hundred shares of Microsoft

          4   that I want to sell, I could put it on a hundred different

          5   places.  If you wanted to buy it, you could buy it at that

          6   place or buy it someplace else.

          7              All of these venues have different fee

          8   schedules.  I can say generally a hamburger costs $2.50,

          9   maybe 3.50, but some places it costs a $1.50, some places

         10   it costs $4 for a really good burger.  It value varies.

         11   It's an active competitive marketplace, but these are just

         12   general estimates.

         13        Q     In general, is it your understanding that the

         14   venue will net -- be out a few mills for each transaction

         15   because they are paying more to the person who's starting

         16   the transaction than they are getting from the

         17   counterparty?

         18        A     I believe that's true.

         19        Q     How do the venues make money, given that they

         20   are paying out net a little bit of money on each

         21   transaction?

         22        A     How do the venues get money -- they may

         23   charge -- the answer is I don't know.  This is getting into

         24   market structure that's outside of my realm of knowledge.

         25   If I were to take my best guess, perhaps --
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          1              MR. TABACKMAN:  Let's go off the record for a

          2   second.

          3              (Discussion off the record.)

          4              MR. TABACKMAN:  We can go back on the record.

          5              THE WITNESS:  I don't know.  That's outside of

          6   my realm of expertise.  I don't work for a venue.  I don't

          7   work for these brokerage firms, but my understanding -- my

          8   best guess is maybe they charge fixed fees to the brokers

          9   to have the pipes into their venue to access liquidity.

         10              Maybe they get paid from the issuers, the

         11   companies themselves to the extent that the issuer is paid

         12   to get listed on the New York Stock Exchange or the NASDAQ.

         13   Maybe they somehow get paid, participate in that -- the

         14   answer is I don't know.  There's all sorts of incentives

         15   out there, one of which I know is critically important to

         16   them and the market participants are the rebates.

         17              BY MR. OLSON:

         18        Q     Let's continue with the example we've been

         19   discussing that people are buying and selling Microsoft,

         20   that the person who initiates the transaction is paid 17

         21   mills, and the counterparty is paid -- has to pay in 12

         22   mills.  Do you follow me?

         23        A     Yes.

         24        Q     To your knowledge, would it be consistent with

         25   the rules of these venues for two arbitrage entities to set
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          1   their computers to buy and sell the same security to each

          2   other thousands of times all day long and then share

          3   between them the net 5 mills per transaction?

          4        A     I don't know -- I don't think that the

          5   individual venues can be traded like that.  I don't know if

          6   the -- the answer is I don't know.  I don't believe that

          7   two high-frequency traders can agree to that type of

          8   structure because I believe they are competitors, and

          9   they're generally not working together with their

         10   competitors.

         11              I don't believe that there's that opportunity on

         12   the venue level because there are other fixed fees or other

         13   things that I'm not aware of.  I don't believe it's

         14   possible to do that on the venue level.

         15              I believe one high-frequency trader could buy it

         16   here and instantaneously sell it here on another venue for

         17   purposes of collecting rebates.  They're A, sensitive to

         18   rebates from the venues; and B, the prices that they're

         19   buying and selling and to the extent they can net those

         20   together and say yeah, this is greater than zero, that

         21   would be a transaction they would engage in.

         22        Q     In what you're describing, are the transactions

         23   ones in which someone on one side of the transaction is

         24   engaging it for purposes other than the rebate?

         25        A     I'm sorry.  Say that again.
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          1        Q     In the business strategy you're describing that

          2   these arbitrageurs may engage in, is one of the parties to

          3   the transaction buying or selling the security for reasons

          4   other than the rebate?

          5        A     I believe that everybody, whether they know it

          6   or not -- every transaction in the U.S., I believe, is

          7   highly sensitive to the rebate.  If I'm buying -- if Bob

          8   Smith on the street buys a hundred shares of Microsoft

          9   through Schwab, he particularly may not be aware of the

         10   rebate that the Schwab would be participating.  He'll say

         11   I'll pay whatever, 12 bucks for the trade, but I'm

         12   absolutely certain that Schwab is aware of the rebates it

         13   is paying or receiving for purposes of executing his trade.

         14              So I believe that all market participants, if

         15   they're not aware, they should be aware that there are

         16   rebates associated with transactions.  Certainly the

         17   brokerage firms are aware.

         18        Q     I think my question may not have been clear.

         19   It's not whether rebates are a factor but whether or not in

         20   the transactions you're describing, whether at least one

         21   side of the transaction is someone who is engaging in it

         22   not solely for the rebate?  They have some other business

         23   reason, like the person wanting to own a hundred shares of

         24   Microsoft?

         25        A     I don't think either party is solely interested

                                                                      131

          1   in the rebates.  I think both parties are sensitive to a

          2   lot of other factors of the transaction.  I think the

          3   rebate is one component that they -- that all parties are

          4   familiar with, the price, the risk associated with the

          5   trade, things like that.  I think this is an incentive that

          6   everybody aware of, but it's not the only incentive or the

          7   only thing that anybody is concerned about.

          8        Q     I thought your testimony had been for these

          9   arbitrage firms, that their principal reason for engaging

         10   in these high-frequency transactions was to obtain the

         11   rebates?  Did I mishear you?

         12        A     Either you misheard me or I misspoke.  I'm not

         13   sure which it is.  They are highly sensitive to that.  As I

         14   recall, I certainly said they're sensitive to the price

         15   that they buy or sell at, but they're as sensitive to the

         16   rebate.  They're also sensitive to the other factors, the

         17   risk factors.  If I buy it here, how confident am I that

         18   I'll be able to sell it over here and hedge my position or

         19   get out of that position.

         20              So they are sensitive to those factors.  And

         21   again, I don't work as a high-frequency trader.  This is an

         22   area that I'm more knowledgeable about than the power

         23   markets, but I don't work, and I'm not intimately familiar

         24   with the micro structure of the U.S. exchanges.  My

         25   knowledge, again, is when trading stocks, everybody --
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          1   either the individual or the brokerage firm, the

          2   high-frequency traders are sensitive to the price.  They're

          3   sensitive to the rebates, and they're sensitive to the

          4   risks associated with the trade.

          5        Q     Do you believe without the rebates the arbitrage

          6   firms would be in this high-frequency trading business?

          7        A     Without the rebates -- I believe some of them

          8   would be.  I believe some of them may not be.  I believe

          9   there are some specific traders in the U.S. exchanges that

         10   they classify themselves as rebate arbitrageurs.  The big

         11   shops like Citadel and Goldman Sachs and things like that,

         12   I'm sure that there are high -- or Renaissance.

         13              I'm sure there are high-frequency strategies

         14   that they implement if there were no rebates, but I believe

         15   that there are some other shops that would say this was my

         16   bread and butter, this is what I know, and I don't have the

         17   resources to adapt to a changing market.

         18        Q     So you recall testifying earlier about your

         19   understanding of wash trading; correct?

         20        A     Yes.

         21        Q     Could one of the high-frequency trading

         22   arbitrage firms enter into an agreement with a customer,

         23   not another high-frequency trader but simply a customer, to

         24   buy and sell the same security back and forth to each other

         25   all day long for the purpose of collecting and sharing
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          1   rebates?

          2        A     What's a customer?

          3        Q     Some third party who is not another arbitrage

          4   firm.

          5        A     Some third party, not an arbitrage firm --

          6              BY MR. TABACKMAN:

          7        Q     An individual wants to -- you have been an

          8   investment adviser and you have a mutual fund where

          9   outsiders give you the money to invest; is that correct?

         10        A     Correct.

         11        Q     Would it still be a legitimate transaction if

         12   all day long you and one of the people who give you money

         13   to invest simply bought and sold the same security back and

         14   forth to each other for no apparent economic reason, no tax

         15   benefit, simply for the two of you to share in whatever

         16   rebate the market in which you're selling, and I know we're

         17   talking a hypothetical, but would provide to you for doing

         18   that?

         19        A     That's well beyond the scope of my knowledge.  I

         20   can say that we do not do that.  I would certainly speak

         21   with our chief compliance officer, and I think he would

         22   likely speak with our outside counsel, so I don't know.

         23   This is well beyond my realm of knowledge.  It's not

         24   something we engage in.

         25              But I think your question may have an inherent
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          1   conflict in it.  When you said no economic benefit except

          2   for the rebates, I believe that that rebate is an economic

          3   benefit.

          4              BY MR. OLSON:

          5        Q     Is it your contention that the venues you're

          6   describing would be content if two parties engaged in

          7   transactions with each other -- repeated transactions

          8   simply buying and selling the same securities back and

          9   forth for no economic benefit other than obtaining the

         10   rebates from the venue?

         11        A     I'm sorry.  Could you repeat that again.

         12        Q     If two parties are buying and selling the same

         13   security, not making any money by doing that other than

         14   being paid rebates, isn't that a wash trade by your

         15   definition?

         16        A     You're getting well beyond the scope of my

         17   knowledge.  This is not something that I'm -- again, this

         18   is not something that we do in our business.  This is not

         19   something that I've spoken to outside counsel about.  To

         20   the extent that each trade I independently -- we don't have

         21   relationships with trader matters where we agree I'm going

         22   to sell you something and I'm going to buy it back.  We

         23   look at our portfolio, and we interface with the market.

         24              To the extent that I can buy -- if I had the

         25   infrastructure, the capability or the resources, to the

                                                                      135

          1   extent that I could buy a security and instantaneously --

          2   or near instantaneously sell that security, I believe that

          3   in and of itself is something that a practice that other

          4   people do in the marketplace, and it is a clear economic

          5   benefit.  If there is that arbitrage.

          6              In the example you were describing, if there was

          7   a venue, one particular venue that had this fee schedule --

          8   I'd have to go back, and maybe my premise of this situation

          9   was wrong when I said that they generally pay less than

         10   they charge.  They may be equal.  I don't know.  This is

         11   not something I work with.  If my brother Rich were here,

         12   he knows this even better than I do, but we're still not --

         13   I believe if an individual venue had some sort of

         14   exaggerated scheme where they were paying huge amounts of

         15   rebates and not charging significant rebates, my best guess

         16   is that venue would immediately go out of business.  It's a

         17   competitive marketplace in the equity space.

         18              They're obviously hypersensitive to revenue and

         19   costs and P&L.  My best guess is if some individual venue

         20   had that ability -- if there was that ability to arrive

         21   within one individual venue like that, that venue would go

         22   out of business.

         23        Q     Earlier when you were describing what I believe

         24   you thought was a typical example of one of these venues,

         25   you talked about it paying 17 mills to the party that
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          1   started the transaction and charging 12 mills to the

          2   counterparty; correct?

          3        A     I cited that as one example.  I believe I also

          4   said that all of the fee schedules vary.  Some of them are

          5   even inverted.  Some of them may charge more than they're

          6   paid.  I don't know all of the fee schedules, but you're

          7   right.  That was one specific example that I cited that may

          8   exist.

          9        Q     Let's assume a venue in which net the venue pays

         10   out more than it gets in rebates for each transaction.  Do

         11   you follow me?

         12        A     Yes.

         13        Q     If you were setting up such a venue, would you

         14   view it as appropriate for two parties to buy and sell the

         15   same security back and forth all day long to get the net

         16   rebate from you the venue?

         17        A     I can't speak to that.  It's very hypothetical.

         18   It's well beyond -- it's beyond anything that I've ever

         19   done in my business career, and it's beyond anything that I

         20   have the expertise to answer.  I would certainly need to do

         21   a lot of research there, but I suspect if we collectively

         22   decided to set up a venue, we would need to become

         23   intimately familiar with the profit and loss -- the revenue

         24   streams and the cost streams and the regulations to ensure

         25   that people who legally trade on our venue, that we could
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          1   still generate a profit, and we would structure our fee

          2   schedule such that we thought we could get business and

          3   thought to the extent that people legally and ethically

          4   traded on our venue, that we had a sound fundamental

          5   business model.

          6        Q     Are all of the venues you're describing

          7   regulated by the SEC?

          8        A     I don't know, either the SEC or FINRA.

          9        Q     To your knowledge, does the SEC have a rule

         10   prohibiting wash trading?

         11        A     Yes.

         12        Q     To your knowledge, does FINRA have a rule

         13   prohibiting wash trading?

         14        A     I don't know.  We're not regulated by --

         15              BY MR. TABACKMAN:

         16        Q     You have just described what you regard as

         17   legitimate -- your understanding is that the transaction

         18   you described are recognized as legitimate transactions; is

         19   that right?

         20        A     I think I described some transactions earlier in

         21   this discussion as not legitimate.

         22        Q     But the ones where the arbitrageur buys and

         23   immediately sells and makes or loses a fraction of a penny,

         24   your understanding is that is what is a legitimate

         25   practice, the practice you've just been discussing with
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          1   Mr. Olson; is that correct?

          2        A     I believe that the majority of the trades that

          3   take place on the U.S. exchanges are done by high-frequency

          4   traders.  I believe that high-frequency traders engage in

          5   transactions where they're sensitive to rebate.  They're

          6   sensitive to price, and they're sensitive to the risks

          7   associated with those -- with the trade, and I believe that

          8   there are many legal and legitimate business reasons for

          9   that to exist.

         10              That being said, while I'm not aware of any, I

         11   speculate there's probably some high-frequency trader

         12   that's engaging in a trade that's not legitimate, and they

         13   are also looking at those factors and possibly other

         14   factors as well.

         15              BY MR. OLSON:

         16        Q     You know what a market maker is; right?

         17        A     I have a general understanding of a market

         18   maker.

         19        Q     A market maker is somebody who provides

         20   liquidity with regard to a particular instrument; correct?

         21        A     Say that again.

         22        Q     A market maker is somebody who provides

         23   liquidity with regard to a particular instrument.  Is that

         24   fair?

         25        A     I don't know if a market maker is specific to a
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          1   person.  I believe there could be an electronic market

          2   makers, but generally, yes.  I believe that market makers

          3   are paid for providing liquidity.

          4        Q     Would it be fair to describe the rebate system

          5   in the venues you've been testifying about as payments to

          6   provide liquidity?

          7        A     Some venues have payments to provide liquidity.

          8   Some venues have charges to provide liquidity.

          9        Q     In any event, what the high-frequency traders

         10   are doing is akin to what a market maker does, isn't it?

         11        A     I think they may be.  I think that some

         12   high-frequency traders may be described as a market maker.

         13   I believe some high-frequency traders would not describe

         14   themselves as a market maker.  Again, our firm is not a

         15   high-frequency trader.  I maybe have met a couple of

         16   high-frequency traders, and when you speak to them, they're

         17   as guarded as Alan was when I spoke to him about his role.

         18   They don't want to reveal their secret sauce.  So my

         19   knowledge of high-frequency traders is largely based upon

         20   what's in the public domain, but I don't believe -- to

         21   answer it clearly, I don't believe that all high-frequency

         22   traders would describe themselves as market makers.

         23              BY MR. TABACKMAN:

         24        Q     When you say in your hypothetical that these

         25   people are sensitive to price and sensitive to risk, what
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          1   does that mean?  What do you mean by that, being sensitive

          2   to these things?

          3        A     That helps dictate their trading decisions.

          4        Q     Let me see if I understand you.  Does it mean

          5   that they perceive the possibility of making some --

          6   deriving some economic benefit and for shorthand, I'll use

          7   the word "profit" with respect to either the price or the

          8   risk that they're taking as opposed -- in addition to the

          9   rebate, your understanding?

         10        A     I'm not sure I agree with the question.  An

         11   economic benefit in addition to the rebate.  I believe that

         12   the -- that to me suggests that the rebate in and of itself

         13   is not an economic benefit.

         14        Q     I don't mean to suggest that.  I mean that is

         15   one form of return, if you will, however we define it.  It

         16   is something that the person acquires.  Put aside -- I

         17   don't mean to say that is not, but in addition to whatever

         18   they're going to get from the rebate, they perceive they're

         19   going to get from the rebate, when you use the term they

         20   are sensitive to price and sensitive to risk, do you mean

         21   to say that this hypothetical person perceives the ability

         22   in doing these trades to get further economic benefit from

         23   the price and the risk that they're taking?

         24        A     The reason why they do the trade is for the --

         25   an economic benefit, an expected economic benefit.  There's
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          1   no guarantees.  That economic benefit could come from the

          2   price.  It could come from a rebate.  It could come from a

          3   host of factors I'm not aware of, but they're also

          4   sensitive to the risk associated with the trade.

          5              How confident are we that we have the quickest

          6   system that we can flip the position and capture this?  I

          7   hope to make .5 penny on this trade, but there's no

          8   guarantee.  I may lose a little bit of money.  I may make a

          9   penny if I'm very fortunate.  How confident am I I'm going

         10   to make a fraction of a penny?  How much do I hope to make

         11   or expect to make based upon modeling of the market.  How

         12   much do I expect to make and how confident am I that I will

         13   make that?

         14        Q     Let's assume again, vary your hypothetical, that

         15   this hypothetical trader we're talking about perceives that

         16   there is as close to zero likelihood as possible of making

         17   anything on price variation differential and that that is

         18   reasonably certain that the risk, which is something that's

         19   functioned into the price, as I understand it, is not going

         20   to provide some return, but solely -- and let's further say

         21   that the transaction, to engage in the transaction, but for

         22   the rebate, would cost them money, so they have no

         23   likelihood that the price differential in these two places

         24   is going to provide anything to them and they're not going

         25   to get stuck with this thing, with whatever it is they're
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          1   trying to buy and sell, but solely, the rebate is their

          2   only prospective for getting anything -- and they have to

          3   pay to engage in the transaction in the first place.

          4              In your understanding, do you understand that to

          5   be a legitimate transaction?

          6        A     I am not an expert again, and I want to qualify

          7   that a hundred times, this is not what I do, and I haven't

          8   spoken to outside counsel about this.  My understanding is

          9   you have to look at -- it's not only the P&L of the trade,

         10   but I'll give you another example shortly.  My

         11   understanding is you need to justify a trade like that.

         12   You need to have some economic benefit, and I don't care

         13   what that economic benefit is.  I need to have an economic

         14   benefit to that trade, and that trade could be I could lose

         15   money on it -- first of all, I think the assumption is

         16   flawed.  I'm not aware of any market -- power markets or

         17   electricity markets where there are no other risks.  You

         18   had said there are no other risks on pricing --

         19        Q     No, excuse me.  I'm not saying that there

         20   aren't.  I'm saying our hypothetical trader has looked at

         21   this, has said I regard this as virtually risk-free, and I

         22   perceive -- I would otherwise characterize the trade as

         23   uneconomic, and I will have to pay a quantity of money to

         24   engage in this trade, but perceives the ability to turn

         25   that around by virtue of the rebate.
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          1              Are you saying that it's your understanding in

          2   the equity markets, this hypothetical, that that would be a

          3   trade that would be blessed by whatever regulators regulate

          4   these marketplaces?

          5        A     Based upon my limited knowledge of what you just

          6   described that trade, yes, I believe that's a legitimate

          7   trade.  There's a trade two years ago -- I'm sorry -- an

          8   article a while ago about somebody who is trading to

          9   themselves.  Some billionaire guy up in New York who owned

         10   a lot of shares in the company, and he had it on an

         11   on-shore entity.  He was selling that share of his on-shore

         12   entity to his offshore entity for the sole purpose of he

         13   was expecting to lose money -- I don't know anything, but I

         14   believe his justification of the trade was my expected

         15   benefit or expected tax benefits for this trade.

         16              So there are many other benefits, tax benefits,

         17   trading to reduce rebate fees or other costs at least from

         18   people on our side of the street, on the buy side, not the

         19   brokers or the exchanges, investment advisers, we pay

         20   stock -- we pay to borrow stock to sell short.  If I want

         21   to sell a hundred shares of Microsoft short, I have to pay

         22   my broker a rebate rate to borrow that.

         23              Another broker may charge me a substantially

         24   different rate for charging that, for lending me that

         25   share.  If I borrow a hundred shares -- a thousand shares
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          1   from Microsoft from J.P. Morgan and they charge me 5

          2   percent but then I go to Goldman, Sachs and they'll say

          3   hey, Kevin, what are you doing?  I'll lend that to you for

          4   1 percent a year.  You don't have to pay J.P. Morgan.  My

          5   understanding is that is not a wash trade.

          6              If I were to in the open market and openly and

          7   transparently trade to myself and close out the one

          8   position, buy it at J.P. Morgan, simultaneously sell it at

          9   Goldman, Sachs, my economic benefit is to clearly save on

         10   the rebate I'm paying my broker to borrow the shock.  I

         11   believe that in and of itself is an economic benefit that

         12   can justify a trade.

         13              BY MR. OLSON:

         14        Q     You know that there are tax rules relating to

         15   wash transactions; correct?

         16        A     No.  I'm not a tax guy.  As far as I know, I've

         17   never done a wash trade.

         18        Q     Go back to your guy who was buying and selling

         19   from his onshore to his offshore entity.  In that case,

         20   there is no risk whatsoever to him, right, because he's

         21   going to end up owning the same security he's buying and

         22   selling either way; correct?

         23        A     No.

         24        Q     What's his economic risk if he's buying and

         25   selling it from both entities that he owns?
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          1        A     The economic risk is if I want to buy it, if

          2   I -- that you may buy it at a higher price than you're

          3   selling it for.  There are high-frequency traders who can

          4   jump in ahead, but there's economic risk that you're going

          5   to sell it from here, you're going to buy it here, but I

          6   may buy it at a higher price than I sell it.  Even if I try

          7   my best to sell the same price, it's a complex market with

          8   a lot of people -- he probably had a lot more resources

          9   than I had.  If I were to do that, I would say clearly

         10   economic risk because  I don't have the ability to ensure

         11   that I'm buying at or lower than the price I'm selling at.

         12        Q     Let's suppose there's an exchange that pays a

         13   net rebate per transaction.  Do you follow me is?

         14        A     A net positive rebate --

         15        Q     Like the 17 cents versus the 12 cents.

         16        A     Yes.

         17        Q     I may have misunderstood your prior testimony.

         18   Do you have a view about whether it would be proper for two

         19   entities to agree to buy and sell the same hundred shares

         20   of Microsoft back and forth to each other all day long

         21   agreeing whoever owned it in the first place would own it

         22   at the end of the day and that they would share in the 5

         23   mill rebate per transaction?

         24        A     I don't have a view.  That's not a business

         25   practice that I've ever been -- as far as I know, have ever
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          1   been a part of.

          2        Q     From all you know, that might be viewed by the

          3   venue as impermissible wash trading; correct?

          4        A     I can't even speculate.  Again, to the best of

          5   my knowledge, that is not something that I've ever -- that

          6   my firm does or that I've ever been involved with, so I

          7   can't even speculate what a venue may or may want think as

          8   it relates to that.

          9        Q     You can't rule out that a venue might see that

         10   as wash trading; correct?

         11        A     Yeah.  If a venue had two related entities that

         12   were buying and selling, I can't rule that -- I can't rule

         13   anything out.  I'm not an attorney.  This is well beyond my

         14   expertise.  I can't rule that out.  I can't rule anything

         15   out.

         16              BY MR. TABACKMAN:

         17        Q     Let me give you a hypothetical and just accept

         18   the facts of this, that the person who engaging in the

         19   trade self-describes the trade as uneconomic.  Let's not

         20   debate whether there is some other person out there who

         21   would regard it otherwise, but the person who was engaging

         22   in the trade describes it as uneconomic and that it is

         23   engaged in for the benefit -- for the purpose of obtaining

         24   the rebate.  That's it.  That's what the trader's state of

         25   mind is.
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          1              Is it your understanding that such a trade

          2   self-described as uneconomic and engaged in for the

          3   purposes of solely obtaining the rebate is a trade that you

          4   understand from your discussions and your observations of

          5   the world is a legitimate transaction?

          6        A     I would need to know more about that

          7   transaction, and I would need to know more about the --

          8   what the trader meant when they described it as uneconomic,

          9   but I believe that -- my first question -- the question

         10   would be how is it uneconomic to the extent you're

         11   collecting a rebate?  Isn't there an expected rebate?

         12              Again, that situation seems slightly conflicted

         13   to me.

         14              MR. TABACKMAN:  Can I have this document marked

         15   as Exhibit 3.

         16              (Gates Exhibit 3 identified.)

         17              MR. TABACKMAN:  Mr. Hagan, we take these back.

         18   To the extent you're going to take notes, I suggest that

         19   you don't do it on the document unless you want to have us

         20   know what your notes say.

         21              BY MR. TABACKMAN:

         22        Q     Mr. Gates, if you would take a few moments or as

         23   much time as you need to look at this document, Exhibit 3,

         24   and when you've finished, let me know.

         25        A     Okay.
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          1        Q     You've looked at all the pages of the document?

          2        A     I did.

          3        Q     Exhibit 3, which bears the Bates number

          4   POW00004685, have you ever seen this e-mail chain before?

          5        A     Yes.

          6        Q     When was the last time you saw it, if you can

          7   recall?

          8        A     Sometime in the last week, probably yesterday, I

          9   suspect.

         10        Q     I take it that was part of your preparation for

         11   the deposition?

         12        A     Yes.

         13        Q     Other than with Mr. Hagan or some other

         14   attorney, did you discuss the contents of Exhibit 3 with

         15   anyone as part of your review other than a lawyer?

         16        A     How do you define my review?

         17        Q     I asked you, the last time you saw it, since you

         18   read it when you said yesterday or in the week, have you

         19   discussed any of the subject matter discussed in the

         20   document with any third party other than an attorney?

         21        A     No.

         22        Q     If you would turn, please, to the second page,

         23   POW00004686, the second entry, from the bottom -- these are

         24   as printed e-mails are in reverse chronological order,

         25   appears to be an e-mail from Mr. Alan Chen to you, is that

                                                                      149

          1   correct, on August 5, 2010, at 2:35 p.m.?

          2        A     Correct.

          3        Q     I'll just read it.  "Hi Kevin, From what I'm

          4   hearing now we are to go to see drastic changes to UTC" --

          5   and I believe that's a shorthand for up-to congestion.  Do

          6   you agree with that?

          7        A     Yes.

          8        Q     "Trades very shortly.  Also, TLC," and I believe

          9   that's an acronym for transmission loss credit.  Would you

         10   agree with that?

         11        A     Yes.

         12        Q     "And UTC issues (uneconomic large volume UTC

         13   trades taking advantage of TLC) and resolutions are going

         14   to be on the 8/12 MC" -- I believe that stands for members

         15   committee -- "meeting.  Thanks, Alan Chen."  Did I read

         16   that correctly?

         17        A     Yes.

         18        Q     At the time you received this, what did you

         19   understand Mr. Chen to mean when he described transactions

         20   as uneconomic large volume UTC trades?

         21        A     I didn't know, but my best guess is that was not

         22   his language.  That was a description by somebody else at

         23   PJM, Dr. Bowering, the member committee or somewhere else.

         24   I speculate that he copied and pasted that language in

         25   there.
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          1        Q     What is the basis for your believing that's not

          2   Mr. Chen's description of the trades that -- of the trades

          3   that he's talking about?

          4        A     I looked at some of those presentations in the

          5   member meetings, and they're all kind of blurry now, but I

          6   saw a similar language as that from the members committee

          7   or otherwise, and I don't believe that he would call

          8   that -- that's my best guess.  I don't know.

          9        Q     But that's solely a guess; is that correct?  You

         10   didn't ask Mr. Chen where this language came from, did you?

         11        A     No.

         12        Q     Is it your understanding that he is describing

         13   the transactions that he was engaged in, that is uneconomic

         14   large volume UTC trades taking advantage of TLC?

         15        A     I'm sorry.  Repeat that question.

         16              MR. TABACKMAN:  Could you read that back,

         17   please.

         18              (Record read by the court reporter as follows:

         19              "Q:  Is it your understanding that he is

         20              describing the transactions that he was engaged

         21              in, that is uneconomic large volume UTC trades

         22              taking advantage of TLC?")

         23              THE WITNESS:  He was -- I don't know was he

         24   describing.  He put that language in there to the extent

         25   those were his words, yes, or the extent of somebody else's
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          1   words, I don't think that would be fair to say that they

          2   were -- that that was his description.

          3              BY MR. TABACKMAN:

          4        Q     Wasn't Mr. Chen describing to you the

          5   transactions in which he had been engaged for HEEP fund and

          6   for Powhatan fund in this e-mail?  Wasn't he describing

          7   those trades as uneconomic large volume UTC trades taking

          8   advantage of TLC?

          9        A     I don't know if they were specific to his trades

         10   or other trades.  I understanding was that there were other

         11   traders who have been -- I don't know if the word is

         12   subpoenaed or whatever, brought in to speak with you guys,

         13   that Dr. Bowering was concerned with.

         14              So my understanding is that these trades could

         15   or could not have been talking about his trades.  I

         16   believe -- my best guess is that language is being used to

         17   describe his trades.  I still don't believe that is his

         18   language and still, even if that were his language, I still

         19   believe you can't separate the two.  You can't say it makes

         20   no sense to buy a stock for $10 and sell it for 12 if you

         21   act like you never sold it or you act like you subtract $10

         22   from the sale price.  You can't separate the two and say

         23   it's uneconomic except for this one factor.  Let's act like

         24   this factor doesn't exist.

         25        Q     What I'm asking you is, did you understand
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          1   Mr. Chen, when you received this e-mail, did you understand

          2   Mr. Chen to be using the phrase we just read to describe

          3   the trades that he was engaged in?

          4        A     My best guess is -- yes.  These were describing

          5   his trades, either his or somebody else's description, yes.

          6        Q     Let's move on.  Is it your understanding that

          7   uneconomic large volume UTC transactions, Mr. Chen was

          8   taking advantage of the TLC, was something that he regarded

          9   as entirely legitimate -- strike that.  I'm not asking to

         10   you speculate.

         11              Given your understanding now, is a trade that is

         12   described in that way, that is uneconomic -- let's not

         13   argue with the hypothetical.  The trader has described it

         14   as is uneconomic and taking advantage of the TLC.  Given

         15   our previous discussion, is it your understanding that that

         16   is not a legitimate trade?

         17              What I'm precluding you from saying is there's

         18   some other economic benefit.  The trader has described it

         19   as uneconomic and taking advantage of the TLC.  You have to

         20   accept that it is uneconomic but for the TLC.  Does that

         21   meet your definition of a legitimate or a wash trade?

         22        A     Uneconomic except for the TLC.  I don't believe

         23   that to be a wash trade, based upon my understanding, the

         24   same way the high-frequency traders, the rebate

         25   arbitrageurs, they say they're buying and selling.  Yeah,
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          1   they wouldn't do that to the -- if the rebates went away,

          2   they wouldn't do that.  That would put some people out of

          3   business.  So the high-frequency traders who were arbing

          4   rebates across venues, if they were to describe -- these

          5   trades don't make sense except for the rebates that I'm

          6   collecting from the venues.

          7        Q     The trades in which -- we'll go through them in

          8   detail, but the trades that Mr. Chen was performing on

          9   behalf of HEEP fund and Powhatan provided no monetary

         10   return to either entity except for the TLC.  That's a true

         11   statement, is it not?

         12        A     Say it again.

         13        Q     That there was no monetary benefit derived from

         14   the transactions that Mr. Chen was performing on behalf of

         15   HEEP fund and Powhatan fund in the summer of 2010 except

         16   for the TLC that was derived from having engaged in the

         17   trade?

         18        A     I don't believe that is a true statement.

         19        Q     Fine.  We'll look at the documents.

         20        A     Do you mind if I expand?

         21        Q     Go ahead.

         22        A     Alan successfully traded for us in 2008 and 2009

         23   when the TLC wasn't being paid.  He was able to trade in

         24   the way I think of the world, he was able to trade stocks

         25   and successfully trade stocks without these rebates.  Then
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          1   all of a sudden, the rebates came along, wow, this is a lot

          2   more exciting, I can continue to trade profitably, and I

          3   can also collect these rebates.

          4              To the extent that he had previously proven to

          5   me an ability to successfully trade in these markets led me

          6   to believe that he still had an ability to trade, but it

          7   became more exciting.

          8              I don't agree with the recommendation that

          9   everything was predicated on the TLC.

         10        Q     We're not talking about the trades that took

         11   place in 2008 and 2009.  The ones in 2010, with perhaps a

         12   rare exception, isn't it a true statement that those trades

         13   lost money?  Not that they could have made money in some

         14   other year if you traded them differently, but the

         15   overwhelming number of the trades that Mr. Chen made for

         16   Powhatan and HEEP in 2010, particularly after May 30th of

         17   2010, became money makers only because there was the TLC?

         18   Otherwise they lost money?

         19        A     I have no reason to -- I don't necessarily

         20   believe that.  I don't know.  I haven't seen his trades.

         21   He didn't specifically tell us what the trades were that he

         22   was doing.  I knew that the rebates were a significant

         23   component, but I know he had other trades that he was doing

         24   as well, so it was not obvious to me that that was the

         25   case.
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          1              I guess especially after Dr. Bowering's report

          2   saying risk-free ways to make money.  If that were the

          3   case, I wouldn't have lost money.  I can point to numerous

          4   days during that time period when I lost significant money.

          5   I still don't know why I lost those moneys.

          6              My best guess is I lost money -- there were days

          7   that I lost money and there were days I made money from the

          8   exact same trades that Alan was doing in -- that he was

          9   doing in 2010 similar to the ones that he would have done a

         10   year ago that were irrespective, but he was doing trades

         11   and saying the trades got that more exiting because I have

         12   a TLC tailwind behind me.

         13              BY MR. OLSON:

         14        Q     In 2009, was he engaging in trades in which he

         15   had a trade going in one direction on a path and had the

         16   identical trade going in the other direction on the same

         17   path?

         18        A     I don't know.

         19        Q     You have no reason to believe he was doing that

         20   before the TLC credit, do you?

         21        A     I don't believe he was doing that, but I don't

         22   know.  I haven't seen any of his specific trades, and we

         23   didn't get the specific level of detail.

         24        Q     Is it your testimony that Mr. Chen kept you in

         25   the dark about what he was doing?
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          1        A     No.

          2        Q     Is it your testimony that he failed to disclose

          3   to you that he was engaging in trades that were uneconomic

          4   except for the TLC?

          5        A     I'm sorry.  Repeat that question.

          6              MR. OLSON:  Can you read that back.

          7              (Record read by the court reporter as follows:

          8              "Q:  Is it your testimony that he failed to

          9              disclose to you that he was engaging in trades

         10              that were uneconomic except for the TLC?")

         11              THE WITNESS:  I'm not aware -- I don't recall

         12   all discussions that I had with Alan.  I knew that his

         13   trading strategy had evolved and that he was introducing a

         14   new risk into the portfolio.  I believe all trades that he

         15   entered into were uneconomic.  We were guaranteeing to buy

         16   transaction.  We were guaranteeing other fixed costs.  A

         17   bird in the hand is worth two in the bush.  We were

         18   guaranteeing payments for an uncertain and unknown outcome.

         19              I certainly never perceived our trades to be

         20   uneconomic.

         21              BY MR. TABACKMAN:

         22        Q     Did you regard them as risk-free or almost

         23   risk-free?

         24        A     I perceived a significant amount of risk in the

         25   trades.  I had many significant drawdowns in 2008, 2009 and
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          1   in 2010 to show -- that led me to believe they weren't

          2   risk-free.

          3              BY MR. OLSON:

          4        Q     You were never told that the trades were almost

          5   risk-free; is that correct?

          6        A     I don't believe I ever said that.

          7        Q     Were you ever told that the trades were almost

          8   risk-free?

          9        A     I believe at one point Alan had described the

         10   trades as being almost risk-free.

         11        Q     Do you have any reason to doubt that he told you

         12   that sincerely?

         13        A     I recall -- yes.  I had spoke to numerous real

         14   estate developers who were telling me risk-free

         15   opportunities in 2006 or almost risk-free real estate

         16   opportunities.  I've had people telling me in '99 of

         17   risk-free opportunities to make money in technology.  I

         18   largely discredit what people who are trying to sell me

         19   advisory services or there's a conflict where they want to

         20   encourage me to behave a certain way if they describe

         21   something as almost risk-free, I don't buy that hook, line

         22   and sinker.

         23              BY MR. TABACKMAN:

         24        Q     The question is, did you reject Mr. Chen's

         25   description of that, of these trades as almost risk-free
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          1   when he told you that?  Were you skeptical and doubted

          2   that?

          3        A     Yes.

          4              BY MR. OLSON:

          5        Q     Did you express that in writing?

          6        A     I don't recall.  I suspect I did, but I don't

          7   recall.

          8        Q     If you worried about the risks, did you say

          9   please tell me what the risks are and quantify them for me?

         10        A     To Alan?

         11        Q     Yes.

         12        A     Yes.

         13        Q     When did you do that?

         14        A     Going back to the very beginning of our

         15   relationship.

         16        Q     I'm talking about during the summer of 2010 when

         17   he talked to you about almost risk-free transactions, what

         18   did you do to explore your concern that they were not

         19   really almost risk-free?

         20              MR. HAGAN:  For purposes of clarity, there was

         21   no statement when the risk-free statements were made.  You

         22   inferred it was September 2010.

         23              MR. OLSON:  No.

         24              BY MR. OLSON:

         25        Q     Whenever Mr. Chen told you that the transactions
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          1   were almost risk-free, what steps did you take to determine

          2   what the risks actually were?

          3        A     What steps did I take?  General market research,

          4   more discussions about Alan asking him to explain drawdowns

          5   that we had in the account.  I believe we invited him to

          6   our offices in June of last year to help explain to us what

          7   the risks were associated with the trade.

          8        Q     Did you satisfy yourself that the transactions

          9   were, in fact, very low risk?

         10        A     No.

         11              BY MR. TABACKMAN:

         12        Q     Did you ever express the view that you

         13   regarded -- that these -- that Mr. Chen -- that you

         14   rejected Mr. Chen's characterization?

         15        A     Could you repeat that question?

         16              MR. TABACKMAN:  Why don't you read it back,

         17   please, if you would. Thank you.

         18              (Record read by the court reporter as follows:

         19              "Q:  Did you ever express the view that you

         20              regarded -- that these -- that Mr. Chen -- that

         21              you rejected Mr. Chen's characterization?")

         22              BY MR. TABACKMAN:

         23        Q     Since it wasn't clearly phrased, did you ever

         24   express the view to anyone else other than Mr. Chen that

         25   even though he may have been characterizing these trades as
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          1   risk-free, you thought he was wrong about that or you

          2   didn't accept his characterization?

          3        A     I don't recall everything that I have said.  I

          4   believe there were numerous conversations with some of the

          5   investors in Powhatan where I described the fund as a

          6   high-risk, a high-return type of investment.

          7              MR. TABACKMAN:  If we can go off the record, we

          8   need to take a break.  We'll take 10 minutes.

          9              (Recess.)

         10              MR. TABACKMAN:  We're back on the record.

         11              BY MR. TABACKMAN:

         12        Q     Mr. Gates, you're still under oath.  Do you

         13   understand that?

         14        A     Yes.

         15        Q     Let me take a moment.  We got into the questions

         16   and I never gave you -- I don't know if I gave you all the

         17   warnings that you're supposed to be given at the outset.

         18   You understand that a knowing false statement under oath

         19   can be prosecuted as either perjury or under the false

         20   statements statutes of the United States?

         21        A     Yes.

         22        Q     You also understand if we should ever reach a

         23   point where you desire to discuss the possibility of

         24   resolving this matter, that the Commission may regard a

         25   false statement under oath as a negative factor in its
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          1   assessment as to how -- the position it would take.  Do you

          2   understand that also?

          3        A     I'm sorry?

          4        Q     Do you also understand if the Commission

          5   concludes -- strike that.

          6              If there's ever a time where the Commission and

          7   you both feel that you would like to discuss a way to

          8   resolve this matter and negotiate a disposition or a

          9   settlement of this matter, if the Commission concludes that

         10   there has been a false statement by you in the course of

         11   these proceedings, that would be a factor that would

         12   influence the Commission's position in a way that would

         13   probably not make it more amenable to a disposition?

         14        A     Yes.  I intend to be -- I always intend to be

         15   very truthful.

         16        Q     In fact, when you saw -- strike that.

         17              You regarded the transactions that Mr. Chen was

         18   engaged in, we'll talk about particularly after March 30 --

         19   strike that.

         20              You are aware that Mr. Chen was engaged in

         21   transactions in which the same volume of electricity -- not

         22   in real terms, but there was a trade that went from point A

         23   to point B with a certain volume -- certain number of

         24   megawatts at a certain particular hour of the day and

         25   simultaneously he was engaged in a trade that went from
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          1   point A to point B, same volume, same time of day.  You

          2   knew that was happening, is that correct, throughout the

          3   summer of 2010?

          4        A     I speculated that was happening, that he was

          5   doing those trades.  I suspect he was also may have been

          6   doing other trades that statistically would have the same

          7   effect.  I very clearly knew that he was putting on trades

          8   with the objective of introducing new risks into that

          9   portfolio with the expectation or hope that he would get

         10   compensated for taking those risks, and those risks, as I

         11   understand them, that both legs of the trade would not be

         12   accepted into the market and separately that those

         13   trades -- that the transmission loss credit and other

         14   revenue streams associated with those trades would not

         15   cover the fixed costs associated with those trades.

         16              So I knew very clearly that he was introducing

         17   those type of trading objectives in his portfolio -- in our

         18   portfolio.

         19        Q     If I understand what you just said, your

         20   understanding is that there came a point in time that the

         21   trades that Mr. Chen had been engaged in for you in 2008

         22   and 2009 became more risky, had more risk factors rather

         23   than fewer risk factors?

         24        A     No.  I believe they became -- the original

         25   trades --
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          1        Q     Let me make clear.  I'll rephrase this.  You

          2   said that there was a point in time where he introduced new

          3   risks into the portfolio.  I wanted to make sure I

          4   understood.

          5        A     Yes.

          6        Q     And I'm asking you now, by introducing new

          7   risks, is that the same as making the transactions or the

          8   portfolio riskier, if you will?

          9        A     I understand.  I'm sorry.  No.  By -- the

         10   objective as a money manager is to diversify risks.  So an

         11   aggregate, I believe that the portfolio possibly have

         12   become less risky.  As a money manager, your objective is

         13   to find a lot of different ways that you can take risk and

         14   lose money but be compensated for that, and you diversify

         15   risk.  I'll leave it at that.

         16        Q     It was your understanding that's what Mr. Chen

         17   was doing in this instance, with the trades he did for

         18   Powhatan, by introducing these two new risks?

         19        A     That he was -- the expected risk adjustment

         20   returns of the portfolio became -- the fund became more

         21   attractive, not only specific to those two risks, but also,

         22   the trades he had previously been engaged in in 2008 and

         23   2009 where he was specifically -- he had those risks, and

         24   he also had a congestion bet in it.  Those risks became

         25   more attractive on a risk-adjusted basis.
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          1        Q     Because?

          2        A     The transmission loss credit.  In October 2009,

          3   all of a sudden, we started getting checks or payments from

          4   PJM that said hey, here are transmission loss credits.  So

          5   going into that I had one expectation of what he had done

          6   the last year and a half.  And all of a sudden, it got a

          7   lot more exciting because they were paying the transmission

          8   loss credits, they retroactively paid transmission loss

          9   credits from 2008 to 2009.

         10              Those trades he had engaged in previously, I

         11   believe they had the same amount of risk, but the return

         12   was higher, so on a risk-adjusted basis, those strategies

         13   in and of themselves became more attractive as well.

         14        Q     And you understood those payments for

         15   transmission loss credits would continue to apply going

         16   forward?  It wasn't that you would receive the retroactive

         17   ones, but the trades he was about to engage in, did that

         18   increase or decrease the risk that the trades would become

         19   profitable in your mind?

         20        A     Did that increase -- when you say the trades

         21   become profitable, which particular trades are you citing?

         22        Q     Let's go back.  He did trades for you in 2008

         23   and 2009 prior to the retroactive payment of the

         24   transmission loss credit; is that correct?

         25        A     Yes.
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          1        Q     And once you got the transmission loss credits,

          2   these trades that had already taken place, he now made a

          3   lot more money on them; correct?

          4        A     Yes.

          5        Q     And you understood if he engaged in those kinds

          6   of trades that he had done in 2008 and 2009 with the

          7   transmission loss credits contemporaneous, simultaneous

          8   with the trades, that it was your expectation that the

          9   trades would become more profitable just as these

         10   historical trades had become more profitable; correct?

         11        A     Yes.  I believe that there was a significant

         12   tailwind.  It's like if I'm buying a car and all of a

         13   sudden, they give you a rebate for buying Prius when it

         14   didn't previously exist.  The Prius just became cheaper.

         15        Q     Mr. Chen, as a result, because of his perception

         16   of the impact of the transmission loss credit on the trades

         17   that he would be making going forward, increased the volume

         18   of electricity that he put into the trades; isn't that

         19   right?  You knew that?

         20        A     I knew he was doing higher volume, and that

         21   was -- I don't know if I can solely attribute it to the

         22   transmission loss credit.  It was also related to our

         23   agreement with him that said hey, increase your exposure.

         24              BY MR. OLSON:

         25        Q     You testified a new moments ago that you believe
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          1   that Mr. Chen was engaging in the trades from A to B and

          2   back from B to A; correct?

          3        A     I believe -- well, at the time I believe that he

          4   may have done that.  I didn't know for certain.  I didn't

          5   reconcile anything.  After the fact, after my last

          6   deposition, I think I got insight to suggest that that

          7   didn't actually happen, that that may not have happened.

          8        Q     During the summer of 2010, did you believe that

          9   the trades Mr. Chen was engaging in for you were likely to

         10   be profitable without taking into account the transmission

         11   loss credit?

         12        A     I knew that some of the trades -- the bet that

         13   he was making on some of the trades would be that the

         14   revenue associated with that trade would exceed the costs.

         15   Far and away, my understanding is the biggest driver of

         16   that revenue was the transmission loss credit, so I believe

         17   that there was a subset of the trades that he had done,

         18   that that was the new risk that he was introducing into our

         19   portfolio, the two risks that I described earlier.

         20              I believe also some of the trades on a

         21   stand-alone -- some of the trades on a stand-alone basis

         22   didn't -- they were the same stuff that he was doing a year

         23   ago, and that didn't require the transmission loss credit

         24   to be profitable.

         25        Q     You knew in the summer of 2010, did you not,
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          1   that Mr. Chen was engaging in some transactions on your

          2   behalf that he expected to lose money but for the

          3   transmission loss credit?

          4        A     Yes.

          5        Q     And you were fine with that?

          6        A     If I wasn't fine with it, I wouldn't have

          7   engaged with it.  I perceived that to be similar to the

          8   rebates by the exchanges.  That was a relevant -- A, I

          9   perceived it not to be risk-free.  B, I perceived that we

         10   were providing an economic benefit to the marketplace by

         11   doing that and it didn't seem to me any different from the

         12   high-frequency rebate arbitrageurs in the equity world I

         13   was more familiar with.

         14        Q     But the reason for taking the risk of one leg

         15   not clearing was that you believed that the transactions

         16   would be profitable because of the transmission loss

         17   credit; correct?

         18        A     There were two risks we took.  The other risk

         19   was the transmission loss credit may not have covered the

         20   risks associated with the trade.  I believe he had some

         21   sort of model that I wasn't privy to where he was able to

         22   model the expected transmission loss credits.  Subsequent

         23   to my direct dealings with Alan about this, I now see --

         24   the Skadden piece, that he had some, albeit very basic,

         25   model, that he was looking at the temperature and the load
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          1   in the system and maybe that was what I had.

          2              But I believe that the other risk was that his

          3   model that he had to model the expected transmission loss

          4   credit and the other revenues associated with the trade may

          5   not cover the fixed costs that we were obligated and

          6   guaranteed to pay into the market.

          7        Q     And put another way, Mr. Chen and you both

          8   anticipated that you would pay more in OASIS and other fees

          9   than you would get in any expected profits on the up-to

         10   trade itself; correct?

         11        A     I'm sorry.  One more time.

         12        Q     In an up-to transaction, you may make or lose

         13   money on the up-to trade itself before taking into account

         14   either paying any fees or getting any TLC; correct?

         15              MR. TABACKMAN:  The price spread.

         16              THE WITNESS:  The day-ahead versus real-time.

         17              MR. OLSON:  Right.

         18              THE WITNESS:  So is there were various risk

         19   factors in the up-to congestion trade.  One was the price

         20   spread between the day-ahead and the real-time nodes.  The

         21   other was the uncertainty of -- both legs getting cleared.

         22   The other was I think there was some variability component

         23   to the fixed costs associated with putting on the trade,

         24   and I believe -- I know there was a variability of the

         25   variable revenue streams associate with putting on the

                                                                      169

          1   trade.

          2              BY MR. OLSON:

          3        Q     I want to talk to you not about risk, but

          4   expected revenues and expected costs.  Okay?

          5        A     Yep.

          6        Q     There could be expected revenues or costs from

          7   the price spread on the up-to trade itself; correct?

          8        A     The day-ahead versus real-time spread, yes.

          9        Q     So you could make or lose money on that;

         10   correct?

         11        A     Yes.

         12        Q     Then there are the fixed costs meaning the OASIS

         13   transmission fees and black start and other costs of

         14   engaging in the transaction; correct?

         15        A     Yes.

         16        Q     Looking at those two, the expected profit or

         17   loss on the price spread and the expected fixed costs, you

         18   knew that the expected fixed costs for many of the trades

         19   that Mr. Chen engaged in were greater than the expected

         20   profits from the price spread; correct?

         21        A     For a subset of the trades, yes.  The bet that

         22   he was isolating for a subset of the trades was his

         23   ability -- he was trying to reduce the variability of the

         24   day-ahead versus real-time spread, and he was trying to

         25   introduce the new risk that the revenues would exceed the
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          1   costs associated with the trade.

          2        Q     But starting out, he was trying to make the

          3   price spread as close to zero as possible; correct?

          4        A     For those particular trades, his objective was

          5   to drive that term to zero or to somehow if the term were

          6   negative 2, on 1, if he had a trade over here and he knew

          7   it was going to be negative 2, it would be positive 2 over

          8   here.  Trades in aggregate, he was -- I know that he was

          9   trying to isolate that particular factor.

         10        Q     The price spread is designed to be zero and you

         11   have fixed costs.  Then looking at the transaction so far,

         12   you're expecting to lose money; correct?

         13        A     Yes.

         14        Q     The only way you're going to make money is

         15   because of expected transmission loss credits; correct?

         16        A     I don't believe so.

         17        Q     If you were expecting to make a loss based on

         18   the price spread being close to zero and having costs to

         19   pay, the only way you're going to make money is with the

         20   transmission loss credit; correct?

         21        A     Again, I don't believe so, and I don't mean to

         22   be technical, but my understanding is there were other

         23   revenue streams associated with the trade beyond the

         24   transmission loss credit, and that's detailed at the back

         25   of that Skadden document.  Or small.  I don't even know.
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          1   Small.

          2              BY MR. TABACKMAN:

          3        Q     You understood the way Mr. Chen chose to drive

          4   that price spread down to zero was to structure his trades

          5   so that -- for the large majority of them, he would trade

          6   as a given quantity a volume of electricity from point A to

          7   point B simultaneously trading the same volume at the same

          8   hour from point B to point A.  That's how he eliminated or

          9   tried to eliminate the price spread risk, and you knew that

         10   at the time because he told you that, didn't he?

         11        A     I know -- that's what I believed at the time,

         12   one way he could do it.  I know that there are

         13   statistically other ways to do that.

         14        Q     You knew the way he chose to do it, particularly

         15   after May 30th of 2010 when you suffered the first big

         16   drawdown, nearly $400,000, that after that, because he told

         17   you this, that after that day, he restructured his trades

         18   in an effort to eliminate the price spread risk by simply

         19   trading between the same two nodes back and forth in the

         20   same volume at the same time.  You knew that, didn't you?

         21        A     I don't know if I knew it immediately after or

         22   if I knew that later in the month when I spoke to him.  We

         23   had a big drawdown at the end of May, and I knew that

         24   changes had occurred.  I also knew that there was still

         25   risk in the portfolio.  I believe we lost money at other
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          1   times in June.

          2              I don't recall specifically, but certainly

          3   without a doubt at some point during the summer of last

          4   year, I knew that that was one way that he was introducing

          5   risk into the portfolio, was trying to drive that term, the

          6   day-ahead versus real-time, to zero and isolate the bet to

          7   his ability to model the marginal loss credit and these

          8   other revenue streams, that was that that would exceed the

          9   fixed costs associated with fixed trade.

         10              To be clear, I believe there are other ways that

         11   he or others could structure that trade as well.

         12        Q     Yes, but we're not talking about what others

         13   could have done or what he might have done.  What I'm

         14   asking you is this.  When you say he tried to introduce

         15   risk by trading from point A to point B what we'll call for

         16   shorthand paired trades, same time, same volume, same

         17   clearance bid of $50, the highest you could make, that

         18   didn't introduce risk, that was an attempt to remove that

         19   risk, wasn't it?

         20        A     I don't recall specifically talking of the

         21   prices he was bidding and the volumes he was bidding, but

         22   that being said, yes, I know that he was trying to do that.

         23   While I don't agree that's not a new risk, that is very

         24   clearly a new risk that was introduced into the portfolio.

         25   Prior to that, the trades that he was betting on were
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          1   specific to his ability to model congestion, his ability to

          2   model the day-ahead versus real-time spread.  That was the

          3   only risk in the portfolio.

          4              This I believe to be a new risk.  I believe we

          5   still had, and maybe I'm wrong, but I believe we still had

          6   the day-ahead/real-time risk in the portfolio where he had

          7   trades that he was not specifically trying to remove that

          8   risk.  He was actively inviting and taking on that risk

          9   with the expectation that he would profit.

         10              These other trades, I believe, introduced a

         11   different element of risk.  I believe that risk was

         12   realized.  He was not able to properly model the

         13   transmission loss credits or the revenues associated with

         14   the trade that they would exceed the fixed costs of the

         15   trade.  So that was a risk in the portfolio that I believe

         16   existed and may have been realized during our portfolio,

         17   but that was a different risk in the fund that didn't exist

         18   previously.

         19        Q     Let's go back to see if we can get a response to

         20   my question.  Can we agree that the effort to eliminate

         21   price spread is an effort to remove that particular risk?

         22        A     Yes, yes.  I'm sorry.  Yes.

         23        Q     After May 30, he was trying to remove the price

         24   spread risk by pairing up the transactions in the way that

         25   we described?  There may have been other risks, but that
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          1   risk, he wasn't introducing that risk.  He was trying to

          2   remove that risk, isn't that right, the price spread risk?

          3        A     What I know now, that may have happened in the

          4   beginning of June, but I don't remember when I learned of

          5   that trade.  It may have been later in June as well.  I

          6   don't recall when I first understood what that risk was.

          7   The purpose of doing paired trades or other possible

          8   trades, yes, is to remove a risk, to fully embrace and

          9   engage another risk.

         10              BY MR. OLSON:

         11        Q     To be clear, the removing the risk on a price

         12   spread and your achieving something close to a certainty of

         13   losing money looking at the price spread and the fixed

         14   costs; correct?

         15              MR. TABACKMAN:  Do you understand the

         16   questioner?

         17              THE WITNESS:  Maybe I don't.

         18              BY MR. OLSON:

         19        Q     There are risks in life and there are things

         20   that are very good bets; right?

         21        A     Even good bets have risks.

         22        Q     The expectation was that by minimizing price

         23   spread and bringing that down to zero, that you were making

         24   highly likely that you would lose money taking into account

         25   the price spread and then the fixed costs of engaging in
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          1   the up-to transaction; correct?

          2        A     My understanding is it wasn't merely highly

          3   likely.  It was guaranteed.  You were going to absolutely

          4   lose money on that trade.

          5              BY MR. TABACKMAN:

          6        Q     Unless he was successful in modeling the

          7   transmission loss credit for those trades so that his

          8   recovery of that would exceed those fixed costs?

          9        A     Again, I don't want to be overly technical, but

         10   I believe that he was modeling revenues, generally, the

         11   majority of which was the transmission loss credit, but I

         12   believe there were other revenue streams.

         13        Q     You can't identify what they were?

         14        A     I can't identify -- I can't really identify all

         15   the costs either.

         16        Q     But you knew if he were successful in driving

         17   that price spread down to zero so there was no risk that

         18   he's going to make or lose money on that, and he now has

         19   whatever those fixed costs were, if that's the entirety of

         20   the transaction, then you're going to lose money?

         21        A     Yeah, yeah.

         22        Q     So there has to be some other factor that is

         23   going to make -- gives you a reason for wanting to engage

         24   in the trade?

         25        A     Yes.
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          1        Q     You say there was some other revenue stream you

          2   believe existed other than the TLC that transformed, for

          3   lack of a better word, that guaranteed money loser into a

          4   money winner, or at least the possibility that you could

          5   make money on it?

          6        A     Yes, that was the risk.  Were the revenues

          7   associated with the trade going to exceed the fixed

          8   guaranteed payments that we were obligated to put on the

          9   trade.

         10              BY MR. OLSON:

         11        Q     Overwhelmingly, the revenues you were expecting

         12   were transmission loss credits; correct?

         13        A     Yes.

         14              MR. OLSON:  Off the record.

         15              (Discussion off the record.)

         16              BY MR. TABACKMAN:

         17        Q     You described the trades -- we'll call them the

         18   no price spread risk trades, just trying to use a shorthand

         19   here, the ones where Mr. Chen was at least endeavoring by

         20   pairing to eliminate the price spread risk.  I want to

         21   focus just on the price spread risk.  You regarded those

         22   trades and described them as sending electricity around in

         23   a circle; isn't that right?

         24        A     I believe that's an unfortunate way that I did

         25   describe them, and very inaccurate.
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          1        Q     Because they didn't go in a circle.  They went

          2   in two separate lines from one point to another?

          3        A     No, because he's not sending -- he's a virtual

          4   trader.  He's not moving electricity, and I don't know the

          5   electricity market, but my understanding is nobody -- it's

          6   hard to control electricity.  It goes where it wants.

          7              I understood his trades, that if he moved

          8   electricity from point A to point B and point B back -- not

          9   moved it, but he bet on those spreads, that the

         10   objective -- with the objective of his ability to model the

         11   transmission loss credit and other revenues would exceed.

         12              BY MR. OLSON:

         13        Q     The circle part was accurate, wasn't it?

         14        A     I don't think so.  Based upon the deposition

         15   that I gave in September --

         16              BY MR. TABACKMAN:

         17        Q     September of last year.

         18        A     September of last year, and I don't know, and I

         19   haven't even spoken to anybody with a firm understanding of

         20   the market.  My understanding was -- he may have been going

         21   from A to B and from B to C, but A and C were electrically

         22   very close.

         23              I don't know that -- I don't understand exactly

         24   how it may have happened, but I believe there were two

         25   interfaces that he was importing from one going one
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          1   direction, exporting from the other going in the other

          2   direction, but those were two separate and distinct pricing

          3   points.  Historically, they may have been priced the same,

          4   but I don't believe that it was a full closed loop.

          5        Q     Right.  And didn't you understand, sir, because

          6   Mr. Chen told you, that was what he did up to the 30th of

          7   May and after the 30th of May, he no longer had point C in

          8   there and had switched to a closed loop precisely for the

          9   purpose of eliminating or attempting to eliminate the price

         10   spread risk?  Do you recall him telling you that?

         11        A     I recall him telling me that -- yes.  I don't

         12   think it was immediately after the end of May, but I

         13   remember him saying at some point last year very early on

         14   during Powhatan's trading, that he was very clearly trying

         15   to eliminate that, and he was going from A to B -- B to A

         16   or randomly spreading trades out and saying there's 700

         17   nodes.  I'm going to randomly pick 350 nodes and move

         18   electricity to those and then randomly -- and the other 350

         19   nodes that were randomly assigned, bring that back to that

         20   interface.

         21              So I believe that he certainly was very -- I

         22   know that he was very actively trying to drive that to

         23   zero.  I don't know the extent that he was successful in

         24   driving that to zero.  I suspect he was largely successful,

         25   else I wouldn't be here with you today, but I also still
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          1   believe there may have been that risk that it was A to B, B

          2   to C where A and B were the south import and the south

          3   export.  They were two separate and distinct nodes that

          4   were not the same node but were electrically very close.

          5        Q     If I told you it has been Mr. Chen's description

          6   of what happened is after May 30th, he eliminated -- he

          7   decided to try to not do that practice any longer, to have

          8   that C node in there, you wouldn't disagree with that,

          9   would you?

         10        A     I wouldn't disagree with that.

         11        Q     You don't have any particular recollection, any

         12   specific recollection that he told you he was continuing to

         13   do the A to B, C to A, where B and C are very close, you

         14   don't have any specific recollection of him saying to you

         15   at some point after May 30th I'm continuing to do that?

         16        A     Do you mind if I draw a picture?  I think in

         17   pictures -- and I think there may be a slight

         18   miscommunication here.  I think it may help facilitate

         19   communication if we draw diagrams.

         20        Q     I will let you do that.  First I want to have

         21   this document marked and first, I want to ask you, with

         22   respect to what's been marked and identified as Exhibit 3,

         23   do you recognize these e-mails, the ones that you received

         24   and/or wrote the e-mails that appear here on these pages?

         25        A     Yes.
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          1              BY MR. OLSON:

          2        Q     In particular, on August 12th you sent an e-mail

          3   to Alan Chen at 4:18 p.m. as reflected on POW00004685;

          4   correct?

          5        A     Yes.

          6        Q     And you said to him, did you not, "If PJM files

          7   the amendment next week, when do you think that the change

          8   will take place?  And, I'm correct in believing you'll

          9   still be able to profitably trade, but won't be able to

         10   keep the TLC?  (You just won't be able to make money any

         11   moving money around in a circle)."  Correct?

         12        A     Correct.

         13        Q     What did you mean by you won't be able to make

         14   money by moving electricity around in a circle?

         15        A     Again, I think that was a very inaccurate way to

         16   describe what it was.  What I meant was that we can't have

         17   that new risk in the portfolio, that he was going back to

         18   his trading from previous years where the price driver was

         19   exclusively the day-ahead/real-time spread, that that was

         20   the main driver, the focus of his energies, that he won't

         21   focus his energies on trying to model transmission loss

         22   credits and put trades where he drove the spread to zero.

         23        Q     That is to say --

         24        A     The day-ahead/real-time spread.

         25        Q     The previous sentence ends by saying you won't
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          1   be able to keep the TLC; correct?

          2        A     Yes.

          3        Q     And the point of your sentence about moving

          4   electricity around in a circle not being able to make money

          5   anymore was that it would not be profitable to engage in

          6   transactions where you were driving the price spread to

          7   zero in the expectation of being net profitable because of

          8   the TLC; correct?

          9        A     Correct.

         10              BY MR. TABACKMAN:

         11        Q     Your reference to the other unknown revenue

         12   stream is that you said existed and might make these trades

         13   profitable in addition to or other than the TLC, are you

         14   thinking of those trades that were not the closed-loop

         15   trades?  I'm trying to distinguish.

         16              On the closed-loop trades, is it your

         17   understanding in addition to TLC, there was a revenue

         18   stream of some sort that could potentially tribute to

         19   making the unprofitable trade profitable?

         20        A     Yes, and I don't even think that that revenue

         21   was specific to those trades.  It was generic to all trades

         22   in the up-to congestion market.  My understanding is there

         23   was a separate and distinct revenue stream.

         24        Q     That existed for even the closed-loop trades

         25   or -- we'll call the closed-loop trades.  That's what you
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          1   have understood; is that right?

          2        A     Yes, that is my understanding.

          3        Q     And what was the source of that understanding?

          4        A     The Skadden document -- most recently the

          5   Skadden document comment letter that they had submitted

          6   last fall.

          7        Q     Up until your reading that, you didn't have an

          8   understanding that there was some revenue stream other than

          9   the TLC that could change the closed-loop trades from, as

         10   you put it, guaranteed unprofitable to profitable?  At the

         11   time the trades were being made, you were unaware of the

         12   existence of this other revenue stream?

         13        A     I'm not sure if I was aware.  I may or may not

         14   have been aware, but even if I was aware, I don't think

         15   that would have been something I would have spent a lot of

         16   time thinking about.  Even if I was aware, I could have

         17   forgotten it?

         18        Q     In fact, wasn't it your understanding on these

         19   closed-loop trades, your understanding at the time, that it

         20   was the TLC and only the TLC that made those trades

         21   profitable?

         22        A     I don't recall if I was aware of something else.

         23   I can certainly say without a doubt I was most interested

         24   in the TLC, and I speculate that even if I was aware of

         25   this other revenue stream, it was largely discounted.  You
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          1   had said earlier that I -- you had said earlier that I

          2   could draw some pictures.

          3        Q     I'd like to move on.  There may be a time to do

          4   that, but I need to try to move this along.

          5        A     Fair enough.

          6              MR. TABACKMAN:  If we could have this document

          7   marked as POW00000557 as Number 4.

          8              (Gates Exhibit 4 identified.)

          9              BY MR. TABACKMAN:

         10        Q     I'm going to show you what has been marked as

         11   Exhibit Number 4.  If you would take a look at that, and I

         12   will give copies to Mr. Hagan and to Mr. Olson and to madam

         13   reporter.  If you would take a look at that and let me know

         14   when you've finished studying it.  Do you recognize it?

         15        A     It appears to be a report that Alan had sent to

         16   me in June of last year.

         17        Q     Is it a report of the trades that he had made

         18   and expected to make over a certain three-day period?

         19        A     I think they were actual trades that he had

         20   done.  I think these were actually trades -- positions that

         21   he had on or submissions into an auction.

         22        Q     Did you receive documents like Exhibit Number 4

         23   from Mr. Chen on a daily or virtually daily basis

         24   throughout the summer of 2010?

         25        A     Yes.
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          1        Q     Back before he was doing the -- what we'll call

          2   the closed-loop trades, did you also receive documents

          3   similar to Exhibit 4 back in 2008 and 2009?

          4        A     Yes.

          5        Q     That was part of your agreement, that he would

          6   provide these to you; is that right?

          7        A     Yes.

          8        Q     If you take a look at the second page of this

          9   exhibit, 00000558, the title says "Powhatan Energy Fund LLC

         10   Hourly Position for Yesterday (Monday, June 14, 2010)," is

         11   that right, across the top?

         12        A     Yes.

         13        Q     On the left side he has "Hour Ending," 1 through

         14   24.  Those are the hours of the day; isn't that right?

         15        A     Yes.

         16        Q     And you understood this at the time you received

         17   it?

         18        A     Yes.

         19        Q     Then he has a column titled "PJM ---> NYIS."

         20   Did you understand NYIS to mean the New York area

         21   Independent System Operator?

         22        A     Yes.

         23        Q     And PJM was the entity in which the trades were

         24   being placed; isn't that right?

         25        A     Yes.
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          1        Q     Next two columns, one has "PJM ---> MISO" and

          2   then MISO, Midwest Independent System Operator, right, and

          3   "MISO ---> PJM," and you understood those two columns to

          4   reflect trades that were going from MISO to PJM and from

          5   PJM and other trades originating in MISO and going to PJM?

          6        A     Yes.

          7        Q     These two columns show, in hour ending 1,

          8   Mr. Chen put on a trade from PJM to MISO in a volume of

          9   2900 megawatts; is that right?

         10        A     Yes.

         11        Q     It shows at hour ending 1 on June 14 he did a

         12   trade of 2900 megawatts from MISO to PJM?

         13        A     Yes.

         14        Q     Same time, same volume?

         15        A     Yes.

         16        Q     And if you continue to look down, just those two

         17   columns, for each of the 24 hours, there is an identical --

         18   the trade from MISO to PJM and PJM to MISO is in the same

         19   quantity, not necessarily that first hour, but each hour

         20   has the same volume going in each direction; is that right?

         21        A     No.

         22        Q     I'm sorry.  You're right.  There are some where

         23   he has 200 megawatts going more in one direction than in

         24   the other.  That would be specifically hours 12, 13, 14,

         25   15, 16, 17, 18 and 19.  Is that right, just for those two
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          1   columns?

          2        A     I'm sorry, hours --

          3        Q     The hours between 10 and 19, there's a

          4   200-megawatt difference in the trade; is that right?

          5        A     Yes.

          6        Q     For the other hours in those two columns, the

          7   trades are the same in both transactions?  The volumes are

          8   the same in each direction?

          9        A     The volumes are the same, yes.

         10        Q     Those would be examples of what we're calling

         11   the closed-loop trades; is that right?

         12        A     I don't know that.

         13        Q     You know that the trade went from hour ending 1

         14   from PJM to MISO and hour ending 1 from MISO to PJM.  That

         15   was the position that had been taken by the time this was

         16   written the day before?

         17        A     My understanding was there are a thousand

         18   pricing points in PJM that could have represented that PJM.

         19   I probably speculated that the MISO was the interface.  I'm

         20   not sure to this day or looking at this information what

         21   those particular trades were.

         22        Q     Did Mr. Chen ever tell you that he was -- that

         23   when he would trade into MISO, even if he would use

         24   different trading points, he would send the same or close

         25   to the same quantities in those hours.  He would pick out
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          1   pairs that he would use?

          2        A     Could you repeat that, please?

          3        Q     Sure.  I understand this chart doesn't indicate

          4   which precise locations in either PJM or MISO the trades

          5   went to, but it was your understanding, wasn't it, from

          6   e-mails and conversations you had with Mr. Chen that, in

          7   fact, these gross quantities that are described here were

          8   made up of trades that were paired particular nodes going

          9   from node A to node B in PJM and B in PJM back to node A in

         10   MISO for each of these hours?

         11        A     I knew that that exposure, that that trade was

         12   embedded in this overall portfolio.  It's not obvious to me

         13   it's represented in these two columns.

         14        Q     When you had questions to Mr. Chen or what

         15   Mr. Chen was doing, you have didn't hesitate to ask him,

         16   did you?

         17        A     I asked him a lot of questions.  There were some

         18   times that I did hesitate to ask.

         19        Q     You asked a lot of questions so that you could

         20   understand better exactly what he was doing; correct?

         21        A     Yes.

         22        Q     And he had an obligation in his agreement to be

         23   totally transparent; isn't that right?

         24        A     I don't believe that he had that obligation, and

         25   more significantly, I don't believe he was totally
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          1   transparent.

          2        Q     And your belief that he was not totally

          3   transparent is based upon what conduct on his part?

          4        A     His unwillingness to provide us with the

          5   specific information of what he was doing, how he was doing

          6   it.  I think there's a very clear trail of documentation in

          7   the e-mails that I had with him, that we were hoping to

          8   learn more about the power markets.  He was the expert.  We

          9   hired Dr. Chen as our adviser because he knew about the

         10   power markets.

         11              We did not have the expertise, the know how or

         12   the knowledge of these markets, so we were hoping to better

         13   understand what it was that he was doing, how he was doing

         14   it, understand what the risks were and what the potential

         15   benefits were.

         16        Q     You characterized the chain of e-mail testimony

         17   or e-mails back and forth between you as reflecting his

         18   unwillingness to do that.  I will represent to you my

         19   review of them shows the exact opposite.  He answered every

         20   question you asked him in great detail.  Let's go through

         21   them.  Which of those points did he decline to tell you?

         22   What is it that you wanted to know in precise terms that he

         23   declined to answer for you?

         24        A     How he was modeling congestion.

         25        Q     When did you ask him how he was modeling
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          1   congestion?

          2        A     At numerous times in the discussions.  We asked

          3   him -- we entered into the relationship with him in 2008.

          4   We cold called him at a PJM member directory.  We didn't

          5   know much about the up-to congestion, had never

          6   participated in these markets.  We met with him and asked

          7   him what he was doing and how he was doing it.

          8              There's a natural conflict because that was how

          9   he justified his advisory fee or his payment to us, was by

         10   his knowledge of the secret sauce and his trading.  He did

         11   not want to reveal that secret sauce or about his trading

         12   for fear we had more resources than he does, that we would

         13   say thank you, Alan, we no longer need you, we can do this.

         14              So we engaged him in a nondisclosure agreement

         15   in 2009, asked him to -- we asked him numerous times to

         16   come to West Chester.  We wanted to be involved.  We want

         17   to actively get involved in your trades.

         18              In 2009, we asked him -- convinced him to sign a

         19   nondisclosure agreement with us and come up and have some

         20   sort of obligation with he tells us everything, and then we

         21   ramp up and explore it and feel more comfortable and pursue

         22   it.

         23              After that, we left largely dissatisfied with

         24   that meeting, and we did not ramp up after that meeting --

         25   immediately after that meeting.  Nine months later or 10
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          1   months later the dynamics had changed, not as it relates to

          2   his disclosures or transparency, but related to the

          3   marketplace generally, that we now knew PJM just wrote us a

          4   check for $1.2 million, and we said wow, this is a lot more

          5   exciting than it was.

          6              Because the potential upside was bigger, we

          7   ramped up with him, still largely not knowing what specific

          8   trades he was doing, how he was doing them.  The

          9   nondisclosures agreement aside, if I had the ability to

         10   trade up-to congestion myself, I would have done it.  Our

         11   firm actively wanted to create a power desk so we

         12   understood what it was we were doing.  We thought we could

         13   better control the risks, better control the upside and,

         14   quite frankly, do it better.

         15              And we did not set up that trading desk.  They

         16   were still actively to do it, and have our exposure with

         17   third-party advisers who we don't fully understand what it

         18   is that they're doing, how they're doing it and what we can

         19   do to make it better.

         20        Q     At some point, you did ramp up with Mr. Chen;

         21   isn't that right?

         22        A     Yes.

         23        Q     Wasn't that because of -- that was because of

         24   the TLC; isn't that right?

         25        A     Yes.

                                                                      191

          1        Q     You told your partners that?

          2        A     Yes.

          3        Q     In fact, it was your testimony earlier today

          4   that you did not accept Mr. Chen's characterization as it

          5   being almost risk-free, that these transactions, that the

          6   TLC almost made them risk-free?

          7        A     I certainly can't recall everything that I said

          8   as it relates to these transactions.  I don't believe to

          9   this day and at any point last year I perceived them to be

         10   risk-free.  And I know that Alan at some point had

         11   described them as almost risk-free or close to risk-free or

         12   something like that, but again I've had many other people

         13   tell me great ways to make money, risk-free money in real

         14   estate in 2006.

         15              MR. TABACKMAN:  If we could have this marked as

         16   Exhibit Number 5, please.

         17              (Gates Exhibit 5 identified.)

         18              BY MR. TABACKMAN:

         19        Q     Hand you Exhibit Number 5.  And a copy to

         20   Mr. Hagan, Olson and the reporter.  Take a look at that.

         21   Tell me whether you recognize this document as one that you

         22   created.

         23        A     Yes.

         24        Q     What was your purpose in creating it?

         25        A     To get internal buy-in from the investors that
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          1   this was a logical and rational thing to do to respond to

          2   new opportunities in the marketplace.

          3        Q     You titled the document "Rampin' up with Alan

          4   Chen"; is that correct?

          5        A     Yes.

          6        Q     And you created it on March 19, 2010; is that

          7   correct?

          8        A     Yes.

          9        Q     And the e-mail that is on top of the document,

         10   POW00008000, is one that you wrote?

         11        A     Yes.

         12        Q     And you sent it to the other principal investors

         13   in -- Powhatan didn't exist at that time, did it?

         14        A     It did not exist.

         15        Q     In fact --

         16        A     I'm sorry.  Can I retract?  It may not have

         17   existed.  I don't know.  I don't know exactly when Powhatan

         18   and LSE Capital Management were created.

         19        Q     Will you accept my representation that it was in

         20   May of 2010?

         21        A     Yes.

         22        Q     In fact, you were talking about -- and this

         23   document accurately reflects the e-mail that you wrote,

         24   correct, if you would read it?

         25        A     I believe it to be the e-mail I wrote.
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          1        Q     It's a printout of the e-mail that you wrote;

          2   correct?

          3        A     I'm sorry, yes.

          4        Q     The document "Rampin' up with Alan Chen" is a

          5   copy of the document that you created, and this is an

          6   accurate copy of that; correct?

          7        A     To the best of my knowledge, it's perfectly

          8   accurate.

          9              BY MR. OLSON:

         10        Q     And you wrote this e-mail intending to provide

         11   accurate information to the best of your ability to your

         12   brother, Mr. Newman, Mr. Eiben and Mr. Chao Chen; correct?

         13        A     Yes.

         14              BY MR. TABACKMAN:

         15        Q     On page 3, you wrote "Recently, Alan's exposure

         16   has significantly ramped-up.  Alan maintains that his

         17   account (HEEPF) isn't taking much more risk.  He's

         18   participating more heavily in the TLC trade, which he

         19   describes as almost a risk-free way to make money."  Is

         20   what you wrote?

         21        A     Yes.

         22        Q     When you wrote it, that was your understanding

         23   of what Mr. Chen had actually done and said to you?

         24        A     Yes.

         25        Q     You were describing the information that you had
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          1   obtained from him accurately to your partners?

          2        A     Yes.

          3        Q     I don't know if they're technically partners.

          4        A     One of them is my identical twin.

          5              BY MR. OLSON:

          6        Q     On that page, POW00008003, you didn't say by the

          7   way, I don't believe him when he says it's almost a

          8   risk-free way to make money, did you?

          9        A     I did not.

         10        Q     Even though you were intending to communicate

         11   accurately to your investors; correct?

         12        A     Yes.

         13              BY MR. TABACKMAN:

         14        Q     The graph that appears on the page ending 8003,

         15   where did that come from?  Did you create it?  Did you take

         16   it from Mr. Chen?

         17        A     I believe I created that graph based upon data

         18   that Alan provided to me.

         19        Q     Did you regard the data that he provided to you

         20   as accurate data, as far as you knew?

         21        A     I suspected -- I hoped or believed it to be

         22   accurate.  I certainly didn't guarantee.

         23        Q     You didn't think he was misleading you

         24   intentionally when he gave you the data?

         25        A     I'm familiar with this document.  I believe
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          1   there's a section at the end under other thoughts, the last

          2   page ending in 8007 where I speculate he may not have given

          3   me correct information.  I don't know if that statement

          4   applies to this or other aspects of this presentation.

          5        Q     What does the graph on the page ending 8003

          6   depict?

          7        A     It depicts volumes that were traded by Alan for

          8   the HEEP fund and our various entities that he was trading

          9   for from the period -- well, excuse me.  I believe it

         10   depicts the trading of his fund from 9/1/2007 to 3/1/2010

         11   but our funds beginning 5/1/2008 to 3/1/2010.

         12        Q     And the legend here seems to indicate that the

         13   fund you had was the Huntrise.  Is that the Huntrise Energy

         14   Fund?

         15        A     I believe that that's a conglomeration of two

         16   funds.  I believe during the original period -- some period

         17   in the beginning it was Huntrise fund of funds and then

         18   later Huntrise Energy Fund.

         19        Q     Turn to the next page ending in 8004.  You write

         20   "We manage our exposure to Alan's trading by varying the"

         21   megawatt "ratio of HEF."  Does that stand for Huntrise

         22   Energy Fund?

         23        A     Yes.

         24        Q     "To HEEPF," that's Mr. Chen's fund; correct?

         25        A     Yes.
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          1        Q     "So, recently, our account (HUNT2) has been

          2   taking more risk, as we're now 4X his exposure"; is that

          3   right?

          4        A     Yes.

          5        Q     So that meant for every megawatt that Mr. Chen

          6   traded on his own behalf, he traded 4 megawatts for

          7   Huntrise?

          8        A     He bid into the auction 4 megawatts, but the

          9   auction didn't necessarily clear, so he attempted to put on

         10   4 megawatts.  There were tying A, I believe it to be a

         11   specific risk, and I know there were times that he had a

         12   stated ratio, and he deviated from that ratio.

         13        Q     But the intended ratio was his 1 megawatt, your

         14   4 megawatts?

         15        A     Correct.

         16        Q     Let's go to the next page, 8005 "Alan is now

         17   actively altering his trading to profit from the TLC."  Did

         18   you write those words?

         19        A     Yes.

         20        Q     And were you telling your partners what you

         21   actually understood Mr. Chen to be doing -- what you

         22   believed he was doing based on what he told you?

         23        A     Yes.

         24        Q     You weren't making up the fact that he had

         25   altered his trading to profit from the TLC?
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          1        A     Without a doubt, no.  I couldn't have made up

          2   anything.  I was dependent upon Alan's advice and

          3   information as it related to the trading on this account.

          4        Q     What was your understanding of how Mr. Chen

          5   actively altered his trading to profit from the TLC?

          6        A     At that point in March of last year, maybe he

          7   would have --

          8        Q     I don't want you to speculate.

          9              Do you have a recollection of what you meant

         10   when you said he was "actively altering his trading"?  What

         11   was the ways in which he did that?

         12        A     More volume, more volume driving -- being

         13   willing to pay more risks, realizing that he had a

         14   significant tailwind because he was being paid a

         15   transmission loss credit.  Of his standard trades, taking

         16   more risk and putting on more volume.

         17        Q      "Last month, we would have lost almost $400,000

         18   if not for the TLC."

         19        A     Yes.

         20        Q     When you wrote that, did you believe that to be

         21   a true statement?

         22        A     Again, qualified by the statement in the back

         23   that I wasn't certain that Alan was giving me correct

         24   information.  Subject to 8007, this last sentence in the

         25   second bullet point "This is weird, and suggests that he
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          1   hasn't thought through his fee schedule through or he

          2   hasn't given me correct information."  The fact that I was

          3   doubting his accuracy, I dare say integrity or ability to

          4   give me information on one aspect, and that's clearly

          5   highlighted in this document, perhaps that doubt or

          6   uncertainty could be extended to other aspects of this

          7   document.

          8        Q     Nowhere in the document -- but with respect to

          9   these figures, did you see the data that allowed you to say

         10   to your partners and investors last month, we would have

         11   lost almost $400,000 if not for the TLC?  That's an

         12   affirmative statement, was it not?  There's no

         13   qualification in there, is there?

         14        A     Did I see the data -- I believe I did see the

         15   data.  Let me actually retract my previous statement.  I

         16   believe that this data was on the PJM statements that they

         17   provided to us monthly.  Yes, let me retract everything.

         18              I believe that this was absolutely accurate.  It

         19   wasn't filtered through Alan.

         20        Q     "But, we netted a profit of more than $200,000."

         21   If my math is right, there was a $600,000 swing

         22   attributable to the TLC?

         23        A     The graph suggests it was a little bit over 600.

         24        Q     It was attributable to the TLC as you understood

         25   it?
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          1        A     Yes.

          2        Q     And that was shown on your PJM statements?

          3        A     Yes.

          4        Q     And you got statements from PJM on a weekly

          5   basis and monthly basis, if you recall?

          6        A     Yes.

          7        Q     Do you recall observing -- strike that.  Never

          8   mind.

          9              "For the month of March, Alan estimates we are

         10   up $220,000 MTD," which I believe means month to date;

         11   correct?

         12        A     Correct.

         13        Q     Was it your understanding when you wrote this

         14   that being up $220,000 was also attributable to the TLC?

         15        A     I suspect so.  I don't know exactly what my

         16   mind-set was, but I suspect I was believing that the TLC

         17   was a large contributor.

         18        Q     Then there are two text boxes that are in the

         19   middle of the graph.  Do you see those?

         20        A     Yes.

         21        Q     Did you write the words "The last couple of

         22   months, Alan has found a new 'risk free' trade that takes

         23   advantage of the fact that we now collect transmission

         24   losses"?  You wrote that?

         25        A     Yes.
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          1        Q     Were you accurately stating your understanding

          2   to your investors when you made that statement?

          3        A     No.

          4        Q     You were telling your investors something that

          5   you did not believe to be the case?

          6        A     I'm not sure exactly how to read that.  I don't

          7   believe those are my words.  It may have been Alan's words.

          8   It may have been a typo.  It certainly conflicts the

          9   information that is described two pages earlier where there

         10   are two sentences that he acknowledges -- that he is taking

         11   more risk, and it's almost risk-free, but again, suggesting

         12   there is risk, document 8003.  There's obviously a conflict

         13   there, but I don't believe I perceived it as a risk-free

         14   trade.  I know I didn't, and the subject of the -- not the

         15   subject.

         16              The language in the e-mail when I sent this out

         17   clearly says nothing of the sort.  I said it's exciting,

         18   and it's "typically profitable."  I didn't -- "typically

         19   profitable," to me, is suggesting there is an opportunity

         20   here.  It's risky, but we hope to be compensated for our

         21   risk.

         22        Q     Wasn't your use of the quotes around "risk-free"

         23   your way of conveying to your partners that it was almost

         24   risk-free, that you weren't being literal here?  Isn't that

         25   why you put those words in quotes as opposed to telling
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          1   them that you didn't believe it to be almost risk-free?

          2        A     I don't know what my mind-set was when I wrote

          3   that particular slide.  I don't know if it was a typo or

          4   mistake or perhaps I was quoting Alan.  Maybe Alan referred

          5   to it as risk-free and I was quoting him.

          6              When I look at that document -- I work in the

          7   equities market.  I have been an investor for long enough

          8   where I know that there's nothing risk-free.  And even more

          9   recently learned that owning U.S. treasuries may not be

         10   risk-free.

         11              At this date, I cannot believe that I would have

         12   thought that Alan had a risk-free way to make money.

         13        Q     How did that you believed Alan had an almost

         14   risk-free way of making money?

         15        A     How I would categorize it?  Alan is confident he

         16   has an edge in the marketplace.

         17        Q     Isn't it a fact that you came to credit that

         18   belief based on things that he showed you?

         19        A     I came to believe that largely based on my

         20   understanding of the transmission loss credit, and I don't

         21   know if it was specific to things that he had shown me or

         22   the checks that PJM was writing to me retroactively paying

         23   me $1.2 million.

         24        Q     But it looked to you like it was almost

         25   risk-free, and you accepted that?
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          1        A     No.  I did not believe it to be almost

          2   risk-free.  If I had believed it to be almost risk-free, I

          3   would have had very different language in the subject of

          4   the e-mail -- excuse me, in the text of the e-mail which I

          5   said "are typically profitable."  I would have used much

          6   stronger language at that point.

          7              If I had believed it to be risk-free, I would

          8   have said this is risk-free, and I wouldn't have questioned

          9   the relationship that I had with Alan at the end where I

         10   suggested he may not have done the simple math or may not

         11   have given me accurate information.

         12              BY MR. OLSON:

         13        Q     Let me direct your attention to the third page

         14   of Exhibit 5, with the Bates number POW00008002.  This is

         15   an executive summary that you prepared for your partners;

         16   correct?

         17        A     Yes.

         18        Q     You there attempted to highlight for your

         19   partners the key points of the presentation that was to

         20   follow; correct?

         21        A     Yes.

         22        Q     And you tried to make that as accurate as

         23   possible; correct?

         24        A     Yes.

         25        Q     Would you take a moment to read that executive
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          1   summary, please, to yourself.

          2        A     Yes.  I had read it earlier.

          3        Q     In the second paragraph there you say "Alan is

          4   fearful that PJM could change its mind, and could force UTC

          5   traders to pay TLCs.  He hasn't heard anything to suggest

          6   that they will, but I think he feels that way because it's

          7   too easy for him to make money now"; correct?

          8        A     Yes.

          9        Q     That's the only risk that you describe in this

         10   executive summary, isn't it, that PJM may change its mind?

         11        A     That's the only one that I specifically

         12   describe.  I allude to the fact that we need to do it in

         13   another entity besides Huntrise Energy Fund largely because

         14   we perceived it to be a higher risk investment and not

         15   suitable for the investments of Huntrise Energy Fund.

         16        Q     There's nothing in that sentence that

         17   specifically mentions any particular risk other than that

         18   PJM will change its mind; correct?

         19        A     Correct.

         20        Q     You recall the sentence that includes the phrase

         21   "it's just too easy for him to make money now"; correct?

         22        A     Yes.

         23        Q     What did you understand that to mean -- strike

         24   that.

         25              What did you mean by that?
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          1        A     That Alan was telling me that he thought that it

          2   was -- that he thought that the opportunities had become

          3   significantly more attractive in the up-to congestion

          4   market because of the transmission loss credit.  So he said

          5   this is hugely more attractive and a great opportunity for

          6   me and all market participants now that they're paying the

          7   transmission loss credit.

          8        Q     As you describe later on, it was a great

          9   opportunity because you could lose money on the underlying

         10   transaction but make that up and then some with TLC

         11   payments; correct?

         12        A     Where do I say that?

         13        Q     For example, on the page 8005, you say last

         14   month we would have lost almost $400,000 if not for the TLC

         15   but we netted a profit of more than $200,000.  You netted

         16   that because of the TLC; correct?

         17        A     Again, and I don't want to parse words, but you

         18   said because of the underlying transaction in the original

         19   question.  I believe that the TLC was an integral part of

         20   the underlying transaction.

         21        Q     In your words, you could lose $400,000 if not

         22   for the TLC but end up $200,000 in the black once the TLC

         23   was taken into account; correct?

         24        A     Correct.

         25        Q     That's what you meant when you said "it's just
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          1   too easy for him to make money now," isn't it?

          2        A     When I said that he feels that it's too easy.

          3        Q     No, but you didn't say he feels that way.  You

          4   said "he feels that way because it's just too easy for him

          5   to make money now"; correct?

          6        A     I think yours is a more accurate interpretation

          7   of that sentence.

          8              MR. TABACKMAN:  Off the record.

          9              (Discussion off the record.)

         10              (Whereupon, at 12:04 p.m., the deposition was

         11   recessed, to be reconvened at 1:00 p.m. this same day.)
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          1                        AFTERNOON SESSION       (1:08 p.m.)

          2   Whereupon,

          3                         KEVIN J. GATES

          4   resumed the stand and, having been previously duly sworn,

          5   was examined and testified further as follows:

          6                    EXAMINATION (Continued)

          7              BY MR. TABACKMAN:

          8        Q     Mr. Gates, I'm required to remind you that

          9   you're still under oath.  Do you understand?

         10        A     Yes.

         11        Q     Prior to your writing the "Rampin' up with Alan

         12   Chen" document that we were talking about just before the

         13   lunch break, bearing Exhibit Number 5, do you recall having

         14   in early March some e-mail exchanges with Alan about the

         15   impact of the TLC on the February are monetary outcomes for

         16   Huntrise and for HEEP fund?

         17        A     Was that the e-mail that we just were -- the

         18   copy of the e-mail we were just talking about?

         19        Q     I think there's an underlying e-mail.  I'm not

         20   sure if we marked this or not.  I don't think we've marked

         21   this e-mail as Exhibit 6, I believe.

         22              (Gates Exhibit 6 identified.)

         23              BY MR. TABACKMAN:

         24        Q     Let me show you what's been marked as Exhibit 6,

         25   and I'm handing a copy to Mr. Hagan, the reporter.   Have
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          1   you read it?

          2        A     Yes.

          3        Q     Do you recall receiving -- starting on the back

          4   on page POW00007916, do you recall receiving this e-mail

          5   from Mr. Chen?

          6        A     Yes.

          7        Q     It's dated Friday, March 5 at 10:29 a.m.,

          8   although I've got the same e-mail dated at a later time.

          9   He's sending you the February 10th statement for what he

         10   believes he's owed for the trading for the month of

         11   February?  Is that what the first paragraph is about?

         12        A     Yes.

         13        Q     And he was compensated -- how was he

         14   compensated?  It appears he was compensated for the trading

         15   he did for himself as well as the trading that he did for

         16   Huntrise?

         17        A     Yes.

         18        Q     Those were the first two paragraphs, is that

         19   right -- well, the second paragraph talks about how it

         20   shows the P&L for HUNT2 for the month of February?

         21        A     Right, and he was to participate in a portion of

         22   those fees.

         23        Q     It shows here -- what he does is he shows a P&L

         24   of $264,140.75, which he then has a parentheses, "(= -

         25   $382,853.00 + $646,993.75)."  Those figures are the figures
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          1   that are used, aren't they, in Exhibit 5, the "Rampin' up

          2   with Alan Chen" document, where he shows how a loss of

          3   almost $400,000 was converted to a gain of over $264,000 by

          4   virtue of the TLC?  Would you like to take a look at that?

          5        A     I don't think I do.  I think I know the slide

          6   you're referring to, and I believe those are supposed to

          7   represent the same numbers, and I'm not sure if they were

          8   exact, but fair enough.

          9        Q     You based your March 19th report to the

         10   investors on the numbers that Mr. Chen gave you here in

         11   this e-mail we're talking about, Exhibit 6?

         12        A     I don't know if I based it upon these figures.

         13   I believe I may have also independently received those

         14   figures from PJM in the monthly statements.

         15        Q     Fair enough.  It is the month of February 2010

         16   where you see the TLC turning around the transaction from a

         17   loss to a gain, that is the source of the discussion you

         18   had in "Rampin' up with Alan Chen," Exhibit 5?

         19        A     If not for the TLC, yes, we would have lost

         20   money in February.  Also, I believe the same thing applied

         21   in full of '09 as well.  I believe July of '09 originally

         22   was a losing month, but then when they retroactively gave

         23   us the transmission loss credits, I believe it may have

         24   also turned positive as well.

         25        Q     Did Mr. Chen discuss with you what he did with
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          1   the data when the retroactive payments came?  Did he do any

          2   analysis as far as you know?

          3        A     I suspect he did.  We weren't privy to any of

          4   that analysis to the extent he did it, but if I were in his

          5   shoes and had the information and know-how that he has, I

          6   would have tried to model the transmission loss credits.

          7        Q     Did he ever tell you that's what he did so he

          8   could begin to anticipate what they would look like in

          9   future months?

         10        A     I think this e-mail -- it references here, I

         11   believe, although the TLC advantage tends to shrink a lot

         12   during shoulder months.

         13        Q     That to you reflects the fact that he had done

         14   some analysis based on the retroactive payments that had

         15   been received?

         16        A     I don't know if it was specific to those

         17   retroactive payments.  Perhaps even beyond that, there may

         18   have been a data set available where transmission loss

         19   credits were payable to other participants, so he may have

         20   had 10 years of data he was able to model.

         21        Q     He says "As you can see from the reports,

         22   without TLC we would have lost money" and he goes on to

         23   have the numbers, and he says "February 2010 is the first

         24   month I really started taking advantage of the TLC."  What

         25   did you understand him to mean by "taking advantage of the
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          1   TLC"?

          2        A     That he was altering the types of trading that

          3   he was doing because of the expected TLC.

          4        Q     He says "It is a good thing we are making money

          5   and I'm pretty sure about it if TLC refund continue as is."

          6   What did you understand him to be saying when he says "and

          7   I'm pretty sure about it"?

          8        A     I certainly didn't interpret that to mean

          9   risk-free or anything of the sort.  I meant it as hey, this

         10   gives me an all market participants in UTC significant edge

         11   that we previously did not have.

         12        Q     Other than the statement that you pointed out on

         13   the last page of Exhibit 5 about how the "Rampin' up"

         14   document where you point out that he --

         15              MR. HAGAN:  Do you have extra copies of that?

         16              BY MR. TABACKMAN:

         17        Q     You pointed out today that with respect to

         18   Mr. Chen's fee, at a certain point, I think with a larger

         19   investment, he winds up getting a smaller amount of money?

         20        A     Yes.

         21        Q     You state he either made a mathematical error or

         22   he gave you bad information?  I'm paraphrasing.

         23        A     Yeah -- yes.

         24        Q     Is there any place else that you can recall

         25   where you expressed concern about Dr. Chen's integrity?
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          1        A     Yes.

          2        Q     And when was that?

          3        A     When I first found out about the CU Fund later

          4   in August of 2010.  He did not inform me of that fund.  It

          5   created a conflict of interest, and I felt he had a

          6   responsibility to tell me about that fund.

          7        Q     Specifically, with respect to the accuracy of

          8   his TLC calculations and his assessment of the impact of

          9   TLC on the transactions that he was doing, did you ever

         10   have occasion to express concerns about his integrity

         11   there?

         12        A     I don't recall.

         13        Q     Certainly, you never sought to terminate the

         14   relationship based on concerns about his integrity; is that

         15   correct?

         16        A     I never terminated -- the relationship -- yeah,

         17   I never terminated the relationship with Alan because of

         18   his integrity.

         19        Q     And you don't recall having any discussion with

         20   your partners about concerns that you had with his

         21   integrity to the point where you were skeptical about

         22   continuing to use him as the person doing the trading?

         23        A     I believe this slide shows that I was expressing

         24   concern to my partners.  I don't recall all discussions and

         25   things that I said or may have said.  I have a general
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          1   recollection that he and Chao, my colleague and old friend,

          2   did not have a good rapport, and largely because Chao

          3   dealt -- I don't know if it was an integrity thing or being

          4   evasive and not willing to help Chao understand the risks.

          5              I know there was concern there, and I don't know

          6   what exactly it means, integrity, but I know Chao felt we

          7   did not have a good dynamic or relationship with Alan.

          8        Q     Did you and your partners ever discuss that you

          9   should terminate the arrangement with Mr. Chen based upon

         10   these concerns that you now pointed out?

         11        A     No.

         12              BY MR. OLSON:

         13        Q     On March 19 you felt comfortable in titling your

         14   presentation to your partners "Rampin' up with Alan Chen"?

         15        A     Yes.

         16        Q     And you felt comfortable in your e-mail

         17   recommending having a lot of exposure through Mr. Chen to

         18   the kinds of trades he wanted to engage in in PJM, correct,

         19   of trades?

         20        A     Yeah.  I described it as typically profitable.

         21   My interest was largely because of the TLC in the summer

         22   months.

         23        Q     It was the summer months that are typically

         24   profitable, not Mr. Chen's trades that are typically

         25   profitable; correct?
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          1        A     Yes.

          2              BY MR. TABACKMAN:

          3        Q     And your words were "it's too exciting and we

          4   need to have a lot of exposure this Summer."  And that

          5   exposure would come through Mr. Chen?

          6        A     Yes.

          7        Q     Dr. Chen rather.

          8              You didn't suggest to your partners this looks

          9   like a terrific thing, we ought to go find somebody other

         10   than Alan Chen because I don't trust him?

         11        A     We were trying to find other traders in the

         12   marketplace.  This specific "Rampin' up with Alan Chen"

         13   wouldn't be any clearer.  That was the objective, was to

         14   get more exposure to up-to congestion trading with Dr. Alan

         15   Chen.

         16        Q     On the first page of Exhibit 6 that's before

         17   you, there's some e-mails back and forth about his payment

         18   and getting the money wired.  Do the e-mails accurately

         19   reflect -- does Exhibit 6 accurately show what you wrote?

         20        A     I believe it's an accurate copy of the e-mails

         21   that were sent.

         22        Q     Does it accurately report that the reason --

         23   that Mr. Sekelsky told you the reason the wire hadn't gone

         24   out to Dr. Chen confidence because Larry -- I take it

         25   that's Mr. Eiben -- had left before that could be
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          1   accomplished?

          2        A     Yes.

          3        Q     And you understood that to be the truth when

          4   Mr. Sekelsky told you that?

          5        A     Yes.

          6        Q     Going to the last page of the e-mail, Dr. Chen's

          7   statement to you, is this the first time that he raises

          8   with you his concern about the possibility of PJM -- he

          9   says "The bad thing is it really concerns me: if PJM ever

         10   reverts back to those days without TLC or the TLC

         11   calculation was/is incorrect and we have to pay back all or

         12   some of the TLC refunds, we are going to be in big trouble.

         13   I have not heard anything about this at all, but just the

         14   thought nags me a lot."

         15              Did you ever explore with Dr. Chen why he was

         16   concerned that PJM might revert back to not paying TLC?

         17        A     I suspect that I did, that I think he realized

         18   from a policy standpoint the transmission loss credit was a

         19   bad policy.  If he was the one designing the marketplace

         20   and he had the responsibility to the marketplace -- to

         21   create it and his ideal marketplace, I don't think he would

         22   have instituted this TLC.  I think he would say rebates or

         23   transmission loss credits are rebates and they're intended

         24   to encourage certain behavior, and these rebates are

         25   encouraging the wrong behavior.

                                                                      215

          1        Q     And the wrong behavior was what -- strike that.

          2              First of all, what you just said, is that a

          3   recollection of something he told you, or is that pure

          4   supposition on your part -- strike the word "pure."  Is

          5   that a supposition, or is there some document you recall

          6   seeing?

          7        A     I guess this is a supposition.  I'm not sure I

          8   know exactly what that word means, but it's my general

          9   recollection of how the discussion may have transpired.

         10        Q     Also, it was reasonable, was it not, he was

         11   expressing concern that it was just too easy to make money

         12   this way and they might revert back?

         13        A     I don't know if it's in here that it was too

         14   easy to make money.  I don't see any language in here that

         15   says it's too easy to make money.  He says "I'm pretty sure

         16   about it," meaning I'm reasonably confident that this works

         17   in our favor.

         18        Q     What was the wrong conduct that you just

         19   referred to, that this rebate incented?

         20        A     I believe that PJM wanted to encourage virtual

         21   traders -- virtual and physical orders to speculate in the

         22   day-ahead relative to the real-time market through incs and

         23   decs, which is a difficult vehicle outside of up-to

         24   congestion.

         25              It's my understanding that is what that
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          1   marketplace was created for.  This up-to congestion

          2   marketplace was originally designed for another purpose,

          3   but because of these transmission loss credits, it made it

          4   so that the behavior was to make it so -- I don't know

          5   nobody, but to make it so you weren't encouraged.  You were

          6   actually discouraged from participating in the inc and dec

          7   market and encouraged to participate in the up-to

          8   congestion markets because I believe the fees were

          9   generally lower.  I believe the fees were more predictable,

         10   and I believe the revenues were higher.

         11        Q     Would it be fair to say any dummy could drive a

         12   truck through the loophole of the TLC?

         13        A     I believe, from what I know about the structure,

         14   that a monkey could have made trades in the market and

         15   randomly picked nodes to move electricity to and nodes to

         16   move electricity from and taken the bet that the marginal

         17   loss credit plus the other revenues would have exceeded it

         18   during the summer months.

         19              Now, I don't know, and I haven't seen data or

         20   information on the shoulder months, so I don't know exactly

         21   what it would have looked like, but my guess is if you had

         22   the quantitative model -- what I'm reading from this is

         23   Alan modeled transmission loss credits and figured that

         24   they are they were higher during high/low periods and

         25   during those high/low periods, I believe a monkey or
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          1   throwing darts at a dart board would have been net

          2   profitable for this type of trading during this time

          3   period, during this time period.

          4        Q     Would you characterize a monkey throwing darts

          5   at a dart board to make money being close to a risk-free

          6   transaction for a human being?

          7        A     No.  The monkey would incur risks.

          8        Q     But he missed the dart board?

          9        A     He could have stabbed himself with a dart.  No.

         10   I'm being silly.

         11              There would have been days when he would have

         12   lost money.  There were days when he couldn't have gotten

         13   both legs of the trade on.  The monkey would have incurred

         14   risk, but would have been compensated for that risk that he

         15   or she took.

         16        Q     Through the TLC?

         17        A     And the other revenue stream.

         18              If I can -- whatever.

         19              MR. TABACKMAN:  Let's mark this next document as

         20   Exhibit 7.

         21              (Gates Exhibit 7 identified.)

         22              BY MR. TABACKMAN:

         23        Q     This document has Bates number POW00016981.

         24   Have you had a chance to read it?

         25        A     Yes.
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          1        Q     The e-mail that's at the bottom of the first

          2   page that ends in 81 and goes on to 82, to my reading,

          3   appears to be the same e-mail that made up part of

          4   Exhibit 6, notwithstanding that it somehow has a time

          5   difference of 11:28 --

          6        A     I think that's time zone changes.  Alan lives in

          7   a different time zone.

          8        Q     11:28 versus 10:29.  That e-mail is the same as

          9   the one he sends in Exhibit 6; is that correct?

         10        A     Yes.

         11        Q     You respond to him at 3:59 p.m. on that same

         12   day.  You say "Alan, If you're really concerned, then I'm

         13   really, really concerned is I'm flying blind on this issue.

         14   To get any insight on the issue, why not contact a law

         15   firm, the FERC, or PJM to try to get more insight into this

         16   issue?  Let's talk more about this in 15 minutes when you

         17   call me.  Thank! Kevin."  Did you write those words?

         18        A     Yes.

         19        Q     What is it that you were concerned about?

         20        A     I was expressing sending back the same concern

         21   that Alan sent to me.  He said he's really concerned, and I

         22   said if you're concerned, I'm really, really concerned of

         23   retroactively having to pay these credits.  The issue was

         24   largely because we had given -- we had just been paid $1.2

         25   million in October through December of '09 for retroactive
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          1   payments, and that money had already been allocated,

          2   distributed and put in play in other investments.

          3              So the issue was a capitalization issue.  We

          4   realized we have -- this is money they're going to ask for

          5   back or going to tell us it was done by mistake or

          6   something like that.  Then the issue is a capitalization

          7   issue.

          8        Q     Did you and Mr. Chen talk about further that

          9   day?

         10        A     I don't recall.  This e-mail certainly suggests

         11   that we did.

         12        Q     You don't recall the substance of the

         13   conversation -- any conversation on this topic?

         14        A     I do recall the conversation.  I don't know if

         15   it was with Alan or somebody else.  I recall an issue

         16   related to RSG charges at MISO, and I think this might be

         17   something you're more familiar with than I am.  But at one

         18   point a year or two ago MISO was trying to retroactively

         19   charge virtual traders and RSG charge something they

         20   weren't expecting when they put on the trades.

         21        Q     Focusing on this, you have no specific

         22   recollection of further conversation with Dr. Chen about

         23   this?

         24        A     The answer is yeah, I'm not aware of anything

         25   specific, but we might have very well analogized to RSG
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          1   charges at another ISO.

          2        Q     Did you take any of the steps that you suggested

          3   he might take, contacting a law firm, FERC or PJM to get

          4   more insight?

          5        A     We did contact PJM, and I may have reread the

          6   statements and said do you guys really intend to pay us

          7   these documents.  I may have read the documents that PJM

          8   had provided where they talked about the rationale or

          9   explained why they chose to pay us these up to -- excuse

         10   me, the transmission loss charges.

         11        Q     You recall you personally called PJM to inquire

         12   about whether they really meant to be making the TLC

         13   charges?

         14        A     I don't think I ever specifically called them

         15   about that.  I was engaged in communication with them as it

         16   related to monthly settlements and things like that.  I may

         17   have gone out to their Web site and looked at the ruling

         18   that they had decided.

         19              At the end of the day, I wasn't asking for these

         20   credits.  I wasn't in these markets because of these

         21   credits.  They were the one that proactively contacted me

         22   and said these are your credits, and you are now eligible

         23   to participate in them.  That was what I had learned after

         24   addressing Alan's concerns or hearing Alan's concerns.

         25        Q     The point that you just made, that PJM had sent
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          1   you this money without your asking, what impact did that

          2   have on the excitement that you expressed in "Rampin' up

          3   with Alan Chen" about going forward?

          4        A     It increased the excitement.  I thought it was a

          5   rational, reasonable business move to allocate investments

          6   to strategies that had higher expected risk adjusted

          7   returns also, something along these lines, I think we tried

          8   to keep the fund better collateralized as well.

          9              To the extent there was a ruling of the

         10   participants in the up-to congestion -- all of the

         11   participants in the up-to congestion had to refund those,

         12   we may have been in a better position to do that, either as

         13   a fund or as the individuals.

         14              BY MR. OLSON:

         15        Q     In Exhibit 7 Mr. Chen said to you in February

         16   both the HEEP fund and the HUNT2 fund would have lost money

         17   without TLC; correct?

         18        A     I'm sorry.  Could you repeat that?  Exhibit 7 --

         19        Q     Exhibit 7, you recall there's an e-mail from

         20   Alan Chen to you on Friday, March 5, 2010 at 11:28 a.m.;

         21   correct?

         22        A     Yes.

         23        Q     In that, he says in the fourth paragraph "As you

         24   can see from the reports, without TLC we would have lost

         25   money in February 2010 and it is not a small amount
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          1   either"; correct?

          2        A     Yes.

          3        Q     You made the point it was some month in 2009 you

          4   would have lost money without TLC; correct?

          5        A     I believe that is the case, yes.

          6        Q     That month in 2009, Mr. Chen was not employing a

          7   strategy that was really taking advantage of the TLC;

          8   correct?

          9        A     I don't know.

         10        Q     Does he not say later on in that same paragraph

         11   "February 2010 is the first month I really started taking

         12   advantage of the TLC"?

         13        A     Oh, yes.

         14        Q     It must be in that month in 2009 that he was not

         15   really taking advantage of the TLC; correct?

         16        A     Yes.

         17        Q     He was engaging in trades that he hoped would be

         18   profitable without the TLC, wasn't he?

         19        A     Yes.

         20              MR. TABACKMAN:  Let me have this marked as

         21   Exhibit 8, please, bearing the number POW00007936.

         22              (Gates Exhibit 8 identified.)

         23              BY MR. TABACKMAN:

         24        Q     Take a look at that, Mr. Gates.

         25        A     Yes.
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          1        Q     This is an e-mail from you to your brother,

          2   Mr. Newman.  What is Mr. Newman's involvement in TFS

          3   Capital?

          4        A     He's a portfolio manager.

          5        Q     Mr. Eiben, was he one of the founders?

          6        A     Yes, chief compliance officer.

          7        Q     And Mr. Chao Chen's role --

          8        A     He's on the portfolio management team as well.

          9        Q     It's titled "power trading" and is dated March

         10   5, 2010 at 5:34.  Did you write this?

         11        A     Yes.

         12        Q     You told your partners here that HUNT2 did well

         13   last month.  Are you referring to the HUNT2 fund?

         14        A     Yes.

         15        Q     And you said Alan made $264,140 and Ken made us

         16   $20,522.  When you said Alan made $264,140, that should

         17   have also had "us" in there; is that correct?  You were

         18   reporting to them what HUNT2 had made?

         19        A     Yes.

         20        Q     When you informed your colleagues of the amount

         21   of money that Alan had made for the HUNT2 fund, that was

         22   based on the information you obtained from him several

         23   powers earlier; isn't that correct?

         24        A     Yes.

         25        Q     And you relied on that information in reporting
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          1   to your partners?

          2        A     Yes.

          3        Q     And you said "Since inception, Alan had made" --

          4   and again, that should have "us" -- "almost $3,600,000 in

          5   our account.  We keep 60% of that, or $2.1 million."  Did

          6   you write those words?

          7        A     Yes.

          8        Q     Was that your understanding of how much HUNT2

          9   had made or you and your partners had made as a result of

         10   Mr. Chen's trading?

         11        A     Not specific to HUNT2.  There were two separate

         12   Hunt, but yes.

         13        Q     You had obtained as a result of his work?

         14        A     Yes.

         15        Q     By "you," I mean the collective you.

         16        A     Yes.

         17        Q     You said "It's noteworthy that $2.1 of the

         18   $3.6" -- each is million; is that right?

         19        A     Yes.

         20        Q     "That Alan made was in the form of the

         21   Transmission Loss Credits."  Where did you make that

         22   calculation from?

         23        A     I don't know.  It may have been based on data

         24   provided from Alan or it may have been from data I obtained

         25   from the PJM statements.
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          1        Q     You just don't know?

          2        A     I don't know, but those are the only two places

          3   I suspect I could have obtained it from.

          4        Q     At that time in March of 2010, did you have a

          5   practice of regularly reviewing the PJM statements that

          6   were issued?

          7        A     I'm sorry.  Repeat the question.

          8        Q     Did you have a practice of regularly reviewing

          9   and analyzing the PJM statements as they came out?

         10        A     To various degree agrees, yes.

         11        Q     What would you do in terms of your review, if

         12   you had a regular practice?

         13        A     During the time period from October 2009 to this

         14   time period, it was with a keen eye on the transmission

         15   loss credits because this was a component that was new to

         16   us, and we were trying to better understand and tying them

         17   back to the historical months that they had been paid to

         18   us.

         19        Q     Between October of 2009 and into February of

         20   2010, each monthly invoice or statement that you received

         21   from PJM picked up some number of retroactive months of

         22   transmission loss credits going back to December 2007.  Do

         23   you recall that?

         24        A     I don't know if that's -- I think that the

         25   retroactive payments stopped in December of '09, and I
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          1   believe that we began our participation in this market in

          2   June of '08, but I'm not certain on those dates.

          3        Q     In any event, it was during the period you

          4   referred to, beginning in October and into late 2009 or, I

          5   would represent to you, February of 2010.

          6        A     You know better than I.

          7        Q     You were getting retroactive TLC payments for

          8   some of the historical months that you were entitled to?

          9        A     Yes.

         10        Q     Did you make any effort to analyze the

         11   connection between the amount of the TLC you were receiving

         12   for any of those retroactive months and the trading that

         13   had been done for those months, you yourself or anyone

         14   other than Dr. Chen?

         15        A     I don't think any of my partners did look at it

         16   or would have looked at it.  I may have looked at it on a

         17   cursory view and may have tried to correlate it to volume

         18   or may have tried to correlate it to seasonality patterns,

         19   but I didn't spend a lot of time.

         20              That's what my job is, doing modeling and

         21   analysis, and we knew we didn't have the complete data set,

         22   so we didn't spend a lot of time on this relative to what

         23   we'd normally do.  From a person who doesn't do any

         24   analysis, you'd probably say did some analysis.

         25        Q     In connection with these refunds, you did not do
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          1   what you do in the performance of your job as an investment

          2   adviser in the equities market --

          3        A     Correct.

          4        Q     -- when you're trying to determine whether or

          5   not you're going to invest money?

          6              You need to wait until I finish.  Sometimes I

          7   sound like I'm going to finish and I go once more, and I

          8   try not to do that.

          9              Now you can answer.

         10        A     Correct.

         11        Q     You told your partners "In an e-mail that Alan

         12   sent to me today, he said 'The bad thing is it really

         13   concerns me: if PJM ever reverts back to those days without

         14   TLC or the TLC calculation was/is incorrect and we have to

         15   pay back all or some of the TLC refunds, we are going to be

         16   in big trouble.  I have not heard anything about this at

         17   all, but just the thought nags me a lot.'"

         18              You were quoting from the e-mail we had looked

         19   at earlier, the two e-mails that captured that e-mail.  Why

         20   did you include that in this e-mail to your partners?  What

         21   was your reason for informing them of his concern.

         22        A     To inform them of the possible risk.

         23        Q     You said "I spoke with him, and he really

         24   doesn't seem as concerned as that e-mail implies, but we

         25   need to stay on top of this."  Did you write those words?
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          1        A     Yes.

          2        Q     Without speculating, do you recall today what he

          3   said to you that left you with the feeling that "he really

          4   doesn't seem as concerned as that e-mail implies"?

          5        A     No.

          6        Q     But you went on to say "but we need to stay on

          7   top of this."  Did you write those words?

          8        A     Yes.

          9        Q     What did you mean when you wrote those words?

         10        A     Look at the FERC orders, the PJM tariffs,

         11   generally stay well capitalized.  I'm not sure, but this is

         12   speculation of what I could have meant.

         13        Q     You did read the FERC orders that authorized the

         14   payment of the TLCs?

         15        A     I know I read them at some point.  I don't

         16   recall specifically, and I know that I didn't fully

         17   understand it.

         18        Q     Did you talk to an attorney about whether or

         19   not -- to get some assessment from a lawyer as to whether

         20   there was some reasonable likelihood that FERC might change

         21   its mind about these payments?

         22        A     No.

         23        Q     Did you speak with any other energy traders at

         24   that time to see if anyone had any insight to provide to

         25   you?
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          1        A     I don't know, but I may have.

          2        Q     But you have no recollection of having done that

          3   today?

          4        A     I have a clear recollection of speaking to other

          5   virtual traders who were trading although MISO and talking

          6   to them about MISO retroactively assessing RSG, and that

          7   was a parallel in my mind that could be used as a proxy to

          8   understand how this would play out.

          9        Q     But you have no recollection of talking with

         10   anyone specifically about having the TLC refund decision

         11   reversed?  That's my question?

         12        A     Reversed retroactively?

         13        Q     Retroactively, that you're not going to be

         14   able -- at some point if you continued to perform trades

         15   that take the receipt of the TLC into account, that you

         16   tight -- that PJM might come along and say give whatever

         17   you have back?  Did you talk about the concern -- let me

         18   focus it.

         19              Did you talk about the concern that Mr. Chen

         20   raised with you and that you alerted your partners to with

         21   any other energy traders, this particular concern by its

         22   terms is?

         23        A     I don't recall.

         24        Q     You then concluded "But, I'm game for closing

         25   down HEF soon, and opening up a new entity and scaling-up."
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          1   Did you write those words?

          2        A     Yes.

          3        Q     What were you telling your colleagues in those

          4   words?

          5        A     This is a risk that exists in the market or that

          6   may exist, and this is a risk that we should embrace, but

          7   the potential of rewards exceed that risk.

          8        Q     The risk that you identify here is the risk that

          9   PJM is going to come at some point and take back the money

         10   that you make through using the TLC.  That's what you're

         11   talking to them about; right?

         12        A     The risk, not only our money, but all money from

         13   up-to congestion traders.

         14        Q     You based that -- you made your conclusion "I'm

         15   game" -- strike that.

         16              Was that based on your conversation -- strike

         17   that, also.

         18              Was one of the bases for your conclusions your

         19   conversations with Dr. Chen?

         20        A     Yes.

         21        Q     What other source of information did you

         22   consult, if any, in deciding on that day, March 5, 2010,

         23   that having learned about this concern in the morning, you

         24   were game to shut down HEF and go forward with the strategy

         25   that Dr. Chen was suggesting?
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          1        A     I think I may have known about the RSG at MISO

          2   and had done research there and spoken to somebody and that

          3   led me to believe that the risk in ISO could have

          4   retroactively reassess fees or take back credits was

          5   minimal.  The big thing about the scaling up was the

          6   opportunity of the transmission loss credits.  There was a

          7   tremendous opportunity that existed then.  It was a more

          8   attractive trade.

          9              We had just been paid a lot more money that we

         10   weren't expecting.  We were happy to participate in the

         11   trade to begin with and all of a sudden they wrote me a

         12   check for $1.2 million, and I thought this is even more fun

         13   than I originally thought.

         14        Q     As you pointed out in the opening part of that

         15   paragraph, almost two-thirds of the gross amount are that

         16   you had obtained during the history of his trading for you

         17   in PJM up-to congestion trading came from the transmission

         18   loss credits?  Is that fair?

         19        A     2.1 out of the 3.6.

         20        Q     Whatever that percentage is.  2.4 would be

         21   two-thirds, so slightly less than that, about 65 percent

         22   came from the transmission loss credits?

         23        A     Close enough, the majority.

         24        Q     Was that a consideration in your deciding that

         25   scaling up was something that was a reasonable risk for you
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          1   to take, something that you wanted to pursue?

          2        A     Yes.  It made it more attractive.

          3        Q     "Scaling up," what did you have in mind by that

          4   term in this context?

          5        A     If you had a precise vision of what you

          6   wanted -- taking more risk with the expectation of making

          7   more return.

          8        Q     Did that mean committing more funds to the

          9   trading?

         10        A     Yes.

         11        Q     Did it include anything at all about the volume

         12   of the individual trades or just the gross amount of money

         13   that you would be putting under Dr. Chen's control and

         14   making these trades on your behalf?  Do you get my

         15   distinction there?

         16        A     I believe it was all of the above.  Our

         17   objective in scaling up, I think it was something as simple

         18   as we're currently trading 2.5 or trading 4, whatever that

         19   ratio was.  Let's trade a higher ratio relative to what he

         20   is trading.

         21        Q     You said also maybe we could have an attorney or

         22   someone really dig do you the TLCs on the UTC trade.  Did

         23   you write those trades?

         24        A     Yes.

         25        Q     Again, did you ever contact an attorney to
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          1   really dig through the TLCs on the UTC trade?

          2        A     I don't recall.

          3        Q     So you have no affirmative recollection of doing

          4   that; correct?

          5        A     Correct.

          6        Q     Did you have an attorney that you used at that

          7   time in regard to energy trading, consulted for issues that

          8   might arise with respect to energy trading?

          9        A     Yes.

         10        Q     Who was that?

         11        A     Stuart.

         12        Q     Does Stuart have a last name?

         13        A     I don't remember his last name.

         14        Q     Where were his offices?

         15        A     I believe he was in Washington, D.C.  When you

         16   say "at that time," I know at various times through these

         17   our engagements with power traders, we had spoken with a

         18   whole host of attorneys, but some of them specific to the

         19   power markets.

         20        Q     Why did scaling up -- what was the relationship

         21   between scaling up and closing down HEF?

         22        A     My colleague Larry could speak to it better than

         23   I.  As I recall, there were several problems.  One was

         24   Huntrise's energy fund -- the risk tolerance of the fund

         25   and whether or not it was suitable for the specific
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          1   investors and their allocation.  In here, I'm suggesting

          2   that this is a higher risk endeavor and therefore, it may

          3   not be suitable for Huntrise Energy Fund or the owner of

          4   Huntrise Energy Fund.  Separately, sometime around this

          5   period, I know that Larry was saying we needed to

          6   reorganize our business entities for various purposes, so

          7   he had spoken with accountants and attorneys to try to best

          8   structure various entities.

          9        Q     When it says "I'm game closing down HEF soon,"

         10   as I read that, it suggests that the possibility of closing

         11   down HEF soon was something that had been talked about

         12   whether or not in the context of this, but you weren't

         13   raising the possibility of closing down HEF.  It wasn't the

         14   first time it was being discussed with your colleagues?

         15        A     That's my best guess as well.  My best guess is

         16   we knew it wasn't structured properly, and there's various

         17   structural issues, so this was kind of okay, let's finally

         18   get enough motivation to do the work we should have done a

         19   while ago.

         20              MR. TABACKMAN:  Let's mark this next document

         21   as -- let's go off the record for a second.

         22              (Discussion off the record.)

         23              MR. TABACKMAN:  Let's have this next document

         24   marked as Exhibit 9.  This document bears Bates number

         25   POW00012123.
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          1              (Gates Exhibit 9 identified.)

          2              BY MR. TABACKMAN:

          3        Q     Let me know when you've had a chance to review

          4   it.

          5        A     Okay.

          6        Q     Do you recall seeing this document before?

          7        A     Yes.

          8        Q     For some reason, it has both -- and I believe

          9   this is the way it was produced.  It begins with e-mails on

         10   February 19th and ends with ones on March 5th.  Skipping

         11   over, the last one being after some of the ones we've

         12   already seen.  Nonetheless, the earliest dated is an e-mail

         13   written by Dr. Chen on February 19, 2010 at 12:11 p.m.  Do

         14   you recognize the information contained in this e-mail?

         15   Can you explain what it is?

         16        A     It describes the performance of his trading so

         17   the month-to-date P&L describes in this case how much money

         18   we had lost in the first 19 days of the month of February.

         19   The second line item describes the amount of money that we

         20   had lost in the previous day and the third line item is

         21   current snapshot of how the current day is faring.

         22        Q     Do you know at this time in February of 2010

         23   when Dr. Chen -- was it his practice to make these reports

         24   on a daily basis, reports of this kind of information?

         25        A     Yes.
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          1        Q     Did this include the TLC or not?

          2        A     I don't know.

          3        Q     Did there come a time when you found out whether

          4   or not his daily reports included the TLC or at least his

          5   estimate of that?

          6        A     Yes.

          7        Q     What did you find out?  Did they or did they not

          8   or was it an estimate?

          9        A     At some point later in our relationship with

         10   him, he would estimate a transmission loss credit

         11   associated with the trading that he had done that day.

         12        Q     Do you recall whether he was accurate or low or

         13   high on any regular basis?  Was there any pattern to that

         14   as you recall?

         15        A     As I recalled during most of the summer or a

         16   good bit of the summer, he was generally low, so he would

         17   set expectations.  I'm not sure I can recall the specific

         18   numbers, but it may have been 40 cents as to what he said.

         19   This is what I assume it to be for purposes of reporting to

         20   you, but when the information becomes available to me, I

         21   will no longer make assumptions, and I'll report accurate

         22   figures in these reports.

         23        Q     And did he do that?

         24        A     To the best of my knowledge, yes.

         25        Q     Did there come a time when you asked him where
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          1   the TLC data was published on the PJM so you could look for

          2   it?

          3        A     Yes.

          4        Q     Did he tell you?

          5        A     Yes.

          6        Q     Did you, on occasion, go and look yourself to

          7   find that data?

          8        A     Yes.

          9        Q     Did you ever discover that in his reports to you

         10   of the data after it had been published, he had been

         11   inaccurate?

         12        A     I never reconciled the two.

         13        Q     You never looked to see whether or not the

         14   number he had on his report was the same you had seen on

         15   the Web site?  You're shaking your head.  You did not do

         16   that?

         17        A     I did not do that.

         18        Q     Does that reflect your assumption that he had,

         19   in fact, reported them accurately?

         20        A     Yes.  The fact that the PJM statements, that was

         21   my way to audit his estimates, was the fact that his

         22   estimates he was sending reconciled generally pretty

         23   accurately with the statements that PJM provided us.

         24        Q     Did that give you comfort in Dr. Chen's

         25   reliability, integrity?
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          1        A     Yes.

          2        Q     The next e-mail in the chain is one that appears

          3   to be from you to him dated February 19, 2010 at 11:32 a.m.

          4   Did you write these words?

          5        A     Yes.

          6        Q     Were you reporting to him -- does this e-mail

          7   accurately report the events, the discussions that you had?

          8        A     Yes.

          9        Q     Can you describe the discussion that you had --

         10   you wrote here "FYI, I had a discussion earlier this week

         11   with the others."  Would that be your brother?

         12        A     I'm not sure.

         13        Q     "With the others, and I think that everyone

         14   wants to try to get more exposure to power trading."  Can

         15   you describe that discussion that you had if you recall?

         16        A     I don't recall.

         17        Q     "So, we may want to ramp up exposure even

         18   further at some point in the future."  This is in February

         19   2010 approximately a month before you wrote "Rampin' up

         20   with Alan Chen."  You said "even further."  Had there

         21   already been some ramp up?

         22        A     I believe there may have been.  I'd have to go

         23   back to one of the other exhibits, but I know our exposure

         24   relative to his varied.  It was generally 2-1/2 times the

         25   amounts that he would bid for us relative to what he was
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          1   bidding for himself.  Sometimes he would bid equal amounts

          2   in the fall of '08 for various reasons.  I directed him to

          3   reduce that exposure and other times I directed him to

          4   increase our exposure to 4X.

          5              So I think this may have been a time when I had

          6   recently directed him to increase our exposure 4X.

          7        Q     Do you recall the basis for making the decision

          8   to increase the exposure to four times his trading?

          9        A     I believe that was detailed in the presentation

         10   "Rampin' up with Alan," but that was the risk return had

         11   tilted in our favor based upon the fee schedule that we had

         12   with Alan.  It was at the end of the annual term when we

         13   needed to settle up with him on the 40 percent of profits.

         14   So I believe we had moved from 2.5 to 4 because the risk

         15   return tilted in our favor.

         16        Q     Was that because of the TLC?

         17        A     No.

         18        Q     What else impacted the risk return increasing in

         19   your favor in February of 2010?

         20        A     Can we go back to the previous exhibit?

         21        Q     Sure, the one that you wrote a month later.

         22   It's Exhibit 6 or Exhibit 5.

         23        A     It's Exhibit 5.  Going to Exhibit 5,

         24   POW00008004, this details our exposure to Alan.  In the

         25   first quarter of '09 and in the first quarter of 2010, I
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          1   show that the exposure increases from 2.5 to 4X, and that

          2   was because here I describe it as "At the end of the annual

          3   settlement with Alan, I increase our exposure because the

          4   risk/reward changes because of Alan's fee schedule."

          5              So basically we had -- we settled up with Alan

          6   on an actual basis where we paid him the 40 percent.  Going

          7   into each of those periods, we had embedded gains in those

          8   periods.  We were scheduled to pay him money.  In this

          9   situation, every incremental dollar that he would lose us,

         10   it would also reduce our advisory fees, whereas if we began

         11   the period and didn't have any embedded gains, all losses

         12   would be on us.  He wouldn't participate in any of the

         13   losses.  I don't know if I've properly articulated it.

         14              Again, when situations -- I generally like to

         15   make decisions about allocating capital and making

         16   investments when I think that the risk return is tilted in

         17   our favor, I'm generally apt to allocate more.

         18        Q     You wrote "I know that we've been talking about

         19   this for a while, so don't hold your breath."  Did you

         20   write those words?

         21        A     Yes.

         22        Q     You say "I know that we've been talking about

         23   this."  You're writing this to Dr. Chen.  Does that mean

         24   that you and he had been talking about this for a while?

         25        A     I believe he and I, among others as well, yes.
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          1        Q     This gives the impression that you had perhaps

          2   advised him at some earlier point this might happen, but it

          3   didn't go forward?

          4        A     The previous year we asked him to show us his

          5   secret sauce, explain to us what he was trading and if you

          6   show us what you're doing, we'll get more comfortable with

          7   it.  We asked him to do that.  We put together a

          8   nondisclosure agreement, and he still was unable to show us

          9   what he was doing or give us his secret sauce.

         10              We had engaged him in the discussions, and they

         11   ended useless because we didn't pursue it, but here the

         12   consideration of increasing our exposure was because we now

         13   were aware of the transmission loss credit that we

         14   previously in the summer prior, at least I was not aware it

         15   was a consideration.

         16        Q     So it wasn't just the fee structure that made

         17   you think about it in February of 2010, but also the

         18   transmission loss credit did have some impact on that

         19   decision to think about?

         20        A     Yes.

         21        Q     You then wrote "I'll have to go back and search

         22   my e-mail log, but I trust that the same terms (as it

         23   relates to discounted fees) would apply?"  Did you write

         24   those words?

         25        A     Yes.
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          1        Q     Then you raised the possibility of his moving to

          2   West Chester.  "Finally I have to ask - Any chance that we

          3   could convince you to move to West Chester to work for TFS

          4   here?  Working close with you would allow us to feel more

          5   confident in your trading, and we'd likely invest more and

          6   do it sooner.  Plus, we'd provide the resources to hire

          7   more people and build" your "own power desk as we want

          8   exposure to the other ISOs besides PJM.  I know that this

          9   wasn't appealing previously, but maybe it's more active

         10   now."  You wrote those words.

         11        A     Yes.

         12              MR. OLSON:  One correction, Steve.  You said

         13   "your own power desk" and I believe the e-mail says "our

         14   own power desk."

         15              BY MR. TABACKMAN:

         16        Q     When had you previously raised this with him?

         17        A     I know in 2009 and perhaps in 2008 as well.  We

         18   largely -- we wanted to understand the market.  We wanted

         19   to understand the trades.  We wanted to understand his

         20   modeling, what he was doing to model congestion, what he

         21   was doing to model transmission loss credits.  We wanted to

         22   understand his secret sauce.

         23        Q     When you say "secret sauce," what do you mean?

         24        A     His know-how -- the reason why we hired him was

         25   because he knew how these markets worked.  I suspect he
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          1   knew if this transmission line went down, there would be

          2   congestion here or if there was a generator over here that

          3   was called offline, what that meant.  He was an experienced

          4   power trader with a long career in the industry.

          5              None of us had any experience -- all of us -- we

          6   first became aware of the power markets in 2007, and it

          7   wasn't our -- excuse me.  We first engaged in the power

          8   markets in 2007, and it was largely as a passive

          9   investment, and we wanted to -- we saw tremendous synergies

         10   between the power markets and the equity markets and the

         11   right for quantitative analysis and modeling.

         12              The problem with the power markets is we didn't

         13   understand them.  We didn't understand how to model

         14   congestion.  We didn't understand how to model transmission

         15   loss credits.  We didn't understand all of the risks and

         16   possible products to trade, and we wanted to understand the

         17   markets instead of having an arm's-length relationship

         18   where he wasn't to have full transparency and disclose to

         19   us exactly what it was he was doing and how he was doing

         20   it.

         21        Q     Was the goal to be able to not have him to take

         22   over the role that he had been fulfilling?

         23        A     No, and we engaged in these discussions with

         24   other people, too.  The objective was to allow our business

         25   to grow and diversify outside of the equity markets.  We
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          1   saw tremendous synergies between these markets and other

          2   markets -- I shouldn't say we.  I should say I.  There may

          3   have been other objections from my partners, but I thought

          4   these markets seemed very appealing and compelling.  During

          5   many times with Alan and others, we said let's bring it in.

          6              We'll be able and willing to make a capital

          7   commitment and pursue other products and strategies is, and

          8   at this point, my request to Alan was very sincere.  If you

          9   help us come in-house and you show us what you're doing and

         10   teach us about it, we can give you more resources and more

         11   tools so you can do it better, but we're not going to give

         12   you those resources because you're not telling us what

         13   you're doing and how you're doing it.

         14              MR. TABACKMAN:  Why don't we take a break.

         15   We've been going for about 90 minutes.  Take about 10

         16   minutes.

         17              (Recess.)

         18              MR. TABACKMAN:  We're back on the record.

         19              BY MR. TABACKMAN:

         20        Q     Mr. Gates, you're still under oath.

         21              Let's look back at Exhibit 9.  I'm going to try

         22   to wrap this part up.  The first page, the page ending in

         23   12123, there is an e-mail at 8:52 p.m. on Friday, March 5th

         24   from Mr. Chen to you.  "Hi Kevin.  The volumes have been

         25   increased pretty significantly, but the risks associated
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          1   with the trades overall are actually lower than before.

          2   Most of the added volumes came from correlated pairs that

          3   produce a few cents or tens of cents up-side with almost no

          4   down-side risk.  Without TLC, the transaction costs would

          5   absorb them and deem them unprofitable."

          6              Did I read that correctly?

          7        A     Yes.

          8        Q     Do you recall receiving this e-mail from

          9   Dr. Chen?

         10        A     Yes.

         11        Q     Did you understand him to be telling you in this

         12   e-mail that it was the TLC that made the trades worth

         13   engaging, the added volumes to trades worth their while?

         14        A     Yes.

         15        Q     Unless I'm missing, he doesn't make reference to

         16   any other factors that make these trades -- strike that.

         17              Did you have an understanding that they were

         18   profitable other than as a result of the TLC -- let me

         19   rephrase that.

         20              Did you accept Dr. Chen's representations at

         21   least as to the way he regarded those transactions?

         22        A     Yes.

         23        Q     You didn't question that he was telling you that

         24   he saw them this way, but really saw it some other way?

         25        A     Right.
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          1        Q     Did you have any independent basis to make an

          2   assessment that he was incorrect about the trades that he's

          3   describing?

          4        A     No.

          5        Q     He goes on to say "From my past experience, a

          6   few hundred" megawatts, "like 400" megawatts, "for a pair

          7   would likely cause performance degradation.  So I generally

          8   stick to 400" megawatts "max.  Also, I'm thinking of taking

          9   down the volumes a little bit due to the mild weather and

         10   lower TLC, too.  I'll be trading during the weekends and

         11   available to talk."

         12              Do you understand what his reference was when he

         13   says going beyond 400 megawatts per pair would likely cause

         14   performance degradation?

         15        A     How I interpreted that was the fact that he

         16   had -- excuse me.  Yes, I did.

         17        Q     What was your interpretation of what he was

         18   saying there?

         19        A     That he had the day-ahead/real-time spread in

         20   there, a congestion spread embedded in that trade.

         21        Q     And you see that -- you take that from which

         22   portion of what he read here?

         23        A     "Would likely cause performance degradation."

         24        Q     That led you to think that he was saying he had

         25   a price spread built in?
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          1        A     That was how --

          2        Q     How you interpreted it?

          3        A     How I interpreted it.

          4              He and I often had miscommunications, and I

          5   didn't understand, but that's certainly how I would

          6   interpret that.

          7        Q     What did you understand him to mean by the

          8   reference to correlated pairs that produce a few cents or

          9   tens of cents upside?

         10        A     Yes.

         11        Q     What was your understanding of the term

         12   "correlated pairs that produce a few cents or tens of cents

         13   up-side with almost no down-side risk"?  Was correlated

         14   pair a term that you were familiar with?

         15        A     They were two points within the PJM network that

         16   the prices had a significantly positive or significantly

         17   negative correlation.

         18        Q     Would it be accurate to say they seem to move

         19   together in the same direction under certain conditions?

         20        A     Or they may move in complete opposite.

         21        Q     By saying "Without TLC, the transaction costs

         22   would absorb them and deem them unprofitable," I take it

         23   you understood him to be saying I wouldn't -- the price

         24   spread is so small, you're not going to make enough money

         25   to overcome the cost?
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          1        A     Correct.

          2              MR. TABACKMAN:  Let me have this marked as

          3   Exhibit 10.

          4              (Gates Exhibit 10 identified.)

          5              BY MR. TABACKMAN:

          6        Q     Have you had a chance to read Exhibit 10?

          7        A     Yes.

          8        Q     In the e-mail that's at the bottom of the chain,

          9   one shows March 5th at 7:54, are you responding to the

         10   e-mail from Dr. Chen that we just read, the one that's got

         11   March 5, 2010, 8:52, perhaps because of some time

         12   differential?

         13        A     I'm sorry, 8:52?

         14        Q     The one we read on Exhibit 9 says "Sent:

         15   Friday, March 05, 2010 8:52 PM."  Yours says 7:54 p.m. on

         16   the same date, the one that begins "Wow."  I'm wondering if

         17   you're responding to the e-mail we just went over and when

         18   you said "Wow.  Before looking at this data, I didn't

         19   realize that you scaled up so much recently."  Is that

         20   largely a result of the TLC?

         21        A     I think it was a result of the e-mail also on

         22   Exhibit 10 at March 5th at 5:04 p.m. where it says "Hi

         23   Kevin.  Attached please find the daily trading volumes."

         24        Q     Which he also discusses the first five days of

         25   March on Exhibit 9 in what appears on the first page as the
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          1   first e-mail there, right above the one we just talked

          2   about.

          3        A     Is this Exhibit 9?

          4        Q     At the top of Exhibit 9 you have an e-mail from

          5   him to you that discusses the first five days of March.

          6        A     Yes.

          7        Q     Had you seen that one also when you wrote to him

          8   and said "Wow.  Before looking at this data, I didn't

          9   realize that you scaled up so much recently.  Is that

         10   largely a result of the TLC"?

         11        A     The answer is I don't know.  These are two

         12   separate e-mail threads especially with unreliable time

         13   stamps, but this one suggests -- the top one on Exhibit 9

         14   was 10:04 p.m., whereas my response was the same date at

         15   7:54 p.m.

         16        Q     You probably didn't have the March data at that

         17   point.  On Exhibit 10, the words "Wow.  Before looking at

         18   this data, I didn't realize that you scaled up so much

         19   recently.  Is that largely as a result of the TLC?"  Did

         20   you write those words?

         21        A     Yes.

         22        Q     Dr. Chen responds "Hi Kevin," also on March 5,

         23   before and in January 2010, I didn't specifically target

         24   for TLC.  Starting in February 2010 I kicked up a notch

         25   targeting for TLC.  In March 2010 I added some more.
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          1   Without TLC, I would not touch some of the trades and/or

          2   would not put in large volumes for some of the trades.  But

          3   with TLC as is, they are suddenly becoming risk-free

          4   (almost to the point) trades.  I'll take down a little bit

          5   starting tomorrow knowing that we are leaving a lot of

          6   money on the table."

          7              Did I read that accurately?

          8        A     I believe so.

          9        Q     And do you recall getting that e-mail?

         10        A     Yes.

         11        Q     How did you understand what he was telling you

         12   there?

         13        A     That the change in the marketplace, the

         14   introduction of the transmission loss credit affected his

         15   behavior two ways.  One, it affected the types of trades

         16   that he put on, and, B, it affected the volume of the

         17   trades that he put on.

         18        Q     Did you think he was accurately reporting his

         19   assessment when he said "Without TLC, I would not touch

         20   some of the trades and/or would not put in large volumes

         21   for some of the trades"?

         22        A     Yes.

         23        Q     And similarly, that he was accurately recording

         24   his assessment, but with TLC as is, they are suddenly

         25   becoming risk-free almost to the point trades.  That
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          1   reflected his real assessment of what the situation was?

          2        A     Not necessarily, that he perceived them as

          3   almost risk-free.  There's a conflict much in the way that

          4   a real estate developer had a conflict in 2006 to encourage

          5   me to invest in risk-free real estate.  I think, if

          6   anything, he would have a bias to understate the risks

          7   associated with the trade.

          8        Q     Did you have any question, at least as far as he

          9   was concerned, that he assessed them that way, whether or

         10   not his assessment was accurate, if I can draw that

         11   distinction?

         12        A     I don't know how he assessed them.

         13        Q     Did you write these words "Alan, don't 'take

         14   down' tomorrow for my sake.  I don't want to leave money on

         15   the table.  But, I would like to talk with you.  Thanks,

         16   Kevin."  Did you write those words?

         17        A     Yes.

         18        Q     Your desire not to suggest to him not take down

         19   for your sake meant that you were comfortable with him

         20   going forward with the kinds of trades that he was

         21   describing to you; is that correct?

         22        A     Yes.

         23              MR. TABACKMAN:  Can I have this document marked,

         24   please, as Exhibit 11.

         25              (Gates Exhibit 11 identified.)
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          1              BY MR. TABACKMAN:

          2        Q     Read that, please.

          3        A     Yes.

          4        Q     This bears Bates numbers POW00000071 through 73.

          5   Is this the fist advisory agreement entered into with

          6   Dr. Chen?

          7        A     Yes.

          8        Q     It's dated May 1st of 2008?

          9        A     Yes.

         10        Q     Looking at page 73, do you recognize the

         11   signatures on behalf of TFS and HEEP?

         12        A     I recognize TFS.

         13        Q     Whose is that?

         14        A     It's mine.

         15        Q     Did you sign this document on behalf of TFS?

         16        A     It appears that I did.

         17        Q     You signed it on April 16th of 2008?

         18        A     Yes.

         19        Q     You don't recognize the signature on behalf of

         20   HEEP that appears to that page?

         21        A     No.

         22        Q     This advisory agreement was effective as of May

         23   1, 2008; is that right?

         24        A     Yes.

         25        Q     What was its purpose?
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          1        A     To establish the terms of a new business

          2   relationship that we were entering into with Alan where we

          3   were hiring him as an adviser to manage and trade

          4   investments for us.

          5        Q     Was he limited to trading in PJM pursuant to

          6   this agreement?

          7        A     He was limited to trading at PJM.  I don't know

          8   if that means in PJM.

          9        Q     Through the PJM marketplace?

         10        A     Yes.

         11        Q     And it allowed him to do virtual day-ahead

         12   trading of inc and dec trades as well as up-to congestion

         13   trades, but not FTR trades; is that correct?

         14        A     Yes.

         15        Q     Are you familiar with the term "discretionary

         16   account" in the equities market?

         17        A     I'm familiar with the term.  I don't know if I

         18   could give you the precise definition.

         19        Q     I'm not looking for a legal definition.  Can we

         20   agree that a discretionary account is one in which the

         21   broker has some authority to conduct trades without having

         22   to first consult with the principal?

         23        A     Yes.

         24        Q     Was this a discretionary account by that

         25   definition?
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          1        A     Yes.

          2        Q     He's granted HEEP, as I see it, in the

          3   next-to-last paragraph, "a limited power of attorney to act

          4   in TFS's place and stead to exercise the powers available

          5   to TFS for the Account, including, the power to buy, sell,

          6   or otherwise trade energy or energy derivatives within the

          7   Account without notice to, or approval of, TFS."

          8              Is that what you agreed to as the authority for

          9   Dr. Chen or HEEP fund?

         10        A     Yes.

         11        Q     Did you further agree "Heep shall be responsible

         12   for allocating investments, at TFS's cost, to specified

         13   investment vehicles within the chosen Account at such times

         14   and in such proportions as Heep in his sole discretion

         15   deems advisable"?  Does that accurately describe the

         16   authority that Dr. Chen had as the sole owner of HEEP?

         17        A     Yes.

         18        Q     In the paragraph before that, it talks about TFS

         19   will have "active participation in the formulation of

         20   investment objectives," but it's dependent on information

         21   from HEEP to exercise that participation.  Does that

         22   accurately describe the role that TFS had in this

         23   arrangement?

         24        A     Yes.

         25        Q     In the second paragraph it makes reference to
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          1   the HEEP account and it says "for which Heep is a partner

          2   and beneficial owner."  Who was HEEP a partner with in the

          3   HEEP account?

          4        A     It appears to be a typo.

          5        Q     What should it say?

          6        A     Based on similar trades in TFS's account as

          7   HEEP's account for which Alan Chen is a partner and

          8   beneficial owner.

          9        Q     The document then discusses the ratio between

         10   the trading in the HEEP account and the TFS account; is

         11   that correct?  Does it accurately state that, the

         12   multiplier?

         13        A     The original multiplier, yes.

         14              MR. TABACKMAN:  Let me show you what I'll have

         15   marked as Exhibit 12.

         16              (Gates Exhibit 12 identified.)

         17              BY MR. TABACKMAN:

         18        Q     Take a look at this document, Exhibit 12,

         19   bearing Bates stamp numbers POW00000067 through 70.  When

         20   you're finished looking at it, let me know, please.

         21        A     Yes.

         22        Q     Do you recognize this document?

         23        A     Yes.

         24        Q     Is this a second advisory agreement entered into

         25   between HEEP fund through Dr. Alan Chen and in this
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          1   instance -- not a second agreement with the Powhatan fund,

          2   but an agreement between HEEP fund and the Powhatan Energy

          3   Fund and LSE Capital Management?

          4        A     Yes.

          5        Q     Do you recognize the signatures that appear at

          6   the bottom of the document?

          7        A     I recognize my signature.

          8        Q     That appears next to the word "SIGNATURE PEF"?

          9        A     Yes.

         10        Q     And it's dated May 18, 2010?

         11        A     Correct.

         12        Q     There's a signature next to HEEP dated

         13   4/14/2010, but you don't recognize that?

         14        A     Correct.  It appears to be similar to the

         15   signature that was on the other agreement.

         16        Q     Thank you.

         17              Do you have any reason to believe it is not

         18   Dr. Chen's?

         19        A     I'm almost certain it is Dr. Chen's.

         20        Q     The initials that appear on each of the pages of

         21   Exhibit 12, do you recognize those?

         22        A     I certainly recognize mine.  I expect that the

         23   others were Alan's.

         24        Q     This agreement was entered into on May 18, 2010;

         25   is that correct?
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          1        A     Yes.

          2        Q     Did this agreement replace the agreement that is

          3   Exhibit 11?

          4        A     I don't think it necessarily replaced it.  It

          5   was a separate agreement between two separate entities.

          6        Q     Did Exhibit 11 -- the agreement that is

          7   described in Exhibit 11, did that continue to be in force

          8   after the agreement in Exhibit 12 was executed as far as

          9   you were concerned?

         10        A     He wasn't actively trading for other entities

         11   with TFS, but I don't know legally if the agreement was

         12   terminated or it's still a live active document.

         13        Q     Did Exhibit 12, as of May 18, 2010 set forth the

         14   terms and conditions of the relationship between Powhatan

         15   and entities that are related to Powhatan and the HEEP

         16   fund?

         17        A     Yes.

         18        Q     With respect to the trading of energy trades at

         19   PJM; is that correct?

         20        A     Yes.

         21        Q     I take it Exhibit 12 authorized HEEP to engage

         22   in up-to congestion trades only in contrast to Exhibit 11,

         23   which was up-to congestion trades and incs and decs?

         24        A     I don't know.  It's specifically prohibited from

         25   trading FTRs.  I don't know what would happen if he traded
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          1   incs and decs as well.

          2        Q     But by the terms of that account, HEEP will be

          3   authorized to submit up-to congestion trade, orders for

          4   PEF's account at PJM?

          5        A     Yep.

          6        Q     In reading over this agreement, does it

          7   accurately state the terms and conditions of the

          8   relationship between HEEP fund and PEF as you understood

          9   them?

         10        A     I think it defines the relationship between

         11   Powhatan Energy Fund and HEEP fund.

         12        Q     Again, the question was, was Exhibit 12 in your

         13   view a discretionary account?

         14        A     Yes.

         15        Q     This document establishes the multiplier at 20;

         16   is that correct?

         17        A     Yes, the initial multiplier.

         18        Q     Does Exhibit 12 continue to define the

         19   relationship between HEEP fund and Powhatan Energy Fund?

         20        A     Yes.

         21        Q     Is Dr. Chen again trading energy on behalf of

         22   either Powhatan Energy Fund or some other related fund that

         23   you're involved in?

         24        A     Today?

         25        Q     Today.
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          1        A     No.

          2        Q     Has he been since August of 2010 -- subsequent

          3   to August 2010, has he engaged in any trading on behalf of

          4   Powhatan or any entity in which the principals in Powhatan

          5   are now involved or were involved?

          6        A     Yes.

          7        Q     And what is the name for which Dr. Chen

          8   conducted trading?

          9        A     Powhatan Energy Fund.

         10        Q     When did those trades take place?

         11        A     Starting in May of this year, terminating in the

         12   beginning of August.

         13        Q     Why was the relationship terminated?

         14        A     Because Alan said he had several losing months

         15   and because general uncertainty associated with his trading

         16   and this case generally, he was unwilling to absorb or take

         17   that additional risk, so he said that he was going to stop

         18   trading, and I believe also PJM may have recently increased

         19   its collateral requirements or is in the process of doing

         20   it, so I think those three factors led him to believe for

         21   whatever reason he wasn't comfortable trading anymore.

         22        Q     Powhatan did not seek to terminate the

         23   relationship?

         24        A     No.  Let me actually clarify that last

         25   statement.  Alan could have just traded our account.  We
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          1   could have entered into a new relationship, but we said

          2   we're not willing -- if you're not willing to put your

          3   personal moneys at risk, we're not going to put yours at

          4   risk.  You're the expert, and that's our risk control,

          5   knowing that he has his own skin in the game.

          6        Q     I think that's been a principal of the

          7   relationship of TFS Capital and entities in which you've

          8   been involved when you use outside advisers; is that

          9   correct?

         10        A     Yes.  It's a way to control risk or an attempted

         11   way, I guess.

         12        Q     It didn't reflect a particular assessment of

         13   Dr. Chen's integrity or honesty in conducting trading?  It

         14   wasn't a rule you formulated because of something to do

         15   with him?

         16        A     Performance-based fee schedules with any adviser

         17   create the incentive for them to take highly speculative

         18   bets such that heads they win or tails we lose so they

         19   participate in the upside, but they don't participate in

         20   the downside.

         21              So to the extent they have personal moneys

         22   alongside of ours, that's very comforting for us and one of

         23   the primary reasons how we control our risk.

         24        Q     We've discussed earlier today trading that

         25   occurred on May 30, 2010.  Do you recall that as being a
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          1   date on which Powhatan suffered a substantial, I think as

          2   you put it, down --

          3        A     It was either the 30th or the 31st.  I'm not

          4   sure, but there was significant drawdown.

          5        Q     Roughly in the neighborhood of $400,000?

          6        A     Something like that, yes.

          7        Q     At that time, did that drawdown of that amount

          8   contribute to your desire to have Dr. Chen come to

          9   Powhatan's offices, come to West Chester to assess what he

         10   was doing, how that happened?

         11        A     I'm not sure.  Perhaps you know better than I,

         12   but I'm not sure how the discussions or when the

         13   discussions began about his coming.  He could have already

         14   had plans to come to West Chester before that drawdown, but

         15   that drawdown made it more something else to talk about, to

         16   help us.  Hey, there are significant risks in this

         17   portfolio, this investment that we don't understand.  Help

         18   us understand these risks.

         19        Q     Do you recall that it was on or about June 25th

         20   of 2010 that, in fact, he did come to West Chester?

         21        A     If the 25th is a Friday, I think he flew in the

         22   night before, so he came into West Chester on the 24th, I

         23   believe.

         24        Q     And the meeting was set for the 25th?

         25        A     There was a dinner meeting on the 24th and then
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          1   a separate meeting that was scheduled for the 25th.

          2        Q     Can you define with any greater precision the

          3   question or questions that you and your colleagues wanted

          4   to put to Dr. Chen?  Did you have a specific focus?

          5        A     Certainly, we wanted to talk about the

          6   transmission loss credit.  We wanted to talk about the

          7   change of his trading.  We wanted to understand the risks

          8   of his trading, and we wanted to explore new markets with

          9   him.  We wanted to still learn about his secret sauce and

         10   say how is it that you make your trading decisions?

         11   Specifically walk us through your process or teach us more

         12   about the markets.

         13        Q     By "secret sauce," you're talking about what are

         14   the factors that go into his decision to make this trade A

         15   rather than trade B?

         16        A     Yeah.

         17        Q     A rather than some other trade?

         18        A     There's an infinite number of trades, close

         19   enough.  It's a really big number, number of possible

         20   trades that one could do not only at up-to congestion but

         21   at PJM generally.  How are you choosing to do these trades?

         22   Why are you choosing to do these trades?  Help us

         23   understand the risks of these trades.

         24        Q     Did Dr. Chen make some effort to respond to that

         25   desire?
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          1        A     Some effort, yes.

          2        Q     Did you describe the substance of the meeting as

          3   best you can recall?

          4        A     The meetings were largely unproductive.  There

          5   was a massive storm that went through West Chester or, I

          6   guess, the Mid-Atlantic at that time.  The electricity was

          7   knocked out so that on Friday, we had to put out many, many

          8   fires as it relates to internal systems and processes, so

          9   we didn't have as much time to devote to it.

         10              As I recall, that was when we got him to isolate

         11   the risks of the trades that he was doing, and we better

         12   understood the types of trades that he was doing.  The

         13   trades that he was doing were -- the risks were again,

         14   bidding one leg not being accepted separately, the

         15   revenue -- to the extent he was able to drive the day-ahead

         16   to real-time spread to zero, the possibility that the

         17   revenue may not exceed the fixed costs.

         18              He also separately -- I believe that he made

         19   reference to doing highly correlated pairs or doing nodes

         20   right next to each other or maybe on top of each other, and

         21   I believe we may have had a discussion that said if that's

         22   the bet that you're introducing, couldn't you just randomly

         23   send out 350 trades this way and 350 that way because the

         24   law of large numbers, the same exact exposure he's

         25   introducing into the portfolio are the same risk that he's
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          1   introducing in the portfolio.

          2        Q     Essentially a question put to him, wouldn't

          3   randomness achieve the same result that you achieve?

          4        A     For that segment of the portfolio.  There's also

          5   a segment of the portfolio where he was taking day-ahead --

          6   that he was actively seeking and embracing the

          7   day-ahead/real-time spread, so certainly there was not a

          8   random function there, so the question is, how are you

          9   seeking that?  What are the days?  What are your models, so

         10   on and so forth.

         11        Q     Did you come away with an understanding that the

         12   trades in which he was actively seeking to, use your word,

         13   bet on the price spread as opposed to the ones that

         14   didn't -- that bet on no price spread, that the price

         15   spread was a relatively small percentage of his overall

         16   portfolio?

         17        A     I don't recall ever having a clear understanding

         18   of how the trades were allocated or what percentage of his

         19   trades he was embracing the congestion spread relative to

         20   what percentage of the trades he was trying to remove that

         21   as a risk factor.

         22        Q     If I understand what you're saying, neither at

         23   that time nor any other time were you able to assess the

         24   relative proportion of those two categories of trades?

         25        A     I don't recall knowing that.  I could speculate.
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          1   The fact that I'm here tells me that maybe a lot of them

          2   are the one category, but if that's the case, I still don't

          3   know how to explain those drawdowns.  And I don't

          4   understand -- if they were all where he was trying to

          5   remove that factor, the day-ahead/real-time spread and

          6   that's why I'm here, that's why Alan and Powhatan are under

          7   investigation, I still don't understand why we are having a

          8   discussion that they are risk-free or almost risk-free

          9   because I can point to many drawdowns within a day and

         10   across days.

         11              To answer you, no, I don't recall ever having a

         12   clear understanding as to how he was allocating those

         13   trades.  I know that both of the -- I suspect both of the

         14   exposures were in the portfolio and that he was somehow

         15   optimizing that.

         16        Q     With respect to the May 30th, and I'll represent

         17   to you I understand it to have been on May 30th, the May

         18   30th drawdown, did he explain to you exactly how that

         19   occurred and anything that he had done to try to limit the

         20   likelihood that that would happen again?

         21        A     I know that there were e-mails describing it.  I

         22   still didn't have a clear understanding.  And even in

         23   August when we had received a letter from your office, I

         24   attributed that drawdown to a leg not being accepted into

         25   the market.  That was my speculation as to what that
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          1   drawdown was, whereas I believe he wrote down to me and

          2   said no, that wasn't.

          3              Before we had received that letter and engaged

          4   White & Case and believed it would be in our best interest

          5   to eliminate communication directly, there was an e-mail

          6   where I was asking him hey, Dr. Bowering is suggesting

          7   these are risk-free.  I thought there was risk.  These are

          8   the risks you described.  Didn't we realize that risk on

          9   5/30, and his response was oh, no, I believe, is how I

         10   interpret his response.

         11              So there wasn't -- again, Alan was largely

         12   guarded.  He didn't want to tell us what he was doing and

         13   how he was doing it largely because he was likely fearful

         14   that we would violate the agreement that we had with him

         15   and steal his secret sauce.

         16        Q     Do you recall an explanation along the lines,

         17   and I believe you described one of these transactions

         18   earlier today in which one leg, if you will, of the

         19   transaction went from A to B, but the second leg, point A

         20   to point B -- the second leg went from point C to point A

         21   where at least Dr. Chen believed when he had placed it,

         22   that B and C were so close, that there was very little risk

         23   of price spread.

         24        A     I'm sorry.  One more time.

         25        Q     The trade that resulted in the drawdown, the

                                                                      267

          1   structure -- there may have been a number of transactions

          2   on May 30th, but the structure of those trades that

          3   resulted in the drawdown was triangular, if you will,

          4   rather than bilateral.  That is, one leg went from point A

          5   to point B.  The second leg went from point C back to point

          6   A with the belief that B and C were so closely correlated,

          7   that it was effectively or designed to effectively be like

          8   B to A, A to B trade, but it turned out to be because of

          9   the price spread between B and C resulted in the drawdown?

         10        A     I don't know --

         11        Q     I'm asking if you recall receiving that

         12   explanation at any time as to what happened on -- that

         13   resulted in the May 30th drawdown?

         14        A     Let me rephrase the question.  He was actively

         15   trying to reduce the day-ahead/real-time spread, but was

         16   unsuccessful in doing so.

         17        Q     Correct.

         18        A     I don't recall, but I may have received

         19   something that could be interpreted that way.

         20        Q     Does it refresh your recollection that his

         21   explanation to you and to your colleagues as to how he

         22   intended to reduce the risk that that would happen again

         23   was simply by eliminating that third node and structuring

         24   most of his trades going forward going from A to point B

         25   and point B back to point A, same type of day, same volume
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          1   of electricity, if you will, creating a closed loop as

          2   opposed to a triangle?

          3        A     Yeah.  He was more successful in reducing that.

          4        Q     And the purpose of -- that was when he more

          5   completely introduced what we've called earlier today the

          6   closed-loop trades?

          7        A     Yes.

          8        Q     That its purpose was -- he did that in response

          9   to some degree to the events of May 30th?

         10        A     I don't know if there was an e-mail, but I

         11   believe it was that specific train of thought was described

         12   clearly in the Skadden comment piece.  So my understanding,

         13   as I sit here today, that yes, he tried to more

         14   successfully eliminate that day-ahead/real-time spread in

         15   the beginning of June of last year.

         16        Q     We've agreed earlier today, to the extent that

         17   on trades where he was successful in eliminating that price

         18   spread risk, they were guaranteed to lose money but for the

         19   TLC and your recollection of some other revenue stream that

         20   we can't identify?

         21        A     To the extent that he got both trades were

         22   accepted into the market, yes for those types of trades,

         23   yes.  To the extent that he attempted to do trades like

         24   that, one trade was not accepted into the market, then

         25   there was risk, and that risk provided potential return as
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          1   well.

          2        Q     Do you have any knowledge of his ever attempting

          3   to engage in a trade, again, our closed-loop trade in which

          4   he was unsuccessful in getting both legs cleared?

          5        A     Yes.

          6        Q     You believe for those kinds of trades he was

          7   unsuccessful --

          8        A     Oh, for those types of trades, I don't know.

          9   That was a -- again, this is not information that I

         10   obtained from Alan.  This is information that I obtained

         11   from the Skadden comment piece.  There is a footnote there

         12   that indicates that that did occur.

         13        Q     In those closed-loop transactions --

         14        A     It doesn't specifically state that.  It states

         15   that some trades during that were time period were are not

         16   accepted.  I don't know what those trades were.  I knew

         17   that that was a risk in the portfolio even if it didn't

         18   materialize during this short time period.

         19        Q     If I represented to you on those kinds of

         20   trades, the closed loop, there was never an instance where

         21   a leg was rejected, do you have any independent knowledge

         22   other than it happened?

         23        A     No, no, no.

         24        Q     Did you have an understanding whether Dr. Chen

         25   had anything that he did as part of his strategy to
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          1   minimize or reduce the likelihood that one of those two

          2   legs wouldn't clear?  Do you have any recollection of

          3   discussing that with him?

          4        A     I don't think we discussed that with him.  I

          5   don't have any recollection of discussing that with him.

          6        Q     See if it refreshes your recollection, that by

          7   placing his bids at the maximum allowable amount, was his

          8   effort to reduce the likelihood that there would be -- that

          9   either of the legs would be rejected?

         10        A     My guess is -- I can speculate that that would

         11   be one way, maybe doing nodes that are really close to the

         12   interface, perhaps doing small volumes, some things that

         13   come into mind, but I don't recall specifically having that

         14   discussion.

         15        Q     You don't recall him explaining that his primary

         16   strategy going forward was to use these matched pairs and

         17   to bid them both at $50 so that he would, in an effort to

         18   make sure that they both cleared?

         19        A     I don't recall receiving that.

         20              BY MR. OLSON:

         21        Q     You mentioned that you could point to many

         22   drawdowns.  I take it you mean losses on particular days?

         23        A     Yes.

         24        Q     We've talked about a drawdown or loss on or

         25   around May 30, 2010; correct?
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          1        A     Uh-huh.

          2        Q     Are there other particular days when you recall

          3   there being losses on the accounts that Mr. Chen was

          4   managing for you?

          5        A     I don't have the summary results in front of me,

          6   but I'm certain that there were --

          7              MR. TABACKMAN:  I don't think you'll find it in

          8   those e-mails.

          9              THE WITNESS:  I have reports that he provided to

         10   us where we have drawdowns not only on the aggregate level.

         11   There were some days I wished I was out of the market

         12   because I lost money that day.  If you look at a day and it

         13   was profitable, there were some hours within that day that

         14   were losers.

         15              There was a significant drawdown also in July.

         16   I don't recall the specific dates, but there were numerous

         17   times throughout our relationship with Alan, and

         18   specifically in the summer of last year, where I knew that

         19   I was taking risk because I knew I was losing money at

         20   certain times.

         21              BY MR. OLSON:

         22        Q     I want to see if I can focus on why you were

         23   losing money.  Focus on three elements.  The first is the

         24   spread, and as I understand it, Mr. Chen was trying to

         25   reduce to zero if he could in the transactions that we're
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          1   discussing.  That's one element of profitability; correct?

          2   The day-ahead/real-time spread, you could make or lose

          3   money on that, right, or you could break even?

          4        A     Are we talking about his trading in aggregate or

          5   just his trading on those particular trades?  My

          6   understanding he was -- a subset of the trades, he was

          7   actively embracing the day-ahead/real-time risk and doing

          8   trades identical to what he was doing the previous year but

          9   getting a tailwind from the transmission loss.

         10        Q     As to that category of trades during June and

         11   July of 2010, is that where the drawdowns were occurring,

         12   in June and July?

         13        A     I don't know.  I don't think I can do an

         14   attribution analysis.  I can identify the risks -- I can

         15   identify different trading strategies.  One trading

         16   strategy -- one risk that he was taking was that the fixed

         17   costs that we were paying to assist him wouldn't be covered

         18   by the expected revenue or he was unable to reduce that

         19   term to zero.  There are risks with that trade.  One,

         20   unable to reduce the one term to zero, bids not being

         21   accepted, three, the transmission lost and other revenue

         22   not causing the fixed part of the trade.

         23              The other trade where he's actively embracing

         24   the congestion day-ahead/real-time spreads, there were

         25   other risks that he was focusing on, and those risks are
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          1   his ability to model -- successfully model congestion.

          2              I can't go through those statements that he

          3   provided or his explanations and explain which of those

          4   risks went bad on me or which of those risks explain that.

          5   Moreover, to be perfectly candid, I'm not even sure if

          6   these were all the risks.  I don't know the market that

          7   well.  These were the risks as were reported to me by Alan.

          8   There may be a whole new category of risks that can explain

          9   losses that we had that I just didn't know about.

         10              BY MR. TABACKMAN:

         11        Q     Putting aside the ability to identify the risk,

         12   you would agree if we looked at all of the reports that he

         13   gave you, it is possible to identify the trades that lost

         14   money?

         15        A     The category of trades that lost money.  He said

         16   MISO to PJM.  There could have been three underlying trades

         17   within there.

         18        Q     I understand.  It would be possible to determine

         19   whether or not these trades that resulted in this July

         20   drawdown, for example, you can determine from the record if

         21   we took the time to go through them whether or not they

         22   were trades in which he attempted to bring the price spread

         23   down to zero or ones where he thought he could play the

         24   price spread but was unsuccessful in doing it, did not do

         25   it successfully and lost money.  It would be possible to do
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          1   that?

          2        A     I don't think it would be.

          3        Q     Why is that?

          4        A     Because I don't think that information is

          5   contained in those reports.

          6              MR. OLSON:  Not just about the reports he may

          7   have --

          8              BY MR. TABACKMAN:

          9        Q     If one had the entire database of PJM?

         10        A     Let me state, Alan could do that.  Alan could

         11   attribute those losses and know exactly what the risks were

         12   and what was causing the loss.  He had that information.  I

         13   did not.  He didn't provide that information to me.

         14        Q     Did you ever ask him to modify the daily reports

         15   that he gave you to identify which nodes in PJM and MISO or

         16   wherever it was that he did -- that we saw several thousand

         17   megawatts of trading every hour, to say to him I want more

         18   granular information?  Tell me which nodes you used.

         19        A     I don't recall ever having the specific

         20   discussion as it relates to the reports.  The reality is I

         21   didn't have it in me to go down that path and say give me

         22   the reports and I'm going to back into what you were doing.

         23   It would have been overwhelming to try to do that.

         24              I relied on him to explain to me what he was

         25   doing and what the risks were.  I didn't want to -- I
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          1   didn't have the hours in the day, the know-how or the

          2   knowledge to start digging into the individual nodes that

          3   he was trading, as that would have been overwhelming to me.

          4   It was too much information.  I couldn't process.

          5        Q     I'm not talking about whether you would then do

          6   anything with the information.  Did you ever say to him I

          7   see that you've traded, as we saw in one of the reports

          8   that I showed you, and you agreed that was an example of

          9   the ones that you received on a daily basis.  It showed

         10   hour number one -- I'm making up this number -- 4000

         11   megawatts traded between PJM and MISO and similarly the

         12   same number from MISO to PJM.  Did you ever say to him,

         13   Alan, when you give us the report, tell us -- break these

         14   down more just so we have that data?

         15        A     I don't recall specifically.  As it relates to

         16   June of -- May to August of last year, it's doubtful that I

         17   would have because I already got the sense that he was

         18   guarded with the disclosure of his information, and he

         19   didn't want to provide that type of -- my perception is he

         20   didn't want -- -- he would possibly perceive that as our

         21   trying to reverse engineer his secret sauce, and if you

         22   show me what you're doing -- you can show me the results of

         23   what you're doing.  I can back into what you're doing.

         24        Q     I understand you're saying the possible reason

         25   why you didn't ask.  My question is, you have no

                                                                      276

          1   recollection of asking either in the e-mail or orally for

          2   him to provide you with what the individual trades looked

          3   like within the regions that he was making trades in.  Is

          4   that fair?

          5        A     During the summer of last year?

          6        Q     Or any other time.

          7        A     I'm pretty sure not -- the answer is I don't

          8   recall.  I'm pretty sure it didn't happen last summer, but

          9   it's a more likely scenario that it happened sometime in

         10   '09 or '08 or earlier.

         11        Q     I take it you're not able to --

         12        A     No.

         13        Q     Let me finish the question.

         14              You're not able to have in your mind even a

         15   sense of being in a room with him and putting that request

         16   to him, I would like to know within the two regions you

         17   actually paired up your trades?

         18        A     I thought the original question was specific to

         19   the reports.  We had very specific discussions with him at

         20   times when he came to West Chester and said we want to see

         21   what you're doing, and we want to learn about how you are

         22   trading and what nodes you're trading and how it's doing,

         23   and I have specific recollections of his being hesitant and

         24   possibly unwilling to accommodate those requests.  So I do

         25   have specific recollections of wanting to know very

                                                                      277

          1   precisely what he was doing and not getting the answers

          2   that I wanted.

          3        Q     You would not disagree with the statement that

          4   prior to May or June of 2010, Dr. Chen wasn't engaging in

          5   the kinds of closed-loop trades -- the trades we were

          6   describing as closed loop on behalf of HEEP and Powhatan?

          7        A     I don't know.  He very well may have been doing

          8   that.  The exhibit "Rampin' up with Alan" makes reference

          9   to the TLC trade.  I don't know what that TLC trade is.

         10        Q     Prior to October 2009 or perhaps even November,

         11   depending on when the first checks came from PJM, he could

         12   not have used the TLC as a factor in his trading because

         13   until then, nobody knew that the financial people were

         14   getting TLC; isn't that right?

         15        A     I don't know.

         16        Q     You don't know when the Commission issued the

         17   order that allowed them --

         18        A     It may have been earlier that summer and it took

         19   several months to implement the refund of the transmission

         20   loss credits.

         21        Q     But you would agree prior to at least the

         22   issuance of that order that authorized the payment of TLC

         23   to nonphysical traders, people who weren't actually flowing

         24   electricity, there would have been no basis for Dr. Chen to

         25   have taken the TLC account because the TLC account wasn't
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          1   something that folks were getting?

          2        A     I don't know.  I don't know.  Maybe the TLC,

          3   knowing that number, helped him predict congestion

          4   somewhere.

          5        Q     My question to you is, he wasn't obtaining the

          6   TLC until sometime after the Commission issued an order

          7   allowing virtual traders to get the TLC; correct?

          8        A     Yes.

          9        Q     It's probably a self-evident proposition, isn't

         10   it?

         11              MR. TABACKMAN:  Let me have marked as Exhibit 13

         12   this document.

         13              (Gates Exhibit 13 identified.)

         14              BY MR. TABACKMAN:

         15        Q     Have you had a chance to look at Exhibit 13?

         16        A     Yes.

         17        Q     Do the formulas or equations that appear on

         18   Exhibit 13 and the graphic at the top, have you ever seen

         19   this information drawn in this way on any prior occasion?

         20              Let me rephrase that.

         21              Did Dr. Chen ever describe his strategy to you

         22   using in the way that that appears on Exhibit 13?

         23        A     I don't recall.

         24        Q     Specifically to say on June 25, to explain to

         25   you the elements that he looked at in his trading?
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          1        A     I'm not sure I understand what this is.  This

          2   may have been a way for him to describe one of the risks

          3   associated with a trade -- one of the trades not being

          4   accepted into the marketplace.

          5        Q     Why do you say that?  Why do you draw that

          6   inference or that conclusion here?

          7        A     Because I know the trades associated of up-to

          8   congestion was capped at $50 based upon the spread between

          9   the two trades, and this appears to be a way to describe

         10   those two trades, those two legs.

         11        Q     But you don't recall -- you have no recollection

         12   today of having Dr. Chen draw essentially this information,

         13   these formulas, something like the graphic that appears at

         14   the top on a white board or blackboard or some presentation

         15   device at your offices at the June 25th meeting?

         16        A     The answer is I don't recall specifically.  I

         17   know that I was not talking to him the whole time.

         18        Q     Who else was talking to him?

         19        A     The only one -- I suspect we all talked to him

         20   to various degrees, but the only one that would talk to him

         21   of any substance would be Chao Chen.

         22              MR. TABACKMAN:  Let me show you the next

         23   document that we'll mark as Exhibit 14.

         24              THE WITNESS:  Can I add something, Mr.

         25   Tabackman?
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          1              BY MR. TABACKMAN:

          2        Q     Sure.

          3        A     This again --

          4        Q     By "this," you're referring to Exhibit 13?

          5        A     Yes.  Document Exhibit 13, to the extent this

          6   was something discussed on the our office -- I know we

          7   discussed the risks associated with the trades, so in our

          8   mind, it cemented the fact that it was not a risk-free

          9   trade.  We were taking a risk with the hope of being

         10   compensated for that risk.

         11        Q     On Exhibit 13, just looking at the first two

         12   amounts of the formula, assume hypothetically that DA

         13   refers to day-ahead and LMP is locational marginal price.

         14   Are you familiar with that term?

         15        A     Yes.

         16        Q     Number one, would you read it as the trade will

         17   clear if the day-ahead locational marginal price at point B

         18   minus the day-ahead locational marginal price at point A is

         19   less than or equal to $50, that that leg will clear?

         20        A     Yes.  I believe there may have been another risk

         21   associated with at least one of these two legs in that it

         22   required the reservation of transmission, so I don't know

         23   how the dynamics of the trade, but it's possible that he

         24   could submit a trade as described in record one, the spread

         25   would be under 50, but it would not clear because he didn't
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          1   reserve transmission or his ability to reserve transmission

          2   was impaired.

          3        Q     Number two shows the opposite direction, that a

          4   trade will clear if A minus B is less than or equal to $50?

          5        A     Yes.

          6        Q     Assuming that B and A are different prices, in

          7   other words, B has -- so long as DALMPB minus DALMPA and

          8   DALMPA minus DALMPB, if both of those are less than or

          9   equal to $50 and he doesn't have this theoretical problem

         10   of getting a reservation, both of those will clear;

         11   correct?

         12        A     That's my understanding, yes.

         13        Q     Wasn't one of the things that Dr. Chen was

         14   trying to show you on June 25th to convince, for lack of a

         15   better word, you and your colleagues, that May 30th was not

         16   likely to be repeated in his closed-loop-type trades was

         17   the fact that in the overwhelming majority of instances and

         18   in his case all of them, the prices were such that both

         19   transactions would result in a -- both transactions would

         20   clear and therefore, the likelihood of the May 30th problem

         21   presenting itself again was a very low one?

         22        A     I don't know what the May 30th problem was.  I

         23   don't know how to explain that, and he never clearly

         24   explained to me why we lost money.  I know that there was

         25   an e-mail that I traded with him in May August after this
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          1   FERC investigation came up where I said hey, I thought

          2   these risks were materialized.

          3              As a case in point, didn't we materialize this

          4   particular risk in the portfolio on May 30th, and he said

          5   no.  At that point, I wasn't aware that this risk wasn't --

          6   that he was successfully able to mitigate this risk.

          7              I thought this was a risk still in the

          8   portfolio.  And as a matter of fact, after that meeting, I

          9   set up a process with him where I said I want you to e-mail

         10   me every single time that this risk is realized or we

         11   become close to realizing this risk because this was

         12   something I perceived to be a significant risk that we were

         13   embracing head on.

         14        Q     In that e-mail, we'll look at it in a moment,

         15   the e-mail you're talking about, and this is after

         16   Dr. Bowering had contacted people and were saying stop

         17   doing this, you were saying to him -- you said that you

         18   thought that one of the risks -- the one that you focused

         19   on and asking him about was one of the legs not clearing?

         20        A     I believe that I highlighted two risks.  I

         21   wouldn't say that I focused on this.  The e-mail was

         22   specific to both of those risks.

         23        Q     I will get back to that because I know exactly

         24   which e-mail you're speaking of.

         25              Let's have this next document marked as
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          1   Exhibit 14.

          2              (Gates Exhibit 14 identified.)

          3              BY MR. TABACKMAN:

          4        Q     During at least the summer of 2010, Powhatan or

          5   entities that are under the general umbrella in the power

          6   trading companies that you had were talking to other

          7   potential power traders to develop relationships

          8   specifically in the up-to congestion market; is that

          9   correct?

         10        A     Yes.

         11        Q     One of them was a fellow you were talking with,

         12   was a fellow by the name of Robert Steele.  Do you recall

         13   that?

         14        A     Yes.

         15        Q     He had sent you a packet of material that

         16   described his success in the up-to congestion market.  Do

         17   you recall that, not the specifics of it but received

         18   material that was designed --

         19        A     Yes, yes.

         20        Q     And do you recall that Chao Chen looked at that

         21   material and was not impressed?

         22        A     Yes.

         23        Q     Do you recognize Exhibit 14 as an e-mail

         24   exchange in which -- this one was in regard to Mr. Steele

         25   where Chao Chen expresses his views on up-to congestion
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          1   traders?

          2        A     Yes.

          3        Q     Do you recall what is stated in this e-mail is

          4   what he said at the time -- that this e-mail reflects his

          5   view?

          6        A     I believe this is an actual print-off copy of

          7   the e-mail.

          8        Q     He says "I just read the presentation.  I'm not

          9   that excited about it.  I think UTC is just a loophole that

         10   anyone who knows about it can exploit.  There is very

         11   little skill.  I wouldn't hire any of these guys to work

         12   for TFS, including Alan."  Is that a viewpoint that

         13   Mr. Chao Chen expressed to you at other times about UTC

         14   trading?

         15        A     I don't recall, but he very well could have.

         16        Q     You respond to him in the following:  "I agree

         17   that UTC is a loophole that probably a dummy can exploit.

         18   But, why rules these guys off?  Just because they are doing

         19   UTC?  They should drive a truck through that loophole, even

         20   if they know how that FTRs/ICE or Virtuals.  That's what

         21   I'd do."  Did you write that?

         22        A     Yes.

         23        Q     Did that reflect your view of the skill required

         24   to be successful at trading UTCs in PJM in June of 2010?

         25        A     Yes.
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          1              BY MR. OLSON:

          2        Q     Why did you use the word "loophole"?

          3        A     Because I believe the way the UTC market had

          4   evolved, there were unintended consequences of decisions

          5   that were made that created opportunities for the

          6   participants in the market, undesired, perfectly legal yet

          7   undesired opportunities.

          8              BY MR. TABACKMAN:

          9        Q     What were the unintended consequences?

         10        A     The unintended consequences were that PJM, I

         11   believe, wanted to -- created the inc and dec market to

         12   allow people to -- hedgers and asset owners, so on and so

         13   forth to hedge and speculate there between the day-ahead

         14   and real-time market.

         15              Well, I believe the UTC market, I don't know its

         16   evolution or how it came to be, but that became a vehicle

         17   that was -- my understanding was clearly described in the

         18   tariff and designed such that traders such as Alan, such as

         19   Robert, so on and so forth could express their views into

         20   the marketplace and expect higher returns.

         21        Q     Wasn't one of the unintended consequences of

         22   allowing traders to get TLC is people would go and create

         23   closed-loop trades that had no potential to make money off

         24   of the price spread, that would lose money if you included

         25   the costs but would nonetheless, be able to make money
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          1   because the TLC almost always exceeded those fixed costs?

          2   Wasn't that one of the unintended consequences?

          3        A     Yes.  There were probably numerous other

          4   unintended consequences.  My guess is the trading volume in

          5   that market that year was significantly higher than the

          6   previous year.  My guess is that a lot of people sought

          7   that out and though they weren't as transparent and direct

          8   in how they expressed their view in their market, there

          9   were many other unintended consequences from all of the

         10   other traders who were aware of the transmission loss

         11   credit.

         12        Q     One of the people who created your potentially

         13   increased volume in the UTC was Dr. Chen who substantially

         14   increased the volume of his trades after the TLC became

         15   available to financial traders.  Isn't that true?

         16        A     Yes.

         17              MR. TABACKMAN:  Let's take five minutes.  Off

         18   the record.

         19              (Recess.)

         20              (Gates Exhibit 16 identified.)

         21              BY MR. TABACKMAN:

         22        Q     Directing your attention to Exhibit 16, do you

         23   recognize it as a weekly billing statement summary that

         24   Powhatan Energy Fund, LLC received from PJM?

         25        A     Yes.
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          1        Q     On the first page, which has -- which ends with

          2   numbers 991, it indicates there's a credit due to Powhatan,

          3   is that correct, of $336,382.89?

          4        A     Yes.

          5        Q     On the second page, ending in 992, shows the

          6   charges that Powhatan Energy Fund incurred during the

          7   period of 8/1 to 8/11/2010; is that correct?

          8        A     I believe it describes some of the -- I don't

          9   know this is a comprehensive list of charges.

         10        Q     It doesn't have, for example, all of the

         11   relatively small but ancillary charges such as black start

         12   charges and IMU, but it does have your transmission

         13   congestion and transmission loss charges shown on here,

         14   does it not?

         15        A     Yes.

         16        Q     It shows with respect to the -- that the

         17   transaction involving the day-ahead transmission

         18   congestion, the balancing or real-time transmission

         19   congestion, the day-ahead transmission losses and the

         20   balancing transmission losses result in a charge of

         21   $135,117.28?

         22        A     Yes.

         23        Q     I said that wrong.  I put the dollar in the

         24   wrong place.  The third page that ends in 993 shows during

         25   that same period, again, August 1 to August 11, 2010,
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          1   transmission losses credits amounted to $647,031.14?

          2        A     Yes.

          3        Q     These invoices enable you to see the impact of

          4   the transmission loss credit on the overall transactions

          5   that Powhatan engaged in during any particular period of

          6   time?

          7        A     Yes.  To caveat, I don't believe that I ever

          8   looked in detail at these transactions, and I may not have

          9   been aware that those line items were described on these

         10   transactions.

         11        Q     Wasn't it your testimony earlier today that

         12   there were some documents that you received from PJM that

         13   enabled you to confirm the accuracy of some information

         14   that Dr. Chen had given you?  Am I recalling that testimony

         15   correctly?

         16        A     Yes.

         17        Q     What documents were you looking at that enabled

         18   you to confirm that?

         19        A     Monthly statements as opposed to the weekly

         20   statements.

         21        Q     In terms of the content that is contained in the

         22   monthly statement -- the monthly statements also showed

         23   charges and credits, is that right, that were incurred for

         24   a monthly period?

         25        A     I believe so, yes.
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          1        Q     While there may have been additional charges

          2   listed on there, the monthly statements like the weekly

          3   statements enabled you to see the impact of transmission

          4   loss credits when your overall account for any particular

          5   month?

          6        A     Yes.

          7        Q     And that is the same thing, while you may not

          8   have looked at these on the weekly statements, this also

          9   showed the transmission loss credits and its impact;

         10   correct?

         11        A     Yes.

         12        Q     There were months, were there not, where you

         13   would receive a certain amount of money on a weekly credit

         14   or the weekly transactions would result in a credit, but

         15   the monthly would result in taking back some of that

         16   credit; is that right?

         17        A     As I recall, that's how the cash flow worked.

         18        Q     Do you recall approximately in the hundreds of

         19   thousands off millions how much profit Powhatan made in

         20   June and July of 2010?

         21        A     June and July, I think it was probably 3.5 to $4

         22   million.

         23        Q     Each of those months?

         24        A     No, I believe in aggregate.  I don't recall

         25   specifically -- maybe a little bit more, maybe about $4
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          1   million in aggregate.  I don't recall specifically how it

          2   was split up.  I know May was negative.  The best

          3   recollection I have was that it was up almost 5 million,

          4   but that was spread across May through August.

          5        Q     So Powhatan in those months netted approximately

          6   $5 million in profit from these transactions?

          7        A     From Alan's trading, yes.

          8        Q     We looked at a document earlier today that

          9   showed for the period from the inception of Alan's trading

         10   on behalf of Powhatan's predecessor, up until March the 5th

         11   of 2010, during that period, which would have covered all

         12   of -- he began trading for you in the agreement that's

         13   dated May of 2008.  Is that when he began trading UTCs for

         14   Huntrise?

         15        A     I believe so, yes.

         16        Q     Between May of 2008 and March -- or through the

         17   end of February 2010, he made for you approximately $3.6

         18   million in his trades, 2.1 million of which -- we can pull

         19   out the document -- 2.1 million which was attributable to

         20   the transmission loss credit?

         21        A     I believe that to be accurate.  When you say he

         22   made -- I guess I should qualify.  The profit that was the

         23   gross returns, we didn't net all of that.  He participated

         24   in that through his performance fee arrangement that we had

         25   with him.
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          1        Q     The gross number for that period of almost -- of

          2   approximately 21 months from -- 20 months from May of 2008

          3   to February of 2010 was 3.6 million, and that was exceeded,

          4   to the best of your recollection, by the gross profit that

          5   you received between May of 2010 and August of 2010 when he

          6   stopped trading?

          7        A     Yes.

          8        Q     Do you recall an e-mail that you received from

          9   Robert Steele on August 5th of 2010 in which he expressed

         10   certain opinions about the trading that led to the Bowering

         11   intervention, if you will, and PJM's referral of the

         12   matter?

         13        A     I recall receiving an e-mail.  I can't name the

         14   specific date.

         15        Q     What is your recollection of the thrust of what

         16   Mr. Steele said?

         17        A     What I interpreted -- I had been engaged with

         18   him in discussions for several months.  He was effectively

         19   interviewing for a job with our firm and had given us a

         20   presentation articulating why he thought he was best suited

         21   or a top tier trader.

         22              As I recall, after it came to light that we were

         23   engaged with Alan, I believe that he -- and that was the

         24   first time that I had heard of it, I believe that he

         25   described Alan's trading as rank manipulation of the
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          1   markets and said he had skill.  That's not what he said.

          2   That's not how I interpreted his comments.

          3              When you're vying for a job, it's easy to

          4   throw -- A, it's easy to throw the person who already has

          5   that job under the bus.  Separately, I believe that Alan --

          6   Robert Steele's presentation that he provided earlier shows

          7   very clearly that his or Connective, I believe, was the

          8   firm that he had worked with -- I could be wrong -- but the

          9   utility he worked with, they participated more heavily in

         10   up-to congestions, and their P&L similarly shows a very

         11   clear trend, that it also became more profitable for them

         12   in 2008, 2009 and 2010.  I didn't believe him.

         13              I believe that he was benefiting to a same or a

         14   more extreme degree as Alan.  He wasn't willing to admit it

         15   and he was trying to throw Alan under the bus and suggest

         16   that Alan's trading was not good, but his trading was okay.

         17              BY MR. OLSON:

         18        Q     Do you have any reason to believe that

         19   connective was engaging in up-to congestion transactions

         20   that they expected to lose money but for TLC payments?

         21        A     I have to believe that they considered those

         22   trades -- I speculate -- the answer is I don't know.  I

         23   speculate it was more likely than not that they engaged in

         24   those trades or they were willing to engage in trades that

         25   they otherwise weren't willing to engage in because of the
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          1   transmission loss credit.

          2        Q     But in 2008 and 2009, the fact that their up-to

          3   congestion trades became retroactively more profitable

          4   because of the retroactive payments of TLC, that doesn't in

          5   any way suggest that they were engaging in transactions at

          6   that time that they expected to lose money but for the TLC,

          7   does it?

          8        A     I don't know what information they had as it

          9   relates to when the TLC was going to be paid.  I suspect

         10   they didn't know about it in '08.  I suspect they didn't

         11   know about it in the first part of '09.  They might have

         12   known about it at the end of '09.

         13              They clearly knew it in 2010, but the reality is

         14   in '08 and '09 they were paid for transmission loss credits

         15   and the presentation that they provided to me showed their

         16   profit and loss and their exposure to up-to congestion.

         17              It was very clear that it was something that

         18   Connective was engaging in a more significant way and they

         19   were profiting from it in a significant way because of the

         20   transmission loss credit.

         21        Q     Mr. Chen had engaged in transactions that were

         22   intended to make money independent of the transmission loss

         23   credit; correct?

         24              MR. TABACKMAN:  In 2008 and 2009.

         25              BY MR. OLSON:
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          1        Q     In 2008 and 2009 he had done that; correct?

          2        A     In 2008 and 2009, he was, I believe, at least in

          3   the first nine or so months of '09, he was actively

          4   embracing the congestion, the day-ahead versus real-time

          5   spread risk.

          6        Q     Do you have any specific reason to believe that

          7   Connective engaged in any transactions in which they were

          8   not actively embracing the spread between the day-ahead and

          9   the real-time?

         10        A     I would like to see that presentation if we have

         11   it here.  I didn't obviously bring it.  If you have a copy

         12   of that presentation, I believe that presentation may have

         13   information that suggests that, that they were more

         14   significantly trading in the up-to congestion, and it

         15   was -- it would therefore affect their trade behavior.

         16        Q     I'm not asking if it affected their trade

         17   behavior.  Do you have any basis to believe that Connective

         18   engaged in up-to congestion transactions that they expected

         19   to lose money before the TLC payment but to become

         20   profitable after the TLC payment?

         21        A     I don't know.  I don't have any specific

         22   information, but I would like to see that presentation.

         23   There may be something in there.

         24              BY MR. TABACKMAN:

         25        Q     And I didn't bring it down here, but your
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          1   speculation is to the possibility -- strike that.

          2              I will represent to you it was September 17,

          3   2009 that the Commission ordered -- initially ordered

          4   traders, financial traders could receive -- that financial

          5   traders could receive the transmission loss credit.  Would

          6   you agree -- I think we agree with respect to Dr. Chen

          7   before, that Mr. Steele could not have known in 2008 that

          8   he was going to get transmission loss credits in

          9   constructing his 2008 trades?

         10        A     I think that's fair.

         11        Q     Again, prior to the issuance of that order, you

         12   don't have any reason to believe that Mr. Steele was

         13   constructing transactions in January and February and March

         14   and so forth of 2009 because he believed that the

         15   Commission was going to rule in favor of Black Oak?

         16        A     The answer is I don't know.  The answer is I

         17   don't know.

         18        Q     Do you know whether Mr. Steele was even actively

         19   engaged in up-to congestion transactions in the summer of

         20   2010, or had he already left Connective because the company

         21   had been purchased by Calpine, and he was basically out of

         22   work?

         23        A     I don't recall the specifics.  I recall looking

         24   at the presentation.  I thought that he was profiting and

         25   benefiting from the transmission -- I didn't have any
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          1   reason to believe that he was profiting or benefiting on

          2   the transmission loss credit any less than Alan was.

          3        Q     For transactions that were constructed prior to

          4   knowledge of the transmission loss credits being

          5   available -- let me put the question to you differently.

          6              Assume that Mr. Steele's organization engaged in

          7   a large number of up-to congestion transactions and some

          8   portion of which were not profitable to him.  Once the

          9   transmission loss credit becomes available, he's going to

         10   benefit on that large number of transactions the same way

         11   that anybody else would, but that doesn't mean that he

         12   structured his transactions that predated the issuance of

         13   the transmission loss credit in order to -- because he

         14   thought that somehow it was going to happen in the future?

         15        A     No, but his P&L -- the payments were

         16   retroactively applied.  So as I recall, and if we had that

         17   presentation in front of me, he showed data on the annual

         18   P&L that Connective had from its participation in the

         19   markets.

         20              As I recall, he did an attribution analysis

         21   where he said where we're making our money, and it was

         22   clear to me that they were saying this is a good fishing

         23   hole.  There are a lot of fish here, and I don't know that

         24   he didn't structure trades that statistically were

         25   identical to that which Alan was doing in that he was
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          1   sending out an infinite number -- not an infinite, but 350

          2   trades this way, 350 trades that way, all at different

          3   nodes, but statistically, that may be the same thing.

          4              Reading his presentation, I thought it was

          5   disingenuous for him, and in his e-mail he said kill the

          6   golden goose.  My interpretation of that is we are

          7   profiting from this.  Let's keep it on the down low.  Let's

          8   try not to make our trades as obvious to what we're doing

          9   and mask our trades statistically or by distributions so

         10   that we can profit from this transmission loss credit in

         11   its entirety.

         12              I read his e-mail to say Alan, essentially --

         13   Alan or others who may have been participating in this

         14   trade basically took a spotlight and shined it on this, and

         15   that is what caused the problems.  So I found that e-mail

         16   you're referencing to be disingenuous -- disingenuous.

         17              MR. TABACKMAN:  Can we have this marked as

         18   Exhibit 26, please.

         19              (Gates Exhibit 26 identified.)

         20              BY MR. TABACKMAN:

         21        Q     Do you recognize Exhibit 26 setting forth at

         22   least a portion of e-mails that were exchanged between you

         23   and Bob Steele in August of 2010?

         24        A     Yes.

         25        Q     The one that we've just been talking about is an
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          1   e-mail that begins on the first page at the bottom.  It has

          2   the page ending 1865 -- I'm sorry.  It begins at the bottom

          3   of page 2, which is 1866, and goes to page 3, 1867.  That's

          4   the one where he discusses his view of the action that led

          5   PJM to take action?

          6        A     Yes.

          7        Q     This is the e-mail that you said you regarded as

          8   disingenuous?

          9        A     When taken in conjunction with the presentation

         10   that he had provided.

         11        Q     And that had been provided sometime earlier;

         12   isn't that correct?

         13        A     Yes.  One other line I will point to is

         14   somewhere in here, he references to killing the golden

         15   goose.  Separately, he says all in, I feel this real change

         16   shall be beneficial for top tier traders.  First of all, I

         17   didn't perceive him to be a top tier trader.  Separately, I

         18   don't see how you can reconcile those two statements that

         19   it is risk-free -- that the transmission loss credit is

         20   going to cover the cost and that it's beneficial.

         21              If you have a huge tailwind on your trading, I

         22   don't see how that's beneficial.

         23        Q     That e-mail we were talking about where

         24   Mr. Steele wrote on August the 20th; is that correct?

         25        A     Yes.
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          1        Q     After that you wrote him and said "Thanks for

          2   the help, Bob.  I'll reach out to Carol Smoots later this

          3   morning.  Your summary is so good below, that I'm not sure

          4   I should be wasting your time by talking later this

          5   afternoon (as I suggested that I'd do when we talked

          6   yesterday.)  Once we get ourselves situated, and determine

          7   how we're going to proceed with Alan, I'll let you know.

          8   As I mentioned yesterday, this may result in our going back

          9   to you with a more attractive proposal, because we may no

         10   longer be working with Alan and may want to maintain

         11   exposure to the space.  I'll be in touch.  Thanks again,

         12   and have a good day and a great weekend."  That's what you

         13   wrote to him; is that correct?

         14        A     That is right.

         15        Q     Do you recall your next communication with him

         16   doesn't occur until September 10th when you write to him

         17   again, the e-mail that's directly above that or two above

         18   that, he responds to your e-mail by saying "It's my

         19   pleasure to help if I can.  Let me know how things go."

         20              There's an e-mail on Friday, September 10, 2010

         21   at 1:34 in which you contact him and you say "Just a quick

         22   note to check-in and see how you're doing.  Since I haven't

         23   heard from you, I'm assuming that you successfully made the

         24   transition to the firm in Cincinnati firm?  If so, I hope

         25   that it's going well and that we can stay in touch.  Have a
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          1   good day/weekend."

          2              While you thought he was disingenuous you

          3   reached out to him only to discover at that point several

          4   days later he was working somewhere; is that right?

          5        A     Yes.

          6        Q     Hadn't there been a hiatus between your

          7   communications with him on August the 20th and your

          8   previous communications regarding the job because there was

          9   an SEC audit that your company was undergoing?

         10        A     I believe -- I know we had an SEC audit in

         11   August of last year.  I can't attribute any possible delays

         12   in my communication to him as it relates to that SEC audit,

         13   but I'm sure it couldn't have accelerated my discussions

         14   with him.

         15        Q     Prior to the communication in which he expresses

         16   his view that the behavior that Mr. Chen and others had

         17   engaged in was rank manipulation, you had been working on

         18   getting him a term sheet back earlier in August?

         19        A     Earlier in August, I gave him some rough, rough

         20   term sheet to begin discussions.  Our discussions were to

         21   speak with him -- were twofold.  One, we were interested in

         22   setting up a power desk.  But two, we were hoping he could

         23   provide transparency into the marketplace that as he was in

         24   a different situation than Alan and may have been more

         25   willing to disclose to us what he was doing.
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          1        Q     But your preparation of a term sheet for him was

          2   lock after the proposal that he had made to you?

          3        A     I don't recall the specific time frames.

          4        Q     It's fair to say that you had seen the proposal,

          5   as you regarded as showing that he wasn't all that good at

          6   doing these trades.  You had seen that before giving him

          7   the term sheet?

          8        A     Okay, I'm sorry.  The presentation where he was

          9   describing what he did, yes, I clearly saw that before

         10   giving him a term sheet.  Again, it was our interest much

         11   in the way it was Connective's interest, was to get more

         12   exposure to this space or learn more about this space.

         13        Q     He wasn't with Connective at the time he was

         14   negotiating with you, was he?

         15        A     I don't know exactly what his terms were, his

         16   employment terms.

         17              MR. TABACKMAN:  I don't want to keep Mr. Hagan

         18   from his flight.

         19              MR. OLSON:  Can I do two minutes?

         20              MR. TABACKMAN:  Sure.

         21              THE WITNESS:  Can I comment on this e-mail

         22   thread and provide additional color?

         23              BY MR. TABACKMAN:

         24        Q     Feel free.  Go ahead.

         25        A     My e-mail to him on the 20th, "Your summary is
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          1   so good below, that I'm not sure that I should be wasting

          2   your time by talking later this afternoon," I don't believe

          3   that's really what I was saying.  I believe I was saying I

          4   don't want to waste my time talking to you this afternoon

          5   is how I interpret that comment.

          6              My desire to follow up with him later wasn't

          7   because I wanted to still pursue a relationship with him.

          8   It was out of, A, general interest on a human level.  He

          9   was going through a major transition in his life, but more

         10   significantly, at least was I was interested in

         11   understanding the marketplace and knowing who my

         12   competitors were and having a general market intelligence.

         13              So my best guess, when I spoke to him on the

         14   10th of -- when I e-mailed him on the 10th of September,

         15   that was not to re-engage him and he was able to convince

         16   me that Alan was doing -- that he had any special secret

         17   sauce above what Alan had.

         18              BY MR. OLSON:

         19        Q     At the bottom of the first page of Exhibit 26

         20   where you said "Your summary is so good below," did you

         21   mean it when you said that his summary was good?

         22        A     I think it was good to the extent it provided me

         23   insight into his character and the potential of our working

         24   together.

         25        Q     Did you think it accurately stated the facts
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          1   that it purported to state?

          2        A     No.

          3        Q     So you knew the transmission loss credit comes

          4   from the money that is paid into PJM related to

          5   transmission line losses; correct?

          6        A     I don't know.  I don't know how it is -- where

          7   the money comes from.

          8        Q     Do you know what line loss is?

          9        A     My best guess is if you're moving electricity

         10   from here to here and it's not perfectly insulated, there's

         11   not -- if you're moving it from here to here, there's not

         12   as much electricity that ends up here as was here.

         13        Q     But you're aware, are you not, that there's a

         14   certain pot of money that is paid into PJM for transmission

         15   line losses; correct?

         16        A     No.

         17        Q     Where does the money come from that is paid out

         18   in the TLC payments?

         19        A     I don't know.  This is one of many line items on

         20   this statement, and I don't know the markets well enough to

         21   understand where the money originates from or how it can be

         22   derived.

         23        Q     Let me represent to you and ask you to assume

         24   for any given period of time, say, a month that there's a

         25   fixed pot of money that is the transmission line loss money
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          1   that will be paid out as transmission loss credits.  Do you

          2   follow that assumption?

          3        A     A fixed pool of money that is paid out as

          4   transmission loss credit.

          5        Q     Correct.

          6        A     Okay.

          7        Q     Let's talk about three categories of people who

          8   might get that money.  The first are entities that are

          9   hedging physical power flows and are making up-to

         10   congestion trades in order to hedge.  Do you follow that

         11   being one category?

         12        A     Utilities or other entities that own assets or

         13   stuff that they're trying to hedge in the market, yes.

         14        Q     So that's one category of people who are making

         15   up to trades; correct?

         16        A     I don't know.

         17        Q     Didn't you testify earlier that you understood

         18   the original purpose of up-to congestion -- of the up-to

         19   congestion product was to enable people to hedge the risks

         20   of physical power flows?

         21        A     If I did, I don't recall saying that.  I recall

         22   saying I wasn't aware of the origins of the up-to

         23   congestion trade.  I knew that the inc and dec trade was

         24   designed for hedgers and speculators to speculate in the

         25   day-ahead versus real-time.  I didn't know what the origins
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          1   or the history of the up-to congestion trade was.

          2        Q     In any event, from your understanding of how

          3   up-to trades work, somebody who is flowing physical power

          4   could use up-to trades to hedge their risks about

          5   congestion; correct?

          6        A     I don't know.  I've never worked for -- I don't

          7   know enough -- I don't know the trade.  I don't know.

          8        Q     Another category of people who might get TLC

          9   payments are people who, to use your phrase, embracing the

         10   spreads, making bets on the spreads between the day-ahead

         11   and the real-time; correct?

         12        A     Yes.

         13        Q     People who believe that they can make more money

         14   on the spread than they'll have to pay for OASIS

         15   transmission fees or other fixed costs; correct?

         16        A     I believe a critical component of that was the

         17   transmission loss credit so they were actively introducing

         18   an active congestion spread not just with the day-ahead

         19   versus the real-time spread, not just with an eye toward

         20   the costs associated, but the costs netted against the

         21   potential revenue.

         22        Q     We talked about transactions that people engage

         23   in because they belief they'll be profitable before

         24   consideration of TLC payments; correct?

         25        A     Yes.
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          1        Q     Until September of 2009, that's the only reason

          2   you would engage in up-to congestion transactions as a

          3   trader because you believe you could make more money on the

          4   spread than you'd have to pay for fixed costs; correct?

          5        A     Largely yes with the caveat I think there was

          6   some other revenue stream associated with it.

          7        Q     Separately there are transactions such as those

          8   designed by Mr. Chen that are designed to minimize the

          9   spreads that are guaranteed to lose money before the TLC

         10   but will then because profitable because of the TLC;

         11   correct?

         12        A     Incorrect.

         13        Q     Why is that incorrect?

         14        A     Because I don't believe they were guaranteed to

         15   lose money if not for the TLC to the extent he didn't get

         16   one leg of the trade on.  I don't believe he was guaranteed

         17   to get both legs on.

         18        Q     His intention was to bring the spread as close

         19   to zero as he could, correct, for that category of trades?

         20        A     Yes.

         21        Q     If he was successful in doing that, then the

         22   transactions would lose money before considering TLC

         23   payments; correct?

         24        A     Assuming he got both legs on.  If he got both

         25   legs on and he brought the spread to zero, yes.  My
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          1   understanding is that they would lose money if you ignore

          2   the term of the -- one term of the P&L equation.

          3        Q     Again, you're aware that Mr. Chen testified that

          4   it never happened, that one of the legs failed to clear?

          5              MR. TABACKMAN:  And let's show the e-mail in

          6   which he tells you that.  If we could have this as the last

          7   document.  You discussed this one earlier, Exhibit 27, I

          8   believe.

          9              THE WITNESS:  I'm aware, at least as it relates

         10   to those -- my best guess, as I sit here today, is that the

         11   subset of the trades that he was engaged in, whereby he was

         12   introducing the other risk into the fund with the

         13   expectation of profiting, that he never realized one of

         14   those two particular risks, which was both legs didn't get

         15   on.  I've been skydiving.  I'm here today.  I took risk.  I

         16   believe that was a risk in the fund.

         17              BY MR. OLSON:

         18        Q     That was not a risk he took hoping to make money

         19   from that risk; right?

         20        A     Say that again.

         21        Q     He wasn't accepting the risk of one leg failing

         22   to clear because he thought he would make money if that

         23   happened; right?

         24        A     I don't know.  I was not aware of the -- the

         25   only thing when I say I don't know, the Skadden piece
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          1   specifically references something where Professor Pirong

          2   cites an out-of-call money option that he deemed to be

          3   potentially valuable.  I was not aware of anything of that

          4   sort at that time and until I read that comment letter by

          5   Skadden and Pirong, the affidavit.

          6              BY MR. TABACKMAN:

          7        Q     Let me ask you a different question.

          8              As far as you know, when Mr. Chen set up his

          9   transactions, the ones that we have called the closed-loop

         10   transactions in which you've acknowledged without the

         11   transmission loss credit, you're going to lose money.  You

         12   may not make it with the transmission loss credit but

         13   you're going to lose if you don't have it, he was trying,

         14   in the way he structured his bid by bidding at $50 which

         15   was the maximum he could bid, he did all that he could

         16   possibly do to make both legs clear; isn't that right?

         17        A     I'll have to take your word for it.  I think

         18   that was his job to mitigate risk in the portfolio.

         19        Q     And if he was successful in doing his job, the

         20   only way that he could potentially make money on those

         21   trades is with the transmission loss credit?

         22        A     There were other revenues besides the

         23   transmission loss credit, but the transmission loss credit

         24   was one of the -- you can write an equation down and write

         25   down what the factors are.  If you remove one -- yes.  The
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          1   transmission loss credit was the largest expected positive

          2   revenue.  And that was what his goal was.  I believe he was

          3   actively seeking the rebates that PJM was providing for

          4   doing that.  I believe he had a very clear business reason

          5   why he was engaging in those trades.

          6              I believe he was taking risk on those trades and

          7   on a stand-alone basis, those trades made economic sense

          8   because he could justify them and say I have an expectation

          9   of profit, and the large revenue number associated with

         10   that was the transmission loss credit.

         11        Q     His business reason for setting them up

         12   "business reason" was to get the transmission loss credit.

         13   If he failed in his effort to get both legs clear, he may

         14   lose money, he may gain money, depending on which leg

         15   didn't clear that's not what you understood.  That's not

         16   what he was setting out to do.  He wasn't trying to

         17   structure a transaction where he could play the price

         18   spread?

         19        A     No.  Very clearly, he was not actively -- there

         20   was a subset of his trades where he was trying to remove

         21   the day-ahead/real-time spread and embrace these other

         22   risks, introduce other risks into the portfolio and the

         23   risks -- I believe these were risks that were realized.

         24   Even though I don't believe -- maybe during this short

         25   period of time one leg -- both legs always got on at least
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          1   as related to these trades, maybe want all of his trades,

          2   but I know -- I don't know anything.

          3              But I think we realized those other risks where

          4   the fixed costs, the guaranteed payments that we were

          5   making to PJM did not cover --

          6        Q     Were not covered by the TLC is what you're

          7   saying.  They exceeded the TLC?  The fixed costs --

          8        A     The TLC and the other revenues.  I believe -- I

          9   know we took risk in the fund.  I can identify drawdowns in

         10   the fund, and these things resonate with me, that there

         11   were risks, and this was one of the risks.

         12              BY MR. OLSON:

         13        Q     Were you aware that the TLC payments you got for

         14   transactions that you expected to lose money but for TLC

         15   took money out of the pockets of UTC traders who were

         16   making transactions that they believed did make economic

         17   sense without TLC?

         18        A     I didn't know how the payments were made.

         19   Again, I didn't know who paid into that pot of money or how

         20   it was -- even if it was a pot of money, I didn't know if

         21   it was a predefined pot of money and how that was

         22   allocated.

         23        Q     If the transactions that Mr. Chen were engaging

         24   in that were expected to lose money before TLC did, in

         25   fact, take money out of the pockets of people who were
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          1   engaging in transactions for economic reasons independent

          2   of TLC, is that troubling to you?

          3        A     If I was troubled by the relationship, if I

          4   thought Alan was doing anything wrong or was acting

          5   inappropriately or was not abiding by the tariff or was not

          6   trustworthy with me, I would have walked away from him

          7   immediately.

          8              I believed that he was playing by the rules, but

          9   the rules were not crafted appropriately.  I believe it's

         10   hard to identify -- it's easy to identify particular

         11   trades, but I think it's hard to look at some trades and

         12   say these made no economic sense without the TLC or with

         13   the TLC.  I think it's really hard to do that.

         14              I suspect -- it was and still is a competitive

         15   market environment.  The objective of traders and the

         16   hedgers is to maximize the risk-adjusted returns, meaning

         17   try to make money but without losing too much.  So it was a

         18   competitive place.  I'll clearly say I didn't think what

         19   Alan was doing was wrong.  There was risk associated with

         20   it, and I believe that it was a unique opportunity, and

         21   Alan would describe it, a unique opportunity where you --

         22   where all participants in that marketplace had a

         23   significant tailwind.

         24              I'm not sure -- I do have reason to believe -- I

         25   don't believe that that money was taken from all UTC

                                                                      312

          1   traders.  I don't believe it was a zero-sum game, meaning

          2   if you sum up all the UTC traders, their profit equaled

          3   zero.  The slide that I had seen and that Robert Steele

          4   provided to us showed Connective's profits and the UTC and

          5   all other profits.

          6              In general, all of those people were making

          7   money from the UTC.

          8        Q     I think I have my question clear.  I'm not

          9   talking about making money from the UTC.  I'm talking about

         10   TLC payments in particular.  You distinguish between

         11   transactions in which you embrace the spread and those in

         12   which you're attempting to bring the spread as close to

         13   zero as you can; correct?

         14        A     Yes.

         15        Q     And so is it your testimony that you are not

         16   troubled by traders who are trying to reduce the spread to

         17   zero if they can, taking TLC payments out of the pockets of

         18   people who are making trades and embracing the spread?

         19        A     When you say am I not troubled, I am troubled.

         20   Not at the time.  Today I'm troubled.  I suspect that that

         21   other trade that Alan was talking about is why we're here

         22   today and a result of this investigation.  This

         23   investigation is very troubling to me.  At the time I

         24   didn't think that it would result in an investigation and

         25   that there was anything wrong with what he was doing.  We
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          1   were taking risk and being compensated for it, albeit, one

          2   may argue, compensated significantly for it.

          3              I know I took risk, and I was compensated for

          4   it.

          5              MR. TABACKMAN:  If we could have this marked as

          6   Exhibit 27.

          7              (Gates Exhibit 27 identified.)

          8              BY MR. TABACKMAN:

          9        Q     The risk that you were being compensated for was

         10   the risk that one of those legs might not clear?

         11        A     No.  The other risk was that to the extent that

         12   they both did clear, I had no guarantees on what the

         13   marginal loss credit was.  Hindsight is 20/20.  At this

         14   point, I realize that it apparently overcompensated.  I

         15   wasn't guaranteed that that transmission loss credit would

         16   exceed it.

         17        Q     What I'm saying to you is, certainly by June of

         18   2010, after Mr. Chen had shown you a number of occasions

         19   when the transmission loss credit transformed losing

         20   transactions into winning transactions and which you knew

         21   that 2.1 million of your 3.6 million profits over two years

         22   came from the transmission loss credits, you knew that the

         23   risk you were running, that you were going to lose money of

         24   any significance on those transactions was de minimis?

         25        A     No.  I didn't believe that.  Again, I'll point
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          1   to that's how bubbles are created.  When you look at a

          2   small set of data -- I remember somebody telling me his

          3   strategy of making money was to buy a bigger house than

          4   what he needed.  That worked for him for many, many years

          5   than this worked for Alan.

          6              BY MR. OLSON:

          7        Q     Let me see if I can summarize the risk you're

          8   describing.  The risk that entered into a transaction

          9   trying to bring the spread to zero and therefore not make

         10   money from the spread but still have to pay fixed costs and

         11   therefore, lose money before the TLC, that the TLC might

         12   not be enough to take you into the black from the money

         13   that you expected to lose.  That's the risk we're talking

         14   about, isn't it?

         15        A     Yes, and I believe that risk was realized during

         16   in the early months of July with Alan.  I didn't know --

         17   yes, that was the risk.  That was a second risk that I was

         18   very concerned with about this strategy.

         19              BY MR. TABACKMAN:

         20        Q     Could you look at Exhibit 27, please.  Let know

         21   when you're finished.

         22        A     Yes, I've read the e-mail exchange.

         23        Q     The first of the e-mails in this chain is one

         24   from you to Mr. Chen on August 24, 2010, at 4:14 p.m.; is

         25   that right?  That's the one that's the earliest of these?
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          1        A     Yes.

          2        Q     And you write "Hi Alan, An update from us: a.

          3   We are working with White&Case and plan to send a response

          4   to FERC tomorrow."  That was something that you actually

          5   wrote and believed would happen; correct?  You were working

          6   with White & Case at the time?

          7        A     Yes.

          8        Q     And you understood that they were planning to

          9   send some response to FERC on the following day after you

         10   were writing this e-mail?

         11        A     I don't know if it matters, but I'm not sure

         12   that White & Case sent that response.  I believe Larry

         13   Eiben sent that response.

         14        Q     That a response would be going to FERC on the

         15   following did I after you wrote this?

         16        A     Yes.

         17        Q     That was a truthful statement as to your

         18   expectation; correct?

         19        A     Yes.

         20        Q     "White & Case is" writing a letter -- "is

         21   providing Powhatan a letter that it needs to send to all

         22   appropriate parties asking them to retain their documents.

         23   So, Larry will be sending to Chao, me, Eric, Rich, etc.,

         24   and also needs to send one to you.  This will help prove

         25   that Powhatan did all that it could do to ensure that it
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          1   abides to its obligations to the FERC.  I'm not sure, but

          2   John Estes may have you send a similar one to us.

          3              "Some questions for you:  1.  Where do things

          4   stand with your dealing with Skadden?  Did you receive the

          5   retention letter?  If so, did you sign it and execute it?

          6   2.  In talking with White&Case, they were very interested

          7   in understanding the risks that we took in our UTC trading.

          8   I told them that the two main risks, as I understood them,

          9   were:  i.  Both legs of the trade didn't get on.  As a case

         10   in point, I think that we can point to 5/30/10.  ii.  The

         11   the TLC is actually lower than the cost to put on a fully

         12   hedged trade.  Can you please give me an example of where

         13   this occurred?  I think that the TLC was generally high all

         14   summer (hence the profits), but can you give us a detailed

         15   example when we actually lost money in Powhatan in a 'fully

         16   hedged' position?  How many" megawatts "were traded?  On

         17   which day, which hour?  What was the interface and node?

         18   What were the costs to put on the trade, and how much was

         19   the TLC?  As much information as you could provide would be

         20   greatly appreciated."

         21              That's what you wrote; correct?

         22        A     Yes.

         23        Q     The term "'fully hedged' position" was the term

         24   you were using to describe what we were referring to today

         25   as the closed-loop pipe transaction, one where things were
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          1   going in equal and opposite directions, same volume, same

          2   time of day, one goes from A to B, bun goes from B to A.

          3   That's what you were referring to by fully hedged

          4   transactions?

          5        A     I don't think necessarily exclusively that.  I

          6   believe there are ways to construct fully hedged trades

          7   that you have the same risk in the portfolio but that's not

          8   the exact trade.

          9        Q     Those trades were the ones that you were

         10   referring to?

         11        A     I was referring to anything -- I wasn't sure

         12   what he was doing.  I was referring to it specifically

         13   where he was trying to drive the real-time to day-ahead to

         14   zero -- day-ahead to real-time to zero, excuse me.

         15        Q     Mr. Chen responded "1.  I received the retention

         16   letter of from John of Skadden this afternoon.  I'll take a

         17   look and execute probably tomorrow.  2.  You are correct on

         18   the two main risks:  1) One of the legs didn't get on.  But

         19   on 5/30, the pair is not fully hedged as you may aware (one

         20   of the node is MT Storm, the other is Greenland gap, two

         21   500 KV nodes very closer together).  Once the trade is

         22   rejected, one minor risk is we are still paying the cost

         23   but no rewards.  2) There are a few days TLC didn't cover

         24   all the costs (transmission reservation cost - TRC" -- I

         25   believe that's a typo, should be "TLC" -- "TRC + other misc
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          1   costs - OMC).  These other misc costs equal to about

          2   $0.20MW to $0.25/MW.  Here is a list (date, TLC - TRC -

          3   OMC, note):  a) 6/30:  -$0.057/MW, we are losing money on

          4   the fully hedged position.  b) 7/1:  -$0.069.  c) 7/2:

          5   -$0.109.  d) 7/31:  -$0.075.  e) 8/1:  -$0.235.  f) 6/6:

          6   $0.010, we are making a little bit of money, but could be

          7   either way.  g) 6/9:  $0.020" -- these are all positive

          8   numbers, as I understand -- "h) 6/15:  $0.043.  i) 6/26:

          9   $0.051.  j) 7/3:  $0.021.  3.  During May 2010, we didn't

         10   really have those fully hedged positions on.  Thanks, Alan

         11   Chen."

         12              Do you recall receiving that e-mail identifying

         13   the specific days on which the five of them on which the

         14   TLC did not cover the fixed costs?

         15        A     Yes.

         16        Q     And you wrote back that same day just a few

         17   minutes later "Hi Alan, Do you have an example of a day

         18   when you bid in two legs of a trade, and only one side was

         19   accepted?  If I can't point to 5/30, what day can I point

         20   to?  (Were any of Powhatan's trades rejected over the last

         21   3 months?)"

         22              Mr. Chen responded.  "Hi Kevin, "No.  before 6/1

         23   we didn't have any fully hedged paired trades.  We did have

         24   paired trades on almost from the beginning (not intended

         25   for TLC, but for the spreads since we didn't even have TLC
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          1   at the time).  On 5/30, we lost a lot of money on the one

          2   pair of trades and I tried to find a better hedged paired

          3   trades.  That's when I thought of using fully-hedged paired

          4   trades.  On 6/1, we only had one pair with limited volume

          5   (400MWx24Hr).  For the fully-hedged trades, I have all 24

          6   hours on with flat volume.  We don't have this kind of

          7   trades rejected.  Thanks, Alan Chen."

          8              That's the e-mail he sent in response to your

          9   request to give him an example of a Powhatan trade that was

         10   rejected over the previous three months, is it not?

         11        A     I think it was slightly under three months, but

         12   during his trading at Powhatan.

         13        Q     I'm referring to -- you asked him over the last

         14   three months, so I'm referring to that.

         15        A     Carrying my mistake over.

         16        Q     There was no example of a trade that was as he

         17   described it, fully hedged in which a leg was rejected

         18   because he had all 24 hours on with flat volume.  "We don't

         19   have this kind of trades rejected."  Isn't that what he

         20   said to you?

         21        A     Yes.

         22        Q     Isn't that the way Mr. Chen hoped, planned, did

         23   everything he could do to have turn out that way?  That is,

         24   by making the maximum bid of $50, he was a price taker,

         25   wasn't he?
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          1        A     I don't know.  I don't know how he bid.  It's

          2   not clear to me he bid $50 here, and I don't know how the

          3   auction cleared.

          4              BY MR. OLSON:

          5        Q     You know that it was his hope to have both legs

          6   clear and ultimately to profit from the transmission loss

          7   credit; correct?

          8        A     I knew that -- I believe that the risks that he

          9   described to me were that both legs weren't going to clear

         10   and the transmission loss credit and the revenues

         11   associated with the trade would not cover the fixed costs

         12   to the extent he was successful in minimizing the day-ahead

         13   spread so that he had the objective of processing those

         14   trades -- he had the objective of minimizing risk to those

         15   trades.

         16              Can I also comment on this e-mail?  This e-mail,

         17   A, clearly shows there was risk in the trade.  He cited

         18   specific days here, and B, shows that I was largely in the

         19   dark regarding his trades.  I didn't -- this is the first

         20   type of transparency after it came to light that he was

         21   willing to share.  On August 24, I still didn't know why we

         22   lost money on May 30th.  I didn't know the risks in the

         23   portfolio and what he was doing to hedge them.

         24              BY MR. TABACKMAN:

         25        Q     When did he tell you about this risk of one of
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          1   the legs not being cleared?

          2        A     I recall very specifically we discussed it when

          3   he came to West Chester on June 25th.  I recall very

          4   specifically.  We pinned him down and said you hope to make

          5   money.  The only way you can make money is by taking risks.

          6   What are your risks?

          7              And I know specifically -- and I think that was

          8   in my second data response, that on June 25th, we believed

          9   that to be -- he described that as a risk.  It could have

         10   been earlier.  I don't recall.

         11        Q     Let's assume that was the first time.  You must

         12   have asked him or someone must have asked him in that room,

         13   what are you doing to minimize, mitigate the risk of that

         14   happening?  That's what traders do; right?  Isn't that

         15   right?  You identify a risk, and you try whatever you can

         16   do to keep that risk from coming about?

         17        A     The meeting on June 25th, there wasn't a

         18   meeting -- I don't believe there was even an actual meeting

         19   where Chao, Alan and I sat in a conference room.  It

         20   wasn't -- it was absolute chaos at our office when we were

         21   trying to resurrect systems.

         22              Yes, we asked him what are the risks in your

         23   trade and what are the potential gains, among other things,

         24   that are other strategies we can work on.  Why don't you

         25   come in, come to West Chester and instead of being so
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          1   guarded with what you're doing, let's work on a closer

          2   relationship so we can better understand, grow and

          3   hopefully improve.

          4        Q     Mr. Gates, whether or not there was a meeting

          5   with you and Mr. Chen, what we would call a meeting, when

          6   he responded to your question what are the risks, are you

          7   testifying today that you didn't respond with the question

          8   and what are you doing to minimize them or to address them,

          9   and didn't Mr. Chen then tell you I'm bidding at the

         10   absolute maximum because that way, both legs will always

         11   clear, and the risk is minimal?  Didn't that happen, sir?

         12        A     I don't recall.

         13        Q     But you recall him telling you about the risk

         14   but not -- you testified that you recall him telling you

         15   about the specific risk, but not -- you have no

         16   recollection of what he told you about how he was going to

         17   address it.  Is that your testimony?

         18        A     I don't recall our specifically having that

         19   discussion of what he was doing, but to be clear, I hired

         20   him because I wanted him to mitigate the risk in my

         21   portfolio.

         22              MR. TABACKMAN:  Thank you.

         23              We can go off the record unless you have

         24   something else that you want to add, then we're done for

         25   today.
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          1              MR. HAGAN:  One quick question with respect to

          2   Exhibit 5.

          3                          EXAMINATION

          4              BY MR. HAGAN:

          5        Q     It's Bates number 8002, page 2.  You spent quite

          6   a bit of time discussing with Mr. Olson the executive

          7   summary and the risks that were outlined in it.  I'm

          8   focusing on the last bullet where you say "If we decided to

          9   really ramp-up this summer, this new entity would need

         10   about $4,000,000 of investment.  (2.5 million posted in

         11   collateral, $500K in working capital, and 1 million sitting

         12   in our personal checking accounts waiting to be invested on

         13   a day's notice."

         14              What is the decision of the million dollars

         15   sitting in your personal check account?

         16        A     Because we perceived that there was risk in

         17   Alan's trading and to the extent he had a losing day or had

         18   a margin call and we had to post more collateral, we needed

         19   to have the liquidity available to meet that call.  So I

         20   believe that clearly describes perceived -- a perception of

         21   risk.

         22              MR. HAGAN:  I have nothing further.

         23              MR. TABACKMAN:  We're off the record.

         24              (Whereupon, at 5:45 a.m., the deposition was

         25   concluded.)
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          1       I HEREBY CERTIFY that I have read this transcript of my

          2   deposition and that this transcript accurately states the

          3   testimony given by me, with the changes or corrections, if

          4   any, as noted.

          5   

          6   

          7                              X

          8   

          9   

         10   

         11   Subscribed and sworn to before me this       day of

         12                , 20      .

         13   

         14   

         15   

         16                              X

         17                              Notary Public

         18   

         19   

         20   

         21   My commission expires:                            .

         22   

         23   

         24   

         25   
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